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Introduction – Fair Value Debate
• In the global financial crisis, accountants and their
accounting standards had been pleaded as guilty to create
the financial tsunami
• To be accountable for the global financial stability, the
IASB and FASB were forced to tak measures to address
the issues and to amend their respective accounting
standards
• IFRS 13 Fair Value Measurement is one of the
consequences to provide converged guidance on fair
value measurement.
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Introduction – Fair Value Debate
William Isaac, Past Chairman of the US Federal
Insurance Deposit Corp, complained “Mark-to-market
accounting has been extremely and needlessly
destructive of bank capital in the past year, and is a
major cause of the current credit crisis and economic
downturn” (CNN Money, 31 October 2008)
Comments found in Wall Street Journal of
20 May 2009 stated that “what is in no
doubt: The IAS 39 standard is a mess.
Originally designed as a stop-gap, it has
now been in place for more than a
decade. It already has 20 different ways
of measuring impairments”

© 2011-13 Nelson Consulting Limited

3

Introduction – Fair Value Debate
“Stepping up its attack on mark-to-market accounting, the
American Bankers Association today called on the
Securities and Exchange Commission to override
guidance issued by the Financial Accounting Standards
Board on how to apply FASB's controversial standard on
disclosures of fair-value measurements” (reported by
CFO.com of 13 October 2008)

• FASB Chairman Bob Herz said:
“The concept of fair value, which
was intended to help bring
transparency, was scorned by some
as a villain, exacerbating the
(economic) turmoil, and heralded by
others as a savior in revealing the
problems on a timely basis”
(Journal of Accountancy Dec. 2008)
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Introduction – Fair Value Debate
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Introduction
• IFRS 13 is a single standard to address the
measurement fair value used in many other
IFRSs:
a. defines fair value;
b. sets out in a single IFRS a framework for
measuring fair value; and
c. requires disclosures about fair value
measurements. (IFRS 13.1)
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Agenda for IFRS 13
1.
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Applicable Standard and Scope
Definition of Fair Value
Fair Value Measurement
Application to Specific Situations
Fair Value at Initial Recognition
Valuation Techniques
Fair Value Hierarchy
When Volume or Level of Activity Significantly
Decreased
9. Disclosure
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1. Applicable Standard and Scope
• With effective from annual periods beginning on
or after 1 January 2013, except in specified
circumstances as set out below, an entity is
required to apply IFRS 13, when another IFRS
requires or permits
1. Fair value measurements, or disclosures about
fair value measurements; and
2. Measurements, such as fair value less costs to
sell, based on fair value, or disclosure about
those measurements. (IFRS 13.5)
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1. Applicable Standard and Scope
• Measurement and disclosure requirements of IFRS 13 not apply to:
1. Share-based payment transactions within the scope of IFRS 2 Share-based
Payment;
2. Leasing transactions within the scope of IAS 17 Leases; and
3. Measurements that have some similarities to fair value but are not fair
value, such as net realisable value in IAS 2 Inventories or value in use in
IAS 36 Impairment of Assets. (IFRS 13.6)

• Disclosures required by IFRS 13 not required for:
1. Plan assets measured at fair value in accordance
with IAS 19 Employee Benefits;
2. Retirement benefit plan investments measured at
fair value in accordance with IAS 26 Accounting
and Reporting by Retirement Benefit Plans; and
3. Assets for which recoverable amount is fair value
less costs of disposal in accordance with IAS 36.
(IFRS 13.7)
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2. Definition of Fair Value
• In many IFRSs, fair value shares a similar
definition.
• In IFRS 13, a new definition is adopted ……
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2. Definition of Fair Value
• Fair value is defined as
– the price that would be received to sell an
asset or paid to transfer a liability in an
orderly transaction between market
participants at the measurement date. (IFRS

Definition of
Fair Value

13.9)

– i.e. an exit price
• It is a market-based measurement, not an
entity-specific measurement

• Historically, fair value is normally 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.
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2. Definition of Fair Value
•The
FairIASB
valueconsidered
is defined the
as previous definition of fair value:
Definition of
– did
the not
price
that would
be received
an or selling the
Fair
Value
a.
specify
whether
an entity to
is sell
buying
asset;
asset or paid to transfer a liability in an
b. was unclear about what is meant by settling a liability because it did
orderly transaction between market
not refer to the creditor, but to knowledgeable, willing parties; and
participants at the measurement date. (IFRS
c. did
13.9)not state explicitly whether the exchange or settlement takes
place
theprice
measurement date or at some other date (IFRS 13.BC30)
– i.e. anatexit
• It is a market-based measurement, not an
entity-specific measurement

• Historically, fair value is normally 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.
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2. Definition of Fair Value
Case
Annual Report 2012
• Note 2(b) to The Consolidated Financial Statements
– HKFRS 13 establishes a single source of guidance for all fair value
measurements required or permitted by HKFRSs.
– It clarifies the definition of fair value as an exit price,
• which is defined as a price at which an orderly transaction to sell the asset
or transfer the liability would take place between market participants at the
measurement date under market conditions, and enhances disclosures
about fair value measurement.
– The adoption of HKFRS 13 only affects disclosures on financial assets and
financial liabilities in the Group’s and HKEx’s financial statements.
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3. Fair Value Measurement
• IFRS 13 explains that a fair value measurement
requires an entity to determine the following:
a. the particular asset or liability being measured;
b. for a non-financial asset, the highest and best use
of the asset and whether the asset is used

Single Framework
for FV Measurement

• in combination with other assets or
• on a stand-alone basis;

c. the market in which an orderly transaction would take
place for the asset or liability; and
d. the appropriate valuation technique(s) to use when
measuring fair value.
• The valuation technique(s) used should maximise the
use of relevant observable inputs and minimise
unobservable inputs.

