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2. BASIS OF PREPARATION (CONTINUED)

Classification and measurement

The classification and measurement of financial assets will depend on how these are managed (the entity’s 
business model) and their contractual cash flow characteristics. These factors determine whether the financial 
assets are measured at amortised cost, fair value through other comprehensive income (‘FVOCI’) or fair value 
through profit or loss (‘FVPL’). In many instances, the classification and measurement outcomes will be similar 
to IAS 39, although differences will arise. For example, under IFRS 9, embedded derivatives are not separated 
from host financial assets and equity securities are measured at FVPL or, in limited circumstances, at FVOCI. The 
combined effect of the application of the business model and the contractual cash flow characteristics tests 
may result in some differences in the population of financial assets measured at amortised cost or fair value 
compared with IAS 39. The classification of financial liabilities is essentially unchanged. For certain liabilities 
measured at fair value, gains or losses relating to changes in the entity’s own credit risk are tobe included in 
other comprehensive income.

Impairment

The impairment requirements apply to financial assets measured at amortised cost and FVOCI, and lease 
receivables and certain loan commitments and financial guarantee contracts. At initial recognition, allowance 
(or provision in the case of commitments and guarantees) is required for expected credit losses (‘ECL’) resulting 
from default events that are possible within the next 12 months (‘12-month ECL’). In the event of a significant 
increase in credit risk, allowance (or provision) is required for ECL resulting from all possible default events over 
the expected life of the financial instrument (‘lifetime ECL’). Financial assets where 12-month ECL is recognised 
are considered to be ‘stage 1’; financial assets which are considered to have experienced a significant increase 
in credit risk are in ‘stage 2’; and financial assets for which there is objective evidence of impairment so are 
considered to be in default or otherwise credit impaired are in ‘stage 3’.

The assessment of whether credit risk has increased significantly since initial recognition is performed for each 
reporting period by considering the change in the risk of default occurring over the remaining life of the financial 
instrument, rather than by considering an increase in ECL.

The assessment of credit risk, and the estimation of ECL, are required to be unbiased and probability-weighted, 
and should incorporate all available information which is relevant to the assessment including information 
about past events, current conditions and reasonable and supportable forecasts of future events and economic 
conditions at the reporting date. In addition, the estimation of ECL should take into account the time value of 
money. As a result, the recognition and measurement of impairment is intended to be more forward-looking 
than under IAS 39 and the resulting impairment charge will tend to be more volatile. It will also tend to result 
in an increase in the total level of impairment allowances, since all financial assets will be assessed for at least 
12-month ECL and the population of financial assets to which lifetime ECL applies is likely to be larger than the 
population for which there is objective evidence of impairment in accordance with IAS 39.

Hedge accounting

The general hedge accounting requirements aim to simplify hedge accounting, creating a stronger link between 
it and risk management strategy and permitting the former to be applied to a greater variety of hedging 
instruments and risks. The standard does not explicitly address macro hedge accounting strategies, which 
are being considered in a separate project. To remove the risk of any conflict between existing macro hedge 
accounting practice and the new general hedge accounting requirements, IFRS 9 includes an accounting policy 
choice to remain with IAS 39 hedge accounting.

Transition

The classification and measurement and impairment requirements are applied retrospectively by adjusting the 
opening balance sheet at the date of initial application, with no requirement to restate comparative periods.

The mandatory application date for the standard as a whole is 1 January 2018, but it is possible to apply the 
revised presentation for certain liabilities measured at fair value from an earlier date.
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