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CA A Presentation to-Name of presentation and date etc to come
herein arial type in 22pt type.

CHARTERED

FINANCIAL INSTRUMENTS

e LKAS 32 - Financial Instruments: Presentation

e LKAS 39 - Financial Instruments: Recognition AND
Measurement

e SLFRS 7 - Financial Instruments: Disclosure

CA Financial Instruments

Introduction




CHARTERED

LKAS 32

— Presentation

— Categories of financial
instruments

— Debt vs Equity

LKAS 39

Scope of LKAS 39

— Measurement rules

- Impairment

— Derivative definition

- Embedded derivatives

— Fair Value option

- Derecognition

- Overview of Hedge accounting

Overview

SLFRS 7

- Quantitative and Qualitative
disclosures

Overview: LKAS 32 vs LKAS 39

LKAS 32

« Defines financial: instruments,
Financial assets & liabilities; equity
derivatives

* Prescriptive rules for distinguishing
financial liabilities from equity

« Accounting for compound financial
instruments

* Interest, dividends, gains and losses
be accounted for consistent with B/S
classification

« Accounting for share repurchase and
treasury shares

* Prescriptive requirements for offsetting
financial asset and financial liability

LKAS 39

* Requires all financial instruments including
derivatives to be initially recorded at fair value

« Defines embedded derivatives & establishes
rules for separating

« Creates four categories of financial instruments

« Each category has own measurement rules
including: initial & subsequent measurement,
reclassifications, gains and losses & impairment

« Permits hedge accounting provided strict criteria
are met

* Prescribes when hedge accounting must be
discontinued

* Rules for derecognition of financial instruments




Financial Instruments

Scope and Definition

CA @ What is a Financial Instrument?

Any contract that gives rise to:

Financial Asset

in one enterprise

e L

\\/

Financial Liability or
Equity Instrument

in another enterprise




CA @ What is a Financial Asset?

CHARTERED

Any asset that is:
* cash
* an equity instrument of another entity
* acontractual right:
— to receive cash or another financial asset from another entity

— to exchange financial instruments with another enterprise under
conditions that are potentially favorable

* A contract that will or may be settled in the entity’s own equity
instrument and is:
— A non derivative for which the entity is or may be obliged to receive a
variable number of the entity’s own equity instruments

— A derivative that will or may be settled other than by the exchange of
a fixed amount of cash, or another financial asset for a fixed number
of the entity’s own equity instruments

What is a Financial Liability?

Any contractual obligation:

* to deliver cash or another financial asset to another entity;
or

* to exchange financial instruments with another entity
under conditions that are potentially unfavorable (e.g. a
swap with a negative fair value).

* A contract that will or may be settled in the entity’s own
equity instruments and is:

— A non derivative for which the entity is or may be obliged to
deliver a variable number of the entity’s own equity
instruments

— A derivative that will or may be settled other than by the
exchange of a fixed amount of cash, or another financial asset
for a fixed number of the entity’s own equity instruments




* Any contract that evidences a residual
interest in the assets of an enterprise after
deducting all of its liabilities.

 Distinguishing financial liabilities and equity
instruments can be complex [this topic will be
covered in the Debt versus Equity section]

e Cash

* Deposit of cash in financial institution
* Trade accounts receivable and payable
* Notes receivable and payable

* Loans and receivable and payable

* Bonds receivable and payable

e Perpetual debt




CHARTERED

- 0

Inventories

Property Plant and Equipment

Leased assets

Intangible Assets

Gold bullion

Prepaid expenses

Differed revenue and warranty obligations

CHARTERED

CA @ Examples of Derivative financial instruments

Convertible debentures
Forward Contracts
Interest Rate Swaps
Currency Swaps

Call Options

Put Options

A derivative effectively transfer the risk inherent in an underlying primary
instrument between the contracting parties without any need to transfer
the underlying instruments themselves




Types of Financial Instrument

Primary Derivatives Combinations
Deposits of cash Forwards/futures — Convertible debt
Bonds investments, Financial options — Exchangeable debt
commercial papers Swaps — Dual currency bond

. — Equity indexed note
Loan receivables Caps and collars

Receivables / payables
(including finance
leases)

Deposits, borrowings

Equity investments

o © I

* All Financial Instruments except those specifically
addressed by other standards, such as:

— Interests in subsidiaries, associates, joint ventures (LKAS 27, LKAS 28,
LKAS 31) unless, according to those standards, they should be
accounted for under LKAS 39

— Rights and obligations under leases (LKAS 17)

— Assets and liabilities under employee benefit plans (LKAS 19)
— Share-based payments (SLFRS 2)

— Equity instruments issued by the reporting enterprise

— Rights and obligations under insurance contracts as defined, or
specifically covered, by SLFRS 4

* Yet LKAS 39 may still apply for some of these
transactions (e.g., embedded derivatives in
insurance contracts, measurement for cash-
settled share-based payment arrangements)




CA @ Scope Issues: Financial Guarantee Contracts

* A contract that requires the issuer to make
specified payments to reimburse the holder
for aloss it incurs because a specified debtor
defaults

Depending on the features, financial
guarantee contracts are accounted for under
LKAS 39 or SLFRS 4

CA @ Scope Issues: Loan Commitments

* Firm commitments to provide credit under pre-
specified terms and conditions; accounted for under
LKAS 37 or 39

* Covered by LKAS 39:

— Commitments designated as financial liabilities at fair
value through profit or loss (subject to requirements
under the Fair Value Option)

— Commitments that can be settled net in cash or by
delivering or issuing another financial instrument

— Commitments within the same class where the entity
has a past practice of selling the assets resulting from its
loan commitments shortly after origination




* Covered by LKAS 39 (continued):

— Commitments to provide a loan at a below-
market interest rate

* LKAS 37 applies for issuers of loan
commitments if LKAS 39 does not apply

— Provision should be established if commitment is
an onerous contract

* Issuer’s perspective: Equity instruments are
generally covered by LKAS 32
— SLFRS 2 applies with respect to share-based payment
arrangements
* Investor’s perspective: Investments in subsidiaries,
associates and joint ventures that are consolidated,
proportionately consolidated or equity accounted in
consolidated financial statements are outside the
scope of LKAS 39/32 and SLFRS 7
— Apply LKAS 27: Consolidated and Separate Financial

Statements, LKAS 28: Investments in Associates, or
LKAS 31: Interests in Joint Ventures

10



* LKAS 32 provides principles for the
distinction between liabilities and equity
classification

* Aninstrument is classified as liability or
equity based on the substance of the
contractual arrangements rather than its
legal form

Remember Definition of a Financial Liability

* Any contractual obligation:

— to deliver cash or another financial asset to
another entity; or

— to exchange financial instruments with another
entity under conditions that are potentially
unfavorable (e.g. a swap with a negative fair
value).

11



o ©

* With this definition of a financial liability:

* Many preferred shares are treated as liabilities,
unless redemption or payment of dividends is at the
discretion of the issuer

* Shares in mutual funds and cooperatives are
liabilities, as they can be redeemed at the option of
the investors

CA @ What is a Financial Liability?

* A contract that will or may be settled in the
entity’s own equity instruments and is:

— a non-derivative for which the entity is or may be
obliged to deliver a variable number of the entity’s
own equity instruments; or

— a derivative that will or may be settled other than
by the exchange of a fixed amount of cash or
another financial asset for a fixed number of the
entity’s own equity instruments

* for this purpose, the entity’s own equity instruments do
not include instruments that are themselves contracts for
the future receipt or delivery of the entity’s own equity
instruments

12



* Company X issues 1000 units of mandatorily
redeemable preference shares (MRPS). There is a fixed
redemption period for these shares; holders of these
shares can opt to redeem the shares at any time for a
fixed amount of cash

* Company Y enters into a contract to purchase oil by
issuing a variable amount of its own shares that is
equivalent to the market value of 1m barrels of oil

* Company Z issues 100 warrants to company S.
Company Z will have to issue 100 units of its own share
to company S if the latter exercises the warrant

N
CA @ Financial Liability

- In all of the following cases (1)-(3), the contractual obligation
to deliver cash creates a financial liability of the issuer

- The present value of the redemption amount is reclassified
from equity and the financial liability is recognised initially
under LKAS 39 (LKAS 32.23)

26
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Financial Liability

Critical features in differentiating a financial liability (from an equity instrume

1) Contractual payment obligations (LKAS 32.23; LKAS 32.AG37; LKAS
32.AG27(a))
- Interest payments, repayment of debt

2) Contractual components of a financial instrument that creates a financial
liability of the entity and grants e.g. an option to the holder of the instrument
to convert it into an equity instrument (LKAS 32.28-32; LKAS 32.23; LKAS
32.AG27(b); LKAS 32.AG37) >
convertible bonds

3) A financial instrument may require the entity to deliver cash or another
financial asset in the event of the occurrence or non-occurrence of uncertain
future events that are beyond the control of both the issuer and the holder of
the instrument (LKAS 32.25; LKAS 32.AG28) - Contingent
settlement provisions beyond the control of the entity

27

~

Financial Liability

CHARTERED

E.g.: Contractual components of a financial instrument that creates a financial liability:

Consider the following instrument issued by an entity:

* Anissuer is offering LKR 100 principal amount; the present value of the
redemption amount is LKR 95; net proceed is LKR 120

* No dividend/interest payments in the first year and discretionary
coupon in LKR afterwards

* After the expiration of the first year, the investor has the right to put
back LKR 100 or convert the loan into one share of the entity
- long call option for the investor or
-> short put option for the issuer

28
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Example (cont'd): Accounting entries on the date of issuance:

DR LKR CR LKR
Cash 120 Financial liability 95
Equity 25

* The terms of the conversion option complies with the
requirements of an equity instrument under LKAS 32

* Fair value of the financial liability (zero bond) is
recognised initially under LKAS 39

* Subsequently, the financial liability is measured at
amortised cost using effective interest method in
accordance with LKAS 39

29

* When a derivative financial instrument gives
one party a choice over how it is settled (eg
the issuer or the holder can choose settlement
net in cash or by exchanging shares for cash),
it is a financial asset or a financial liability
unless all of the settlement alternatives would
result in it being an equity instrument

15



CAD

Contracts involving an entity’s own equity

Derivative contract| Gross Physical | Net Settlement |lssuer/Counterpar
Settlement (Net Cash or Net| ty Choice of
Shares) Gross or Net
Settlement
Forward to Buy Liability Derivative Liability
Forward to Sell Equity Derivative Derivative
Purchased or Equity Derivative Derivative
written call
Written put Liability Derivative Derivative
Total return swap - Derivative -

CA @ Debt versus Equity: Compound Instruments

CHARTERED

Where the instrument contains both liability and
equity components, they should be classified
and accounted for separately. (Requires
bifurcating into liability and equity elements)

— Interest, dividends, losses and gains should be

classified in the P&L consistently with the balance
sheet treatment

— For example, a convertible debt instrument will be
split into an equity conversion option (an equity
instrument) and debt component.

* Fair value of liability is determined first; residual
amount of proceed is allocated to equity




O T

Compound instruments

* Can be settled with either fixed amount of cash or fixed number of
shares is compound instrument (both debt & equity)

* Required to split components & measure separately
Issue: Foreign currency denominated convertible notes

Fixed amount of Liability!! Why?
non-functional Because considered

currency? variable amount of cash

O

Compound instruments (cont)

* Debt measured first:

— Initial recognition measurement: Determine FV of
expected cash flows (excluding conversion feature —
discounted at rate applicable to instrument without
conversion feature)

— Subsequent measurement: use effective interest rate
method
e Equity is residual — not subsequently remeasured

e Transaction costs — allocated to debt & equity on
inception

— Early conversion may result in P&L charge for
unamortised transaction costs

17



W Splitting a Compound Financial Instrument

CHARTERED

Example: Convertible Debt Instrument

Proceeds from issuance of debt instrument XX
Less: Present value of the principal XX

Present value of the interest XX

Total liability component XX
Equity component XX

Journal entry (lllustration only):

Dr Cash 1,000
Cr Convertible debt (host) 850
Cr Equity component of convertible debt 150

W Splitting a Compound Financial Instrument

CHARTERED

Example: Convertible Debt Instrument (continued)

Journal entry:
Dr Interest expense XX

Cr Convertible debt — host XX

18



f
Contingent Settlement Provision

Contmgent settlement provisions (CSPs)
* May issue financial instrument where manner of
settlement depends on:

— Occurrence or non-occurrence of uncertain future
event; or

— Outcome of uncertain circumstances (IAS 32.25)

Where events beyond control of issuer & holder
— Issuer does not have unconditional right to avoid
settlement so = liability unless:
* Contingent settlement provision not genuine
* Requirement to settle only in event of liquidation of issuer

f
Contingent Settlement Provision

* Afinancial instrument is a liability if: upon occurrence or
non-occurrence of uncertain future events beyond control
of the issuer and the holder of the instrument, a financial
instrument may require the entity

— To deliver cash or another financial asset
— To settle it in such a way that it would be financial
liability
* To classify as equity, need the unconditional right to avoid

delivering cash or another financial asset unless certain
criteria are met

38




LKAS 32.25-1 - Contingent settlement provisions

*|ssue : What contingent settlement provisions would be considered
not to be within the control of the issuer and therefore resultin a
liability classification in the issuer’s financial statements?

