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Classification (Chapter 4)
Classification of financial assets (Section 4.1)
The entity’s business model for managing financial assets
Paragraph 4.1.1(a) requires an entity to classify financial assets on the basis of the
entity’s business model for managing the financial assets, unless paragraph 4.1.5
applies. An entity assesses whether its financial assets meet the condition in
B4.1.1
paragraph 4.1.2(a) or the condition in paragraph 4.1.2A(a) on the basis of the business
model as determined by the entity’s key management personnel (as defined in IAS 24
Related Party Disclosures).
An entity’s business model is determined at a level that reflects how groups of
financial assets are managed together to achieve a particular business objective. The
entity’s business model does not depend on management’s intentions for an
individual instrument. Accordingly, this condition is not an instrument-by-instrument
approach to classification and should be determined on a higher level of aggregation.
However, a single entity may have more than one business model for managing its
financial instruments. Consequently, classification need not be determined at the
reporting entity level. For example, an entity may hold a portfolio of investments that
B4.1.2
it manages in order to collect contractual cash flows and another portfolio of
investments that it manages in order to trade to realise fair value changes. Similarly,
in some circumstances, it may be appropriate to separate a portfolio of financial assets
into subportfolios in order to reflect the level at which an entity manages those
financial assets. For example, that may be the case if an entity originates or purchases
a portfolio of mortgage loans and manages some of the loans with an objective of
collecting contractual cash flows and manages the other loans with an objective of
selling them.
An entity’s business model refers to how an entity manages its financial assets in
order to generate cash flows. That is, the entity’s business model determines
whether cash flows will result from collecting contractual cash flows, selling
financial assets or both. Consequently, this assessment is not performed on the basis
of scenarios that the entity does not reasonably expect to occur, such as so-called
‘worst case’ or ‘stress case’ scenarios. For example, if an entity expects that it will
sell a particular portfolio of financial assets only in a stress case scenario, that
scenario would not affect the entity’s assessment of the business model for those
B4.1.2A
assets if the entity reasonably expects that such a scenario will not occur. If cash
flows are realised in a way that is different from the entity’s expectations at the date
that the entity assessed the business model (for example, if the entity sells more or
fewer financial assets than it expected when it classified the assets), that does not
give rise to a prior period error in the entity’s financial statements (see IAS 8
Accounting Policies, Changes in Accounting Estimates and Errors) nor does it
change the classification of the remaining financial assets held in that business
model (ie those assets that the entity recognised in prior periods and still holds) as

long as the entity considered all relevant information that was available at the time
that it made the business model assessment. However, when an entity assesses the
business model for newly originated or newly purchased financial assets, it must
consider information about how cash flows were realised in the past, along with all
other relevant information.
An entity’s business model for managing financial assets is a matter of fact and not
merely an assertion. It is typically observable through the activities that the entity
undertakes to achieve the objective of the business model. An entity will need to use
judgement when it assesses its business model for managing financial assets and
that assessment is not determined by a single factor or activity. Instead, the entity
must consider all relevant evidence that is available at the date of the assessment.
Such relevant evidence includes, but is not limited to:
B4.1.2B

how the performance of the business model and the financial assets held within
(a) that business model are evaluated and reported to the entity’s key management
personnel;
the risks that affect the performance of the business model (and the financial
(b) assets held within that business model) and, in particular, the way in which
those risks are managed; and
how managers of the business are compensated (for example, whether the
(c) compensation is based on the fair value of the assets managed or on the
contractual cash flows collected).

A business model whose objective is to hold assets in order to collect contractual cash flows

Financial assets that are held within a business model whose objective is to hold
assets in order to collect contractual cash flows are managed to realise cash flows by
collecting contractual payments over the life of the instrument. That is, the entity
manages the assets held within the portfolio to collect those particular contractual
cash flows (instead of managing the overall return on the portfolio by both holding
and selling assets). In determining whether cash flows are going to be realised by
collecting the financial assets’ contractual cash flows, it is necessary to consider the
B4.1.2C frequency, value and timing of sales in prior periods, the reasons for those sales and
expectations about future sales activity. However sales in themselves do not
determine the business model and therefore cannot be considered in isolation.
Instead, information about past sales and expectations about future sales provide
evidence related to how the entity’s stated objective for managing the financial
assets is achieved and, specifically, how cash flows are realised. An entity must
consider information about past sales within the context of the reasons for those
sales and the conditions that existed at that time as compared to current conditions.
Although the objective of an entity’s business model may be to hold financial assets
in order to collect contractual cash flows, the entity need not hold all of those
B4.1.3 instruments until maturity. Thus an entity’s business model can be to hold financial
assets to collect contractual cash flows even when sales of financial assets occur or
are expected to occur in the future.
The business model may be to hold assets to collect contractual cash flows even if
B4.1.3A the entity sells financial assets when there is an increase in the assets’ credit risk. To
determine whether there has been an increase in the assets’ credit risk, the entity

considers reasonable and supportable information, including forward looking
information. Irrespective of their frequency and value, sales due to an increase in
the assets’ credit risk are not inconsistent with a business model whose objective is
to hold financial assets to collect contractual cash flows because the credit quality
of financial assets is relevant to the entity’s ability to collect contractual cash flows.
Credit risk management activities that are aimed at minimising potential credit
losses due to credit deterioration are integral to such a business model. Selling a
financial asset because it no longer meets the credit criteria specified in the entity’s
documented investment policy is an example of a sale that has occurred due to an
increase in credit risk. However, in the absence of such a policy, the entity may
demonstrate in other ways that the sale occurred due to an increase in credit risk.
Sales that occur for other reasons, such as sales made to manage credit
concentration risk (without an increase in the assets’ credit risk), may also be
consistent with a business model whose objective is to hold financial assets in order
to collect contractual cash flows. In particular, such sales may be consistent with a
business model whose objective is to hold financial assets in order to collect
contractual cash flows if those sales are infrequent (even if significant in value) or
insignificant in value both individually and in aggregate (even if frequent). If more
than an infrequent number of such sales are made out of a portfolio and those sales
are more than insignificant in value (either individually or in aggregate), the entity
needs to assess whether and how such sales are consistent with an objective of
B4.1.3B
collecting contractual cash flows. Whether a third party imposes the requirement to
sell the financial assets, or that activity is at the entity’s discretion, is not relevant to
this assessment. An increase in the frequency or value of sales in a particular period
is not necessarily inconsistent with an objective to hold financial assets in order to
collect contractual cash flows, if an entity can explain the reasons for those sales
and demonstrate why those sales do not reflect a change in the entity’s business
model. In addition, sales may be consistent with the objective of holding financial
assets in order to collect contractual cash flows if the sales are made close to the
maturity of the financial assets and the proceeds from the sales approximate the
collection of the remaining contractual cash flows.
The following are examples of when the objective of an entity’s business model may
be to hold financial assets to collect the contractual cash flows. This list of examples
is not exhaustive. Furthermore, the examples are not intended to discuss all factors
that may be relevant to the assessment of the entity’s business model nor specify the
relative importance of the factors.

