
Chapter 2 Fair Value Measurement
	LEARNING OBJECTIVES

1.
Explain the reasons for the introduction of IFRS 13.

2.
Describe the basis for the determination of fair value.

3.
Describe the three valuation methods for the fair value measurement under IFRS 13.

4.
Explain the three-tier fair value hierarchy applied to the valuation techniques.
5.
Describe the general disclosure requirements.
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1.
Reasons for the Introduction of IFRS 13
1.1
The objective of IFRS 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.

1.2
There is now a uniform framework for measurement of fair value for entities around the world who apply either US GAAP or IFRS GAAP.

1.3
IFRS 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.

1.4
IFRS 13 does not apply to:

(a)
Share-based payment (IFRS 2)

(b)
Leases (IAS 17)

(c)
NRV in Inventories (IAS 2)

(d)
Value in use in Impairment (IAS 36)

1.5
IFRS 13 is effective for accounting periods commencing on or after 1 January 2013, with early adoption permitted.

	1.6
	Reasons for the issue of IFRS 13

	
	(a)
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.

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

(c)
To form part of the response of the accountancy profession to the global financial crisis.

(d)
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.

(e)
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.


2.
Definitions Relevant to Fair Value

	2.1
	Definitions

	
	(a)
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; i.e. it is an exit (selling) price, whether observable in an active market (level one input), or estimated using a valuation technique (with the use of level 2 and/or level 3 inputs).

(b)
Market participants comprise independent buyers and sellers who are informed and willing and able to enter into a transaction in the principal or the most advantageous market as appropriate.
(c)
Exit price is the price that would be received to sell an asset or paid to transfer a liability.
(d)
Active market is a market in which transactions for the asset or liability take place with sufficient frequency and volume to provide pricing information on an ongoing basis.

(e)
Principal market is the market with the greatest volume and level of activity for the asset or liability.
(f)
Most advantageous market is 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.


2.2
From the above definition, it can be seen that fair value under IFRS 13 is a market-based measurement, not an entity-specific measurement.
2.3
The definition of fair value focuses on assets and liabilities because they are a primary subject of accounting measurement. In addition, this HKFRS shall be applied to an entity’s own equity instruments measured at fair value.

3.
The Basis of a Fair Value Measurement

	3.1
	Basis of a fair value measurement

	
	The following factors should be taken into consideration when measuring fair value:

(a)
Unit of account – The asset or liability to be measured may be an individual asset (e.g. plot of land) or liability, or a group of assets and liabilities (e.g. a cash generating unit or business), depending upon exactly what is required to be measured.

(b)
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.

(c)
The entity must determine the market in which an orderly transaction would take place. This will be the principal market or, failing that, the most advantageous market that an entity has access to at the measurement date. They will often, but not always, be the same.

(d)
Unless there is evidence otherwise, the market that an entity would normally enter into is presumed to be the principal or most advantageous market.
(e)
It is quite possible that different entities within a group or different businesses within an entity may have different principal or most advantageous markets, for example, due to their location.

(f)
The valuation or measurement should reflect the characteristics of the asset or liability (age, condition, location, restrictions on use or sale, etc.) if they are relevant to market participants.

(g)
It is not adjusted for transaction costs – they are not a feature of the asset or liability, but may be relevant when determining the most advantageous market. If location, for example, is a characteristic of the asset, then price may need to be adjusted for any costs that may be incurred to transport an asset to or from a market.


	3.2
	Example 1

	
	An asset is sold in two different active markets at different prices. An entity enters into transactions in both markets and can access the price in those markets for the asset at the measurement date as follows:

Market 1

Market 2

$

$

Price

26

25

Transaction cost

(3)

(1)

Transport cost

(2)

(2)

Net price received

21

22

If market 1 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 is ($26 – $2) $24. Transactions costs are ignored as they are not a characteristic of the asset.

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 maximizes the amount that would be received to sell the asset, after taking into account transaction costs and transport cost (i.e. the net amount that would be received in the respective markets).