Paragraph 25 of LKAS 32

A financial instrument may require the entity to deliver cash or
another financial asset, or otherwise to settle it in such a way that it
would be a financial liability, in the event of the occurrence or non-
occurrence of uncertain future events (or on the outcome of uncertain
circumstances]) that are beyond the control of both the issuer and the
holder of the instrument The issuer of such an instrument does not
have the unconditional right to avoid delivering cash or another
financial asset (or otherwise to settle it in such a way that it would be
a financial liability). Therefore, it is a financial liability of the issuer.

CA @ LKAS 32.25-1 - Contingent settlement provisions

(cont’d)

CHARTERED

Paragraph 25 of LKAS 32 (cont’d)

* Financial liability of issuer unless:

— Part of the contingent settlement provision that could
require settlement in cash or another financial asset
(or otherwise in such a way that it would be a
financial liability) is not genuine; or

— Issuer can be required to settle the obligation in cash
or another financial asset (or otherwise settle it in
such a way that it would be a financial liability) only in
the event of liquidation of the issuer.

20



LKAS 32.25-1 - Contingent settlement provisions

(cont’d)

* Paragraph 25 of LKAS 32 lists the following as
beyond control of both issuer and holder:
— Change in a stock market index
— Change in CPI
— Interest rate or taxation requirements
— Issuer’s future revenues
— Net income or debt to equity ratio

Contingent settlement provisions

(cont’d)

Conclusion under LKAS 32.25-1

* The following contingent settlement
provisions DO NOT trigger liability
classification :

— Issuer makes a distribution on ordinary shares,

— Issue subordinated securities in first 12 months that rank
equally or in priority to the securities,

— Issue an IPO prospectus prior to conversion date,

— Issuer will not disIBose of all or substantially all of its
business undertaking or assets,

— Commencement of proceedings for the winding up of the
issuer

* Not under control but liguidation exemption applies

21



CA @ Examples of LKAS 32.25-1 - Contingent
' settlement provisions (cont'd)

Events NOT under the control of the issuer

* The following CSPs DO trigger liability classification :
— Upon successful takeover of the issuer
* Except if the approval of the shareholders as a body is required
— Event of default under any of the issuer’s debt facilities

— Upon the appointment of a receiver, administrator, entering a scheme
of arrangement, or compromise agreement with creditors
e Exceptin jurisdictions where the liquidation exemption is met.
— Upon commencement of proceedings for the winding up of the
parent or issuer
— Changein accountin[g, taxation, or regulatory regime which is
expected to adversely affect the financial position of the issuer.
— Suspension of listing of the issuer’s shares for greater than x days
. Ex%etpt in jurisdictions where the reasons for suspension are controlled by the
entity.
— Change in credit rating of the issuer
— Issue of an IPO prospectus prior to conversion date

CHARTERED

CA @ Contingent Settlement Provision

CHARTERED

CPSs efnbedded in a convertible bond

* Example:

— Convertible bonds issued at par with a three year
term, interest is payable annually in arrears at a
nominal interest amount. Each bond is convertible
at any time up to maturity into 250 ordinary shares

— However the terms allow the holder to demand
immediate repayment at face value in certain
situations for example:

* Gearing exceeds a given value; or
* Interest cover falls below a predetermined value; or
* Entity is subject to a change of control; or

* The entity enters formal proceedings to protect it from
the claims of creditors that do not amount to liquidation

22



CA @ Contingent Settlement Provision

CPSs embedded in a convertible bond

* Additional features represent a contingent settlement
provision, but this instrument would still have a debt and
equity component

* How is this reconciled with an instrument which looks and
behaves like equity but because of a contingent settlement
provision has a liability classification?

* How do you assess contingencies on convertibles?

— First identify the two components and then attribute
terms to the different components

— Analyse contingent settlement provisions in relation
to the entire instrument?

o © I

— No gain or loss shall be recognized in profit or loss on the
purchase, sale, issue or cancellation of an entity’s own equity
instruments

— Consideration paid or received shall be recognized directly in
equity

23



Financial Instruments

Classification and
pressentation

* Categories of financial assets
— At fair value through profit or loss
— Held-to-maturity
— Loans and receivables
— Available-for-sale

* Categories of financial liabilities
— At fair value through profit or loss
— Other financial liabilities

* Fair value option

24



CA @ Categories of Financial Assets

CA @ Categories of Financial Liabilities

25



Financial Assets at Fair Value Through Profit or Loss

(FVPL)

Consists of:

e Held-for-trading — includes financial assets that are:

— acquired principally for the purpose of selling or
repurchasing it in the near term;

— part of a portfolio of identified financial instruments
managed together for which there is evidence of a
recent actual pattern of short-term profit-taking; or

— derivative (except for financial guarantees or designated
effective hedging instruments)

* Designated FVPL (discussed under the Fair Value
Option section)

CA @ Financial Liabilities at FVPL

Consists of:

Held-for-trading — includes:

derivative liabilities not accounted for as hedging instruments;
obligations to deliver financial assets borrowed by a short seller;

financial liabilities that are incurred with the intention to repurchase
them in the near term; and

financial liabilities that are part of a portfolio of identified financial
instruments that are managed together and for which there is evidence
of a recent pattern of short-term profit-taking

Designated FVPL (discussed under the Fair Value Option

section)

26
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If a financial liability is used to fund trading activities, does it

make the liability held for trading?

What is the definition of ‘portfolio’?

Not explicitly defined in IAS 39, but should pertain to a group of
financial assets or financial liabilities that are managed as part of that
group

If portfolio becomes trading:

HFT classification will apply for the new financial instruments in the
portfolio; and

Current classification for the ‘legacy’ instruments to continue

CA @ Financial Assets: HTM

* Financial assets with fixed or determinable
payments and fixed maturity:

— which the enterprise has the positive intent and
ability to hold to maturity

other than

— those designated as at fair through profit or loss;
— those designated as available for sale; and

— those that meet the definition of loans and
receivables.

27



CA @ Financial Assets: HTM — Positive Intention

* Positive intention to hold until maturity not present in the
following:
— intention to hold the investment is for only an undefined period
— investor stands ready to sell the financial asset in response to the
following situations (does not apply if non-recurring and could
not have been reasonably anticipated):
* changes in market interest rates or risks
* liquidity needs
* changes in the availability of and the yield on alternative investments
* changes in financing sources and terms
* changes in foreign currency risk
— The issuer has a right to settle the financial asset at significantly
below amortized cost

CA @ Financial Assets: HTM — Tainting

CHARTERED

. An éntity SHOULD NOT classify any financial assets
as held-to-maturity if:

— sold, transferred or exercised put option on more than
an insignificant amount of held-to-maturity
investments before maturity during the current year or
two preceding years

e OTHERTHAN

— sales close enough to maturity or exercised call date so
that interest rate changes did not have significant
effect on fair value;

— sales after the enterprise has a|read¥,co||ected
substantially all of the financial asset’s original
principal; or

— sales due to an isolated event that is beyond the
enterprise’s control, is non-recurring and could not
have been reasonably anticipated.

28



CA @ Financial Assets: Loans and Receivables (L&R)

Assets with fixed or determinable payments that are not
guoted in an active market (e.g. unquoted loan assets, trade
receivables)

other than

— those intended for short term sale or designated as at fair value
through profit or loss;

— those designated as available for sale; or

— those for which the holder may not recover substantially all of its
initial investment, other than because of credit deterioration

CA @ Financial Assets: Available-for-Sale (AFS)

Financial assets that are not:
— loans and receivables;
— held-to-maturity investments; or
— financial assets at fair value through profit or loss

Includes loans and receivables that are
designated as AFS

29



CA @ Financial Liabilities: Other Liabilities

Non- trading liabilities

Financial liabilities not designated as at fair value

through profit or loss

@A @ Fair Value Option

CHARTERED

* An entity’s decision to designate is similar to an accounting policy
choice

— although the entity is not required to apply this designation to all similar
transactions

* Fair value designation has been applied to a broad spectrum of
instruments:
— Loans
— Structured assets
— Structured debt
— Straight debt (in lieu of fair value hedge accounting

* Butimportant to note restrictions imposed on designation option

30



Fair Value Option

Option to designate a financial instrument that is not held for
trading as a financial asset or financial liability at fair value
through profit or loss only if :
it significantly reduces an accounting mismatch;
is part of a group of financial instruments that is managed and whose
performance is evaluated on a FV basis; or
contains an embedded derivative, unless the derivative does not
significantly modify cash flows or it is clear that it is closely related

CA @ Reduction of an Accounting Mismatch

CHARTERED

Examples:
Bank has liabilities whose cash flows are contractually based
on performance of assets that otherwise would be classified
as AFS

Bank has financial assets, financial liabilities or both that:

share a risk that gives risk to opposite changes in fair value that tend to
offset each other; and
only some of the instruments are carried as at FVPL (e.g., derivatives)

Bank has financial instruments that fail the requirements of
hedge accounting (e.g., hedge effectiveness testing not met)

31



CA @ Reduction of an Accounting Mismatch

CHARTERED

Portfolio of fixed-rate assets financed by fixed-rate liabilities;
fair value changes tend to offset each other
Asset Liability

Fixed-rate Fixed-rate

debt securities debentures

Other financial

Default Classified as AFS (fair JHEn )
accounting value through equity) liabilities (amortized
treatment cost)

Fair value option may apply

CA @ Reduction of an Accounting Mismatch

CHARTERED

Group of loan receivables financed by Bank’s issuance of traded
bonds; fair value changes tend to offset each other
Asset Liability

Loan
receivables

Other financial

Default Classified as AFS (fair JHner )
accounting value through equity) liabilities (amortized
treatment cost)

Fair value option may apply

32



Together

CA @ Group of Financial Instruments Managed

CHARTERED

> Applies if group of financial assets, financial liabilities or both is
managed and performance is evaluated on a fair value basis

» Operational requirements
» Documented risk management or investment strategy
» Information on fair value about the group is provided to key
management personnel

» Bank’s documented asset-liability management (ALM) policies
and strategies are thus critical

CA Group of Financial Instruments Managed

Together

CHARTERED ¥l A

Examples:

P Entity has financial instruments that share one or more risks and those risks
are managed and evaluated on a fair value basis based on a documented
ALM policy

» Bank issued a structured product containing multiple embedded derivatives
and manages the resulting risks on a fair value basis using a mix of derivative
and non-derivative financial instruments

» Bank originates fixed-rate loans and manages the benchmark interest rate
risk using a mix of derivative and non-derivative financial instruments

P Entity is a venture capital organization, mutual fund, unit trust or similar
entity with a total return profit objective

33



P Designation can apply unless:

» embedded derivative(s) does not significantly
modify the contract’s cash flows; or

P with little or no analysis, it is clear that
separation is prohibited based on an evaluation
of a similar hybrid instrument.

Financial Instruments

Measurement

34
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* |nitial measurement
— Transaction costs
— Bid-ask spread
* Subsequent measurement
— Fair value versus cost/amortized cost

— Treatment of unquoted equity instruments and related
derivatives

— Demand deposits and similar liabilities
* Fair value measurement principles:
— Quoted prices in an active market
— Use of valuation techniques for inactive markets

CA @ Initial Measurement Principle

* Recognize a financial asset or a financial
liability on the balance sheet when the entity
becomes a party to the contractual
provisions of the instrument

e Measure and record financial instruments at
fair value on initial recognition

35



N
bA @ Initial Measurement Principle

Financial asset or financial
liability is initially recognized

at fair value
fair value of fair value of
consideration consideration
given in case received in case
of asset of liability

LA Initial Measurement: Transaction Costs

* Defined as incremental costs that are directly attributable to
the acquisition, issue or disposal of a financial instrument

* Except for financial assets/liabilities at fair value through profit
or loss, fair value includes transaction costs that are directly
attributable to the acquisition or issue of the financial asset or
liability

* Examples of transaction costs

— Fees and commissions paid to agents, advisers, brokers,
and dealers

— Levies by regulatory agencies
— Transfer taxes and duties




* Not transaction costs:
— Debt premiums or discounts
— Financing costs
— Allocations of internal administrative or holding costs

 What about internal costs?

— Treat as transaction costs only if incremental and
directly attributable to the financial instrument
(example is commissions paid to sales staff with
respect to a sold financial instrument) — this would be
rare

Illustration

* The Bank acquires an equity security that will be
classified as available-for-sale. The security has a
fair value of 100 and this is the amount A is
required to pay. In addition, A also pays a
purchase commission of 2. If the asset was to be
sold, a sales commission of 3 would be payable.

What is the initial measurement of the asset?

37



» Differential between the ‘bid’ and the ‘asking’ (or offer) price

» |IAS 39 views this spread as including only transaction costs
and not other adjustments (e.g., fair value adjustment for
counterparty credit risk)

IIIustratlon

» The Bank acquires an equity security to be classified as
available-for-sale. The Bank purchases the asset in an
active market where no explicit transaction costs are
charged, but separate bid and offer prices are quoted.

