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paragraphs 61-63. If the instrument does not have an active market, the entity shall consider
valuation techniques and inputs in AG149-AG155) in determining its fair value.

Financial Guarantees Issued Through a Non-Exchange Transaction

Only contractual financial guarantees (or guarantees that are in substance, contractual) are within
the scope of this Standard (See AG3 and AG4 of IPSAS 28). Non-contractual guarantees are not
within the scope of this Standard as they do not meet the definition of a financial instrument. This
Standard prescribes recognition and measurement requirements only for the issuer of financial
guarantee contracts.

In paragraph 9, “financial guarantee contract” is defined as “a contract that requires the issuer to
make specified payments to reimburse the holder for a loss it incurs because a specified debtor
fails to make payment when due in accordance with the original or modified terms of a debt
instrument.” Under the requirements of this Standard, financial guarantee contracts, like other
financial assets and financial liabilities, are required to be initially recognized at fair value.
Paragraphs 66-68 of this Standard provide commentary and guidance on determining fair value
and this is complemented by Application Guidance in paragraphs AG144-AG155. Subsequent
measurement for financial guarantee contracts is at the higher of the amount of the loss allowance
determined in accordance with paragraphs 73-93 and the amount initially recognized less, when
appropriate, cumulative amortization in accordance with IPSAS 9, Revenue from Exchange
Transactions.

In the public sector, guarantees are frequently provided by way of non-exchange transactions, i.e.,
at no or nominal consideration. This type of guarantee is provided generally to further the entity’s
economic and social objectives. Such purposes include supporting infrastructure projects,
supporting corporate entities at times of economic distress, guaranteeing the bond issues of entities
in other tiers of governments and the loans of employees to finance motor vehicles that are to be
used for performance of their duties as employees. Where there is consideration for a financial
guarantee, an entity should determine whether that consideration arises from an exchange
transaction and whether the consideration represents a fair value. If the consideration does
represent a fair value, entities should recognize the financial guarantee at the amount of the
consideration. Subsequent measurement should be at the higher of the amount of the loss
allowance determined in accordance with paragraphs 73-93 and the amount initially recognized,
less, when appropriate, cumulative amortization recognized in accordance with IPSAS 9. Where
the entity concludes that the consideration is not a fair value, an entity determines the carrying
value at initial recognition in the same way as if no consideration had been paid.

At initial recognition, where no fee is charged or where the consideration is not fair value, an entity
firstly considers whether there are quoted prices available in an active market for financial
guarantee contracts directly equivalent to that entered into. Evidence of an active market includes
recent arm’s length market transactions between knowledgeable willing parties, and reference to
the current fair value of another financial guarantee contract that is substantially the same as that
provided at nil or nominal consideration by the issuer. The fact that a financial guarantee contract
has been entered into at no consideration by the debtor to the issuer is not, of itself, conclusive
evidence of the absence of an active market. Guarantees may be available from commercial
issuers, but a public sector entity may agree to enter into a financial guarantee contract for a number
of non-commercial reasons. For example, if a debtor is unable to afford a commercial fee, and
initiation of a project in fulfillment of one of the entity’s social or policy objectives would be put at
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risk unless a financial guarantee contract is issued, it may approach a public sector entity or
government to issue a financial guarantee contract.

AG135.Where there is no active market for a directly equivalent guarantee contract; the entity considers
whether a valuation technique other than observation of an active market is available and provides
a reliable measure of fair value. Such a valuation technique may rely on mathematical models
which consider financial risk. For example, National Government W guarantees a bond issue of
Municipality X. As Municipality X has a government guarantee backing its bond issue, its bonds
have a lower coupon than if they were not secured by a government guarantee. This is because
the guarantee lowers the risk profile of the bonds for investors. The guarantee fee could be
determined by using the credit spread between what the coupon rate would have been had the
issue not been backed by a government guarantee and the rate with the guarantee in place. Where
a fair value is obtainable either by observation of an active market or through another valuation
technique, the entity recognizes the financial guarantee at that fair value in the statement of
financial position and recognizes an expense of an equivalent amount in the statement of financial
performance. When using a valuation technique that is not based on observation of an active
market an entity needs to satisfy itself that the output of any model is reliable and understandable.

AG136.If no reliable measure of fair value can be determined, either by direct observation of an active
market or through another valuation technique, an entity is required to measure the financial
guarantee contract at the amount of the loss allowance determined in accordance with paragraphs 73
to 93.

Subsequent Measurement

AG137.1f a financial instrument that was previously recognized as a financial asset is measured at fair
value through surplus or deficit and its fair value decreases below zero, it is a financial liability
measured in accordance with paragraph 45. However, hybrid contracts with hosts that are assets
within the scope of this Standard are always measured in accordance with paragraph 48.

AG138. 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 net assets/equity in
accordance with either paragraph 106 or 41. An entity acquires a financial asset for CU100 plus a
purchase commission of CU2. Initially, the entity recognizes the asset at CU102. The reporting
period ends 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 recognizes a loss of CU2 in net
assets/equity. If the financial asset is measured at fair value through net assets/equity in
accordance with paragraph 41, the transaction costs are amortized to surplus or deficit using the
effective interest method.

AG139.The subsequent measurement of a financial asset or financial liability and the subsequent
recognition of gains and losses described in paragraph AG117 shall be consistent with the
requirements of this Standard.

Investments in Equity Instruments and Contracts on Those Investments

AG140. 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
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