B4.1.4

Example

Analysis

Example 1

Although the entity considers, among
other information, the financial assets’
fair values from a liquidity perspective
(ie the cash amount that would be
realised if the entity needs to sell assets),
the entity’s objective is to hold the
financial assets in order to collect the
contractual cash flows. Sales would not
contradict that objective if they were in
response to an increase in the assets’

An entity holds investments to collect
their contractual cash flows. The funding
needs of the entity are predictable and the
maturity of its financial assets is matched
to the entity’s estimated funding needs.
The entity performs credit risk
management activities with the objective

of minimising credit losses. In the past,
sales have typically occurred when the
financial assets’ credit risk has increased
such that the assets no longer meet the
credit criteria specified in the entity’s
documented investment policy. In
addition, infrequent sales have occurred
as a result of unanticipated funding
needs.

credit risk, for example if the assets no
longer meet the credit criteria specified
in the entity’s documented investment
policy. Infrequent sales resulting from
unanticipated funding needs (eg in a
stress case scenario) also would not
contradict that objective, even if such
sales are significant in value.

Reports to key management personnel
focus on the credit quality of the
financial assets and the contractual
return. The entity also monitors fair
values of the financial assets, among
other information.
The objective of the entity’s business
model is to hold the financial assets in
An entity’s business model is to purchase order to collect the contractual cash
portfolios of financial assets, such as
flows.
loans. Those portfolios may or may not
include financial assets that are credit
The same analysis would apply even if
the entity does not expect to receive all
impaired.
of the contractual cash flows (eg some of
If payment on the loans is not made on a the financial assets are credit impaired at
timely basis, the entity attempts to realise initial recognition).
the contractual cash flows through
various means—for example, by
Moreover, the fact that the entity enters
contacting the debtor by mail, telephone into derivatives to modify the cash flows
or other methods. The entity’s objective of the portfolio does not in itself change
is to collect the contractual cash flows
the entity’s business model.
and the entity does not manage any of the
loans in this portfolio with an objective
of realising cash flows by selling them.
Example 2

In some cases, the entity enters into
interest rate swaps to change the interest
rate on particular financial assets in a
portfolio from a floating interest rate to a
fixed interest rate.
Example 3

The consolidated group originated the
loans with the objective of holding them
to collect the contractual cash flows.

An entity has a business model with the
objective of originating loans to
customers and subsequently selling those However, the originating entity has an
loans to a securitisation vehicle. The
objective of realising cash flows on the
loan portfolio by selling the loans to the
securitisation vehicle, so for the purposes

securitisation vehicle issues instruments
to investors.
The originating entity controls the
securitisation vehicle and thus
consolidates it.

of its separate financial statements it
would not be considered to be managing
this portfolio in order to collect the
contractual cash flows.

The securitisation vehicle collects the
contractual cash flows from the loans and
passes them on to its investors.
It is assumed for the purposes of this
example that the loans continue to be
recognised in the consolidated statement
of financial position because they are not
derecognised by the securitisation
vehicle.
Example 4
A financial institution holds financial
assets to meet liquidity needs in a ‘stress
case’ scenario (eg, a run on the bank’s
deposits). The entity does not anticipate
selling these assets except in such
scenarios.

The objective of the entity’s business
model is to hold the financial assets to
collect contractual cash flows.

The analysis would not change even if
during a previous stress case scenario the
entity had sales that were significant in
value in order to meet its liquidity needs.
Similarly, recurring sales activity that is
The entity monitors the credit quality of insignificant in value is not inconsistent
with holding financial assets to collect
the financial assets and its objective in
managing the financial assets is to collect contractual cash flows.
the contractual cash flows. The entity
evaluates the performance of the assets
In contrast, if an entity holds financial
on the basis of interest revenue earned
assets to meet its everyday liquidity
needs and meeting that objective
and credit losses realised.
involves frequent sales that are
However, the entity also monitors the fair significant in value, the objective of the
value of the financial assets from a
entity’s business model is not to hold the
financial assets to collect contractual
liquidity perspective to ensure that the
cash amount that would be realised if the cash flows.
entity needed to sell the assets in a stress
case scenario would be sufficient to meet Similarly, if the entity is required by its
the entity’s liquidity needs. Periodically, regulator to routinely sell financial assets
the entity makes sales that are
to demonstrate that the assets are liquid,
insignificant in value to demonstrate
and the value of the assets sold is
liquidity.
significant, the entity’s business model is
not to hold financial assets to collect
contractual cash flows. Whether a third
party imposes the requirement to sell the
financial assets, or that activity is at the

entity’s discretion, is not relevant to the
analysis.
A business model whose objective is achieved by both collecting contractual cash flows and selling
financial assets

