STUDY UNIT 8
FINANCIAL INSTRUMENTS

DISCLOSURE AND PRESENTATION

RECOGNITION AND MEASUREMENT

BACKGROUND
Read par 1 of ch 8
CURRENT ACCOUNTING POSITION

Read par 2 of ch 8

DEFINITIONS RELATED TO THE BACKGROUND OF FINANCIAL INSTRUMENTS

Financial Asset
· A fin A is:
- cash
- contractual right to get cash or another fin a from another comp
- contractual right to exchange finan instruments with another comp under conditions that are potentially favourable
- any E instrument of another entity

· Physical A such as inventories and intangible A such as patents aren’t finan A

· Prepaid expenses not finan A, as don’t give rise to right to get cash, but only benefit for which advance payment was made

Financial Liability

· A finan L is a contractual obligation to:
- deliver cash or another finan A to another entity
- exchange finan instruments with another comp under conditions that are potentially unfavourable

· L imposes by statutory req such as income taxes are not finan L, since they are not contractual in nature

Equity Instruments

· Is any contr that evidences a residual interest in the A of an comp after deducting all of its L
· Nb – obligation of comp to issue an E instrument is not a finan L, since it results in an increase in E and cant result in a loss to the comp, and doesn’t lead to delivery of cash or other finan A

· An ordinary share would b an E instrument

Financial Instrument

· Is a contr that gives rise to both finan A of 1 comp and finan L or E instrument of another comp

· Primary instruments – receivables, payables, equity

· Derivative instruments – futures, options, and swaps

· Contr – agreem between 2/more parties with clear econ results.  Parties have limited discretion to avoid their contractual obligations and contr is usually enforceable by law

Amortised Cost

· Amortised cost of finan A is the amount at which the finan A or L is measured at initial recognition
- minus principal repayments
- plus/minus cumulative amortisation using effective interest method of any diff between initial amount and 
   maturity amount
- minus any reduction for impairment or uncollectibility
· Effective interest method – calculate amortised cost of finan A or L, and of allocating the interest income or expense over the relevant period

· Effective interest rate is rate that exactly discounts estimated future cash payments or receipts through the expected life of the finan instrument, to the net carrying amount of the A or L

· Cal of effective interest incl actual interest paid/received, all the fees and points paid or received between parties to contr that are an integral part of effective interest rate, as well as transaction costs and all other premiums or discounts

· Transaction costs – incremental costs directly attributable to acquisition or disposal of finan A or L.  Cost that wouldn’t have been incurred if comp didn’t get, issue or sell financial instrument.

· Transaction costs include – fess or commissions to agents, advisers, brokers, dealers, duties and transfer tax and levies by regulatory agencies, financing costs or allocations of internal admin or holding costs

· Coupon rate – interest rate based on nominal value of instrument and gives actual cash interest.  Diff from effective cos don’t take into account transaction costs or premiums and discounts
RECOGNITION OF FINANCIAL INSTRUMENTS

Initial Recognition

· When? When comp becomes party to contractual provisions
· Recog refers when items will b accounted for in books

· Initial recog refers to timing of recognition of finan instruments

· Comp recognises finan A or L on SOFP when, and only when, it becomes party to contractual provisions of instrument

Regular way contracts:  trade date and settlement date

· Regular way purchase/sale is – purchase/sale of finan A under a contr whose terms req delivery of the A within the timeframe generally established by regulation or convention in marketplace concerned
· Trade date – date on which comp is committed to purchase or sale of finan A

· Settlement date – date on which finan A will b delivered to entity

· IAS 39 says, that regular way of finan A must b recognised using either:
- trade date acc – date comp commits to purchase or sale of A
- settlement date acc – date A is delivered to or by the comp

· Thus 2 ways to deal with regular way contr and comp should select one of these

· Whichever one is chosen, must b used consistently throughout that category of finan A

· Coz of this, Assets held for trading is listed separately

Trade Date






Settlement Date

Purchaser






Purchaser

Recognise A on trade date




Only recognise A at settlement

Recognise L to pay on trade date
Change in fair value of A between trade date and settlement 
date. (recognise as for the underlying A)