On purchase date, the security has an asking price of 102
(the amount that the Bank is required to pay) and a bid price
of 97 (the amount that the Bank would receive if it sells the
asset). How should this asset be initially measured in the
books?

38



CHARTERED

Subsequent Measurement

Financial
Instruments
Financial

_ assetsor Available-for- Held-fo- Loans and Other financial
liabilities at fair sale financial maturity . o

) . receivables liabilities
value through assets financial assets

profit or loss
- \\.; \\‘\*L,-—"“
Fair Amortized
value cost

w bsequent Measurement: HTM and L&R

Measured at amortized cost using effective interest

method

Initial
value

Principal
repayments

Cumulative

+/- amortization/

accretion

Write-down for
- impairment or
uncollectibility

Gain/loss from amortization is recognized in P&L

39



Effective interest method — method of calculating the
amortized cost of a financial instrument (or group of
instruments) and of allocating the interest income or
expense over the relevant period

Effective interest rate — rate that exactly discounts

estimated future cash payments or receipts over the

expected life of the instrument or, when appropriate,

shorter period, to the instrument's net carrying

amount

— Includes integral fees and points paid or received,
transaction costs, premiums or discounts

— Excludes the effect of future credit losses

Q

lllustration: Application of the Effective Interest

Method and Revision of Estimates

At the end of 2007, the Bank purchased a debt
instrument with 5 years remaining to maturity for
its fair value of LKR1,000. The instrument has a
principal amount of LKR1,250 and carries fixed
interest of 4.7% payable annually (LKR1,250 X 4.7%
= LKR59 per year); effective interest is 10%

The contract also specifies that the issuer has an
option to prepay the instrument and that no
penalty will be charged for prepayment.

At inception, there is an expectation that the
borrower will not prepay.
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CA @ lllustration: Application of the Effective Interest

Method and Revision of Estimates

CHARTERED

*  The table below provides information on the amortized cost, interest
income and cash flows of the debt instrument for each period based on
the terms provided.

2008 1,000.00 100.00 59.00 41.00 1,041.00
2009 1,041.00 104.00 59.00 45.00 1,086.00
2010 1,086.00 109.00 59.00 50.00 1,136.00
2011 1,136.00 113.00 59.00 54.00 1,190.00
2012 1,190.00 119.00 59.00 60.00 1,250.00

*  Onthe first day of 2010 the investor revised its estimates. It now expects
that 50% of the principal will be prepaid at the end of 2010 and the
remaining 50% at the end of 2012.

lllustration: Application of the Effective Interest

Method and Revision of Estimates

*  Due to the revision of estimate, the opening balance of the debt
instrument in 2010 is adjusted to an amount calculated by discounting
the amounts expected to be received in 2010 and subsequent years using
the original effective interest rate (10%).

2010 684 0.90909 621.82
2011 30 0.82645 24.79
2012 655 0.75131 492.11
Total Present Value 1,138.72

*  This results in the new opening balance in 2010 of P1,138. The
adjustment of LKR52 (LKR1,138 — LKR1,086) is recorded in profit or loss in
2010.
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lllustration: Application of the Effective Interest

Method and Revision of Estimates

The table below provides information about the amortized cost, interest
income and cash flows as they would be adjusted taking into account this
change in estimate:

2008 1,000 100 59 1,041
2009 1,041 104 59 1,086
2010 1,086 114+52 59+625 568
2011 568 57 30 595
2012 595 60 625+30

Subsequent Measurement: AFS

Measured at fair value with gains/losses from
fair value changes recognized directly in equity
except for:

— impairment losses

P> Interest on an AFS asset must be recorded at the effective yield
(including amortization of any premium or discount and
transaction costs)

P> The gain or loss taken to equity will only be the extent to which
the fair value is greater or less than the asset’s amortized cost
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CHARTERED

—Impairment losses -~

}f—-FX gains or losses __ Profit
- or loss
| Amortization of
‘ ~ discount or premium
{—:1 and transaction costs

Fair value of |
AFS debt /—<
security \

— Fair value changes Equit
other than quity

impairment
“=Amortized cost

CA Measurement of Unquoted Equity Securities

and Related Derivatives

CHARTERED

P Where equity instruments are not quoted in an active market
» measured at cost, subject to impairment, if the fair value cannot be
reliably measured
» for equity-derivatives, cost measurement will only apply if the
derivatives are linked to, and must be settled by delivery of, the
unquoted underlying equity instruments

Underlying
Derivative Unquoted Equity
Instrument * Instrument

* Must be settled by delivery of unquoted equity instrument
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CA @ Measurement of Unquoted Equity Securities

and Related Derivatives

CHARTERED

* Fair value is reliably measurable if:
— variability in range of reasonable fair value estimates
is not significant; or
— the probabilities of the various estimates within the
range can be reasonably assessed and used in
estimating fair value
* Message — cost measurement is not
automatically applied for unquoted equity
instruments

CA @ Demand Deposits and Similar Liabilities

CHARTERED

* ‘Core deposits’ that can be reasonably predicted to remain outstanding for a
long time
— As they carry zero or lower than market rates, shouldn’t the fair value of these
deposits be calculated and the difference recognized as gain?

* The value to the bank of a depositor choosing not to demand repayment at
the earliest opportunity reflects the depositor’s ‘economically irrational’
behavior

— This value is ignored when measuring the financial liability
— May be recognized as an intangible asset only in certain circumstances

* Fair value of a financial liability with a demand feature is not less than the
amount payable on demand, discounted from the first date that the amount
could be required to be paid
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Classification

Financial Instruments:

Instrument

Balance
Sheet

Fair value
gains and
losses

Interest and
dividends

Impairment

Measurement

Reversal of
impairment

Foreign
exchange

At fair value Debt, equity or Fair value Profit or loss Profit or loss - - Profit or
through derivatives loss
P&L/held for
trading
Hybrid instrument Cost - Profit or loss Profit or loss Cannot be -
where embedded (assets) reversed
equity derivative cannot
be bifurcated
Held-to-maturity Debt Amortized - Profit or loss: Profit or loss Recognized in Profit or
cost effective interest profit loss loss
rate
Loans and Debt Amortized - Profit or loss: Profit or loss Recognized in Profit or
receivables cost effective interest profit or loss loss
rate
Available-for- Debt Fair value Equity Profit or loss: Profit or loss Recognized in Profit or
sale financial effective interest profit or loss loss
assets rate
Equity Fair value Equity Profit or loss Profit or loss Cannot be Equity
reversed
through profit or
loss
Equity, not reliably Cost - Profit or loss Profit or loss Cannot be -
measurable reversed
Other liabilities Debt Amortized - Profit or loss: - - Profit or
cost effective interest loss

rate

Financial Instruments

Measurement -
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o © I

* “The amount for which an asset could be exchanged, or
a liability settled, between knowledgeable, willing
parties in an arms length transaction.”

* Assumptions in the definition of fair value:

— Entity is a going concern without the intention or need to
liguidate, curtail materially the scale of its operation, or
undertake a transaction on adverse terms

— Fair value is not, therefore, the amount that an entity would
receive or pay in a forced transaction, involuntary
liguidation, or distress sale

CA @ Quoted Prices in an Active Market

Why quoted prices are the best evidence of fair value:

In an active market, the best evidence of fair value is the quoted
price, given that fair value is defined in terms of a price agreed
by a knowledgeable, willing buyer and a knowledgeable, willing
seller;

Results in consistent measurement across entities; and

Fair value as defined does not depend on entity-specific factors.
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CA @ Quoted Prices in an Active Market

CHARTERED

» When determining an instrument’s fair value, 1AS 39 broadly
distinguishes between those with quoted prices in an active
market and all others

» Distinction could matter when recognizing an immediate gain or loss
on initial recognition

» A financial instrument is regarded as quoted in an active market

if quoted prices:
P are readily and regularly available from an exchange, dealer, broker,
industry group, pricing service or regulatory agency, and
» those prices represent actual and regularly occurring market
transactions on an arm’s length basis

CA @ Quoted Prices in an Active Market

CHARTERED

Use of bid-ask price for financial instruments with quoted prices:

» For assets held or liability to be - Bid
issued Price
» For assets to be acquired or - Asking
liability held Price
When to use mid-market prices?
» When an entity has assets and ) Mid- market
liabilities with offsetting market Prices

risk
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CA @ Quoted Prices in an Active Market

CHARTERED

» Where banks operate in different markets and where prices
differ

P Objective of fair value determination — arrive at the price at which a
transaction in a particular instrument would occur in the most
advantageous active market to which the entity has immediate access

P Price in the more advantageous market should be adjusted to reflect
any differences in counterparty credit risk (CCR)

P CCR arose from the difference between instruments actually traded in
the more advantageous market and those being valued

CA @ Quoted Prices in an Active Market

CHARTERED

» Component pricing approach — if quoted prices do not exist for
an instrument in its entirety, but active markets exist for the
component parts

» Example is a bond investment with an embedded derivative linked to
a stock market, where active markets exist for similar bond
investments and similar equity derivatives (but none for the
combined instrument)

» When current prices are unavailable, use the most recent
transaction price

P This assumes no subsequent change in economic circumstances
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CA @ Use of Valuation Techniques

* Atinitial recognition, the best evidence of fair value is
the transaction price unless fair value is evidenced:
— by comparison with other observable current market

transactions in the same instrument (without modification
or repackaging), or

— based on a valuation technique whose variables include
only data from observable markets.

* This issue is critical for banks that trade in financial
instruments — it precludes the immediate recognition
of a profit (e.g., trader’s profit) on initial recognition of
most financial instruments that are not quoted in an
active market

CA @ Use of Valuation Techniques — Inputs

* |nterest at the basic or risk-free rate
(time value)

* Credit risk

* Foreign currency exchange prices

* Commodity prices

* Equity prices

* Volatility

* Prepayment risk and surrender risk

* Servicing costs for a financial asset or
a financial liability
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Financial Instruments

Initial Recognition

* Initial recognition
* Regular-way accounting:

— Trade date versus settlement date accounting
e ‘Day 1’ Difference issues

— Receivables

— Intercompany advances

— Other transactions

* Overview on ‘Day 1’ Profits
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Initial recognition

Financial assets or financial liabilities are recognized
on the balance sheet when the enterprise becomes a
party to contractual provisions of the instrument.

IAS 39 generally requires entities to use Trade Date
accounting. Trade Date is the date an entity commits
to buy or sell an asset.

Exception to the rule:

— “Regular Way Trades” — allows both trade date and
settlement date accounting

— Use consistently for each category

— Even if settlement date is used, must still account for the
fair value movements in AFS and FVPL assets of which
the Bank will take delivery

“Regular Way” Transactions

Regular way or sale — the purchase or sale of financial assets that
requires delivery of the assets within the time frame generally
established by regulation or convention in the market place
concerned
The fixed price commitment between trade date and settlement
date meets the definition of a derivative (it is a forward contract)
—In view of the short duration of the derivative contract,
“regular way” contracts are specifically exempted from IAS
39
A “regular way” purchase or sale of financial assets should
therefore be recognized using either trade date accounting or
settlement date accounting, with consistent application for each
category of financial assets
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CA @ Trade Date/Settlement Date Example

* On December 29, 2006, Bank commits to
purchase a financial asset for 10,000 (which is
its FV on commitment date)

* The fair values on December 31, 2006 (year-
end) and on January 4, 2007 (settlement date)
are 9,990 and 10,005, respectively

CA @ Trade Date Accounting

Assets
Assets Remeasured Remeasured to
Carried at to Fair value Fair Value
Amortized with Changes with Changes
Balances Cost in Equity in Profit or Loss
29 December 2006
Financial asset 10,000 10,000 10,000
Liability 10,000) (10,000) (10,000)
31 December 2006 - - -
Receivable
Financial asset 10,000 9,990 9,990
Liability (10,000) (10,000) (10,000)
Equity - 10
P&L - 10
4 January 2007 -
Recei vable
Financial asset 10,000 10,005 10,005
Liability . (5) -
Equity

P&L ) (5)




CA @ Settlement Date Accounting

CHARTERED

Assets ::sls:Zsured Remeasured to
Carried at - Fair Value
Amortized to Fair value with Changes
Balances with Changes 8
29 December 2006 Cost in Equity in Profit or Loss
Financial asset
Liability
31 December 2006
Receivable
Financial asset - -
Liability (10) (10)
Equity - 10 -
P&L - - 10
4 January 2007
Receivable - - -
Financial asset 10,000 1 0,005 10,005
Liability
Equity - (5) -
P&L - - (5)

CA @ Trade Date Accounting

* Trade date — date on which an entity commits
itself to purchase or sell an asset; trade date
accounting requires:

Assets to be bought

— the recognition of an asset to be received and the
recognition of a liability to pay for it; or

Assets to be sold

— the derecognition of an asset to be sold along with
the receivable from the buyer for payment.
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CA @ Settlement Date Accounting

CHARTERED

Settlement date — date that an asset is delivered to or by an entity;
settlement date accounting requires the following:

Assets to be bought
— assets are recognized on the date received by the entity; any change in the
fair value of the asset to be received is accounted for as follows:
e Assets carried at cost or amortized cost= the change in value is not recognized
e FVPL =change in value is recognized in profit or loss
e AFS = change in value is recognized in equity

Assets to be sold

— derecognition of the asset, recognition of any gain or loss on disposal, and
the recognition of a receivable from the buyer for payment is recorded on
the day delivered

— A change in the fair value of the asset between trade date and settlement
date is not recorded in the financial statements, even if the entity applies
settlement date accounting, because the seller's right to changes in the fair
value ceases on the trade date

CHARTERED

CA @ Initial recognition — Day 1 Difference Issues

*Bank grants a 5-year LKR100 million non-interest bearing
receivable to Company X.

