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Dear Valued Clients and Friends,

In 2005, the Philippines adopted the International Financial Reporting Standards (IFRS) in
order to harmonize its financial reporting practices with global accounting standards. The
move resulted in difficulties for many financial statements issuers, especially in the
application of probably the most complex standards in IFRS – Philippine Accounting
Standard (PAS) 39, Financial Instruments: Recognition and Measurement and PAS 32, Financial
Instruments: Presentation. Now, accounting for transactions can be challenging even for more
seemingly straightforward transactions.

We are pleased, therefore, to provide you with this copy of Financial Instruments – A Chief
Financial Officer’s (CFO’s) guide to avoiding the traps (the Guide) – prepared by Grant Thornton
International Ltd (Grant Thornton International), one of the world’s leading organizations
of  independently owned and managed accounting and consulting firms.

Throughout the years, member firms of Grant Thornton International have gained extensive
insights on the application of these two challenging accounting standards. The CFO’s Guide
summarizes the main challenges businesses encounter in order to help CFOs prioritize and
identify key issues relating to PAS 32 and 39. The Guide will also help the CFO understand
potential problem areas in order to know when to seek further consultation.

Please note that the Guide does not intend to discuss the standards in detail. Should you
have any questions or should you need assistance on matters covered in the Guide, please
contact the P&A engagement partner assigned to your company, or send an e-mail to any of
the following partners of the Firm:

Marivic Españo, Managing Partner & COO, at Marivic.Espano@pna.ph

Dally Duque, Partner-in-charge, Technical Standards, at Dally.Duque@pna.ph

Francis Albalate, Partner, at Francis.Albalate@pna.ph

Mabel Comedia, Partner, at Mabel.Comedia@pna.ph

Very truly yours,
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1.1 Who should r ead this?
This guide is intended for Chief Financial Officers (CFOs) of businesses that prepare
financial statements under IFRS. It summarises the impact of IAS 39 Financial Instruments:
Recognition and Measurement (IAS 39) together with relevant parts of IAS 32 Financial
Instruments: Presentation (IAS 32). It is not intended to explain every aspect of the standards in
detail. Rather, it summarises the main challenges that businesses typically encounter in order
to help CFOs to prioritise and identify key issues. The guide will help a CFO understand
potential problem areas in order to know when to seek further consultation.

Every business is involved in financial instruments in some way. The required accounting can
be challenging even for seemingly straightforward arrangements. IAS 39 and IAS 32 are two
of  the most complex IFRS standards - they are lengthy, use technical language and often take
a rule-based approach. Detailed examination of the standards, and specialist advice, may be
needed to determine the required accounting. The specific challenges will of course vary
between businesses - this guide is aimed at typical commercial businesses rather than
financial institutions or sophisticated treasury operations. A CFO of such a business may not
need to understand all the complexities of IAS 39 and IAS 32 but he or she should know
what to look out for and when to drill down further.

The member firms within Grant Thornton International Ltd (Grant Thornton
International) – one of the world’s leading organisations of independently owned and
managed accounting and consulting firms – have gained extensive insights into the more
problematic aspects of IAS 39. Grant Thornton International, through its IFRS team,
develops general guidance that supports its member firms’ commitment to high quality
consistent application of IFRS and is therefore pleased to share these insights by publishing
this guide Financial Instruments – A Chief Financial Officer’s guide to avoiding the traps. The guide
reflects the collective experience of Grant Thornton International’s IFRS team and member
firm IFRS experts.

1.2 Wha t ar e the k ey c halleng es?
This document summarises the key challenges in the following areas:

Whic h tr ansactions gi ve rise to f inancial instr uments?
Normally, this is straightforward but there are some important exceptions. For example
businesses that buy or sell commodities will often have to be very mindful of the IAS 39
scope rules and the ‘own use exemption.’ To put this into context, if  a purchase or sales
order in respect of a commodity is outside the so-called ‘own use exemption’ in IAS 39, it
would typically give rise to a derivative financial instrument accounted for at fair value
through profit or loss. (See Section 2)

Wha t is within the scope of  IAS 39?
Some types of transaction give rise to an item meeting the definition of a financial
instrument but which is outside IAS 39’s scope. It is important to understand those areas, as
being within the scope of IAS 39 normally brings specific recognition and valuation
consequences.
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For instance, a business can often enter into contracts which might result in a potential
obligation to pay out cash in the future. This meets the basic definition of a financial liability,
once the contract is no longer executory (e.g., when goods or services have been delivered).
However if, for example, the contract meets the definition of an insurance contract then it
would be scoped out of IAS 39. (See Section 2)

Wha t distinguishes de bt fr om equity?
Distinguishing between financial liabilities (debt) and equity in respect of instruments that an
entity issues, for example where it issues share capital, can be a particular challenge. For
instance, there are many instruments with contractual obligations to pay cash under
circumstances which are contingent on future events. These typically meet the definition of a
financial liability and pose considerable challenges in terms of measurement. Further,
businesses often issue instruments which they will settle in their own equity, for example,
where a business issues warrants. Whether or not such warrants are classed as debt or equity
requires careful consideration, and the impact is considerable. For instance, if  warrants are
classified as debt, then they would typically be carried at fair value through profit or loss and
so have a volatile impact on earnings. (See Section 3)

Ho w does IAS 39 ca te gorise f inancial instr uments and w hy does this
ma tter?
It is important to identify how each financial instrument is categorised under IAS 39 and
how the instrument is then measured. ‘Fair value’ is always relevant on initial recognition.
Depending on the categorisation, subsequent measurement might either be at fair value or at
amortised cost. Also, any derivatives within the scope of IAS 39 must be carried at fair value
through profit or loss, other than those relating to cash flow hedges or net investment
hedges where the optional (and onerous) hedge accounting rules are applied. (See Section 4)

Ho w ar e f inancial instr uments measur ed?
Measurement of instruments may involve having to employ the services of valuations
specialists. Management may also need to carry out a detailed assessment of expectations of
future cash flows, potentially including situations where there is significant inherent
uncertainty. For instance, consider a loan where future payments are dependent on uncertain
events such as future revenues. The measurement of the instrument will involve
management having to assess at each reporting date its best estimate of the future cash
flows. It is important to identify such issues at as early a stage as possible in order to allow
management to address those challenges and to manage the expectations of the users of its
financial statements. (See Section 4)

Ho w might IAS 39 impact on seeking or r ene gotia ting f inance?
Whenever a business is seeking new financing or modifying existing finance deals, it is
important to understand the impact of IAS 39. The standard could have important
implications both in terms of the carrying value and classification of the new funding and in
terms of whether there is any gain or loss to be recognised on any modifications. There may
also be an impact on balance sheet ratios and covenants. (See Section 5)

Wha t ar e embed ded deri vati ves and w hy ar e the y impor tant?
Identifying if any separable embedded derivatives exist is crucial. Embedded derivatives are
derivatives which reside within a larger contract. For many businesses, these will not provide
any particular complications, but for some they will pose a significant challenge.
For instance, say an entity takes out a loan where finance costs vary in accordance with the
price of a commodity. This would require the instrument to be separated into a host debt
contract with an embedded derivative. The embedded derivative would then be valued at
each reporting date with the fair value movements included in profit or loss for the period.
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Embedded derivatives can also exist in common business transactions such as sales or
purchase orders denominated in foreign currencies or in early repayment options in loans.
However, in many such cases, the nature of the embedded derivative is such that it is deemed
to be ‘closely related’ to the host contract and so is not separated. (See Section 6)

Wha t a bout bad and doubtful de btor s?
The impairment rules in IAS 39 can pose a challenge for businesses that have receivables
where there are doubts as to repayment or if repayment is expected but delayed. For
commercial businesses, IAS 39 is relevant to normal receivables due from customers, and
requires a ‘scientific’ assessment of the net present value of the expected future cash inflows.
Achieving compliance with IAS 39 may necessitate changes to internal procedures for
assessment of bad debt provisions. (See Section 7)

Ho w might IAS 39 impact on r esults and can this impact be mitig a ted?
IAS 39 can sometimes lead to more volatile earnings, particularly when the business has
entered into derivatives. Sometimes, those derivatives will have been taken out as part of  an
economic hedge. The default IAS 39 position is that the derivative should be carried at fair
value through profit or loss, even if this results in the statement of comprehensive income
reflecting the fair value impact of the hedging instrument (usually a derivative) in profit or
loss in different accounting periods to those in which the hedged item impacts on profit.
Hedge accounting in IAS 39 is purely optional but can be used to mitigate those timing
differences. However, hedge accounting comes with significant conditions and is far from a
free choice, and one which requires action at the outset. (See Section 8)

Wha t if  m y compan y pr epar es its se par ate f inancial sta tements under IFRS?
IFRS has some unique challenges for ‘separate financial statements’ such as the individual
financial statements of the parent entity, in particular for intra-group balances and guarantees
over other group entity borrowings. (See Section 9)

1.3 Ad ditional ma terial in this guide
In addition, we include the following:

• a glossary – a description of the meaning of some terms used by IAS 39 (Appendix A)
• a summary of the type of financial instruments which a typical non-financial services

business may enter into and the consequences of IAS 39 (Appendix B).

This guide does not cover the disclosure challenges posed by IFRS in respect of financial
instruments. The financial instruments disclosure standard IFRS 7 Financial Instruments:
Disclosures includes extensive requirements. A key message is that IFRS 7’s disclosures will
make it more apparent as to whether or not IAS 39 has been applied correctly.

1.4 Ter minolo gy used in this guide
The terminology used in this guide is consistent with that in IAS 1 Presentation of Financial
Statements (Revised 2007). This standard is mandatory for annual periods commencing on or
after 1 January 2009. Key terminology changes include replacing the term ‘balance sheet’
with ‘statement of financial position’ and introducing the statement of comprehensive
income. The latter may be presented as one statement or as two, an income statement and a
separate statement of comprehensive income, broadly equivalent to the statement of
recognised income and expense under the previous version of IAS 1.

Income and expenses recognised outside profit or loss (i.e., outside the income statement)
are now referred to as being recognised in other comprehensive income.
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2 Scope of IAS 39

2.1 When does IAS 39 a ppl y?

Does the item
meet the
definition of a
financial
instrument?

Yes No
Is there a scope
exemption from
IAS 39?

IAS 39
applies

When considering whether IAS 39 applies, the key point to address is whether or not the
transaction entered into gives rise to a financial instrument. To do that, we need to look to
IAS 32, which defines a financial instrument as “any contract that gives rise to a financial
asset of one entity and a financial liability or equity instrument of another entity.”  The scope
of  IAS 39 also covers some contracts for non-financial items, such as certain commodity
contracts (see below.) The terms financial asset, financial liability and equity, are themselves
defined in IAS 32.

The definitions are detailed and technical. In addition, some types of financial instrument are
specifically excluded from IAS 39’s scope. These issues are discussed below.

2.2 Wha t is a f inancial instr ument?
Common examples of financial instruments include cash, equity investments, accounts
receivables, accounts payable, loans receivable, loans payable and derivatives (such as forward
contracts or interest swaps). However, financial instruments can also arise in less obvious
ways, such as through contracts for non-financial items (see below).

K ey def initions
Detailed definitions are set out in the Glossary in Appendix A and summarised definitions
of  the key terms are provided below.

A ‘financial instrument’ is defined by IAS 32.11 as “any contract that gives rise to a financial
asset of one entity and a financial liability or equity instrument of another entity.”

A ‘financial asset’ is any asset that is:

• cash
• an equity instrument of another entity
• a contractual right to receive cash or another financial asset or to exchange financial

assets or financial liabilities on potentially favourable terms
• certain types of contract which will or may be settled in the entity’s own equity

instruments (discussed further in Section 3.3).
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A ‘financial liability’ is any liability that is:

• a contractual obligation to deliver cash or another financial asset to another entity, or to
exchange financial assets or financial liabilities with another entity under conditions that
are potentially unfavourable to the entity

• certain types of contracts which will or may be settled in the entity’s own equity
instruments (discussed further in Section 3.3).

An ‘equity instrument’ is any contract that evidences a residual interest in the assets of an
entity after deducting all of its liabilities, e.g., ordinary shares.

In summary, a ‘derivative’ is a financial instrument or other contract within the scope of IAS
39 with all three of the following characteristics:

• Its value changes in response to an ‘underlying’ such as a specified interest rate, financial
instrument price, commodity price foreign exchange rate, index or other variable
(provided in the case of a non-financial variable that the variable is not specific to a party
to the contract).

• It requires no initial net investment or an initial net investment smaller than would be
required for other types of contract expected to have a similar response to changes in
market factors.

• It is settled at a future date.

Throughout this document, we refer to the ‘issuer’ and ‘holder’ of  instruments. The holder
is the ‘asset holder’ and the issuer is the party that either issues an equity instrument or has a
liability. For instance, if  Entity A issues ordinary shares to an investor, then the investor is
the holder and Entity A is the issuer. Similarly if  Entity A borrows from a bank, the bank is
the holder and Entity A is the issuer.

The definition of financial liability as opposed to equity is one which is often crucial from an
issuer’s perspective and is covered in Section 3.

Does the ar rang ement arise fr om a contr act?
The definition of a financial instrument involves an arrangement formed within a contract.
Therefore common exclusions from the financial instrument definition are liabilities or
assets arising from statute (as opposed to contracts) such as income taxes or sales taxes.

