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1) Financial assets with ESG-linked features

Over the past few years, questions have arisen regarding how to classify some financial assets with ESG-linked
features — e.g. a loan with a reduction in its interest rate if a specified ESG target is met by the borrower — under
existing requirements. As the global market for these financial assets is growing rapidly, there has been an urgent need

for clarification on how such features should be analysed.

Resource: KPMG webpage — Classification of financial assets
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What’s the issue?

Under IFRS 9, it was unclear whether the contractual cash flows of some financial assets with ESG-linked features represented SPPI,
which is a condition for measurement at amortised cost. This could have resulted in financial assets with ESG-linked features being
measured at fair value through profit or loss.

Although the new amendments are more permissive, they apply to all contingent features, not just ESG-linked features. While the
amendments may allow certain financial assets with contingent features to meet the SPPI criterion, companies may need to perform
additional work to prove this. Judgement will be required in determining whether the new test is met.

Classifying financial assets with a contingent feature?

The amendments introduce an additional SPPI test for financial assets with contingent features that are not related directly to a change
in basic lending risks or costs — e.g. where the cash flows change depending on whether the borrower meets an ESG target specified in
the loan contract.

Under the amendments, certain financial assets including those with ESG-linked features could now meet the SPPI criterion, provided
that their cash flows are not significantly different from an identical financial asset without such a feature.

Resource: KPMG webpage — Classification of financial assets
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Do the contractual cash flows, both before and after
the contingent event, meet SPPI?

Is the nature of the contingent event related directly to
a change in basic lending risks or costs?

Are the contractual cash flows not significantly different
from those of an identical financial asset without the
contingency in all contractually possible scenarios?

Significantly Mot significantly
different different

Resource: KPMG webpage — Classification of financial assets
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A. Elements of interest in a basic lending arrangement

IFRS 9 states that contractual cash flows that are SPPI are consistent with a basic lending arrangement. In such arrangements, typical

elements of interest include compensation for the time value of money, credit risk, other basic lending risks (such as liquidity risk), and
costs associated with holding the financial asset—as well as a profit margin.

To help an entity assess whether the interest it receives in an arrangement is consistent with a basic lending arrangement, the IASB
proposes to clarify that:

« the assessment of interest focuses on what an entity is being compensated for, rather than how much compensation an entity

receives; and
contractual cash flows are inconsistent with a basic lending arrangement if:

o the cash flows include compensation for risks or market factors not typically considered basic lending risks or costs, even if such
terms are common in the market; and

o the cash flows change in a way that is not aligned with the direction and magnitude of changes in lending risks or costs.

Resource: IFRS Snapshot : Exposure Draft Amendments to the Classification and Measurement of Financial Instruments (March 2023)
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B. Contractual terms that change the timing or amount of contractual cash flows

IFRS 9 requires an entity to determine whether the cash flows that could arise over the life of a financial asset meet the SPPI
requirement.

Some financial assets contain contractual terms that could change the timing or amount of contractual cash flows following the
occurrence (or non-occurrence) of a contingent event.

To help entities assess whether such financial assets meet the SPPI requirement, the IASB proposes to clarify that:
an entity shall assess whether the contractually specified change would meet the SPPI requirement irrespective of the probability of
the contingent event occurring;
a change in contractual cash flows is consistent with a basic lending arrangement if the occurrence (or non-occurrence) of the
contingent event is specific to the debtor; and
the resulting contractual cash flows should represent neither an investment in the debtor nor an exposure to the performance of
specified assets.

Resource: IFRS Snapshot : Exposure Draft Amendments to the Classification and Measurement of Financial Instruments (March 2023)
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lllustrative examples 1

Instrument EA is a loan with an interest rate that is
adjusted every reporting period by a fixed number of
basis points if the debtor achieves a contractually
specified reduction in carbon emissions during

the preceding reporting period.

The maximum possible cumulative adjustments would not
significantly change the interest rate on the loan.

