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TOP 4 EVOLVING RISKS AND WHAT
YOU CAN DO ABOUT IT

Jack Ma once said “Today is hard, tomorrow will be worse. But the day

after tomorrow, it will be sunshine.”

The coronavirus pandemic (“COVID") has made the
day hard for businesses and disrupted the global
economy, which is projected to shrink by 3% in

2020 based on the world economic outlook of the
International Monetary Fund. With this trajectory of
the global economy and coupled with the second
COVID wave currently sweeping across several
countries, we can expect tomorrow to get worse. But
all is not lost. Whenever there is a crisis, there will
always be an opportunity. Let us consider the top 4
evolving risks and think about what we can do to take
advantage of the uncertainties.

One of the greatest workplace challenges brought
about by the COVID comes in the form of massive
telecommuting as governments around the world are
forced to implement strict movement restrictions to
control the COVID infections. Even after movement
restrictions are relaxed, working-from-home has
become the default approach recommended by
governments to lower the impact, should there be
subsequent waves of outbreaks.

While companies are eager to get their employees to
come back to the office, 239 scientists from all over
the world have signed an open letter to the World
Health Organisation calling for a new set of safety
recommendations in the light of evidence that the
virus can be airborne. Telecommuting demands

a high level of trust. While some employees may
relish the newfound freedom and independence

in a work-from-home model, others struggle with
balancing the needs of work against domestic
challenges from working at home. Businesses either
gain from increased work efficiencies from a more
disciplined and collaborative workforce, or suffer from
productivity loss of a disengaged labour force with
remote burnout.

Consumers' buying behaviour and spending patterns
have also changed. Online ordering of goods and
subscriptions to services has a newfound rhythm

and is quickly becoming the new norm. Businesses
without any means to accept and process orders
online will lose their relevance. After exiting from

lockdowns, even though the more traditional physical
means of outreach to consumers can resume,

albeit with some restrictions (requiring safety/social
distance), consumers have already developed certain
expectations and gotten used to ordering goods

and services online. In fact, with each generation
becoming more digitally savvy, e-commerce and
home delivery will feature strongly in people’s lives
and business offerings.

This means that one will need to think about how

to factor in these changes and revisit how we

can engage employees and consumers. Building
workforce resilience and driving an omnichannel
e-commerce strategy for customers will be key. This
approach will demand a change in thinking and the
re-engineering of business processes to adapt to the
new business landscape.

- Protect and support employees

Communicate and collaborate. Communicate early
and often, even if you do not have all the answers as
silence often feeds the rumour mill. Remain visible,
authentic and committed. People are almost always
at the heart of all problems as well as solutions to
those problems. Reskill and upskill employees to
support operational changes. Training needs to

tap on technology and transform. There are various
government grants available to help reduce costs.
As Alvin Toffler said” The illiterate of the 2Ist century



not be those who cannot read and write. It will be
those who cannot learn, unlearn and relearn.”

- Omnichannel e-commerce strategy for
customers

This means investing in foundational digital enablers
to learn about the customers and enhance their
experience. This entails automated measurement
through the use of data analytics, omnichannel
platforms and back-end interfaces to engage the
customers. Businesses which offer alternatives for
easy and fast access to quality products and services
are the ones which will be able to ride the wave of
recovery in the new normal.

COVID has drastically slowed down international
trade and exposed the frailties of businesses. Supply
chains have been disrupted globally, since production
activities which require physical presence of workers
cannot be carried out during lockdowns. With zero or
reduced output, exports have been affected and many
countries needed to reassess their self-sufficiency and
diversify sources of imports to reduce the impact of
such disruptions. In the new normal, businesses need
to reduce over-reliance on any individual source of
supply and demand.

As businesses exit the lockdown periods and resume
operations in the new normal, this may be the best
time to update the enterprise risk frameworks
pertaining to supply chain management, business
process improvement and business continuity/
disaster recovery plans.

- Supply Chain Management

This ranges from inventory recovery, which entails
alternative sourcing of supplies, updating of inventory
policies and purchase parameters, to securing of
transportation for inventory. Businesses can consider
building up an intelligence engine underpinned

by key data points on inventory management and
production. This will facilitate quicker updates of the
risk profile in a continuous manner and ensure that
management is able to get the right intelligence that
they need to make timely decisions.

