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Chapter I

Financial Reporting Standards on Financial Instruments

Need for Financial Reporting Standards on Financial Instruments
Every entity has financial instruments even if it is only cash, bank account or trade receivables and payables. Traditionally, investments were recorded at cost. Therefore, many derivative transactions that did not have investment to begin with were left unreported. This lead to unfair reporting as reporting at historic cost model did not always gave indication of inherent risks. The banking world was rudely shaken by large-scale failures such as Barings Bank collapse in February 1995. This was preceded by large derivatives-related losses in several corporations such as Proctor and Gamble and Gibson Greetings. Financial Reporting standard setters realized that the existing historical cost convention was unfit for financial instruments where the historical cost may give no indication of the inherent risks. A global concern developed for rewriting financial reporting standards for financial instruments. In 1993, the Global Derivatives Study Group made certain recommendations, which included setting of financial reporting standards for derivatives.

History of International Financial Reporting Standards on Financial Instruments

Presently, there are three standards deal with the accounting for financial instruments:

1. IAS 32 Financial Instruments: Presentation

2. IAS 39 Financial Instruments: Recognition and Measurement

3. IFRS 7 Financial Instruments: Disclosure

However, before these standards were issued most financial instruments except for the non Statement of financial position items were covered under accounting for investments. In October, 1984 an exposure draft E 26 Accounting for Investments was issued which was finally adopted as IAS 25 Accounting for Investments in March, 1986. The work on separate standard on financial instruments started as early as September, 1991 when E40 Financial Instruments was issued. However, it was modified and re-exposed as exposure draft E48 Financial Instruments.  The presentation and disclosures portion of this exposure draft was adopted as IAS 32 in 1995 whereas work on recognition and measurement portion still continued. IAS 32 underwent revisions in 1998 and 2000. 

In June 1998 exposure draft E62 Financial Instruments: Recognition and Measurement was issued which was adopted as IAS 39 in December the same year. IAS 39 itself is by far the most difficult standard the International Accounting Standards Board (IASB) has produced. It was subject to revision in 2000, effective for periods beginning on or after 1 January 2001. In 2000 extensive implementation guidance was published in the form of questions and answers. The IASB, as part of its "improvements project", published in 2002 an Exposure Draft of amendments to both IAS 32 and IAS 39 and revised standards were issued in December 2003, together with application guidance and implementation guidance. Subsequently, there was a revision to one aspect of IAS 39 (macro hedging) in March 2004. IAS 32 until revision in 2005 contained both presentation and disclosures requirements for financial instruments. IAS 30 dealt with Disclosures in the Financial Statements of Banks and similar Financial Institutions. In August 2005, IASB issued IFRS 7 Financial Instruments: Disclosures that dealt with disclosures requirement for Financial Instruments. Henceforth IAS 32 was revised and was restricted to presentation requirements and IAS 30 was withdrawn. IFRS 7 Financial Instruments: Disclosures has been amended several times since then.

Besides the above standards IFRIC 9 Reassessment of Embedded Derivatives and the recently issued IFRIC 16 Hedges of Net Investment in a Foreign Operation are also related to the financial instruments. 

Development of US accounting standards on financial instruments: 
Given below is a brief run down of the significant standards in the USA relating to financial instruments: 

FASB 80 (1984) "Accounting for Futures Contracts" - This ruling established standards of accounting for exchange-traded futures contracts (other than foreign currency futures). It required that a change in the market value of an open futures contract be recognized as a gain or loss in the period of the change unless the contract qualifies as a hedge of certain exposures to price or interest rate risk. 

FASB 105 (1990) "Disclosure of Information about Financial Instruments with Off-Balance Sheet Risk and Financial Instruments with Concentrations of Credit Risk" - This standard, which applies primarily to swap contracts, required disclosure of the face or contract amount; the nature and terms of the instrument; the cash requirements of the instruments; the related accounting policy; the accounting loss the entity would incur if any party to the financial instruments failed to perform according to the terms of the contract; the collateral or other security if the amount proved to be of no value to the entity; the entity's policy for requiring collateral or other security on financial instruments it accepts; and a description of collateral on instruments presently held. No fair value disclosures were required by FASB 105. 

FASB 107 (1991) "Disclosure about Fair Value of Financial Instruments" - This standard requires all entities to disclose the fair value of financial instruments in the notes to their financial reports. If it was "not practicable" to determine fair value, information on how the market value was estimated was to be disclosed. However, FASB 107 does not require fair values in the primary financial statements. Historical costs are shown on the statement of financial position itself. 

FASB 119 (1994) "Disclosure about Derivative Financial Instruments and Fair Value of Financial Instruments" - This standard requires disclosure of amounts, nature, and terms of derivative financial instruments that are not subject to FASB 105 because they do not result in off-balance-sheet risk of accounting loss. It is applicable to derivative financial instruments such as futures, forwards, swaps, option contracts and other financial instruments with similar characteristics. 

Deliberations for FASB 133 began as early as in 1992 but the standard finally became effective for accounting statements beginning after 15th June, 2000.

Development of Accounting Standards for Financial Instruments in India

Indian Accounting Standards are at verge of convergence to IFRS. The Accounting Standard Board of the Institute of Chartered Accountants of India has issued Accounting Standard 30: Financial Instruments: Recognition and Measurement, Accounting Standard 31: Financial Instruments: Presentation and Accounting Standard 32: Financial Instruments: Disclosures. These are in line with IAS 39, IAS 32 and IFRS 7 respectively.

Chapter II

Financial Instruments and its Presentation

1. Introduction

The definition of financial instruments is very extensive. Any contract that gives rise to a financial asset of one entity and financial liability or equity instrument of another entity, fall into the ambit of financial instruments. Cash, bank balances, trade receivables and payables, bank loans and overdrafts, issued debts, ordinary and preference shares, investments in securities like shares and debentures, derivatives are some of the example of financial instruments. Every entity has financial instruments, even if it is only cash, debtors or creditors. 

2. Presentation of Financial Instruments

Proper presentation of financial instruments in book of accounts is very essential. It is important for the issuer, to understand the principles for presenting financial instruments as equity or liability and offsetting financial assets and liabilities. It applies not only to classification of financial instruments into liability and equity but also interest, dividends and losses and gains related to them.

IAS 32, Financial Instruments: Presentation, addresses the presentation of financial instruments as financial liabilities or equity. IAS 32 includes requirements for

· The presentation of financial instruments as either financial liabilities or equity, including when a financial instrument should be presented as a financial liability or equity instrument by the issuing entity;

· How to separate and present the components of compound financial instruments that contains both liability and equity elements;

· The accounting treatment of reacquired equity instruments of the entity;

· The presentation of interests, dividends, losses, and gains related to financial instruments; and

· The circumstances in which financial assets and financial liabilities should be offset

· IAS 32 complements the requirements for recognizing and measuring financial assets and financial liabilities in IAS 39, Financial Instruments: Recognition and Measurement, and the disclosure requirements for financial instruments in IFRS 7, Financial Instruments: Disclosures.
2.1. Debt/ Equity Classification

Financial Instruments should be presented based on their substance rather than their legal form. Any liability that is a contractual obligation to deliver cash or other financial assets, or to exchange financial assets or liabilities with other entity in terms that are potentially unfavourable to the entity, is a financial liability. Moreover, a contract that will or may be settled in the entity’s own equity instruments and is non-derivative for which the entity is or may be obliged to deliver a variable number of entity’s own equity is also a financial liability. 

On the other hand, an equity instruments is any contract that evidences residual interest in the assets of an entity after deducting all its liabilities. Therefore, an instrument is an equity instrument if, and only if both the conditions in (a) and (b) are satisfied. 

(a) The instrument contains no 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 is potentially unfavourable to the issuer.

(b) If the instrument will or may be settled in the company's own shares, it is 

· a non-derivative for which the entity is not obliged to deliver a variable number of the entity’s own equity instruments; or 

· a derivative that will or may be settled by the exchange of a fixed amount of cash or another financial asset for a fixed number of the entity’s own equity instruments. For this purpose the entity’s own equity instruments do not include instruments that are themselves contracts for the future receipt or delivery of the entity’s own equity instruments. 

A Case Study:

A start-up company is experiencing severe cash-flow problems. A supplier agrees to supply goods to the value of Rs. 1,00,000 in return for the company issuing to it, in 3 months time, shares that have a market value of Rs. 1,00,000. The number of shares that the company must deliver under this contract is variable i.e. it will depend on the market value of its shares at the settlement date. 

