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Section 1 — Introduction

1.1 History of IAS 32, IFRS 9 and IFRS 7

1.2 IFRS 9 for financial instruments — what is it about?
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1.1 History of IAS 32, IFRS 9 and IFRS 7

« TASB project to replace IAS 39 (three phases), first version issued in 2009
« Version including requirements for hedge accounting issued in 2013
« Current version issued in 2014 - Effective date: 01 January 2018
« EU endorsement in 2016
« Other standards on financial instruments:
> IAS 32 — Financial instruments: presentation

» IFRS 7 — Financial instruments: disclosure

Nov 2009 i
Classification and Jan 2011 Nov 2012 Nov 2013
Measurement Supplementary ~ ED on C&M IFRS g on Hedge Jan 2018
(C&M) of Fmancial Document on Limited Amendments Accounting and
Assets Impairment to IFRS g Own Credit IFRS 9 Effective Date
A
A
Nov 2009 Oct 2010 March 2013 July 2014
EDon C&M of Financial ED Financial IFRS g Final
Impairment Liabilities and Instruments: Standard
Derecognition Expected Credit
Losses
Financial Management and Reporting April 2018
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1.2 IFRS 9 for financial instruments — what is it about?

IAS 22 defines financial instruments:

LA financial instrument is any contract that gives rise to a financial asset of one
entity and a financial liability or equity instrument of another entity.*

« Cash & cash equivalents « Derivatives with negative
« Equity instruments of another market value
entity » A contractual obligation to
« Derivatives with positive deliver cash or another FI
market value

* A contractual right to receive
cash or another FI

Financial Management and Reporting April 2018
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| . . « 7.
Quiz — Where is the financial instrument?

Financial instrument Which Standard
(IFRS/IAS) ?

yes/no ?

Cash

Gold bar

Trade receivables

Fixed coupon bond

10 Allianz shares

90 % of Allianz shares

Financial Management and Reporting April 2018
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| . . « 7.
Quiz — Where is the financial instrument?

Financial instrument Which Standard
yes/no ? (IFRS/IAS) ?
Concession
FX forward
Advance payment on
inventories
Lease liability

Corporate tax receivable

Financial Management and Reporting April 2018
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1.2 IFRS 9 for financial instruments — what is it about?

IFRS 9 defines the recognition/derecognition, classification and

measurement of financial instruments and provides guidance on
hedge accounting.

Derecognition

* timing of » where to classify * how to measure
recognition and the financial financial
derecognition instrument instrument

- WHEN? - WHERE? « HOW MUCH?

Financial Management and Reporting

April 2018
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| . . .
Section 2 — Classification

2.1 Financial assets
2.2 Financial liabilities
2.3 Overview — Balance sheet
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Why does classification matter?

Because it drives measurement!

Measurement according

Classification

to classification

Financial Management and Reporting April 2018
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2.1 Financial assets
Overview of the categories under IFRS 9

Debt instruments Derivatives

Solely Payments of Principal and Interest (SPPI- no
criterion satisfied)?
yes yes
Business model ,Held | ™© | Business model ,Held | ™©
to collect“? to collect and sell“?
yes yes
yes

Exercise of FV option?

no

FV OCI
(with recycling)

Amortised

Cost

SPPI: Solely Payments of Principal & Interest; FV OCI = Fair Value through Other Comprehensive Income;
FV P&L = Fair Value through Profit & Loss

Financial Management and Reporting
PwC

Equity instruments

yes Held for trading?

no

no | Exercise of FV OCI
option?

yes

Fv OocCI

(without recycling)

April 2018
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2.1 Financial assets
Debt instruments — SPPI and business model assessment

Amortised cost

« Debt instruments that fulfill both of the following requirements:
> The asset is held to collect its contractual cash flows; and

» The asset’s contractual cash flows represent ‘solely payments of
principal and interest’ (‘SPPT’).

» Non-derivative instruments with fixed or determinable payments

« E.g.: Bond with fixed coupon (can be zero as well), trade receivables
(attention to factoring arrangements!)