Business Process Improvement

Processes may need to be redesigned to maximise
operational effectiveness and efficiency, supported
by an optimal level of automation and digitisation.
Existing policies and standard operating procedures
(“SOP”) may need to be re-engineered to effect a
more optimal level of resource utilisation, if utilisation
levels have changed due to the COVID disruption.

Controls may need to be redesigned to cater to the
new normal. Management should consolidate and
refine these updates into a clearly-defined plan
prior to implementation for a smooth execution and
transition to the improved processes.

- Business Continuity Plan (“BCP”")/ Disaster
Recovery Plan (“DRP")

Businesses need to be predictive and proactive

in updating BCP and DRP plans. Other than the
employees and customers engagement and supply
chain management discussed above, businesses will
also need to better protect their IT assets and recover
critical data as well as evaluate overall short-term
liquidity. Without cashflow discipline, any form of
cashflow forecasting is impotent.

With the rapid advancement of technology, the
potential hazards from IT threats also grows. While
digitalisation can bring about benefits such as more
streamlined processes, stronger collaboration among
employees and greater outreach to consumers, it also
opens up vulnerabilities to cyberattacks as points of
interactions shift online.

- Cybersecurity

Critical digitalised processes such as transaction
processing are often targets for cyberattacks. As such,
it is critical that businesses get the assurance that their
technology infrastructure and designs are resilient,
for example, through vulnerability assessments

and penetration tests. At a minimum, reviews on
cybersecurity controls or IT general controls should
be done to enable management to have a baseline
for assessing risks against the cost of preventive
measures so that an optimal approach in line with
management’s risk appetite can be formulated.

- Data Protection

Telecommuting brings about the possibility of
employees connecting to networks without the same
cyber security settings from that of the workplaces.
Should the employees use workstations issued by
the company to connect to vulnerable websites or
web access points (e.g. unsecured Wifi hotspots),

the probability of getting workstations infected

with malware will increase exponentially. Effective

IT awareness training is imperative to inculcate a
robust culture of cyber awareness and resilience. In
addition, periodic cybersecurity scans based on state-
of-the-art tools can be an effective defence against
cyber-threats that would have ordinarily bypassed
traditional virus detection tools.
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Despite the above, entities should not be deterred
from digitalisation due to the significant benefits
that effective digitalisation can provide. To support
the push for digitalisation, many like Singapore have
implemented some form of digitalisation assistance
schemes for enterprises across the globe.

However, entities should note that a thorough
understanding of existing processes, procedures
and business objectives should be in place before
embarking on digitalisation of any specific
components so that efforts will not be wasted in
pursuing technologies that are misaligned with an
organisation’s strategies.

The widespread use of technology has opened up

a pandora box of cybercrimes as a side effect as
discussed earlier. The tsunamis of COVID disruptions
during this period have also thrown businesses into
a whirlwind of business emergencies where existing
controls may be circumvented and fraud risk “red
flags” overlooked as resources are transferred into
operations or have been significantly cut, leaving the
compliance/prevention function understaffed.

People may also face greater pressure to commit
fraud as they struggle with poor financial
performance in their businesses, adverse changes in
remuneration or even the loss of jobs. When coupled
with the perception that employers do not provide
adequate support nor treat employees fairly, it
becomes “rationalisation” to justify fraud. The intense
financial reporting pressure may also cause one

to “finally cross the line” and embark on “window-
dressing” of results. Fraud typically occurs when
pressure, opportunity and rationalisation are aligned.
Key measures which can be adopted include:

- Fraud Risk Re-Assessment

Re-define fraud risks and revise existing anti-fraud
and compliance frameworks. Keep employees
attuned to fraud risk by sending reminders on core
values with a focus on integrity, communication and
support. Updates to insurance coverage should also
be done.

- Third Party Risks

More counterfeits will also flood the market due to
supply chain disruptions and people’s fear of shortage.
As businesses diversify their supply chains, new
suppliers and business partners may be onboarded

without proper due diligence checks. As such, a

due diligence process to cover background checks
and market reputation should not be side-stepped.
Automation of vendor onboarding can also promote
compliance and prevent any side-stepping of the due
diligence process.

To conclude, enterprises cannot ignore the risks
arising in the new landscape brought on by COVID.
The silver lining, however, is that this is also an
opportunity for transformation and adaptation.
Businesses that stay alert, nimble and can adapt to
new opportunities, while successfully navigating
the accompanying risks and pitfalls, could very well
surge ahead of competitors by riding on this time of
opportunity and enjoy sunshine.

