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Example 2: Entity Specific restrictions

An entity is having a land which has a restriction to develop into a commercial house because of
restricted business objective in which currently the entity operates. The entity wants to sell the
land and there would not be any restriction for a buyer of the land to develop a commercial house,
since this restriction is entity specific. Hence, it will not be considered while calculating fair value
of the land.

Example 3: Asset / Liability specific restrictions

A car has been bought for private use and there is a restriction of not to use the car for any
commercial purposes. Commercial vehicle is having more fair value than private vehicle. since
the restriction to use the vehicle is asset specific and market participant will also consider the
asset specific restrictions while calculating fair values for such asset, hence this condition will be
considered while evaluating fair value of the car.
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Example 7

Shares of a company which is listed at BSE and NYSE have different closing prices at the year
end. The price at BSE has greatest volume and activity whereas at NYSE it is less in terms of
volume transacted in the period. Since BSE has got highest volume and significant level of activity
comparing to other market although the closing price is higher at NYSE, the closing price at BSE
would be taken.

Example 8

Diamond (a commodity) has got a domestic market where the prices are less compared to the
price available for export of similar diamonds. The Government has a policy to cap the export of
Diamond, maximum upto 10% of total output by any such manufacturer. The normal activities of
diamond are being done in the domestic market only i.e. 90% and balance 10% only can be sold
via export. The highest level of activities with the highest volume is being done in the domestic
market. Hence, the principal market for diamond would be the domestic market. Export prices
are more than the prices in the principal market, and it would give the highest return as compared
to the domestic market. Therefore, the export market would be considered as the most
advantageous market. However, if principal market is available, then its prices would be used for
fair valuation of assets/ liabilities.
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Standard requires to use best used value if such non-financial asset is used in combination

with some other assets and it is demonstrated that such combination is widely used by other
market participants also in order to find best use for the non-financial asset.
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OBSERVABLE INPUTS: Inputs that are developed using market data, such as publicly available
information about actual events or transactions, and that reflect the assumptions that market
participants would use when pricing the asset or liability (e.g., Stock exchanges, Brokered markets,
Dealer markets etc.).

V\V\WN}\\@()—/
UNOBSERVABLE INPU’éInpuTs for which market data are not available and that are developed
using the best information available about the assumptions that market participants would use when
pricing the asset or liability (unobservable inputs may include reporting company's own data, adjusted
for other available information, e.g., Internally generated financial forecast).
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Fair value of liability or equity instrument

Using quoted price in Other observable If (A) or (B) are not
ac?ivqe markgt (A) inputs (B) available
Income approach Market approach

Applying Fair Value Rules to Financial Assets:
arHighest-&BestUse—
b) Valuation Premise (Discussed in case of Non- Financial Assets) (E.g., Valuation of
single shares or group of shares) Contho) {Mimitm Goneept
c) Consider restrictions on financial assets:

i.  Liquidity discount ﬁ) fehin TYe @ % .
th Lo

ii.  Non-controlling stake discount

FAIR VALUE AT INITIAL RECOGNITION:
When an asset is acquired or a liability is assumed in an exchange transaction for that asset or 4

liability, the transaction price (Entry Price) is the price paid to acquire the asset or received to
assume the liability.

In contrast, Fair value of the Asset/Liability should be EXIT PRICE.
In many cases, the transaction price will equal the fair value.
But the fransaction price might not represent the fair value of an asset or a liability at initial
recognition if any of the following conditions exist:
1. The transaction is between RELATED PARTIES.

2. The transaction takes place under duress or the seller is forced to accept the price (Stress
sale).

3. The market in which the fransaction takes place is different from the principal market (or
most advantageous market).

4. The unit of account represented by the transaction price is different from the unit of
account for the asset or liability measured at fair value.
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SUMMARY:

Is Quoted price for an identical item in an active
market available?

Is the Price to

be Adiusted? Are there any significant
: ' unobservable inputs?

Are there any
significant
unobservable inputs?

Level 3
Input

Level 2
Input

Level 3 Level 2
Input Input




Example: 2
A Ltd., a large biotech company with shares traded publicly, has developed a new drug that is in

the final phase of clinical trials. B Ltd. has an equity investment in A Ltd.'s shares. B Ltd.
determines that the shares have a readily determinable fair value and accounts for the
investment at fair value through profit and loss. B Ltd. assesses the fair value as of the
measurement date of 31 March 2020. Consider the following:

(i) On 31 March 2020, the Drug Approval authority notifies A Ltd.'s management that the drug
Was not approved . A Ltd's share closes at X 36 on March 31, 2020

(ii) A Ltd. issued a press release after markets closed on 31 March 2020 announcing the failed
clinical trial.

(iii) A Ltd.'s shares opened on next working day at X 22.50.

The drug failure is a condition (or a characteristic of the asset being measured) that existed as
of the measurement date. B Ltd. concludes the X 36.00 closing price on the measurement date
does not represent fair value of the A Ltd.'s shares at 31 March 2020 because the price does not
reflect the effect of the Authority's non-approval.

The subsequent transactions that take place when the market opens are relevant to the fair value
measurement recorded as of the measurement date. The opening price of X 22.50 indicates how
market participants have incorporated the effect of the non-approval on A Ltd.'s stock price.

B Ltd. adjusts the 31 March 2020 quoted price for the new information, records the shares at

% 22.50 per share at 31 March 2020 and discloses the investment as a Level 2 measurement.

Exemplet of Love] g Tapuks.

1. Receive-fixed, pay-variable interest rate swap based on a yield curve denominated in a foreign
currency. It requires rate of swap which is of 11 years. However, normally the rates are available
only for the maximum period of 10 years. The rate for 11 years can be established using
extrapolation or some other techniques which is based on 10 years' available rates of swap. The
fair value of 11 years so derived would-be level 2 fair value.

2. An entity has an investment in another entity which has no active market. However, some
similar investment is being traded in an active market. Now, the fair valuation can be done based
on either the prices based on the market which is not active or similar traded investment in an
active market. This would be considered as level 2 inputs.

3. X and Y each enter into a contractual obligation to pay 500 in cash to D in five years. X has an
AA credit rating and can borrow at 6%. Y has a BBB credit rating and can borrow at 12%. X will
receive about 374 in exchange for its promise (the present value of 500 in five years at 6%). Y
will receive about 284 in exchange for its promise (the present value of X 500 in five years at
12%). The fair value of the liability to each entity (that is, the proceeds) incorporates that
entity's credit standing.
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