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Measurement
Before
2005 / 2006 ……
SSAP 24
Held-to-maturity

HTM
HTM debt
debt
securities
securities

at Amortised
Cost less
provision

• Investments were originally accounted for
in accordance with
– SSAP 24 Accounting for investment in
securities

Benchmark treatment

Investment
Investment at Cost less
securities
provision
securities
Other
Other
at Fair Value
investments
through P/L
investments
Alternative treatment

Trading
Trading
securities
securities

at Fair Value
through P/L

Fair Value
Non-Trading
Non-Trading at through
securities
securities
Equity
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• Effective for the period beginning on or
after 1 Jan. 2005, all investments are
termed as financial assets, which should be
accounted for and presented in accordance
with
– HKAS 32 and HKAS 39
• But …… much more than that!
• Any standards on cash, bank deposits,
trade receivable, trade payable in the past?
• Now, we have HKAS 32 and 39!
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Before 2005 / 2006 …… But Now

HKAS 32 ⇒ Disclosure and presentation
HKAS 39 ⇒ Recognition and measurement
• The most interesting standards
• The most lengthiest standards
• The most complex standards
• Cover some unusual or more complex contracts
• But also cover some very simple elements in the
financial statements, for example:
– Cash, trade receivable ……
– Share capital, trade payable, bank loans ……

• Many additions and amendments as well, including
HKFRS 7 ⇒ Disclosure
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Objective of HKAS 32 and 39
HKAS 39
HKAS 32
• Aims at establishing principles
• Aims at enhancing financial
for recognising and measuring
statement users’ understanding
financial assets, financial
of the significance of financial
liabilities and some contracts to
instruments to an entity’s
buy or sell non-financial items.
financial position, performance
and cash flows.
• Contains requirements for the
presentation of financial
instruments and
identifies the information that
Before
Before HKFRS
HKFRS 77
should be disclosed about them.
effective
effective in
in 2007
2007
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Main Coverage of HKAS 32 and 39
HKAS 32
• Presentation
– Liabilities and Equity
– Compound Financial Instruments
– Offsetting

• Disclosure requirements

HKFRS 7 (effective in 2007)
• Disclosure requirements

HKAS 39
• Classification of financial
instruments
• Recognition and derecognition of
financial instruments
• Measurement of financial
instruments
• Derivatives and embedded
derivatives
• Hedging and hedge accounting
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Topics to be discussed
• Scope of HKAS 32 and 39
• Definitions and Classification (HKAS 32 and 39)

Simple
Simple but
but
Comprehensive
Comprehensive
Key
Key Issues
Issues

• Initial recognition and measurement (HKAS 39)
• Financial assets – measurement (HKAS 39)

Cases
Cases and
and Examples
Examples

• Financial liabilities – measurement (HKAS 39)
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Scope of HKAS 32 and 39
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Scope – Excluded from HKAS 32 and
39
HKFRS 7
HKFRS 7

HKAS HKAS
32
39
Interests in subsidiaries, associates and joint ventures accounted
for under HKAS 27, 28 and 31
Rights and obligations under leases to which HKAS 17 applies
except for derecognition and embedded derivatives
Employers’ rights and obligations under employee benefit plans, to
which HKAS 19 applies
Financial instruments issued by the entity that meet the definition of
an equity instrument in HKAS 32
Rights and obligations under an insurance contract as defined in
HKFRS 4, except for embedded derivatives
Contracts for contingent consideration in a business combination
(see HKFRS 3) for the acquirer only
Contracts between an acquirer and a vendor in a business
combination to buy or sell an acquiree at a future date
Certain loan commitments (HKAS 37 and 18)
Instruments and obligations under share-based payment
transactions (HKFRS 2), except for some contracts
Rights to payment to reimburse a recognised provision under
HKAS 37
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Scope – Excluded from HKAS 32 and 39
Contracts to buy or sell a non-financial item
can be divided into 2 types:
1. that can be settled
• net in cash or another financial
instrument, or
• by exchanging financial instruments

Forward
Forward contracts
contracts
•• as
as ifif financial
financial instruments
instruments
•• within
within scope
scope

2. that were entered into and continue to
be held
• for the purpose of the receipt or
delivery of a non-financial item
• in accordance with the entity’s
expected purchase, sale or usage
requirements

Usual
Usual executory
executory contracts
contracts
•• NOT
NOT within
within scope
scope
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Definitions and Classification
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Definitions
AAfinancial
financialinstrument
instrumentisisany
anycontract
contractthat
thatgives
givesrise
riseto
to
1.
a
financial
asset
of
one
entity,
and
1. a financial asset of one entity, and
2.
2. aafinancial
financialliability
liabilityor
orequity
equityinstrument
instrumentof
ofanother
anotherequity
equity

Financial
Financial
instrument
instrument

Financial
Financial
asset
asset
Financial
Financial
liability
liability

of one entity

or

Equity
Equity
instrument
instrument

of another entity
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Definitions – Financial Instruments
Financial asset is any asset that is:
• Cash
• An equity instrument of another entity
• A contractual right
i) to receive cash or another financial asset from another entity
ii) to exchange financial assets or financial liabilities with another entity under
conditions that are potentially favourable to the entity
• A contract that will or may settled in the entity’s own equity instruments and is
i) a non-derivative for which the entity is or may be obliged to receive a variable
number of the entity’s own equity instruments; or
ii) a derivative that will or may be settled other than by the exchange of a fixed
amount of cash or another financial asset for a fixed number of the entity’s
own equity instruments. (For this purpose, the entity’s own equity instruments do not

include instruments that are themselves contracts for the future receipt or delivery of the
entity’s own equity instruments.)
Financial
Financial
Derivative
Derivative
asset
asset
Financial
instrument
Financial
Equity
or instrument
liability
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Definitions – Financial Instruments
Financial liability is any liability that is
• A contractual right
i) to deliver cash or another financial asset from another entity
ii) to exchange financial assets or financial liabilities with another
entity under conditions that are potentially unfavourable to the entity
• A contract that will or may settled in the entity’s own equity instruments and is
i) a non-derivative for which the entity is or may be obliged to deliver a variable
number of the entity’s own equity instruments; or
ii) a derivative that will or may be settled other than by the exchange of a fixed
amount of cash or another financial asset for a fixed number of the entity’s
own equity instruments. (For this purpose, the entity’s own equity instruments do not
include instruments that are themselves contracts for the future receipt or delivery of the
entity’s own equity instruments.)

Financial
instrument

Financial
asset
Financial
Financial
liability
liability

Derivative
Derivative
or

Equity
instrument
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Definitions – Financial Instruments
Equity instruments ⇒ is any contract that evidences a residual interest in
the assets of an entity after deducting all of its
liabilities

Financial
instrument
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Financial
asset
Financial
liability

Derivative

or

Equity
Equity
instrument
instrument
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Definitions – Derivative
⇒ is a financial instrument or other contract within the
scope of HKAS 39 with all 3 of the following
characteristics:

Derivative

Value
Valuechange
change based
based
on
onan
an underlying
underlying
Little
Little or
or no
no initial
initial
net
net investment
investment
Settled
Settled at
at
aafuture
futuredate
date

Financial
instrument

a) its value changes in response to the change in a
specified interest rate, financial instrument price,
commodity price, foreign exchange rate, index of prices
or rates, credit rating or credit index, or other variable
(sometimes called the ‘underlying’);
b) it requires no initial net investment or an initial net
investment that is smaller than would be required for
other types of contracts that would be expected to have a
similar response to changes in market factors; and
c) it is settled at a future date.
Financial
asset
Financial
liability

Derivative
Derivative
or

Equity
instrument

More
More on
on
Part
Part IIII
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Definitions and Classification
FA
FA at
at FV
FV
through
through P/L
P/L

Financial
Financial
asset
asset
Financial
Financial
instrument
instrument
Financial
Financial
liability
liability

1. Financial assets at fair value
through profit or loss

AFS
AFS financial
financial
assets
assets

2. Available-for-sale financial
assets

HTM
HTM
investments
investments

3. Held-to-maturity investments

Loans
Loans and
and
receivables
receivables

4. Loans and receivables

• Initial recognition and measurement principle for financial assets and
financial liabilities are the same (to be discussed later)
• But, HKAS 39 further defines financial asset into 4 categories for
subsequent measurement (financial liability to be discussed later)
The
The 4-category
4-category classification
classification will
will affect
affect the
the subsequent
subsequent measurement
measurement
of
of financial
financial assets,
assets, but
but not
not the
the initial
initial measurement.
measurement.
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Definitions and Classification
FA
FA at
at FV
FV
through
through P/L
P/L

Financial
Financial
asset
asset

Definition – for Financial Assets at Fair Value through P/L

A financial asset that meets either of the following 2
conditions.
a) It is classified as held for trading, if it is:
An entity has NO choice
i) acquired or incurred principally for the purpose
of selling or repurchasing it in the near term;
ii) part of a portfolio of identified financial instruments
that are managed together and for which there is
evidence of a recent actual pattern of short-term
profit-taking; or
iii) a derivative (except for a derivative that is a
designated and effective hedging instrument).
b) Upon initial recognition it is designated by the entity
as at fair value through profit or loss,
An entity has a choice
except for investments in equity instruments that
But
But ……
…… new
new
• do not have a quoted market price in an active
requirements
for
requirements
for
market,
2006
2006
• and whose fair value cannot be reliably measured.
© 2005-06 Nelson
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Definitions and Classification
A Financial
Asset

Held for trading (or
derivative)?

Yes

No

Upon initial recognition, Yes
designated at FA at FV
through
through
P/L (ifP/L?
allowed)?

Derivative?
No

Yes

Financial
Financial
asset
asset

Designated and
effective hedging
instrument?