LAO MEI LENG
DIRECTOR
MS Risk Management Pte. Ltd.

laomeileng@moorestephens.com.sg

MS Risk Management Pte. Ltd,, is an associate firm
of Moore Stephens LLP who is a member firm of
Moore Global Network Limited (“MGNL”").

To understand more about how we can support
your business to help you achieve your business
objectives, contact us today.



MANAGING CASH FLOW

As global lockdowns arising from the Pandemic ravage global
economies and businesses, cash flow management strategies are an
increasingly vital agenda item of boardroom discussions. In this article,
our in-house experts share their thoughts on some essential cash flow
management principles and strategies.

WHERE TO START?

Do you have an accurate record of the current
financial position of your business? There are plenty of
cloud based accounting software packages (e.g., Xero,
Quickbooks to name just two of the most popular)
which will allow you to keep track of your business
transactions. These packages are connected to your
bank accounts, allowing you to manage your cash
flow in real time.

Accurate record keeping will also allow you to see who
owes you money and who you owe money to.

CASH FLOW FORECASTING

Once you know what your financial position is, you
can start looking to the future. Start with what bills are
already owed or owing and your known commitments
such as weekly or monthly payroll costs, rent, utilities
and other regular commitments. Then add what you
expect from future sales and purchases over the next
period (starting from the next month onwards for at
least 12 months).

Once you have this forecast in place, you will be able
to see at a glance when the business might run low
on cash giving you time to put a plan in place to
alleviate the problem.

SOME KEY POINTS

Although this may sound obvious, it is good to remind
yourself on some key tips in the management of your
customers and suppliers.

Customers

Check the credit rating of customers, especially the
larger ones and have credit limits in place which are
reviewed periodically

Agree terms of payment before starting any work
Raise invoices on a timely basis

Make sure you are monitoring customer payments
and follow up outstanding invoices promptly

In the current climate, some customers might find
it difficult to pay. Agree a payment plan and ensure
they stick to it.

If all else fails, use legal letters and consider court
proceedings.

Suppliers

Agree payment terms with your suppliers and stick
to them

If you have a history as a good payer, but are
struggling in these difficult times, ask for a
payment plan. But ensure it is one you can stick to.

Carefully think about planned capital expenditure.
Can it be deferred?

HOW TO IMPROVE YOUR CASHFLOW

Government Schemes

The government is backing loans to small businesses
to help them manage their cash flow over this difficult
period.

Enterprise Financing Schemes (EFS)

Having the right access to financing is critical in
helping enterprises in Singapore deal with these
difficult times.
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(i) Trade Loan

Finance trade needs, including:

Inventory / stock financing

Structured pre-delivery working capital (revolving
working capital)

Factoring (with recourse) / bill of invoice / AR
discounting

Overseas working capital loan

Following the Solidarity Budget 2020, the
maximum loan gquantum was raised from S$5
million to S$10 million to help enterprises with
their trade financing needs. The risk-share was also
increased to 90% (from 50% and 70% for young
companies) for new applications initiated from 8
April 2020 until 31 March 2021.

(ii) SME Working Capital

To support SMEs with their working capital needs, the
Enterprise Financing Scheme - SME Working Capital
Loan (EFS-WCL) was enhanced at the Solidarity
Budget 2020. The maximum loan quantum was raised
from $300,000 to $1 million and the risk-share was
also increased to 90% (from 50% and 70% for young
companies) for new applications initiated from 8 April
2020 until 31 March 2021.

Under the Enhanced EFS-WCL, eligible enterprises
may apply for up to 1-year deferral of principal
repayment to help manage their debt, subject to
assessment by the PFls.

Temporary Bridging Loan Programme

As part of the new relief assistance for businesses
impacted by the COVID-19 outbreak, the Temporary
Bridging Loan Programme (TBLP) provides access to
working capital for businesses to bridge short-term
cashflow gaps in their daily operations.

Eligible enterprises may borrow up to $5 million
TBLP, with the interest rate capped at 5% p.a.,

from Participating Financial Institutions (PFIs). The
Government will provide 90% risk-share on these
loans for new applications initiated from 8 April 2020
until 31 March 2021.

Loan Insurance Scheme (LIS)

The Loan Insurance Scheme (LIS) is a government
assisted scheme administered by Enterprise
Singapore to help enterprises secure short-term
trade financing loans from Participating Financial
Institutions (PFI).