Seller
Seller

Derecognise on trade date
Derecognise A on delivery
Recognise Receivable amount on trade date
Then recognise gain or loss on disposal

Recognise gain or loss on disposal on trade date
Don’t recognise the change in fair value of A (rights expired)

MEASUREMENT OF FINANCIAL ASSETS AND LIABILITIES

DEFINITIONS

Financial A or L at fair value through profit/loss

· Falls within the following 2 categories:
- Classified as held for trading if it
     * is acquired/incurred principally for purpose of selling/repurchasing it in the near future
     * is part of portfolio of identified finan instr that managed together and for which theres evidence of a recent, 
        actual pattern of short-term profit-taking, or
     * is a derivative (except one designated and effective hedging instr)
     * ex.  shares held for speculative purposes, rights for these shares
     * trading implies active and regular purchases and sales
- Upon initial recognition, the finan A/L is designated by comp as at fair value through profit or loss.
   * classified into 2 – 
         = where designation will result in more relevant information (reduce measurement inconsistency and group   
             afs is evaluated at fair value basis)
         = where designation is justified on grounds of reducing complexity or increasing measurement reliability (if 
             instrument contains embedded derivative)

Held-to-maturity Investments

· Are non-derivative finan A with fixed or determinable payments and fixed maturities where comp has positive intent and ability to hold these investments to maturity
· Ex. investments in debt securities, loans and compulsory redeemable pref shares

· Fixed/determinable payment – indicate contractual arrangement that defines amounts and dates of payments to b made to holder
· Comp doesn’t have positive intention to hold to maturity if:
- comp has intent to hold finan A for only undefined period
- comp stands ready to sell finan A in response to changes in market interest rates or risks etc
- issuer has right to settle finan A at an amount significantly below its amortised cost

· Following shows inability to hold to maturity, comp :
- doesn’t have finan resources available to continue finance investment till maturity
- subject to existing legal or other constraints that cud frustrate its intention to hold it

· Held-to-maturity investments are accounted for at amortised cost using effective interest method

· Following isn’t held-to-maturity investments:
- designated as at fair value through profit or loss at initial recognition
- designated as available-for-sale
- meet def of loans and receivables

· Cant b classified as held-to-maturity if comp has in current or 2 preceding finan years:
- sold significant amount of h-t-m investments before maturity
- reclassified significant amount of h-t-m investments before maturity

· Sales and reclassifications occurred for following reasons are excluded from above statement:
- occurred close enough to maturity so that changes in interest rate didn’t have signif effect on value of investment
- occurred after comp already collected substantially all of A’s original principal amount
- occurred due to non-recurring, isolated event beyond control of comp that couldn’t have been reasonably expected

· Investment in ordinary shares isn’t h-t-m, as they don’t mature or expire

· If invest in bonds and have intent to hold till maturity and has ability to do so – then h-t-m

Loans and Receivables
· These are non-derivative finan A with fixed or determinable payments that are not quoted in an active market, other than:
- those that comp intend to sell immediately or in short-term, which shall b classified as held for trading, and those 
   that comp upon initial recognition designates as at fair value through profit or loss
- those that comp upon initial recog designates as available-for-sale
- those for which holder may not recover substantially all of its initial investment, other than by credit deterioration, 
   which shall b classified as available-for-sale

· Loans and receivables may also b gotten by comp and need not necessarily be originated by an entity.  But in most cases will b originated by entity by providing goods, money or services directly to debtor

Available-for-sale financial Assets

· These are non-derivative finan A that are:
- available for sale OR
- not classified as:
     * loans and receivables
     * h-t-m investments
     * finan A at fair value through profit or loss
· Ex.  investments that are not categorised as fair value through profit or loss and not held to maturity either

Fair Value

· Is the amount for which A could b exchanged, or L settled, between knowledgeable, willing parties in an arm’s length transaction
· Fair value generally considered to b market value, but a valuation technique such as discounted cash flow may b used to determine fair value if the market for the instrument is not active