Fair Value Hierarchy
(3 levels)

• Those inputs should be consistent with the inputs a
market participant would use when pricing the asset or
liability. (IFRS 13.IN10)
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3. Fair Value Measurement
Fair value

For Particular
Asset or Liability

Orderly
Transaction

Principal
Market

Market
Participants

Measurement
Date

Exit
Price

Most
Advantageous
Market
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3. Fair Value Measurement
Fair value
• The objective of a fair value measurement is thus to estimate the fair
value, i.e. the exit price in an orderly transaction between market
participants at the measurement date.
• In IFRS 13, a fair value measurement also sets out the “fair value
measurement approach” and requires an entity to determine all the
following issues:
1. The particular asset or liability that is the subject of the measurement,
consistently with its unit of account.
2. For a non-financial asset, the valuation premise that is appropriate for the
measurement (consistently with its highest and best use).
3. The principal market or most advantageous market for the asset or liability.
4. The valuation technique(s) appropriate for the measurement. (IFRS 13.B2)
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3. Fair Value Measurement

For Particular
Asset or Liability

• A fair value measurement is for a particular asset or liability.
• Therefore, when measuring fair value
– an entity shall take into account the characteristics of the asset or
liability if market participants would take those characteristics into
account when pricing the asset or liability at the measurement date.
• Such characteristics include, for example, the following:
a.the condition and location of the asset; and
b.restrictions, if any, on the sale or use of the asset. (IFRS 13.11)
© 2011-13 Nelson Consulting Limited
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3. Fair Value Measurement
• Orderly transaction is:
– a transaction that assumes exposure to the market for a period
before the measurement date to allow for marketing activities that
are usual and customary for transactions involving such assets or
liabilities;
– is not a forced transaction (e.g. a forced liquidation or distress sale).

Orderly
Transaction
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3. Fair Value Measurement
• IFRS 13 also assumes that the orderly transaction to sell the asset or
transfer the liability can take place either:
1. In the principal market for the asset or liability; or
2. In the absence of a principal market, in the most advantageous
market for the asset or liability (IFRS 13.16)
• Principal market is defined as
– the market with the greatest volume and
level of activity for the asset or liability.
Orderly
Transaction

Principal
Market

Most
Advantageous
Market

• Most advantageous market is defined as
– the market that maximises the amount that
would be received to sell the asset or
minimises the amount that would be paid
to transfer the liability, after taking into
account transaction costs and transport
costs.
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3. Fair Value Measurement
• An entity need not undertake an exhaustive search of all possible
markets to identify the principal market or, in the absence of a principal
market, the most advantageous market, but it shall take into account all
information that is reasonably available.
– In the absence of evidence to the contrary, the market in which the entity
would normally enter into a transaction to sell the asset or to transfer the
liability is presumed to be the principal market or, in the absence of a principal
market, the most advantageous market. (IFRS 13.17)

• If there is a principal market for the item
‒ the fair value measurement shall
represent the price in that market
(whether that price is directly observable
or estimated using another valuation
Most
technique), even if the price in a different
Advantageous
market is potentially more advantageous
Market
at the measurement date. (IFRS 13.18)

Orderly
Transaction

Principal
Market
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3. Fair Value Measurement
• Buyers and sellers in the principal (or most advantageous) market for the
asset or liability that have all of the following characteristics:
a. They are independent of each other, ie they are not related parties as
defined in IAS 24, although the price in a related party transaction may be
used as an input to a fair value measurement if the entity has evidence that
the transaction was entered into at market terms.
b. They are knowledgeable, having a reasonable understanding about the
asset or liability and the transaction using all available information, including
information that might be obtained through due diligence efforts that are
usual and
Market
Knowledgeable,
customary.
willing parties
Participants
c. They are able to
enter into a
transaction for the asset or liability.
d. They are willing to enter into a transaction for the asset or liability, ie they are
motivated but not forced or otherwise compelled to do so.

© 2011-13 Nelson Consulting Limited

21

3. Fair Value Measurement
• An entity shall measure the fair value of an asset or a liability
– using the assumptions that market participants would use when pricing the
asset or liability, assuming that market participants act in their economic best
interest (IFRS 13.22)

• Exit price is defined as the price that would be received to sell an asset
or paid to transfer a liability.
– Does not include transaction costs, but the transaction costs do not include
transport costs.
Market
Participants

Exit
Price

• Even though transaction costs may be used when determining which
market is the most advantageous market,
‒ the price in the principal (or most advantageous) market used to measure the
fair value of the item shall not be adjusted for transaction costs (IFRS 13.25)
‒ but the price includes transport costs
© 2011-13 Nelson Consulting Limited

22

11

3. Fair Value Measurement
Example
• Asset ABC is sold in two different active markets at different prices.
– Ivan & Lewis Inc. enters into transactions in both markets and can access
the price in those markets for the asset at the measurement date.
• In Market A, the price that would be received is $26
– transaction costs in that market are $3 and
– the costs to transport the asset to that market are $2
» i.e. the net amount that would be received is $21
• In Market B, the price that would be received is $25
– transaction costs in that market are $1
– the costs to transport the asset to that
market are $2

Exit
Price

» i.e. the net amount that would be received in Market B is $22.

• To determine the fair value of Asset ABC if
1. Market A is the principal market; and
2. Neither market is the principal market for Asset ABC.
© 2011-13 Nelson Consulting Limited
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3. Fair Value Measurement
Example
1. If Market A is the principal market for the asset (i.e. the market with the
greatest volume and level of activity for the asset),
• the fair value of the asset would be measured using the price that
would be received in that market, after taking into account
transport costs ($26 - $2 = $24).