An entity may hold financial assets in a business model whose objective is achieved
by both collecting contractual cash flows and selling financial assets. In this type of
business model, the entity’s key management personnel have made a decision that
both collecting contractual cash flows and selling financial assets are integral to
achieving the objective of the business model. There are various objectives that
B4.1.4A may be consistent with this type of business model. For example, the objective of
the business model may be to manage everyday liquidity needs, to maintain a
particular interest yield profile or to match the duration of the financial assets to the
duration of the liabilities that those assets are funding. To achieve such an
objective, the entity will both collect contractual cash flows and sell financial
assets.
Compared to a business model whose objective is to hold financial assets to collect
contractual cash flows, this business model will typically involve greater frequency
and value of sales. This is because selling financial assets is integral to achieving
B4.1.4B the business model's objective instead of being only incidental to it. However, there
is no threshold for the frequency or value of sales that must occur in this business
model because both collecting contractual cash flows and selling financial assets are
integral to achieving its objective.
The following are examples of when the objective of the entity’s business model
may be achieved by both collecting contractual cash flows and selling financial
assets. This list of examples is not exhaustive. Furthermore, the examples are not
intended to describe all the factors that may be relevant to the assessment of the
entity’s business model nor specify the relative importance of the factors.
Example

Analysis

The objective of the business model is
achieved by both collecting contractual
An entity anticipates capital expenditure cash flows and selling financial assets.
The entity will make decisions on an
in a few years. The entity invests its
ongoing basis about whether collecting
B4.1.4C excess cash in short and long-term
contractual cash flows or selling
financial assets so that it can fund the
expenditure when the need arises. Many financial assets will maximise the return
of the financial assets have contractual on the portfolio until the need arises for
lives that exceed the entity’s anticipated the invested cash.
investment period.
In contrast, consider an entity that
The entity will hold financial assets to
anticipates a cash outflow in five years
to fund capital expenditure and invests
collect the contractual cash flows and,
when an opportunity arises, it will sell
excess cash in short-term financial
assets. When the investments mature,
financial assets to re-invest the cash in
the entity reinvests the cash in new
financial assets with a higher return.
short-term financial assets. The entity
Example 5

The managers responsible for the
maintains this strategy until the funds
portfolio are remunerated based on the are needed, at which time the entity uses
overall return generated by the portfolio. the proceeds from the maturing financial
assets to fund the capital expenditure.
Only sales that are insignificant in value
occur before maturity (unless there is an
increase in credit risk). The objective of
this contrasting business model is to
hold financial assets to collect
contractual cash flows.
Example 6
A financial institution holds financial
assets to meet its everyday liquidity
needs. The entity seeks to minimise the
costs of managing those liquidity needs
and therefore actively manages the
return on the portfolio. That return
consists of collecting contractual
payments as well as gains and losses
from the sale of financial assets.

The objective of the business model is to
maximise the return on the portfolio to
meet everyday liquidity needs and the
entity achieves that objective by both
collecting contractual cash flows and
selling financial assets. In other words,
both collecting contractual cash flows
and selling financial assets are integral
to achieving the business model’s
objective.

As a result, the entity holds financial
assets to collect contractual cash flows
and sells financial assets to reinvest in
higher yielding financial assets or to
better match the duration of its
liabilities. In the past, this strategy has
resulted in frequent sales activity and
such sales have been significant in
value. This activity is expected to
continue in the future.
The objective of the business model is to
fund the insurance contract liabilities.
To achieve this objective, the entity
An insurer holds financial assets in
collects contractual cash flows as they
order to fund insurance contract
liabilities. The insurer uses the proceeds come due and sells financial assets to
maintain the desired profile of the asset
from the contractual cash flows on the
portfolio. Thus both collecting
financial assets to settle insurance
contract liabilities as they come due. To contractual cash flows and selling
financial assets are integral to achieving
ensure that the contractual cash flows
from the financial assets are sufficient to the business model’s objective.
settle those liabilities, the insurer
undertakes significant buying and
selling activity on a regular basis to
rebalance its portfolio of assets and to
meet cash flow needs as they arise.
Example 7

Other business models

Financial assets are measured at fair value through profit or loss if they are not held
within a business model whose objective is to hold assets to collect contractual cash
flows or within a business model whose objective is achieved by both collecting
contractual cash flows and selling financial assets (but see also paragraph 5.7.5). One
business model that results in measurement at fair value through profit or loss is one
in which an entity manages the financial assets with the objective of realising cash
B4.1.5 flows through the sale of the assets. The entity makes decisions based on the assets’
fair values and manages the assets to realise those fair values. In this case, the entity’s
objective will typically result in active buying and selling. Even though the entity will
collect contractual cash flows while it holds the financial assets, the objective of such
a business model is not achieved by both collecting contractual cash flows and selling
financial assets. This is because the collection of contractual cash flows is not integral
to achieving the business model’s objective; instead, it is incidental to it.
A portfolio of financial assets that is managed and whose performance is evaluated on
a fair value basis (as described in paragraph 4.2.2(b)) is neither held to collect
contractual cash flows nor held both to collect contractual cash flows and to sell
financial assets. The entity is primarily focused on fair value information and uses
that information to assess the assets’ performance and to make decisions. In addition,
B4.1.6
a portfolio of financial assets that meets the definition of held for trading is not held
to collect contractual cash flows or held both to collect contractual cash flows and to
sell financial assets. For such portfolios, the collection of contractual cash flows is
only incidental to achieving the business model’s objective. Consequently, such
portfolios of financial assets must be measured at fair value through profit or loss.
Contractual cash flows that are solely payments of principal and interest on the
principal amount outstanding
Paragraph 4.1.1(b) requires an entity to classify a financial asset on the basis of its
contractual cash flow characteristics if the financial asset is held within a business
model whose objective is to hold assets to collect contractual cash flows or within a
business model whose objective is achieved by both collecting contractual cash
B4.1.7
flows and selling financial assets, unless paragraph 4.1.5 applies. To do so, the
condition in paragraphs 4.1.2(b) and 4.1.2A(b) requires an entity to determine
whether the asset’s contractual cash flows are solely payments of principal and
interest on the principal amount outstanding.
Contractual cash flows that are solely payments of principal and interest on the
principal amount outstanding are consistent with a basic lending arrangement. In a
basic lending arrangement, consideration for the time value of money (see
paragraphs B4.1.9A–B4.1.9E) and credit risk are typically the most significant
elements of interest. However, in such an arrangement, interest can also include
consideration for other basic lending risks (for example, liquidity risk) and costs
(for example, administrative costs) associated with holding the financial asset for a
B4.1.7A
particular period of time. In addition, interest can include a profit margin that is
consistent with a basic lending arrangement. In extreme economic circumstances,
interest can be negative if, for example, the holder of a financial asset either
explicitly or implicitly pays for the deposit of its money for a particular period of
time (and that fee exceeds the consideration that the holder receives for the time
value of money, credit risk and other basic lending risks and costs). However,
contractual terms that introduce exposure to risks or volatility in the contractual