Solution: 

This contract would be classified as a financial liability, not an equity instrument as in essence it is no different from a contract that requires it to pay Rs. 1, 00,000 cash, or to deliver other assets worth Rs. 100,000, in exchange for the goods. 

A financial instrument or its component parts should be classified upon initial recognition as a financial liability or equity instrument according to substance of the contractual arrangement. Once this classification is done, it is not subsequently changed.  Here it is important to note that, though some instruments have legal form of equity instrument, their substance may be that of a liability. For instance, classification of preference shares may be done either as equity or as a liability depending on the substance of rights attached to it. The key feature in determining whether a financial instrument is a liability is existence of a contractual obligation of issuer, to deliver cash or another financial asset to the holder, or to exchange financial asset or liability under conditions that are potentially unfavourable. In case of equity instrument, the right to receive cash or other distributions is at issuer’s discretion and there is no obligation to deliver cash or other financial asset to the holder. This is irrespective of the fact weather the dividends are cumulative or non-cumulative. 

The items like warranty obligations and deferred revenue too, represents an obligation to deliver. However, in these cases the obligation is to deliver goods or services and not to deliver cash or other financial instrument. Hence, they are not financial liability. Similarly in case of obligation to pay tax or other dues to government which arises due to statutory requirements, though there is an obligation to deliver financial asset, these are not financial liability as the obligation is statutory and not contractual. 

2.2 Presentation of dividends and interests

Proper presentation and classification of an issued financial instrument as either a financial liability or an equity instrument determines whether interest, dividends, gains, and losses relating to that instrument are recognized in profit or loss or directly in equity.  

• Distributions to holders of a financial instrument classified as equity should be charged directly against equity and not against earnings. Therefore, dividends to holders of outstanding shares that are classified as equity are debited by the entity directly to equity.

•Interest, dividends, gains, and losses relating to an instrument classified as a liability should be reported in the statement of comprehensive income. This means that dividend payments on preferred shares classified as liabilities are treated as expenses.

•Changes in the fair value of equity instruments of the entity are not recognized in the financial statements

2.3 Offsetting a Financial Asset and a Financial Liability

A financial asset and liability should be offset against each other, to present net amount in the statement of financial position only when an enterprise has a currently enforceable right to set off the recognised amounts and intends to either settle on net basis or simultaneously settle the liability and realize the asset. Otherwise, in case of transfer of a financial asset that does not qualify for derecognition the entity should not offset the transferred asset and associated liability.

It is important to note that the existence of an enforceable right to set off financial asset and financial liability is by itself not sufficient basis for offsetting. Together with it, there should also be an intention to do so. When offset is applied entity has the right to pay or receive a single net amount in relation to two instruments and if it intends to do so, in effect the entity has single financial asset or financial liability. 

2.3.1 Offsetting Vs Derecognition

Offsetting of a financial asset with a financial liability is different from derecognising financial assets or liabilities. Unlike de-recognition, offsetting does not remove an asset or liability from statement of financial position. Rather it amounts to net presentation of the asset or liability as either a net asset or a net liability. Moreover, derecognition of a financial instrument can give rise to gain or loss on Derecognition whereas there is no such gain or loss in case of offsetting.

2.3.2 Legal right to offset

Legal right to offset is debtor’s legal right, by contract or otherwise to settle or otherwise eliminate all or portion of an amount due to creditor by applying against that amount due an amount due from the creditor. As the right here are legal right, the circumstance that gives rise to such a right will vary from one legal jurisdiction to another. Thus for each relationship between two parties it is necessary to consider the particular laws applicable to it. Sometimes a debtor may have legal right to offset an amount due from third party against amount due from creditor, provided there is a legal agreement to do so between three parties.

2.3.3 Intention to offset

The existence of an enforceable right to set off financial asset and financial liability is by itself not sufficient basis for offsetting; there should also be an intention to do so. The intention of offset is presumed to be there either when entity intents to exercise the right to offset or to settle simultaneously an offsetting financial asset and financial liability. The intention of one or both parties to settle on net basis is not sufficient if there is no legally enforceable right to do so.

Chapter III
Financial Assets
1. Introduction

Financial Assets are any asset that is:

· Cash

· An equity instrument of another entity

· A contractual right 
· to receive cash or another financial asset from another entity

· Exchange financial assets and liabilities with another entity under conditions that are potentially favourable to the entity

· A contract that will or may be settled in the entity's own equity instruments and is:
· Non derivative for which the entity is or may be obliged to receive a variable number of entities own equity instrument; or
· A derivatives that will or may be settled other than by the exchange of a fixed amount of cash or other financial asset for a fixed number of the entity own equity instruments. For this purpose the entity’s own equity instrument does not include instruments that are themselves contracts for future receipt or delivery of the entity’s own equity instruments.

Some of the examples of financial assets are cash, bank balance, trade account receivables, loans, debt securities, etc.  

Contracts and contractual rights

The terms 'contract', 'contractual right' and 'contractual obligation' is fundamental to the definitions of financial instruments, financial assets and financial liabilities. The reference to a 'contract' is to an agreement between two or more parties that have clear economic consequences and which the parties have little, if any, discretion to avoid, usually because the agreement is enforceable at law. Contracts, and thus financial instruments, may take a variety of forms and need not be in writing. Contractual rights and contractual obligations are rights and obligations that arise out of a contract. Assets and liabilities that are not contractual in nature are not financial assets or financial liabilities even though it may result in the receipt or delivery of cash. 

Most contracts give rise to a variety of rights and obligations, and the rights and obligations arising from a contract will often change or be added to as the contract is performed. Some of these rights and obligations may fall within the definition of financial instruments and some may not. For example, an unperformed contract for the purchase or sale of tangible assets usually gives rise to rights and obligations to exchange a physical asset for a financial asset (although it is possible that, if the contract is breached, the exchange will involve the payment of compensation). These rights and obligations do not represent a financial instrument. Under the same contract, once the physical asset has been delivered, a debtor or creditor will usually arise and this will be a financial instrument. 

In each case, one party's contractual right to receive (or obligation to pay) cash is matched by the other party's corresponding obligation to pay (or right to receive), meaning that each case is an example of a financial instrument. A company holding a convertible bond has a contractual right to receive another financial asset (shares, with cash as an alternative) from the issuer.

In very broad terms, financial assets will, or are likely to, lead to a company receiving cash in the future; financial liabilities will, or are likely to, lead to a company paying out cash in the future. But the cash may be received, or paid, via a whole chain of contractual rights or obligations – for example, a company may hold an option to acquire a convertible bond that can be converted into shares that can be sold for cash. So the definitions of financial asset and financial liability in IAS 32 are in general terms. 

Exclusions from Financial Assets:

There are several exclusions from the normal classification and accounting rules for financial assets. The items excluded are:

i. a hedged item in a fair value hedge

ii. Interests in subsidiaries, associates and joint ventures, except where they are held temporally for disposal in near future.

iii. rights and obligations under leases, except for embedded derivatives included in lease contracts

iv. employers' assets and liabilities under employee benefit plans

v. rights and obligations under an insurance contract

vi. financial instruments issued by the entity that meet the definition of an equity instrument

vii. Contracts for contingent consideration in a business combination. This exemption applies only to the acquirer

viii. contracts between an acquirer and a vendor in a business combination to buy or sell an acquiree at a future date

ix. financial instruments, contracts and obligations under share based payment transactions, except for contracts that can be settled net in cash or another financial instrument

x. loan commitments that cannot be settled net in cash and which the entity has not designated as at fair value through profit or loss

2. Classification of Financial Assets: All financial assets are classified in any of the following four categories:

i. at fair value through profit or loss (FVTPL)

ii. available for sale (AFS)

iii. loans and receivables (LR)

iv. held to maturity (HTM)

Need for Classification: Classification of financial assets in one of the categories is essential for subsequent measurement of financial assets. The first two categories i.e. financial assets as at fair value through profit or loss and available to sale categories, are measured at Fair Value on subsequent measurement and the last two categories i.e. loans and receivables and held to maturity categories, are measured at amortized cost. However, equity instrument (and any derivative linked to or settled through it) that does not have a quoted market price or fair value of which cannot be reliably measured are held at cost. At initial measurement all are measured at fair value but transaction cost of all assets except those classified as at FVTPL are recognized in the fair value of instrument itself.

2.1. Financial Assets at Fair Value through Profit or loss:

This classification has further two sub classifications. First category contains financial assets that are held for trading purpose. Here, all derivatives except financial guarantee contracts and designated and effective hedging instrument are regarded as held for trading. Beside this all financial assets which are principally acquired for the purpose of sale or in case of portfolio of identified financial instruments that are managed together, there are evidences of short term profit making, are classified as at FVTPL. Second category includes financial assets that are on initial recognition designated as one to be measured at fair value with fair value changes in profit or loss.