» Business model assessment is no management decision but has to reflect the
actual circumstances!

« Financial assets are initially recognised at fair value and subsequently
measured at amortised cost

Financial Management and Reporting April 2018
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2.1 Financial assets
Debt instruments — SPPI and business model assessment

FV through OCI (with recycling)

* Debt instruments that fulfill both of the following requirements:

» Instrument is held within a business model whose objective is to both hold
and sell financial assets; and

» The asset’s contractual cash flows represent SPPI

« E.g.: Company holds some of its trade receivables, but also sells some to a bank
prior to maturity (Factoring)

» Intention to hold/sell a single instrument is not decisive - business model for a
class of instruments has to be assessed

« Financial assets are initially recognised and subsequently measured at fair value.

* Movements in the carrying amount through OCI (except impairment gains/losses,
interest revenue & foreign exchange gains/losses)

* By derecognition the cumulative gain or loss previously recognised in OCI is
reclassified to P&L.

Financial Management and Reporting April 2018
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2.1 Financial assets
Debt instruments — SPPI and business model assessment

FV through P&L

« Debt instruments that meet one of the following criteria:

« Cash flows do not only represent payments of principal and interest
- e.g.: shares in investment funds

« SPPI criterion is met, but business model is neither “Held to collect”
nor “Held to collect and sell” - e.g.: company sells all its trade
receivables under a factoring agreement

« FV P&L is the residual category

« Financial assets should be measured at fair value with all changes taken
through P&L

« Financial assets may be irrevocably designated as measured at FV P&L at
initial recognition in order to eliminate or significantly reduce an
accounting mismatch (FV Option)

Financial Management and Reporting April 2018
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2.1 Financial assets
Debt instruments — FV option Pros & Cons

o —

« Avoidance of an « No reclassification is allowed
accounting mismatch (irrevocable)
> no need for formal « Designation can only be made at

hedge documentation inception

« Designation limited to the main
scenario: elimination or significant
reduction of a measurement or
recognition inconsistency (‘accounting
mismatch’)

Financial Management and Reporting April 2018
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2.1 Fimancial assets

Equity instruments

Equity instruments (e.g.: shares in another company)

FV Option:
FV through P&L FV through OCI

» If held for trading «  If not held for trading -> irrevocable
election on initial recognition, on an
instrument-by-instrument basis

» Selling/rebuying is highly probable *  Goal: collect dividends
in the short run

* Goal: realize short-term profits

*  Selling is not probable in the short run

» No strategic interest .
5 . Strategic involvement/long-term

Investment

*  No recycling of reserves when
derecognised & no impairment
requirements

Financial Management and Reporting April 2018
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| . . . cxe. o
2.2 Financial lilabilities

* Held for trading « All other financial liabilities
» Derivatives

» FV option in the following cases:

» ‘accounting mismatch’

» when a group of financial
liabilities/financial assets &
financial liabilities is managed on a
FV basis
- changes in FV related to changes
in own credit risk are
presented separately in OCI
(without recycling)

Financial Management and Reporting

April 2018
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2.3 Overview — Balance sheet

Assets

Loans to Financial Institutions
(EUR 2,0 billion)

Loans other than to
financial institutions
(EUR 5,5 billion)

Amortised
cost

Trade Receivables

(EUR 12,7 billion)

Bonds (EUR 3,6 billion)

Others (EUR 0,7 billion)

Financial Management and Reporting
PwC

Liabilities

Deposits with Financial
Institutions (EUR 1,4 billion)

Deposits other than with financial
Institutions ( EUR 3,4 billion)

Retail Deposits Amortised

(EUR 11,1 billion) cost

Trading (EUR 1,7 billion)

Equity (EUR 0,9 billion)

Others (EUR 0,5 billion)

April 2018
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Quiz — Which category

FVOCI FVOCI FV P&L AC

(wrec) (w/orec)

Shares

Bond

Interest rate swap

Shares in investment funds

Share option

Financial Management and Reporting April 2018
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Section 3 — Measurement