Wha t if  ultima te pa yment is conting ent or uncer tain?
IAS 39 and IAS 32 do not have any exclusion on the basis of payments being contingent or
uncertain in nature. Hence, a contract where an amount of cash is payable dependent on a
future contingent event still meets the definition of a financial asset in the hands of one
party and a financial liability in the hands of the other party. Therefore, that instrument
would be accounted for under IAS 39, unless the financial instrument definition was failed
for some other reason or there was a specific IAS 39 scope exclusion.

Whilst in most cases, it will be apparent whether or not a contract gives rise to a financial
instrument, there are many cases where careful analysis will be required. A common example
is a contract that gives rise to future obligations to pay cash to a third party where those cash
outflows are based on a percentage of the entity’s own sales or profits. Such contracts are
commonplace in financing arrangements, such as entities issuing share capital to venture
capitalists, and in certain industries such as the extractive industries, technology sector and
pharmaceuticals.



© 2009 Punongbayan & Araullo. All right s reserved.

Financial Instrument s - A CFO’s guide to avoiding the trap s 6

IAS 32.25 clarifies that obligations contingent on events outside an entity’s control, such as
its future sales or profits, meet the definition of a financial liability. If  such obligations give
rise to a financial liability within the scope of IAS 39, the entity is normally required to
recognise a liability based on the expected future cash outflows.

Note that the recognition criteria in IAS 39 differ significantly from those in IAS 37
Provisions, Contingent Liabilities and Contingent Assets. For instance, consider an arrangement
where an entity has a potential obligation to pay out cash in the future dependent on a
contingent event where occurrence of that event is not considered probable. If  that
arrangement were contractual such that it met the definition of a financial instrument, then it
would be within the scope of IAS 39, and IAS 39 would require a financial liability to be
recognised. However if the arrangement had for some reason not met the definition of a
financial instrument, then IAS 37 would probably be applied instead. IAS 37 would not
require any liability to be recognised on the basis that ultimate payment was not considered
probable.

Thus, it is important to consider carefully any arrangements entered into by contract where
settlement is contingent on future events, as these may require recognition of a financial
instrument at the time the contract is entered into. A common misunderstanding is that
contingent assets or liabilities do not result in recognition of assets or liabilities (by
application of IAS 37). However, if  the particular arrangement is contractual then this may
give rise to a financial instrument. IAS 39 may require recognition of a financial asset or
financial liability.

Wha t a bout contr acts f or non-f inancial items?
Non-financial items (e.g., normal purchase and sales orders) do not create financial
instruments unless they are considered to be capable of net cash settlement and fall outside
the ‘own use exemption’ in IAS 39. However a financial instrument arises once the related
services or goods are delivered. For example, when a purchase order is entered into there is
no financial liability. However once the goods or services are received, the associated creditor
is a financial liability.

Some contracts for non-financial items (e.g., commodities) are caught by IAS 39 if they do
not meet the ‘own use exemption’ in IAS 39. This exemption means, for example, that in
general purchase orders are not accounted for as financial instruments where they are for
non-financial things the entity will use in its business.

Factors to consider in determining whether such contracts are covered by IAS 39 are set out
below:

• If  the contract can be settled net or the entity’s practice is to take delivery for short-term
profit (e.g., a dealer’s margin) then the contract is covered by IAS 39. An example is
contracts to buy grain where the entity either has a practice of settling these to cancel
delivery (and settling the net difference in value) or of taking delivery and selling on for
short-term gain.

• A written option is covered by IAS 39 (see Appendix A for definition of a written
option). For example, Entity A enters into a sales contract with Entity B at a stated price
per tonne, but Entity B has a choice under the contract as to how much volume to take
at that price. From Entity A’s perspective, this is a written option.

• If  contracts are not settled net in practice and are for the entity’s own use then they are
outside IAS 39, e.g., contracts to purchase grain where an entity uses it as raw material
and does not in practice settle the contracts net.
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For entities such as commodity suppliers or utility companies, the own use exemption will
require very careful analysis and the technical considerations are likely to be more extensive
than described in this document. For those entities, the own use exemption analysis will be
of  crucial importance. For example, in the context of an aluminium supplier, this is
important because:

• sales contracts which were ‘own use’ would normally not result in any accounting entries
until delivery (at which time revenue would be recognised)

• sales contracts which were not ‘own use’ would be accounted for as financial
instruments. This means that accounting recognition would commence at time of
entering into the contract (i.e., pre-delivery). It is likely such contracts would meet the
definition of a derivative and so would be carried at fair value through profit or loss.

2.3 Wha t instr uments ar e e x c luded fr om IAS 39’ s scope?
Having identified an entity’s financial instruments, it is important to understand that various
types of financial instruments are scoped out of IAS 39 and so are typically dealt with by
other standards. The basic approach is that, if  an entity has entered into a contract which
meets the definition of a financial instrument, it must account for it under IAS 39 unless
there is a scope exclusion.

The main financial instruments excluded from IAS 39 are:

• investments in subsidiaries, associates and joint ventures (as dealt with by IASs 27, 28
and 31) although derivatives relating to these investments remain within the scope of
IAS 39

• an issuer’s own equity instruments, as defined by IAS 32, hence adding further
importance to the distinction between debt (financial liability) and equity

• leases (accounted for under IAS 17) although IAS 39 applies to derecognition,
impairment of lease receivables and embedded derivatives, e.g., prepayment options
within leases

• employee benefit plans (covered by IAS 19)
• share-based payments (dealt with under IFRS 2) unless they fall within the criteria noted

below for certain contracts to buy or sell non-financial items
• rights and obligations under insurance contracts. This is relevant where insurance risk is

involved. Insurance contracts are defined in IFRS 4. Distinguishing between insurance
contracts and financial instruments can require careful analysis based on the specific fact
pattern.

• contingent consideration in business acquisition in respect of the acquirer (dealt with by
IFRS 3) although this scope exclusion is removed after adoption of the revised IFRS 3
(Revised 2008) which applies for periods commencing on or after 1 July 2009

• loan commitments, although IAS 39 includes rules for provisions in respect of
commitments to issue loans at less than market value. This exclusion does not apply
where the commitment can be settled net, such as where loan assets are sold shortly after
origination, or where the entity designates commitments as at fair value through profit or
loss.

Therefore, the assessment of whether or not the arrangement gives rise to a financial
liability in the scope of IAS 39 has major consequences. We set out below some brief
examples to illustrate the attention to detail which may be required.
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Example 1 – financing arrangement
On 1 January 20X0, Entity A issues shares to Investor. Investor pays CU1 million to Entity
A. The share capital agreement involves Entity A agreeing to pay an annual dividend to
Investor based on 20% of its annual profits. This meets the definition of a financial liability
from Entity A’s perspective and there is no scope exemption from IAS 39. Entity A therefore
must account for the financial liability arising. This will involve at each reporting date Entity
A assessing the net present value of the future cash flows (based on its best estimate of
future profits).

Note there are potentially two views as to whether in Entity A’s financial statements the
financial liability would meet the definition of a derivative or whether it would be an ‘other
financial liability’ at amortised cost. However on either basis, the carrying value would still
need to reflect the expected future cash flows. This would typically mean that the liability
would give rise to volatility in profit or loss.

Example 2 – technology license
On 1 January 20X0, Entity B signs an agreement with Entity C to use patented technology in
a specified product for a period of 10 years. The license is non-exclusive. Entity B is required
to make payments to Entity C based on 10% of product sales. Entity C has retained control
over the technology as evidenced by the following:

1 Entity B is not permitted to sell or sub-license the technology
2 The uses to which Entity B could put the technology are restricted

From Entity B’s perspective, the arrangement does not give rise to a financial liability because
Entity B has entered into the arrangement for a non-financial item (being the access to
Entity C’s technology) and a financial instrument does not arise at the outset. In other words,
a financial instrument arises only after the non-financial services or products have been
delivered. Entity B would then reflect only a financial liability as sales occur based on 10% of
actual sales made to date (as opposed to being based on future sales).

Note that the analysis may be different if it were concluded that, on 1 January 20X0, Entity
B obtained control of an intangible asset (e.g., if  it has unrestricted use). Under that scenario,
the non-financial item (the purchase of the intangible) would have been delivered at the
outset on 1 January 20X0, and thus a financial liability would arise under IAS 39, based on
the net present value of the future expected cash outflows.

2.4 Ar e f inancial guar antees co ver ed b y IAS 39?
A financial guarantee contract is a contract that requires the issuer to make specified
payments to reimburse the holder for a loss it incurs because a debtor fails to make payment
when due. IAS 39 specifies the accounting in respect of the issuer of that financial
guarantee:

• A contract which meets the definition of a financial guarantee contract may be accounted for
under IAS 39. Under IAS 39, such contracts are generally recognised initially at fair value,
and subsequently at the higher of the amount determined under IAS 37 Provisions, Contingent
Liabilities and Contingent Assets and the amount initially recognised less cumulative
amortisation under IAS 18 Revenue

• If  the entity has previously asserted that it regards such contracts as insurance contracts
and has used accounting applicable to insurance contracts then the issuer may elect to
apply the insurance standard IFRS 4 instead. This election can be made on a contract by
contract basis.
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If  separate financial statements (such as parent entity individual financial statements) are
prepared under IFRS, then depending on their terms, guarantees provided by one entity over
borrowings of another group entity may meet the definition of a financial guarantee
contract. The accounting may cause practical difficulties as there is no exemption for
guarantees in respect of related party borrowings. In such cases, it may be a challenge to
assess the fair value of the guarantee at inception. This issue is discussed further in Section
9.4.

It is incorrect to assume that all guarantees are financial guarantee contracts. An examination
of  the contract terms will often indicate that the particular terms do not meet the definition
of  a financial guarantee contract. For example, performance guarantees where one party
provides a guarantee (to make a payment to an entity) should a third party fail to perform an
obligation such as delivering plant and machinery does not meet the definition of a financial
guarantee contract. This is because it is not dependent on failure by a debtor to pay and
therefore does not relate to credit risk; such contracts would normally be insurance contracts.
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3.1 De bt v er sus equity – w hy so impor tant?
The debt (financial liability) versus equity distinction is important from an issuer’s (i.e.,
borrower’s) perspective. Put simply:

• If  an instrument is debt:
- it will be presented as a liability in the financial statements
- it will be subject to IAS 39’s recognition and measurement rules
- the accounting will impact on the profits for the period.

• If  an instrument is equity:
- the proceeds received are credited directly to equity and are not remeasured
- it is not subject to IAS 39 accounting by the issuer
- there will be no impact on profit or loss for the period.

3.2 De bt and equity
In summary, a financial liability (debt) is any instrument that is:

• a contractual obligation to deliver cash or another financial asset to another entity, or to
exchange financial assets or financial liabilities with another entity under conditions that
are potentially unfavourable to the entity (with the exception of certain ‘puttable
instruments’ and obligations that arise only on liquidation)

• a certain type of contract which will or may be settled in the entity’s own equity
instruments (see Section 3.3).

An equity instrument is any contract that evidences a residual interest in the assets of an
entity after deducting all of its liabilities. Most ordinary shares are equity instruments.

3.3 Contr acts f or settlement in o wn equity – the f ix ed-f or -f ix ed test
An entity may enter into contracts which will or may be settled via the issue of the entity’s
own equity instruments. For example an entity may issue warrants or options to its investors.
From the investors’ perspective the instruments are clearly financial assets. However the
accounting by the issuer depends crucially on what is often termed the ‘fixed-for-fixed test.’

3 Distinction between debt and equity
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The fixed-for-fixed test is included in IAS 32.16, which states that an instrument is an equity
instrument if, and only if, specific conditions are met. In this context, the key condition that
an instrument must meet in order to be equity is that in IAS 32.16(b):

“(b) If the instrument will or may be settled in the issuer’s own equity instruments, it is:

(i) a non-derivative that includes no contractual obligation for the issuer to deliver a
variable number of its own equity instruments; or

(ii) a derivative that will be settled only by the issuer exchanging a fixed amount of cash
or another financial asset for a fixed number of its own equity instruments. For this
purpose the issuer’s own equity instruments do not include instruments that have all
the features and meet the conditions described in paragraphs 16A and 16B or
paragraphs 16C and 16D, or instruments that are contracts for the future receipt or
delivery of the issuer’s own equity instruments.

A contractual obligation, including one arising from a derivative financial instrument, that will
or may result in the future receipt or delivery of the issuer’s own equity instruments, but
does not meet conditions (a) and (b) above, is not an equity instrument. As an exception,
an instrument that meets the definition of a financial liability is classified as an equity
instrument if it has all the features and meets the conditions in paragraphs 16A and 16B or
paragraphs 16C and 16D.”

The references to paragraphs 16A and 16B and 16C and 16D are to exceptions for puttable
financial instruments and obligations arising on liquidation. Where these exceptions are
relevant, reference should be made to the full text of IAS 32.

Why is the f ix ed-f or -f ix ed test impor tant?
The fixed-for-fixed test is important because it can have a significant impact on an issuing
entity’s statement of financial position and results:

• If  the contract passes the fixed-for-fixed test, it is accounted for as equity. That means
the initial proceeds are credited to equity and are not re-measured.