Resource: KPMG webpage — Classification of financial assets

Do the contractual cash flows, both before and after
the contingent event, meet SPPI?

Is the nature of the contingent event related directly to
a change in basic lending risks or costs?

Are the contractual cash flows not significantly different
from those of an identical financial asset without the
contingency in all contractually possible scenarios?

Significantly Mot significantly
different differe
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lllustrative examples 2

Instrument | is a loan with an interest rate that is adjusted
every reporting period to track the movements in a market-
determined carbon price index during the preceding reporting
period.

Resource: KPMG webpage — Classification of financial assets

Do the contractual cash flows, both before and after
the contingent event, meet SPPI?

Is the nature of the contingent event related directly to
a change in basic lending risks or costs?

Are the contractual cash flows not significantly different
from those of an identical financial asset without the
contingency in all contractually possible scenarios?

Significantly Mot significantly
different different
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Contractually linked instruments (CLIs) and non-recourse features

The amendments clarify the key characteristics of CLIs and how they differ from financial assets with non-recourse features. The
amendments also include factors that a company needs to consider when assessing the cash flows underlying a financial asset with
non-recourse features (the ‘look through’ test).

‘Look through’ assessment
If a financial asset has non-recourse features, IFRS 9 requires an entity to assess (‘look through to’) the particular underlying assets or
cash flows to determine whether the financial asset meets the SPPI requirement.

To assist entities in making this assessment, the IASB proposes to clarify that an entity may also need to consider factors such as the

legal and capital structure of the debtor, including the extent to which:

+ the cash flows from the underlying assets are expected to exceed the contractual cash flows on the financial asset being classified;
and

« any cash shortfall from the underlying assets is expected to be absorbed by subordinated instruments issued by the debtor.

Resource: KPMG webpage — Classification of financial assets
Resource: IFRS Snapshot : Exposure Draft Amendments to the Classification and Measurement of Financial Instruments (March 2023)
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2) Derecognition of financial liabilities settled through electronic transfers

What’s the issue?

There has been diversity in practice over the timing of the recognition and derecognition of financial assets and
financial liabilities, particularly when they are settled using electronic payment systems.

The IASB has amended IFRS 9 to clarify when a financial asset or a financial liability is recognised and

derecognised and to provide an exception for certain financial liabilities settled using an electronic payment
system.

Companies can choose to apply the exception for electronic payments on a system-by-system basis.
Given the widespread use of electronic payment systems, determining whether the exception criteria would be
met for each one may require significant time and effort.

Resource: KPMG webpage — Settlement by electronic payments
Resource: IFRS Snapshot : Exposure Draft Amendments to the Classification and Measurement of Financial Instruments (March 2023)
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What are the amendments?
Consider a company that settles its trade payable by using an electronic payment system. A typical timeline is shown in

the diagram below.

Meet
TO T derecognition
| | criteria

Payment

Payment of
2,000
initiated

Payment
cannot be
cancelled

completed

Under the amendments, the company generally derecognises its trade payable on the settlement date (i.e. on T3 in the
diagram above).

Resource: KPMG webpage — Settlement by electronic payments
Resource: IFRS Snapshot : Exposure Draft Amendments to the Classification and Measurement of Financial Instruments (March 2023)
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However, the amendments provide an exception for the derecognition of financial liabilities. The exception allows the
company to derecognise its trade payable before the settlement date, potentially on T1 in the diagram above, when it
uses an electronic payment system that meets all of the following criteria:

* no practical ability to withdraw, stop or cancel the payment instruction;

» no practical ability to access the cash to be used for settlement as a result of the payment instruction; and

» the settlement risk associated with the electronic payment system is insignificant.