Measurement: assets at FVTPL are initially and subsequently measured at Fair Value. Transaction costs associated with such assets are expensed. Gain or loss on subsequent measurement recognized in profit or loss.

2.1.1 Why is Financial Assets/Liabilities Designation at FVTPL? 

Financial assets other than those held for trading may be designated as at fair value through profit or loss, so that:

· accounting mismatch can be eliminated or reduced 

· more relevant information can be obtained

· burden of hedge accounting can be avoided

· difficulty of interpreting an asset as a held for trading could be avoided

· in case of hybrid instruments, burden of separating embedded derivative that are not closely related to host contract, can be avoided.

2.1.2 When can financial assets/liabilities be designated as at FVTPL?

 Financial assets or financial liabilities can be designated as at FVTPL only when any of the following conditions are met:

Sometimes an entity has a liability, the cash flows or risks of which are associated with a financial assets. The classification of the asset and related liability may otherwise be such that it gives rise to a measurement and recognition inconsistency arising from measurement of asset and liability or recognition of gain or loss on them on different bases. Under this Standard, measurement of a financial asset or financial liability and classification of recognised changes in its value are determined by the classification of the item and whether the item is part of a designated hedging relationship. Those requirements can create a measurement or recognition inconsistency (sometimes referred to as an ‘accounting mismatch’) when, for example, in the absence of designation as at fair value through profit or loss, a financial asset would be classified as available for sale (with most changes in fair value recognised directly in the appropriate equity account) and a liability the entity considers related would be measured at amortised cost (with changes in fair value not recognised). In such circumstances, an entity may conclude that its financial statements would provide more relevant information if both the asset and the liability were classified as at fair value through profit or loss. 

The entity need not enter into all of the assets and liabilities giving rise to the measurement or recognition inconsistency at exactly the same time. A reasonable delay is permitted provided that each transaction is designated as at fair value through profit or loss at its initial recognition and, at that time, any remaining transactions are expected to occur. Appendix AG4E IAS 39 Financial Instrument: Recognition and Measurement gives certain example where this condition is met.

When according to documented risk management or investment strategy, a group of financial assets and financial liabilities or both are managed and performance evaluated on fair value basis. Where an entity designates financial instrument as at FVTPL on this basis, it must designate all eligible financial instruments that are managed and evaluated together. The entity cannot make fair value choice for some instrument and leave the rest if they are managed together. Another essential aspect of meeting this condition is that the management policy should be documented though documentation need not be extensive.

In case of hybrid contract, containing one or more embedded derivative, entire contract can be designated as at FVTPL unless:

· the cash flows are not significantly modified because of embedded derivative; or

· Separation of embedded derivative is prohibited. 
The rules regarding the separation of derivative are discussed at length in later chapter.

A case study

An entity Y issues a debt instrument the interest of which are linked to the price of the equity of the company. The linking to the equity price is considered not closely related embedded derivative that would require separation. Therefore, entity Y is entitled to designate the whole debt instrument with embedded derivative as at fair value through profit or loss to avoid separating out embedded derivative.

Some other important aspects of financial assets or financial liabilities designated as at FVTPL

· The classification has to be done at initial recognition.

· Once fair value option is exercised for a financial asset or financial liability it cannot be revoked. The classification is irrevocable even if the instrument giving rise to accounting is derecognized.

· This option to classify a financial instrument as at FVTPL is not available for investments in equity instrument that do not have quoted market price in active market and fair value of which cannot be reliably measured. Such investments are measured at their costs.

· The choice given to entities to designate a financial asset or liability as at FVTPL is like a choice of accounting policy though it can be applied on instrument to instrument basis. It would not be acceptable to designate only some of the financial assets and financial liabilities as at fair value through profit or loss if to do so would not eliminate or significantly reduce the inconsistency and would therefore not result in more relevant information. However, it would be acceptable to designate only some of a number of similar financial assets or similar financial liabilities if doing so achieves a significant reduction (and possibly a greater reduction than other allowable designations) in the inconsistency.

A Case Study: 

An entity XYZ borrows Rs 100 crores from a bank through a single instrument. It uses half of this borrowing to purchase quoted equity shares which are held for trading. The entity XYZ desires to reduce the measurement inconsistency by designating the loan liability as at fair value through profit or loss. However if the entity does so, it creates the accounting mismatch in profit or loss for remaining Rs. 50 crores which are not matched by assets held for trading. Therefore, the Entity XYZ is not permitted to apply fair value option as it does not significantly reduce accounting mismatch between asset and liability.

It cannot be applied to part of a single financial instrument.

2.1.3 Held-For-Trading Financial Assets

All derivatives other than derivative that is designated and effective hedging instrument are classified as held for trading. Beside this, a financial asset or liability is regarded as held for trading if it is acquired for purpose of sale in near future or when it is part of portfolio of financial assets that are managed together for which there evidence of short term profit are making.  Portfolio here would mean a group of financial assets that are managed together as a part of group. Even if a particular instrument is held for a longer period, it would qualify for as held for trading, if there are evidences of short term trading in other instrument held in portfolio to which it belongs. The standard does not limit the period for which such an instrument can be held. For a non-derivative asset to be classified as held for trading it must have been acquired principally for selling it in the near term. It is the principal purpose at acquisition that is relevant, rather than the actual period for which the asset is held. Moreover, there is no definition of “near term” but an entity should adopt a definition of near term and apply it consistently.

A case study: Entity X purchased quoted equity shares from the market with the intention of profiting from short-term price fluctuations on 1st March, 2004. It has classified the asset as held for trading financial asset. Entity X is holding the shares till last reporting date i.e. 31st December, 2007 due to a downturn in the stock market. Is entity X justified in its classification of equity shares?

Solution

Yes. The IAS 39 does not limit the time period for which such an instrument can be held.

For a non-derivative asset to be classified as held for trading it must have been acquired principally for the purpose of selling it in the near term. It is the principal purpose at acquisition that is relevant, rather than the actual period for which the asset is held. Moreover, there is no definition of “near term” in this standard. Therefore, Entity X should classify the quoted equity shares as held-for-trading as management’s intention at acquisition was to profit from short-term price fluctuations.

Reclassification of financial assets and liabilities in and out of the FVTPL category while a financial asset is held is prohibited. This restriction also prevents an entity from reclassifying financial instrument in and out of held for trading category.

2.2. Held – To – Maturity Investments

Held-to-maturity (HTM) financial assets are:

· Non-derivative financial assets

· With fixed or determinable payments

· And fixed maturity

· That entity has positive intention and ability to hold till maturity

Other than those that are

· On initial recognition designated as at FVTPL

· Loans and receivables and

· Available for Sale financial assets

2.2.1 Measurement: Such investments are measured at their fair value +/- transaction cost, initially and at amortized cost using effective interest method on subsequent measurement

2.2.2 Fixed or determinable payments and fixed maturity

If an asset can be prepaid or extinguished by the issuer before substantially all of the recorded investment is recovered then it cannot be classified as HTM. If a debt instrument contains an embedded derivative which can be separated, then the host contract can be classified as HTM, if it has necessary characteristics. Since HTM financial assets have fixed payment and maturity, the contractual arrangement should state the amount and dates of payment to holder. 

Equity instruments can never be classified as HTM as they have indefinite life and the cash flows from them has no fixed determinable pattern. Whereas preference shares with fixed payment and maturity can be classified as HTM investment (e.g. compulsorily redeemable preference share). 

When there are debt instrument with variable interest rate they can still satisfy the criteria for HTM investments provided the terms of contract determining the amount and the timing of payment to the holder are specified in the contact. However, generally a perpetual debt instrument cannot be classified as HTM, as they have no fixed maturity date.

A case study:

Entity A purchases a 10 year debt instrument which pays variable rate of interest based on bank interest rate prevailing plus 1% and interests are paid annually in arrears. Can entity classify this as HTM asset?

Solution: yes, the entity A can classify this debt instrument as HTM if other conditions are met i.e. Entity has positive intention and ability to hold till maturity. Though the instrument pays variable interest, the maturity and timing of cash flows are fixed and are determined on a basis fixed in contract.

 2.2.3 Positive intention and ability to hold until maturity

For an instrument to be classified as HTM there must be an intention to hold that instrument till maturity that should be fixed. Therefore, an intention to hold indefinitely will not enable the holder to classify them as HTM investments. Where any entity intents to sale an instrument in response to change in interest rates, payment risks, foreign currency risks, or change in availability and yield of alternative investments, or change in funding sources or terms, then it cannot be classified as HTM investment. 