cash flows that is unrelated to a basic lending arrangement, such as exposure to
changes in equity prices or commodity prices, do not give rise to contractual cash
flows that are solely payments of principal and interest on the principal amount
outstanding. An originated or a purchased financial asset can be a basic lending
arrangement irrespective of whether it is a loan in its legal form.
In accordance with paragraph 4.1.3(a), principal is the fair value of the financial
B4.1.7B asset at initial recognition. However that principal amount may change over the life
of the financial asset (for example, if there are repayments of principal).
An entity shall assess whether contractual cash flows are solely payments of
B4.1.8 principal and interest on the principal amount outstanding for the currency in which
the financial asset is denominated.
Leverage is a contractual cash flow characteristic of some financial assets. Leverage
increases the variability of the contractual cash flows with the result that they do not
have the economic characteristics of interest. Stand-alone option, forward and swap
B4.1.9 contracts are examples of financial assets that include such leverage. Thus, such
contracts do not meet the condition in paragraphs 4.1.2(b) and 4.1.2A(b) and cannot
be subsequently measured at amortised cost or fair value through other
comprehensive income.
Consideration for the time value of money

Time value of money is the element of interest that provides consideration for only
the passage of time. That is, the time value of money element does not provide
consideration for other risks or costs associated with holding the financial asset. In
B4.1.9A order to assess whether the element provides consideration for only the passage of
time, an entity applies judgement and considers relevant factors such as the
currency in which the financial asset is denominated and the period for which the
interest rate is set.
However, in some cases, the time value of money element may be modified
(ie imperfect). That would be the case, for example, if a financial asset’s interest
rate is periodically reset but the frequency of that reset does not match the tenor of
the interest rate (for example, the interest rate resets every month to a one-year rate)
or if a financial asset’s interest rate is periodically reset to an average of particular
B4.1.9B short- and long-term interest rates. In such cases, an entity must assess the
modification to determine whether the contractual cash flows represent solely
payments of principal and interest on the principal amount outstanding. In some
circumstances, the entity may be able to make that determination by performing a
qualitative assessment of the time value of money element whereas, in other
circumstances, it may be necessary to perform a quantitative assessment.
When assessing a modified time value of money element, the objective is to
determine how different the contractual (undiscounted) cash flows could be from
the (undiscounted) cash flows that would arise if the time value of money element
was not modified (the benchmark cash flows). For example, if the financial asset
B4.1.9C under assessment contains a variable interest rate that is reset every month to a oneyear interest rate, the entity would compare that financial asset to a financial
instrument with identical contractual terms and the identical credit risk except the
variable interest rate is reset monthly to a one-month interest rate. If the modified
time value of money element could result in contractual (undiscounted) cash flows

that are significantly different from the (undiscounted) benchmark cash flows, the
financial asset does not meet the condition in paragraphs 4.1.2(b) and 4.1.2A(b). To
make this determination, the entity must consider the effect of the modified time
value of money element in each reporting period and cumulatively over the life of
the financial instrument. The reason for the interest rate being set in this way is not
relevant to the analysis. If it is clear, with little or no analysis, whether the
contractual (undiscounted) cash flows on the financial asset under the assessment
could (or could not) be significantly different from the (undiscounted) benchmark
cash flows, an entity need not perform a detailed assessment.
When assessing a modified time value of money element, an entity must consider
factors that could affect future contractual cash flows. For example, if an entity is
assessing a bond with a five-year term and the variable interest rate is reset every
six months to a five-year rate, the entity cannot conclude that the contractual cash
flows are solely payments of principal and interest on the principal amount
outstanding simply because the interest rate curve at the time of the assessment is
such that the difference between a five-year interest rate and a six-month interest
rate is not significant. Instead, the entity must also consider whether the relationship
B4.1.9D between the five-year interest rate and the six-month interest rate could change over
the life of the instrument such that the contractual (undiscounted) cash flows over
the life of the instrument could be significantly different from the (undiscounted)
benchmark cash flows. However, an entity must consider only reasonably possible
scenarios instead of every possible scenario. If an entity concludes that the
contractual (undiscounted) cash flows could be significantly different from the
(undiscounted) benchmark cash flows, the financial asset does not meet the
condition in paragraphs 4.1.2(b) and 4.1.2A(b) and therefore cannot be measured at
amortised cost or fair value through other comprehensive income.
In some jurisdictions, the government or a regulatory authority sets interest rates.
For example, such government regulation of interest rates may be part of a broad
macroeconomic policy or it may be introduced to encourage entities to invest in a
particular sector of the economy. In some of these cases, the objective of the time
value of money element is not to provide consideration for only the passage of time.
B4.1.9E However, despite paragraphs B4.1.9A–B4.1.9D, a regulated interest rate shall be
considered a proxy for the time value of money element for the purpose of applying
the condition in paragraphs 4.1.2(b) and 4.1.2A(b) if that regulated interest rate
provides consideration that is broadly consistent with the passage of time and does
not provide exposure to risks or volatility in the contractual cash flows that are
inconsistent with a basic lending arrangement.
Contractual terms that change the timing or amount of contractual cash flows