Exit
Price
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3. Fair Value Measurement
Example
2. If neither market is the principal market for the asset, the fair value of
the asset would be measured using the price in the most advantageous
market.
The most advantageous market is the market that maximises the
amount that would be received to sell the asset, after taking into
account transaction costs and transport costs (i.e. the net amount that
would be received in the respective markets)
• Because Ivan & Lewis Inc. would maximise the net amount that would be
received for the asset in Market B ($22),
‒ the fair value of the asset would be measured using the price in that
market ($25), less transport costs ($2), resulting in a fair value
measurement of $23.
• Transaction costs are taken into account when determining which market
is the most advantageous market,
‒ However, the price used to measure the fair value of the asset is not
adjusted for those costs (although it is adjusted for transport costs).
© 2011-13 Nelson Consulting Limited
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4. Application to Specific Situations
• In applying the fair value measurement, IFRS 3 introduces the
concepts of highest and best use and valuation premise for nonfinancial assets, but it also explains that they would not apply to
financial assets or to liabilities.
• Together with the application to non-financial assets, IFRS 3 addresses
application to at least three groups of items:
1. Application to non-financial assets;
2. Application to liabilities and an entity’s own equity instruments; and
3. Application to financial instruments within a portfolio, i.e. the financial
assets and financial liabilities with offsetting positions in market risks or
counterparty credit risk.
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4. Application to Specific Situations
Application to Non-financial Assets
• In a fair value measurement of a non-financial asset, IFRS 13 requires
an entity to take into account a market participant’s ability to generate
economic benefits by using the asset, or selling it to another market
participant that would use it, in its highest and best use (IFRS 13.27)
– Highest and best use is defined as
• the use of a non-financial asset by market participants that would
maximise the value of the asset or the group of assets and liabilities
(e.g. a business) within which the asset would be used.
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4. Application to Specific Situations
Application to Non-financial Assets
• Highest and best use is determined from the perspective of market
participants, even if the entity intends a different use.
– However, an entity’s current use of a non-financial asset is presumed
to be its highest and best use
• unless market or other factors suggest that a different use by
market participants would maximise the value of the asset. (IFRS
13.29)

• Even though an entity may intend not to use an acquired non-financial
asset actively or according to its highest and best use.
– Nevertheless, the entity shall still measure
the fair value of a non-financial asset
assuming its highest and best use by
market participants

© 2011-13 Nelson Consulting Limited
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4. Application to Specific Situations
Application to Non-financial Assets
• The highest and best use of a non-financial asset must be physically
possible, legally permissible and financially feasible:
1.
2.

3.

Physically possible – physical characteristics of the asset that market
participants would consider, for example the location or size of a property.
Legally permissible – legal restrictions on the use of the asset that
market participants would consider, for example, the zoning regulations
applicable to a property.
Financially feasible – adequate income or cash flows to produce an
investment return that market participants would require from an
investment in that asset put to that use.

© 2011-13 Nelson Consulting Limited

29

4. Application to Specific Situations
Example
• Tony Singapore Inc. acquired a piece of land in a business combination
2 years before.
– The land is currently developed for industrial use as a site for a
factory.
– The current use of land is presumed to be its highest and best use
unless market or other factors suggest a different use.
• Recently, nearby sites of the land have recently been developed for
residential use as sites for high-rise apartment buildings.
– On the basis of that development and recent zoning and other
changes to facilitate that development, Tony determines that the land
currently used as a site for a factory could be developed as a site for
residential use (i.e. for high-rise apartment buildings) because
market participants would take into account the potential to develop
the site for residential use when pricing the land.
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4. Application to Specific Situations
Example
• The highest and best use of the land would be determined by comparing
both of the following:
1. The value of the land as currently developed for industrial use
• i.e. the land would be used in combination with other assets, such as the
factory, or with other assets and liabilities

2. The value of the land as a vacant site for residential use,
• taking into account the costs of demolishing the factory and other costs
(including the uncertainty about whether Tony would be able to convert
the asset to the alternative use) necessary to convert the land to a
vacant site (i.e. the land is to be used by market participants on a standalone basis)

• The highest and best use of the land would be determined on the basis
of the higher of those values.
• In situations involving real estate appraisal, the determination of highest
and best use might take into account factors relating to the factory
operations, including its assets and liabilities.
© 2011-13 Nelson Consulting Limited
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4. Application to Specific Situations
Application to Liabilities and Entity’s Own Equity Instruments
• A fair value measurement in IFRS 13 assumes that a liability or an
entity’s own equity instrument is transferred to a market participant at
the measurement date and the transfer of a liability or an entity’s own
equity instrument assumes the following:
1. A liability would
• remain outstanding and the market participant transferee would be
required to fulfil the obligation
• not be settled with the counterparty or otherwise extinguished on the
measurement date.

2. An entity’s own equity instrument would
• remain outstanding and the market participant transferee would take
on the rights and responsibilities associated with the instrument
• not be cancelled or otherwise extinguished on the measurement date
(IFRS 13.34).
© 2011-13 Nelson Consulting Limited
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4. Application to Specific Situations
Application to Liabilities and Entity’s Own Equity Instruments
• To obtain a fair value measurement of a liability (both financial and
non-financial liabilities) or an entity’s own equity instrument,
– the most direct and easy way is to have a quoted price from an observable
market about the transfer of an identical or a similar liability or entity’s own
equity instrument at the measurement date.