*Assume that the present value of the receivable using a
market rate of 12% is LKR57 million.

*What is the proper accounting treatment of the “Day 1
difference” of LKR43 million?

Answer depends on substance and facts
of transaction
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@A @ Initial recognition — Day 1 Difference Issues

CHARTERED

If substance is a ‘concession lending’ between unrelated parties, Day 1
difference will be treated immediately as a loss

Interest income will be subsequently recognized using the accretion
process

Initial Recognition

Dr. Loans receivable 57M
Dr. Expense 43M
Cr. Cash 100M

Subsequent Entry
Dr. Loans receivable XX

Cr. Interest income XX

CA @ Initial recognition — Day 1 Difference Issues

CHARTERED

Lending by a Parent to the Subsidiary

If the transaction is between a Parent and its Subsidiary, capital and
investment accounts may be affected

Interest income will be subsequently recognized using the accretion process

Parent’s Books
Initial Recognition

Dr. Loans receivable 57M
Dr. Investment 43M
Cr. Cash 100M

Subsequent Entry
Dr. Loans receivable XX

Cr. Interest income XX
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Wa Initial recognition — Day 1 Difference Issues
! g

Lending by a Parent to the Subsidiary (continued)

Subsidiary’s Books
Initial Recognition

Dr. Cash 100M
Cr. Investment 57M
Cr. Equity 43M

Subsequent Entry
Dr. Interest expense XX

Cr. Advances from Parent XX

@A @ Initial recognition — Day 1 Difference Issues

CHARTERED

* What are the accounting implications if:
— Subsidiary is the lender?

— Lending is between affiliates with ‘common
control’
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@A @ Initial recognition — Day 1 Difference Issues

CHARTERED

Bank grants a 5-year LKR10 million non-interest bearing receivable
to Employee Z. Assume that the present value of the receivable
using a market rate of 12% is LKR 5.7 million.

What is the proper accounting treatment of the “Day 1 difference”
of LKR 4.3 million?

Day 1 difference will be treated as prepaid compensation
that will be subsequently amortized through profit or loss
along with the accretion of interest on the receivable

@A @ Initial recognition — Day 1 Difference Issues

CHARTERED

Initial Recognition

Dr. Advances to Employees 5.7M
Dr. Prepaid Compensation 4.3M
Cr. Cash 10M

Subsequent Entry

Dr. Advances to Employees XX

Cr. Interest Income xx*
Dr. Salary Expense xx*

Cr. Prepaid Compensation XX

To record the accretion of interest income

* Same amount of amortization, based on EIR
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CA @ Initial recognition — Day 1 Difference Issues

Bank originated a 5-year LKR10 million non-interest bearing
sales contract receivable to Company Z. Assume that the
present value of the receivable using a market rate of 12% is
LKR 5.7 million. Per Bank’s records, the sales price is LKR10
million while the cost of the property is LKR 6 million
(resulting in a gain of LKR 4 million).

What is the proper accounting treatment of the “Day 1
difference” of LKR 4.3 million?

CA @ Initial recognition — Day 1 Difference Issues

Initial Recognition

Dr. Receivables 10M

Dr. Loss on Sale 3M

Cr. EQuipment 6.0M
Cr. Deferred Interest Income 4.3M*

* Deferred interest income is offset against receivables for balance
sheet purposes

Subsequent Entry

Dr. Deferred Interest Income XX
Cr. Interest Income XX
To record the accretion of interest income
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CA @ Initial recognition — Day 1 Difference Issues

CHARTERED

Bank leases a property of Company X for two (2) years to be used as
bank premise. This was accounted for as an operating lease. Bank is
required to pay a refundable security deposit of LKR100,000 to Company
X at the inception of the lease for which no interest is received. Since the
security deposit is non-interest bearing, the market rate of interest for a
similar two-year loan with a payment of interest at maturity is 11% for
24 months plus a credit spread of 300 basis points.

What is the proper accounting treatment of the “Day 1 difference” of
LKR 23,710?

Day 1 difference shall be recorded by the lessee as prepaid rent and by
the lessor as deferred rent

CA @ Initial recognition — Day 1 Difference Issues

CHARTERED

Lessee’s Books
Initial Recognition

Dr. Operating Lease Deposit 76,290
Dr. Prepaid Rent 23,710
Cr. Cash 100,000

Subsequent Entry
Dr. Operating Lease Deposit XX

Cr. Interest Income XX
To record the accretion of security deposit

Dr. Rent Expense xx*
Cr. Prepaid Rent XX

To record the amortization of prepaid rent

* Amounts shall not be the same since the accretion of security deposit is based on the EIR method while
the amortization of prepaid rent is based on straight-line basis
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CA @ Initial recognition — Day 1 Difference Issues

CHARTERED

Lessor’s Books
Initial Recognition

Dr. Cash 100,000
Cr. Operating Lease Deposit — Payable 76,290
Cr. Deferred Rent 23,710

Subsequent Entry
Dr. Interest Expense XX

Cr. Operating Lease Deposit — Payable xx*
To record the accretion of security deposit

Dr. Deferred Rent Xx*
Cr. Rent Income XX
To record the amortization of deferred rent

* Amounts shall not be the same since the accretion of security deposit is based on the EIR method
while the amortization of deferred rent is based on straight-line basis

CA @ Overview on ‘Day 1’ Profits

CHARTERED

P Represents the margin that has been 'locked in' as a result of the
differential between the price charged to a customer and prices available
to the dealer in wholesale markets

» The dealer has a wholesale position in the dealer market; the end user
has a retail position in the retail market. The dealer operates across both
markets, which means that it can earn:

P Wholesale profit — dealer can trade at a slightly lower spread in the inter-
dealer market, generating a profit on all transactions executed with end users

P Origination profit — an element of profit to represent the expertise, research
and tailoring of the transaction to the client’s needs
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CHARTERED

cA B

Day 1 profit recognized — example is when an

instrument is quoted in an active market and the

dealer has access to another, more favorable, active

market in (virtually) the same instrument

— the instrument's initial fair value is determined by
reference to the more advantageous market
(appropriately adjusted for any differences between the
instruments, e.g. in credit risk)

Day 1 profit recognized — another example is in the

case of instruments that are not quoted in an active

market, and where the initial fair value is determined

by reference to a valuation technique

— Condition for profit to be recognized: all inputs to
valuation include data from observable markets

Overview on ‘Day 1’ Profits

Financial Instruments

Derecognition
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@A @ Derecognition: Financial Assets

CHARTERED

Derecognize only when:

The contractual rights to the cash flows from the financial asset expire; or

The entity transfers the financial asset

transfers the contractual rights to receive the cash flows of the
financial asset; or

retains the contractual rights but assumes contractual obligation to
pay the cash flows to one or more recipients

@}ﬁ(\ @ Derecognition
Overview of issues

CHARTERED

Who is the entity (consolidation of SPE)?
Has there been a transfer (transfer or pass-through of cash flows)?

Does the transfer qualify for derecognition (transfer or retention of risks
and rewards)?

What is the entity’s continuing involvement?

“The Board recognizes that many securitizations may fail to qualify for
derecognition ...
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Flow Chart — Steps

Setting the frame
Who is the entity?
What is the transferred asset?
Transfer or pass-through of cash flows
Have the contractual rights expired?
Is there a transfer of rights to receive payments?
Is there a qualifying pass-through of cash flows?
Risks and rewards

Has the entity transferred substantially all risks
and rewards?

Has the entity retained substantially all risks and
rewards?

Control and continuing involvement
Has entity retained control of assets?
What is the continuing involvement?

Setting the Frame — Who is the
Entity?

The entity is the consolidated group

The consolidated group is determined by applying
LKAS 27 and SIC 12

Summary of consolidation principles:
Ownership or practical control (LKAS 27);
Decision-making or auto-pilot mechanism
(SIC12); and
Majority of risks or benefits (SIC 12)
SIC 12 will normally require the transferorin a
securitization to consolidate a transaction-specific
SPE
The derecognition flow chart must be applied
from the perspective of the consolidated group
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CA @ The Consolidated Group — LKAS 27

CHARTERED

LKAS 27 provides that the consolidated financial statements of
an enterprise should include all entities that the enterprise controls

Control is presumed to exist if an enterprise owns more than half of the
voting power of another entity

Control may also exist if an enterprise has:
more than half of the voting power of another entity
pursuant to an agreement;
the power to govern the financial and operating policies
of another entity; or
the ability to appoint, remove or otherwise control
another entity’s board of directors.

CA @ The Consolidated Group — SIC 12

CHARTERED

An SPE is an entity created to accomplish a narrow and well-defined objective
This includes securitizing financial assets

SIC 12 provides that the following factors may indicate that an enterprise
controls an SPE:

In substance, the activities of the SPE are conducted on behalf of the
enterprise according to its specific business needs so that the enterprise
obtains benefits from the SPE’s operations

providing finance to support the needs of the transferor

In substance, the enterprise has decision-making powers (or by an auto-
pilot mechanism has delegated those powers) that enable it to obtain a
majority of the benefits of the activities of the SPE

power to replace the asset manager if it does not perform
power to veto decisions of the SPE
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W The Consolidated Group — SIC 12

(cont'd)

CHARTERED

In substance, the enterprise has rights to obtain the majority of the benefits
of the SPE and therefore may be exposed to risks incident to the activities of
the SPE

consider risks and benefits of each tranche of securities

and of any other participants

distinguish equity-like risks and benefits from lender’s rate

of return and market fees for services
In substance, the enterprise retains a majority of the residual or ownership
risks related to the SPE or its assets in order to obtain benefits from its
activities.

consider all the risks and benefits of the vehicle (e.g. interest rate/credit

risk)

Working presumption: Someone should consolidate SPE

Setting the Frame — What is the
Transferred Asset?

Apply derecognition principles to part of financial
asset (or group of similar financial assets) if, and only
if:

specifically identified cash flows;

fully proportionate share of all cash flows; or

fully proportionate share of specifically identified
cash flows

Examples:
Interest rate strip (all interest cash flows)
Loan participations

Apply to entire financial asset (or group of similar
financial assets) in all other cases

Examples:
First/last 90 percent of collections

Fixed percentage of all collections, with
guarantee of fixed percentage of principal
amount
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Derecognition in General

An entity shall derecognize a financial asset when,
and only when:

(a) the contractual rights to the cash flows from the
financial asset expire; or

(b) the entity transfers the financial asset and the
transfer qualifies for derecognition

Two elements:
has there been a “transfer” of the financial asset
(pass-through arrangements)?
does the transfer “qualify for derecognition”
(risks and rewards/control)?

Has There Been a Transfer?

An entity transfers a financial asset if and only if, it
either:

(a) transfers the contractual right to receive the
cash flows; or

(b) retains the contractual right to receive the
cash flows of the financial asset, but enters into a
qualifying pass-through arrangement.

What constitutes a transfer of the contractual rights
to receive the cash flows?

Notice to obligors?
Who is physically receiving collections?

Is a collection account held by a security trustee
an “SPE” under SIC 127

Entity is not prohibited from “servicing” financial
asset
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Pass-Through Arrangements

The entity is only required to pay to the extent it collects equivalent amount
from the financial asset

Short-term advances by the entity with the right of full
recovery of the amount lent plus accrued interest at
market rates are permitted

The entity is prohibited from selling or pledging the financial asset

The entity has an obligation to remit collections without material delay
Reinvesting collections in cash or cash equivalents
during short period until next payment date is
permitted, but only if interest on such investments is
passed to eventual recipients

If any of the three requirements are not satisfied, the entity:

continues to recognize the financial asset; and
recognizes any consideration received as liability.

Derecognition?
(Risks and Rewards/Control)

If the entity transfers substantially all risks and
rewards of ownership of the financial asset, then it
shall:

derecognize the financial asset; and

recognize separately as assets or liabilities any
rights and obligations created or retained in the
transfer.

If the entity retains substantially all risks and rewards

of ownership of the financial asset, then it shall:
continue to recognize the financial asset; and
recognize any consideration received as liability.