Because the maximum net amount that the entity would receive is $22 in Market 2, the fair value of the asset would be measured using the price in that market ($25), less transport costs of $2, resulting in a fair value measurement of $23.
Although transaction costs are taken into account when determining which market is the most advantageous market, the price used to measure the fair value of the asset is not adjusted for those costs.


4.
Valuation Techniques
4.1
Valuation techniques should be used which are appropriate to the asset or liability at the measurement date and for which sufficient data is available, applying the fair value hierarchy to maximize the use of observable inputs as far as possible.

	4.2
	Three valuation techniques

	
	(a)
Income approach – e.g. where estimated future cash flows may be converted into a single, current amount stated at present value.

(b)
Market approach – e.g. where prices and other market-related data is used for similar or identical assets, liabilities or groups of assets and liabilities.

(c)
Cost approach – e.g. to arrive at what may be regarded as current replacement cost to determine the cost that would be incurred to replace the service or operational capacity of an asset.


4.3
More than one valuation technique may be used in helping to determine fair value in a particular situation. Note that a change in valuation technique is regarded as a change of accounting estimate in accordance with IAS 8 which needs to be properly disclosed in the financial statements.
5.
Fair Value Hierarchy

5.1
IFRS 13 establishes a hierarchy that categories the inputs to valuation techniques used to measure fair value.
	Inputs
	Explanations

	Level 1 inputs
	· Comprise quoted prices (‘observable’) in active markets for identical assets and liabilities at the measurement date.

· An active market is regarded as one in which transactions take place with sufficient frequency and volume for reliable pricing information to be provided.

· Thus may still be possible where there is a low volume of transactions, provided that there has been sufficient time for reasonable marketing and other market-related activity to take place and where it is clear that any such transactions are not based upon distress transactions.

· This is regarded as providing the most reliable evidence of fair value and is likely to be used without adjustment.

	Level 2 inputs
	· Are observable inputs, other than those included within Level 1 above, which are observable directly or indirectly.

· This may include quoted prices for similar (not identical) asset or liabilities in active markets, or prices for identical or similar assets and liabilities in inactive markets.

· Typically, they are likely to require some degree of adjustment to arrive at a fair value measurement.

	Level 3 inputs
	· Are unobservable inputs for an asset or liability, based on the best information available, including information that may be reasonably available relating to market participants.


	5.2
	Example 2

	
	Examples of inputs used to determine fair value include:

Asset or liability

Example

Level 1

Equity shares in a listed entity

Unadjusted quoted prices in an active market

Level 2

Finished goods inventory at a retail outlet

Price paid by retail customers

Licence acquired as part of a business combination which as recently negotiated with an unrelated party

The royalty rate contained within the contract

Cash generating unit

Valuation multiple from observed transactions involving similar businesses

Building held and used

Price per square metre for the building from observable market data, such as observed transactions for similar buildings in similar locations

Level 3

Interest rate swap

Adjustment made to a mid-market non-binding price using data that cannot be directly observed or corroborated

Cash generating unit
Profit or cash flow forecast using own data
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6.
General Disclosure Requirements

6.1
The general disclosures include:

(a)
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.

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

(c)
Any transfers between level one and level two of the valuation hierarchy.

(d)
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.

6.2
The following is an example of a fair value note disclosure for Sabathia Company. It includes both the fair value amounts and the reliability level. (A similar disclosure would be presented for liabilities.)
[image: image3.emf]
6.3
For assets and liabilities measured at fair value and classified as Level 3, a reconciliation of Level 3 changes for the period is required. In addition, companies should report an analysis of how Level 3 changes in fair value affect total gains and losses and their impact on net income. The following is an example of this disclosure.
[image: image4.emf]
	Question 1

The International Accounting Standards Board (IASB) issued IFRS 13 Fair Value Measurement in 2011 and this is likely to be relevant to entities who prepare financial statements which include the impact of measurements based upon fair value.

Required:

(a)
Explain why the IASB has introduced IFRS 13 Fair Value Measurement.
(5 marks)

(b)
Explain how fair value is to be determined in accordance with IFRS 13.
(15 marks)

(c)
Explain the nature of the supporting disclosures required by IFRS 13.
(5 marks)



(Total 25 marks)
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