• However, when there is no such observable market
– there might still be an observable market for such items if they are held by
another party as assets, e.g. a corporate bond or a call option on an entity’s
shares
• in consequence, different approaches in fair value measurement (as set
out in the figure of next slide) may be resulted if there is:
1. Identical liability or entity’s own equity instrument held by another
party as assets, or
2. Identical liability or entity’s own equity instrument not held by
another party as assets.
© 2011-13 Nelson Consulting Limited
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4. Application to Specific Situations
Quotes price for transfer of an identical or a similar
liability or entity’s own equity instrument is available?

Using that quoted
price

Yes

No
The identical item is held by another party as an asset?
Yes
Measure fair value from the
perspective of a market
participant that holds the identical
item as an asset
Quoted price in active market for
identical item held by another
party as an asset is available?
No
Other observable inputs, e.g.
quoted price in non-active market
for identical item held by another
party as an asset is available?
No
All the observable prices are not
available
© 2011-13 Nelson Consulting Limited

Yes

Using that quoted
price (with any
adjustments)

Yes

Using such other
observable inputs

Yes

Using another
valuation technique

Sourced: Intermediate Financial Reporting, 2nd (2012) by Nelson Lam & Peter Lau
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4. Application to Specific Situations
Quotes price for transfer of an identical or a similar
liability or entity’s own equity instrument is available?

Using that quoted
price

Yes

No
The identical item is held by another party as an asset?
No
Measure fair value from the
perspective of a market
participant that owes the liability
or has issued the claim on equity

Using another
valuation technique
© 2011-13 Nelson Consulting Limited
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4. Application to Specific Situations
Quotes price for transfer of an identical or a similar
liability or entity’s own equity instrument is available?

Using that quoted
price

Yes

No
The identical item is held by another party as an asset?
No
Measure fair value from the
perspective of a market
participant that owes the liability
or has issued the claim on equity

Yes
Measure fair value from the
perspective of a market
participant that holds the identical
item as an asset
Quoted price in active market for
identical item held by another
party as an asset is available?
No
Other observable inputs, e.g.
quoted price in non-active market
for identical item held by another
party as an asset is available?
No
All the observable prices are not
available
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Yes

Using that quoted
price (with any
adjustments)

Yes

Using such other
observable inputs

Yes

Using another
valuation technique

Sourced: Intermediate Financial Reporting, 2nd (2012) by Nelson Lam & Peter Lau
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4. Application to Specific Situations
Application to Financial Instruments within a Portfolio
• IFRS 13 introduces a portfolio exception,
– i.e. an exception to its fair value measurement for
financial instruments held within a portfolio,
– specifically for a group of financial assets and
financial liabilities with offsetting positions in
• market risks or
• counterparty credit risk.

• When an entity manages a portfolio on the basis of its
net exposure to either market risks or credit risk,
– it is permitted to measure the fair value of the
portfolio on a net position,
instead of on an instrument-by-instrument basis.
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4. Application to Specific Situations
Application to Financial Instruments within a Portfolio
• To use the portfolio exception, an entity has to meet all
the following conditions:
1. The entity manages a portfolio on the basis of the entity’s
net exposure to a particular market risk or market risks or
to the credit risk of a particular counterparty in
accordance with the entity’s documented risk
management or investment strategy;
2. The entity provides information on that basis about the
portfolio to the entity’s key management personnel, as
defined in IAS 24 Related Party Disclosures; and
3. The entity is required or has elected to measure
those financial assets and financial liabilities in the
portfolio at fair value in the statement of financial
position at the end of each reporting period
(IFRS 13.49).
© 2011-13 Nelson Consulting Limited
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4. Application to Specific Situations
Example
• Calix Financial Inc. holds a group of financial assets and financial
liabilities within a portfolio and manages the portfolio on a net exposure
basis to market risks.
• Using portfolio exception to measure the portfolio, Calix is not allowed to
present the financial assets and financial liabilities on a net basis under
IAS 32 unless specific criteria are met.
– It implies that the basis for the presentation of the financial assets
and financial liabilities differs from the basis for their fair value
measurement.
• After the fair value measurement of the portfolio on a net basis, Calix
needs to allocate the portfolio-level adjustments to the individual
financial assets and financial liabilities within the portfolio for their
presentation.
– Calix is also required to perform such allocations on a reasonable
and consistent basis using a methodology appropriate in the
circumstances.
© 2011-13 Nelson Consulting Limited

39

5. Fair Value at Initial Recognition
• IFRS 13 specifies the consideration when fair value is required or
permitted to use in initial recognition of an asset or a liability.
– IFRS 13 has not specified whether fair value should be used for initial
recognition of an asset or a liability
– An asset or a liability is initially recognised at a basis in accordance with the
corresponding IFRS and.

• Historically, IFRS commonly addresses that the fair value on initial
recognition is normally the transaction price.
• However, IFRS 13 uses the phrase “in many cases” to substitute the
word “normally” in describing the relationship
between the fair value and transaction price.
– The change represents that a fair value is defined as
a current exit price in IFRS 13
– but a transaction price is considered as an entry price.

© 2011-13 Nelson Consulting Limited
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5. Fair Value at Initial Recognition
Example
• The transaction price that might not represent the fair value of an asset
or a liability at initial recognition if any of the following conditions exist:
1. The transaction is between related parties.
2. The transaction takes place under duress or the seller is forced to
accept the price in the transaction, for example, the seller is
experiencing financial difficulty.
3. The unit of account represented by the transaction price is different
from the unit of account for the asset or liability measured at fair
value, for example, the transaction includes not only include the fair
value, but also other unstated rights and privileges or other items.
4. The market in which the transaction takes place is different from the
principal market or most advantageous market (IFRS 13.B4)
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6. Valuation Techniques
• In selecting and using valuation techniques in fair
value measurement, an entity is required to use
– Valuation techniques that are appropriate in the
circumstances and for which sufficient data are available
to measure fair value.
– The techniques maximising the use of relevant
observable inputs and minimising the use of
unobservable inputs (IFRS 13.61)

• IFRS 13
– sets out three valuation approaches to guide the
selection and use of valuation techniques;
– imposes requirements on the inputs to be used in each
technique and then it in turn also affects the selection
and use of valuation techniques.

