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Chapter 2 Fair Value Measurement

Answer 1

(a)

Main reason for the issue of IFRS 13

· The objective of HKFRS 13 is to provide a single source of guidance for fair value measurement where it is required by a reporting standard, rather than it being spread throughout several accounting standards.

· There is now a uniform framework for measurement of fair value for entities around the world who apply either US GAAP or IFRS GAAP.

· HKFRS 13 does not extend the use of fair value, it provides guidance on how it should be determined when an initial or subsequent fair value measurement is required by a reporting standard.

· It is also important that IFRS 13 does not apply in all situations, for example it does not apply in the following situations:

· When a different measurement is required by a reporting standard, even though it may have some similarities with fair value. For example, measurements such as NRV, replacement cost and value in use may be required in different situations when preparing financial statements.

· The requirements of IFRS 13 do not apply to the transactions covered by IFRS 2 Share-based Payment and IAS 17 Leases, where the specific requirements of those standards should be applied where relevant.

Other reasons for the issue of IFRS 13

· To overcome inconsistency in the way that fair value measurements required by a reporting standard are determined for inclusion in the financial statements of an entity.

· To overcome increasing complexity in how fair value measurements are currently determined by individual entities in different situations.

· To form part of the response of the accountancy profession to the global financial crisis.

· To increase and converge the supporting disclosure requirements to provide information that is relevant to users of financial statements, so that they understand the basis upon which a fair value measurement has been determined and applied with a set of financial statements.

· To increase the extent of convergence between IFRS GAAP and US GAAP as there is now a common definition for fair value measurement, together with a structure or framework for how it is to be determined when required by either IFRS GAAP and US GAAP.

(b)

How fair value is determined by IFRS 13

Definition and explanation o 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.
· In effect, this is an exit price that would be received upon disposal of an asset, or upon transfer of a liability, at the specific date required.
· Note that transfer of a liability is not the same as settlement of a liability at a specific date as, for example, early settlement of a liability may result in incurring early redemption penalty charges, or even an early settlement rebate may be applicable in certain circumstances.
· Fair value is therefore focuses upon the assumptions of the marketplace and is not entity-specific.

· It takes into account any assumptions about risk as the exit price is measured using the same assumptions and taking into account the same characteristics of the asset or liability as considered by relevant by market participants.

· Such characteristics would normally include the condition and location of the asset, together with any restrictions on its sale or use.

Basis for the fair value measurement:
1.
Orderly transaction
· The measurement should reflect the price at which an orderly transaction between willing market participants would take place under current market conditions, i.e. not a distress transaction.
· Therefore, the best possible price should be capable of being attained through the operation of a normal market mechanism which requires the interaction of buyers and sellers.
· The consequence of this approach is that an entity’s view of what may or may not be fair value is not relevant, it is determined by the market mechanism.
· A further implication of a transaction being regarded as orderly is that there is sufficient exposure of the asset or liability to the relevant market. This will involve any related business activity usually associated with a particular asset or liability to enable a reliable fair value measurement to be made at the required date.

· If there is a low level of business activity, there is a risk that any prices agreed may not be a reliable indicator of fair value.

· However, if it can be demonstrated that there has been sufficient time for competitive forces to apply, and that appropriate marketing activity has been undertaken, even when there are a few transactions taking place, they may still be regarded as orderly and therefore reliable.

2.
Unit of account

· IFRS 13 also considers what it refers to as the unit of account; this is the individual asset or liability or group of assets or liabilities, required to be measured to fair value by a particular reporting standard.
· The measurement to fair value should only take into account the characteristics of the asset or liability to be measured; it should not take into account the characteristics of the transaction itself.

· For example, if a bulk quantity of an asset was to be valued based upon its disposal value, the transaction value achieved may be affected by the number of units or quantity of the asset that is to be measured. Any value achieved may be affected by whether either a premium or discount to be normal unit price is applicable to a particular transaction, purely due to the quantity of an asset to be sold. However, such a premium or discount is a characteristics of the transaction, not of the asset or liability to be measured, and therefore should be ignored when measuring fair value.

3.
Which market?

· IFRS 13 assumes that any fair value measurement for an asset or liability is based upon the value as determined by the principal market for that asset or liability.
· The principal market is regarded as the one with the greatest volume and level of activity for that asset or liability that can be assessed by the entity.

· If in the absence of a principal market, the most advantageous market for that asset or liability should be employed.

· The most advantageous market is the one that maximizes the amount that would be received for the asset or paid to extinguish the liability after transport and transaction costs.

· To determine the most advantageous market, transactions costs are taken into account to determine which is the most advantageous market, even though they are then omitted when determining fair value of the asset or liability.

4.
Valuation approach

· IFRS 13 sets out three valuation approaches when measuring fair value. They are market, income and cost approaches.

· When measuring fair value, the entity is required to maximize the use of observable inputs and minimize the use of unobservable input.

· To this end, the standard introduces a fair value hierarchy, which priorities the inputs into the fair value measurement process.

· IFRS 13 requires that fair value is measured on a consistent basis, using as much objective data or information as possible, and thus minimizing the extent to which unsupported or subjective assessment is made as part of the fair value measurement process.

5.
Fair value hierarchy

· IFRS 13 identifies a three-tier fair value hierarchy based upon the nature of the inputs used to determine a fair value measurement.

· In applying the hierarchy, entities are required to maximize as far a possible the use of higher level inputs as identified below.

· Level 1 inputs are unadjusted quoted prices for identical assets or liabilities in an active market at the measurement date.

· Level 2 inputs are inputs other than quoted prices in level 1 that are observable for that specific asset or liability. They could be, for example, quoted prices for a similar asset or liability in an active market; they would need to be adjusted to reflect what should be an active market for an identical asset, perhaps by use of additional research data.

· Level 3 inputs are unobservable inputs based upon the best available information, the use of which should be minimized as far as possible.

(c)

The nature of the disclosures include:

· Methods and inputs used in the process to determine a fair value measurement, together with any changes in valuation techniques which have been applied from one reporting date to the next.

· Information relating to the hierarchy level which is applicable to a particular fair value measurement included within the financial statements.

· Any transfers between level one and level two of the valuation hierarchy.

· For the lowest category within the hierarchy, level three, requirements include details of assumptions used to help determine fair value measurement, a reconciliation of opening and closing balances and additional information regarding unobservable inputs.
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