• If  the contract fails the fixed-for-fixed test, it is a financial liability. It will often be a
derivative, which means it will be accounted for at fair value through profit or loss. Thus,
at each reporting date the entity will have a significant challenge in assessing the
reporting date fair value. Also, the movement in fair value will affect profits.

The fixed-for-fixed test is particularly important in the context of debt instruments, such as
convertible bonds, that include contractual terms which may involve conversion to the
issuer’s own equity. From the issuer’s perspective, if  the conversion option fails the fixed-for-
fixed test, it is accounted for as an embedded derivative liability. This usually means the
conversion right is remeasured at each reporting date and the fair value movements impact
on results.

Whenever an entity issues financial instruments which may be settled via the issue of its own
equity (such as warrants, options or convertible bonds) it is crucial that the fixed-for-fixed
test is considered. It determines whether these instruments are debt or equity.

Note that the fixed-for-fixed test is not relevant in the case of options or warrants issued in
exchange for goods or services (such as share options issued to employees). That is because
such options would fall within IFRS 2 Share-based Payment and would be scoped out of
IAS 39.
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The following examples illustrate how the fixed-for-fixed test operates:

Fixed-for-fixed test illustrations
Example 1
Entity A issues 100 share warrants to investors. Each warrant gives the holder (investor) the
right to buy one of Entity A’s equity shares at CU1.20 per share. There are no variations to
the exercise of price or number of shares. Entity A’s functional currency is Sterling. As
exercise of each warrant always involves the holder paying a fixed amount of cash for a fixed
number of shares, Entity A accounts for the warrant as equity.

Example 2
On 1 September 20X6, Entity A enters into a contract with Entity B to issue 100 equity
shares on 31 December 20X6 for such an amount of cash as is equal to 100 ounces of gold.
This contract does not meet the fixed-for-fixed test because the price of gold is variable, so
this is a financial liability in Entity A’s financial statements (IAS 32.24). The financial
instrument would likely meet the IAS 39 definition of a derivative.

Example 3
Entity A issues 100 share options to investors. Entity A’s functional currency is Sterling. The
exercise price for each option is 1 US dollar. As the exercise price is not fixed in terms of
Entity A’s functional currency, under IAS 32 and IAS 39, this option contract fails the fixed-
for-fixed test and so is treated as a financial liability in Entity A’s financial statements (most
likely as a derivative liability).

In many cases, agreements will begin by specifying a fixed exercise price and number of
shares, but then specify numerous conditions giving rise to variations in the number of
shares to be issued. In performing the fixed-for-fixed test, it is important to consider care-
fully such variation clauses. A strict reading of the fixed-for-fixed test may indicate that any
such variations cause the fixed-for-fixed test to fail. However, terms that give rise to changes
in the exercise price and number of equity instruments issued on exercise that are purely
anti-dilutive do not necessarily breach the fixed-for-fixed requirement. For example, a pro-
rata change in the event of a future bonus issue is an obvious anti-dilutive clause. Neverthe-
less, there are many ways in which the fixed-for-fixed test might fail. This publication does
not address this issue in detail but it is critical to take care regarding terms in the conversion
rights that have the effect of varying the number of shares to be issued or varying the
conversion price to be paid. Professional advice should be sought in such circumstances.

3.4 Compound instr uments
Compound instruments are non-derivative financial instruments (from an issuer’s
perspective) which contain both a financial liability and an equity component. IAS 32 sets out
how to account for such instruments. Broadly, this involves splitting the fair value of the
instrument at time of initial issue between a debt component (based on the fair value of the
cash flows of the debt) and an equity component (which is the residual). IAS 32 includes
illustrative examples on how to perform this split. A common example of a compound
instrument is a convertible bond where the conversion right passes the fixed-for-fixed test.
The issuer would account for this as a compound instrument. However, there is no
accounting parallel treatment from a holder’s perspective.
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4 Categorisation and measurement of financial
instruments

4.1 Ca te gorisa tion and measur ement summar y
The measurement basis is dependent on categorisation of the financial asset or liability, which
may be summarised as follows:

Financial assets and f inancial lia bilities a t f air v alue thr ough pr of it or loss
Financial assets in this category are carried at fair value, with fair value changes recognised in
arriving at profit or loss for the period.

* The value at inception is also adjusted for transaction costs, other than for assets or
liabilities at fair value through profit or loss (see Section 4.2).

Category

Fair value
through profit
or loss
Loans and
receivables
Held to
maturity
Available for sale

Fair value
through profit
or loss
Other financial
liability

Gains and
losses
Recognised in
profit or loss

Recognised in
profit or loss
Recognised in
profit or loss
Fair value
movements
initially taken to
other
comprehensive
income and
then recycled to
profit or loss
on impairment
or
derecognition
Recognised in
profit or loss

Recognised in
profit or loss

Subsequent
measurement
Fair value

Amortised cost

Amortised cost

Fair value 

Fair value

Amortised cost

Initial
measurement
Fair value

Fair value *

Fair value *

Fair value *

Fair value

Fair value *

Assets

Liabilities
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This category covers:

• financial assets and financial liabilities held for trading – these include all derivatives
(apart from those designated as hedging instruments) and other financial assets and
financial liabilities held principally for sale in the short term (i.e., relating to short term-
trading of financial instruments)

• financial assets and financial liabilities designated as being at fair value through profit or
loss. An entity may opt to designate a financial asset or liability into this category but this
option is available only on initial recognition. IAS 39 limits such designation to the
following cases where:
- it eliminates or reduces an accounting mismatch
- it relates to a group of assets/liabilities which are managed and their performance

evaluated on a fair value basis
- the instrument is a hybrid contract containing an embedded derivative.

Loans and r ecei vables
These are non-derivative financial assets with fixed or determinable payments. They are
measured at amortised cost, less impairment where applicable.

‘Amortised cost’ means the amount recognised initially less principal repayments plus or
minus cumulative amortisation, using the effective interest method, of  the difference
between initial amount and maturity amount. Reductions for impairment or uncollectibility
are made where necessary.

To be included in this category, the loan or receivable asset must not be quoted on an active
market and the entity must not have elected to classify it as being at fair value through profit
or loss or as an available for sale asset. In addition, there must be no intention to sell in the
short term (otherwise the asset would be categorised as held for trading instead).

Held-to-ma turity in vestments
These are assets that have fixed or determinable payments and that the entity has a positive
intention and ability to hold to maturity. Assets are included in this category only by specific
designation as such. They are measured at amortised cost, less impairment where applicable.
Financial assets generally may not be included in this category where a previous asset was so
categorised in the last two years but was sold before its redemption date. (This is an anti-
abuse provision known as the ‘tainting rules’.)

This is a category rarely used by non-financial services businesses. This is because it would
normally only be relevant to loan assets traded on an active market and non-convertible
traded bonds (such as listed corporate bonds). An entity would only have an incentive to use
this category where it wished to account for such an instrument at amortised cost. Where a
financial asset with fixed or determinable payments is not traded on an active market, it will
normally be classified as a loan and receivable and carried at amortised cost making
designation as held to maturity unnecessary.

Availa b le-f or -sale f inancial assets
This category includes those financial assets not included in any of the previous three
categories. In addition, an entity may designate any asset other than a trading one as being
available for sale. The most common type of financial asset to be included in this category is
likely to be an equity instrument held as a non-trading investment.
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Available-for-sale financial assets are measured at fair value with the gains or losses being
recognised in other comprehensive income rather than through profit or loss, then recycled
through profit or loss later, usually when the asset is sold or impaired. Rarely, where fair
value cannot be measured reliably, they are measured at cost.

Other f inancial lia bilities
These are basically all financial liabilities other than those carried at fair value through profit
or loss (most commonly this will mean all financial liabilities other than derivatives). These
are carried at amortised cost.

4.2 Initial measur ement
Whether carried subsequent to initial recognition at fair value or amortised cost, all financial
assets and financial liabilities are measured on initial recognition at fair value plus, except in
the case of financial assets or financial liabilities at fair value through profit or loss,
transaction costs that are directly attributable to their acquisition or issue (IAS 39.43).

Normally the amount of the transaction proceeds is strong evidence of the initial fair value
and should be taken as the best evidence of opening fair value. However there are situations
where the initial transaction value may not be a reliable evidence of fair value. For example
this may be the case with related party loans.

Where the opening fair value is different to the transaction proceeds, IAS 39 requires the
difference to be included in profit or loss unless it relates to another asset (IAS 39.AG64).

4.3 Amor tised cost w her e ther e ar e uncer tain futur e cash f lo ws
There may be cases where the future cash flows for loans and receivables, or for other
financial liabilities, are uncertain. One such situation would be a financial liability where the
contractual outflows are based on uncertain factors such as future profits, for example share
capital where there is a contractual obligation to pay dividends as a fixed percentage of
profits earned. Despite being accounted for at amortised cost under the effective interest
method, IAS 39.AG8 includes a principle which will result in the carrying value being
restated at each reporting date to the net present value of the future discounted cash flows,
discounted using the original effective rate. The restatement is included in profit or loss.

If  the future cash flows of an instrument are uncertain, the impact of IAS 39.AG8 may
create significant profit volatility and will require an entity to continually reassess expected
future outflows. The impact on profit or loss in many cases will not be dissimilar to fair value
through profit or loss accounting.

4.4 Der eco gnition of  f inancial assets
IAS 39 contains detailed steps to consider when deciding whether a financial asset should be
derecognised. There are five key steps summarised in the table on the following page.
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On derecognition, the sales value less carrying value of sold assets is taken to profit or loss
together with any gains or losses previously recognised in other comprehensive income (e.g.,
on assets previously designated as available for sale). When proceeds are received but the
asset is not derecognised, the proceeds received are reflected as a liability.

Examples of transactions where assets qualify for derecognition are unconditional sales, a
sale with an option to repurchase at fair value at time of purchase, a sale with a put or call
option which is deeply out of the money such that the option is unlikely to be exercised, and
a sale of a readily obtainable asset (e.g., a quoted investment) with a call option that is neither
deeply in nor deeply out of the money. Examples of transactions where assets do not qualify
for derecognition are a sale and repurchase agreement where the purchase price is fixed or is
sales price plus a lender’s return, a security lending arrangement, a sale with a put or call
option that is so far in the money that it is unlikely to be out of the money before expiry and
a sale of receivables where the transferor guarantees to compensate credit losses.

In our experience, non-financial services entities are not normally affected by the complex
de-recognition rules. This is because they normally either retain the risks and rewards relating
to the financial asset until they receive counterparty payment (e.g., a loan asset) or sell the
asset (e.g., an equity investment). One important exception to this is a factoring arrangement.
Careful analysis is required in such cases.

4.5 Der eco gnition of  f inancial lia bilities
Financial liabilities are derecognised when and only when they are extinguished, i.e., the
obligation is discharged, cancelled or expires.

Step 1 Determine whether to apply derecognition criteria to specific assets or
to a group of assets.

Derecognise when contractual rights to asset expire or an asset has
been ‘transferred’ (Step 3) and transfer qualifies for derecognition
(Steps 4 and 5).

Step 2

Consider whether a ‘transfer’ has occurred. This is the case where
either the rights to cash flows have been transferred or where the entity
retains the contractual rights but assumes obligations to pay the
proceeds onto a third party without delay once delivered.

Step 3

If  a transfer has taken place, consider the extent to which risk and
rewards have been retained or transferred. If  substantially all risks and
rewards have been transferred then the asset should be derecognised.
If  substantially all risks and rewards have been retained then the asset
should continue to be recognised. Risks and rewards are reviewed in
the context of exposure to cash flows pre and post the deal, e.g., if  an
asset is sold with the option to buy back at fair value at the time of
purchase, the asset is derecognised as substantially all risks and rewards
will have been transferred.

Step 4

If  the entity has neither transferred nor retained substantially all risks
and rewards (i.e., some significant risks and rewards transferred but
others retained) the entity needs to assess whether it retains ‘control’
over the asset (referring to the practical ability of the transferee to sell
the asset). If control is not retained then the asset is derecognised and
the assets or liabilities retained are separately recognised. If  control is
retained, the asset continues to be recognised to the extent of the
entity’s continued involvement.

Step 5
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5 Raising new finance and modifications to existing
borrowings

5.1 Raising new finance
When raising new finance, companies should always consider carefully the IAS 32
classification of, and IAS 39 accounting for, all instruments to be issued. This will often
involve specialist consultation. In our experience, many companies have had unpleasant
surprises when they have not considered the accounting carefully at the outset. Some
recurring themes are outlined below.

War r ants and options
If  the raising of finance involves the issue of warrants or options, the fixed-for-fixed test
should be considered carefully as this will determine whether the instruments are accounted
for as equity or as derivative liabilities (see Section 3.3). Derivative liabilities will be accounted
for at fair value through profit or loss. Hence, the entity would then often need to use
sophisticated valuation techniques to determine the fair value at each reporting date.

Con ver tib le loans
If  the entity issues convertible loans, the conversion terms should be considered very
carefully to see if the fixed-for-fixed test is met (see Section 3.3). If  the fixed-for-fixed test is
passed, the issuer must account for the instrument as a compound instrument, where there is
both a debt component (representing the obligation to pay interest and potentially redeem in
cash assuming no conversion) and an equity component (representing the conversion right).
If  the fixed-for-fixed test fails then the accounting involves a host debt and a separable
embedded derivative. The embedded derivative would then need to be accounted for at fair
value through profit or loss. The embedded derivative treatment (for the conversion right)
would normally involve valuation techniques being used at each reporting date to calculate
the fair value. Embedded derivatives are considered further in Section 6.

