Revision Answers

Chapter 2 Fair Value Measurement (IFRS 13)
Answer 1
(a)

Reasons for the issue of IFRS 13

· IFRS 13 was issued in 2011 and is effective for accounting periods commencing on or after 1 January 2013, with earlier adoption permitted.

· It represents completion of a joint project between the IASB and the equivalent body in the US, the FASB to converge the definition of what constitutes a fair value measurement, and how it is defined and determined by entities who apply the new reporting standard.

· One key point to remember is that IFRS 13 does not add to the situations or circumstances when fair value measurement is required by current reporting standards.
· Equally, 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 other reporting standards, even though it may have some similarities with fair value. For example, measurements such as NRV 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.

Answer 2
(a)

Fair value measurement or historical cost

· The debate between historical cost accounting and fair value measurement centres on reliability versus relevance. Very broadly speaking, fair values are perceived as relevant but not reliable. Historical cost accounting is perceived as reliable but not relevant.

· Fair value can be said to be more relevant than historical cost because it is based on current market values rather than a value that is in some cases many years out of date.
· Fair values for an entity’s assets, it is argued, will give a closer approximation to the value of the entity as a whole, and are more useful to decision maker or an investor.

Historical cost accounting
It has a number of disadvantages:

(i)
If the historical cost differs from its fair value on initial recognition, the matching process in future periods becomes arbitrary.

(ii)
Non-current asset values are unrealistic, particularly those of property.

(iii)
Holding gains on inventory are included in profit. During the period of high inflation the monetary value of inventories held may increase significantly while they are being processed. The conventions of historical cost accounting lead to the realized part of this holding gain being included in profit for the year.

(iv)
Comparisons over time are unrealistic, because they do not take account of inflation.

(v)
Costs incurred before an asset is recognized are not capitalized. This is particularly true of development expenditure, and means that the historical cost does not represent the fair value of the consideration given to create the asset.

However, historical cost has a number of advantages over fair values, mainly as regards reliability.
(i)
It is easy to understand.
(ii)
It is grounded in real transaction amounts, and is therefore objective and objectively verifiable.

(iii)
There is less scope for manipulation.

Until there is more uniformity and objectively in fair valuing, it is likely that historical cost accounting will continue to be used.

(b)
IFRS 13 changes
(i)
Definition. With the publication of IFRS 13, IFRS and US GAAP now have the same definition of fair value and the measurement and disclosure requirements are now aligned. IFRS 13 defines fair value 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.’
The previous definition used in IFRS was ‘the amount for which an asset could be exchanged, or a liability settled, between knowledgeable, willing parties in an arm’s length transaction.’
The price which would be received to sell the asset or paid to transfer (not settle) the liability is described as the exit price (脫手價格) and this is the definition used in US GAAP. Although the concept of the arm’s length transaction has now gone, the market-based current exit price retains the notion of an exchange between unrelated, knowledgeable and willing parties.
(ii)
Measurement. Fair value is a market-based measurement, not an entity-specific measurement. It focuses on assets and liabilities and on exit (selling) prices. It also takes into account market conditions at the measurement date. In other words, it looks at the amount for which the holder of an asset could sell it and the amount which the holder of a liability would have to pay to transfer it. It can also be used to value an entity’s own equity instruments.
Because it is a market-based measurement, fair value is measured using the assumptions that market participants would use when pricing an asset, taking into account any relevant characteristics of the asset.

It is assumed that the transaction to sell the asset or transfer the liability takes place either:
(1)
In the principal market for the asset or liability; or

(2)
In the absence of a principle market, in the most advantageous market for the asset or liability.
The principal market is the market which is the most liquid (has the greatest volume and level of activity) for that asset or liability.

The most advantageous market is the market that maximizes the amount that would be received to sell the asset or minimizes the amount that would be paid to transfer the liability (after taking into account transaction costs and transport costs).

IFRS 13 acknowledges that when market activity declines an entity must use a valuation technique to measure the fair value. In this case the emphasis must be on whether a transaction price is based on an orderly transaction (公平交易), rather than a forced sale.