3.1 Initial and subsequent measurement
3.2 Fair value (IFRS 13)

3.3 Amortised cost

Financial Management and Reporting April 2018
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3.1 Initial and subsequent measurement

Initial recognition Subsequent measurement

o At fair value (FV P&L) » According to the classification
« At FV +/- transaction costs at FV or at amortised cost
(other than FV P&L)

» At transaction price (trade
receivables without significant
financing component)

Financial Management and Reporting April 2018
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3.2 Fair value — IFRS 13

IFRS 13 defines “fair value”:

,Fair value is the price that would be received to sell an asset or paid to transfer
a liability in an orderly transaction between market participants at the
measurement date.”

Fair value hierarchy:

* Quoted price for * Observable inputs « Unobservable inputs
identical asset/ other than quoted * Only if observable
liability prices inputs are not

« Active market « E.g.: prices for available

« No adjustment similar assets; « Allowed for
needed prices on non-active situations in which

markets there is little or no
market activity
Financial Management and Reporting April 2018
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3.3 Amortised cost

Calculation using effective interest method (IFRS 9.5.4.1)

Initial recognition

- Principal and interest payments

- /+ Cumulative amortisation of any difference
between initial amount and maturity amount

- Impairments

- Amortised cost

Financial Management and Reporting April 2018
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Section 4 — Derivatives

4.1 Definition
4.2 Accounting for derivatives
Financial Management and Reporting April 2018
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4.1 Definition

Definition of a derivative - 3 criteria that have to be fulfilled
cumulatively:

1)

3)

Its value changes in response to change in specified interest rate,
financial instrument price, commodity price, foreign exchange rate, index of
prices or rates, credit rating or credit index, or other variable, provided in
the case of a non-financial variable that the variable is not specific to a party
of the contract. (sometimes called the ‘underlying’).

It requires no initial net investment or an initial net investment that is
smaller than would be required for other types of contracts that would be
expected to have a similar response to changes in market factors.

It is settled at a future date.

Financial Management and Reporting April 2018
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Quiz — Is this a dertvative?

: l\.Io.o.r epitil] Settlement at a
Underlying initial net
: future date
Imvestment
Commodity forward
Bond

Interest rate swap

FX option

Financial Management and Reporting April 2018
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4.2 Accounting for derivatives

Derivatives are measured at fair value!

Contract Meets the Definition of a Derivative in IFRS 9

Hedge Accounting

No Hedge Accounting

Fair value derivative
through P&L

1 1

net
Investment

Exposes earnings to Reduces earnings volatility to extent
volatility effective in accounting terms, or moves

volatility to equity

Financial Management and Reporting April 2018
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Section 5 — Embedded derivatives

5.1
5.2
5-3
5.4

What is an embedded derivative?
Where to find embedded derivatives
Examples of embedded derivatives

Accounting for embedded derivatives
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5.1 What is an embedded derivative? (IFRS 9.4.3.1)

IFRS 9 defines embedded derivatives:

“An embedded derivative is a component of a hybrid contract that also
includes a non-derivative host — with the effect that some of the cash

flows of the combined instrument vary in a way similar to a stand-
alone derivative.”

Host contract + Embedded derivative = Hybrid contract

“A derivative that is attached to a financial instrument but is
contractually transferable independently of that instrument, or has a

different counterparty, is not an embedded derivative, but a separate
Sfinancial instrument.”

Financial Management and Reporting April 2018
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5.2 Where to find embedded derivatives

Equity Debt
Instruments
Embedded
Mortgage derivatives:
Loan
F/X option
Interest rate index
Commodity index ,
Consumer Leverage features Forelgn
Credit Equity index exchange

Supply or other contracts

Financial Management and Reporting April 2018
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5.3 Examples of embedded derivatives

A contract with pricing provisions tied to an index, or that contains
floors or caps

A contract with underlying provisions linked to a market risk (e.g.:
index interest rate, security price)

« Options related to prepayments

« Debt that includes any “leverage” provisions

« A contract with any “net cash settlement provisions”

 Options related to extension of maturity at initial rate or
predetermined rate.