© 2011-13 Nelson Consulting Limited
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6. Valuation Techniques
• IFRS 13 sets out the following three valuation
approaches to guide the selection and usage of
valuation techniques and
1. Market approach,
2. Cost Approach, and
3. Income Approach.
• An entity is required to use valuation techniques
consistent with one or more of the valuation approaches
to measure fair value.
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6. Valuation Techniques
• Market approach is defined as a valuation technique
– that uses prices and other relevant information generated
by market transactions involving identical or comparable
(i.e. similar) assets, liabilities or a group of assets and
liabilities, such as a business.

• Cost approach is defined as a valuation technique
– that reflects the amount that would be required currently to
replace the service capacity of an asset (often referred to
as current replacement cost).

• Income approach is defined as valuation techniques
– that convert future amounts (e.g. cash flows or income and
expenses) to a single current (i.e. discounted) amount.
– The fair value measurement is determined on the basis of
the value indicated by current market expectations about
those future amounts.

© 2011-13 Nelson Consulting Limited
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6. Valuation Techniques
• In fair value measurement,
– an entity is not only required to use the valuation
techniques consistent with one or more of the three
valuation approaches, but also required to use the
techniques,
1. Maximising the use of relevant observable inputs and
2. Minimising the use of unobservable inputs
(IFRS 13.67)

• Observable inputs are defined as inputs that are developed using market
data, such as publicly available information about actual events or
transactions, and that reflect the assumptions that market participants would
use when pricing the asset or liability.
• Unobservable inputs are defined as
‒ Inputs for which market data are not available, and
‒ That are developed using the best information available about the
assumptions that market participants would use when pricing the asset or
liability.
© 2011-13 Nelson Consulting Limited
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6. Valuation Techniques
Example
• Examples of markets in which inputs might be observable for some
assets and liabilities (e.g. financial instruments) include:
1. Exchange markets – in an exchange market, closing prices are both readily
available and generally representative of fair value
• e.g. London Stock Exchange, Singapore Exchange, and The Stock
Exchange of Hong Kong.
2. Dealer markets – in a dealer market, dealers stand ready to trade (either
buy or sell for their own account), thereby providing liquidity by using their
capital to hold an inventory of the items for which they make a market.
3. Brokered markets – in a brokered market, brokers attempt to match buyers
with sellers but do not stand ready to trade for their own account.
• In other words, brokers do not use their own capital to hold an inventory of
the items for which they make a market.
4. Principal-to-principal markets – in a principal-to-principal market,
transactions, both originations and resales, are negotiated independently
with no intermediary
• Little information about those transactions may be made available publicly
© 2011-13 Nelson Consulting Limited
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6. Valuation Techniques
• The IASB also observed that, in many situations, bid
and ask prices establish the boundaries within which
market participants would negotiate the price in the
exchange for the asset or liability.
– Having clarified the fair value measurement objective, the
IASB concluded that an entity should use judgement in
meeting that objective.
– In consequence, IFRS 13 has incorporated such changes
and states that:
1. A fair value measurement should use the price within
the bid-ask spread that is most representative of fair
value in the circumstances, and
2. The use of
– bid prices for asset positions and
– ask prices for liability positions
is permitted but is not required.
© 2011-13 Nelson Consulting Limited
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6. Valuation Techniques
Case
Annual Report 2012
• Note 2(u) to The Consolidated Financial Statements
(v) Fair value measurement principles
• Fair values of quoted investments are based on bid
prices.
• For unlisted securities or financial assets without an
active market, the Group establishes the fair value by
using valuation techniques including the use of recent
arm’s length transactions, reference to other instruments
that are substantially the same and discounted cash flow
analysis.

© 2011-13 Nelson Consulting Limited

48

24

6. Valuation Techniques
Example
• Illustrative IFRS financial statements 2011Investment fund of PwC
suggested the following accounting policy for Fair value estimation:
– Fair value is the price that would be received to sell an asset or paid to
transfer a liability in an orderly transaction between market participants at the
measurement date.
– The fair value of financial assets and liabilities traded in active markets (such
as publicly traded derivatives and trading securities) are based on quoted
market prices at the close of trading on the reporting date.
– Prior to 1 January 2011, the quoted market price used for financial assets
held by the Fund was the current bid price; the quoted market price for
financial liabilities was the current asking price.
– The Fund early adopted IFRS 13, ‘Fair value measurement’, from 1 January
2011; it changed its fair valuation input to utilise the last traded market price
for both financial assets and financial liabilities where the last traded price
falls within the bid-ask spread.
– In circumstances where the last traded price is not within the bid-ask spread,
management will determine the point within the bid-ask spread that is most
representative of fair value.
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6. Valuation Techniques
• Present value techniques are the valuation
techniques consistent with income approach to
measure fair value and are specified in the application
guidance of IFRS 13.
• The application guidance of IFRS 13 sets out
– the general principles in using present value
techniques and
– the consideration of risk and uncertainty.