Loans are insured by commmercial insurers which
co-share loan default with the PFl in the event of
enterprise insolvency. Following the Supplementary
Budget 2020, support for the LIS insurance premium

will be increased to 80% (from 50%) until 31 March 2021.

Enterprises can apply for the LIS to secure short-term

trade financing for the purpose of:

Inventory/ stock financing facility
Structured pre-delivery working capital

Factoring/ bill or invoice or accounts receivable
discounting with recourse

Overseas Working Capital Loan

Banker’'s Guarantee

Invoice Financing or Asset Based Lending
(IFABL)

IFABL will allow your business to access finance
against your debtors, as well as against a wider range
of business assets. This could be an effective way of
freeing up cash.

Traditional Banking

If you go to your Bank for a loan or overdraft, you will

almost certainly be asked for a personal guarantee or
asked to provide security against the loan. Make sure
you understand the implications of the interest to be
charged and any bank covenants to be included.

It is also good to be prepared. Make sure you have a
sound business plan, which incorporates the cash flow
forecast we referred to above.

CASH FLOW TIPS

1. Know your cash position at all times and what it is
expected to be at least for the next three months

2. Keep your cash flow forecast up to date. A rolling
forecast should be prepared monthly, or more
frequently, as events change

3. Scrutinise customer debts carefully. Make sure
customers outside their credit terms are followed
up closely.

4. Prepare management accounts at least monthly
(balance sheet and profit and loss account as
well as cash flow) so you know where you are at
financially.

5. If you are going to need finance, prepare well in
advance. Make sure you have all the information
you need at hand to make it easier for the decision
maker to arrive at a quick decision.

If you need any advice on managing your cash flow,
or require assistance with your loan application,
please contact us at Moore Business Advisory.

WILLY NG

DIRECTOR

Moore Business Advisory Pte. Ltd.

E willyng@mooreba.com.sg

Moore Business Advisory Pte. Ltd., is an associate

firm of Moore Stephens LLP who is a member firm
of Moore Global Network Limited (“MGNL").



SPOTLIGHT ON
MOORE ASIA
PACIFIC

Moore Stephens LLP in Singapore is part of Moore Global, a global
accounting and advisory network of over 30,000 people across

more than 260 independent firms and 110 countries, connecting

and collaborating to take care of your needs — local, national and
international. In this and upcoming issues of the Moore Singapore
newsletter, we will be featuring selected firms from the Moore Global
network, focusing on the Asia Pacific region. For this issue, we are
excited to introduce and feature our member firms in Moore Markhams
New Zealand and Moore Shisei, who are our member firms in New
Zealand and Japan, respectively.

MOORE MARKHAMS NEW
ZEALAND

population and relative isolation
SMALL, SI M pLE, SMART from other countries. That

ingenuity fuels our people and

businesses. Technology is now our

|t’S Sma” |n Slze, bUt Wheﬂ |t comes tO third largest export sector; while
innovation, intelligence, integrity and ease of New zealand-made technology
. X X X X helps local firms build their
doing business, New Zealand is a big hitter. competitive advantage globally.
Moore Markhams New Zealand INNOVATION New Zealand is a world-leading
is ideally placed to help you get food producer. We combine
the most out of your business Kiwis have long been known for the best of nature with cutting-
investment in this dynamic, well- their resourcefulness — developed edge thinking to produce food

connected and agile economy. through necessity due to our size, and beverages that are globally
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synonymous with quality. New
Zealand is the largest lamb and
dairy exporter in the world, and
produces enough food for 40
million people close to ten times
its population.!

INTEGRITY

Integrity and equality are central
to the New Zealand way of life. We
are ranked first in the world for
both corruption transparency 2and
government budget transparency 3.
We live in a stable, representative
democracy and our legal system

is based on Commonwealth
common law. This allows our
businesses to operate in an
environment of high-trust and
certainty.

EASE OF DOING
BUSINESS

In New Zealand, we keep it
simple and we try to be flexible
so businesses can flourish.

New Zealand has ranked first
out of 190 countries for ease of
doing business “ for four years
running, based on its business
regulatory system. Our tax system
is uncomplicated and relatively
lightweight, compared to other
economies.

