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Active versus inactive markets

There is no bright line between active markets and inactive markets. However, the biggest distinction
between prices observed in active markets and prices observed in inactive markets is typically that, for
inactive markets, an entity needs to put more work into the valuation process to gain assurance that
the transaction price provides evidence of fair value or to determine the adjustments to transaction
prices that are necessary to measure the fair value of the instrument. The issue to be addressed,
therefore, is not about market activity per se, but about whether the

transaction price observed represents fair value.

Characteristics of an inactive market include a significant decline in the volume and level of trading
activity, the available prices vary significantly over time or among market participants or the prices are
not current. However, these factors alone do not necessarily mean that a market is no longer active. An
active market is one in which transactions are taking place regularly on an arm’s length basis. What is
‘regularly’ is a matter of judgement and depends upon the facts and circumstances of the market for

the instrument being measured at fair value.

When a market is not active, an entity measures fair value using a valuation technique. The technique
chosen should reflect current market conditions. Therefore, a transaction price in the same or a similar
instrument should be considered in the assessment of fair value as a current transaction price is likely

to reflect current market conditions.
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Accordingly, an entity considers such transaction prices, but does not conclude automatically that any
transaction price is determinative of fair value. If such transaction prices are used, they might require
significant adjustment based on unobservable data. Determining fair value in a market that has
become inactive depends on the facts and circumstances and may require the use of significant
judgement. Regardless of the valuation technique used, an entity must include

appropriate risk adjustments that market participants would make, such as for credit and liquidity.

;29 PwY ESMA mon»nin Pond

ur  Decision ref EECS/0115-03 — M of fi ial instr at fair
value

Financial year end: 31 December 2013
Category of issue: Financial instruments
or requii i : IFRS 13 Fair Value Measurement

Description of the issuer’s accounting treatment

18. The issuer invested in shares of listed and unlisted entities. They were accounted for as AFS
financial assets and represented over 50% of its total assets. The issuer measured the fair
value of the listed securities on the basis of stock exchange prices when the shares were
listed on an active market or based on valuation techniques when there was no active
market.

19. In order to assess the existence of an active market, the issuer calculated a number of ratios
and compared them against the following benchmarks:
- daily % of average value of trades / capitalisation lower than 0.05%;
= daily equivalent value of trades lower than CU 50,000 ;
- daily bid-ask spread higher or equal to 3%;
» maximum number of consecutive days with unvaried prices higher than 3;
= % of trading days lower than 100%.

20.0n the basis of this analysis and the limited trading volume of the shares, the issuer
considered that its investments in listed companies A, B and C were not traded in active
markets and measured the fair value of these investments using a valuation technigue on the
basis of level 3 inputs.
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The enforcement decision

21. The enforcer disagreed with the issuer's assessment on the “active markets” and considered
that quoted prices of financial assets should have been used to measure fair value as, in
accordance with IFRS 13.

Rationale for the enforcement decision

22. Appendix A of IFRS 13 defines fair value as the price that would be received in an orderly
transaction. Paragraph 72 of IFRS 13 establishes the concept of 'fair value hierarchy’ and
categories the inputs used in fair value measurement into three levels, giving the highest
priority to unadjusted quoted prices in active markets and the lowest priority to unobservable
inputs. Paragraph 77 of IFRS 13 states that “a quoted price in an active market provides the
most reliable evidence of fair value” and should be “used without adjustment to measure fair
value whenever available”. Paragraph 67 of IFRS 13 states that valuation techniques
measuring fair value should “maximise the use of relevant observable inputs and minimise
the use of unobservable inputs”.

23. Appendix A of IFRS 13 defines active market as a market in which transactions take place
with sufficient frequency and volume to provide pricing information on an ongoing basis.

24. Paragraph B37 of IFRS 13 provides indicators to identify a significant decrease in the volume
or level of activity of traded instruments. The enforcer considered that the indicators used by
the issuer were insufficient to conclude that the transaction price did not represent fair value
or that transactions occurred with insufficient frequency and volume

25. Paragraph B43 of IFRS 13 lists circumstances that may indicate that transactions are not
orderly, as a significant decrease in the volume or level of activity is not sufficient to conclude
that all transactions are not orderly.

26. The enforcer considered that the issuer did not gather sufficient information to determine
whether transactions were orderly or took place with sufficient frequency and volume to
provide pricing information. Therefore, based on available data, it was not possible to
conclude that the markets, where the investments were listed, were not active and further
analysis should have been performed to measure fair value.

27.Finally, the valuations used to measure the fair value of financial assets were far above
quoted prices, which raised additional concerns.

S IPOTI NPN DY PIwD MON»NNN PWC S nwIan 295 3 PIxY v

Level 1 inputs are quoted prices (unadjusted) for identical assets or liabilities in active markets. A

quoted price for an identical asset or liability in an active market (e.g., an equity security traded on a

majo

r exchange) provides the most reliable fair value measurement and, if available, should be used to

measure fair value in that particular market.

In pr

actical terms, the list of instruments that likely qualify as Level 1 fair value measurements is fairly

narrow. It includes the following:

Listed equity securities traded in active, deep markets (for example, NYSE, NASDAQ, etc.)
London Metal Exchange futures contract prices

On-the-run Treasury bonds2

Treasury bills (both on- and off-the-run,3 because of the high volume of trades and pricing
based on those trades)

Exchange-traded futures and options
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Open-ended mutual funds with published daily NAV at which investors can freely subscribe to
or redeem from the fund
Closed-ended registered mutual funds (for example, exchange-traded funds) traded on active

markets.
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