· Fair value thus measured by ref to:
- transaction price
- quoted market price in active market
- estimated discounted value of all future cash payments/receipts, or recent prices of similar instruments where 
   there Is no active market

Amortised Cost

Amortised Cost of finan a or L is:

· Amount measured at initial recognition

· Minus principal repayments

· Plus/minus cumulative amortisation using effective interest method of any diff between initial amount and maturity amount

· Minus any write-down for impairment or uncollectability

Other Financial Liabilities

· If finan L are not classified as at fair value through profit or loss, then classified as other finan L

· Ex. mortgage bond to finance property purchased

INITIAL MEASUREMENT OF FINANCIAL ASSETS AND LIABILITIES

· At initial recog of finan a or L, a comp must measure at fair value.  Generally consideration given or received, ie transaction price
· Any diff between transaction price and fair value at initial recog is recog in profit or loss immediately – known as first day gains or losses

· Transaction costs must b added (A) or deducted (L) from or to fair value described above

· Note – finan a or l at fair value through profit or loss – transaction costs are expensed ant they never carried as separate a as they don’t meet def of A and L

· Initial measurement for through profit/loss is cost at fair value excl transaction costs.  For all other categories transaction costs are added to fair value

SUBSEQUENT MEASUREMENT OF FINANCIAL ASSETS

IAS 39 defines 4 categories of financial A:
· Financial A at fair value through profit or loss

· Loans and receivables

· Held-to-maturity investments

· Available-for-sale financial A

Subsequent measurement is always only at fair value, always excludes transaction costs and is thus not a “net selling price”

Financial A at fair value through profit or loss

· Finan A classified as this if:
- it is classified as held for trading
- upon initial recognition designated by comp as at fair value through profit or loss
· All these carried at fair value excluding transaction costs

· Comp cant classify finance instrument into or out of this category while it is held or issued

· Fair value adjustments on finance A/L classified as at fair value through profit and loss – gains or losses:
- All gains or losses calculated on subsequent measurement of these instruments are recorded directly in SOCI
- no separate impairment losses will arise
Loans and Receivables

· Loans and receivables created by comp by providing money, goods or services directly to debtor

· These items cant b classified as loans and receivables if traded on an active market (BESA)

· Loans and receivables can b purchased by a comp

· L & R not categorised as at fair value through profit or loss are accounted for at amortised cost, using effective interest method

· L & R held with intent to b sold in short term, are classified as held for trading

Held-to-maturity Investments

· Ex. are debt securities with a variable interest rate (payments are determinable)
· Most E securities cant b h-t-m , either coz have an indefinite life, or coz amounts holder may receive can vary in a manner thats not predetermined

Available-for-sale Financial Assets

· Ex. investment in ordinary shares of another comp for strategic purposes, unless its designated as at fair value through profit or loss
· All these are carried at fair value subsequent to initial recognition

· Fair value adjustments:
- gain or loss taken to Equity via other comprehensive income in SOCI
- cumulative gain/loss previously recognised in E via other comprehensive income shud only b reclassified to profit or loss for period once financial A is derecognised (sold, collected or otherwise disposed of), or when financial A is determined to b impaired

SUBESEQUENT MEASUREMENT OF FINANCIAL LIABILITIES

· After initial recog, a comp shud measure all financial L, other than L at fair value through profit or loss and derivates that are L, at amortised cost

· L categorised as at fair value through profit or loss and derivatives that are L must b measured at fair value

· Financial L that r designated as hedged items are subject to measurement under the hedge acc provisions

Fair value adjustments – gains and losses
· For fair value through gains and losses for finance L and derivates that subsequently measured at fair value, the changes in fair value are included in SOCI for the period

Financial L carried at amortised cost

· Gain/loss recog in SOCI when financial L is derecognised or impaired, as well as through amortisation process

FINANCIAL ASSETS CARRIED AT COST

· Some items might not b able to b measured at fair value and they will b carried at cost until they can b measured at fair value

DERECOGNITION OF FINANCIAL ASSETS AND LIABILITIES
Derecognition of a financial Asset