Moreover, hedging of HTM investment for interest or prepayment risk is prohibited as an entity can classify only those assets in this category where entity is indifferent to changes in the fair value of the financial asset.

In case of callable securities where issuer exercise its call option at option’s price that is substantially close to its carrying cost such investment can be classified as HTM by the holder provided the holder intents to hold it till it is being called. In such cases maturity date is viewed as being accelerated. 

As stated earlier, if an asset can be prepaid or extinguished by the issuer before substantially all of the recorded investment is recovered then it cannot be classified as HTM. Therefore, where a holder of a debt instrument purchases a conversion right, his intention to hold till maturity is questioned as exercising the option before maturity will lead to extinguishment of the debt contract before maturity. However, in case of convertible debt instruments, if it can be converted only on maturity it can be classified as HTM instrument as it does not raise question on intention of the holder to hold the instrument till maturity.  Similarly, puttable debt instruments generally cannot be classified as HTM instrument as this shows holders intention to sell the asset in response to general market conditions. However, if the terms of put option are such that it can be exercised only in one of the permitted, isolated, non recurring circumstances it may be classified as held to maturity.

Qualification of an instrument which otherwise qualify as HTM, will not be effected even if there is significant risk of default on the behalf of the issuer. Securities that are pledged for borrowings can be classified as HTM where entity has intention and ability to pay back the loan without disposing the asset.

The ability to hold the financial asset to maturity cannot be demonstrated if the entity does not have the financial resources available to continue to finance the investment until maturity or is subject to legal or other constraints that could frustrate its intention to hold the financial asset to maturity.

 Positive intention and ability to hold till maturity are to be assessed at each reporting date. 

2.2.4 Tainting of held to maturity portfolio

When an investment which is earlier classified as HTM is reclassified or disposed off before its maturity date it is called tainting of HTM portfolio and as a result of it entity is debarred from using HTM classification for remaining portfolio of securities and also for any investment purchased for next two year. For this purpose, disposal or reclassification must be of more than significant amount. Moreover, an entity cannot have more than one portfolio of HTM category of investment. Generally, on tainting of HTM investment all remaining investment is to be classified as available for sale investments.

2.2.5 Exception to Tainting

There are certain exceptions to above rule i.e. under some circumstances disposal or reclassification does not result in tainting of investments. Such circumstances applicable to sale or transfers that:

· Are done so close to maturity/ call date of financial assets that change in market rate of interest would not have a significant effect on financial assets fair value. For this purpose period of less than three months can be regarded as close to maturity.

· Occur after the entity has collected substantially all of the financial assets original principals through scheduled payments and prepayments. Guidance as to what is substantial for this purpose has not been provided IAS 39. (but in US GAAP at least 85% of principal and interest due over its term)

· Are attributable to an unexpected isolated incident beyond entity’s control and such incident is non-recurring in nature. In other words event must be extremely remote and unlikely to occur in practice. For e.g.

· a significant deterioration in issuer credit worthiness. Such deterioration must have occurred after acquiring the investment and there should be objective evidence of it, like decline in cash flow, brokers/analyst’s report, less than projected results, sustained decline in earning, violation of covenants, etc. the reclassification should be done immediately in response to significant credit deterioration. However, a credit downgrade that can be reasonably anticipated by management or a credit downgrade that is not significant, e.g. from one rating class to the immediately lower rating class, would not qualify as an isolated event outside of management’s control. A disposal of HTM investments in those circumstances would cast doubt on management’s intent to hold other investments to maturity. Exchange of debt instruments out of HTM category on bankruptcy will also be permitted sale only if bankruptcy was unanticipated.

· A change in tax law that eliminates or significantly reduces tax exemption status of an instrument. In this case if sale is in anticipation of change of Law, it is not permitted.

· Major combination or sale that necessitates the sale or transfer of HTM investment. Such sale must be done concurrently or shortly after such combination. Sales in anticipation of business combination will taint the HTM category.

· sale in consequence of change in regulatory or statutory requirement modifying requirement of permissible investment or limit of particular investment.

However, all the above exception apply only if the sales or transfer do not involve  more than insignificant amount of the entity’s held to maturity portfolio.

A case study:

 The entity X has investments in another country’s government bonds that it has classified as HTM. Entity X sells the bonds before maturity following a significant downgrade of the bonds to below investment quality due to a recent economic crisis in that country. Entity X has other investments relating to other countries classified as HTM and management intend to continue to hold these other investments to maturity. Would a sale following a significant downgrading of a financial instrument cast doubt on management’s intent to hold other investments to maturity?

Solution

No. The recent sale of the bonds would not raise a question about management’s intent to hold other investments to maturity. Sales due to an isolated event that is beyond the entity’s control such as a significant deterioration in the issuer’s credit worthiness do not raise a question about management’s intent to hold other investments to maturity.

Some other important points on tainting of HTM investments:

· in case of sale of HTM investment to an entity within a group, the HTM portfolio would not be tainted as far as consolidated statement are concerned, if buyer intents to and has an ability hold the investment till maturity. Nevertheless, in separate financial statement of seller such transfer will taint the HTM category of investments.

· If HTM category of any company of a group of companies has been tainted than the whole group will not be able to classify its investments as HTM

· If an entity intents to sale any investment from HTM category in permitted circumstances it need not reclassify them as available-to-sale.

· Sales in connection to change in management will taint the HTM category of investment.

· Catastrophic losses or high level of policy surrenders are not to be regarded as non-recurring or isolated incidence. Therefore, sale of investment from HTM portfolio will taint its position.

· If tainting of portfolio happens and it results in reclassification of the portfolio as available for sale comparative figures of the period should not be restated.

· Tainting affects all assets in the held-to-maturity category. Segregation of assets into separate portfolios does not 'protect' assets held in other portfolios

2.3. Loans and Receivables

Loans and receivables are financial assets that are:

· Non derivative financial assets

· With fixed and determinable payments

· Those are not quoted in an active market

Other Than

· Those that entity wants to sell immediately or in short term i.e. those classified as held for trading

· Those that entity on initial designation designates as at FVTPL

· Those that entity on initial recognition designates as available for sale

Those that are subsequently classified as available for sale as holder may not recover substantial portion of its investment for reason other than because of credit deterioration.

2.3.1 MEASUREMENT: Loans & Receivables are initially measured at fair value plus transaction cost directly attributable to acquisition or issue of financial asset or financial liability. Transaction costs are incremental costs that are directly attributable to the acquisition of a financial asset and include costs such as fees and commissions paid to agents, advisers, brokers and dealers; levies by regulatory agencies and securities exchanges; and transfer taxes and duties. Transaction costs do not include debt premium or discounts, financing costs, or internal administrative or holding costs.

 Subsequently Loans & Receivables are measured at amortized cost using effective interest method. 

Loan origination fees and costs


Loan origination fees together with the related direct costs are deferred and recognised as an adjustment to the effective yield of a loan. A portfolio basis can be adopted if it is not possible to adjust the effective yield on an individual loan basis. Loan origination costs attributable to unsuccessful loans are expensed. An entity should therefore have a system for distinguishing successful from unsuccessful loans and for determining the related incremental and directly attributable origination costs.

Other important points:

· A financial asset that can be contractually prepaid or extinguished by receiver in such a way that the holder would not be able to recover substantially all of its recorded investment, other than because of credit deterioration, cannot be classified as L&R

· Investment in debt security not quoted in active market can also be classified as Loans and receivables.

· Negotiable Term deposits by banks in other banks, if not held for trading can be classified as L&R

· There is no tainting of this category.

· Evaluation of embedded derivative should be done and accounted separately. Host contract can thereafter be accounted as L&R if it meets the characteristics.

· Equity instrument cannot be L&R

· Preference shares with fixed payment and maturity like mandatorily redeemable preference share can be L&R.

· Purchase of interest in pool of assets that are themselves L & R can be classified as L&R if it meets the definition of L&R

2.4. Available for Sale Financial Assets

Available for Sale are non-derivative financial assets that are designated as available for sale, other than those

· Classified as loans & receivables

· Held to maturity

· Held for trading

· Designated as at FVTPL

Thus, AFS is a residual category. The AFS category will include all equity securities except those classified as fair value through profit or loss

2.4.1 MEASUREMENT: Available for sale financial assets are initially measured at fair value plus transaction cost directly attributable to acquisition or issue of financial asset or financial liability. Subsequently also they are measured at fair value with change in fair value recognized in equity and recycled in statement of comprehensive income at sale or impairment of asset. The cumulative gain or loss previously recognised in equity is recognised in profit or loss when the asset is derecognised. However, impairment losses, foreign exchange gains and losses (on AFS debt securities) and interest (on AFS debt investments) calculated using the effective interest method is recognised in profit or loss. Dividends on an available-for-sale equity instrument are recognised in profit or loss when the entity's right to receive payment is established.