New Zealand's time zone gives it
a competitive advantage, as it is
compatible with business hours
across Asia and in the United
States and is 12 hours ahead of
Greenwich Mean Time.>

INTELLIGENCE

New Zealand's famed natural
beauty, ease of living and

stable but dynamic business
environment make it an attractive
destination for skilled migrants.
Net migration is high, and in

2018 more than half the net gain
in migration came from Asia,
especially China and India ®. New
Zealand's workforce is highly
skilled and educated. We are
seventh out of 130 economies, and
first in East Asia and the Pacific, for

developing and deploying talent 7.

OPPORTUNITIES

New Zealand has Free Trade
Agreements with 15 Asian
countries, creating access to
more than two billion consumers.
Free Trade Agreements with the
European Union and India are
currently under negotiation.

Within our borders, infrastructure
investment presents a major
opportunity. New Zealand is a
young nation with a growing
population and is investing

heavily in physical infrastructure
—with NZ$129 billion of projects
scheduled in the next ten years 8.
Auckland, our biggest city, will be a
major hub of development activity
after experiencing population
growth of 35 per cent from 2000
to 2016.

MOORE MARKHAMS IN
NEW ZEALAND

Moore Markhams has a strong
presence throughout New
Zealand, with six firms spread
over eight locations in the North
and South Islands. We are
specifically skilled to cater to
New Zealand'’s biggest industries
—agriculture and horticulture,
and also specialise in providing
services to the construction and
development, legal, healthcare
and other sectors.

We offer audit and assurance,
business advisory, business
recovery, consultancy, corporate
finance and taxation services.

Moore Markhams New Zealand'’s
clients include overseas-listed
firms with global business
interests, and we effectively
leverage our international network
to provide the best service
possible.

We work closely with all our
clients to help them achieve their
business goals, whatever they may
be. We understand the specific
needs of our international clients,

and draw on our expertise and
connections locally and globally to
maximise their outcomes.

To develop or strengthen your
business investment in this
exciting economy, contact Moore
Markhams New Zealand.

FACT BOX

Gross Domestic Product 2019:
US$215.975 billion 2

GDP per capita: US$ 43, 746 1©
Population: 4.9 million

Population density: 18
per square kilometre
(47 per square mile)

Median age: 37.4 years

—_

Ministry for Primary Industries mpi.govt.nz.

2 Transparency International, Corruption

Perception Index 2019.

3 International Budget Partnership, Open

Budget Survey 2019.

4 World Bank Group, Doing Business Report

2019; Ministry of Business, Innovation and
Employment.

5 Investor Guide to the New Zealand Tech

Sector 2019, Ministry of Business, Innovation
and Employment.

6 statistics New Zealand.
7 Human Capital Report, World Economic

Forum 2017.

8 Treasury - Infrastructure 2019
9 https://data.oecd.org/gdp/gross-domestic-

product-gdp.htm

10 https://data.oecd.org/gdp/gross-domestic-

product-gdp.htm



Contributed by the Moore Japan Desk

A FULL SERVICE MEMBER FIRM

Moore Shisei, a member of Moore
Global since 1992, is a full service
accounting firm that began
operations in 1978, and has provided
over 40 years of high-quality
professional services to our clients.

Located in the heart of Tokyo,
Moore Shisei is comprised of

15 partners and more than 70
staff members, the majority of
whom are either Certified Public
Accountants or Licensed Tax
Accountants.

Moore Shisei has a wealth of
experience in a wide variety of
industries, including specialized
knowledge in many areas and
countless achievements in
providing services to Japanese and
international clients. By combining
this diverse experience with Moore
Shisei’ s own style of personal
service, we are confident of our
ability to consistently offer high-
quality professional services.

Moore Shisei serves as a key

firm in Moore Asia Pacific by
providing leadership and business
connections within and across

the region and providing a strong
presence on the JICPA committee.

Mika Yamada, serves as the
representative partner for the
international team in addition
to her regional counsel position
within Moore Asia Pacific and
as the global tax leader for the
organization.

Foreign investment in Japan

has been increasing in recent
years in part due to the 2020
Tokyo Olympic Games and the
2025 Osaka World Expo. We have
been closely working with global
clients in almost every industry
who desire to take a part in these
events.

At Moore Shisei, we have a Japan
desk to offer support to our
clients and other Moore Global
member firms in coordinating
the business for existing and
potential Japanese clients, mainly
to help solve business culture and
communication problems.

Historically, Japanese businesses
have been growing steadily with
technology invented by SMEs and

unlisted companies. The growth of

these companies continues even

under the current severe economic

circumstances across the world.