· Removal of A from SOFP
· Comp must derecog only when:
- contractual rights to cash flows form financial a expire, or
- finan A is transferred and transfer qualifies for derecognition

· Contractual rights to cash flows normally expire when a such as share investment is sold or h-t-m investment matures

· At derecog:
- proceeds received (cash, other finance A received)
- minus carrying amount
- plus/minus cumulative profit/loss in equity (now reclassified)
- = recognise in profit or loss

Derecognition of a financial liability

· When contr is settled, cancelled, expires then derecognised
· At derecog:
- amount paid
- minus carrying amount of finan L
- = recognise in profit or loss

· Journal entry:
dt L at amortised cost
ct bank
dt/ct profit or loss

· L extinguished if:
- comp settles L by paying creditor
- comp discharged legally of responsibility for obligation by creditor or via legal process
- exchange takes place where diff conditions arise and old debt extinguished and new debt recognised
- change to conditions of existing debt is effected and lead to extinguishment of old debt

PRESENTATION
· IAS 32 deals presentation of financial instruments
· IFRS 7 deals disclosure iro financial instruments

· IAS 32 deals following:
- classification of finance instruments between A, L, E
- classification of related interest, divs, losses, gains driven by their SOFP classification
- circumstances in which finan A and L should b set off

LIABILITIES AND EQUITY

· Issuer of fin instrument must @ initial recog classify instr, or its component parts, as either finan L or E in accordance with substance of contractual arrangement at initial recog, utilising the defs of finan L, A and E instr
· Critical – if issuer of instr has a contractual obligation to deliver cash or another finan instr to the holder of the instr or to exchange finan A and L with other comp under conditions that would b potentially unfavourable to issuer
· Will b finan L if issuer doesn’t have an unconditional right to avoid delivering cash or another finan A to settle an obligation

· Substance, rather than legal form, thus governs classification of finan instr

Classification of Preference Shares

· 2 separate cash flow streams when dealing with pref shares – capital of pref shares and pref divs
· Must consider separate when determining pref share capital to b classified as L or E

Cash flow stream iro capital amount of pref shares

· Where mandatory redemption of pref shares by issuer for fixed or determinable amount is req, the capital amount wud b classified as a finan L
· Also applies if holder of pref share has right to require issuer to redeem instr at certain date at fixed/determ amount

· Arises from fact that issuer has contractual obligation to deliver cash to holder of pref shares

· If pref shares redeemable at option of issuer, the def of finan l is not me as issuer doesn’t have present obligation to deliver cash

Cash flow stream iro dividend payments

· Depends on if pref divs paid r at discretion of issuer of shares or not
· Only lead to finan L if payment of div is compulsory.

Compound financial instrument – finan instr has components of both finan L and E instr

INTEREST, DIVS, LOSSES, GAINS, TRANSACTION COSTS

Interest, divs, losses, gains

· Reported SOCI as expenses or income
· Distributions to holders o finan instr classified as E instr, shud b directly debited to E by issuer

· Divs on shares classified as L wud b classified as expenses in same way as interest payments on a loan.  Further implication – divs must b accrued over time, in same way as interest
· Gains and losses on redemptions or refinancing of instr classified as L are reported in SOCI, while gains and losses on E instr of issuer are reported as movements in E

Transaction costs on E instruments

· Transaction costs of E transaction shall b accounted for as deduction from E, to extent that they are incremental costs directly attributable to E transaction that would otherwise have been avoided
· These costs may incl registration and other regulatory fees, amounts paid to legal, acc and other professional advisers, printing costs and stamp duties

· Amount incurred for transaction costs r disclosed separately as deduction in st of changes in E

OF-SETTING OF A FINAN ASSET AGAISNT A FINAN LIABILITY

· Can only b offset and net reported on afs when comp:
- has legally enforceable right to set off the recognised amounts, and
- intends to settle on a net basis, or to realise the asset and settle the L simultaneously
· If conditions above are met, the L wud b deducted from value of A, and only net asset wud b disclosed in sofp