2.5 RECLASSIFICATIONS:

Reclassification into and out of FVTPL and L&R are not permitted. Only exception to this is in case of hedging instrument which an entity is permitted to designate and de-designate in accordance with hedging strategy.

Reclassification provision amended in October 2008

In October 2008 the Board amended the provisions relating to reclassification thereby nullifying differences between the reclassification requirements of IAS 39 and US GAAP.  

Erstwhile IAS 39 permitted no reclassifications for financial assets classified as held for trading. The Board was asked to consider allowing entities applying IFRSs the same ability to reclassify a financial asset out of the held-for trading category as is permitted by US GAAP SFAS 115 and SFAS 65. 

Scope of the amendments

The amendments will only permit reclassification of certain non-derivative financial assets recognised in accordance with IAS 39. Financial liabilities, derivatives and financial assets that are designated as at FVTPL on initial recognition under the ‘fair value option’ cannot be reclassified. The amendments therefore only permit reclassification of debt and equity financial assets subject to meeting specified criteria.

The amendments do not permit reclassification into FVTPL.

The reclassification provisions are summarized in the table below:

	Transfer

           to:

Transfer

 from
	Trading
	Loans and receivables
	Held-to-maturity
	Available for sale

	Trading
	Not Applicable
	The criteria for reclassification from trading account i.e. FVTPL to Loans and receivables depends on whether the asset would have met the definition of ‘loans and receivables’ (L&R) had it not been classified as at FVTPL. and if the entity has the intention and ability to hold the asset for the foreseeable future or until maturity.
	Any financial asset may be reclassified from FVTPL to HTM  if the financial asset is no

longer held for the purpose of selling in the near term – but only in ‘rare’ circumstances.


	Any financial asset  may be reclassified from FVTPL to AFS,

 , if the financial asset is no

longer held for the purpose of selling in the near term – but only in ‘rare’ circumstances.



	Loans and receivables
	If pattern of short term profit making
	Not Applicable
	Not Applicable
	Not Applicable

	Held-to-maturity
	Tainting
	Not Applicable
	Not Applicable
	Tainting

	Available for sale
	If pattern of short term profit making
	A debt instrument classified as AFS that would have met the definition of L&R (if it had not

been designated as AFS) may be reclassified to the L&R category if the entity has the

intention and ability to hold the financial asset for the foreseeable future or until maturity.


	Change in intent and if all criteria met
	Not Applicable


In its press release the IASB acknowledged that market conditions in the third quarter of 2008 are a possible example of a ‘rare’ circumstance. The Board also noted that rare circumstances arise from a single event that is unusual and highly unlikely to recur in the near term. 

It should be noted that the amendments do not refer to the reclassification of AFS debt instruments to HTM because IAS 39 already permitted such reclassifications 
Measurement at the reclassification date

All reclassifications must be made at the fair value of the financial asset at the date of reclassification. Any previously recognised gains or losses cannot be reversed. The fair value at the date of reclassification becomes the new cost or amortised cost of the financial asset, as applicable.

Measurement after the reclassification date

The existing requirements in IAS 39 for measuring financial assets at cost or amortised cost apply after the reclassification date (with one exception – see below). Therefore, for financial assets measured at amortised cost, a new effective interest rate will be determined at the date of reclassification. 

For reclassifications out of AFS, IAS 39.54 requires the amounts previously recognised in other comprehensive income (OCI) to be reclassified to profit or loss either through the effective interest rate (if the instrument has a maturity) or at disposal (if the instrument has no maturity – i.e. it is perpetual). Amounts deferred in equity may also need to be reclassified to profit or loss if there is impairment. 

The one exception to the existing measurement requirements is for reclassified debt instruments. If, after reclassification, an entity increases its estimate of recoverability of future cash flows, the carrying amount is not adjusted upwards as is currently required by IAS 39.AG8 for changes in estimates of cash flows. Instead, a new effective interest rate is determined and is applied from that date forward. Hence, the increase in the recoverability of cash flows is recognised over the expected life of the financial asset.
Disclosure 
The Board decided to require additional disclosures about the situations in which any such reclassification is made, and the effects on the financial statements. The Board regards such information as useful because the reclassification of a financial asset can have a significant effect on the financial statements

Exceptional nature of the amendment 
The Board normally and publishes an exposure draft of any proposed amendments to standards to invite comments from interested parties. However, given the requests to address this issue urgently in the light of market conditions, and after consultation with the Trustees of the IASC Foundation, the Board decided to proceed directly to issuing the Amendments without following a due process

 On reclassification of HTM assets as AFS assets on tainting, the difference between the carrying amount and fair value is recognized in equity. 

On subsequent reversal of it i.e. after two years of tainting has expired, then assets can be reclassified as HTM if entity intends or is able to hold the asset till maturity. On transfer the assets carrying amount becomes the assets new amortized cost. Any previous gain or loss on the assets that have been recognized directly into equity is amortized to profit & loss over remaining life of the financial asset using effective interest method.

Sometimes for investments in equity instrument the fair value becomes insufficiently reliable, and then instrument is to be measured at cost. Any gain or loss till date recorded in profit or loss will not be reversed and any fair value gains or loss included in equity will remain in equity till such asset is sold.

When subsequently a reliable measure becomes available for an equity instrument or a derivative linked to it that was previously held at cost, the asset shall be re measured at fair value. Any difference between carrying amount and fair value will be recognized in profit or loss in case of assets classified as at FVTPL and through profit or loss or directly in equity for assets classified as available for sale.

The decision for categorization of financial assets can be summarized in the following flow chart.

 SHAPE  \* MERGEFORMAT 



Chapter IV
Financial Liabilities
1. Introduction
The issuer of a financial instrument has to classify the financial instrument or its component part as a financial liability or equity in accordance with the substance of the contractual arrangement rather than legal form. The basic principle is, if the issuer has unavoidable obligation to deliver cash and where contract does not is in substance the residual interest, it will be a liability rather than equity.

Financial Liability as per the standard is any liability that is

· a contractual obligation

· to deliver cash or other financial assets to another entity; or

· to exchange financial assets or liabilities with other entity in terms that are potentially unfavourable to the entity; or

· a contract that will or may be settled in the entity’s own equity instrument and is

· a non derivative for which the entity is or may be obliged to deliver a variable number of entity’s own equity instruments; or

· is a derivative that will or may be settled other than by fixed amount of cash or another financial asset for a fixed number of entities own equity instruments. 

The standard defines equity instrument as any contract that represents a residual interest in assets of the entity after deducting all its liability.

Sometimes the terms of financial instrument are such that they contain components of both equity and liability such instruments are called compound instruments. The liability and equity components of a compound instrument are required to be accounted for separately.

2. Equity- Liability Classification

Many instruments that have the legal form of equity are, in substance, liabilities. A financial instrument should be classified as a financial liability or an equity instrument depending on the substance of the arrangement rather than the legal form. Liabilities arise when the issuer is contractually obligated to deliver cash or another financial asset to the holder of the instrument. An instrument is an equity instrument only if the issuer has no such obligation, i.e. it has an unconditional right to avoid settlement in cash or another financial asset. The ability to defer payment is not enough to achieve equity classification, unless payment can be deferred indefinitely. Generally, an obligation for the entity to deliver its own shares is not a financial liability because an entity's own shares are not considered its financial assets. An exception to this is where an entity is obliged to deliver a variable number of its own equity instruments.

The key questions that must be addressed when determining classification as a financial liability or equity instrument are therefore: 

· Is settlement in cash or another financial asset neither mandatory nor at the option of the holder?

· Does the issuer have the unconditional right (i.e. full discretion) to avoid payments in cash or other financial assets or to defer payment indefinitely?

· if settlement in cash, another financial asset or a variable number of shares is dependent on the outcome of uncertain future events beyond the issuer's and the holder's control, is the event that would cause such settlement extremely rare, highly abnormal and very unlikely to occur?

· If the instrument is, or may be, settled in own shares, is the number of shares that will or may be delivered fixed, so that the holder is fully exposed to fluctuations in the issuer's share price?