Yes

No

Hedge
Accounting

New requirements in 2006
– The Fair Value Option (Jul. 2005)

To be discussed
later

• Restrict a company’s option in
designating a financial asset (or
financial liability) at FV through P/L
• Only allow to designate if conditions
are met

33 Conditions
Conditions
to
to Designate
Designate
© 2005-06 Nelson

FA
FA at
at FV
FV
through
through P/L
P/L
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Definitions and Classification
FA
FA at
at FV
FV
through
through P/L
P/L

Financial
Financial
asset
asset

Definition – for Financial Assets at Fair Value through P/L

Effective from 1.1.2006: Upon initial recognition, an
entity may designate a financial asset or financial liability
as at fair value through profit or loss only:
• when permitted by paragraph 11A of HKAS 39 (in
order to avoid separation of embedded derivative from
hybrid contract), or
• when doing so results in more relevant information,
because either
i) it eliminates or significantly reduces a
measurement or recognition inconsistency
ii) financial assets, financial liabilities or both is
managed and its performance is evaluated on a
fair value basis

More
More on
on
Part
Part IIII
1.
1. Embedded
Embedded
Derivative
Derivative Condition
Condition
2.
2. Eliminates
Eliminates
Inconsistency
Inconsistency
3.
3. Managed
Managed on
on Fair
Fair
Value
Value Basis
Basis

33 Conditions
Conditions
to
to Designate
Designate
© 2005-06 Nelson

19

Definitions and Classification
FA at FV
through P/L

AFS
AFS financial
financial
assets
assets

Financial
Financial
asset
asset

Definition – for Available-for-sale financial assets

• Those non-derivative financial assets that are designated
as available for sale, or
An entity has a choice
• Those not classified into other categories
• Implies
⇒ Except for those held for trading, all the remaining
financial assets can be designated as AFS financial
assets
⇒ Loans and receivables and HTM investments can also
be initially designated as AFS financial assets

© 2005-06 Nelson
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Definitions and Classification

Financial
Financial
asset
asset

Case
Case

• In its 2005 Interim Report, full set of HKFRS was adopted and the
report set out that:
– Available-for-sale financial assets are non-derivatives that are either
• designated in this category or
• not classified in any of the other categories (i.e. loans and
receivables, financial assets at fair value through profit or loss and
held-to-maturity investments).
– They are included in non-current assets unless management intends to
dispose of the investment within 12 months of the balance sheet date.

© 2005-06 Nelson
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Definitions and Classification
FA at FV
through P/L

AFS financial
assets

HTM
HTM
investments
investments

Financial
Financial
asset
asset

Definition
for Held-to-Maturity Investments

• Non-derivative financial assets with fixed or determinable
payments and fixed maturity
• That the entity has the positive intention and ability to hold to
maturity, other than
– those initially designated as FA at FV through P/L
– those designated as AFS financial assets
– those that meet the definition of loans and receivables
• A debt instrument with a variable interest rate can satisfy the criteria for a
HTM investment.
• Equity instruments cannot be HTM investments either
– because they have an indefinite life (such as ordinary shares) or
– because the amounts the holder may receive can vary in a manner that is
not predetermined (such as for share options, warrants and similar rights).
© 2005-06 Nelson
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Definitions and Classification

Financial
Financial
asset
asset

Example
Example

HTM
HTM
investments
investments

Definition
for Held-to-Maturity Investments

ABC Co. buys the following listed notes and
intends to hold them to maturity:
– 5% 5-Year note

⇒ √ HTM investments

– HIBOR 3-Year bank note

⇒ √ HTM investments

– 10% 1-year equity-linked note

⇒ √ but the put option element
shall be separated and
accounted for as
Embedded Derivative

(at maturity, ABC co. can receive
either principal with interest or
HSBC shares if the price of HSBC shares falls
below $120 each)

(not to be discussed today)

© 2005-06 Nelson
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Definitions and Classification

Financial
Financial
asset
asset

Example
Example

HTM
HTM
investments
investments

Definition
for Held-to-Maturity Investments

Bond with index-linked interest
• Entity A buys a bond with a fixed payment at maturity and a fixed
maturity date.
• The bond’s interest payments are indexed to the price of a commodity
or equity.
• Entity A has positive intention and ability to hold the bond to maturity.
• Can Entity A classify the bond as a HTM investment?
Yes.
Yes.
•• However,
However,the
thecommodity-indexed
commodity-indexedor
orequity-indexed
equity-indexedinterest
interest
payments
result
in
an
Embedded
Derivative
payments result in an Embedded Derivativethat
thatisisseparated
separatedand
and
accounted
accountedfor
foras
asaaderivative
derivativeat
atfair
fairvalue.
value.
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Definitions and Classification
HTM
HTM
investments
investments

Financial
Financial
asset
asset

Definition
for Held-to-Maturity Investments

No Positive Intention to Hold to Maturity
• An entity does not have a positive intention to hold to maturity an investment
in a financial asset with a fixed maturity if:
a) the entity intends to hold the financial asset for an undefined period;
b) the entity stands ready to sell the financial asset (other than if a situation
arises that is non-recurring and could not have been reasonably
anticipated by the entity) in response to changes in market interest rates
or risks, liquidity needs, changes in the availability of and the yield on
alternative investments, changes in financing sources and terms or
changes in foreign currency risk; or
c) the issuer has a right to settle the financial asset at an amount
significantly below its amortised cost.

© 2005-06 Nelson
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Definitions and Classification

Financial
Financial
asset
asset

Example
Example

HTM
HTM
investments
investments

Definition
for Held-to-Maturity Investments

Callable bond
• Entity A buys a callable bond and the bond issuer has a call option.
• Can Entity A classify the bond as a HTM investment?
Yes
Yes
•• IfIfthe
theholder
holderintends
intendsand
andisisable
ableto
tohold
holditituntil
untilititisiscalled
calledor
oruntil
until
maturity
and
the
holder
would
recover
substantially
all
of
its
maturity and the holder would recover substantially all of itscarrying
carrying
amount.
amount.
•• The
Thecall
calloption
optionof
ofthe
theissuer,
issuer,ififexercised,
exercised,simply
simplyaccelerates
acceleratesthe
the
asset’s
maturity.
asset’s maturity.
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Definitions and Classification

Financial
Financial
asset
asset

Example
Example

HTM
HTM
investments
investments

Definition
for Held-to-Maturity Investments

Puttable bond
• Entity A buys a puttable bond and Entity A has a put option to require
the issuer to redeem the bond.
• Can Entity A classify the bond as a HTM investment?
No!
No!
•• AAfinancial
financialasset
assetthat
thatisisputtable
puttable(i.e.
(i.e.the
theholder
holderhas
hasthe
theright
rightto
to
require
requirethat
thatthe
theissuer
issuerrepay
repayor
orredeem
redeemthe
thefinancial
financialasset
assetbefore
before
maturity)
maturity)cannot
cannotbe
beclassified
classifiedas
asaaHTM
HTMinvestment.
investment.
•• Because
paying
for
a
put
feature
in
a
financial
Because paying for a put feature in a financialasset
assetisisinconsistent
inconsistent
with
expressing
an
intention
to
hold
the
financial
with expressing an intention to hold the financialasset
assetuntil
untilmaturity.
maturity.
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Definitions and Classification
HTM
HTM
investments
investments

Financial
Financial
asset
asset

Definition
for Held-to-Maturity Investments

No Positive Ability to Hold to Maturity
• An entity does not have a demonstrated ability to hold to maturity an
investment in a financial asset with a fixed maturity if:
a) it does not have the financial resources available to continue to finance
the investment until maturity; or
b) it is subject to an existing legal or other constraint that could frustrate its
intention to hold the financial asset to maturity.

© 2005-06 Nelson
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Definitions and Classification
Subject
Subject to
to

Tainting
Tainting Rule
Rule below
below

HTM
HTM
investments
investments

Financial
Financial
asset
asset

Definition
for Held-to-Maturity Investments

An entity shall not classify any financial assets as held to maturity
– if the entity has,
• during the current financial year or
• during the two preceding financial years,
• sold or reclassified more than an insignificant amount of held-tomaturity investments before maturity
(more than insignificant in relation to the total amount of held-tomaturity investments)
The
The sales
sales or
or reclassifications
reclassifications are
are exempted
exempted from
from the
the above
above Tainting
Tainting Rule
Rule ifif they:
they:
–– are
are so
so close
close to
to maturity
maturity or
or the
the financial
financial asset’s
asset’s call
call date
date (for
(for example,
example, less
less than
than 33
months
months before
before maturity)
maturity) that
that changes
changes in
in the
the market
market rate
rate of
of interest
interest would
would not
not have
have aa
significant
significant effect
effect on
on the
the financial
financial asset’s
asset’s fair
fair value;
value;
–– occur
occur after
after the
the entity
entity has
has collected
collected substantially
substantially all
all of
of the
the financial
financial asset’s
asset’s original
original
principal
principal through
through scheduled
scheduled payments
payments or
or prepayments;
prepayments; or
or
–– are
are attributable
attributable to
to an
an isolated
isolated event
event that
that is
is beyond
beyond the
the entity's
entity's control,
control, is
is nonnonrecurring
recurring and
and could
could not
not have
have been
been reasonably
reasonably anticipated
anticipated by
by the
the entity.
entity.
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Definitions and Classification
Subject
Subject to
to

Tainting
Tainting Rule
Rule below
below

Financial
Financial
asset
asset

Example
Example

HTM
HTM
investments
investments

Definition
for Held-to-Maturity Investments

Sale of HTM investments
• Entity A sells $1,000 bonds from its HTM portfolio with $5,000 bonds
on interim date of 2003 before the bonds will be matured in 2007.
• Since Entity A wants to realise the appreciation in market price of the
bonds.
•• The
Thedisposed
disposedbonds
bondswould
wouldbe
beover
overan
aninsignificant
insignificantamount
amountof
ofthe
the
whole
portfolio
and
it
is
not
an
exemption
from
Tainting
Rule.
whole portfolio and it is not an exemption from Tainting Rule.
•• The
Thesale
saleof
ofpart
partof
ofthe
theHTM
HTMportfolio
portfolio“taints”
“taints”that
thatthe
theentire
entireportfolio
portfolio
and
all
remaining
investments
in
the
HTM
category
must
and all remaining investments in the HTM category mustbe
be
reclassified.
reclassified.
•• Entity
EntityAAwill
willbe
beprohibited
prohibitedfrom
fromclassifying
classifyingany
anyassets
assetsas
asHTM
HTM
investments
investmentsfor
for22full
fullfinancial
financialyears,
years,until
untilthe
theyear
yearof
of2006.
2006.
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Definitions and Classification
Subject
Subject to
to