If the entity has neither transferred nor retained

substantially all risks and rewards, then ask whether

the group has retained control of the financial

assets.
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Derecognition:Financial Assets

* Examples of when an entity has transferred substantially all the risks and
rewards of ownership are:

— an unconditional sale of a financial asset;

— asale of a financial asset together with an
option to repurchase the financial asset at its
fair value at the time of repurchase; and

— a sale of a financial asset together with a put or
call option that is deeply out of the money (i.e.
an option that is so far out of the money it is
highly unlikely to go into the money before

expiry).

CA @ Derecognition:Financial Assets

CHARTERED

Examples of when an entity has retained substantially all the risks and rewards of ownership
are:

— asale and repurchase transaction where the repurchase price
is a fixed price or the sale price plus a lender’s return;

— asecurities lending agreement;

— asale of a financial asset together with a total return swap
that transfers the market risk exposure back to the entity;

— asale of a financial asset together with a deep in-the-money
put or call option (i.e. an option that is so far in the money
that it is highly unlikely to go out of the money before expiry);
and

— asale of short-term receivables in which the entity
guarantees to compensate the transferee for credit losses
that are likely to occur.
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14

Whether the entity has transferred “control” depends on whether the transferee has the ability to sell the
financial assets

Practical ability (rather than contractual right) to sell to third party
Market for transferred asset
Right to sell financial asset in its entirety, not just investor’s interest
Right must be unilateral
No additional restrictions
If the entity has not retained control of the financial asset, then it shall:
derecognize the financial asset; and
recognize separately as assets or liabilities any rights and obligations

created or retained in the transfer.
If the entity has retained control of the financial asset, then it shall:

continue to recognize asset to the extent of its continuing involvement

CA @ Impact on Balance Sheet and Profit and

CHARTERED

Loss

Transfers that do not qualify for derecognition:

continue to recognize asset, recognize any consideration
received as a liability

recognize any income on the transferred asset and any expense
on the financial liability

Transfers that qualify for derecognition:
derecognize entire financial asset
recognize separately as financial assets or financial liabilities any
rights or obligations retained

recognize in profit and loss difference between carrying amount
and consideration received
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CA @ Impact on Balance Sheet and Profit and Loss

Transfers where the entity continues to recognize the assets to extent
of its continuing involvement:
extent to which the entity is exposed to changes in value of
transferred assets
for a securitization normally this will be the maximum amount of
the consideration received that the entity would be required to
pay
profit and loss treated the same as in transfers that qualify for
derecognition

CA @ lllustration: Derecognition

Company A sell to Company B, an unrelated party, an account receivable. The
carrying amount of the receivable is $1,000 and the sell price is $980

Scenario 1: The sale is with recourse (Company A keep
the credit risk related to the account receivable, i.e. if
the account is unpaid, Company A will have to
compensate Company B)

Answer: In this scenario, the exposure of Company A,
before and after the transfer, to the variability and
timing of the cash flows, remain the same. Therefore,
this transaction does not qualify for derecognition
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CHARTERED

CA @ lllustration: Derecognition

Company A sell to Company B, an unrelated party, an account receivable.

The carrying amount of the receivable is $1,000 and the sell price is $980

Scenario 2: The sale is without recourse (Company
B will bear all the credit risk related to the account
receivable)

Answer: This scenario is the opposite of the first
one. The transaction will qualify for derecognition

lllustration: Derecognition

Company A sell to Company B, an unrelated party, an account receivable.
The carrying amount of the receivable is $1,000 and the sell price is $980

Scenario 3: Company B is prevented from selling the
account receivable to another party without the prior
consent of Company A. Company A retains the credit
risk related to the account receivable

Answer: The determination of which party has the
effective control over the transferred asset is relevant
only to the extent that Company A has neither kept
nor transferred all the risks and rewards related to the
asset. In this case, derecognition is not necessary.
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CHARTERED

@A @ Derecognition: Financial Liabilities

A financial liability should be removed from the balance sheet when, and only when, it is

extinguished

J@%

released

CHARTERED

@A @ Derecognition: Financial Liabilities

Liabilities should be derecognized only when the obligation has been
discharged, cancelled or expires
— Payment to creditor cash, goods, services, or other financial
asset

— Legally released from primary responsibility either by process of
law or by the creditor

Economic substance of whether an entity has a liability to a third
party is ultimately dictated by the legal rights and obligations that
exist between them
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Financial Instruments

Impairment

* Objective evidence of impairment

* Financial assets carried at amortized cost:
— Specific assessment

— Collective assessment

Interest income after impairment recognition

Available-for-sale assets

Reversal of impairment losses
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* Determination

— Annual assessment of whether there is objective
evidence of impairment

— Test performed for all financial assets except for
assets held for trading

— Significant financial difficulty of the issuer/obligor

— A breach of contract, such as default or delinquency
in interest or principal payments

— The lender, for economic or legal reasons relating to
the borrower’s financial difficulty, granting to the
borrower a concession that the lender would not
otherwise consider

— High probability of bankruptcy or other financial
reorganization

— Disappearance of an active market for the financial
asset because of financial difficulties
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CA @ What Constitutes ‘Objective Evidence’

* Observable data relevant to portfolio of assets
include:
— Adverse changes in payment status of debtors/ borrowers
in the portfolio

— National or local economic conditions that correlate with
defaults on assets in the group

* Objective evidence of impairment for equity
investments include:
— Significant changes in technological, market, economic or
legal environment indicating that cost of equity
investments may not be recovered or

— Significant prolonged decline in fair value below cost

o © I

» Fixed-rate loans
» original effective interest rate

» Floating-rate loans
» current effective interest rate determined under the contract

» Restructured loan
» effective interest rate before restructuring
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CA W Impairment Assessment

P Levels of impairment assessment:

P Individually significant financial assets are to be
assessed individually for impairment

P Individually not significant financial assets are to be
assessed collectively for impairment

P Individually not significant financial assets, together
with the individually significant financial assets
determined not to be impaired, are to be assessed
collectively

A W Loan Impairment Process

YES
NO

vES|

* Regardless of amount, if there is objective evidence of
impairment, specific impairment testing will apply
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Loan Impairment Process

CHARTERED

* Regardless of amount, if there is objective evidence of
impairment, specific impairment testing will apply

| Loan Impairment Process

CHARTERED
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CA @ Impairment Assessment Process

* Assess periodically whether there is objective evidence
that assets may be impaired

— Standard states ‘at each balance sheet date’

— Incorporate as part of internal loan provisioning review process
* Determine recoverable value of the asset

— Estimate value and timing of expected future cash flows

— Perform discounted cash flow analysis using appropriate
discount rate

* Determine initial impairment loss

— Difference between carrying value and present value (PV) of
recoverable cash flows

— Provided either directly or via an allowance account against
P&L

CA @ Impairment Assessment Process

* Determine subsequent impairment loss

— Revise estimates of amount and timing of recoverable
cash flows

— Perform DCF analysis using appropriate discount rate

— Record reversal of impairment only if change causing
reversal can be related objectively to an event
occurring after the write-down

— Accretion of discount recognized as interest income

* Periodic ‘back-testing’ to reduce difference
between loss estimates vs. actual loss experience
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lllustration: Restructured Loan Receivable

CHARTERED m

Original Loan Terms

Original

effective

interest rate

of 15%
| | | | | |
| | | | | |

1998 1999 2000 2001 2002 2003

. -

Y

Principal is LKR100 million
Maturity period of 5 years Annual
coupon of 15%

lllustration: Restructured Loan Receivable

Restructured Loan Terms

“Objective evidence of
Loan was’res.truct.ured. d.ue t? . - o
borrower’s financial difficulties impairmen

| | | | | | | |
I | I I I I I I

1998 1999 0 § 2001 2002 2003 2004 2005 2006 2007

_/

V

Principal is still LKR100 million
New maturity period of 7 years
Revised coupon rate of 5%
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lllustration: Restructured Loan Receivable

Compute for impairment loss

Loan carrying amount versus present value of estimated future cash flows
(discounted using the loan’s original effective interest rate)

Carrying amount LKR100 million
PV of cash flows 58 million  LKAS 39 allows either direct
_________________ reduction or use of an allowance

LKR 42 million ~ 3¢count

Interest Income Post-Impairment

Interest income after impairment recognition

AG 93 “... interest income is thereafter recognized using the rate of
interest used to discount the future cash flows for the purpose of
measuring the impairment loss.”

Interest income for 2001

Coupon received per restructuring agreement is LKR 5 million
(computed as LKR100 million x 5%)

Interest income to be recognized under IAS 39 is LKR8.7 million
(computed as LKR58 million x 15%)
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CA @ Collective Impairment

CHARTERED

Collective assessment includes:

groups of loans with similar risk characteristics that are not individually
significant
individually significant loans with no specific objective evidence of impairment

individually significant financial assets assessed to have specific objective
evidence of impairment but with no required impairment loss

Collective assessment intends to capture losses known to exist in the
portfolio but not yet evident (‘incurred but not reported’ losses)
Loss probabilities and other loss statistics differ at a group level between

assets that have been individually evaluated for impairment and found not to be
impaired; and,

assets that have not been individually evaluated for impairment

CA @ Collective Impairment

CHARTERED

Collective assessment should consider the following:
Portfolio factors (relate to information at the portfolio level that suggest adverse
changes in the payment status of the borrowers) such as:
credit utilization
loan to collateral ratios
death
‘risky borrowers’
loan portfolio’s age and levels of arrearages

National/local/macro factors (where direct correlation has been established between
trends/conditions and the incidence of defaults in a particular grouping) such as:

unemployment in a specific geographical location
interest rates
inflation

significant decrease in the price of a commodity that is the revenue source of a
borrower

significant adverse change affecting borrowers in a group
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CA @ Collective Impairment — ‘Risk Groupings’

CHARTERED

Groupings should be made on the basis of similar credit risk characteristics that
are indicative of the debtors' ability to pay all amounts due according to the
contractual terms

Assets may be grouped on the basis of one or more of the following risk
characteristics:

Estimated default probabilities or credit risk grades

Type (for example, mortgage loans or credit card loans)

Geographical location

Collateral type

Counterparty type (for example, consumer, commercial or sovereign)
Past-due status

Maturity

Potential linkage/convergence with credit grading process

CA @ Collective Impairment — Critical Elements

CHARTERED

Historical loss experience — basis for estimating future cash flows
Use peer group data if there is no loss experience (currently not feasible)
Adjust historical loss experience based on observable data

‘Directionally-consistent” concept when relating cash flow estimate changes with
changes in underlying observable data

Back-testing and calibration of estimation methods
methodology and assumptions used for estimating future cash flows are reviewed
regularly to reduce any differences between loss estimates and actual loss
experience.
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CHARTERED

Model/Methodology Considerations

CA @ Collective Impairment —

Whether formula-based approaches or statistical methods are used to determine

impairment losses in a group of financial assets, any model used should:

incorporate the effect of the time value of money

consider the cash flows for all of the remaining life of an asset (not only the next
year)

consider the age of the loans within the portfolio

not give rise to an impairment loss on initial recognition of a financial asset

CA @ Impairment: AFS Assets Measured at Fair

CHARTERED

Value

When a decline in the fair value of an AFS has been recognized in equity
and there is objective evidence that the asset is impaired, the cumulative
loss in equity should be recycled into profit or loss

Unquoted equity whose fair value cannot be reliably determined ...

— when there is objective evidence of impairment, carrying amount is reduced
to estimated recoverable amount* — loss to P&L

— impairment cannot be reversed

*PV of estimated future cash flows discounted at current market rate of
return for a similar asset
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@A @ Reversal of Impairment Losses- Financial

Assets Carried at Amortized Cost

CHARTERED

* Previously recognized impairment loss should be reversed, either directly
or by adjusting an allowance account.

* Reversals are recognized in the income statement

* Reversal shall not result in a carrying amount that exceeds what the
carrying amount would have been had there not been an impairment loss

@fﬁt\ @ Reversal of Impairment Losses — AFS

Assets Carried at FV

CHARTERED

* Reversal of impairment losses
— For AFS equity investments, impairment cannot be reversed via P&L

— For AFS debt investments, impairment is reversed when recoverable amount
increases and the increase can be objectively related to an event occurring
after the loss was recognized
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CA @ lllustration: Reversal of Impairment Loss
- J g .h

on AFS Equity Investment

CHARTERED

* The Bank acquired 100 shares in Company X on 1 January 2006, for its fair value of
LKR 10,000.

* On December 31, 2006 the fair value of available for sale investments was LKR
7,500.

* On December 31, 2007, the Bank’s year end, the fair value of the shares in X had
fallen to LKR 6,000 and the Bank concluded the shares were impaired.

¢ On December 31, 2008, the fair value of the shares in X rose to LKR 9,000.