Now let us study each of these issues in some details

2.1 Obligation to deliver cash or another financial asset

The obligation to deliver cash or another financial asset may arise explicitly or it may arise indirectly through the terms and conditions of the financial instrument. All the terms and conditions of the contract should be carefully assessed to determine the nature of obligation.

A case: 

Entity X has issued some preference shares. The shares provide the holders with a mandatory fixed cumulative annual dividend of 10% that is payable provided Entity B has sufficient distributable profits. The dividend is payable regardless of whether a dividend is paid on the entity’s ordinary shares. The shares are redeemable at the issuer’s option. 

Solution: 

Although, the preference shares are redeemable only at the issuer’s option, in substance, they are debt instruments. To classify an instrument as equity, the issuer must assess the various rights attached to the share to determine whether it exhibits the fundamental characteristic of a liability. In this case, the dividend rights attached to the shares are such that the issuer cannot use its discretion to avoid payment of the dividend. Such a mandatory fixed cumulative dividend is similar to an interest payment that provides the shareholder with a lender’s rate of return.  Hence, the entity X should classify the entire preference shares as financial liabilities. 

2.2 Unconditional right to avoid payment

An instrument qualifies to be classified as equity only if the entity has absolute discretion to avoid delivering cash or another financial asset. Otherwise, the instrument meets the definition of a financial liability. The management should have discretion to unilaterally set the timing and amount (including zero) of the payment.  Such discretion should exist indefinitely for an instrument to be classified as equity. For example, an ability of the management of the issuer to unilaterally set the amount of any dividends, combined with no stated redemption date, might result in equity classification.

A potential inability or restriction on the ability of an entity to satisfy its obligation to transfer financial assets does not mean the entity has an unconditional right to avoid payment. For instance, an instrument requiring fixed payments only if there are distributable profits but not otherwise, is not an equity instrument. The presence or absence of distributable profits is not within management's control, and therefore does not give management the discretion to avoid payment of dividends. 

For similar reasons the following factors do not affect classification of a preference share as either a financial liability or an equity instrument:

· A history of making distributions

· An intention to make distributions in the future

· A possible negative impact on the price of ordinary shares of the issuer if distributions are not made

· The amount of an issuer's reserves

· An issuer's expectation of profit or loss for a period

· An ability or inability of the issuer to influence the amounts of its profit or loss for the period

2.3 Settlement based on uncertain future events


The terms of some instruments may give rise to an obligation to pay cash or transfer another financial asset only on the occurrence of one or more uncertain future events. For instance, an instrument may include clauses which call for redemption in the event of changes in tax legislation or failure to comply with financial performance measures or covenants etc. Where such specified events are beyond the entity's control, the entity does not have the unconditional right to avoid payment, and hence the instrument is classified as a liability. Liability treatment may be avoided only where an entity can demonstrate that either:

· the related contingent settlement provision is not genuine. An example may be where settlement is contingent upon the occurrence of an event that is extremely rare, highly abnormal and very unlikely to occur

· settlement in cash or another financial asset is only required in the event of liquidation of the issuer

2.4 Settlement in entity’s own shares

Since the entity's own equity instruments do not represent financial assets of the entity, an entity's obligation to deliver its own equity instruments is generally not a financial liability. However, where there is an obligation of an entity to deliver a variable number of its own equity instruments or to exchange a fixed number of its own equity instruments for a variable amount of cash or other assets is a financial liability. In such cases, the entity is using its own shares as currency to settle an obligation that is either fixed in amount or those changes with a variable other than the price of the entity's own shares. As a result, the holder of the contract is not fully exposed to changes in the entity's share price and the contract does not evidence a residual interest in the entity's assets after deducting all of its liabilities.

Some examples:

	ITEMS
	CLASSIFICATION

	
	

	Ordinary shares
	equity, since right to receive cash if form of cash or otherwise at issuers discretion

	Advance received
	not financial liability, since obligation to deliver goods or services

	Warranty obligations
	-do-

	Tax provisions
	Non financial liability, since it is statutory obligation and not contractual obligation

	Company’s registration fees, etc.
	-do-

	Mandatorily redeemable shares
	Financial liability

	Bill payables
	Financial liability

	Trade creditors
	Financial liability

	Perpetual instruments with mandatory coupon payments
	Financial liability

	Puttable instruments
	Financial liability

	Instrument requiring mandatory payment of % of profit
	Financial liability

	Instrument redeemable at option of issuer
	Equity, since outflow of cash avoidable

	Instrument redeemable  mandatorily on fulfilment of certain condition
	Financial liability

	Deposits
	Financial liability

	Contingent settlement
	Financial liability, if provisions genuine and not limited to liquidation

	Dividends
	Not a financial liability if declaration at discretion of issuer

	Declared dividend
	Financial liability

	Dividend pusher/stopper 
	Not financial liability

	Bank overdraft
	Financial liability

	
	


Amendments relating to Puttable instruments and obligations arising on liquidation 

On 14 February 2008, the International Accounting Standards Board (IASB) published amendments to IAS 32 Financial Instruments: Presentation and IAS 1 Presentation of Financial Statements.  . There are many legitimate reasons for put features, and the IASB concluded that its constituents should not be forced to await the outcome of the long-term project on liabilities and equity and hence amended the relevant provisions in IAS 32.

 The amendments are relevant to entities that have issued financial instruments that are 

(i) puttable financial instruments, or 

(ii) instruments, or components of instruments, that impose on the entity an obligation to deliver to another party a pro-rata share of the net assets of the entity only on liquidation. 

Under the revised IAS 32, subject to specified criteria being met, these instruments will be classified as equity whereas, prior to these amendments, they would have been classified as financial liabilities. 

The amendments are effective for annual periods beginning on or after 1 January 2009, with early adoption permitted. The amendments deal with these two types of instruments separately and set out extensive detailed criteria that need to be met in order to present the instrument as equity.

Purpose of the amendments

Under the current requirements of IAS 32, if an issuer can be required to pay cash or another financial asset in return for redeeming or repurchasing a financial instrument, the Instrument is classified as a financial liability. This principle applies even if the amount payable is equal to the holder’s interest in the net assets of the issuer, or if the amount is only ever payable at liquidation and liquidation is certain because, for example, there is a fixed liquidation date.

Also, the effect of applying IAS 32 and IAS 39 Financial Instruments: Recognition and Measurement to financial instruments puttable at fair value may be that the entire market capitalisation of an entity is recognised as a liability. Consequently, when the entity performs well and the fair value of the liabilities increases, a loss is recognised. When the entity performs poorly and the fair value of the liability decreases, a gain is recognised. The amendments propose to classify these instruments as equity, provided specified criteria are met. 

The impact of the amendments is restricted to the specific cases cited – no analogies can be made to these requirements.
Puttable financial instruments

Puttable financial instruments will be presented as equity only if all of the following criteria are met:

(i) the holder is entitled to a pro-rata share of the entity’s net assets on liquidation;

(ii) the instrument is in the class of instruments that is the most subordinate and all instruments in that class have identical features;

(iii) the instrument has no other characteristics that would meet the definition of a financial liability; and

(iv) the total expected cash flows attributable to the instrument over its life are based substantially on the profit or loss, the change in the recognised net assets or the change in the fair value of the recognised and unrecognised net assets of the entity (excluding any effects of the instrument itself). 

Profit or loss or change in recognised net assets for this purpose is as measured in accordance with relevant IFRSs. In addition to the criteria set out above, the entity must have no other instrument that has terms equivalent to (iv) above and that has the effect of substantially restricting or fixing the residual return to the holders of the puttable financial instruments.

Instruments that impose an obligation to deliver a pro-rata share of net assets only on liquidation

The criteria for equity classification for instruments, or components of instruments, that impose on the entity an obligation to deliver to another party a pro-rata share of the net assets of the entity only on liquidation are the same as above except (iii) and (iv) do not apply. Criterion (iii) does not apply because, if there is a component of the instrument that meets the definition of a liability (other than the right at liquidation itself), this will be recognised separately as a financial liability and the instrument will be presented as a compound instrument, i.e. with both liability and equity components.

 Criterion (iv) does not apply because should any cash flows be paid to the holder of the instrument during the instrument’s life, will reduce the amount ultimately payable at liquidation.

Derivatives over instruments in the scope of the amendment

Even though the amendments permit certain instruments that were previously presented as financial liabilities to now be presented as equity, derivatives over such equity instruments may not be presented as equity.

Reclassifications

The amendments require reclassification from or to equity when the specified criteria are no longer met, or when they are subsequently met. If the instrument presented as equity is reclassified as a financial liability, it will be measured at fair value at the date of reclassification with any difference between the fair value and the carrying amount to be recognised in equity. 