If a financial asset contains a contractual term that could change the timing or
amount of contractual cash flows (for example, if the asset can be prepaid before
maturity or its term can be extended), the entity must determine whether the
contractual cash flows that could arise over the life of the instrument due to that
B4.1.10 contractual term are solely payments of principal and interest on the principal
amount outstanding. To make this determination, the entity must assess the
contractual cash flows that could arise both before, and after, the change in
contractual cash flows. The entity may also need to assess the nature of any
contingent event (ie the trigger) that would change the timing or amount of the

contractual cash flows. While the nature of the contingent event in itself is not a
determinative factor in assessing whether the contractual cash flows are solely
payments of principal and interest, it may be an indicator. For example, compare a
financial instrument with an interest rate that is reset to a higher rate if the debtor
misses a particular number of payments to a financial instrument with an interest
rate that is reset to a higher rate if a specified equity index reaches a particular level.
It is more likely in the former case that the contractual cash flows over the life of the
instrument will be solely payments of principal and interest on the principal amount
outstanding because of the relationship between missed payments and an increase in
credit risk. (See also paragraph B4.1.18.)
The following are examples of contractual terms that result in contractual cash flows
that are solely payments of principal and interest on the principal amount
outstanding:
a variable interest rate that consists of consideration for the time value of
money, the credit risk associated with the principal amount outstanding during a
(a) particular period of time (the consideration for credit risk may be determined at
initial recognition only, and so may be fixed) and other basic lending risks and
costs, as well as a profit margin;
a contractual term that permits the issuer (ie the debtor) to prepay a debt
B4.1.11
instrument or permits the holder (ie the creditor) to put a debt instrument back
to the issuer before maturity and the prepayment amount substantially
(b)
represents unpaid amounts of principal and interest on the principal amount
outstanding, which may include reasonable compensation for the early
termination of the contract; and
a contractual term that permits the issuer or the holder to extend the contractual
term of a debt instrument (ie an extension option) and the terms of the extension
option result in contractual cash flows during the extension period that are
(c)
solely payments of principal and interest on the principal amount outstanding,
which may include reasonable additional compensation for the extension of the
contract.
Despite paragraph B4.1.10, a financial asset that would otherwise meet the
condition in paragraphs 4.1.2(b) and 4.1.2A(b) but does not do so only as a result
of a contractual term that permits (or requires) the issuer to prepay a debt
instrument or permits (or requires) the holder to put a debt instrument back to the
issuer before maturity is eligible to be measured at amortised cost or fair value
through other comprehensive income (subject to meeting the condition in
paragraph 4.1.2(a) or the condition in paragraph 4.1.2A(a)) if:
B4.1.12

the entity acquires or originates the financial asset at a premium or discount to
the contractual par amount;
the prepayment amount substantially represents the contractual par amount
(b) and accrued (but unpaid) contractual interest, which may include reasonable
compensation for the early termination of the contract; and
when the entity initially recognises the financial asset, the fair value of the
(c)
prepayment feature is insignificant.
(a)

B4.1.12A

For the purpose of applying paragraphs B4.1.11(b) and B4.1.12(b), irrespective of
the event or circumstance that causes the early termination of the contract, a party

may pay or receive reasonable compensation for that early termination. For
example, a party may pay or receive reasonable compensation when it chooses to
terminate the contract early (or otherwise causes the early termination to occur).
The following examples illustrate contractual cash flows that are solely payments of
principal and interest on the principal amount outstanding. This list of examples is
not exhaustive.
Instrument

Analysis

The contractual cash flows are solely
payments of principal and interest on the
Instrument A is a bond with a stated principal amount outstanding. Linking
maturity date. Payments of principal payments of principal and interest on the
and interest on the principal amount principal amount outstanding to an
outstanding are linked to an inflation unleveraged inflation index resets the time
value of money to a current level. In other
index of the currency in which the
words, the interest rate on the instrument
instrument is issued. The inflation
link is not leveraged and the principal reflects ‘real’ interest. Thus, the interest
amounts are consideration for the time
is protected.
value of money on the principal amount
outstanding.
Instrument A

However, if the interest payments were
indexed to another variable such as the
debtor’s performance (eg the debtor’s net
income) or an equity index, the contractual
cash flows are not payments of principal
and interest on the principal amount
outstanding (unless the indexing to the
debtor’s performance results in an
adjustment that only compensates the
holder for changes in the credit risk of the
instrument, such that contractual cash
flows are solely payments of principal and
interest). That is because the contractual
cash flows reflect a return that is
inconsistent with a basic lending
arrangement (see paragraph B4.1.7A).

B4.1.13

Instrument B
Instrument B is a variable interest rate
instrument with a stated maturity date
that permits the borrower to choose
the market interest rate on an ongoing
basis. For example, at each interest
rate reset date, the borrower can
choose to pay three-month LIBOR for
a three-month term or one-month
LIBOR for a one-month term.

The contractual cash flows are solely
payments of principal and interest on the
principal amount outstanding as long as the
interest paid over the life of the instrument
reflects consideration for the time value of
money, for the credit risk associated with
the instrument and for other basic lending
risks and costs, as well as a profit margin
(see paragraph B4.1.7A). The fact that the
LIBOR interest rate is reset during the life

of the instrument does not in itself
disqualify the instrument.
However, if the borrower is able to choose
to pay a one-month interest rate that is reset
every three months, the interest rate is reset
with a frequency that does not match the
tenor of the interest rate. Consequently, the
time value of money element is modified.
Similarly, if an instrument has a
contractual interest rate that is based on a
term that can exceed the instrument’s
remaining life (for example, if an
instrument with a five-year maturity pays a
variable rate that is reset periodically but
always reflects a five-year maturity), the
time value of money element is modified.
That is because the interest payable in each
period is disconnected from the interest
period.
In such cases, the entity must qualitatively
or quantitatively assess the contractual cash
flows against those on an instrument that is
identical in all respects except the tenor of
the interest rate matches the interest period
to determine if the cash flows are solely
payments of principal and interest on the
principal amount outstanding. (But see
paragraph B4.1.9E for guidance on
regulated interest rates.)
For example, in assessing a bond with a
five-year term that pays a variable rate that
is reset every six months but always
reflects a five-year maturity, an entity
considers the contractual cash flows on an
instrument that resets every six months to a
six-month interest rate but is otherwise
identical.
The same analysis would apply if the
borrower is able to choose between the
lender’s various published interest rates
(eg the borrower can choose between the
lender’s published one-month variable
interest rate and the lender’s published
three-month variable interest rate).