• IFRS 13 also specifies the following two present value
techniques:
1. Discount rate adjustment technique; and
2. Expected present value technique.
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6. Valuation Techniques
General Principles of Present Value Techniques
1. Cash flows and discount rates should reflect assumptions
that market participants would use when pricing the asset
or liability
2. Cash flows and discount rates should take into account
only the factors attributable to the asset or liability being
measured
3. To avoid double-counting or omitting the effects of risk
factors, discount rates should reflect assumptions that are
consistent with those inherent in the cash flows
4. Assumptions about cash flows and discount rates should
be internally consistent
5. Discount rates should be consistent with the underlying
economic factors of the currency in which the cash flows
are denominated
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6. Valuation Techniques
Consideration of Risk and Uncertainty
– A fair value measurement should include a risk premium
reflecting the amount that market participants would
demand as compensation for the uncertainty inherent in
the cash flows.
• Otherwise, the measurement would not faithfully
represent fair value.
• In some cases determining the appropriate risk
premium might be difficult.
• However, the degree of difficulty alone is not a sufficient
reason to exclude a risk premium.
In order to understand them, IFRS 13 also explains the
portfolio theory, unsystematic (diversifiable) risk,
systematic (non-diversifiable) risk ……
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6. Valuation Techniques
Consideration of Risk and Uncertainty
– Portfolio theory distinguishes risk into two types of risk:
• Unsystematic (diversifiable) risk, which is the risk
specific to a particular asset or liability.
• Systematic (non-diversifiable) risk, which is the common
risk shared by an asset or a liability with the other items
in a diversified portfolio.
– Portfolio theory holds that in a market that are
• In equilibrium, market participants will be compensated
only for bearing the systematic risk inherent in the cash
flows
 risk premium is also referred as systematic risk
premium
• Not in equilibrium, other forms of return or
compensation might be available.
– Present value techniques differ in how they adjust for risk
and in the type of cash flows they use
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6. Valuation Techniques
Summary of Discount Rate Adjustment Technique and Expected
Present Value Technique
Cash flows

Discount rate

1. Discount rate
adjustment
technique

 Contractual, promised or  Discount rate derived
most likely cash flows.
from observed rates of
return for comparable
items traded in the
market

2. Expected present
value technique –
risk-adjusted
expected cash flow
method

 Expected cash flows that  Risk-free rate
are risk-adjusted

3. Expected present
value technique –
expected rate of
return method

 Expected cash flows that  Discount rate adjusted to
are not risk-adjusted
include the risk premium
that market participants
require
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6. Valuation Techniques
Discount Rate Adjustment Technique
– Uses the contractual, promised or most likely cash flows and
– Discounts the above cash flows at an observed or estimated market
rate for such conditional cash flows (i.e. a market rate of return)
• The cash flows and discount rate used in the technique are as follows:
1. Cash flows – a single set of cash flows from the range of possible
estimated amounts, whether contractual or promised (e.g. coupon
and repayment of a bond) or most likely cash flows.
Those cash flows are conditional upon the
occurrence of specified events (e.g. contractual
or promised cash flows for a bond are conditional
on the event of no default by the debtor).
2. Discount rate – rate derived from observed rates
of return for comparable assets or liabilities that
are traded in the market.

– Requires an analysis of market data for comparable
assets or liabilities
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6. Valuation Techniques
Example
Discount Rate Adjustment Technique
• Bond A has a contractual right to receive $800 in one year (i.e. there is
no timing uncertainty).
• There is an established market for comparable assets, and information
about those assets, including price information, is available.
• Bond B has a contractual right to receive $1,200 in one year and has a
market price of $1,083.
– It implies:

$1,200  $1,083  (1  rBond B )

• As a result, the implied annual rate of return (i.e. a one-year market rate
of return) is 10.8%.
‒ It is comparable with respect to risk (i.e. dispersion of possible payoffs and credit).
• Find the fair value of Bond A.
© 2011-13 Nelson Consulting Limited
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6. Valuation Techniques
Example
• On the basis of the timing of the contractual payments to be received for
Bond A relative to the timing for Bond B (i.e. one year for Bond B), it is
deemed more comparable to Bond A.
• Using the contractual payment to be received for Bond A ($800) and the
one-year market rate derived from Bond B (10.8%), then:

Cash flows of Bond A
$800

 $722
1  rBond B
1  10.8%
• As a result, the fair value of Bond A is $722.
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6. Valuation Techniques
Expected Present Value Technique
• IFRS 13 describes that the expected present value
technique uses as a starting point a set of cash flows
that represents the probability-weighted average of all
possible future cash flows (i.e. the expected cash flows).
– Thus, expected present value is also termed as expected cash flow
technique in IFRS 13.

• The resulting estimate of the expected cash flows is identical to
expected value, which, in statistical terms, is the weighted average of a
discrete random variable’s possible values with the respective
probabilities as the weights.
– Because all possible cash flows are probability-weighted, the resulting
expected cash flow is not conditional upon the occurrence of any specified
event.
– It is different from the cash flows used in the discount rate adjustment
technique.
© 2011-13 Nelson Consulting Limited
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6. Valuation Techniques
Expected Present Value Technique
• In making an investment decision, risk-averse market
participants would take into account the risk that the
actual cash flows may differ from the expected cash flows.
• By using the concept and practices of portfolio theory in respect of
systematic risk, the expected present value technique can use
– Risk-adjusted expected cash flows or
– Expected cash flows without risk-adjusted.