Shar e ca pital – IAS 32 c lassif ica tion
If  the entity issues share capital, any non-standard terms should be examined carefully
against the IAS 32 debt/equity classification. The following are examples of non-standard
terms attaching to shares which give rise to financial liabilities:

• Any dividend rights which are outside the control of the entity, even if on a contingent
basis, create a financial liability at the outset, for example if there is a contractual
obligation to pay dividends based on future profits (IAS 32.25)

• Redemption rights requiring the entity to pay cash in the event of change of control
create a financial liability as the entity cannot prevent its shareholders from selling their
shares

In summary, if  there are any terms that involve the entity making payments due to events
that are not within the complete discretion of the entity, this may create a financial liability.
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Instr uments issued in combina tion
If  more than one instrument is issued at the same time to the same holders, then this may
present complications. Whilst the overall transaction proceeds would normally be a reliable
basis for the combined fair value of all instruments issued, the amounts contractually
allocated to each individual instrument may not be a reliable basis for the fair value at
inception of those individual instruments.

Example 1
Consider a case where Entity A issues to holder B, a CU1 million five-year loan at 6% per
annum and 1,000 share warrants. The issue proceeds are an overall CU1 million (paid by B to
Entity A). The legal documentation ascribes the proceeds of CU1 million all to the loan. In
this case, the opening accounting carrying values of the loan and warrants would require a
split of the CU1 million so that they reflect properly the opening fair values of the two
instruments.

Transaction costs
The treatment of transaction costs and other payments connected with the issue of an
instrument should be considered carefully. Transaction costs in relation to debt instruments
are included within the finance cost relating to the debt, through the amortised cost method,
whereas transaction costs in connection with equity instruments are debited direct to equity
(IAS 32.35).

5.2 Modif ica tions and r estr ucturing of  f inance
The accounting requirements (and the reflection of any gain or loss) will depend on the
particular circumstances and we would strongly advise consultation with specialists in respect
of  the accounting implications. The accounting treatment would typically depend on:

• the IAS 32 classification of the instruments affected (debt, equity or compound) prior to
the modification

• the IAS 32 classifications of any new issued instruments
• whether any debt instruments are modified and, if  so, whether those modifications are

significant
• whether modification of instruments alters the IAS 32 classification or creates

embedded derivatives.
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The table below illustrates some possibilities for modifications and why careful analysis will
be required on a case-by-case basis.

Instrument
before
modification or
restructuring

Nature of
modification and
resulting
instrument

Accounting implications

Debt (non-
convertible)

Debt but significantly
modified

IAS 39.40-41 require the new instrument
to be carried at fair value on inception (and
the old instrument extinguised). A gain
or loss is reflected in profit or loss
(including the impact of transaction costs
per IAS 39.AG62).

Convertible debt
(compound)

Equity (conversion
under original terms)

There has been no modification here but
rather the conversion has occurred within
the original terms. Per IAS 32.AG32, the
conversion results in no gain or loss.

Convertible debt
(compound)

Repaid but on terms
different to that in
instrument

IAS 32.AG33 and AG34 contain specific
rules on variations in contractual terms in
order to repay a convertible bond early,
where the instrument is currently a
compound instrument. This involves
splitting the repayment proceeds between
debt and equity. The effect of this can be
seen where a payment made by the issuer
reflects a large premium to entice the bond
holders to accept payment rather than use
their conversion option (usually when the
share price has increased such that the
option exercise price is significantly in the
money). If there has been no significant
change in market rates of the debt
component, there may often be negligible
impact on profit or loss.

Convertible debt
(compound)

Equity, but
conversion was on
different terms to
original instrument

IAS 32.AG35 deals with a scenario in
which an entity amends the conversion
terms in order to induce early conversion.
The difference at the date of amendment
between the fair value of the consideration
the holder receives on conversion under
the revised terms, and the fair value of the
consideration the holder would have
received under the original terms, is
recognised as a loss in profit or loss. This
charge can be significant. IAS 32’s
illustrative examples include a worked
example of this.

Convertible debt
(host debt with
embedded
derivative liability)

Equity via conversion The full fair value movement of the
conversion rights (up to point of
conversion) is reflected in profit or loss as
this is the fair value movement of the
embedded derivative.
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Instrument
before
modification or
restructuring

Nature of
modification and
resulting
instrument

Accounting implications

Non-convertible
debt

Equity (via deal agreed
to convert to equity)

Treatment depends on the overall
substance.

If  in substance the transaction was a waiver
of  debt then IAS 32.35 would require
recognition of a gain in profit or loss.

However, as long as the conversion to
equity is genuine (as opposed to being
clearly a waiver), this is an area in which
IAS 39 is not specific and so an accounting
policy choice is available. Possibilities may
include reflecting the transaction on a no
gain/no loss basis or reflecting a gain/loss
based on the difference between the fair
value of the shares issued in comparison to
the pre-conversion carrying value of the
debt (based on IAS 39.41).

Convertible debt
(compound)

Convertible debt
(host debt with
embedded derivative)

This is where the change has involved
modification such that the conversion no
longer meets fixed-for-fixed. The
standards are not prescriptive on this. A
gain or loss arises, but there may be a
choice of methods as to the underlying
calculations, as the modification involves
two things, being a debt modification
which will give a gain or loss but also an
equity distribution.
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6 Embedded derivatives – what are these and what
should I look out for?

6.1 Wha t is an embed ded deri vati ve?
In some cases, derivatives are embedded into a host contract. Where this is the case, the
derivative may need to be separated from the host contract and accounted for as a derivative,
unless the entire instrument is carried at fair value through profit or loss. If  an embedded
derivative is required to be separated out but this is not possible, the entire instrument is
accounted for at fair value through profit or loss. IAS 39 contains detailed provisions as to
when an embedded derivative exists and should be separated, which are summarised by the
following diagram:

Embedded derivatives may arise in many types of contract, including some that may not be
financial instruments. The most common types of host contract to contain embedded
derivatives are sales contracts, purchase contracts, lease contracts and debt contracts.

Many entities will have some embedded derivatives, although the more common ones are
often deemed closely related to the host contract and hence not separated. For example, the
following are all embedded derivatives, although separation would then depend on the
closely-related test:

• foreign currency denominated sales and purchase contracts
• early repayment options within debt instruments
• options to extend a debt instrument
• clauses in leases causing changes in lease costs dependent on changes in an index
• a collar within a loan agreement (note this is not the same as a collar which is a separate

contract to the loan – an embedded collar refers to a collar arrangement which is directly
embedded and not contractually separate from a loan).

Does the
embedded
element meet the
definition of a
derivative?

Are the economic
characteristics and
risks of the
derivative closely
related to those of
the host contract?

Is the entire
instrument at fair
value through
profit or loss?

Separate
the
embedded
derivative

Do not separate the embedded derivative

Yes

Yes

YesNo

No No
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6.2 Closel y-r ela ted test
This test examines whether the economic characteristics and risks of the derivative are
closely related to those of the host contract. The detailed requirements for determining
whether or not an embedded derivative is closely related to the host contract are set out in
IAS 39.AG27-AG33. IAS 39.AG30 and AG33 contain specific criteria for particular types of
embedded derivative.

In our experience, one of the most common types of embedded derivative that is not closely
related to the host contract is a convertible debt contract. In this case, the equity conversion
option is the embedded derivative. The equity conversion option is not generally closely
related to the host debt. Thus, from the holder’s perspective, the instrument will usually
comprise a loan asset and a separable embedded derivative asset for the conversion option.

From an issuer’s perspective the equity conversion option may meet the IAS 32 definition of
equity and thus give rise to a compound instrument, provided the fixed-for-fixed test is met
(see Section 3.3). If  this test is not met, the conversion option will give rise to an embedded
derivative liability from the issuer’s perspective.

6.3 Wha t if  an embed ded deri vati ve is c losel y r ela ted?
As noted above, an embedded derivative that is closely related to the host contract should
not be separated. Instead, it would be taken account of within the host contract.

For example, if  an early repayment (or prepayment) option existed within a loan agreement,
it would be considered closely related if the amount to be paid on repayment was always
approximately equal to the amortised cost of the host loan. If  this were the case, the
prepayment option would not be separated. However, the effective interest cost calculations
would take into account the expected impact of the prepayment option.

6.4 Embed ded deri vati ve v er sus stand alone deri vati ve
The closely-related test is relevant only for an embedded derivative. IAS 39.10 notes that if  a
derivative is contractually transferable from a host contract then that derivative is a stand-
alone derivative. A derivative contract (i.e., a stand-alone contract) is always carried at fair
value through profit or loss unless hedge accounting applies.

The importance of this can be seen clearly in, for example, an interest collar. Interest collars
will usually be taken out (in an economic sense) in relation to, say, a borrowing agreement.
Contracts should be examined carefully to see whether the collar is a stand-alone contract or
is embedded directly in, and not contractually transferable from, the underlying loan.

If  the collar is a stand-alone contract, it would always be carried at fair value through profit
or loss, unless hedge accounting applied. However, for detailed reasons not covered in this
publication, avoiding profit or loss volatility of a collar by using hedge accounting is difficult.

If  the collar arrangement is embedded directly in the loan agreement, the collar would
instead be an embedded derivative (e.g., the loan agreement contains a clause stating that the
interest rate on the loan will not be higher than 8% or lower than 4% and this clause is not
contractually transferable from the loan). In the case of an embedded collar, the IAS
39.AG33(b) test is such that the closely-related condition would be met if at inception the
market rate was neither below the floor nor above the cap of the collar (i.e., providing in this
example that at time of inception the market rate was between 4% and 8%).

22
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7 Impairment of financial assets

7.1 Ov er vie w
Impairment tests are required where there is evidence that financial assets are impaired. Such
tests are required on assets carried at cost or amortised cost and also on assets designated as
available for sale, because previous gains or losses on those will have been recognised in
other comprehensive income rather than through profit or loss. Impairment losses are
recognised in profit or loss.

Where assets are carried at amortised cost, subsequent reversal of impairment write-downs
is required in certain circumstances. However, where assets are carried at cost, because a
reliable fair value was not available, subsequent reversal is not permitted. For available-for-
sale financial assets, subsequent reversal through profit or loss may be required for debt
instruments but is not permitted for equity instruments, although at time of writing the
IASB has been under some pressure to reconsider this point.

7.2 Impair ment of  tr ade r ecei vables
In the context of non-financial services businesses, the IAS 39 impairment rules are
important for consideration of bad debt provisions against trade receivables. Such
receivables technically have an impairment event if the debtor has not paid within its due
date. Therefore an impairment charge could apply even if the nature of the impairment
event is one of delay as opposed to ultimate non-payment.

IAS 39 has specific principles for calculating impairment of financial assets. For assets
carried at amortised cost (e.g., including loans and receivables such as trade receivables) the
impairment calculation involves a comparison between the carrying value (pre-impairment)
and the net present value of the expected cash flows discounted by the original effective rate.

A significant issue for a non-financial services business to monitor is whether their
impairment provisions on trade and other receivables have a material impact as a result not
only of non-payment by debtors but also slow payment. In other words, in trade receivables
slow payment can give rise to an impairment charge due to the time value of money impact
even if ultimately payment is expected in full.

7.3 IAS 39 impair ment model
Most businesses incur credit losses (bad debts) from time to time. The extent of credit losses
varies widely depending on the credit standing of customers and entity-specific credit
control practices.

IAS 39 deals with credit losses through its requirements on impairment. Its approach is often
referred to as an ‘incurred loss’ model. Under this approach, impairments are recognised
only on the basis of one or more ‘loss events’ that have occurred after initial recognition.
Loss events are also referred to as objective evidence of impairment. An event is a loss event
if  there is a correlation between the event and a deterioration in the expected cash flows
(amount and/or timing) from the receivables.

23
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At each reporting date, receivables should be reviewed for any objective evidence of
impairment. Objective evidence of impairment might include:

• information indicating that the debtor is in significant financial difficulty (IAS 39.59(a))
• breach of contract, e.g., a debtor not paying by the due date (IAS 39.59(b))
• information indicating that it is probable the debtor will become insolvent or similar

(IAS 39.59(c))
• downgrade in credit rating (in conjunction with other information) (IAS 39.60).

In practice, failure to pay by the due date is the most common and easily identified indicator.

When evidence of impairment is identified, the amount of impairment is the difference
between (i) the carrying value of the receivables; and (ii) the present value of the expected
future cash flows discounted at the original effective interest rate (IAS 39.63).

IAS 39.64 always requires a collective or portfolio approach to impairment assessment.
Further:

• An initial, individual review is required for items that are individually significant (IAS
39.64)

• In the collective assessment, items are grouped on the basis of common credit risk
characteristics (IAS 39.AG87)

• Items are removed from the collective assessment once information becomes available
that specifically identifies losses on individual items (IAS 39.AG88)

• Any individual items that are reviewed and found not to be impaired are then also
included in the collective assessment (IAS 39.64)

Some entities reporting under previous GAAP have previously adopted accounting policies
that are not necessarily supported by objective evidence such as:

• establishing general bad debt reserves to cover the risk of possible future bad debts, and
• alternatively, or in addition, determining bad debt reserves using a provision matrix that

specifies provision percentages based on the length of time receivables are overdue.