Instrument C
Instrument C is a bond with a stated
maturity date and pays a variable
market interest rate. That variable
interest rate is capped.

The contractual cash flows of both:
an instrument that has a fixed interest
rate and
an instrument that has a variable
(b)
interest rate
(a)

are payments of principal and interest on
the principal amount outstanding as long as
the interest reflects consideration for the
time value of money, for the credit risk
associated with the instrument during the
term of the instrument and for other basic
lending risks and costs, as well as a profit
margin. (See paragraph B4.1.7A)
Consequently, an instrument that is a
combination of (a) and (b) (eg a bond with
an interest rate cap) can have cash flows
that are solely payments of principal and
interest on the principal amount
outstanding. Such a contractual term may
reduce cash flow variability by setting a
limit on a variable interest rate (eg an
interest rate cap or floor) or increase the
cash flow variability because a fixed rate
becomes variable.
Instrument D
Instrument D is a full recourse loan
and is secured by collateral.

The fact that a full recourse loan is
collateralised does not in itself affect the
analysis of whether the contractual cash
flows are solely payments of principal and
interest on the principal amount
outstanding.

The holder would analyse the contractual
terms of the financial instrument to
Instrument E is issued by a regulated determine whether they give rise to cash
flows that are solely payments of principal
bank and has a stated maturity date.
and interest on the principal amount
The instrument pays a fixed interest
rate and all contractual cash flows are outstanding and thus are consistent with a
basic lending arrangement.
non-discretionary.
Instrument E

However, the issuer is subject to
legislation that permits or requires a
national resolving authority to impose
losses on holders of particular
instruments, including Instrument E,
in particular circumstances. For
example, the national resolving

That analysis would not consider the
payments that arise only as a result of the
national resolving authority’s power to
impose losses on the holders of Instrument
E. That is because that power, and the

authority has the power to write down
the par amount of Instrument E or to
convert it into a fixed number of the
issuer’s ordinary shares if the national
resolving authority determines that
the issuer is having severe financial
difficulties, needs additional
regulatory capital or is ‘failing’.

resulting payments, are not contractual
terms of the financial instrument.
In contrast, the contractual cash flows
would not be solely payments of principal
and interest on the principal amount
outstanding if the contractual terms of the
financial instrument permit or require the
issuer or another entity to impose losses on
the holder (eg by writing down the par
amount or by converting the instrument
into a fixed number of the issuer’s ordinary
shares) as long as those contractual terms
are genuine, even if the probability is
remote that such a loss will be imposed.

The following examples illustrate contractual cash flows that are not solely
payments of principal and interest on the principal amount outstanding. This list of
examples is not exhaustive.
Instrument

Analysis

Instrument F

The holder would analyse the convertible bond in its
entirety.

Instrument F is a bond that
is convertible into a fixed
number of equity
instruments of the issuer.
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Instrument G
Instrument G is a loan that
pays an inverse floating
interest rate (ie the interest
rate has an inverse
relationship to market
interest rates).

The contractual cash flows are not payments of
principal and interest on the principal amount
outstanding because they reflect a return that is
inconsistent with a basic lending arrangement (see
paragraph B4.1.7A); ie the return is linked to the
value of the equity of the issuer.
The contractual cash flows are not solely payments of
principal and interest on the principal amount
outstanding.
The interest amounts are not consideration for the
time value of money on the principal amount
outstanding.

The contractual cash flows are not payments of
principal and interest on the principal amount
Instrument H is a perpetual outstanding. That is because the issuer may be
required to defer interest payments and additional
instrument but the issuer
may call the instrument at interest does not accrue on those deferred interest
amounts. As a result, interest amounts are not
any point and pay the
holder the par amount plus consideration for the time value of money on the
principal amount outstanding.
accrued interest due.
Instrument H

Instrument H pays a market If interest accrued on the deferred amounts, the
interest rate but payment of contractual cash flows could be payments of principal
interest cannot be made
and interest on the principal amount outstanding.
unless the issuer is able to
remain solvent immediately
afterwards.
Deferred interest does not
accrue additional interest.
The fact that Instrument H is perpetual does not in
itself mean that the contractual cash flows are not
payments of principal and interest on the principal
amount outstanding. In effect, a perpetual instrument
has continuous (multiple) extension options. Such
options may result in contractual cash flows that are
payments of principal and interest on the principal
amount outstanding if interest payments are
mandatory and must be paid in perpetuity.
Also, the fact that Instrument H is callable does not
mean that the contractual cash flows are not
payments of principal and interest on the principal
amount outstanding unless it is callable at an amount
that does not substantially reflect payment of
outstanding principal and interest on that principal
amount outstanding. Even if the callable amount
includes an amount that reasonably compensates the
holder for the early termination of the instrument, the
contractual cash flows could be payments of principal
and interest on the principal amount outstanding. (See
also paragraph B4.1.12.)
In some cases a financial asset may have contractual cash flows that are described as
principal and interest but those cash flows do not represent the payment of principal
B4.1.15
and interest on the principal amount outstanding as described in paragraphs 4.1.2(b),
4.1.2A(b) and 4.1.3 of this Standard.
This may be the case if the financial asset represents an investment in particular
assets or cash flows and hence the contractual cash flows are not solely payments of
principal and interest on the principal amount outstanding. For example, if the
contractual terms stipulate that the financial asset’s cash flows increase as more
B4.1.16 automobiles use a particular toll road, those contractual cash flows are inconsistent
with a basic lending arrangement. As a result, the instrument would not satisfy the
condition in paragraphs 4.1.2(b) and 4.1.2A(b). This could be the case when a
creditor’s claim is limited to specified assets of the debtor or the cash flows from
specified assets (for example, a ‘non-recourse’ financial asset).
However, the fact that a financial asset is non-recourse does not in itself necessarily
preclude the financial asset from meeting the condition
B4.1.17
in paragraphs 4.1.2(b) and 4.1.2A(b). In such situations, the creditor is required to
assess (‘look through to’) the particular underlying assets or cash flows to determine