• In consequence, in order to incorporate the systematic risk factor in the
expected cash flows (as may be different from actual cash flows, IFRS
13 further describes two methods in expected present value technique:
– Method 1: Risk-adjusted expected cash flow method, and
– Method 2: Expected rate of return method.
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6. Valuation Techniques
Example
Expected Present Value Technique
• Tony Lam has an asset with expected cash flows of $780 in one year
determined on the basis of the possible cash flows and probabilities
shown below.
Possible cash flows
Probability
Probability-weighted cash flows
$500
15%
75
$800
60%
480
$900
25%
225
Expected cash flows
780
• The applicable risk-free interest rate (i.e. rf) for cash flows with a oneyear horizon is 5%, and the systematic risk premium for an asset with
the same risk profile is 3%.
• To use expected rate of return method in expected present value
technique to estimate the present value (i.e. fair value).
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6. Valuation Techniques
Example
• In theory, the present value or fair value of the asset’s cash flows is the
same whether determined using risk-adjusted expected cash flow
method or expected rate of return method.
• In expected rate of return method, the expected cash flows are not
adjusted for systematic (i.e. market) risk. Instead, the adjustment for that
risk is included in the discount rate.
• Then, the expected cash flows are discounted at an expected rate of
return (i.e. re) of 8%, which is derived by adding risk-free interest rate
(i.e. rf) of 5% and systematic risk premium of 3%.

Expected Cash Flows
(1  re )



$780
(1  8%)

 $722

• As a result, the present value (i.e. the fair value) of the asset by using
expected rate of return method is $722
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7. Fair Value Hierarchy
• To increase consistency and comparability in fair value measurements
and related disclosures, IFRS 13 establishes a fair value hierarchy that
categorises the inputs to valuation techniques used to measure fair
value into the following three levels:
– Level 1 inputs
– Level 2 inputs
– Level 3 inputs
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7. Fair Value Hierarchy
• Level 1 inputs
– Quoted prices (unadjusted) in active
markets for identical assets or liabilities
that the entity can access at the
measurement date.

• Level 2 inputs

Level 1
Inputs

Level 2
Inputs

– Inputs other than quoted prices
included within Level 1 that are
observable for the asset or liability,
either directly or indirectly.

• Level 3 inputs

Level 3
Inputs

– Unobservable inputs for the asset or
liability.
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7. Fair Value Hierarchy
Quoted price in
active market?

Yes

No

Level 1
Inputs

No

Level 2
Inputs

Yes

No

Observable
inputs?

Adjusted?

Yes

No

Significant
unobservable
inputs?
Yes

Level 3
Inputs
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7. Fair Value Hierarchy
Example
• Level 2 inputs include the following:
1. Quoted prices for similar assets or liabilities in active markets
2. Quoted prices for identical or similar assets or liabilities in markets
that are not active
3. Inputs other than quoted prices
Level 2
that are observable for the asset
Inputs
or liability, for example:
a. Interest rates and yield curves
observable at commonly quoted intervals;
b. Implied volatilities; and
c. Credit spreads

4. Market-corroborated inputs (IFRS 13.82)
• Market-corroborated inputs are defined as inputs that are derived
principally from or corroborated by observable market data by
correlation or other means
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7. Fair Value Hierarchy
Case

Deutsche Bank
Interim Report as of 31 March 2013
• The financial instruments carried at fair value have been
categorized under the three levels of the IFRS fair value hierarchy
as follows:
– Level 1 – Instruments valued using quoted prices in active
markets are instruments where the fair value can be determined
directly from prices which are quoted in active, liquid markets
and where the instrument observed in the market is
representative of that being priced in the Group’s inventory.
• These include: high-liquidity treasuries and derivative, equity
and cash products traded on high-liquidity exchanges.
– Level 2 – Instruments valued with valuation techniques using
observable market data are instruments where the fair value
can be determined by reference to similar instruments trading in
active markets, or where a technique is used to derive the
valuation but where all inputs to that technique are observable.
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66

33

7. Fair Value Hierarchy
Case

Deutsche Bank
Interim Report as of 31 March 2013
• These include: many OTC derivatives; many investmentgrade listed credit bonds; some CDS; many collateralized
debt obligations (“CDO”); and many less-liquid equities.
– Level 3 – Instruments valued using valuation techniques using
market data which is not directly observable are instruments
where the fair value cannot be determined directly by reference
to market-observable information, and some other pricing
technique must be employed. Instruments classified in this
category have an element which is unobservable and which
has a significant impact on the fair value.
• These include: more-complex OTC derivatives; distressed
debt; highly-structured bonds; illiquid asset-backed
securities (“ABS”); illiquid CDO’s (cash and synthetic);
monoline exposures; private equity placements; many
commercial real estate (“CRE”) loans; illiquid loans; and
some municipal bonds.
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8. Significantly Decreased Activities
• When there has been a significant decrease in
the volume or level of activity when compared
with normal market activity for the asset or
liability, or similar assets or liabilities,
– further analysis of the transactions or quoted
prices is needed.
• A decrease in the volume or level of activity on
its own may not indicate that a transaction price
or quoted price does not represent fair value or
that a transaction in that market is not orderly.
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8. Significantly Decreased Activities
Example
• To determine whether, on the basis of the evidence available, there has
been a significant decrease in the volume/level of activity for the asset or
liability, an entity may evaluate the significance and relevance of factors:
1.
2.
3.
4.

5.

6.
7.
8.

There are few recent transactions.
Price quotations are not developed using current information.
Price quotations vary substantially either over time or among market-makers.
Indices that previously were highly correlated with the fair values of the asset
or liability are demonstrably uncorrelated with recent indications of fair value
for that asset or liability.
When compared with the entity’s estimate of expected cash flows, there is a
significant increase in implied liquidity risk premiums, yields or performance
indicators, such as delinquency rates or loss severities, for observed
transactions or quoted prices.
There is a wide bid-ask spread or significant increase in the bid-ask spread.
There is a significant decline in the activity of, or there is an absence of, a
market for new issues for the asset or liability or similar assets or liabilities.
Little information is publicly available.
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8. Significantly Decreased Activities
Decrease in volume or level of
activity for an asset or liability
No

Not orderly
transaction

Orderly transaction

Yes

Place little weight on
the transaction price
© 2011-13 Nelson Consulting Limited

Yes

Transaction is orderly?