Many SMEs continue to expand
operations worldwide.

We have established a strong
reputation for providing services
to SMEs in the areas of corporate
tax consultation, compliance, and
transfer pricing.

Often, global companies choose to
work with the Big 4 because of the
brand names. However, Big 4 firms
are often not able to meet all of
their client’s expectations as they
fail to provide prompt attention

to their client’s business needs.
Moore Shisei Tax Corporation has
an international team who are able
to support their client's continuous
growth by providing services

such as, day-to-day accounting,
payroll, advisory, tax services,

and coordination with legal
professionals.

Moore Shisei is ready to be your
business connection in Japan!
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FINANCIAL REPORT
PHASE 2 OF THE
NCHMARK REFORM

IN
BE

NG CHANGES
NTEREST RATE

“..the substitution of inter-bank offered rates will have important
implications for accounting and auditing of certain financial
instruments, leases and insurance contracts...”

On 9 April 2020 the International Accounting
Standards Board (IASB) published an Exposure Draft
(ED), Interest Rate Benchmark Reform — Phase 2,
Proposed amendments to IFRS 9, IAS 39, IFRS 7, IFRS
4 and IFRS 16. In Singapore, the Accounting Standards
Council (ASC), opened its invitation for comments on
the same date. The commment periods have ended in
May 2020.

The Exposure Draft is a follow up to the Phase 1
amendments made to IFRS 9, IAS 39 and IFRS 7, in
September 2019 to provide specific accounting relief,
as global financial supervisory boards undertake to
substitute existing Interbank Offered Rates (IBORS)
with alternative benchmarks for risk-free rates (RFRs).
Potential RFRs that are being considered across the
globe include, inter alia, the EONIA in the Eurozone,
SOFR in US, and SORA in Singapore. The substitution
of IBORs for these RFRs have important implications
for accounting and auditing of certain financial
instruments, leases and insurance contracts. Although
the amendments have not been finalised, being only
in ED stage, the final amendments are expected to be
made effective in less than half a year from the date of
this article, by 1January 2021, with earlier application
permitted, underlining its urgency for affected
companies. This article aims to provide a high-level
overview of the issues and the proposals in the ED.

A wide variety of financial instruments rely on IBORs
as a basis for determining interest costs, including
insurance, loan and lease contracts, as well as other
financing instruments. With the IBOR reform, it is
expected that these will transition from IBORs to
RFRs at some point. Unfortunately, the process is
unlikely to be a straightforward substitution of one
rate for another. This is because the RFRs are intended
to be nearly risk-free, in many cases representing an
overnight rate, whereas the IBORs are not nearly as
risk-free and can represent various lending terms
from overnight to 1year. It is likely that some other

r

aspect of the contract will have to change to make
up for the different risk profiles represented by IBORs
vs RFRs. For example, a fixed spread may be added
to compensate for the additional risks previously
captured by IBOR, or the interest reset periods/ reset
dates could be changed.

In the absence of any specific relief, these changes are
likely to be accounted for as either asset modification,
or derecognition followed by re-recognition of a

new replacement asset. In either case, changes to

the carrying value of the existing instrument on the
balance sheet may result.

The ED attempts to resolve this matter by offering a
practical expedient to allow such contractual changes
to be treated similarly to changes in floating interest
rates arising from market interest movements, which
means that the differences in interest costs are simply
charged to the income statement with no significant
impact on the carrying amount of the instrument on
the balance sheet.



For some contracts, fallback provisions may have
already been pre-built into the contracts, with a hard-
coded hierarchy of interest rate benchmarks that the
contract will successively fall back on if a designated
benchmark cannot be applied for any reason. The
activation of such fallback provisions as a result of the
IBOR reform, will also qualify for the above practical
expedient.

In practice, the application of this expedient may,
in our view, be complicated by the requirement in
the ED that the expedient can only be applied to
contractual changes that are determined on an
“economically equivalent” basis as the previous
contractual terms based on IBORs. Any additional
changes over and above those considered to be
“economically equivalent”, should be accounted
for in accordance with existing requirements (i.e.
as modifications that may or may not result in
derecognition, which may alter existing book values).

However, the new contractual terms will be a result
of economic re-negotiations between the parties
involved, and may encompass considerations beyond
“economic equivalence”. Accounting judgment will
be required to differentiate “economically equivalent
contractual changes, which will not impact the book
value of the underlying debt contract, from the
others.