(iii)
Non-financial assets. For non-financial assets the fair value measurement looks at the use to which the asset can be put. It takes into account the ability of a market participant to generate economic benefits by using the asset in its highest and best use.
(iv)
Valuation technique. IFRS 13 states that valuation techniques must be those which are appropriate and for which sufficient data are available. Entities should maximize the use of relevant observable inputs and minimize the use of unobservable inputs. The standard establishes a three-level hierarchy for the inputs that valuation techniques use to measure fair value:
Level 1 – Quoted prices (unadjusted) in active markets for identical assets or liabilities that the reporting entity can access at the measurement date.
Level 2 – Inputs other than quoted prices included within Level 1 that are observable for the asset or liability, either directly or indirectly, e.g. quoted prices for similar assets in active markets or for identical or similar assets in non-active markets or use of quoted interest rates for valuation purposes.

Level 3 – Unobservable inputs for the asset or liability, i.e. using the entity’s own assumptions about market exit value.

(v)
Disclosure. For assets and liabilities that are measured at fair value on a recurring or non-recurring basis, an entity must disclose the valuation techniques and inputs used to develop those measurements. For recurring fair value measurements using significant unobservable inputs (Level 3), it must disclose the effect of the measurements on profit or loss or other comprehensive income for the period.

(c)

Investment in Greenfield

· The illustrative examples booklet accompanying IFRS 13 mentions the case of a financial asset for which sale is legally or contractually restricted for a specified period. The restriction is a characteristic of the instrument and, therefore, would be transferred to market participants.
· In this case the fair value of the instrument would be measured on the basis of the quoted price for an otherwise identical unrestricted equity instrument of the same issuer that trades in a public market, adjusted to reflect the effect of the restriction. The adjustment would reflect the amount market participants would demand because of the risk relating to the inability to access a public market for the instrument for the specified period. The adjustment will vary depending on:
· The nature and duration of the restriction
· The extent to which buyers are limited by the restriction (e.g. there might be a large number of qualifying investors)

· Qualitative and quantitative factors specific to both the instrument and the issuer

Answer 3
(a)(i)