Sufficient
information to
conclude?

Take into account the
transaction price

No

Take into account the
transaction price but
place little weight on it
when other transactions
known to be orderly
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8. Significantly Decreased Activities
Example
• Circumstances that may indicate that a transaction is not orderly include
the following:
1. There was not adequate exposure to the market for a period before
the measurement date to allow for marketing activities that are usual
and customary for transactions involving such assets or liabilities
under current market conditions.
2. There was a usual and customary marketing period, but the seller
marketed the asset or liability to a single market participant
3. The seller is in or near bankruptcy or receivership (ie the seller is
distressed)
4. The seller was required to sell to meet regulatory or legal
requirements (ie the seller was forced)
5. The transaction price is an outlier when compared with other recent
transactions for the same or a similar asset or liability
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9. Disclosure
• The disclosures about fair value measurements
in IFRSs vary even many IFRSs at least require
information about the methods and significant
assumptions used in the measurement, and
whether fair value was measured using
observable prices from recent market
transactions.
– In consequence, in addition to establish a
framework for measuring fair value in IFRS
13, the disclosures about fair value
measurements are also enhanced and
harmonised in IFRS 13.
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9. Disclosure
Objectives and General Principles for Disclosure
• An entity is required to disclose information that helps users of its
financial statements assess both of the following:
1. For assets and liabilities that are measured at fair value on a
recurring or non-recurring basis in the statement of financial
position after initial recognition,
Disclosure
a. The valuation techniques, and
b. Inputs used to develop those measurements.

2. For recurring fair value measurements using significant
unobservable inputs (Level 3),
•

the effect of the measurements on profit or loss or other
comprehensive income for the period (IFRS 13.91)
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9. Disclosure
Objectives and General Principles for Disclosure
• To meet the above objectives, an entity is required
to consider all the following:
1. The level of detail necessary to satisfy the disclosure
requirements;
2. How much emphasis to place on each of the
various requirements;
3. How much aggregation or disaggregation to
undertake; and
4. Whether users of financial statements need additional
information to evaluate the quantitative information
disclosed.
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9. Disclosure
• Disclosure requirements are set out in 4 pages
(lengthy?)
• In addition,
– If the disclosures provided in accordance with
IFRS 13 and other IFRSs are insufficient to
meet the objectives in IFRS 13.91, an entity
shall disclose additional information
necessary to meet those objectives (IFRS

Disclosure

13.92).
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9. Disclosure
Case
Annual Report 2012
• Note 53 to The Consolidated Financial Statements
(d)(i) Assets and liabilities carried at fair value
• The following tables present the carrying value of assets and liabilities
measured at fair value at 31 December according to the levels of the fair
value hierarchy defined in HKFRS 13: Fair Value Measurement, with the
fair value of each financial asset and liability categorised based on the
lowest level of input that is significant to that fair value measurement. The
levels are defined as follows:
– Level 1: fair values measured using quoted prices (unadjusted) in
active markets for identical assets or liabilities.
– Level 2: fair values measured using valuation techniques in which all
significant inputs other than quoted prices included within Level 1 are
directly or indirectly based on observable market data.
– Level 3: fair values measured using valuation techniques in which any
significant input is not based on observable market data.
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9. Disclosure
Case
Annual Report 2012
• Note 53 to The Consolidated Financial Statements
(d)(i) Assets and liabilities carried at fair value
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9. Disclosure
Case
Annual Report 2012
• Note 53 to The Consolidated Financial Statements
(d)(i) Assets and liabilities carried at fair value
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9. Disclosure
Case
Annual Report 2012
• Note 53 to The Consolidated Financial Statements
(d)(i) Assets and liabilities carried at fair value
• Information about fair value measurements using significant unobservable
inputs (Level 3) (continued)
– As the unlisted investment held by a subsidiary is not traded in an
active market, its fair value has been determined using discounted
cash flow valuation techniques.
– Major assumptions used in the valuation include
» historical financial results,
» assumptions about future growth rates,
» an estimate of weighted average cost of capital (WACC),
» the effect of expected changes in regulation and
» an adjustment for the value of the investment attributable to a
minority stake.
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IFRS 13: Effective Date
• An entity shall apply IFRS 13 for annual periods beginning on or
after 1 January 2013.
• Earlier application is permitted.
• IFRS 13 shall be applied prospectively as of the beginning of
the annual period in which it is initially applied.
• The disclosure requirements of IFRS 13 need not be applied in
comparative information provided for periods before initial
application of IFRS 13. (IFRS 13.C1)

© 2011-13 Nelson Consulting Limited

80

40

Fair Value Measurement
(IFRS 13)

20 July 2013

LAM Chi Yuen Nelson 林智遠
nelson@nelsoncpa.com.hk
www.NelsonCPA.com.hk
www.Facebook.com/NelsonCPA
© 2011-13 Nelson Consulting Limited

81

Fair Value Measurement
(IFRS 13)

20 July 2013

Q&A Session
LAM Chi Yuen Nelson 林智遠
nelson@nelsoncpa.com.hk
www.NelsonCPA.com.hk
www.Facebook.com/NelsonCPA
© 2011-13 Nelson Consulting Limited

82

41