TO T T2
| | I |
I | I |

Payment of Payment Payment
2,000 cannot be completed
initiated cancelled

New € No practical ability to cancel the payment

derecognition _J
exception
criteria

9 Mo practical ability to access the 2,000

a Settlement risk associated with this payment system isinsignificant

Resource: KPMG webpage — Settlement by electronic payments
Resource: IFRS Snapshot : Exposure Draft Amendments to the Classification and Measurement of Financial Instruments (March 2023)
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Companies face challenges in applying IFRS 9 Financial Instruments to contracts referencing nature-dependent
electricity — sometimes referred to as renewable power purchase agreements (PPAs). The International Accounting
Standards Board (IASB) has now amended IFRS 9 to address these challenges. The amendments include guidance
on:

» the ‘own-use’ exemption for purchasers of electricity under such PPAs; and

* hedge accounting requirements for companies that hedge their purchases or sales of electricity using PPAs.

What are contracts referencing nature-dependent electricity within the scope of the Amendments to IFRS 9?

Contracts referencing nature-dependent electricity are contracts that expose the company to variability in the
underlying amount of electricity because the source of electricity generation depends on uncontrollable natural
conditions (for example, the weather).

Contracts referencing nature-dependent electricity include both contracts to buy or sell nature-dependent electricity
and financial instruments that reference such electricity.

The company shall not apply the amendment by analogy to other contracts, items or transactions. (IFRS 9.2.3A-B)

Resource: KPMG webpage — Nature-dependent electricity contracts
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What are the amendments for the own-use exemption?

To apply the own-use exemption to a PPA, IFRS 9 currently requires companies to assess whether the contract is for
receipt of electricity in line with the company’s expected purchase or usage requirements — e.g. the purchaser expects
to use the quantity it buys, and then actually uses it.

The challenge arises due to the unique characteristics of electricity, including the difficulty to store it, and its market
structure — i.e. if a purchasing company is not able to use the electricity within a short period, the electricity has to be

sold back to the market within a specified time. Although these sales occur because of the market structure, and not to
profit from short-term price fluctuations, it is unclear if the company can apply the own-use exemption under existing
requirements.

The amendments allow a company to apply the own-use exemption to PPAs if the company has been, and expects
to be, a net-purchaser of electricity for the contract period.

Resource: KPMG webpage — Nature-dependent electricity contracts
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What are the amendments for hedge accounting?
(1/2)

Virtual PPAs and PPAs that do not meet the own-use
exemption are accounted for as derivatives and measured at
FVTPL. Applying hedge accounting could help companies to
reduce profit or loss volatility by reflecting how these PPAs
hedge the price of future electricity purchases or sales.

Under IFRS 9, to apply hedge accounting there needs to be an
economic offset between changes in the value of hedging
instruments and hedged transactions.

Buyers and sellers of PPAs face challenges when applying cash
flow hedge accounting under IFRS 9. This is because the fair
value of the hedging instrument (PPA) is based on a P50
estimate, but the hedged transaction is required to be based on
a P90 estimate due to the requirement for a hedged transaction
to be highly probable. This creates a mismatch that could lead to
the hedging relationship not qualifying for hedge accounting.

Resource: KPMG webpage — Nature-dependent electricity contracts
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What are the amendments for hedge accounting?
(2/2)
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estimates. The variable hedged volume is based on the variable B
volume expected to be delivered by the generation facility Mismatch of J

volume, and

referenced in the hedging instrument. This would facilitate an therefore the

fair value —

economic offset between the hedging instrument and the 0 the offset
hedged transaction, enabling companies to apply hedge Is not working

effectively

—

accounting. £
1
|

~
~

SRR U ——

Probability of
J ! production (%)
P50 P90
Hedging Hedged
instrument transaction

Resource: KPMG webpage — Nature-dependent electricity contracts
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0 https://www.facebook.com/TFAC.FAMILY https://www.youtube.com/@TFACFamily @ 02 685 2500

The information contained herein is of a general nature and is not intended to address the circumstances of any paticular
individual or entity. Although we endeavor to provide accurate and timely information, there can be no quarantee that such
information is accurate as of the date it is received or that it will continue to be accurate in the future. No one should

act upon such information without appropriate professional advice after a thorough examination of the particular situation.
Materials published may only be reproduced with the consent of TFAC.
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