Tainting
Tainting Rule
Rule below
below

Financial
Financial
asset
asset

Example
Example

HTM
HTM
investments
investments

Definition
for Held-to-Maturity Investments

Downgrade of Credit Rating
Would a sale of a held-to-maturity investment following a downgrade of
the issuer’s credit rating by a rating agency raise a question about the
entity’s intention to hold other investments to maturity?
Not
Notnecessarily
necessarily
•• AAdowngrade
downgradeisislikely
likelytotoindicate
indicateaadecline
declineininthe
theissuer’s
issuer’screditworthiness.
creditworthiness.
•• HKAS
39
specifies
that
a
sale
due
to
a
significant
deterioration
HKAS 39 specifies that a sale due to a significant deteriorationininthe
the
issuer’s
issuer’screditworthiness
creditworthinesscould
couldsatisfy
satisfythe
thecondition
conditionininHKAS
HKAS39
39and
and
therefore
thereforenot
notraise
raiseaaquestion
questionabout
aboutthe
theentity’s
entity’sintention
intentiontotohold
holdother
other
investments
to
maturity.
investments to maturity.
•• However,
However,the
thedeterioration
deteriorationinincreditworthiness
creditworthinessmust
mustbe
besignificant
significantjudged
judgedby
by
reference
to
the
credit
rating
at
initial
recognition.
reference to the credit rating at initial recognition.
•• Also,
Also,the
therating
ratingdowngrade
downgrademust
mustnot
nothave
havebeen
beenreasonably
reasonablyanticipated
anticipated
when
the
entity
classified
the
investment
as
held
when the entity classified the investment as heldtotomaturity
maturityininorder
ordertotomeet
meet
the
thecondition
conditionininHKAS
HKAS39.
39.
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Definitions and Classification
Subject
Subject to
to

Tainting
Tainting Rule
Rule below
below

31

Financial
Financial
asset
asset

Example
Example

HTM
HTM
investments
investments

Definition
for Held-to-Maturity Investments

Different categories of HTM Investments
Can an entity apply the Tainting Rule for held-to-maturity classification
separately to different categories of HTM investments, such as
– debt instruments denominated in US dollars and
– debt instruments denominated in Euro?
No.
No.
•• The
TheTainting
TaintingRule
Ruleisisclear
clear
¾¾ ififan
entity
has
sold
an entity has soldor
orreclassified
reclassifiedmore
morethan
thanan
aninsignificant
insignificant
amount
of
HTM
investments,
it
cannot
classify
amount of HTM investments, it cannot classifyany
anyfinancial
financial
assets
assetsas
asHTM
HTMinvestments.
investments.
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Definitions and Classification
Subject
Subject to
to

Tainting
Tainting Rule
Rule below
below

Financial
Financial
asset
asset

Example
Example

HTM
HTM
investments
investments

Definition
for Held-to-Maturity Investments

Different entities in a group
Can an entity apply the Tainting Rule separately to HTM investments
held by different entities in a consolidated group, for example, if those
group entities are in different countries with different legal or economic
environments?
No.
No.
•• IfIfan
anentity
entityhas
hassold
soldor
orreclassified
reclassifiedmore
morethan
thanan
aninsignificant
insignificantamount
amount
of
investments
classified
as
held-to-maturity
in
the
of investments classified as held-to-maturity in theconsolidated
consolidated
financial
financialstatements,
statements,ititcannot
cannotclassify
classifyany
anyfinancial
financialassets
assetsas
asHTM
HTM
investments
in
the
consolidated
financial
statements
unless
investments in the consolidated financial statements unlessthe
the
exemption
exemptionconditions
conditionsininHKAS
HKAS39
39are
aremet.
met.
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Definitions and Classification

Financial
Financial
asset
asset

Case
Case

Hang Seng Bank (2004 Annual Report)
• On 1 January 2005, the Group has
reclassified most of its Held-to-Maturity
debt securities as Available-for-Sale
securities.
• The change in fair value will cause
volatility to the shareholders' equity.
• On transition, the revaluation gain or loss
will be adjusted through a reserve in the
shareholder’s equity.
• No restatement of the 2004 accounts is
required.

© 2005-06 Nelson

Explained
Explained why!
why!

Why
Why volatility
volatility to
to equity?
equity?
to
to be
be discussed
discussed later
later
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Definitions and Classification
A Financial
Asset

Held for trading (or
derivative)?

Yes

Derivative?

No

No

Upon initial recognition, Yes
designated at FA at FV
through P/L (if allowed)?
No

Designated as AFS
financial assets?
No

With fixed/determinable
payments?
Yes

With fixed maturity?

Yes

Financial
Financial
asset
asset

Designated and
effective hedging
instrument?

Yes

No

Yes

Hedge
Accounting

No

To be discussed
later

No

Yes

Has positive intention
and ability to hold to
maturity and fulfils
tainting rule?

No

Yes

HTM
HTM
investments
investments
© 2005-06 Nelson

AFS
AFS financial
financial
assets
assets

FA
FA at
at FV
FV
through
through P/L
P/L

Definitions and Classification
FA at FV
through P/L

AFS financial
assets

HTM
investments

Loans
Loans and
and
receivables
receivables

35

Financial
Financial
asset
asset

Definition

• Non-derivative financial assets with fixed or determinable payments that are
not quoted in an active market, other than
– those the entity intends to sell immediately or in the near term (which shall
be classified as held for trading)
– those initially designated as FA at FV through P/L
– those initially designated as AFS financial assets
– those for which the holder may not recover substantially all of its the initial
investment, other than because of credit deterioration, which shall be
classified as AFS financial assets
• An interest acquired in a pool of assets that are not loans or receivables is not
a loan or receivable (for example, an interest in a mutual fund or a similar
fund).
• Examples include: loan assets, trade receivables, rental deposits, deposits
held by banks ……

© 2005-06 Nelson
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Definitions and Classification

Financial
Financial
asset
asset

Example
Example
Loans
Loans and
and
receivables
receivables

Definition

Classification of Investment in Preference Share
Can an equity instrument, such as a preference share, with fixed or
determinable payments be classified within loans and receivables by
the holder?
Yes.
Yes.

•• IfIfaanon-derivative
non-derivativeequity
equityinstrument
instrumentwould
wouldbe
berecorded
recordedas
asaaliability
liabilityby
bythe
the
issuer,
issuer,and
anditithas
hasfixed
fixedor
ordeterminable
determinablepayments
paymentsand
andisisnot
notquoted
quotedininan
an
active
activemarket,
market,ititcan
canbe
beclassified
classifiedwithin
withinloans
loansand
andreceivables
receivablesby
bythe
the
holder,
provided
the
definition
is
otherwise
met.
holder, provided the definition is otherwise met.
•• HKAS
HKAS32
32provides
providesguidance
guidanceabout
aboutthe
theclassification
classificationofofaafinancial
financialinstrument
instrument
as
a
liability
or
as
equity
from
the
perspective
of
the
issuer
as a liability or as equity from the perspective of the issuerofofaafinancial
financial
instrument.
instrument.
•• IfIfan
aninstrument
instrumentmeets
meetsthe
thedefinition
definitionofofan
anequity
equityinstrument
instrumentunder
underHKAS
HKAS32,
32,
ititcannot
cannotbe
beclassified
classifiedwithin
withinloans
loansand
andreceivables
receivablesby
bythe
theholder.
holder.
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Definitions and Classification
A Financial
Asset

Held for trading (or
derivative)?

Yes

Derivative?

No

No

Upon initial recognition, Yes
designated at FA at FV
through P/L (if allowed)?
No

Designated as AFS
financial assets?
No

With fixed/determinable
payments?
Yes

With fixed maturity?

Yes

Financial
Financial
asset
asset

Designated and
effective hedging
instrument?

Yes

No

Yes

Hedge
Accounting

No

To be discussed
later

No

Yes

Has positive intention
and ability to hold to
maturity and fulfils
tainting rule?
Yes

No

With quote in
an active market?

Yes

No
No
With quote in
an active market?
Yes

HTM
HTM
investments
investments
© 2005-06 Nelson

May recover
substantially all
initial investments

No

Yes

Loans
Loans and
and
receivables
receivables

AFS
AFS financial
financial
assets
assets

FA
FA at
at FV
FV
through
through P/L
P/L
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Initial Recognition & Measurement
Financial
Financial
instrument
instrument

Financial
Financial
asset
asset
Financial
Financial
liability
liability
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Initial Recognition & Measurement
Financial
Financial
instrument
instrument

Financial
Financial
asset
asset
Financial
Financial
liability
liability

• An entity shall recognise a financial asset or a
financial liability on its balance sheet when and
only when the entity becomes a party to the
contractual provisions of the instruments
¾ Implies trade date accounting
¾ Except for a regular way purchase or sale
of financial assets (to be discussed)

Initial Recognition
Trade Date
Accounting

Regular Way
of Financial
Assets

• As a consequence of this principle, an entity recognise all of its contractual
rights and obligations under derivatives in its balance sheet as assets and
liabilities respectively.
• Examples:
– Committing to a purchase of equity securities
– Committing to write a derivative option
© 2005-06 Nelson
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Initial Recognition & Measurement
Financial
Financial
instrument
instrument

Financial
Financial
asset
asset
Financial
Financial
liability
liability

• When a financial asset or financial liability is
recognised initially, an entity shall measure
the financial asset or a financial liability
– at its fair value ,plus transaction costs
– except for those classified
at fair value through profit or loss

Initial Recognition
Regular Way
of Financial
Assets

Trade Date
Accounting

Initial Measurement
Fair Value
+
Transaction Cost

Why?
Why?