· Appropriate coz only single A or L exists, and wud appropriately reflect amounts and timing of expected future cash flows, was well as risks to which those cash flows are exposed

· Legal opinion represents evidence of legally enforceable right of setoff and would address if wud b upheld in even of bankruptcy
FURTHER EXAMPLES

FINANCIAL ASSETS AT FAIR VALUE THROUGH PROFIT OR LOSS (HELD FOR TRADING)

Capitalisation Issue
· Shares issued to existing shareh proportionally to their shares as % of total shares in issue prior to capitalisation issue, without issuer receiving any consideration

· Implication for the investor:
- additional shares received for no additional consideration
- # shares held increases, but total R value of investment in the shares remains constant
- value per share decreases, more shares for same R value
- effect on disclosure - # shares held increases, amount per share decreases

· Implications for issuer of capitalisation shares:
- reserves are converted to share capital
- no inflow of capital/resources into comp
- reserves that may b used for capitalisation issue:
      * share premium
      * capital redemption reserve fund
      * otherwise the distributable reserves of comp
- Entry:  dt Reserves Ct Share Capital

Rights Issue

· Method applied so comp get additional funds
· Rights to new shares are issued to existing sharh, based on their existing sharh

· Right presented to sharh for no consideration, and give those sharh right to get add shares in comp, within a specified period

· Issue price is usually lower than current market price, to ensure sharh will exercise their rights

· Where such an issue takes place, and advantage is given to existing sharh coz they get shares at less than fair value

· Rights can b sold to other investors, otherwise they will expire

· Once rights issue has been made, sharh no longer only owns shares, also holds right certificates that can b traded separately

· The right sharh has is a financial asset that must b accounted for

· Before rights certificate issued, the shares trade cum-rights
· As soon as rights certificates are issued, the shares are trading at an ex-rights value and rights are trading separately

· Cum-rights value is split between ex-rights value and value of right

· Value of shares in afs must b allocated to portion attributable only to shares and portion to rights

· Use sharh interest approach – method assumes that E of comp represents the value of the shares

· But method used mostly is current market value of shares

· Market value of shares not necessarily equal to carrying amount of E of comp, since buyers and sellers attach certain goodwill to shares

· If latter method is used, need to adjust shares to fair value immediately before rights certificates are issued – and this value split between ex-rights and value of the rights

· After rights certificates issued – holder can exercise right by paying the issue price and taking up the shares

 Balance at year end
· Shares held for speculative purposes fall into category “at fair value through profit or loss” and must b carried at fair value (subsequent measurement)

· Any adjustment, increase, decrease, is recog in SOCI

· The right is a derivative finan instr and also fall in category at fair value through profit or loss.  Must also b adjusted

· All rights not exercised and expire, need to b written off in SOCI

· Example 8.16 VERY NB page 202

FINANCIAL ASSETS HELD TO MATURITY AND OTHER FINANCIAL LIABILITIES
· Debentures will b used as example
· Debenture method to get financing

· Has a nominal value, an issue price, a redemption or settlement price

· Have a coupon/nominal interest rate, which represents annual interest rate

· Interest can b payable monthly, quarterly, annually or any other basis

· Has maturity date and on that date the investor will get the redemption/settlement amount

· Issue price – amount issuer receives and amount investor pays

· Issue and settlement amounts can b:
- equal to nominal value (par)
- greater than nominal value (at a premium)
- less than nominal value (at a discount)

· Investors have to have motivation to invest in debentures in stead of other investments

· Premiums and discounts arise coz of difference in interest rates and an integral part of interest income/expense

· Accounting for these premiums and discounts over term of investment results in measurement being done at amortised cost

· Amortised cost – when fair value is adjusted higher or lower over term to reach the settlement amount

· Adjustment to debenture account is calculated as diff between interest recog in SOCI and actual cash flow of interest

· Interest recognised in SOCI is at effective interest rate, whilst cash flow takes place at nominal rate

· Amortised cost is calculated using effective int rate method.