@ \ lllustration: Reversal of Impairment Loss
el on AFS Equity Investment
Account Debit Credit
December 31, 2006
Unrealized gains/ losses 2,500.00
Available for sale equity investment 2,500.00

To record AFS at its market value
*(10,000- 7500) The decline is recognized in equity

December 31, 2007

Impairment Loss 4,000.00
Unrealized gains/ losses 2,500.00
Available for sale equity investment 1,500.00

To record AFS at its market value
*(10,000- 6000) The entire amount of impairment loss is recognized in
Profit and loss, any unrealized gains/losses in equity shall be taken to P/L

December 31, 2008
Available for sale equity investment 3,000.00

Unrealized gains/ losses 3,000.00
To record AFS at its market value
* (9000-6000) The increase shall be recorded in equity, CANNOT be
reversed through P&L
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Financial Instruments

Derivatives

O

86



Definition of a Derivative

A derivative is a financial instrument or other contract with three
characteristics

Requires little or no
initial net
investment

+ Settled at future
date

N— _
—

| FinancilDerivatve  OR  Nom-Financia Derivative

L
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P T

* Company XYZ enters into a fixed-price forward
contract to purchase 1,000 kg of copper in
accordance with its expected usage
requirements. The contract permits XYZ to
take physical delivery of the copper at the end
of twelve months, or to pay or receive a net
settlement in cash, based on the change in fair
value of copper.

o1 © I

e Company XYZ owns an office building. It
enters into a put option with an investor,
which expires in five years and permits it to
put the building to the investor for
£150 million. The current value of the building
is £175 million. The option, if exercised, may
be settled through physical delivery or net
cash, at XYZ’s option.




e Futures
* Forwards
* Options

* Swaps

B A forward is an agreement entered into today, either
to sell or to buy a certain quantity of a certain asset
at a specified future date for a specified price.

M [t is a tailor-made transaction and its terms are very
flexible. (privately negotiated)

B The contracts are generally not assignable or capable
of being closed out by offset without the agreement of
both parties.

178
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CA @ Forward- Example

CHARTERED

* Ainvestor entered into a long forward contract on December 5, 2010 to buy
£1,000,000 British Pounds in 90 days at an exchange rate of 1.6056. This contract
would obligate the investor to buy 1,000,000 for $1,605,000.

* How do we record the forward contract at December 31, 2010?

* Assume the forward rate calculated is 1.6102 as 31 Dec 2010.

Therefore, the unrealized gain (1.6102-1.6056)*1,000,000GBP = 4,600USD;
Accounting entries:

At the transaction date — 5 December 2010

No entry (NilL)

At the reporting date — 31 December 2010
Forward contract (Dr) 46000 (Assets — FVPL)
Unrealized gain- (Cr) 4,6000 ( P&L))

179

1 ©

B A futures contract is an agreement to buy or sell a specific amount of a
commodity or financial instrument at a particular price on a stipulated
future date.

B Futures contracts benefit from high liquidity, easy price discovery and very
low credit risk. Contracts are at a standard format (usually 1,000 contracts,
for settlement on quarter dates), and are 100% liquid

180
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CA @ Accounting for Futures

» No accounting entry is required to record the
contract itself However, details of open contracts
are maintained in memorandum format, usually
in a futures contract sub ledger

» Subsequently, the contract is marked-to-market

each day that it remains open

0 Variation margin - the change from the previous day’s quoted price

=Recorded as unrealized appreciation/depreciation, together with the related
variation margin receivable from/payable to the broker

= Usually settled in cash with the broker each morning

CA @ Accounting for Futures

Journal Entries
In the event of a gain:
Dr. Variation Margin
Cr. Unrealized Gain on Futures

In the event of a loss:
Dr. Unrealized Gain on Futures
Cr. Variation Margin
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P T

*Holder has the right but not the obligation to
buy or sell a specific asset at a predetermined
price Holder pays premium for this right.

*Two basic types:

PUT Options: holder has the right, but not the obligation, to sell an asset to
the option writer at a specified price “at any time”* up to the stated
expiration date of the contract

CALL Options: holder has the right, but not the obligation, to purchase an
asset from the writer at a specified price “at any time”* up to the stated
expiration date of the contract

>kOnIy in the American-style option

1 © I

* Option Terminology:

=Strike Price: the agreed selling price of the
security covered by the option contract

=Premium: Non-refundable purchase price for
the option -paid by the holder to the writer of
the option contract

=Expiration Date: the latest date by which the
holder is allowed to exercise his/her rights under
the option contract

* Purchaser of a PUT anticipates prices will decline
while purchaser of a CALL has opposite bet
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Purchased Options (Investments)

*Cost (premium paid) included in investment at
cost

» Subsequently adjusted for market value
changes, included in
appreciation/depreciation on investments

» Accounting and disclosure is the same for
“FVPL”

Written Options:

* Premiums received are recorded as liabilities and
subsequently adjusted to the current market
value of the option written

* If the current market value of an option exceeds
the premium received, the excess is an unrealized
loss

* If the premium exceeds the current market value,
the excess to the extent of premiums received is
an unrealized gain
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CA @ Accounting for Options

Written Options:

* Premiums received are recorded as liabilities and
subsequently adjusted to the current market
value of the option written

* If the current market value of an option exceeds
the premium received, the excess is an unrealized
loss

* If the premium exceeds the current market value,
the excess to the extent of premiums received is
an unrealized gain

CA @ Accounting for Options

Written Options (continued):

» After an option is written, the writer’s obligation may be discharged in
one of the following ways;

O Option expires: realized gain to the extent of premiums received

O Option terminated in closing transaction: realized gain (premium received
exceeds cost of closing transaction); or loss (cost of closing transaction exceeds
premium received)

O Option exercised:
= Call Option: gain/loss based on comparison of proceeds and cost of
securities sold

= Put Option: cost basis of security purchased is equal to exercise price plus
commission less premium received
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CA @ Accounting for Options- Example

CHARTERED

Written Option:

On December 10, 2005, an entity owns 20,000 shares of IBM with a cost of $1,000,000
($50/share) and a current market value of ($75/share)

The entity writes a “covered” call option for 10,000 shares of IBM at a strike price of
$72/share, expiring December 31, 2005 and receives a premium of $50,000
($5/share):

Dr. Cash 50,000
Cr. Liability for option written 50,000

CA @ Accounting for Options- Example

CHARTERED

Written Option:

e Atthe time of writing the option the option is not “in the money”, since the total
cost of exercising the option ($72+55=577) exceeds the market value ($75)

e On December 11, 2005, the market value of the stock increases to $80/share
(assume option increases to $2):

Dr. Unrealized appreciation/ depreciation of option 20,000
Cr. Liability for option written 20,000

* On December 12, the holder of the option exercises the option:

Dr. Cash 720,000

Dr. Liability for option written 70,000
Cr. Investment 500,000
Cr. Gain on investments 270,000

Cr. Unrealized appreciation/ dep of option 20,000
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* Written Option:

The gain on sale is comprised of the following:

Proceeds ($72) less cost ($50) * 10,000 = 220,000
Proceeds received from sale of option = 50,000
= 270,000

* A swap is an agreement between two
counterparties to exchange a series of
payments over a specified period of time,
based on reference rates (interest rates,
currencies, commodities, indices) applied to a
notional amount.

192
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* Interest Rate Swap -Contractual agreement in which one party makes a fixed
interest rate based on a notional and the other party makes a variable interest rate
payment

*  Currency Swap - Contractual agreement between two parties to exchange two
different currencies and then to reverse the exchange at a later date at a specified
exchange rate

e  Total Return Swap -Contractual agreement in which one party agrees to pay fixed
or floating interest payment and receives an amount based on the total return of a
security or index

e Credit Default Swap — Two parties enter into an agreement whereby one party
pays the other a fixed periodic coupon for the specified life of the agreement. The
other party makes no payments unless a specified credit event occurs.

* Swaption — Buyer receives the right to enter into a swap at a future date

CA @ Accounting for Swap

CHARTERED

» No initial accounting entry required unless upfront premium is paid by one
of the parties

» Accrual for amounts due at end of current settlement period

» Fair value the swap at end of each reporting period and record the
gain/loss in comprehensive income

» Example ; Interest rate swap valuations

The value of a swap at any period in time will be equal to the present value of
remaining fixed payments less the present value of remaining floating
payments. At the inception of the swap, the value should be zero.

The interest rate swap value = PV Fixed — PV Floating
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Financial Instruments

SLFRS 7 Disclosures

1 © I

SLFRS 7 is effective for annual periods
beginning after 1 January 2012

Combines all financial instrument disclosures
into a single standard

Supersedes SLAS 23 and SLAS 44 disclosures
Less prescriptive than SLAS 23
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0

* Scope includes all entities in all industries
* No scope exemption for subsidiaries

* Disclosures include both narrative descriptions and
specific quantified data

* Level of detail needs to strike a balance between
— too much - overburdening users with excessive detail and
— too little - obscuring significant information as a result of too much
aggregation
* Financial instruments should be grouped by class based on
their appropriateness to the nature of the information
disclosed and the characteristics of the instruments

O

* To provide information

— to enhance understanding of the significance of financial instruments
to an entity’s
* financial position,
* performance, and
 cash flows

— to assist in assessing the amounts, timing, and certainty of future cash
flows associated with those instruments.

Aims to provide the information in the context of
risks

* what could happen to those numbers
* how that risk is managed
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* Financial instruments should be grouped by
class based on their appropriateness to the
nature of the information disclosed and the
characteristics of the instruments

* Disclosure permitted on the face of the
balance sheet or in the notes to the financial
statements

* Focus on disclosure by class of financial
instrument

* Additional detail in disclosures for each
category of financial instruments

100



™ A
Disdosure of fair value of financial instrimaents

Danske Bank Annual Report 2006, p.119

Most companies should be familiar with the disclosure of the fair value of financial instnuments as this
disclosure is cumrently required by [AS 32, Similar to most companies. Danske Bank presents this
information in the notes to the financial statements:

Cacrying

Trecing portioko.

= [T

bl Nor sada

onrtgngm e
Assets snder pooled schemes pod umt-loked investment controots
Appets snder NEUrsnNGs Controcts

Teeml

e centrol bardks

g

AL Brrkat] ar el l e

@A @ Example disclosures — extracts Nordea Annual

Report 2007

Cr—" -
Note 48:
Classification of financial instruments

Group Assets at fair Derivatives Non-

Loans and Held to Held for value through used for Available financial
EURm, 31 Dec 2007 receivables Maturity trading  profit or loss hedging  for sale assets Total
Assets
Cash and balances with central banks 5,020 5,020
Treasury bills and other eligible bills 10 8493 8,503
Loans and receivables to credit institutions 14,841 9421 24,262
Loans and receivables to the public 205,054 7424 32,204 244,682
Interest-bearing securities 1,632 17,364 16,426 50 35,472
Financial instruments pledged as collateral 4,790 4,790
Shares 5,552 12,076 16 17,644
Derivatives 31,083 415 31,498
Fair value changes of the hedged items in
portfolio hedge of interest rate risk -105 -105
Investments in associated undertakings 366 366
Intangible assets 2,725 2,725
Property and equipment 342 342
Investment property 3,492 3,492
Deferred tax assets 191 191
Current tax assets 142 142
Retirement benefit assets 123 123
Other assets 5,345 2,342 3. 7,724
Prepaid expenses and accrued income 1,443 375 5 360 2,183
Total 231,608 1,632 84,502 63,053 415 66 7,778 389,054
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CHARTERED

EURm, 31 Dec 2007

Liabilities

Deposits by creditinstitutions

Deposits and borrowings from the public
Liabilities to policyholders

Debt securities in issue

Derivatives

Fair value changes of the hedged items in portfolio
hedge of interest rate risk

Current tax liabilities

Other liabilities

Accrued expenses and prepaid income
Deferred tax liabilities

Provisions

Retirement benefit obligations
Subordinated liabilities

Total

2007 (cont'd.)

Liabilities

at fair

Held for value through
trading  profitorloss

4,020
2,272 130
4224
5,072 33,648

32,324
9,650 3330

53 5

57,624 37,113

Derivatives
used for
hedging

699

699

Other Non-
financial financial
liabilities liabilities

26,048
139,927
28,056
61,072
-323
300
9,563 317
1917 787
703
73
462
7,556

245,760 30,608

mn .  disclosures — extracts Nordea Annual Report

Total

30,077
142,329
32,280
99,792
33,023

-323
300
22,860
2,762
703

73

462
7,556
371,894

cA B

CHARTERED

Balance sheet disclosures, cont.

Loans and receivables at fair value through
profit or loss disclosures:

— Maximum credit exposure

— Impact of credit derivatives on credit exposure

— Change in fair value of loans and receivables
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CHARTERED

@A @ Balance sheet disclosures, cont.

Danske Bank Annual Report 2006, p.101

Danske Bank designates mortgage loans and issued morngage bonds to be recorded at fair value through
profit or loss and, accordingly, provides the following disclosures:

B BIE SEELIT
Fair wnlue adusiment of interest reme risk 230 4
Adjstment for credit risk a8 L
Fair wnlueof morignge loans B2 584 SEALOS
Inmuncd morignge bords

CA @ Balance sheet disclosures, cont.

CHARTERED

Financial liabilities at fair value through profit or
loss disclosures:

— Change in fair value of financial liability due to credit
risk

— Method used to determine such change in fair value

Required method to estimate the change in fair
value due to credit risk outlined in SLFRS 7 AG.
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CA @ Balance sheet disclosures, cont.