No
No transaction
transaction cost
cost will
will be
be initially
initially recognised
recognised for
for financial
financial
instruments
at
fair
value
through
profit
or
instruments at fair value through profit or loss
loss

© 2005-06 Nelson
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Initial Recognition & Measurement
Financial
Financial
asset
asset

• A regular way purchase or sale is a
purchase or sale of a financial asset
under a contract whose terms require
delivery of the asset within the time
frame established generally by
regulation or convention in the
marketplace concerned.
• A regular way purchase or sale of
financial assets shall be recognised
(and derecognised) using either
¾ trade date accounting, or
¾ settlement date accounting
• The method used is applied
consistently for all purchases and
sales of financial assets that belong to
the same category of financial assets
© 2005-06 Nelson

Derivative
Derivative

• A contract that requires or permits net
settlement of the change in the value
of the contract is NOT a regular way
contract.
Initial Recognition
• Instead, such a contract is accounted
Regular Way
for as
Trade Date
of Financial
Accounting
¾ a derivative
in the period
Assets
between the trade date and
the settlement date
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Initial Recognition & Measurement
Example
Example
Fair value at Initial Recognition – Low Interest Loan
• Entity A grants a 3-year loan of HK$50,000 to a related party, B, on 1
Jan. 2005 as one kind of financial assistance to support B’s operation.
– 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.

© 2005-06 Nelson
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Initial Recognition & Measurement
Initial Measurement (HKAS 39.AG64)
• The fair value of a financial instrument on initial recognition is
normally the transaction price (i.e. the fair value of the
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
• 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.

© 2005-06 Nelson
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Initial Recognition & Measurement
Example
Example
Fair value at Initial Recognition – Low Interest Loan
• Entity A grants a 3-year loan of HK$50,000 to a related party, B, on 1
Jan. 2005 as one kind of financial assistance to support B’s operation.
– 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.

•• On
Oninitial
initialrecognition,
recognition,Entity
EntityAAshould
shouldrecognise
recognisethe
thecarrying
carryingamount
amount
of
ofthe
theloan
loanat
atthe
thefair
fairvalue
valueof
ofthe
thepayments
paymentsthat
thatititwill
willreceive
receivefrom
fromthe
the
related
relatedparty.
party.
•• How
Howisisthe
thefair
fairvalue
valueof
ofthe
thepayments
paymentsat
atinitial
initialrecognition
recognitioncalculated?
calculated?
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Initial Recognition & Measurement
Example
Example
Cash inflow Discount factor

Present value

31.12.2005

$50,000 x 2% = $ 1,000

1 / (1 + 6%)1

$ 943

31.12.2006

$ 1,000

1 / (1 + 6%)2

$ 890

31.12.2007

$ 51,000

1 / (1 + 6%)3

$ 42,821

Fair value at initial recognition

$ 44,654

•• Discounting
Discountingthe
theinterest
interestand
andprincipal
principalrepayments
repaymentsusing
usingthe
themarket
market
rate
of
6%,
Entity
A
will
recognise
an
originated
loan
of
HK$44,654.
rate of 6%, Entity A will recognise an originated loan of HK$44,654.
•• The
Thedifference
differenceof
ofHK$
HK$5,346
5,346isisexpensed
expensedimmediately
immediately
–– as
asthe
theexpectation
expectationabout
aboutfuture
futureoperating
operatingprofit
profitof
ofEntity
EntityBBdoes
does
not
notqualify
qualifyfor
forrecognition
recognitionas
asan
anintangible
intangibleasset.
asset.
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Initial Recognition & Measurement
Example
Example
Fair value at Initial Recognition
• Entity A grants a loan of HK$50,000 to a related party, B, on 1 Jan.
2005 as one kind of financial assistance to support B’s operation.
– A expects the return on B’s future operation would be higher.
– However, A has not specified the interest rate and repayment terms
with Entity B.
– A charges another related party at a current market lending rate of
6%
• Discuss the implication of the loan.

© 2005-06 Nelson
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Initial Recognition & Measurement
No Active Market: Valuation Technique (HKAS 39.AG79)
• Short-term receivables and payables with no stated
interest rate may be measured
– at the original invoice amount if the effect of
discounting is immaterial.

© 2005-06 Nelson
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Financial Assets – Measurement
FA
FAat
at FV
FV
through
through P/L
P/L
AFS
AFS financial
financial
assets
assets

Financial
Financial
asset
asset

HTM
HTM
investments
investments

Financial
Financial
instrument
instrument

Loans
Loans and
and
receivables
receivables

Financial
Financial
liability
liability

• Measurement after
recognition
• Impairment
• Reclassification

© 2005-06 Nelson
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Measurement after Recognition
Classification determine
Subsequent Measurement
FA
FA at
at FV
FV
through
through P/L
P/L

at Fair Value

AFS
AFS financial
financial at Fair Value
assets
assets
at Cost

Except for
• investments in equity instruments that
• do not have a quoted market price in an active
market, and
• whose fair value cannot be reliably measured

HTM
HTM
investments
investments

at Amortised Cost

Loans
Loans and
and
receivables
receivables

at Amortised Cost

© 2005-06 Nelson
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Measurement after Recognition
A Financial
Asset

Held for trading (or
derivative)?

Yes

Derivative?

No

Designated and
effective hedging
instrument?

Yes

No

Upon initial recognition, Yes
designated at FA at FV
through P/L (if allowed)?
No

Designated as AFS
financial assets?

Hedge
Accounting

Yes

To be discussed
later

No

With fixed/determinable No
payments?
Yes

With fixed maturity?

Yes

No

No

Yes

Has positive intention
and ability to hold to
maturity and fulfils
tainting rule?

No

Yes

Yes
With quote in
an active market?
No

No
With quote in
an active market?
Yes

May recover
No
substantially all
initial investments
Yes

Has a quote at active
market or fair value can
be reliably measured?

No

No

Has a quote at active
market or fair value can
be reliably measured?

Yes

HTM
HTM
investments
investments at
at
amortised
amortised cost
cost
© 2005-06 Nelson

Loans
Loans and
and
receivables
receivables at
at
amortised
amortised cost
cost

AFS
AFS financial
financial
assets
assets at
at
fair
fair value
value

Yes

Cost
Cost less
less
Impairment
Impairment

FA
FA at
at FV
FV
through
through P/L
P/L
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Measurement after Recognition
Subsequent Measurement
FA
FA at
at FV
FV
through
through P/L
P/L

at Fair Value

Gain or loss to

Profit or loss

AFS
AFS financial
financial at Fair Value
assets
assets
at Cost

Gain or loss to

Equity

HTM
HTM
investments
investments

at Amortised Cost using the effective interest method

Loans
Loans and
and
receivables
receivables

at Amortised Cost using the effective interest method

© 2005-06 Nelson

52

26

Measurement after Recognition
Subsequent Measurement
FA
FA at
at FV
FV
through
through P/L
P/L

at Fair Value

AFS
AFS financial
financial at Fair Value
assets
assets
at Cost

Gain or loss shall be recognised in profit or loss
Gain or loss recognised directly in equity

HTM
HTM
investments
investments

at Amortised Cost

Loans
Loans and
and
receivables
receivables

at Amortised Cost

•

•

Except for
• Impairment losses and
• Foreign exchange gains and losses
(financial asset is treated as if it were
carried at amortised cost in the foreign
currency for translation purpose)
Cumulative gain or loss recognised directly in
equity shall be transferred to profit or loss on
derecognition of the financial asset

© 2005-06 Nelson
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Measurement after Recognition
• Fair value is the amount for which an asset could be exchanged, or a
liability settled, between knowledgeable, willing parties in an arm’s
length transaction.
Active market exists
– A financial instrument is regarded as quoted in an active market if quoted
prices are readily and regularly available from an exchange and similar
entities.
– The existence of published price quotations in an active market is the best
evidence of fair value and when they exist they should be used to measure
the financial asset (or financial liability)
• For an asset held (or liability to be issued)
Æ Current bid price
• For an asset to be acquired (liability held)
Æ Current ask price
• If the current bid and asking prices not available Æ Price of most
recent transaction

© 2005-06 Nelson
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Measurement after Recognition
• Fair value is the amount for which an asset could be exchanged, or a
liability settled, between knowledgeable, willing parties in an arm’s
length transaction.
No active market
– An entity establishes fair value by using a valuation technique
– To establish what the transaction price would have been on the
measurement date in an arm’s length exchange motivated by normal
business considerations
– Valuation techniques include
• Using recent arm’s length market transactions between knowledgeable,
willing parties
• Discounted cash flow analysis
• Option pricing models

© 2005-06 Nelson
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Measurement after Recognition
Example
Example
Fair Value of Quoted Price
• Financial Controller, Ms. Luk, manages a fund and the rules applicable
to the fund require net asset values to be reported to investors on the
basis of mid-market prices.
• In these circumstances, would it be appropriate for an investment fund
to measure its assets on that basis in the balance sheet of the fund?
No.
No.