These practices may be inconsistent with IAS 39.

Although IAS 39’s impairment model can appear complex, the degree of sophistication
required in practice should reflect the significance of credit losses to an entity’s business. For
most commercial businesses, implementing procedures to comply with the impairment
requirements should not prove unduly burdensome. However, some analysis might be
required to compile and maintain the necessary data on credit loss experience.
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8 Hedge accounting – when might it be relevant?

8.1 Intr oduction
This section provides an overview and a brief illustration of the hedge accounting aspects of
IAS 39. Hedge accounting is specified in much more detail in IAS 39 and reference to the
standard is necessary in order to confirm compliance with the detailed requirements.

The key messages on hedge accounting are as follows:

• It is optional
• Particular risks are hedged
• It is intended to mitigate or avoid volatility in profit or loss
• It requires forward planning and cannot be done retrospectively
• The detailed requirements in IAS 39 present significant challenges for entities intending

to apply hedge accounting

8.2 Is hedg e accounting manda tor y?
Hedge accounting is purely optional. It is, however, a useful tool in mitigating the profit or
loss volatility that would otherwise arise, for example the potential for substantial profit
fluctuations as a result of fair value movements. However, as set out below, if  the hedge
accounting option is taken then it is subject to significant rules within IAS 39. The rules-
based approach of IAS 39 arises because hedge accounting involves a departure from the
general IAS 39 principles in respect of derivatives (i.e., the IAS 39 default position is that
derivatives are carried at fair value through profit or loss). It would be incorrect to assume
that, because a hedge appears to be a sound economic hedge, it necessarily qualifies for
hedge accounting and also incorrect to assume that hedge accounting will avoid all related
volatility in profit or loss.

As hedge accounting is optional, not all entities will need to consider the detailed hedge
accounting rules (i.e., the rules are only relevant if hedge accounting is opted for). However,
if  an entity wishes to apply hedge accounting, the hedge accounting rules are likely to
provide a significant challenge. This section does not provide extensive hedge accounting
guidance but seeks to:

• help a CFO understand when hedge accounting might be useful
• provide an overview of the rules and challenges faced
• illustrate simple examples of how hedge accounting impacts on the accounting entries.

An example of where hedge accounting might be useful is a foreign currency forward
contract which may be used to hedge the foreign exchange risks relating to future sales or
purchases. Forward contracts are normally derivatives and, as such, IAS 39 requires them to
be included in the statement of financial position at fair value. In the absence of hedge
accounting, changes in fair value would be recognised immediately in profit or loss. Cash
flow hedge accounting allows gains or losses on the forward contract to be included in other
comprehensive income until the time of the related sales or purchase transactions. In this
illustration, the forward contract is the ‘hedging instrument’ and the forecast transaction is
the ‘hedged item’. In practice, particular risks may be hedged, rather than an entire
transaction.
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8.3 When can I c hoose to use hedg e accounting?
As described below, there are detailed rules to consider in determining when hedge
accounting is available. However, even where a hedging transaction meets the detailed
conditions, the choice to use hedge accounting must be made at the inception of the hedge
and this must be evidenced by formal documentation.

Hedge accounting cannot be decided upon as a matter of convenience during the year-end
process. A CFO who has not previously been involved with hedge accounting needs to keep
this in mind and plan ahead. Hedge accounting requires detailed analysis and documentation
to be drawn up at the time of the transaction in order to justify the accounting treatment. A
key challenge is that the documentation must specify the methods to be used for
effectiveness tests. It is highly likely that, a CFO who has had no previous involvement with
hedge accounting will need to seek specialist help before initiation of the hedging
transaction.

8.4 Wha t types of  hedg es e xist and ho w ar e the y accounted f or?
There are three types of hedges that may qualify for hedge accounting under IAS 39:

• Cash flow hedges
• Fair value hedges
• Hedges of a net investment in a foreign operation

Cash f lo w hedg es
Cash flow hedges are those where a hedging instrument is designed to hedge future cash
flow effects of a hedged item. Examples are:

• forward currency contract hedging future committed or highly probable foreign sales or
purchases in respect of foreign exchange risk

• commodity contract hedging highly probable future sales or purchases in respect of
commodity price risk

• variable-to-fixed interest rate swap hedging interest rate risk on a variable rate debt
instrument

Under cash flow hedge accounting, gains and losses on remeasurement of the hedging
instrument to fair value are taken direct to other comprehensive income, to the extent that
the hedge is effective, then subsequently released to profit or loss to match the related
hedged item. Any ineffective element is charged or credited immediately to profit or loss.

Fair v alue hedg es
Fair value hedges are hedges of the exposure to changes in the fair value of a recognised
asset or liability or an unrecognised firm commitment or an identified portion of any of
these.

Examples of where fair value hedge accounting may be used are:

• an entity has a loan asset at a fixed interest rate, which is carried at amortised cost. It
uses an interest rate swap (pay fixed, receive variable) to cover the fair value risk.

• an entity has a commodity asset (e.g., silver) or firm purchase commitment. It purchases
a put option to sell the commodity at a fixed price to offset the risk of price changes.

• a forward currency contract hedging a firm sale or purchase commitment in a foreign
currency, although this could alternatively be accounted for as a cash flow hedge.
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Fair value hedge accounting is designed primarily for use where (under other IAS 39
requirements) the hedged item is an asset or liability carried at cost or amortised cost whilst
the hedging instrument is carried at fair value through profit or loss. The accounting for a
fair value hedge involves an additional entry in profit or loss for the amount of the effective
hedge (with the other side of the entry being to adjust the hedged item) offsetting the profit
or loss effect of the movement in fair value of the hedging instrument.

Under IAS 39, entities may, in some cases, opt to designate financial assets or financial
liabilities on initial recognition as being at fair value through profit or loss. Though IAS 39’s
‘fair value option’ restricts the voluntary designation at fair value through profit or loss, one
permitted case is where it eliminates or significantly reduces an accounting mismatch. For
example, a loan asset that would otherwise be carried at amortised cost but is related to a
derivative liability carried at fair value may itself be designated on initial recognition as being
at fair value through profit or loss. This may be an alternative way to achieve a similar impact
on profit or loss to fair value hedge accounting, without needing to meet IAS 39’s more
stringent and detailed hedging conditions.

Hedg es of  a net in vestment in a f or eign oper ation
Under IAS 21, exchange gains and losses on retranslation of a foreign operation with a
functional currency different to the currency in which the parent presents its group financial
statements are taken to other comprehensive income. However, if  a derivative, or a non-
derivative instrument such as a foreign currency loan in the same currency as the foreign
operation, is used to hedge the foreign exchange risk, then, in the absence of hedge
accounting, the gains or losses on the hedging instrument would be taken to profit or loss.
This would be inconsistent with the treatment of the foreign exchange movement on the
foreign operation, with potential for significant profit fluctuation.

By applying hedge accounting, the gain or loss on the hedging instrument is taken to other
comprehensive income to the extent that the hedge is effective. However, note the following:

• For hedge accounting to be used, formal documentation must be in place prior to hedge
accounting being implemented.

• Under IAS 39, gains or losses on the foreign currency loan or other hedging instrument
can only be taken direct to other comprehensive income to the extent that the hedge is
effective.

• The IAS 39 hedge of a net investment covers only the consolidated financial statements
(i.e., does not apply to the parent’s individual or separate financial statements).

8.5 Wha t qualif ies as a hedg ed item?
A hedged item may be a single item or group of items that is:

• a recognised asset or liability (see below for exceptions)
• an unrecognised firm commitment
• a highly probable forecast transaction, such as highly likely sales or purchases
• a net investment in a foreign operation.
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The following are not allowed as hedged items:

• assets designated as held to maturity in respect of interest rate or prepayment risk
• transactions that do not affect profit or loss
• derivatives, apart from a purchased option hedged by a written option, as these are

already carried at fair value through profit or loss
• equity investments that do not have a quoted price or where fair value cannot be

estimated reliably
• equity method investments, in respect of fair value hedges
• an investment in a consolidated subsidiary, in respect of a fair value hedge
• the entity’s own equity instruments issued
• groups of items with dissimilar risks
• unrecognised assets or liabilities such as intangibles which do not qualify for asset

recognition
• hedging of net positions (e.g., the net between sales and purchases) although the same

effect can be achieved by designating part of  the underlying item (e.g., rather than
designating the hedged item as the net exposure on Euro sales less purchases, the
hedged item would be the first X Euro sales)

• forecast transactions that are not highly probable.

A portion, rather than the whole amount, of  a financial asset or liability may be designated as
a hedged item. For a non-financial asset or liability, the entity can only hedge either foreign
exchange risk or the entire change in fair value from all risks.

In a group, added complications arise. For the purposes of the consolidated financial
statements, intra-group transactions do not normally qualify as hedged items. This is because
they do not involve any external exposure for the group. However, important exceptions to
this are:

• foreign currency risk on an intra-group monetary item (as the profit impact may not be
removed fully on consolidation)

• foreign currency risk of a highly probable intra-group transaction provided that the
transaction is denominated in a currency other than the functional currency of the entity
entering into the transaction and the foreign currency risk will affect consolidated profit
(i.e., where the intra-group transaction is related to an external transaction). This has
important consequences where different group entities are involved in a series of
transactions.

The above issue is best explained by an example.
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Example
Parent entity A (Sterling functional and presentational currency) has a French subsidiary B
(Euro functional currency) and a US subsidiary C (US dollars functional currency). B
manufactures a product and sells those products to C in US dollars. C then sells the
product to external customers in US dollars. B enters into a buy Euro/sell USD forward
contract. In the group financial statements, A could designate the forward contract as a
hedging instrument over the intra-group sales from B to C, due to the following:

• The intra-group sales are highly probable
• The intra-group sales are denominated in US dollars (i.e., a currency other than B’s

Euro functional currency)
• The expected onward sale of the inventory in US dollars to external customers results

in a foreign currency exposure in the consolidated financial statements. In this case,
the onward sale creates a foreign currency exposure arising from USD/Euro
movement. This arises because, from a group perspective prior to the US dollar sale
to customer, on consolidation the inventory held by the US entity has a cost
denominated in Euros, as the intra-group profit is cancelled on consolidation.
Therefore, the ultimate external US dollar sale creates a foreign currency exposure in
the consolidated financial statements.

8.6 Wha t qualif ies as a hedging instr ument?
A hedging instrument may be:

• any derivative or a proportion thereof, except written options as these generally increase
risk. A written option can be used as a hedge against a purchased option, however.

• a non-derivative financial asset or liability, but only for foreign currency risk (e.g., a
foreign currency loan used to hedge foreign currency risk).

Sales or purchase commitments cannot be hedging instruments, as these are not assets or
liabilities. Only instruments that involve a party external to the reporting entity may be
designated as hedging instruments.

Generally, a hedging relationship is designated for a hedging instrument in its entirety, with
limited exceptions for options and foreign currency contracts where fair value changes may
be split into components and only one component designated as the hedging instrument. A
portion of an instrument, for example 50% of the notional amount, may be designated as a
hedging instrument but an instrument must be designated as such for its entire time period
(e.g., a ten-year option must be a hedging instrument for that hedge for ten years; not just,
say, five years).

8.7 Hedg e ef fecti veness
To qualify for hedge accounting, a hedge must be ‘highly effective’ and effectiveness must be
reliably measurable. Effectiveness must be tested both prospectively and retrospectively.
Where a hedge fails the effectiveness test, hedge accounting should be discontinued. For the
retrospective test, hedge accounting is discontinued from the date effectiveness was last
demonstrated.

IAS 39 does not prescribe particular methods of assessing effectiveness. However, as noted
below, the testing methods to be used must be set out in the formal documentation
supporting the hedge accounting designation. The actual results of the hedge need to be that
the gain or loss on the hedging instrument is within a range of 80% to 125% of the
corresponding loss or gain on the hedged item.
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Even if the hedge is highly effective, the ineffective element must always be charged to profit
or loss. It is not correct to assume that the hedge is always 100% effective just because
critical terms match. There are many ways in which ineffectiveness arises. For example:

• If  the hedged items are highly probable sales, then it is unrealistic to assert that the
customer will always pay on exactly the same day as the related hedging instrument
matures.

• If  the hedge relationship commenced after the derivative hedging instrument had been
entered into, then this would create ineffectiveness.

• At inception of a cash flow hedge, an interest swap (pay fixed/received variable) will
often have exactly matching terms to a variable rate loan (the hedged item). However, if
at any time in the future the terms no longer match (e.g., through loan repayment) this
may create ineffectiveness.

8.8 When does hedg e accounting commence?
Hedge accounting commences at the time that the hedge relationship is established on
meeting the conditions of IAS 39.88. Amongst other things, this means that the hedge
accounting documentation has been set up and that the first prospective effectiveness test
has been carried out (i.e., to look forward to demonstrate that the hedge is expected to be
highly effective).

The hedge inception date is not necessarily the same date as that on which the hedging
instrument is entered into. For example, say on 1 January 20X0 Entity A enters into an
interest swap with a bank. On 1 June 20X0, Entity A establishes the hedge relationship by
documenting the hedge and meeting other conditions in IAS 39.88. This has the following
implications:

• From 1 January 20X0 to 1 June 20X0 the interest swap should be carried at fair value
through profit or loss (i.e., all gains or losses are recognised in profit or loss for the
period).