HSBC Holdings plz Annua Report and Accounts 2006, p.372

HSBC designates financial liabilities to be carred at fair value through profit or loss and, accordingly.
provides the following disclosures:

27 Financial lisbilities designated at fair value

HEZBC
LY Eilk]
UESim L55n
Depasita by banks snd costemar acootme oo ¥ 353
Liakullines b cawlinieers Lder et I oo oo e e 13278 1443
Db aawurilion in iwse (N b 2,147 ARATE
Saberdinuisd Babdiities (Nebe 33) . e i 1850 1E447
Prebmenceshares MNole X2) ..o . 4.0 A
T [

||||;-\;|r|‘|i||'u ameant o 31 Decsmber 20006 of fnancial Ii_l.l:iiilu'x~||,'~ig'u1|_1|,_|l wir walue was USE) 257 |'|||||||1|
RME: LS5 259 mallion) higher than g comrectus) aneant at materity, At 31 December 3006, the acoumulaed
amourd o the chargge m Cair value attributalrle te changes in cradit risk was USS1535 million (2003

LISE], 144 malleom)

CA @ Balance sheet disclosures, cont.

Other sundry disclosures:

Derecognition: nature and carrying amount of
transferred but not derecognized

e Collateral given: terms and conditions, and
carrying amount

* Collateral received: terms and conditions, fair
value, and whether such collateral has been
sold or repledged
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@A @ Balance sheet disclosures, cont.

CHARTERED

H3BC Holdings ple Annual Report and Accounts 2006, p. 359

HESBC provides the following disclosure of the impact of financial assets that have been transferred but that
do not qualify for derecognition:

The majonty of loancial assots thal do mel qualily or derecogrition are (1) debt socurities helbd by coumerpartios as
colkteral under nepurchase agreemenis of (5} ecquily securitos lent uder securities lending agreements. The
folkwing tahle analyses the cormvisg ameunt of finencial assets that did ned qualify for derecognition during, 2006
ared 2(H05, aned their associated financinl linhilities:

26 20014

Fym—— Cariylg P Carvg

amount of sl of
s Ferred assciated 5 [ el
asapts linbilities assels’ Eahilitics'
(1] U=sm Ls3m L&5m

Matury of trnsacisn

Fpurcias aEre s 67.55H 6,127 GLOGT 62, K
Becimities kg agpecnals ... FRRTREL NI e 12904 12,469 4 1XR 4,2E1
H".-“rL TH I (LAt} o7, 161

s vl e e fending agrasmmn b bean reciansied 1 anmne @ o pressaron

CA @ Balance sheet disclosures, cont.

CHARTERED

Danske Bank Annuai Report 2006, p.101

Danske Bank designates mortgage boans and issued morigage bonds to be recorded at fair value through
profit or loss and, accordingly, provides the following disclosures:

RAorigngs losne and masusd mortgage bords

Fortygaps lnams
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CA @ Balance sheet disclosures, cont.

Other sund

ry disclosures, cont.:

e Allowance for credit losses: reconciliation for

each clas

* Compound financial instruments: multiple
embedded derivatives whose values are

s of financial asset

interdependent

* Defaults and breaches: carrying amount and
details of defaults for loans payable

* Reclassification of financial assets: the amounts

reclassified in and out of each category, with

reasons

e —

I pai et oharges
e | A danan, 41

CHAR

Reverzal of impement charg,
Fermgn curreney Ernaleinn

DOihizr sekeitians and dis prsaks

Al Dacembar 31

Few and increased Emparmen|

C Danske Bank Annual Report 2006, p_101

L charges
L

a7

LET2

2538
s

BEED

G174

4428
a4
Ll

4,750

Deutsche Telekom Anancial Review 2006, p.147

Tha fal ewing 1able shows the devslopma e of alowancas on imda
rmoakablas

rrillions of £ il ]
lomarce ey | [ o | -m
Cuine ey vanshiicn sdisimenm 120

| Arddbtiore (el owes s m cog e e oo e ) 534 5-”
Upe 425 1-356)
Rsvarsal L] (106}
Abomancrs s cllucarbue 3 i | e

Tha dotal addiion: of EL R 534 milion 2005 ELR 241 millionl maok

el bowarcos for ndvwid | impairmenceef EDR 152 milkon (5005
ELR 208 mill an)and allowancss for cabective impaimments of

EUR 262 milion (Z005: EUR 323 wilken |, The rseran s incluce evaranls
of allowarces lor ndvwid il im pairmeneal EJR A4 milion (2006

ELR £5 milliani and rwearsals of al awans for colk dus mpaimants
of ELIR 52 million (2005 ELIR 58 milion),
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A B

CHARTERED

Mordea Annudl Report 2006, p.107

Balance sheet disclosures, cont.

Nordea presents a reconciliation of allowances for both the individually and the collectively assessed
impaired loans, whereas mostcompanies disclose a reconciliation of the total allowance for

credit bosses:

ELRm
Opening balamee ar 1 Jan 2006

Prowvisioms
Reversals

Allpawvances used tocover write-offs
Currency translation differences
Closing balance at 31 Dec 2006

PFecowciliation cf alloware accounts borloan Lesses®

Changes through the income statement

Group
Allonaranoes Allorwanges
for individually for collectively
assessed amsesmed
ingsaired loars Enpaired loars Total
1,087 A -1463
276 —187 —463
dnd 1 a4
187 4 m
134 - 134
-21 i | i}
-341 -1,058

A8

CHARTERED

HSBC Holdings plc Annual Report and Accourts 2006, p.359

HSBC provides the following dischosure of the impact of firancial assets that have been transferred but that

do mot quahify for derecognition:

Balance sheet disclosures, cont.

The mrjarity of finane sseds That do not gualify I'<u'-.|m:|:-.|l,t|||||-.n are {11 debd securiies held by coumterparties ns
collatemal under repurchase agreemerts of (i) aquaty sscuriies lent uder secanities lending apreements. The
ollowng table malvses the carmying amount of finenceal assets tha did not qualify Forderecogmtion during 2006
amid 2003, and their associsied fnancial Balalites
i 2005
Currving Carrying Camying Carying
awni of o of il of il of
iransferred assnchibed Iramefarmd ascitled
Assls liahiities pree liahilitics
'53m 15%m [785m 755
Nture of iransaotisg
Rapurchass ag L) &7.55% 6,137 LR 3, BR0
Becumitics ki ageemEnts .. 12.99% 11,465 4,158 4,281
R, THSN &6, R 67,161
1 2005 enity vt SeaTaT ey ettt b bane necloiied B eweind 8 conuskin? fienamation
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CHARTERED

CA @ Income statement disclosures

Disclosure permitted on the face of the
income statement or in the notes to the
financial statements

Focus on disclosure by class of financial
instrument

Additional detail in disclosures for each
category of financial instruments

CHARTERED

CA @ Balance sheet disclosures, cont.

T e —

Deutsche Telekom Fnancial Review 2006, p.138
Deutsche Telekom discloses the net gains or net losses for each category of financial instruments included
in total interest mcome and ¢
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CA @ Income statement disclosures, cont.

* Net gains (losses) for each category of
financial instrument, including AFS gains
(losses) recognized in equity and amounts
reclassified from equity to profit or loss

* Total interest income and total interest
expense (other than FVPL)

* Fee income and expense for financial
instruments (other than FVPL)

CA @ Income statement disclosures, cont.

HSBC Holdings plc Annual Reportand Acceunts 2006, p.319

HSBC provides information aboaut the components of net operating income in the notes to the finascial

statements:
Tl 2005
RET T 419
Inceme
Tntarast mecognisd on impained financial asssis w4 170
aal o Bl Tor trading seoe desiamited & far value,
et caloulnions mm.--cm:rm: e il
112 07T
> o Tz
T bEIS
192 001
wbvilities held For ira
......... [N L] Qo7
P — (1% (1357
[am3; [ZIR)
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CHARTERED

* Interest income accrued on impaired financial

@A @ Income statement disclosures, cont.

assets

* Impairment losses for each class of financial

assets

@fﬁt\ @ Income statement disclosures, cont.

CHARTERED

HSBC Holidings pic Annual Report and Accounts 2006, p.305- 306

Individually assessed loans

M -ty -case basis whether there is any obgective evidence
loin 15 ampaired. This procedure s applied 1o all scesunts tha constdened indrvidually significant. In
deiermining impairment Fosses on thess loans, the fellowing Eetors are eonsidered:

balance sheel date, [ISBC assesses ona

—  HSBL's aggregate exposure 10 the custormer;
Uhee wiability of the costomer’s busmess mode] snd therr sapability to mnde suesessflly sul sl fnamesl
difficulties mnd generate sutficient cash fow 10 service debt obligations,

= the amount and timing of expoeted receipts and recoverics,
the likely dividend ovnilable om liguidstion or bonkruptey

the extent of other ereditors’ commitments mnking ahead of, or par paesar with, HSBEC and the likelihood of
other ereditors continring 1o support the compansy;

= the somplexity of delwrmining U o pate amount acd sanking of all crediter elaims and the extent o

which legal and insurance uncernainties are evident,

- the realisable valee o sty (o7 other credit matigints) and likelibood of suceessful repossession;
the likely deduction of any costs invelved in recovery of aimounls outstandrmgy,

the ability of the bornawer (o obtim, and mike peyments m, the cumeney of the loan if not denominated in
local curreney; and

- when available, the seeondary market price of the debt.
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CA |
*La- { @ Income statement disclosures, cont.

Danske Eank Annual Report 2006 p 68

Ubjective avidence of impairment of leans and advancs

exis = Ak least ane of the fllowing pvents hag occurmed;

= the borroaver is experiencing sipnificant financial
difficulty
# the borrower's actions, such as cdefault on interast

ar principal payments, lead to & breach of contract

= the Growp, for relatop io the borrewer's finam-

dal dillically, granis 1 Lhe bosrewer & ooncesgion
that the Groop wauld not othensrise bave prambed, or
= il bercormes prabalsle that the boergwer will enfer

bankrupicy or other financial recrganisation

s ﬁ\ : : -
UA @ Disclosure on accounting policies

Disclosure required by SLFRS 7 and LKAS 1:
 the significant accounting policies adopted

* measurement basis used to apply those
policies
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CA @ Disclosure on accounting policies, cont.

CHARTERED

Application guidance includes the following

examples of disclosures appropriate for

financial instruments:

— FVPL (nature, criteria for designation, which
conditions for designation are met)

— The criteria for designation as AFS

— Whether trade date or settlement date is used for
regular way purchases and sales

— Allowance for credit losses, including criteria for
write-offs)

CA @ Disclosure on accounting policies, cont.

CHARTERED

* Application guidance examples (continued):
— Determination of net gains or net losses for each category
— Criteria to determine objective evidence of impairment

— Renegotiated financial assets that would otherwise be
considered impaired (or past due)
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CA @ Hedge accounting disclosures

Fair Cash
Disclosure value flow
hedges hedges

Description of hedged risk and hedging instrument with
related fair values

X

When hedged cash flows are expected to occur

Forecast transactions no longer expected to occur

Gain or loss recognized in equity and reclassifications to P&L

Gain or loss from hedging instrument and hedged risk X

Ineffectiveness recognized in P&L

X

X

X

X

Net
investment
hedges

X

CA @ Fair value disclosures

Fair value for each class of financial

instruments compared with its carrying

amount

* Methods and significant assumptions used to
determine fair value for each class of financial

instruments

* Financial instruments whose carrying value
approximates fair value exempt from required

disclosures
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CA @ Fair value disclosures

CHARTERED

HSBC Holdings ple Annual Report and Accounts 2006, p.205

HSBC pravides the following mformation aboat 1ts accounting policies for determining the value of
fimameial instrirments:

{di Determination of fair valua

ctar] msirumsents are recogrised mitslly o F

recognibion 15 momally e lmnsction prce, 1e
nl Fair vl msy b bseed an other abrereible corment marlet rans

ris wowweuer, thi

ihe same instrumeni, wiibows modifiesiion of repicknging. or on a voiwiion ieshnicue wiess varinbizs ineiude

ey dita from shaervable markits,

erognitson, the fair values of Nosncil insruments messured o fair value that e queted in
Ter prices For lichilities ssoed. When mdependent

Subsequent 1o it

valution lechmagues which refer fo obsenvable

= ar in parl using valuation iedmiques sased on
el Lamsactions o odiervable naarkel data.

and il uncertainty an: aken silo ACCOURL, a8
techmipes

A bt af Castors such as bidofler spread. enedit prafi
approgriate, when Cair wlues are caleulalzd usmg valun

If the Tar valueof a Mmneial asel messered al Gic valoe becomes negative, 1 15 recorded oz a lnmmeaal liability

umntil its faar valse becores posilive, al waich lime i is recerded as o finanaal assel, or il 15 extinguisied

CA @ Fair value disclosures, cont.