•• The
Theexistence
existenceofofregulations
regulationsthat
thatrequire
requireaadifferent
differentmeasurement
measurementfor
forspecific
specific
purposes
purposesdoes
doesnot
notjustify
justifyaadeparture
departurefrom
fromthe
thegeneral
generalrequirement
requirementininHKAS
HKAS
39
theabsence
absenceofofaamatching
matchingliability
liabilityposition.
position.
39totouse
usethe
thecurrent
currentbid
bidprice
priceininthe
•• In
Inits
itsfinancial
financialstatements,
statements,an
aninvestment
investmentfund
fundmeasures
measuresits
itsassets
assetsat
atcurrent
current
bid
prices.
bid prices.
•• In
Inreporting
reportingits
itsnet
netasset
assetvalue
valuetotoinvestors,
investors,an
aninvestment
investmentfund
fundmay
maywish
wishto
to
provide
a
reconciliation
between
the
fair
values
recognised
on
its
balance
provide a reconciliation between the fair values recognised on its balance
sheet
sheetand
andthe
theprices
pricesused
usedfor
forthe
thenet
netasset
assetvalue
valuecalculation.
calculation.
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Measurement after Recognition
Example
Example
Block Premium on Quoted Shares
• Entity A holds 15% Entity B’s share capital
• It is publicly traded in an active market with a currently quoted price of $100.
• Daily trading volume of Entity B’s shares is 0.1% of its outstanding shares.
• Entity A believes that the fair value of the Entity B shares it owns, if sold as a
block, is greater than the quoted market price
• Entity A obtains several independent estimates of the price it would obtain if it
sells its holding.
• These estimates indicate that Entity A would be able to obtain a price of $105,
i.e. a 5% premium above the quoted price.
• Which figure should Entity A use for measuring its holding at fair value?
•• Under
UnderHKAS
HKAS39,
39,aapublished
publishedprice
pricequotation
quotationininan
anactive
activemarket
marketisisthe
thebest
best
estimate
estimateof
offair
fairvalue.
value.
•• Therefore,
Therefore,Entity
EntityAAuses
usesthe
thepublished
publishedprice
pricequotation
quotation($100).
($100).
•• Entity
EntityAAcannot
cannotdepart
departfrom
fromthe
thequoted
quotedmarket
marketprice
pricesolely
solelybecause
because
independent
independentestimates
estimatesindicate
indicatethat
thatEntity
EntityAAwould
wouldobtain
obtainaahigher
higher(or
(orlower)
lower)
price
priceby
byselling
sellingthe
theholding
holdingas
asaablock.
block.
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Measurement after Recognition
Case
Case

Accounting policy (from 2005 after the adoption of IFRS):
• 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
– recent arm’s length transactions,
– discounted cash flow analysis,
– option pricing models and
– other valuation techniques commonly used by market
participants.
© 2005-06 Nelson
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Measurement after Recognition
Case
Case

• In its 2005 Interim Report, full set of HKFRS was adopted and the
report set out that:
– The fair values of quoted investments 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 recent arm’s length transactions,
• reference to other instruments that are substantially the same,
• discounted cash flow analysis, and
• option pricing models refined to reflect the issuer’s specific
circumstances.
© 2005-06 Nelson

59

Measurement after Recognition
Subsequent Measurement
FA
FA at
at FV
FV
through
through P/L
P/L

at Fair Value

AFS
AFS financial
financial at Fair Value
assets
assets
at Cost
HTM
HTM
investments
investments

at Amortised Cost

Loans
Loans and
and
receivables
receivables

at Amortised Cost
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For investments in equity instruments that
• do not have a quoted market price in an
active market, and
• whose fair value cannot be reliably
measured
– Included those derivatives that are
linked to and must be settled by
delivery of such quoted equity
instruments
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Measurement after Recognition
Subsequent Measurement
FA
FA at
at FV
FV
through
through P/L
P/L

at Fair Value

AFS
AFS financial
financial at Fair Value
assets
assets
at Cost
HTM
HTM
investments
investments

at Amortised Cost

Loans
Loans and
and
receivables
receivables

at Amortised Cost

Amortised cost of a financial instrument is:
• the amount at which the financial
instrument is measured at initial
recognition
• minus principal repayments,
• plus or minus the cumulative amortisation
using the effective interest method of
any difference between that initial
amount and the maturity amount, and
• minus any reduction (directly or through
the use of an allowance account) for
impairment or uncollectibility.
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Measurement after Recognition
Example
Example
Amortised Cost on Low Interest Loan
• Followed on same previous example, Entity A grants a 3-year loan of
HK$50,000 to an important new customer in 1 Jan. 2005
– The interest rate on the loan is 4%
– The current market lending rates for similar loans is 6%

• Entity A believes that the future business to be generated with this new
customer will lead to a profitable lending relationship.
• On initial recognition, Entity A recognised $47,327 (as calculated below):
31.12.2005

Cash inflow

Discount factor

Present value

$ 50,000 x 4% = $ 2,000

1 / (1 +

6%)1

$ 1,887

1 / (1 +

6%)2

$ 1,780

1 / (1 + 6%)3

$ 43,660

Fair value at initial recognition

$ 47,327

31.12.2006

$ 2,000

31.12.2007

$ 52,000

• Calculate the amortised cost each year end.
© 2005-06 Nelson

62

31

Measurement after Recognition
Example
Example
Balance b/f

Effective
interest (6%)

Interest
received (4%)

Balance c/f

31.12.2005

$ 47,327

$ 2,840

($ 2,000)

$ 48,167

31.12.2006

$ 48,167

$ 2,890

($ 2,000)

$ 49,057

31.12.2007

$ 49,057

$ 2,943

($ 2,000)

$ 50,000

•• For
Forexample,
example,at
at31.12.2005,
31.12.2005,the
theentry
entryis:
is:
Dr
Dr
Cr
Cr

Loans
2,840
Loansreceivable
receivable($47,327
($47,327xx6%)
6%)
2,840
Interest
Interestincome
income(P/L)
(P/L)
Being
Beingeffective
effectiveinterest
interestincome
incomerecognised
recognisedfor
forthe
theyear.
year.

2,840
2,840

Dr
Dr
Cr
Cr

Cash
Cash(interest
(interestreceived,
received,$50,000
$50,000xx4%)
4%)
Loans
receivable
Loans receivable
Being
Beingcash
cashinterest
interestreceived.
received.

2,000
2,000

2,000
2,000
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Measurement after Recognition
• The effective interest method is a method of calculating the amortised cost of
a financial instruments (or group of financial instruments) and of allocating the
interest income/expense over the relevant period.
• The effective interest rate is the rate that exactly discounts estimated future
cash payments/receipts through the expected life of the financial instrument or,
when appropriate, a shorter period to the net carrying amount of the financial
instrument.
• When calculating the effective interest rate, an entity shall estimate cash flows
considering all contractual terms of the financial instrument (for example,
prepayment, call and similar options) but shall not consider future credit losses.
•• The
The calculation
calculation includes
includes all
all fees
fees and
and points
points paid
paid or
or received
receivedbetween
between parties
parties to
to
the
the contract
contract that
that are
are an
an integral
integral part
part of
of the
the effective
effective interest
interest rate
rate (see
(see HKAS
HKAS 18),
18),
transaction
transaction costs,
costs, and
and all
all other
other premiums
premiums or
or discounts.
discounts.
• There is a presumption that the cash flows and the expected life of a group of
similar financial instruments can be estimated reliably.
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Measurement after Recognition
• When applying the effective interest method
– an entity generally amortises any fees, points paid or received,
transaction costs and other premiums or discounts included in the
calculation of the effective interest rate over the expected life of the
instrument.

•• The
The calculation
calculation includes
includes all
all fees
fees and
and points
points paid
paid or
or received
received between
between parties
parties to
to
the
the contract
contract that
that are
are an
an integral
integral part
part of
of the
the effective
effective interest
interest rate
rate (see
(see HKAS
HKAS 18),
18),
transaction
transaction costs,
costs, and
and all
all other
other premiums
premiums or
or discounts.
discounts.
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Measurement after Recognition
Case
Case

Hang Seng Bank (2004 Annual Report)
Loan fee income and costs
• The current policy for recognition of loan fee income and servicing
cost is set out in note 3(a) above and incentive or rebate on loan
origination is charged as interest expense as incurred or amortised
over the contractual loan life.
• On adoption of HKAS 39, substantially all loan fee income and directly
attributable loan origination costs (including mortgage incentive
payments) will be
– amortised over the expected life of the loan as part of the
effective interest calculation.
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Measurement – Impairment
Subsequent Measurement Impairment
FA
FA at
at FV
FV
through
through P/L
P/L

at Fair Value

AFS
AFS financial
financial at Fair Value
assets
assets
at Cost
HTM
HTM
investments
investments

at Amortised Cost

Loans
Loans and
and
receivables
receivables

at Amortised Cost

At each balance sheet date
• assess whether there is any
objective evidence that a
financial asset (or group of
financial assets) is impaired.
• Conditions must be fulfilled
in recognising impairment
loss ……
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Measurement – Impairment

Outside
Outsidethe
thescope
scope
of
ofHKAS
HKAS36
36

Conditions for Impairment
• A financial asset (or a group of financial assets) is impaired and
impairment losses are incurred if, and only if
– there is objective evidence of impairment as a result of one or more
events
• that occurred after the initial recognition of the asset
(a ‘loss event’) and
• that loss event (or events) has an impact on the estimated
future cash flows of the financial asset (or group of financial
assets that) can be reliably estimated.
• It may not be possible to identify a single, discrete event that caused the
impairment. Rather the combined effect of several events may have
caused the impairment.
• Losses expected as a result of future events, no matter how likely, are
not recognised.
© 2005-06 Nelson
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Measurement – Impairment

Outside
Outsidethe
thescope
scope
of
ofHKAS
HKAS36
36

Examples of objective evidence of impairment:
a) significant financial difficulty of the issuer or obligor;
b) a breach of contract, such as a default or delinquency in interest or principal payments;
c) the lender, for economic or legal reasons relating to the borrower’s financial difficulty,
granting to the borrower a concession that the lender would not otherwise consider;
d) it becomes probable that the borrower will enter bankruptcy or other financial
reorganisation;
e) the disappearance of an active market for that financial asset because of financial
difficulties; or
f) observable data indicating that there is a measurable decrease in the estimated future
cash flows from a group of financial assets since the initial recognition of those assets,
although the decrease cannot yet be identified with the individual financial assets in the
group, including:
i) adverse changes in the payment status of borrowers in the group (e.g. an increased
number of delayed payments); or
ii) national or local economic conditions that correlate with defaults on the assets in the
group (e.g. an increase in the unemployment rate or a decrease in property prices
the area).
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Measurement – Impairment