• From 1 June 20X0, cash flow hedge accounting commences. However, the fact that the
interest swap does not have nil fair value at the hedge commencement date means that
some ineffectiveness will arise going forward.

8.9 Example:  cash f lo w hedg e
Cash f lo w hedg e accounting f or v aria ble-to-f ix ed inter est r ate s w ap hedging
varia b le inter est bor r owings
Entity A borrows CU5 million on 1 July 20X0. Interest is paid semi-annually and no
principal is repaid during the period considered in this example. The loan carries variable rate
interest, which, for illustration, is assumed to be at LIBOR. The swap is assumed to be a
fully effective hedge of the loan, being for the same principal amount, same payment date
and paying variable rate interest at LIBOR to Entity A in exchange for Entity A paying 7.5%
annual rate (which is also the LIBOR rate on date of entering the swap). Therefore, on each
loan interest payment date, the swap acts to pay to or receive from Entity A so that its overall
cash outlay is 7.5%. This swap receipt or payment is the ‘settlement’ referred to at each date
in the table below.
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The interest rates in place, settlement and swap fair values are:

Date

1 July X0
31 Dec X0
30 June X1

LIBOR

7.5%

6.0%

7.0%

Swap fair value
pre-settlement

(CU)
0

(100,000)
(40,000)

Settlement
paid/

(received) (CU)
0

37,500
12,500

Swap fair value
post-settlement

(CU)
0

(62,500)
(27,500)

Under IAS 39, the swap is a derivative carried in the statement of financial position at fair
value. In the absence of hedge accounting, the charge/(credit) through profit or loss would
be:

6 months to
31 Dec X0

(CU)
150,000

100,000

250,000

6 months to
30 June X1

(CU)
175,000

(22,500)

152,500

Interest on variable rate loan
Fair value movement on swap
Total profit change

The fair value movement on the swap in the six months to 30 June 20X1 represents the
difference between its fair value, pre-settlement, at 30 June (CU40,000 liability) and its
opening fair value, post-settlement, on 1 January (CU62,500 liability). For the six months to
31 December 20X0, the movement is simply the difference between the fair value at
inception of CUnil and the pre-settlement fair value at 31 December of CU100,000
(liability).

Therefore in the absence of hedge accounting, the profit or loss impact is volatile.

Under hedge accounting, the fair value movement on the swap would instead be taken to a
hedging reserve and recognised in other comprehensive income, rather than through profit
or loss. The hedging reserve is then reclassified to profit or loss as the related costs are
incurred.

In the period to 31 December 20X0, the entries relating to the swap using hedge accounting
would be:

Dr Hedging reserve (other comprehensive income)
Cr Swap liability (100,000 – 37,500)
Cr Bank

Recognition of fair value movements and payments on interest
swap

Dr Finance costs (profit or loss)
Cr Hedging reserve (other comprehensive income)

Release of hedging reserve to match with interest costs incurred
(i.e., reclassification to profit or loss)

CU

100,000

37,500

CU

62,500

37,500

37,500
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Dr Swap liability (12,500 + 22,500)
Cr Hedging reserve (other comprehensive income)
Cr Bank

Recognition of fair value movements and payments on interest
swap

Dr Finance costs (profit or loss)
Cr Hedging reserve (other comprehensive income)

Release of hedging reserve to match with interest costs incurred
(i.e., reclassification to profit or loss)

CU

35,000

12,500

CU

22,500

12,500

12,500

In the period to 30 June 20X1, the entries relating to the swap using hedge accounting
would be:

Therefore under hedge accounting in both six-month periods, the profit or loss charge will be
CU187,500, equivalent to fixed rate of 7.5% of loan, and fair value movements on the swap
will go through other comprehensive income. For the six months to 31 December 20X0 the
CU187,500 comprises the interest on the loan of CU150,000 together with a reclassified
hedge amount of CU37,500. For the six months to 30 June 20X1, the CU187,500 comprises
interest on the loan of CU175,000 and a reclassified hedge amount of CU12,500.

At 30 June 20X1, the swap liability post-settlement is CU27,500, which is matched by a debit
balance on the hedging reserve of CU27,500 (100,000 – 37,500 – 22,500 – 12,500).

The fair value gains (losses) on the swap and the reclassification adjustments in each period
may be presented separately on the face of the statement of comprehensive income as
illustrated below (IAS 1.92). Alternatively, the reclassification adjustments may be presented
in the notes, in which case the net amounts are shown in other comprehensive income (IAS
1.94).

Statement of comprehensive income
- extract

Other comprehensive income
Cash flow hedging
-current period gains (losses)
-reclassification to profit or loss

6 months to
31 Dec X0

(CU)

(100,000)
37,500

6 months to
30 June X1

(CU)

22,500
12,500

Statement of changes in equity- cash flow
hedges reserve

Opening balance
Other comprehensive income
Cash flow hedging
-current period gains (losses)
-reclassification to profit or loss
Closing balance

6 months to
31 Dec X0

(CU)

6 months to
31 Dec X0

(CU)

(100,000)
37,500

(62,500)

22,500
12,500

(27,500)
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Cash flow hedge accounting unwinds as the cash flows occur. At the end of the hedging
instrument’s life, all related cash flows will have occurred and its fair value will be nil. All
gains and losses recognised in other comprehensive income will ultimately be released
through profit or loss. In this example, the overall profit or loss impact will equal the total
cash paid, which will be equivalent to 7.5% fixed interest on the loan.

However this simple example has assumed 100% effectiveness and is therefore prior to any
ineffectiveness. 100% effectiveness will not always be achieved. For example, if  the principal
amounts or the payment dates did not always match exactly between the swap and the related
loan, then this would create ineffectiveness. Also if the hedge relationship commenced after
the interest swap was already in place, and hence the hedge relationship started when the
interest swap did not have nil fair value, this would create ineffectiveness.

8.10 Example:  f air v alue hedg e of  unr eco gnised f ir m commitment
On 30 June 20X0, Entity B (whose functional currency is CU) entered into a firm
commitment to purchase a machine, which will be property, plant and equipment once
delivered, for US$100,000. Delivery is due on 31 January 20X1. Payment is due immediately
on delivery. At the same time, Entity B entered into a forward contract to buy US$100,000
on 31 January 20X1 at a rate of CU0.57142 for each $1 (in effect fixing the amount to pay
for the machine at CU57,142). Entity B’s year-end is December.

Under IAS 39, a foreign currency risk of an unrecognised firm commitment may be
accounted for as either a fair value hedge or a cash flow hedge.

Entity B designates the forward contract as a fair value hedge of the currency risk within the
commitment to purchase the machine. Exchange rates (expressed as amount of CU needed
to buy US$1) and the fair values of the forward contract are:

30 June X0
31 December X0
31 January X1

Spot rate

0.5500

0.5400

0.5400

Forward  rate (for
contract maturing

31 January 20X1)
0.57142
0.55000
0.54000

Fair value of forward
contract at 0.57142 for

$100,000
CUnil

(CU2,142)
(CU3,142)

On 31 January 20X1 the machine is delivered as planned. The accounting entries are as
follows:

30 June 20X0

No entries. The firm commitment itself is not recognised. The hedging instrument is
recognised but its fair value on initial recognition is assumed to be CUnil.
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31 December 20X0:

34

Dr Profit or loss
Cr Derivative liability

Being recognition of change in fair value of forward contract
derivative (compared to initial fair value of nil)

Dr Firm commitment (asset)
Cr Profit or loss

Being change in fair value of (previously unrecognised) firm
commitment recognised under fair value hedge accounting

CU
2,142

2,142

CU

2,142

2,142

If  hedge accounting had not been selected, only the first of the above entries would have
been made.

31 January 20X1 (pre-delivery and settlement):

Dr Profit or loss
Cr Derivative liability

Change in fair value of forward contract

Dr Firm commitment (asset)
Cr Profit or loss

Fair value accounting entry for change in fair value of firm
commitment (pre-delivery)

CU
1,000

1,000

CU

1,000

1,000

Post delivery on 31 January 20X1:

Dr Plant asset (machinery)
Cr Firm commitment (asset)
Cr Cash – supplier

Dr Derivative liability
Cr Cash – pay off  forward contract

CU
57,142

CU

3,142

54,000

3,142

3,142

In summary, fair value hedge accounting has allowed the net effect of the forward contract
derivative to be deferred from profit or loss and recognised within the asset purchased once
the commitment had been fulfilled.

If  hedge accounting had not been used, the machine would have been recorded at CU54,000,
being its purchase price of $100,000 translated at the spot rate on delivery, under IAS 21. The
overall impact of the forward contract would have been an expense of CU3,142 charged to
profit or loss.
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Wha t if  the mac hine deli ver y w as subsequentl y dela yed?
If , in the above example, it became apparent during December 20X0 that delivery would be
delayed until March 20X1, this would create ineffectiveness in the hedge, as the forward
contract would expire on a date different from the date of delivery.

This would have two consequences:

• any ineffective movement in the unrecognised firm commitment would be charged
immediately to profit or loss

• the retrospective and prospective tests of the highly-effective criteria would need to be
checked to ensure that the 80%-125% limits are met (see Section 8.7). Failure of this test
would mean hedge accounting would have to be discontinued on this transaction.

The method of assessing effectiveness must be documented. Effectiveness might be
ascertained by, for example, comparing via ratio analysis the cumulative fair value movement
of  the hedged item, being the change in fair value of unrecognised firm commitment, taking
into account the revised March 20X1 delivery date, with the hedging instrument (i.e., change
in fair value of forward contract).

In this example, if  at the end of December, when the delayed delivery became apparent, the
forward rate for the revised expected delivery date of end March 20X1 was 0.5530, the fair
value of the unrecognised firm commitment could be ascertained by comparing the
‘contracted rate’ of  $100,000 at 0.57142 with the revised forward rate on expected date of
delivery of 0.5530. On a $100,000 commitment, this means the change in fair value of the
hedged item, the firm commitment, at the end of December of CU1,842 (CU57,142 less
CU55,300) compares to a liability on the hedging instrument at that time of CU2,142. There
is therefore ineffectiveness of CU300, which is charged to profit or loss. The effectiveness
percentage at that time may, on cumulative basis, be assessed as 1,842/2,142 = 86% (or
2,142/1,842 = 116%), which is within the ‘highly effective’ retrospective test limit.

8.11 Hedging documenta tion
As noted above, formal documentation is required at the inception of the hedge. Hedge
documentation cannot be ‘backdated’. The documentation is required to set out the
following:

• a clear description of the hedged item and hedging instrument
• the risk management objective for carrying out the hedge
• the nature of the risk being hedged
• the methods to be used in assessing effectiveness, including frequency of the tests.
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9 Challenges for separate financial statements

9.1 Initial r eco gnition c halleng e f or intr a-g roup balances
Where a parent entity prepares its individual financial statements, also referred to as separate
financial statements, under IFRS, significant additional issues may arise in applying IAS 39.

IAS 39.43 requires that all financial assets and financial liabilities are carried initially at fair
value. For loans and receivables, subsequent carrying amount will be at amortised cost. Whilst
investments in subsidiaries are scoped out of IAS 39, there is no similar scope-out for
intra-group payables or receivables. In arm’s length negotiation situations, the transaction
price is normally strong evidence of the opening fair value. However, in related party
situations this is not the case. Therefore, this could lead to accounting adjustments.

Example
On 1 January 20X0, parent P lends CU1 million to subsidiary S. Parent P applies IFRS in
its individual financial statements. The terms of the loan are interest at 5% per annum
payable annually, and the term of the loan is three years. However a market rate loan at
that time for a similar loan is considererd to be 10%. The fair value at initial recognition is
not CU1 million, but is CU875,667 (based on a discounted cash flow using a 10% market
rate). On initial recognition, the financial asset receivable would initially be recorded in P’s
accounts at CU875,667. An initial recognition difference of CU124,333 arises. This initial
recognition difference normally results in an increase in the cost of investment in the
subsidiary.

The accounting for the loan receivable in P’s accounts is thereafter:

X2

Opening
CU

875,657
913,223
954,545

Finance
income at

10%
CU

87,566
91,322
95,455

Cash
CU

(50,000)
(50,000)

(1,050,000)

Closing
CU

913,223
954,545

0

Note that a mirror image might not necessarily apply in the subsidiary’s financial statements,
depending on factors such as:

• what GAAP the subsidiary’s separate financial statements are prepared in
• the potential future need for the lending entity to make some impairment provision if

the borrower is unable to pay within the contractual date.

Whilst the inter-company balances cancel on consolidation, at individual entity level there
can be an impact on taxation and distributable reserves.

Year to
X0
X1



© 2009 Punongbayan & Araullo. All right s reserved.

Financial Instrument s - A CFO’s guide to avoiding the trap s

9.2 Ho w is f air v alue deter mined?
For a debt instrument, fair value is normally determined by a net present value calculation of
the future cash flows. However a key input is the discount factor, which should reflect a
market rate for a similar instrument. IAS 39.AG77 notes that the market rate would depend
on the following factors:

• the remaining maturity, i.e., long-term borrowings typically carry higher rates than
short-term borrowings

• cash flow pattern, i.e., loans where interest is paid regularly would have a lower market
rate than those where interest is rolled up

• currency
• credit risk
• collateral

To put into context, there is a substantial difference between borrowings that have first
ranking secured collateral over a low credit risk entity compared to an unsecured borrowing
with a highly geared and high credit risk entity.