When the inverse applies, the financial liability will be reclassified to equity at its carrying amount at the date of reclassification.

Disclosures

Additional disclosures are required about the instruments affected by the amendments.

3. Compound Instruments: 
A compound instrument has a legal form of a single instrument, but substance is that of both of equity and liability. E.g. a bond that is convertible to equity.  Here there is a financial liability to deliver cash, in form of principle or interest payment, till the bond is converted and also a written option to holder to convert into fixed number of equity shares.

3.1 Recognition of compound instrument:

Equity and liability elements of compound instrument are to be separated at initial recognition and are not subsequently revised. 

3.2 Initial measurement of compound Instrument:

The fair value of a compound instrument at issuance is assigned to its respective debt and equity components so that no gain or loss arises from recognising each component separately. There is a prescribed method for assigning the fair value to each component. Fair value of liability component is ascertained and this is regarded as initial carrying amount of liability component. For this purpose, fair value of liability component would be the contractual stream of future cash flows discounted at the market rate of interest that would be applied to similar instrument without conversion option. Similar borrowing is one of comparable credit status and providing substantially the same cash flows on the same terms. Similar borrowing is one of comparable credit status and providing substantially the same cash flows on the same terms. Transaction costs relating to the issue of a compound instrument are allocated to the liability and equity components in proportion to the allocation of the fair value of the instrument upon initial recognition 

A case study:
On 1 January 2008, an entity issued 2000 convertible bond of three year term with face value of Rs.1000 per bond. The interest is payable at the end of the year at 6%. The bond is convertible into 100 equity shares of the entity. The market interest rate for similar bonds without conversion option is 9%. The liability component has not been designated upon initial recognition as at fair value through profit or loss. 

Solution:

The method prescribed for determining the relative values of the debt and equity components is to establish a fair value for the liability component by measuring the fair value of a similar liability that does not contain an equity conversion option and assign the balance of the fair value of the compound instrument as a whole to the equity element. Thus in case the liability component is calculated using the discount rate of 9%.

On 1 January 2008 the bond’s carrying amount may be allocated as follows: 

Fair Value of Liability component:

Present value of the interest payments discounted at 9%                         3,03,755

Present value of Rs 1000 due in 10 yrs discounted at 9%                        15,44,367

Therefore, FV of liability component
18,48,122

Fair value of convertible bond                                                                     20,00,000

FV of liability component
18,48,122


Therefore the residual equity component
  1,51,878

In case of compound instrument, there may also be an embedded derivative. In such cases, value of such embedded derivative is allocated to liability component. Further analysis is then required to establish whether the embedded derivative is closely related to liability component. For example, the liability component of a callable convertible bond is adjusted to include the value of the embedded call feature. The equity component is again calculated as the residual amount, after deducting the liability component, adjusted to include the embedded call feature, from the fair value of the instrument as a whole

 3.3 Subsequent measurement of compound instrument:

Subsequently, the liability component will be measured depending on classification whereas equity component will not be re-measured.

Upon conversion of compound instrument, equity is issued and liability component is derecognized. The equity component recognized initially remains so and there is no profit or loss on conversion. Amount of liability=loss/gain recognized in the statement of comprehensive income.

However, an entity may extinguish a convertible instrument before maturity, through early redemption or repurchase. The amount paid on early termination is allocated to the debt and equity components using the same method of allocation that is used on initial recognition. This means the fair value of the instrument as a whole less the fair value of the liability component are both recalculated at the date of repurchase or redemption, with the fair value of the equity component representing the balancing (or residual) amount. Any gain or loss on the liability component is recognised in profit or loss. The amount of the consideration paid in relation to the equity component is recognised in equity. If however an entity amends the terms of a convertible instrument, perhaps to induce early conversion, the difference between the fair value of the consideration to be paid under the amended terms and that which would have been paid under the original terms is all charged to profit or loss at the date when the terms are amended.

If the conversion option is not exercised and lapses, the equity element are reclassified to another caption within shareholders' equity, usually either retained earnings or a capital reserve. The equity element is never recognised in the statement of comprehensive income.

4. Treatment of Interests, Dividends Etc.: any interest, dividend, losses and gains relating to a financial liability are recognized as income or expenses in statement of comprehensive income whereas distribution to holder of equity instrument or transaction cost directly attributable for acquiring or issuing an entity’s own equity instruments are accounted within equity. Transaction costs directly attributable to issue of compound financial instrument are allocated to liability and equity in proportion to allocation of their proceeds.

5. Classification of Financial Liabilities: Financial liabilities are classified into one of the two categories:

i. Financial liabilities at fair value through profit or loss
ii. Other financial liabilities

Financial liabilities at FVTPL can be further classified as held for trading and financial liabilities designated by entity as at FVTPL.

5.1.1 Held for Trading Financial Liabilities: All derivatives except financial guarantee contracts and designated and effective hedging instrument are regarded as held for trading financial liabilities. Beside this all financial liabilities which are principally acquired for the purpose of repurchasing in near future or in case of portfolio of identified financial instruments that are managed together, there are evidences of short term profit making, are classified as at FVTPL and regarded as held for trading. 

5.1.2 Financial liabilities designated at FVTPL: Financial assets/liabilities can be designated as at FVTPL only when following conditions are satisfied:

· Sometimes an entity has a liability, the cash flows or risks of which are associated with an financial assets. The classification of the asset may otherwise be such that it gives rise to a measurement and recognition inconsistency arising from measurement of asset and liability or recognition of gain or loss on them on different bases.

· When according to documented risk management or investment strategy, a group of financial assets and financial liabilities or both are managed and performance evaluated on fair value basis.

In case of hybrid contract, containing one or more embedded derivative, entire contract can be designated as at FVTPL unless:

· the cash flows are not significantly modified because of embedded derivative; or

· Separation of embedded derivative is prohibited.

The designation of financial liability as at FVTPL is irrevocable.

5.2 Other Financial Liabilities: financial liabilities not classified as at FVTPL are other liabilities. Such liabilities are measured at amortized cost.

6. Reclassification: reclassification into and out of FVTPL is prohibited except in case of derivatives designated and de designated as hedging instrument.

Chapter V
Derivatives and Embedded Derivatives
1. DERIVATIVES

1.1 Definition

Derivatives are defined as financial instruments or other contracts with all of the following characteristics

· Its value changes in response to change in a variable like interest rate, financial instrument price, commodity price, foreign exchange rate, credit rating etc., provided in case of non-financial variable that variable is not specific to party to contract.

· It requires no or smaller initial net investment as compared to what would be required for other contract to have similar response to market change.

· It is settled at future date.

A derivative typically includes futures, forwards, swaps and options contracts. Beside these some of the derivatives which are selectively covered by IAS 39 Financial Instrument: Recognition and Measurement include:

· Derivatives on interest in a subsidiaries, associates or joint ventures unless the derivative meet the definition of equity instrument.

· Derivatives embedded in the lease agreements if they are separable from host contract.

· Derivatives embedded in insurance contracts if the derivative itself is not a contract covered by the IFRS 4 Insurance Contracts.

· Loan commitments that can be settled net in cash or by delivering or issuing another financial instrument.

· Loan commitments and whole class of such loan commitments, where the entity has past practice of selling the resulting loan assets shortly after its origination.

· Contracts to buy or sell a non financial instrument that can be settled net in cash or other financial instrument or by exchanging financial instruments, unless it was entered into and continues to be held for purpose of delivery of a non financial item in accordance with the entity’s expected purchase, sale or usage requirements.

1.2 The Variable

The Variable is also called Underlying. Some examples of variable would include a security price, commodity price, interest rate, credit rating, foreign exchange rate, index price or rates of them, etc. 

 A variable along with notional amount or a payment provision determines settlement amount of a derivative. A derivative usually has a notional amount like number of shares or amount of index or number of units or weight, etc. However, sometimes a derivative contract may instead require a fixed payment or payment of an amount that can change, on happening of a future event that is unrelated to a notional. Such payments are called payment provision. Beside this, a derivative contract may not have a notional amount or a fixed payment provision, but instead a multiple underlying. 

SOME EXAMPLES of derivative contracts:

	Terms of contract
	Underlying
	notional
	Payment provision

	A company enters into a forward contract to purchase $500 @ Rs 50 after 3 months
	Exchange rate between $ and Rs.
	$ 500
	-

	A contract to buy 10,000 equity shares for Rs 10 lacs if price increase by 5 Rs in 2 months
	Price of shares
	-
	Rs 10 lacs

	Exporter enters into a contract with a bank to convert all proceeds in $ to Rs at fixed rate for next six months.
	Sales volume

Exchange rate between $ and Rs.
	-
	-


Another important point in regards to variable is that in case of non-financial variable that variable should not be specific to any party to contract.