Outside
Outsidethe
thescope
scope
of
ofHKAS
HKAS36
36

Impairment (if there is objective evidence)
FA
FA at
at FV
FV
through
through P/L
P/L
AFS financial
assets

at Fair Value

Implicitly, no impairment review is
needed as gain or loss on change in fair
value is recognised in profit or loss

HTM
investments
Loans and
receivables
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Measurement – Impairment

Outside
Outsidethe
thescope
scope
of
ofHKAS
HKAS36
36

Impairment (if there is objective evidence)
FA at FV
through P/L

at Fair Value

AFS financial
assets

at Fair Value
at Cost

HTM
HTM
investments
investments

at Amortised Cost

Loans
Loans and
and
receivables
receivables

at Amortised Cost

• The amount of impairment loss is
measured as the difference between
– the asset’s carrying amount and
– the present value of estimated future
cash flows (excluding future credit
losses that have not been incurred)
discounted at the financial asset’s
original effective interest rate (i.e. the
effective interest rate computed at initial
recognition)
• The carrying amount of the asset shall be
reduced either
– directly or
– through use of an allowance account.
• The amount of the loss shall be recognised
in profit or loss.
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Measurement – Impairment

Outside
Outsidethe
thescope
scope
of
ofHKAS
HKAS36
36

Impairment (if there is objective evidence)
FA at FV
through P/L

at Fair Value

AFS financial
assets

at Fair Value
at Cost

HTM
HTM
investments
investments

at Amortised Cost

Loans
Loans and
and
receivables
receivables

at Amortised Cost
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Sequence of Impairment Assessment
• First assesses whether objective evidence
of impairment exists
– individually for financial assets that are
individually significant, and
– individually or collectively for financial assets
that are not individually significant.

• If an entity determines that no objective
evidence of impairment exists for an
individually assessed financial asset,
whether significant or not
– it includes the asset in a group of financial
assets with similar credit risk characteristics
and collectively assesses them for
impairment.

• Assets that are individually assessed for
impairment and for which an impairment
loss is or continues to be recognised are
not included in a collective assessment of
impairment.
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Measurement – Impairment
Example
Example
Amortised Cost on Low Interest Loan
• Followed on same previous example, Entity A grants a 3-year loan of
HK$50,000 to an important new customer in 1 Jan. 2005
– The interest rate on the loan is 4%
– The current market lending rates for similar loans is 6%

• On initial recognition, Entity A recognised $47,327 and at 31 Dec. 2005,
the amortised cost was $ 48,167. The repayment schedule is:
Balance b/f

Effective
interest (6%)

Interest
received (4%)

Balance c/f

$ 47,327

$ 2,840

($ 2,000)

$ 48,167

31.12.2006

$ 48,167

$ 2,890

($ 2,000)

$ 49,057

31.12.2007

$ 49,057

$ 2,943

($ 2,000)

$ 50,000

31.12.2005

• At 2 Jan. 2006, Entity A agreed a loan restructure with the customer
and waived all the interest payments in 2006 and 2007.
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Measurement – Impairment
Example
Example
Cash to be received as
estimated at 2.1.2006

Discount factor

Present value

31.12.2006

$0

1 / (1 + 6%)1

$0

31.12.2007

$ 50,000

1 / (1 + 6%)2

$ 44,500

Carrying amount (per the balance as at 31.12.2006)

$ 48,167

Present Value of estimated future cash flows discounted
at original effective interest rate as at 2.1.2006

44,500

Impairment loss

$ 3,667

© 2005-06 Nelson
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Measurement – Impairment

Outside
Outsidethe
thescope
scope
of
ofHKAS
HKAS36
36

Impairment (if there is objective evidence)
FA at FV
through P/L

at Fair Value

AFS
AFS financial
financial at Fair Value
assets
assets
at Cost
HTM
investments
Loans and
receivables

• The amount of the impairment loss is
measured as the difference between
• the carrying amount of the financial asset
and
• the present value of estimated future
cash flows discounted at the current
market rate of return for a similar financial
asset.
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Measurement – Impairment

Outside
Outsidethe
thescope
scope
of
ofHKAS
HKAS36
36

Impairment (if there is objective evidence)
FA at FV
through P/L

at Fair Value

AFS
AFS financial
financial at Fair Value
assets
assets
HTM
investments
Loans and
receivables

Implication?
Implication?
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• 2 conditions to effect impairment loss
• when a decline in the fair value of an AFS
financial asset has been recognised directly
in equity and
• there is objective evidence that the asset is
impaired
• Then, the cumulative loss that had been
recognised directly in equity shall be
• removed from equity and
• recognised in profit or loss
even the asset has not been derecognised.
• The amount of the cumulative loss that is
removed from equity and recognised in profit or
loss shall be the difference between
– the acquisition cost (net of any principal
repayment and amortisation) and
– the current fair value
– less any impairment loss on that financial
asset previously recognised in profit or loss.
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Measurement – Impairment
Example
Example
Impairment reserves
• In view of the market downturn, Entity C proposes to recognise
impairment or bad debt losses in excess of impairment losses that are
determined on the basis of objective evidence about impairment in loan
receivables from customers.
• Does HKAS 39 permit such recognition?
No.
No.
•• HKAS
HKAS39
39does
doesnot
notpermit
permitan
anentity
entityto
torecognise
recogniseimpairment
impairmentor
orbad
bad
debt
debtlosses
lossesininaddition
additionto
tothose
thosethat
thatcan
canbe
beattributed
attributedto
toindividually
individually
identified
identifiedfinancial
financialassets
assetsor
oridentified
identifiedgroups
groupsof
offinancial
financialassets
assetswith
with
similar
similarcredit
creditrisk
riskcharacteristics
characteristicson
onthe
thebasis
basisof
ofobjective
objectiveevidence
evidence
about
aboutthe
theexistence
existenceof
ofimpairment
impairmentininthose
thoseassets.
assets.
•• Amounts
that
an
entity
might
want
to
set
aside
Amounts that an entity might want to set asidefor
foradditional
additionalpossible
possible
impairment
in
financial
assets,
such
as
reserves
that
impairment in financial assets, such as reserves thatcannot
cannotbe
be
supported
supportedby
byobjective
objectiveevidence
evidenceabout
aboutimpairment,
impairment,are
arenot
not
recognised
recognisedas
asimpairment
impairmentor
orbad
baddebt
debtlosses
lossesunder
underHKAS
HKAS39.
39.
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Measurement – Impairment
Example
Example
Impairment at Initial Recognition
• Entity A lends $2,000 to Customer B
• Based on past experience, Entity A expects that 1% of the principal
amount of loans given will not be collectable.
• Can Entity A recognise an immediate impairment loss of $20?
No.
No.
•• HKAS
HKAS39
39requires
requiresfinancial
financialasset
assetto
tobe
beinitially
initiallymeasured
measuredat
atfair
fairvalue.
value.
•• For
a
loan
asset,
the
fair
value
is
the
amount
of
cash
lent
adjusted
For a loan asset, the fair value is the amount of cash lent adjustedfor
for
any
anyfees
feesand
andcosts
costs(unless
(unlessaaportion
portionof
ofthe
theamount
amountlent
lentisis
compensation
compensationfor
forother
otherstated
statedor
orimplied
impliedrights
rightsor
orprivileges).
privileges).
•• In
addition,
HKAS
39
further
requires
that
an
impairment
In addition, HKAS 39 further requires that an impairmentloss
lossisis
recognised
only
if
there
is
objective
evidence
of
impairment
asaaresult
result
recognised only if there is objective evidence of impairmentas
of
a
past
event
that
occurred
after
initial
recognition.
of a past event that occurred after initial recognition.
•• Thus,
Thus,ititisisinconsistent
inconsistentwith
withHKAS
HKAS39
39to
toreduce
reducethe
thecarrying
carryingamount
amountof
of
aaloan
loanasset
asseton
oninitial
initialrecognition
recognitionthrough
throughthe
therecognition
recognitionof
ofan
an
immediate
immediateimpairment
impairmentloss.
loss.
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Measurement – Impairment
Example
Example
Impairment Based on Ageing Analysis
• Entity A calculates impairment in the unsecured portion of loans and
receivables on the basis of a provision matrix
– that specifies fixed provision rates for the number of days a loan has been
classified as non-performing as follows:
• 0% if less than 90 days
• 20% if 90-180 days
• 50% if 181-365 days, and
• 100% if more than 365 days

• Can the results be considered to be appropriate for the purpose of
calculating the impairment loss on loans and receivables?
Not
Notnecessarily.
necessarily.
•• HKAS
HKAS39
39requires
requiresimpairment
impairmentor
orbad
baddebt
debtlosses
lossesto
tobe
becalculated
calculatedas
as
the
difference
between
the
asset’s
carrying
amount
and
the difference between the asset’s carrying amount andthe
thepresent
present
value
valueof
ofestimated
estimatedfuture
futurecash
cashflows
flowsdiscounted
discountedat
atthe
thefinancial
financial
instrument’s
original
effective
interest
rate.
instrument’s original effective interest rate.
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Measurement – Impairment
Example
Example
Impairment on Portfolio Basis
• If one loan in Entity A is impaired but the fair value of another loan in
Entity A is above its amortised cost.
• Does HKAS 39 allow non-recognition of the impairment of the first loan?
No.
No.