9.3 Wha t a bout intr a-g r oup balances with no f or mal r epa yment
ter ms?
It is common for intra-group loans to have no formal repayment terms. Each situation will
need to be assessed on its own circumstances. However, a common analysis is that the lack
of  any repayment terms means the balance might be considered as repayable on demand.
This could have important consequences:

• From the borrower’s point of view, a demand feature is deemed to exist. Therefore,
applying IAS 39.49, the borrower’s liability should not be recorded at less than the net
present value based on the earliest repayment date. If  repayment is on demand, this
effectively means there is no discounting.

• The lender has a more difficult assessment. At initial recognition, the lender should
consider whether in substance the borrower would be able to repay immediately if called
upon, as this will affect the opening fair value.

• Ongoing, the lender will have to consider the impairment rules and whether the
borrower can realistically repay the loan within the timescale originally envisaged.
Delayed payment would result in an impairment charge in the lender’s financial
statements.

9.4 Financial guar antee contr acts
In group situations, it is common for one group entity to provide a guarantee to a third party
bank over borrowings due from another group entity to that bank. Depending on the terms,
it may be that this guarantee meets the definition of a financial guarantee contract and, if  so,
IAS 39 mandates accounting entries for the guarantee provider unless that contract has been
explicitly asserted as an insurance contract to be accounted for under insurance accounting.

In terms of the entity which provides the guarantee, IAS 39 prescribes the accounting as
follows:

• At initial recognition, set up a liability based on the fair value of the guarantee, i.e., what
fee would be charged in an arm’s length transaction in exchange for providing the
guarantee? Ascertaining this fair value can be a challenge.
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• Subsequently, the liability is amortised to income over the period of the guarantee.
However, the liability might be increased if required by IAS 37 (provisions).

For the group entity which is borrowing from the bank, it may be that as a result of the
guarantee it has received a beneficial rate of interest. Therefore, if  that group entity is also
reporting under IFRS, this could lead to initial recognition differences in that entity. Entities
may decide to charge an arm’s length fee (i.e., guarantee provider charges a fee to the
borrower) in order to keep the overall transaction on market terms.

These accounting entries could be important for taxation and distributable profits issues.

In our experience, the following are key points to keep in mind in respect of intra-group
arrangements:

• Do not assume that, simply because interest is charged, intra-group balances are at
market value.

• Do not assume that entries in one group entity will be automatically mirrored in the
other group entity, even if both group entities are under IFRS.

• Carefully consider the market rate at time of initial advance in the context of the specific
credit risk and collateral considerations.

• Consider which GAAP each individual entity’s financial statements are subject to and
follow through on the anticipated accounting entries.

• Think through the implications of financial guarantee contracts both in respect of the
guarantee provider, who may have a financial guarantee to account for under IAS 39, and
the borrowing group entity, who may have a below-market-rate loan.

• Consider whether those accounting entries could have adverse consequences for taxation
and distributable profits positions.
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10 Additional guidelines on categorisation
particularly for banks and financial institutions

In Chapter 4 of this paper, financial instruments, particularly financial assets, have been
categorized into four classifications, namely: (1) financial assets at fair value through profit or
loss (FVTPL), (2) loans and receivables (L&R), (3) held-to-maturity (HTM), and (4)
available-for-sale (AFS). Prior to the adoption by the IASB of Reclassification of Financial
Assets - Amendments to IAS 39 Financial Instruments: Recognition and Measurement and IFRS 7
Financial Instruments: Disclosures (the Amendments), and by the Philippine Financial Reporting
Standards Council of the same in the latter part of  2008, the reclassification between
categories of financial assets was highly restrictive. In fact, reclassification in and out of the
FVTPL category was not allowed.

The Amendments were developed quickly in response to issues arising from the credit crisis,
which negatively affected financial markets worldwide in the second half of  2008. The
Amendments permit the reclassification of financial instruments in certain situations,
including allowing an entity to reclassify some financial assets out of the FVTPL category if
they are no longer held for the purpose of being sold or repurchased in the near term
(notwithstanding that the concerned financial asset may have originally been acquired or
incurred principally for the purpose of being sold or repurchased in the near term).

Certain types of financial instruments that were originally included in the FVTPL category,
however, cannot be reclassified under the Amendments. These are:

1) derivatives as long as they are held or issued;

2) financial instruments that were designated by the entity upon initial recognition
at FVTPL.

The financial assets previously classified in the FVTPL category that can be reclassified
under the Amendments are as follows:

1) Financial assets that would have met the definition of loans and receivables (if they
had not been required to be classified as “held for trading” at initial recognition)

- Where no longer held for purpose of selling or repurchasing it in the near term,
such a financial asset may be reclassified out of the fair value through profit or
loss category if the entity has the intention and ability to hold it for the
foreseeable future or until maturity.

2) Other financial assets

- Where a financial asset is no longer held for the purpose of selling or
repurchasing it in the near term, it may in “rare circumstances” be reclassified
out of the FVTPL category.
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The Amendments do not discuss what type of circumstances would constitute “rare
circumstances,”  although it is noted in the Basis of Conclusions to the Amendments that
“rare circumstances arise from a single event that is unusual and highly unlikely to recur in
the near term.”  The IASB’s press release announcing the publication of the Amendments
states, however, that “the deterioration of the world’s financial markets that has occurred
during the third quarter of this year (2008) is a possible example of rare circumstances cited
in these amendments.”  In reference to this, companies seeking to claim “rare circumstances”
will need to demonstrate that the turmoil in the world’s financial markets has directly
affected their intentions in relation to the investments they hold. Clearly, the determination
of  whether or not this is the case is an exercise that requires an element of judgment.

In addition to there being rare circumstances, there must also be a change away from the
original intention of the investments — from being held for trading to being held as
available for sale (no longer held for the purpose of selling or repurchasing it in the near
term). The term “trading” generally reflects active and frequent buying and selling. The
phrase therefore needs to be interpreted in that light rather than in terms of a fixed number
of  months.

While adopted in the Philippines on October 29, 2008, the Amendments to PAS 39 can be
applied starting July 1, 2008; entities were not permitted to reclassify before July 1, 2008.
This can be described as a partially retrospective approach. Reclassification made on or after
November 15, 2008 will take effect only from the date the reclassification is made.

For reclassifications before November 15, 2008, the implication of the July 1, 2008 date is
that the accounting entries necessary to give effect to the reclassification are made based on
values current as of July 1, 2008 (or a later date, but not on or after November 15, 2008).
These amounts are used rather than amounts current as of the date of the decision to
reclassify (which will of course be a later date given that the Amendments were published in
October 2008).
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IAS 39 category of
financial instrument s

Financial liabilities

Reclassification permitted?

No - not permitted

Reclassification to

N/A

Derivative financial assets and
liabilities

No - not permitted N/A

Financial assets designated
as at fair value through profit
or loss on initial recognition

No - not permitted N/A

Held for trading assets

(i) acquired or incurred
principally for the purpose of
selling or repurchasing it in the
near term

(ii) part of a portfolio of
identified financial
instruments that are
managed together and for
which there is evidence of a
recent actual pattern of short-
term profit-taking

Yes, permitted provided that the
financial asset could either

(i) be classified as loans and
receivables at reclassification and
the entity intends and has the ability
to hold the financial asset in the
foreseeable future or until maturity,
or

(ii) the financial asset is no longer
held for the purpose of selling or
repurchasing it in the near term and
there are ‘rare circumstances.’

In all other circumstances, the
financial asset cannot be
reclassified.

Any category provided
that the instrument meets
the definition of that
category per IAS 39.9

Available for sale (AFS) assets

(i) that meet the definition of
loans and receivables at the
date of reclassification

(ii) that do not meet the
definition of loans and
receivables at the date of
reclassification

Yes, provided that the entity intends
and has the ability to hold the
financial asset for the foreseeable
future or until maturity.

Yes, provided that the entity has the
positive intention and ability to hold
to maturity and the ‘tainting’ rules
on classification are not effective at
the date of reclassification.

L&R

HTM

Loans and receivables (L&R) Not specifically addressed by IAS
39. We believe reclassification is
generally not appropriate. However,
if a loan or receivable becomes
quoted in an active market subse-
quent to initial recognition a case
can be made to reclassify into HTM
or AFS (given that it no longer
meets the L&R definition).

HTM or AFS if applicable

Held to maturity (HTM) assets Reclassification is required if, as a
result of a change in intention or
ability, it is no longer appropriate to
use this classification (IAS 39.51)

AFS

RRRRRececececec lassiflassiflassiflassiflassif icaicaicaicaica tion pertion pertion pertion pertion per mitted or rmitted or rmitted or rmitted or rmitted or r equirequirequirequirequir ed bed bed bed bed b y Py Py Py Py P AS 39 fAS 39 fAS 39 fAS 39 fAS 39 f olloolloolloolloollo wing thewing thewing thewing thewing the
AmendmentsAmendmentsAmendmentsAmendmentsAmendments
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PrPrPrPrPr udential rudential rudential rudential rudential r eeeee porporporporpor ting fting fting fting fting f or banksor banksor banksor banksor banks
The Bangko Sentral ng Pilipinas (BSP) issued its own guidelines that banks and other
financial institutions under its regulatory jurisdiction may adopt in response to the credit
crisis. These guidelines are provided in Circular Nos. 626 and 628 issued on October 23,
2008 and October 31, 2008, respectively.

The BSP Circulars effectively adopted the provisions of the Amendments. However, it also
provided additional guidelines for alternative accounting treatment for prudential reporting
purposes. As opposed to general purpose financial statements, which use Philippine
Financial Reporting Standards (PFRS) as basis, banks and financial institutions also submit
to the BSP financial statements prepared under specific guidelines issued by the BSP, which
are not necessarily PFRS and are used by the BSP for regulatory purposes (i.e., determining
regulatory capital).

Under the alternative accounting treatment for prudential reporting purposes, the following
have been allowed:

1. Financial assets that have been reclassified from HTM category to AFS category as a
result of tainting may be reclassified back to HTM category even before the expiry
of the tainting period.

2. The host contract of a bifurcated hybrid instrument (other than credit-linked notes,
see below) may be included among the financial assets that may be reclassified from
FVTPL to AFS/HTM/L&R.

3. Credit-linked Notes (CLNs) and other similar instruments outstanding as of the
effective date of reclassification but not later than November 15, 2008, that are
linked to Philippine Bonds (ROPs) may be included among the financial assets that
may be reclassified out of FVTPL into AFS/HTM/L&R or fr om AFS to HTM/
L&R without bifurcating the embedded derivatives from the host instrument.

While the above provisions apply only to prudential reporting to BSP, it may be expected
that entities under the regulatory jurisdiction of the BSP may also apply the same to their
general purpose financial statements as the Securities and Exchange Commission also
allowed the same for financial reporting purposes of banks and financial institutions.
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A Glossary
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Appendix A

Term Description
Available-for-sale
financial assets

Defined by IAS 39 as:

“...those non-derivative financial assets that are designated as
available for sale or are not classified as (a) loans and receivables,
(b) held-to-maturity investments or (c) financial assets at fair
value through profit or loss”

The reference can be misleading as a financial asset is classified
as available for sale if it has not fallen into one of the other IAS
39 categories. Equity investments are common examples of
investments which are often categorised as available-for-sale
financial assets.

Cap (in context of
interest)

The seller of a cap is obliged to reimburse the buyer should the
market price/rate exceed the cap’s strike price. The seller
receives a premium for taking on this risk.

For instance, an interest rate cap is an agreement by the cap
seller (typically a bank) to pay the buyer the excess of the
prevailing market rate (e.g., three-month LIBOR) over a cap rate
(e.g., 6%). For instance if an entity had a variable rate loan it
may take out a cap to limit its maximum exposure to interest
rate rises.

Call option A call option gives the option holder the right to buy a pre-
determined amount of an underlying (say currency) at a pre-
determined exercise price.

Where the call option exercise price is cheaper than the current
spot price then the option is termed ‘in the money.’ When it is
not, it is ‘out of the money.’ This refers to the option’s intrinsic
value. The fair value of the option, however, is the total value
which includes time value plus the intrinsic value.

The time value element encompasses the insurance cover the
option provides and the time value of money.

Collar (in context of
interest)

A collar is a combination of a cap and a floor. For example, if
an entity has a variable rate loan liability, it may take out an
interest rate collar, which would provide a minimum and a
maximum rate (an entity may prefer a collar to a cap in this case
as a collar would involve a lower premium).
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Term Description
Derivative IAS 39.9 contains a detailed technical definition as follows:

“A derivative is a financial instrument or other contract within the
scope of [IAS 39] with all three of the following characteristics:

(a) its value changes in response to the change in a specified
interest rate, financial instrument price, commodity price,
foreign exchange rate, index of prices or rates, credit rating or
credit index, or other variable, provided in the case of a non-
financial variable that the variable is not specific to a party to
the contract (sometimes called the ‘underlying’);

(b) it requires no initial net investment or an initial net invest-
ment that is smaller than would be required for other types
of  contracts that would be expected to have a similar re-
sponse to changes in market factors; and

(c) it is settled at a future date.”