whether the contractual cash flows of the financial asset being classified are
payments of principal and interest on the principal amount outstanding. If the terms
of the financial asset give rise to any other cash flows or limit the cash flows in a
manner inconsistent with payments representing principal and interest, the financial
asset does not meet the condition in paragraphs 4.1.2(b) and 4.1.2A(b). Whether the
underlying assets are financial assets or non-financial assets does not in itself affect
this assessment.
A contractual cash flow characteristic does not affect the classification of the
financial asset if it could have only a de minimis effect on the contractual cash flows
of the financial asset. To make this determination, an entity must consider the
possible effect of the contractual cash flow characteristic in each reporting period
and cumulatively over the life of the financial instrument. In addition, if a
B4.1.18 contractual cash flow characteristic could have an effect on the contractual cash
flows that is more than de minimis (either in a single reporting period or
cumulatively) but that cash flow characteristic is not genuine, it does not affect the
classification of a financial asset. A cash flow characteristic is not genuine if it
affects the instrument’s contractual cash flows only on the occurrence of an event
that is extremely rare, highly abnormal and very unlikely to occur.
In almost every lending transaction the creditor’s instrument is ranked relative to the
instruments of the debtor’s other creditors. An instrument that is subordinated to
other instruments may have contractual cash flows that are payments of principal
and interest on the principal amount outstanding if the debtor’s non-payment is a
breach of contract and the holder has a contractual right to unpaid amounts of
principal and interest on the principal amount outstanding even in the event of the
B4.1.19 debtor’s bankruptcy. For example, a trade receivable that ranks its creditor as a
general creditor would qualify as having payments of principal and interest on the
principal amount outstanding. This is the case even if the debtor issued loans that are
collateralised, which in the event of bankruptcy would give that loan holder priority
over the claims of the general creditor in respect of the collateral but does not affect
the contractual right of the general creditor to unpaid principal and other amounts
due.

…
Measurement (Chapter 5)
Initial measurement (Section 5.1)
The fair value of a financial instrument at initial recognition is normally the
transaction price (ie the fair value of the consideration given or received, see also
paragraph B5.1.2A and IFRS 13). However, if part of the consideration given or
received is for something other than the financial instrument, an entity shall measure
the fair value of the financial instrument. For example, the fair value of a long-term
B5.1.1
loan or receivable that carries no interest can be measured as the present value of all
future cash receipts discounted using the prevailing market rate(s) of interest for a
similar instrument (similar as to currency, term, type of interest rate and other factors)
with a similar credit rating. Any additional amount lent is an expense or a reduction
of income unless it qualifies for recognition as some other type of asset.

If an entity originates a loan that bears an off-market interest rate (eg 5 per cent when
the market rate for similar loans is 8 per cent), and receives an upfront fee as
B5.1.2
compensation, the entity recognises the loan at its fair value, ie net of the fee it
receives.
The best evidence of the fair value of a financial instrument at initial recognition is
normally the transaction price (ie the fair value of the consideration given or
received, see also IFRS 13). If an entity determines that the fair value at initial
recognition differs from the transaction price as mentioned in paragraph 5.1.1A, the
entity shall account for that instrument at that date as follows:
at the measurement required by paragraph 5.1.1 if that fair value is evidenced
by a quoted price in an active market for an identical asset or liability (ie a
(a)
Level 1 input) or based on a valuation technique that uses only data from
B5.1.2A
observable markets. An entity shall recognise the difference between the fair
value at initial recognition and the transaction price as a gain or loss.
in all other cases, at the measurement required by paragraph 5.1.1, adjusted to
defer the difference between the fair value at initial recognition and the
transaction price. After initial recognition, the entity shall recognise that
(b)
deferred difference as a gain or loss only to the extent that it arises from a
change in a factor (including time) that market participants would take into
account when pricing the asset or liability.

Subsequent measurement (Sections 5.2 and 5.3)
If a financial instrument that was previously recognised as a financial asset is
measured at fair value through profit or loss and its fair value decreases below zero, it
B5.2.1 is a financial liability measured in accordance with paragraph 4.2.1. However, hybrid
contracts with hosts that are assets within the scope of this Standard are always
measured in accordance with paragraph 4.3.2.
The following example illustrates the accounting for transaction costs on the initial
and subsequent measurement of a financial asset measured at fair value with changes
through other comprehensive income in accordance with either paragraph 5.7.5
or 4.1.2A. An entity acquires a financial asset for CU100 plus a purchase commission
of CU2. Initially, the entity recognises the asset at CU102. The reporting period ends
B5.2.2 one day later, when the quoted market price of the asset is CU100. If the asset were
sold, a commission of CU3 would be paid. On that date, the entity measures the asset
at CU100 (without regard to the possible commission on sale) and recognises a loss
of CU2 in other comprehensive income. If the financial asset is measured at fair value
through other comprehensive income in accordance with paragraph 4.1.2A, the
transaction costs are amortised to profit or loss using the effective interest method.
The subsequent measurement of a financial asset or financial liability and the
B5.2.2A subsequent recognition of gains and losses described in paragraph B5.1.2A shall be
consistent with the requirements of this Standard.
Investments in equity instruments and contracts on those investments
B5.2.3

All investments in equity instruments and contracts on those instruments must be
measured at fair value. However, in limited circumstances, cost may be an

appropriate estimate of fair value. That may be the case if insufficient more recent
information is available to measure fair value, or if there is a wide range of possible
fair value measurements and cost represents the best estimate of fair value within that
range.
Indicators that cost might not be representative of fair value include:
a significant change in the performance of the investee compared with budgets,
plans or milestones.
changes in expectation that the investee’s technical product milestones will be
(b)
achieved.
a significant change in the market for the investee’s equity or its products or
(c)
potential products.
B5.2.4
a significant change in the global economy or the economic environment in
(d)
which the investee operates.
a significant change in the performance of comparable entities, or in the
(e)
valuations implied by the overall market.
internal matters of the investee such as fraud, commercial disputes, litigation,
(f)
changes in management or strategy.
evidence from external transactions in the investee’s equity, either by the
(g) investee (such as a fresh issue of equity), or by transfers of equity instruments
between third parties.
(a)

The list in paragraph B5.2.4 is not exhaustive. An entity shall use all information
about the performance and operations of the investee that becomes available after the
B5.2.5 date of initial recognition. To the extent that any such relevant factors exist, they may
indicate that cost might not be representative of fair value. In such cases, the entity
must measure fair value.
Cost is never the best estimate of fair value for investments in quoted equity
B5.2.6
instruments (or contracts on quoted equity instruments).