•• IfIfan
anentity
entityknows
knowsthat
thatan
anindividual
individualfinancial
financialasset
assetcarried
carriedatatamortised
amortisedcost
cost
isisimpaired,
impaired,HKAS
HKAS39
39requires
requiresthat
thatthe
theimpairment
impairmentofofthat
thatasset
assetshould
shouldbe
be
recognised.
recognised.
•• HKAS
HKAS39
39states:
states:“the
“theamount
amountofofthe
theloss
lossisismeasured
measuredas
asthe
thedifference
difference
carrying
amount
and
the
present
value
between
the
asset’s
estimated
between the asset’s carrying amount and the present valueofofestimated
future
futurecash
cashflows
flows(excluding
(excludingfuture
futurecredit
creditlosses
lossesthat
thathave
havenot
notbeen
beenincurred)
incurred)
discounted
discountedatatthe
thefinancial
financialasset’s
asset’soriginal
originaleffective
effectiveinterest
interestrate”.
rate”.
•• Measurement
Measurementofofimpairment
impairmenton
onaaportfolio
portfoliobasis
basisunder
underHKAS
HKAS39
39may
maybe
be
applied
to
groups
of
small
balance
items
and
to
financial
assets
that
applied to groups of small balance items and to financial assets thatare
are
individually
individuallyassessed
assessedand
andfound
foundnot
nottotobe
beimpaired
impairedwhen
whenthere
thereisisindication
indicationofof
impairment
impairmentininaagroup
groupofofsimilar
similarassets
assetsand
andimpairment
impairmentcannot
cannotbe
beidentified
identified
with
withan
anindividual
individualasset
assetininthat
thatgroup.
group.
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Measurement – Impairment
Example
Example
Aggregate Fair Value Less Than Carrying Amount
• HKAS 39 requires that gains and losses arising from changes in fair
value on AFS financial assets are recognised directly in equity.
• If the aggregate fair value of such assets is less than their carrying
amount, should the aggregate net loss that has been recognised directly
in equity be removed from equity and recognised in profit or loss?
Not
Notnecessarily.
necessarily.

•• The
Therelevant
relevantcriterion
criterionisisnot
notwhether
whetherthe
theaggregate
aggregatefair
fairvalue
valueisisless
lessthan
thanthe
the
carrying
thataafinancial
financial
carryingamount,
amount,but
butwhether
whetherthere
thereisisobjective
objectiveevidence
evidencethat
asset
assetor
orgroup
groupofofassets
assetsisisimpaired.
impaired.
•• An
entity
assesses
An entity assessesatateach
eachbalance
balancesheet
sheetdate
datewhether
whetherthere
thereisisany
anyobjective
objective
evidence
evidencethat
thataafinancial
financialasset
assetor
orgroup
groupofofassets
assetsmay
maybe
beimpaired.
impaired.
•• HKAS
HKAS39
39states
statesthat
thataadowngrade
downgradeofofan
anentity’s
entity’scredit
creditrating
ratingisisnot,
not,ofofitself,
itself,
evidence
of
impairment,
although
it
may
be
evidence
of
impairment
evidence of impairment, although it may be evidence of impairmentwhen
when
considered
consideredwith
withother
otheravailable
availableinformation.
information.
•• Additionally,
Additionally,aadecline
declineininthe
thefair
fairvalue
valueofofaafinancial
financialasset
assetbelow
belowits
itscost
costor
or
amortised
cost
is
not
necessarily
evidence
of
impairment
(e.g.
a
decline
amortised cost is not necessarily evidence of impairment (e.g. a declineininthe
the
fair
fairvalue
valueofofaabond
bondresulting
resultingfrom
froman
anincrease
increaseininthe
thebasic
basicrisk-free
risk-freeinterest
interest
rate).
rate).
© 2005-06 Nelson

81

Measurement – Impairment
Case
Case

Hang Seng Bank (2004 Annual Report)
Provisions for bad and doubtful debts
• The current accounting policy on provisions for bad and doubtful
debts is set out in note 3(c) above.
• Note 3(c) states that:
– It is the Group’s policy to make provisions for bad and doubtful debts
promptly where required and on a prudent and consistent basis.
– There are two basic types of provisions, specific and general, each of
which is considered in terms of the charge and the amount outstanding.

© 2005-06 Nelson
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Measurement – Impairment
Case
Case

Hang Seng Bank (2004 Annual Report)
Provisions for bad and doubtful debts
• On adoption of HKAS 39,
– Impairment provisions for advances assessed individually are calculated
using a discounted cash flow analysis for the impaired advances.
– Collective assessment of impairment for individually insignificant items
or items where no impairment has been identified on an individual basis
is made using formula-based approaches or statistical methods.
– Impairment provisions for advances will be presented as individually
assessed and collectively assessed instead of specific provisions and
general provisions.
– There will be no significant change in the net charge for provisions to
profit and loss account.
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Measurement – Impairment
Case
Case

Accounting policy on impairment of available-for-sale assets (from 2005):
– A significant or prolonged decline in the fair value of the security below its
cost is considered in determining whether the assets are impaired.
• If any such evidence exists for available-for-sale financial assets, the
cumulative loss (measured as the difference between the acquisition cost
and the current fair value, less any impairment loss on that financial asset
previously recognised in profit or loss) is removed from equity and
recognised in the income statement.
– Impairment losses recognised in the income statement on equity instruments
are not reversed through the income statement.
– If, in a subsequent period, the fair value of a debt instrument classified as
available-for-sale increases and the increase can be objectively related to an
event occurring after the impairment loss was recognised in profit or loss, the
impairment loss is reversed through the income statement.
© 2005-06 Nelson
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Measurement – Impairment
Case
Case

2005 Interim Report set out the impairment loss policy as follows:
– The Group assesses at each balance sheet date whether there is objective
evidence that a financial asset or a group of financial assets is impaired.
– In the case of equity securities classified as available for sale, a significant or
prolonged decline in the fair value of the security below its cost is considered in
determining whether the securities are impaired.
– If any such evidence exists for available-for-sale financial assets, the
cumulative loss – measured as the difference between the acquisition cost and
the current fair value, less any impairment loss on that financial asset
previously recognized in the consolidated profit and loss account – is removed
from equity and recognized in the consolidated profit and loss account.
– Impairment losses recognized in the consolidated profit and loss account on
equity instruments are not reversed through the consolidated profit and loss
account.
© 2005-06 Nelson
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Measurement – Impairment

Outside
Outsidethe
thescope
scope
of
ofHKAS
HKAS36
36

Impairment ← Is Reversal allowed?
FA at FV
through P/L

at Fair Value

AFS
AFS financial
financial at Fair Value
assets
assets
at Cost
HTM
investments

at Amortised Cost

Loans and
receivables

at Amortised Cost
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Impairment losses on equity instrument
– shall NOT be reversed through profit or
loss.

Impairment losses on debt instrument
– If, in a subsequent period
• the fair value of a debt instrument
classified as AFS financial assets
increases, and
• the increase can be objectively related to
an event occurring after the impairment
loss was recognised in profit or loss
– Then, the impairment loss shall be reversed,
with the amount of the reversal recognised
in profit or loss
86

43

Measurement – Impairment

Outside
Outsidethe
thescope
scope
of
ofHKAS
HKAS36
36

Impairment ← Is Reversal allowed?
FA at FV
through P/L

at Fair Value

AFS
AFS financial
financial at Fair Value
assets
assets
at Cost

Such impairment losses shall NOT be
reversed

HTM
investments

at Amortised Cost

Loans and
receivables

at Amortised Cost
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Measurement – Impairment

Outside
Outsidethe
thescope
scope
of
ofHKAS
HKAS36
36

Impairment ← Is Reversal allowed?
FA at FV
through P/L

at Fair Value

AFS financial
assets

at Fair Value
at Cost

HTM
HTM
investments
investments

at Amortised Cost

Loans
Loans and
and
receivables
receivables

at Amortised Cost
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• If, in a subsequent period
– the amount of the impairment loss
decreases, and
– the decrease can be related objectively
to an event occurring after the
impairment was recognised (such as an
improvement in the debtor’s credit rating)
• Then, the previously recognised impairment
loss shall be reversed either
– directly or
– by adjusting an allowance account.
• The reversal shall not result in a carrying
amount of the financial asset that exceeds
what the amortised cost would have been
had the impairment not been recognised at
the date the impairment is reversed.
• The amount of the reversal shall be
recognised in profit or loss.
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Measurement – Reclassification
Reclassification
FA
FA at
at FV
FV
through
through P/L
P/L

at Fair Value

AFS
AFS financial
financial at Fair Value
assets
assets
at Cost
HTM
HTM
investments
investments

at Amortised Cost

Loans
Loans and
and
receivables
receivables

at Amortised Cost

An entity shall NOT reclassify a financial
instrument into or out of the fair value
through profit or loss category while it is held
or issued.
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Measurement – Reclassification
Reclassification
FA at FV
through P/L

at Fair Value

AFS
AFS financial
financial at Fair Value
assets
assets
at Cost
HTM
HTM
investments
investments

at Amortised Cost

Loans and
receivables

at Amortised Cost
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A change in intention or ability
¾ HTM investments shall be
• reclassified as AFS financial assets
• re-measured at fair value, and
• the difference between its carrying
amount and fair value shall be
recognised directly in equity
Tainting rule triggered
¾ Any remaining HTM investments shall be
reclassified as AFS financial assets.
¾ On such reclassification, the difference
between their carrying amount and fair
value shall be recognised directly in
equity
90