CHARTERED

* Whether the fair value is based on quoted
prices or valuation techniques

* Whether the fair value is based on a valuation
technique that includes assumptions not
supported by market prices or rates, and the
amount of profit recognized

* The effect of reasonably possible alternative
assumptions used in a valuation technique
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CA @ Fair value disclosures, cont.

CHARTERED

Nate 30 Fair Velue of Finandal and G d o of ferred Financial Assets (cont.)
k) Determinatisn of Fair Values from Queted Markst Prices or Valustion Techriques

e methocs used
aral Instruments caried at

CA @ Fair value disclosures, cont.

CHARTERED

Required disclosure for financial instruments
whose fair value cannot be reliably measured:
— Nature and carrying amount

— How the entity intends to dispose of such
instrument
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* Combination of qualitative and quantitative
risk disclosures with the objective to

..... disclose information that enables users of
its financial statements to evaluate the nature
and extent of risks arising from financial
instruments to which the entity is exposed at
the reporting date.”

Risks include but are not limited to:

* Credit

* Liquidity

* Market (interest rate, currency, other price)
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* Expands qualitative risk disclosures

* Description of financial risk management
objectives and policies, including any hedging
of forecast transactions

* Intended to provide information about the
extent to which an entity is exposed to risks

* Quantitative data is based on information
provided internally to management

e Description of how management determines
concentrations of risk

* Description of shared characteristics for each
concentration of risk
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For each class of financial instrument, disclose
the maximum credit exposure without taking
into consideration collateral or other credit
enhancements

New credit risk disclosures:

* information relating to the credit quality of
financial assets that are neither past due nor
impaired (e.g., a rating analysis);

* a description and fair value of collateral
available to the entity as security and other
credit enhancements; and

 collateral for which the entity has taken control.
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dit risk disclosures, cont.

—
CHARTERED
Danske Bank Annual Report 2006, p.123
Danske Bank provides the required disclosure of maximum credit exposure in the risk management section
of the notes to the financial statements:
e anthe basis ofselecetara an
Toud
e
v with oredi i
t 22 trang miact
o gy iy e i
pr—
Credit risk disclosures, cont.
—

Danske Bank Annuai Reporr 2006, p 124 125
“The required credit risk disclor
sector and geographical loca

inchude a distribution of loans by industry
vided by Danske Bark:

may, among other §
uch as the following pr

Expamern brokan down by dustry [BI22]

Fael Aatnl
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cA®

CHARTERED

Deutsche Telekom 2006 Annual Report, p.185

Credit risk disclosures, cont.

Deursche Telzkon 2006 Fisancial Review, 0. 146

Deutsche Telekom providss the aralysis of the age of past duc loans and eceivabl:s it the notcs to the

financial statements:

prepared pen
rehunded

The sohency of the business wih key accounts, in particutat intsmationl
rndnred separateh In s of P

varall isk exposure bom

1.0 credit raing of
al managament systam At the

ferparties are it 50

Collateral and other credit enhancements

obtained
Ldnained)
HSBC oh
collateral held as
aredit enhancements,

follows:

15 by taking possession of
ty, ar ealling upon other

o) Carrying amount

Repossessed propertics are made available for
sl i an onderly Fashion, with the proceeds used 1o

nding inde biednes

exeess funds ane avai

ale affter the debt has been

repaid, they are available either for other secured
lenders with lower priority o are retumed 1o the

customer. HSBC does not generally cccupy
repussessed properties for its bu

major

Finance.

of repossessed properties arose in HSEC

CA &

Credit risk disclosures, cont.

Extract 13: Example of an analysis of credit exposure by internal ratings for banking products and traded
products from UBS' Annual Report 2007, page 19

= Gross credit exposure by UBS internal ratings

E CHF Banking produwcts Traded praducts Total exposure

UBS internal rating 31.12.07 31.12.06 31.12.07 31,12.06 311207

01 30,540 5,265 42,852 34,148 73,392

-3 164,476 135149 98,454 i 262,930

45 113,955 15,210 129,165

58 76,601 7,566 84,167

9-12 38,875 915 39,790
Tatal 012 {net of past due) 424,447 164,597 589,444 557,743
mpaired assets 2,433 ars 3,408 2,870
Past due but .T[I.r'..'l.Ed” ...... ‘2268 33m - 2,268 3370
Tatal 429,148 405,381 165,072 158,602 595,120 563,983
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@A @ Liquidity risk disclosures

CHARTERED

Required disclosures:
 analysis of remaining contractual maturities
for all financial liabilities; and

* description of how the entity manages
liquidity risk.

@A @ Liquidity risk disclosures — contd..

CHARTERED
Nowartis Annual Peport 2006, p.183 and 185
Novartis discloses the contractual maturities of its financial assats, as well as the contractual matunities for
financial liabilities in the notes o the financial satements. This disclosure is supplemented by a discussion
of how the company manages its liquidity risk, also located in the notes to the financial statements:

rsctual maturities of finsncisl asssts snd babilities secluding inds scoonts

1m T

a5

64

T} a0 4 104 188 [

Hat liguicity of continsing aperstises

Liguidity risk
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CA @ Liquidity risk disclosures — contd..

CHARTERED

Description of how liguidity risk inherent in finand al liabilities is managed

Factors mentioned m the Implementation Guidance that the “company might consider™ in describing how it

manages its hiquidity risks include whether the company:

*  cxpects some lighilities may be paid later than the earliest contractual due date

»  has undrawn loan commitments that are not expected io be drawn

¢  holds financtal assets for which there is a liquid market and are, therefore, readily sakeable to meet
Liquidity needs

¢ has committed borrowing facilities which it could use to help provide ligudity

¢  holds deposits at central banks that 1t can use to meet hquidity needs

s  holds financial assets which are not traded in a liqusd market, but which can be expecied to generate
cash mflows that will be available to meet cash outflows on hahilities

*  has diverse funding sources

¢  has significant concentration of higuidity risk in either its assets or its funding sources.

CA @ Liquidity risk disclosures — contd..

CHARTERED

Extract 15: Example of the contractual maturity analysis, including the fair value of derivative instruments
from HBOS' Annual Report 2007, page 22

45 Liquidity Risk continued

2007
Upta1 1103 Sto12 1ta 8 Over§
month maonths months yoars yoars
Group £m £m £m £m £m
Liabilities
Deposits by banks 23,563 12,413 4,369 629 673
Customer accounts 193,031 19,276 25,220 7834 1,642
Financial liabilities held for trading 9,118 5,556 6,540 242
Derivative liabilities:
Gross settled derivatives - outflows 20,560 21,966 16,575 39,030 15,700
Gross settled derivatives - inflows 20,558) (22,084) (15,298) (38,324) (14.998)
Gross settled derivatives - net flows a2 (118) 217 T08 TD2
Met settled derivative liabilitizs 332 516 1,347 4,133 (400}
354 308 1,624 4.839 302
Insurance contract liabilities 99 &1 485 1,185 1,821
Investment contract liabilities 1 2 1,807 13 a8
Debt securities in issue 26,990 48,086 42,900 75,603 36,843
Other borrowed funds 48 246 2,145 11,776 2301
Other financial liabilities 914
254,119 B6,038 85,200 102,311 65,290
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NA Liquidity risk disclosures — contd..

Extract 16: Example of alternative liquidity management technigue from HSBC's
Annual Report 2007, page 246

Ratio of net liquid assets to customer liabilities and net liquid assets
{Audited)

Year ended 31 December Year ended 31 December
2007 2006
Net liguid MNet liquid
Ratio assefs Ratio Assels
Y USShn Fa US5bn
HSBC Bank (UK operations)
Year-cnd 121 44.1 163 48.7
Maxi 215 B0.6 19.1 0.1
Minimum 12.1 39.9 12.8 329
Average — 15.6 514 15.1 40.1

;-‘”ﬁg \ Liquidity risk disclosures — contd..

CHARTERED
HSBC Holdings plc Annual Report and Accounts 2006, p.213 214

sion of the process used to manage liquidity risk and the required
the financial revicw scction of ts annual report:

liquidity analysis of financial liabiltics in

The Group's liquidity and funding management
process includes
= projecting cash flows by major surrency and
considerng the level of Hquid assels necessary
clation thereto

»  manitoring balance sheet liquidity mfios against
internal and regulatory requirements:

= mainfaming @ diverse rnge of finding sources
witl adequate back-up fcilities

e e concentration aud profile of debt
maturities

»  msiniaiuing debt financing plans:

s monitoring depositor concentration in order to
avoid undue reliance on large indiv
depositors and ensnring 2 satisfact

mix: a4

y oversll

fia

* i
plans, These plans identify early indi
stress conditions and deseribe actions o be
taken i the event of diffic isiing from
systenic o other crises, While mininisiog
adverse long-t plications for the business

= liquidity and funding contingency
fors of

Casli flaws payable by HSBC ander financial liabilities by remaining contractual mamritics

2060
P
B9
s

S —y e -
e el Esbilises 1asn

w005 44250 1nan: 152589 LS
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* Introduces disclosure of market risk sensitivity
analysis

* Market risk is “the risk that the fair value or
future cash flows of a financial instruments
will fluctuate because of changes in market
prices and includes interest rate risk, foreign
currency risk and other price risk.”

* No prescribed format

* Similar risks are combined for purposes of
the market risk analysis

* Disclosure of assumptions and methods used
in the market risk analysis
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Market risk sensitivity analysis includes the
effect of ‘a reasonably possible change’ in risk
variables in existence at balance sheet date if
applied to all risks in existence at

that date.

Reasonable possible change is not remote or
‘worst-case’ scenarios or ‘stress tests’.
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CA @ Liquidity risk disclosures — contd..

CHARTERED

Novartis Annual Report 2006, p.184
Novartis uscs a Vak model to measure the impact of the market risk relating to its financial instruments.
and includes the average, maximum, and minimum VaR, along with the year-end amounts:

Value at risk

The Group uses a value at risk (VAR) computation to estimate the
potential ten-day loss in the fair value of its financial instruments.

It uses a tan day periad becauss of an assumption that not all
positions could be undone in e day given the size of the posi-
tions. The VAR computati

AR amounts for 2006 a

g
D nitm
a0 13 )
al at
E) 40 1

Iratrumants ssrshive ta ntarest retes it £ 2

~a D

Value at Risk

If the entity uses VaR, it must explain the method used and the parameters and assumptions underlying the data
provided. These will usually include:

» the data collection period for historical price information;

» the period over which positions are expected to be held (and, so, the modelled losses incurred); and

» the confidence level at which the calculation is made, i.e., the percentage number of holding periods in
which losses are expected to be less than the calculated VaR.

Figure 11: Confidence level and holding periods used by the banks in their VaR analyses

Confidence interval

99% 98% 97.50% 95%
. 1 day 14 1 2 2
Holl!mq 10 days 3 0 0 1
period
1 month 1 0 0 0
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Extract 17: Example of limitations in the use of the VaR from Crédit Agricole's Annual report, page 119

LIMITATIONS OF THE HISTORICAL VaR CALCULATION
The main methodological limits relating to the VaR model are as
follows:

CANTERED A = the usa of one-day shocks assumes that all positions can be

liquidated or covered in one day, which is not always the case
for certain products and certain crisis stuations,

= the use of a 99% confidence interval excludes losses that may
occur outside of this interval: VaR is therefore an indicator of
risk in nermal markeat conditions, which does not take into
account movements that are exceptional in scale,

= VaR does not give any information about exceptional loss
amounts {outside the 88% confidence interval).

Extract 18: Example of back-testing results — Extract from Société Générale's Annual Report, page 143

Amendments to SLFRS 7

* Issued in February 2009 and applicable for
annual periods beginning on or after 1 January
2009

e Covered fair value measurement and liquidity
risk

e Comparative information is not required in the
first year of application
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Amendments to SLFRS 7: amendments to

liquidity risk disclosures

— Permit derivative liabilities to be excluded from the contractual
maturity analysis of financial liabilities (SLFRS7.39)

— Unless “the contractual maturities are essential for an
understanding of the timing of the cash flows.”

* Requires financial guarantee contracts to be
recorded in the contractual maturity analysis:
— Based on the maximum amount guaranteed; and
— Allocated to the earliest date they can be drawn down
* Irrespective of whether it is likely that those
guarantees will be drawn or the amount that is
expected to be paid

CA @ Amendments to SLFRS 7: amendments to fair
value measurement disclosure

CHARTERED ACCOUNTA

* Fair value measurements to be disclosed by the source
of inputs, using the following three level hierarchy:

(i) Quoted prices (unadjusted) in active markets for
identical assets and liabilities (Level 1)

(ii) Inputs other than quoted prices included in level 1
that are observable for the asset or liability, either
directly (as prices) or indirectly (derived from prices)
(Level 2)

(iii) Inputs for the asset or liability that are not based

on observable market data (unobservable inputs)
(Level 3)
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CA @ Amendments to SLFRS 7: amendments to fair
- value measurement disclosure, cont.

* This information must be given by 'class’' of
financial instrument.

* This is a level lower than categories such as
held for trading or available for sale.

* The three-level hierarchy disclosures are only
required for financial instruments recorded at
fair value.

Thank you.
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