· Fair value has had a different meaning depending on the context and usage. The IASB’s definition 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. Basically it is an exit price.
· Fair value is focused on the assumptions of the market place and is not entity specific. It therefore takes into account any assumptions about risk.
· Fair value is measured using the same assumptions and taking into account the same characteristics of the asset or liability as market participants would. Such conditions would include the condition and location of the asset and any restrictions on its sale or use.
· Further, it is not relevant if the entity insists that prices are too low relative to its own valuation of the asset and that it would be unwilling to sell at low prices.
· Prices to be used are those in ‘an orderly transaction’. An orderly transaction is one that assumes exposure to the market for a period before the date of measurement to allow for normal marketing activities and to ensure that it is not a forced transaction. If the transaction is not ‘orderly’, then there will not have been enough time to create competition and potential buyers may reduce the price that they are willing to pay.
· Similarly, if a seller is forced to accept a price in a short period of time, the price may not be representative. It does not follow that a market in which there are few transactions is not orderly. If there has been competitive tension, sufficient time and information about the asset, then this may result in a fair value for the asset.
· IFRS 13 does not specify the unit of account for measuring fair value. This means that it is left to the individual standard to determine the unit of account for fair value measurement.
· A unit of account is the single asset or liability or group of assets or liabilities. The characteristic of an asset or liability must be distinguished from a characteristic arising from the holding of an asset or liability by an entity.
· An example of this is that if an entity sold a large block of shares, it may have to do so at a discount to the market price. This is a characteristic of holding the asset rather than of the asset itself and should not be taken into account when fair valuing the asset.
· Fair value measurement assumes that the transaction to sell the asset or transfer the liability takes place in the principal market for the asset or liability or, in the absence of a principal market, in the most advantageous market for the asset or liability.
· The principal market is the one with the greatest volume and level of activity for the asset or liability that can be accessed by the entity.
· The most advantageous market is the one which maximises the amount that would be received for the asset or minimises the amount that would be paid to transfer the liability after transport and transaction costs.
· An entity does not have to carry out an exhaustive search to identify either market but should take into account all available information. Although transaction costs are taken into account when identifying the most advantageous market, the fair value is not after adjustment for transaction costs because these costs are characteristics of the transaction and not the asset or liability.
· If location is a factor, then the market price is adjusted for the costs incurred to transport the asset to that market. Market participants must be independent of each other and knowledgeable, and able and willing to enter into transactions.
· IFRS 13 sets out a valuation approach, which refers to a broad range of techniques, which can be used. These techniques are threefold. The market, income and cost approaches.
(a)(ii)
· When measuring fair value, the entity is required to maximise the use of observable inputs and minimise the use of unobservable inputs. To this end, the standard introduces a fair value hierarchy, which prioritises the inputs into the fair value measurement process.
· Level 1 inputs are quoted prices (unadjusted) in active markets for items identical to the asset or liability being measured. As with current IFRS, if there is a quoted price in an active market, an entity uses that price without adjustment when measuring fair value. An example of this would be prices quoted on a stock exchange.
· The entity needs to be able to access the market at the measurement date. Active markets are ones where transactions take place with sufficient frequency and volume for pricing information to be provided. An alternative method may be used where it is expedient.
· The standard sets out certain criteria where this may be applicable. For example, where the price quoted in an active market does not represent fair value at the measurement date. An example of this may be where a significant event takes place after the close of the market such as a business reorganisation or combination.
· The determination of whether a fair value measurement is level 2 or level 3 inputs depends on whether the inputs are observable inputs or unobservable inputs and their significance.
· Level 2 inputs are inputs other than the quoted prices in level 1 that are directly or indirectly observable for that asset or liability.
· They are quoted assets or liabilities for similar items in active markets or supported by market data. For example, interest rates, credit spreads or yield curves.
· Adjustments may be needed to level 2 inputs and if this adjustment is significant, then it may require the fair value to be classified as level 3.
· Level 3 inputs are unobservable inputs. The use of these inputs should be kept to a minimum. However, situations may occur where relevant inputs are not observable and therefore these inputs must be developed to reflect the assumptions that market participants would use when determining an appropriate price for the asset or liability.
· The entity should maximise the use of relevant observable inputs and minimise the use of unobservable inputs. The general principle of using an exit price remains and IFRS 13 does not preclude an entity from using its own data. For example, cash flow forecasts may be used to value an entity that is not listed. Each fair value measurement is categorised based on the lowest level input that is significant to it.
(b)
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Note: As Jayach buys and sells in Australasia, the costs of entering the market are not relevant as these would not be incurred. Further transaction costs are not considered as these are not included as part of the valuation.
The principal market for the asset is the Asian market because of the fact that it has the highest level of activity due to the highest volume of units sold. The most advantageous market is the Australasian market because it returns the best profit per unit. If the information about the markets is reasonably available, then Jayach should base its fair value on prices in the Asian market due to it being the principal market, assuming that Jayach can access the market. The pricing is taken from this market even though the entity does not currently transact in the market and is not the most advantageous. The fair value would be $17, as transport costs would be taken into account but not transaction costs.
If the entity cannot access the Asian or European market, or reliable information about the markets is not available, Jayach would use the data from the Australasian market and the fair value would be $22. The principal market is not always the market in which the entity transacts. Market participants must be independent of each other and knowledgeable, and able and willing to enter into transactions.
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The fair value of a liability assumes that it is transferred to a market participant at the measurement date. In many cases there is no observable market to provide pricing information. In this case, the fair value is based on the perspective of a market participant who holds the identical instrument as an asset. If there is no corresponding asset, then a valuation technique is used. This would be the case with the decommissioning activity. The fair value of a liability reflects any compensation for risk and profit margin that a market participant might require to undertake the activity plus the non-performance risk based on the entity’s own credit standing. Thus the fair value of the decommissioning liability would be $3,215,000.
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