· Use effect int rate to discount future cash flows expected from debentures to their present value

· This present value represents the fair value on initial recog

· If this fair value isn’t equal to issue price, a day-1 fair value adjustment arises, that will b recognized in SOCI

FINANCIAL ASSETS AVAILABLE FOR SALE

· Ex is investment in shares acquired for long-term purposes
· Such investment isn’t loan or receivable and wont b classified as held for trading

· Investment in shares cant b h-t-m, since ordinary shares don’t have a maturity date

· Initial measurement is at fair value, transaction costs are capitalised to investment

· Subsequent measurement at fair value and any change recog in mark-to-market reserve in E via other comprehensive income in SOCI
· This reserve will have separate column in st of changes in Equity

· Any decrease in fair value that’s not deemed temporary is classified as an impairment

· Impairment losses are recog in SOCI and amount in reserve is also reclassified to SOCI

· Any balance in mark-to-market reserve will also b reclassified to SOCI on sale or disposal of available-for-sale finan A and will b taken into account in calculation of profit or loss on sale of the asset

DISCLOSURE
DISCLOSURE REQ IN SCHEDULE 4 OF COMPANIES ACT OF 1973

Following info must b disclosed iro debentures and borrowings:
· Amount of debentures issued

· Dates on which debentures are redeemed

· Nominal value of debentures held by a nominee of the comp

· Details of debentures granted during period to a director or a member of his/her immediate family

· % held, description and amount of debentures of comp held by its subsidiaries or their nominees other than those held in a representative capacity where subs are not beneficially interested

· Allocation of obligation between long and short term portions

· Rates of interest

· Dates of repayments and if repayable in instalments, amounts of instalments

· Where L I secured over an asset, this fact must b stated together with nature of encumbrance and amount of A over which L is secured

Following info must b disclosed iro investments:

· Distinguish listed and unlisted

· Market value iro listed investments

· Directors valuation iro unlisted investments

· Names of all companies (other than subs comp)

· Number of shares

· Classes of shares

· % of issued share capital and voting power held if different

· Where carrying amount of unlisted investment is arrived at by a valuation, disclose:
- policy regarding frequency of valuations
- basis of valuation
- date of latest valuation

Following disclosed in notes of SOCI:

· Amount of income from investments, distinguishing between listed and unlisted investments and between interest and divs and other specified income

· Amount of interest on any loans, incl debentures

· Profits and losses on share transactions

DISCLOSURE REQ IN IFRS 7

Statement of financial position disclosures (face of SOFP and notes)

Carrying amounts of ea category of finan A & L shall b disclosed either on face of SOFP or in the notes:
· Finan A at fair value through profit or loss, showing separately
- those designated to this category at initial recog, and
- those classified as held for trading

· H-t-m investments

· Loans and receivables

· Available-for sale

· Finan L at fair value through profit or loss
- at initial recog
- held for trading

· Finan L measured at amortised cost

Disclosures iro Income, Expense, Gains, Losses

Comp shall disclose following items on SOCI, or in the notes:

Net gains or net losses on:

· Finan A an L designated as at fair value through profit or loss

· Finan a and L classified as at fair value through profit or loss, since they are labelled held for trading

· Available-for-sale finan A, distinguishing between amount recognised in E via other comprehensive income during period, and amount removed form E and recognised as a reclassification adjustment in SOCI during period

· H-t-m investments

· Loans and receivables

· Finan L measured at amortised cost

Accounting Policies

Disclose summary of significant acc policies for all finan instruments

SHORT AND SWEET

· Purpose of IAS 32, IAS 39, IFRS 7 is to prescribe the recognition, measurement, and disclosure criteria of financial instruments

· 4 categories of finan A:
- at fair value through profit or loss
     Designated
     Held for trading
- held to maturity
- loans and receivables
- available for sale

· 2 categories of finan L
- at fair value through profit or loss
   designated
   held for trading
- other financial liabilities

· Initial recog is always measured at fair value, transaction costs are taken into account, except with category fair value through profit or loss

· Subsequent measurement depends on category and is either at fair value or amortised cost

· Derecognition refers to removing form bs