Financial Management and Reporting April 2018
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| 5.4 Accounting for embedded derivatives

- Afinancial asset host that is within the scope of IFRS 9 is not
assessed for embedded derivatives -> SPPI criterion is applied
to the entire hybrid contract to determine the appropriate
measurement category

- For a financial liability host contract or a host contract not
within the scope of the IFRS 9 (e.g. leasing contracts) 2 The
embedded derivative is separated, if ...

it is not closely related to the host contract,
it would be a derivative, if it were free standing, and
 the hybrid contract is not measured at FV through P&L.

Financial Management and Reporting April 2018
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Section 6 — Economic mismatch

6.1 Economic hedge versus accounting mismatch
6.2 Why hedge accounting?

] Hedge versus fair value option

Financial Management and Reporting April 2018
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6.1 Economic hedge versus accounting mismatch

The need for hedging is an economic need!

Assets Liabilities

Long term mortgages “ Short(er) term funding
Fixed Rate Assets “ Floating Funding
Capped Mortgages “ Uncapped Funding

Unstructured Assets “ Structured Funding

Financial Management and Reporting April 2018
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6.1 Economic hedge versus accounting mismatch

Summary of balance sheet
Assets Liabilities

Deposits with Financial

Loans to Financial Institutions Institutions (EUR 1,4 billion)

(EUR 2,0 billion)
Deposits other than with financial

Loans other than to Institutions ( EUR 3,4 billion)
financial institutions

(EUR 35,5 billion)

Retail Deposits
(EUR 11,1 billion)

Trade Receivables

(EUR 12,7 billion)

Bonds (EUR 3,6 billion) Trading (EUR 1,7 billion)

Equity (EUR 0,9 billion)

Others (EUR 0,7 billion) Others (EUR 0,5 billion)

Financial Management and Reporting April 2018
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6.1 Economic hedge versus accounting mismatch

The economic mismatch is mitigated through the use of derivatives
and other instruments:

Derivatives

Long term mortgages Short(er) term funding

Fixed Rate Assets Floating Funding

Capped Mortgages Uncapped Funding

Unstructured Assets

Structured Funding

Financial Management and Reporting April 2018
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6.1 Economic hedge versus accounting mismatch

Solving the economic mismatch will result in an accounting mismatch:

- derivatives for economic hedging carried at fair value with changes in
income;

- hedged economic risks measured at cost, amortised cost or fair value with
gains and losses in equity or not recognised in the balance sheet.

- Accounting mismatch results in income statement volatility.

Financial Management and Reporting April 2018
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6.2 Why hedge accounting?

Accounting alternatives for derivative products under IFRS 9:

Contract Meets the Definition of a Derivative in IFRS 9

No Hedge Accounting Hedge Accounting

1 !

Fair value derivative net
through P&L '
Investment

Exposes earnings to Reduces earnings volatility to extent
volatility effective in accounting terms, or moves
volatility to equity

April 2018
39
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6.2 Why hedge accounting?

Financial
Instrument
(e.g.: Loan)

Amortised Cost

Derivative

Fair Value

No Hedge Accounting:
High Volatility of P&L

Financial Management and Reporting
PwC

Financial
Instrument
(e.g.: Loan)

Fair Value

Derivative

Fair Value

Hedge Accounting:

Compensation in P&L

April 2018
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6.3 Hedge accounting versus fair value option

What are the options to solve the accounting mismatch:
1. Fair value Option — (certain) assets and liabilities at fair value

- Assets and liabilities at full fair value, not just changes due to hedged risk but
also fair value changes due to credit risk, liquidity risk, ...

2. Hedge accounting

- Divergence from normal accounting rules for financial instruments to correct an
accounting mismatch and reduce income statement volatility.

Financial Management and Reporting April 2018
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Thank you for your attention!
Questions?

Raoul Vogel

FCA(UK); CA(SA); Hons.B.Compt

PwC, Director Austrian Accounting Consulting Services
Tel. +1 501 88 2031

raoul.vogel@pwec.com



