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levelling up on 
Fair value 

CHalY m aH

Fair value is an age-old accounting concept, but it needed a revisit 
in 2014 as the International Financial Reporting Standard 13 (or 
IFRS 13) Fair Value Measurement and the Singapore equivalent FRS 
113 kicked in for the 2013 annual financial reporting periods.

While corporations and accounting professionals have a few years 
to prepare for this new Standard, certain requirements of IFRS 13 
continue to pose challenges in practical application, and may take 
time for the marketplace to fully appreciate their implications.

Two of the key mandates of IFRS 13 are to develop a consistent 
definition of fair value, and provide a single source of guidance and 
a coherent framework for measuring that fair value. This is easier 
said than done as, in many cases, fair value measurement entails 



172

boardroom matterS

critical management estimates, assumptions and judgements. 
To this end, there are two common practical challenges experienced 

by corporations with regard to fair value measurement and disclosure 
requirements: third party quotes and fair value hierarchy disclosures 
and credit risk adjustments.

Fair value QuoteS and diSCloSureS

IFRS 13 requires an entity to disclose a fair value hierarchy of three 
levels( Levels 1, 2 and 3) representing the degree to which inputs 
to the fair value measurement are observable:

Level 1 inputs are the quoted prices (unadjusted) in active markets•
for identical assets or liabilities that the entity can access at the
measurement date;
Level 2 inputs are those, other than quoted prices included•
within Level 1, that are observable for the asset or liability, either
directly or indirectly; and
Level 3 inputs are unobservable inputs for the asset or liability.•

This disclosure applies to both financial (for example bonds and 
stocks) and non-financial items (for example property, plant and 
equipment, and investment property) measured at fair value. 

Many corporations may not have in-house valuation tools, relying 
on third party quotes instead. This presents a range of challenges, 
from understanding the valuation technique and list of inputs used, 
to the relationship of the the input and the fair value measurement. 
In many situations, third party price specialists may not share 
proprietary information of the valuation models they have used.

With fair value disclosure requirements, corporations will have 
to gain an adequate level of transparency to understand the inputs 
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used by third party valuation specialists to determine which is the 
most suitable classification in the fair value hierarchy. This involves 
the following:

understanding how the broker quotes are established;•
whether the quotes arise from binding offers or are based on•
valuation techniques;
evaluating whether the quote is reliable and verifable; and•
performing back-testing of the quote against actual market•
transactions where possible to help verify reliability of the
inputs.

Credit riSK adJuStmentS 

IFRS 13 also requires fair value measurement of financial instruments 
to be adjusted for counterparty credit risk. An adjustment to capture 
counterparty credit risk is referred to as a Credit Value Adjustment 
(“CVA”). An adjustment that captures an entity’s own credit risk 
is referred to as a Debit Value Adjustment (“DVA”) or negative 
CVA. 

In practice, where corporations rely on third party pricing for 
financial instruments such as derivatives, the fair value quotes are 
often based on risk-free rates without adjustment for counterparty and 
their own credit risk. Determining credit risk adjustments involves 
a considerable degree of judgement surrounding the following 
input variables:

potential future exposure of the debt over a specified period of•
time;
probability of default of the counterparty; and•
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percentage of loss in the event of counterparty default, or loss •	
given default.

A common calculation to determine the credit risk adjustment can 
be represented by a multiple of the above variables. These input 
variables are individually highly subjective and in most cases difficult 
to substantiate.

The following non-exhaustive list of factors are some indicators 
that corporations can consider in order to determine areas where 
credit risk adjustments are likely to be relatively significant to the 
instrument’s fair value measurement:

the variables that are likely to influence the credit risk adjustment •	
include the tenor of cash flows; the notional size of the asset or 
liability; and credit rating of the entity and counterparty; 
existence of a master netting arrangement which permits the •	
offsetting of positions in determining the potential future 
exposure; and
existence of collaterals that may reduce or in some cases eliminate •	
credit risk.

The challenges presented to corporations are very practical ones, and 
they can prove to be uphill tasks which are laborious to address. Even 
so, these challenges do not negate the fact that the implementation 
of IFRS 13 is a beneficial and necessary one. Despite the challenges, 
the implementation helps to ensure that corporations have a clear 
and consistent objective when performing fair value measurements, 
and that they provide information about the level of subjectivity in 
the measurements. Corporations would do well to observe it. ■