”

The practical expedient is also expected to apply to
insurance contracts that are exempted from IFRS 9 by
the provisions of IFRS 4, as well as to IBOR-based lease
contracts under IFRS 16.

HEDGING

The most extensive impact arising from the IBOR
reforms is expected in hedge accounting.

Firstly, with the changes made to previously IBOR-
based hedging instruments and/or hedged items, the
hedge documentation and designation will have to be
updated for existing hedges, including a redefinition
of the hedged risk from IBOR to RFR for interest risk
hedges. Application of existing rules under either IFRS
9 or IAS 39 may result in hedge discontinuation. The
ED proposes a relief by allowing hedge accounting

to continue despite such changes to the hedge
designation, arising from the IBOR reform.

Secondly, for hedges that still qualify to be designated
under IAS 39 rules, retrospective quantitative
effectiveness tests may fail the 80% to 125% thresholds
as a result of market movements arising from the
expected IBOR reform and associated uncertainty.
The Phase 1amendments have provided a temporary
relief on this requirement, but that relief ends once
the uncertainty surrounding IBOR reform has cleared.
The Phase 2 ED attempts to resolve this issue, by
requiring cumulative fair value changes to be reset

to zero for purposes of retrospective effectiveness
tests that are conducted on a cumulative basis.
However, actual hedge ineffectiveness will still be fully
recognised in profit and loss.

Thirdly, for interest rate instruments that are hedged
as a group, the contractual transition date of each
instrument from IBORs to RFRs may differ, which
may result in the group failing the proportionality
test under both IFRS 9 and IAS 39. The proportionality
test needs to be satisfied in order for the items to be
hedged as a group, and requires that the expected
change in fair value attributable to the hedged risk
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for each item in the group, to be approximately
proportional to the overall change in fair value of
the entire group. However, this may not be the case
if different instruments in the group are based on
different interest rate benchmarks. This situation
will occur if some instruments in the group have
contractually transitioned to RFRs but others have
not. To resolve this, the ED allows the proportionality
test to be performed separately for each sub-group
referencing a different benchmark rate.

The final hedge accounting exemption that will be
discussed in this article is in respect of the hedging of
identifiable risk components. Certain risk strategies
involve hedging risks against a risk component even
though that risk component is not contractually
specified in the hedged item. Where such a hedge

is conducted, IFRS 9 requires an evaluation of the
pricing within the relevant market structure, in order
to ascertain whether the risk involved is separately
identifiable within that market. For example, the fair
value hedge of a fixed rate debt against a benchmark
rate is permitted when the price of fixed-rate debt
instruments is observed to vary directly in response
to changes in the benchmark rate. This is the case
even though the debt contract did not specify the
benchmark rate.

However, such observation and evaluation requires
sufficient volume and liquidity of market transactions
against the benchmark rate. Upon initial transition to
RFR, such volume and liquidity may not be available
as time is needed to establish the impact of RFR

on the market structure. In cases where IBOR was
previously designated as a separately identifiable

risk component, the absence of specific relief, may
preclude hedge accounting from being applied to
RFR as a separately identifiable risk component after
the transition away from IBOR.

To resolve this, the ED proposes a relief that allows
entities, upon designation of the hedge, to assume
that the separately identifiable requirement is met,
provided that there is a reasonable expectation that
the RFR risk component is expected to become
separately identifiable within the next twenty-four
months.

CONCLUSION

This article has attempted to highlight the key
proposals in the ED in relation to IBOR reform. The
above discussions are not exhaustive and are only
meant to provide a high-level overview. Although
the ED aims to simplify financial reporting issues
that arise from the IBOR reform, however, financial
instruments accounting is, at the core, a complex
topic, and care will be required in examining the
interactions of the ED simplifications with existing
complex requirements. Transition issues also needs
to be examined. For example, the ED has required
that hedging relationships that were discontinued
due to the IBOR reform, before the ED takes effect,
to be reinstated. This can be challenging, potentially
requiring the maintenance of a separate set of
hedging records, and needs to be planned for.

Finally, thought should be given to the changes

that were not addressed by the ED. For example, if
RFRs should prove to be a less liquid interest rate
benchmark than IBORs, RFR-based instruments may
have to be transferred to a lower fair value hierarchy
within IFRS 13, with possible consequential risk capital
implications for regulated financial reporters. As with
all financial reporting changes, early preparation and
planning is crucial.
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