45

Measurement – Reclassification
Reclassification
FA at FV
through P/L

at Fair Value

AFS
AFS financial
financial at Fair Value
assets
assets
at Cost
HTM
investments

at Amortised Cost

Loans and
receivables

at Amortised Cost

If a reliable measure becomes available on
fair value
¾ the asset shall be re-measured at fair
value, and
¾ the difference between its carrying
amount and fair value shall be accounted
for depending the classification of such
asset as
• FA at FV through P/L, or
• AFS financial assets
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Measurement – Reclassification
Reclassification
• In case of
• a change in intention or ability
at Fair Value
• in the rare circumstance, a reliable
measure of fair value is no longer
AFS
AFS financial
financial at Fair Value
assets
assets
available, or
at Cost
• tainting rule expires
HTM
HTM
at Amortised Cost
investments
• Then, it becomes appropriate to carry a
investments
financial asset at cost or amortised cost
Loans and
rather than at fair value
at
Amortised
Cost
receivables
FA at FV
through P/L
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Measurement – Reclassification
Reclassification
• The fair value carrying amount of the asset
on that date becomes its new cost or
at Fair Value
amortised cost, as applicable
• Any previous gain or loss on that asset that
AFS
AFS financial
financial at Fair Value
has been recognised directly in equity shall
assets
assets
at Cost
be accounted for as follows:
a) In the case of a financial asset with a
HTM
HTM
at Amortised Cost
fixed maturity
investments
investments
¾ the gain or loss shall be amortised to
Loans and
P/L over the remaining life of the
at
Amortised
Cost
receivables
HTM investment using the effective
interest method.
b) In the case of a financial asset that does
not have a fixed maturity
¾ the gain or loss shall remain in equity
until the financial asset is sold or
otherwise disposed of, when it shall
be recognised in P/L.
FA at FV
through P/L
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Measurement – Summary

FA
FA at
at FV
FV
through
through P/L
P/L

Subsequent
Measurement

Impairment

Reversal

Reclassification

at Fair Value to P/L

Not required

N/A

Not allowed

at Fair Value to Equity From Equity to P/L
AFS
AFS financial
financial
assets
To P/L
at Cost
assets

Related objectively To HTM or AFS at Cost
to an event for debt
To AFS at Fair Value
instrument only

HTM
HTM
investments
investments

at Amortised Cost

To P/L

Related objectively
to an event

To AFS

Loans
Loans and
and
receivables
receivables

at Amortised Cost

To P/L

Related objectively
to an event

Not described in HKAS
39; implicitly, not
feasible
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Measurement – Current or Non-Current
HKAS 39
• Held for trading
• Designated initially

FA
FA at
at FV
FV
through
through P/L
P/L

Classified
Classified to
toCurrent
Current
or
or Non-Current?
Non-Current?
Refer to HKAS 1 as well
Current
Current
Non-Current
Non-Current
Current
Current

• Designated initially

AFS
AFS financial
financial
assets
assets

• Not clearly defined

Loans
Loans and
and
receivables
receivables

Non-Current
Non-Current

• Intention to hold to maturity
• When will it be matured?

HTM
HTM
investments
investments

Non-Current
Non-Current

Tax
Tax
Implication?
Implication?

Non-Current
Non-Current
Current
Current

Current
Current
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Measurement – Current or Non-Current
Case
Case

• In its 2005 Interim Report, full set of HKFRS was
Similar
Similarinin2005
2005
adopted and the report set out that:
Annual
AnnualReport
Report
– Available-for-sale financial assets are nonderivatives that are either
• designated in this category or
• not classified in any of the other categories (i.e.
loans and receivables, financial assets at fair
value through profit or loss and held-to-maturity
investments).
– They are included in non-current assets
• unless management intends to dispose of the
IsIsititcurrent?
current?
investment within 12 months of the balance
sheet date.
© 2005-06 Nelson
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Measurement – Current or Non-Current
• HKFRS 5 Non-current Assets Held for Sale and Discontinued
Operations states (HKFRS 5.3) that:
– Assets classified as non-current in accordance with HKAS 1 Presentation
of Financial Statements shall not be reclassified as current assets
• until they meet the criteria to be classified as held for sale in
accordance with this HKFRS.
– Assets of a class that an entity would normally regard as non-current that
are acquired exclusively with a view to resale shall not be classified as
current
• unless they meet the criteria to be classified as held for sale in
accordance with this HKFRS.

– They are included in non-current assets
• unless management intends to dispose of the
investment within 12 months of the balance
sheet date.
© 2005-06 Nelson

IsIsititcurrent?
current?
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Financial Liabilities – Measurement

© 2005-06 Nelson
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Financial Liabilities – Measurement
Financial
asset
Financial
Financial
instrument
instrument
Financial
Financial
liability
liability

Amortised
Amortised
cost
cost
FL
FL at
at FV
FV
through
through P/L
P/L
Continuing
Continuing
involvement
involvement

After initial recognition, an entity
shall measure all financial liabilities
at amortised cost using the
effective 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 is accounted
for using the continuing
involvement approach
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Financial Liabilities – Measurement
Amortised
Amortised
cost
cost

• Amortised cost
– As those discussed in financial assets

FL
FL at
at FV
FV
through
through P/L
P/L

• Financial liabilities at fair value through profit or loss
• Similar to financial asset at fair value through profit or loss
Entity has NO choice
– Those held for trading
• Acquired principally for selling in the near term
• Recent actual short-term profit taking
• Derivatives that are liabilities (except for hedging
instruments)
Entity has a choice
– Those designated (if allowed)
• Excluded those unquoted and fair value cannot be reliably
measured
• If a financial instrument that was previously recognised as a
financial asset is measured at fair value and its fair value falls
below zero, it is a financial liability

Continuing
Continuing
involvement
involvement

• Financial liabilities that arise when

© 2005-06 Nelson

– a transfer of a financial asset does not qualify for derecognition, or
– is accounted for using the Continuing Involvement Approach
(to discuss later)
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Financial Liabilities – Measurement
• Financial liabilities held for trading include:
FL
FL at
at FV
FV
through
through P/L
P/L

a) derivative liabilities that are not accounted for as hedging
instruments;
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
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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Financial Liabilities – Measurement
Reclassification
Financial
asset
Financial
Financial
instrument
instrument
Financial
Financial
liability
liability

Amortised
Amortised
cost
cost
FL
FL at
at FV
FV
through
through P/L
P/L
Continuing
Continuing
involvement
involvement

• Similar to financial asset,
transfer into or out of financial
liabilities at fair value through
profit or loss is prohibited while it
is held or issued
• Unless, in rare cases, a reliable
measure of fair value is no
longer available
• Then, it should be carried at
amortised cost

Implication
• Reclassification is infrequent or
rare
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Any more ……
• Complex but main objectives
• Substance over form
• Recognition – on balance sheet
(reduce off balance sheet items)
• More detailed disclosures
• Fair value, unless strict rules complied
• Charge to income statement in most cases
• Is it the end ……
• How many amendments have been
issued or are on agenda?
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Amendments
Amendments and New Standard issued
in 2005

Effective for annual periods
beginning on or after

• Transition and Initial Recognition of Financial ¾ 1 Jan. 2005
Assets and Financial Liabilities (Feb. 2005)
• Cash Flow Hedge Accounting of Forecast
Intragroup Transactions (Jul. 2005)

¾ 1 Jan. 2006

• The Fair Value Option (Jul. 2005)

¾ 1 Jan. 2006

Discussed
Discussed

• Financial Instruments: Recognition and
Measurement and Insurance Contracts –
Financial Guarantee Contracts (Sep. 2005)

¾ 1 Jan. 2006

Now
Now

• HKFRS 7 Financial Instruments: Disclosures

¾ 1 Jan. 2007

Next
Next time
time

(Sep. 2005)
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Financial Guarantee Contracts
• The amended requirements for financial guarantee
contracts are issued in the form of limited amendments to
– HKAS 39 Financial Instruments: Recognition and
Measurement and
– HKFRS 4 Insurance Contracts
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Financial Guarantee Contracts
• The amendments are intended to ensure that
– issuers of financial guarantee contracts include the resulting
liabilities in their balance sheet.

• Before these amendments, financial guarantee
contracts were within the scope of HKFRS 4
– HKAS 39 para. BC 22 states that IASB
“finalised IFRS 4 in early 2004 without
specifying the accounting for these
contracts (the financial guarantee contracts)
and then published an exposure draft (of
this amendment) ……”
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Financial Guarantee Contracts
Financial guarantee contract is defined as:
• a contract that requires the issuer to make specified payments to
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
Financial guarantee
guarantee contracts
contracts may
may have
have
various
legal
forms,
such
as
various legal forms, such as
•• aa guarantee
guarantee
•• some
some types
types of
of letter
letter of
of credit
credit
•• aa credit
credit default
default contract
contract or
or
•• an
insurance
contract
an insurance contract
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Financial Guarantee Contracts
The amendments set out that:
• Although a financial guarantee contract meets the definition of an
insurance contract in HKFRS 4 if the risk transferred is significant,
¾ the issuer applies HKAS 39.
• Nevertheless, if the issuer has previously asserted explicitly that it
regards such contracts as insurance contracts and has used accounting
applicable to insurance contracts,
¾ the issuer may elect to apply either
• HKAS 39 or
• HKFRS 4
to such financial guarantee contracts.
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Financial Guarantee Contracts
HKAS 39 (para. 47c and AG4) requires the issuer of a financial
guarantee contract to measure the contract:
• Initially, at fair value.
– 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.

• Subsequently, at the higher of:
i) the amount determined in accordance with HKAS 37 Provisions,
Contingent Liabilities and Contingent Assets; and
ii) the amount initially recognised less, when appropriate, cumulative
amortisation recognised in accordance with HKAS 18 Revenue.
• unless the financial guarantee contract was designated at inception
as at fair value through profit or loss or
• unless paragraphs 29-37 and AG47-AG52 apply (when a transfer of
a financial asset does not qualify for derecognition or the continuing
involvement approach applies),
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Financial Guarantee Contracts
Case
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.
– 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 straightline basis.
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Financial Guarantee Contracts
Case
Case

• How did HKEx calculate the fair value?
Its annual report 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.
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Financial Guarantee Contracts
• HKAS 39 does not contain exemptions for parents, subsidiaries or
other entities under common control.
– However, any differences are reflected only in the separate or individual
financial statements of the parent, subsidiaries or common control
entities

• An entity shall apply the amendment for annual periods beginning on
or after 1 January 2006.
• Earlier application is encouraged.
– If an entity applies these changes for an earlier period, it shall disclose
that fact and apply the related amendments to HKAS 32 and HKFRS 4
at the same time.
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