This will typically include forward contracts (e.g., foreign currency
forward contracts),  contracts for differences, interest swaps,
currency swaps, interest caps, interest floors, interest collars and
options (such as currency options).

Financial guarantee
contract

Defined by IAS 39.9 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.”

Floor A floor operates where the floor seller agrees to compensate the
buyer should the rate fall below an agreed strike price. The seller
would also receive a premium. For example, if  an entity held,
say, gold in its inventory, it may enter into a floor contract (for
gold) where the counterparty would compensate the entity if
the market price of gold fell below the floor price.

Foreign currency
forward contract

Forward points (in
respect of foreign
currency)

This is the difference between the forward rate and spot rate and
usually reflects the interest differential between the respective
currencies. For example, if  on 1 January 20X0, the spot rate to
buy USD/sell GBP is 0.55, but the forward contract rate for a
three-month forward is 0.58, then the forward points are 0.03.

A foreign currency forward contract is an agreement to buy or
sell a specific amount of currency at a contracted rate at a
maturity date. An example of this is a contract to buy
US$100,000/sell GBP on 31 December 20X0 at a rate of 0.55.

These are typically derivatives under IAS 39. At time of entering
into the contract, the contracted rate will equate to the forward
rate.
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Term Description
Forward rate (in
foreign currency
context)

The forward rate is the rate today which the market would offer (as
the contracted rate) in a forward contract (between two currencies)
where settlement occurs at a specified future maturity date. For
example, on 1 January 20X0, a forward contract to buy USD/sell
GBP maturing 31 March 20X0 would reflect the forward three-
month rate between USD and GBP.

The forward rate is normally based on the spot rate between the
respective currencies as adjusted for differences in the interest rates
on those two currencies.

Holder The holder is the entity which holds the instrument (not the issuer).
In the context of borrowings, the holder will be the lender (i.e., asset
holder).

Interest swap An interest swap rate can operate in one of two ways. It can either
be a ‘pay fixed, receivable variable’ or ‘pay variable, receive fixed.’ For
example, a receive LIBOR, pay fixed 6% on CU1 million notional
principal is an example of a ‘receive variable pay fixed’ swap. Such a
contract would typically be used to effectively fix the interest cash
flow outlay on a variable interest loan debt.

Each interest swap will have settlement dates. For example, an entity
may have a pay fixed 6%, receive LIBOR on CU1 million notional,
with settlement dates of 30 June and 31 December each year until a
specified date. On each settlement date, the ‘interest differential’
would be settled.

Interest swaps are normally derivatives.
Issuer The issuer is the entity which issues the instrument (not the holder).

In the context of borrowings, the issuer will be the borrower.
Loans and
receivables

IAS 39.9 defines loans and receivables as:

“...non-derivative financial assets with fixed or determinable pay-
ments that are not quoted in an active market, other than:

(a) those that the entity intends to sell immediately or in the near
term, which shall be classified as held for trading, and those that
the entity upon initial recognition designates as at fair value
through profit or loss;

(b) those that the entity upon initial recognition designates as
available for sale; or

(c) those for which the holder may not recover substantially all of
its initial investment, other than because of credit
deterioration, which shall be classified as available for sale.

An interest acquired in a pool of assets that are not loans or receiv-
ables (for example, an interest in a mutual fund or a similar fund) is
not a loan or receivable.”

These include many types of receivables including accounts receiv-
able (trade debtors) and, typically, cash at bank and in hand.
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Term Description
Option An option provides one party (the holder) the option to buy (a call

option) or sell (a put option) an underlying at a specified exercise
price at specified exercise dates.

Options can also be of different styles.

• ‘European style’ means that the option can only be exercised on
the exercise date.

• ‘American style’ means the option can be exercised at any time
up until exercise date. This has a substantial effect on the type
of  valuation methods used.

• ‘Bermudan style’ is when the holder can exercise on one or more
possible dates prior to expiry (also known as a limited exercise, a
mid-Atlantic or a semi-American option).

The holder of the option will typically pay a premium at the outset
(while the counterparty who ‘writes’ the option will receive that
premium).

Put option A put option gives the option holder the right to sell a
predetermined amount of an underlying (say currency) at a
predetermined price.

Warrants Warrants are similar to options.
Written options A ‘written option’ is where the entity is the option seller rather than

the holder. For example, if  a bank issues currency options to an
entity A, then whilst A holds a currency option, the bank has written
the option. However, many non-financial services companies also
write options (often done by ‘selling short,’ meaning the entity sells
before it buys). In a written option, an entity would receive a pre-
mium on entering into the contract (but would then retain the
obligation associated with writing the option).
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B Summary of IAS 39’s impact on various types
of  instruments and contracts

Type of
arrangement

IAS 39 impact Ref

Loan assets These are normally measured at amortised cost, unless
designated as at fair value through profit or loss or as
available-for-sale financial assets. Designation at fair value
through profit or loss will be subject to IAS 39’s
restrictions on use of the fair value option.

Initial recognition is at fair value at the time of
recognition, plus transaction costs. Normally, the
transaction price is strong evidence of the initial fair value
but in some cases (such as related party loans), alternative
valuation techniques would need to be considered. If  the
future cash flows are to any extent uncertain then the
IAS 39.AG8 impact should be considered carefully. In
addition, care is needed to ascertain whether or not any
embedded derivatives exist, and if so whether they are
separable.

4.2

4.3

6

Accounts
receivable/
trade debtors

Trade debtors are financial assets falling under the IAS 39
category of loans and receivables. They are normally
carried initially at fair value at the time of initial
recognition (which may necessitate discounting to present
value). Nominal value (i.e., amount invoiced) would
typically be used where discounting is not material and
there is no stated interest rate. However care is needed in
cases of extended credit.

If  payment is delayed, this can lead to impairment charges
even if full payment is still expected.

The derecognition rules will normally be straightforward
for a non-financial services business although careful
assessment will be required for factored debtors.

Embedded derivatives will also require careful
consideration in respect of sales arrangements (similar to
those mentioned within trade creditors below in the
context of purchase arrangements).

4.2

7

4.4

6
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Type of
arrangement

IAS 39 impact Ref

Equity
investments

Where investments are classed as held for trading, all gains
or losses will be included in profit or loss. IAS 39 has
detailed guidance on the definition of held for trading.
Companies may also choose to include gains or losses on
non-trading investments in profit or loss by designating
those investments as financial assets at fair value through
profit or loss (subject to restrictions on use of the fair
value option). Such designation must be made on initial
recognition and reclassification is not permitted until they
are sold.

Unless held for trading or designated as at fair value
through profit or loss, equity investments are classified as
available-for-sale financial assets, with gains or losses on
remeasurement being taken direct to other comprehensive
income then released to profit or loss on subsequent sale
or impairment.

Equity investments not traded in an active market will
generally be classed as available-for-sale financial asssets.
Other methods of valuation will need to be considered to
determine their fair value. In rare cases where fair value
cannot be measured reliably, the investment should be held
at cost.

4.1

Loan
commitments

Commitments to issue loans at below market value are
within the scope of IAS 39, as are commitments that can
be settled net in cash (the latter being derivatives). Loan
commitments are also within IAS 39 if they are designated
as at fair value through profit or loss. Commitments to
issue loans at below market rate of interest are initially
included in the statement of financial position at the fair
value of the commitment and then subsequently at the
higher of any provision required under IAS 37 Provisions,
Contingent Liabilities and Contingent Assets or the amount
initially recognised less amortisation under IAS 18 Revenue.
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Type of
arrangement

IAS 39 impact Ref

Investments in
corporate bonds

Where corporate bonds are traded in an active market,
they are accounted for by the holder in the same way as
equity investments. The only exception (for active market
bonds) is where there is an intention and ability to hold to
maturity, in which case the investments could be classed as
such and carried at amortised cost. This is subject to
tainting provisions prohibiting such classification where,
for example, similarly designated investments in the
previous two years were sold before normal maturity date.
Where bonds are not traded in an active market, there are
several possibilities:

• they could be classified as a loan asset and so carried
at amortised cost

• if  fair value is reasonably assessable, they could be
designated as at fair value through profit or loss
(subject to restrictions on use of the fair value option)
or as available-for-sale financial assets

If  there are any embedded derivatives, these must be
assessed carefully. If  the bond were convertible, then the
conversion right would be a separable embedded
derivative.

4.1

6

Interest swaps Derivatives are always carried in the statement of financial
position at fair value. Unless cash flow hedge accounting
applies, the gains or losses are included in profit or loss.

In the case of interest rate swaps that are part of  an
effective hedge, profit or loss account volatility can be
reduced via the use of hedge accounting. However, hedge
accounting must be opted for at the start of  the hedging
transaction (not as an afterthought) and must be
evidenced by formal documentation. Hedge accounting is
also subject to complex rules regarding what is considered
an effective hedge.

4.1

8

Loan liabilities These are measured at amortised cost using the effective
interest method unless they are designated as being at fair
value through profit or loss in cases where this is permitted
under the fair value option provisions in IAS 39. Initial
recognition is at fair value (net of transaction costs unless
designated at fair value through profit or loss). Fair value is
normally the transaction price but care is required where the
transaction may not be on arm’s length terms.

If  the cash flows relating to the liability are uncertain then
this creates challenges under IAS 39.AG8.

Modifications should be considered carefully.

Loan terms should be monitored for embedded derivatives.

4.1

4.2

4.3

5

6
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Type of
arrangement

IAS 39 impact Ref

Trade creditors/
accounts payable
(including
accruals)

For normal purchases with no unusual features, trade
creditors will be treated with simplicity, i.e., recorded at
time of delivery at the amount invoiced. However initial
recognition differences could arise if the supplier offers
extended payment options.

Some care is needed in the case of embedded derivatives,
e.g., a purchase in Sterling, but with a clause such that an
additional liability may arise at the option of the supplier
should the exchange rate with the US dollar go beyond a
particular limit. The embedded derivative, being a currency
option, may need to be separated and accounted for at fair
value.

4.1,
4.2

6

Share capital
issued

The treatment depends on the IAS 32 classification and
whether the instrument is debt, equity or compound. Equity
instruments are not remeasured.

3, 5.1

Warrants or call
options issued

If  the warrants or call options were issued in exchange for
goods or services, IFRS 2 would apply (not IAS 39). How-
ever IAS 39 would apply in other cases (e.g., if  issued as a
means of raising finance). The IAS 39/32 treatment de-
pends on whether the fixed-for-fixed test is met. The fixed-
for-fixed test determines whether or not the instrument is a
derivative liability or equity.

3, 5.1

3.3

Issue of
convertible
bonds

Convertible bonds where the conversion terms meet the
fixed-for-fixed test are accounted for by the issuer (under
IAS 32) as compound financial instruments comprising
two components that are treated separately: a liability and a
share option (the latter usually being an equity instrument).

If  the conversion right fails the fixed-for-fixed test then
the instrument is a host debt with a separable embedded
derivative. The embedded derivative should be separated
and carried at fair value through profit or loss. This is likely
to involve use of valuation models and that valuation
would require to be carried out at each reporting date. As
an alternative, the entity could at initial recognition use the
fair value option to carry the entire instrument at fair value
through profit or loss.

From the holder’s perspective, the instrument is a host
debt with an embedded derivative regardless of the fixed-
for-fixed test.

3.3

6

4.1
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Appendix B

Type of
arrangement

IAS 39 impact Ref

Foreign currency
forward contracts
or opinions

Forward currency contracts and options are derivatives
and so are carried at fair value at each reporting date.
Unless designated as a cash flow or net investment
hedging instrument (for an effective hedge), the gain or loss
on remeasurement to fair value is recognised in profit
or loss. This can lead to substantial profit volatility, for
instance regarding contracts covering future purchases or
sales transactions. Hedge accounting can also be
considered but is subject to stringent rules on formal
documentation at inception and effectiveness
considerations. However hedge accounting is likely to be
a key consideration for these instruments.

4.1

8

Intra-group
balances

If  within IAS 39, such balances require special
consideration as to whether or not the terms at time of
initial recognition are at fair value. In addition, the
impairment provisions can have a significant impact.

9

Financial
guarantee
contracts

If  an entity enters into a guarantee which meets the
definition of a financial guarantee contract, these are in the
scope of IAS 39 unless the entity has previously asserted
that it regards the contract as an insurance contract and
applied the insurance standard instead. If under IAS 39,
the required accounting is to set up initially a liability based
on the fair value of the guarantee. This liability is then
amortised to income over the period of the guarantee.
However the liability should be increased if required by
the provisions standard, IAS 37. The most common
situation where this will impact on a non-financial services
entity is likely to be guarantees provided to a bank in
respect of borrowings by another group entity.

2.4

9.4
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This document has been developed as an information resource. It is intended as a guide
only and the application of its contents to specific situations will depend on the particular
circumstances involved. While every care has been taken in its presentation, personnel who
use this document to assist in evaluating compliance with International Financial Reporting
Standards should have sufficient training and experience to do so. No person should act
specifically on the basis of the material contained herein without considering and taking
professional advice. Neither Punongbayan & Araullo, nor any of its personnel  or partners,
accept any responsibility for any errors it might contain, whether caused by negligence or
otherwise, or any loss, howsoever caused, incurred by any person as a result of utilizing or
otherwise placing any reliance upon this document.