Amortised cost measurement (Section 5.4)
Effective interest method
In applying the effective interest method, an entity identifies fees that are an integral
part of the effective interest rate of a financial instrument. The description of fees for
financial services may not be indicative of the nature and substance of the services
provided. Fees that are an integral part of the effective interest rate of a financial
B5.4.1
instrument are treated as an adjustment to the effective interest rate, unless the
financial instrument is measured at fair value, with the change in fair value being
recognised in profit or loss. In those cases, the fees are recognised as revenue or
expense when the instrument is initially recognised.
Fees that are an integral part of the effective interest rate of a financial instrument
include:
B5.4.2

origination fees received by the entity relating to the creation or acquisition of a
(a) financial asset. Such fees may include compensation for activities such as
evaluating the borrower’s financial condition, evaluating and recording

guarantees, collateral and other security arrangements, negotiating the terms of
the instrument, preparing and processing documents and closing the transaction.
These fees are an integral part of generating an involvement with the resulting
financial instrument.
commitment fees received by the entity to originate a loan when the loan
commitment is not measured in accordance with paragraph 4.2.1(a) and it is
probable that the entity will enter into a specific lending arrangement. These fees
(b)
are regarded as compensation for an ongoing involvement with the acquisition of
a financial instrument. If the commitment expires without the entity making the
loan, the fee is recognised as revenue on expiry.
origination fees paid on issuing financial liabilities measured at amortised cost.
These fees are an integral part of generating an involvement with a financial
liability. An entity distinguishes fees and costs that are an integral part of the
(c)
effective interest rate for the financial liability from origination fees and
transaction costs relating to the right to provide services, such as investment
management services.
Fees that are not an integral part of the effective interest rate of a financial instrument
and are accounted for in accordance with IFRS 15 include:
(a) fees charged for servicing a loan;
commitment fees to originate a loan when the loan commitment is not measured
B5.4.3
(b) in accordance with paragraph 4.2.1(a) and it is unlikely that a specific lending
arrangement will be entered into; and
loan syndication fees received by an entity that arranges a loan and retains no
(c) part of the loan package for itself (or retains a part at the same effective interest
rate for comparable risk as other participants).
When applying the effective interest method, an entity generally amortises any fees,
points paid or received, transaction costs and other premiums or discounts that are
included in the calculation of the effective interest rate over the expected life of the
financial instrument. However, a shorter period is used if this is the period to which
the fees, points paid or received, transaction costs, premiums or discounts relate. This
will be the case when the variable to which the fees, points paid or received,
transaction costs, premiums or discounts relate is repriced to market rates before the
expected maturity of the financial instrument. In such a case, the appropriate
amortisation period is the period to the next such repricing date. For example, if a
B5.4.4 premium or discount on a floating-rate financial instrument reflects the interest that
has accrued on that financial instrument since the interest was last paid, or changes in
the market rates since the floating interest rate was reset to the market rates, it will be
amortised to the next date when the floating interest is reset to market rates. This is
because the premium or discount relates to the period to the next interest reset date
because, at that date, the variable to which the premium or discount relates (ie interest
rates) is reset to the market rates. If, however, the premium or discount results from a
change in the credit spread over the floating rate specified in the financial instrument,
or other variables that are not reset to the market rates, it is amortised over the
expected life of the financial instrument.
For floating-rate financial assets and floating-rate financial liabilities, periodic reB5.4.5 estimation of cash flows to reflect the movements in the market rates of interest alters
the effective interest rate. If a floating-rate financial asset or a floating-rate financial

liability is recognised initially at an amount equal to the principal receivable or
payable on maturity, re-estimating the future interest payments normally has no
significant effect on the carrying amount of the asset or the liability.
If an entity revises its estimates of payments or receipts (excluding modifications in
accordance with paragraph 5.4.3 and changes in estimates of expected credit losses),
it shall adjust the gross carrying amount of the financial asset or amortised cost of a
financial liability (or group of financial instruments) to reflect actual and revised
estimated contractual cash flows. The entity recalculates the gross carrying amount of
B5.4.6 the financial asset or amortised cost of the financial liability as the present value of
the estimated future contractual cash flows that are discounted at the financial
instrument’s original effective interest rate (or credit-adjusted effective interest rate
for purchased or originated credit-impaired financial assets) or, when applicable, the
revised effective interest rate calculated in accordance with paragraph 6.5.10. The
adjustment is recognised in profit or loss as income or expense.
In some cases a financial asset is considered credit-impaired at initial recognition
because the credit risk is very high, and in the case of a purchase it is acquired at a
deep discount. An entity is required to include the initial expected credit losses in the
estimated cash flows when calculating the credit-adjusted effective interest rate for
B5.4.7
financial assets that are considered to be purchased or originated credit-impaired at
initial recognition. However, this does not mean that a credit-adjusted effective
interest rate should be applied solely because the financial asset has high credit risk at
initial recognition.
Transaction costs
Transaction costs include fees and commission paid to agents (including employees
acting as selling agents), advisers, brokers and dealers, levies by regulatory agencies
B5.4.8 and security exchanges, and transfer taxes and duties. Transaction costs do not
include debt premiums or discounts, financing costs or internal administrative or
holding costs.
Write-off
Write-offs can relate to a financial asset in its entirety or to a portion of it. For
example, an entity plans to enforce the collateral on a financial asset and expects to
B5.4.9 recover no more than 30 per cent of the financial asset from the collateral. If the
entity has no reasonable prospects of recovering any further cash flows from the
financial asset, it should write off the remaining 70 per cent of the financial asset.