A case:

An entity enters into a contract for the purchase of goods. The contract has a provision according to which supplier is required to pay a compensation for the actual loss suffered by the entity if the supplier does not deliver the goods under the contractual terms. The amount of compensation is based on the cost to the entity of acquiring the goods from another source, associated transport and other transaction costs, lost profits and any other losses suffered by the entity. 

Solution:

The value of the embedded derivative is based on actual loss suffered by the entity. This variable is a non-financial variable that is specific to a party to the contract. Therefore, the non-performance clause does not meet the definition of an embedded derivative.

1.3 Initial Net Investment

Second most important thing in the definition of derivative is that it should have no initial investment or smaller investment as compared to other contract that may have similar impact of change in variable conditions. The amount paid at inception can be significant but it has to be smaller than that otherwise payable.

A case:

An entity enters into a contract with another company that requires it to pay a variable interest rate based on the bank rate and receive a fixed rate at 9% on notional amount of Rs. 10,00,000. No initial payment is required at inception of the contract by either party. Is it a Derivative Contract?

Solution: This is a derivative contract as it has all the features of a derivative.

Some important points:

· In case of an option, premium paid may be significant but is likely to be smaller than the amount required buying an instrument with similar response.

· Currency swap may require exchange of currencies. Here net effect of change is considered which is zero.

· Sometimes forward contracts are prepaid so that initial net investment approximates to that would be required for other type of contract with similar response. Such contract does not meet the definition of derivatives.

· Two or more non-derivative contracts can be considered together as in case of offsetting loans where substance of such loans taken together is that of a derivative. This can be done if they are done at same time and for contemplating each other and have same counterparty and relate to same risk.

1.4 Future Settlement

Finally, third consideration is that contract must be settled at future date. Here settlement can take various forms and does not necessarily mean exchange of cash. Expiry of the contract also amounts to its settlement even though there is no exchange of cash.

2. EMBEDDED DERIVATIVES

An embedded derivative is a component of hybrid instrument that also includes non derivative host contract, such that some of cash flows of hybrid instrument vary in way similar to a standalone derivative. In other words, an embedded derivative is a derivative instrument that is combined with a non-derivative host contract to form a single hybrid instrument. The host contract might be a debt or equity instrument, a lease, an insurance contract or a sale or purchase contract. An e.g.

 Company X holds a bond which is convertible into the ordinary shares of Company Y.


Hybrid contract: 

Convertible bond


Host contract:

            Bond asset


Embedded derivative:
            Convertible option

The convertible option is an embedded derivative.  It fulfils all the three conditions that define derivative.

All freestanding derivatives, except for designated and effective hedging instruments, are measured at fair value with all changes in fair value recognised in profit or loss. This requirement on embedded derivatives is designed to ensure that measurement at fair value cannot be avoided by embedding a derivative in another contract or financial instrument that is not carried at fair value. However, a derivative contained in a financial asset or liability that is carried at fair value through profit or loss is not separated, as changes in its value are included in changes in the value of the combined instrument and hence are already reported in profit or loss. A derivative that is attached to a financial instrument but is contractually transferable independently, or has different counterparty from that instrument, is not embedded derivative, but separate financial instrument. 

Conditions for Separation of Derivative:

The economic characteristics and risks of embedded derivatives are not closely related to that of host contract

Separate instrument with same terms meet the definition of embedded derivative (i.e. it must have underlying, no or lesser initial net investment, settlement at future date)

Hybrid instrument is not measured at fair value through profit or loss (such classification can be done unless embedded derivative does not significantly modify cash flow or where it is evident that separation is prohibited)

The term “closely related’ has not been defined in the standard. The Appendix to IAS 39 provides lists of example of embedded derivative that are closely related to their host contracts and those that are not closely related. A degree of judgment is required when an embedded derivative does not fall in any of two lists. The assessment of whether an embedded derivative is closely related is primarily qualitative rather than quantitative and requires an understanding of the economic characteristics and risks of both instruments. 

A Case:

A company which is a power generation company, has a number of contracts that have prices linked to coal prices. Management believes that, from a qualitative perspective, the power price is linked to the price of coal, as coal is a major input required in generation of power. However, a quantitative analysis reveals that electricity prices are not directly correlated with coal prices. The point under consideration is weather derivative linked to the contracts should be considered closely related or not?

Solution

No, the derivative attached to the contract cannot be regarded as closely related, as a qualitative approach should be supported by quantitative analysis while determining whether the economic characteristics and risks of an embedded derivative are closely related to those of the host contract. In this case when quantitative analysis does support the fact that price of power is closely related to price of coal. Hence, the derivative should be separated from the host contracts.
An embedded derivative that modifies an instrument's inherent risk (such as a fixed to floating interest-rate swap embedded in a fixed rate debt instrument) would be considered closely related. Conversely, an embedded derivative that changes the nature of a contract's risks is not closely related. Commodity indexed interest or principal payments - in which the amount of the interest or principal is indexed to the price of a commodity - are not closely related to the host debt instrument or insurance contract because the risks inherent in the host contract and the embedded derivative are dissimilar.

A Case:

Entity X is a gold mining entity that operates in India. It issues bonds with a face value of Rs. 10,00,000, bearing interest at 8% annually. The terms require entity X to pay an additional 0.1% for every Rs. 100 increase in the gold price above Rs.10,000. The price of gold at the issue date was Rs. 10,000 per gram. The market rate for a fixed-interest loan is 8%. The point under consideration is should management account separately for an embedded derivative in a bond that has an interest rate that varies with the market price of a commodity?

Solution:

Yes. The embedded derivative should be accounted for separately. Entity X has issued a host debt instrument and has undertaken written call option to pay 0.1% interest for every Rs. 100 increase in the gold price above Rs. 10,000. The written call option is not closely related to the host contract, because its economic characteristics are linked to a commodity index rather than an interest-rate index. Entity X’s management should initially recognise the embedded derivative at fair value and attribute the balance of the consideration received to the initial carrying amount of the bond. In subsequent periods, entity will measure the derivative at fair value through profit or loss and accrete interest on the bond, over its life, at the effective interest rate determined at inception.

An embedded derivative that results in payments in a purchase or sale contract or a lease being denominated in a foreign currency is deemed closely related if foreign currency is any of the following:

· the functional currency of any substantial party to the contract

· the only currency in which contracts for a particular commodity are priced internationally, or

· a currency that is commonly used in contracts to purchase or sell non-financial items in the economic environment in which the transaction takes place (for example, a relatively stable and liquid currency that is commonly used in local business transactions or external trade). This last condition is particularly likely to apply in countries with high inflation rates or restricted currency markets where market participants generally prefer to transact in a stable currency
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Measurement: Any embedded derivative which is not closely related to host contract will be accounted for as a standalone derivative and will be measured at fair value with any changes in fair value recognized in profit or loss. If the host contract is a financial instrument under this standard it will be so accounted otherwise it will be dealt according to relevant accounting standard. Steps in valuation of components of hybrid contracts are:

· determine the fair value of embedded derivative

· find difference between consideration paid or acquired and value of embedded derivative to find value of host contract.

If entity in unable to find the value of separable embedded derivative then it should first find the fair value of whole contract and of the host contract and difference between them would represent the value of derivative. If entity is unable to do this also it must designate the whole contract as at FVTPL.

Chapter VI 

Fair Value of Financial Instruments
The concept of fair value is centre to approach of IAS 32 & IAS 39. Most of the relevant information, required to be presented to users are based on Fair Value concept. Initial measurement for all financial assets and liabilities are to be done at Fair Value. Fair Value has been defined in the draft standard as the amount at which an asset could be exchanged, or a liability settled, between knowledgeable, willing parties in an arm’s length transaction. The fair value is viewed as an ‘exit’ and not as an ‘entry’ price, i.e. for an asset it is the amount that can be realized from its disposal and is not the cost to acquire it;  and for liabilities it is the amount for settling it rather than amount to be received for taking it on.

One basic presumption while measuring Fair Value is that of a going concern. For determination of Fair Value maximum reliance has to be made on observable market data and minimum use of entity specific factors. Based on it a hierarchy can be formed, starting from those quoted in active market to those based on valuation technique requiring more subjectivity and judgment.

Whenever a Quoted Market Price is available for a financial asset or a liability it should be used for determining Fair Value. Market here is one in which quoted prices are readily and regularly available from an exchange, dealer, broker, industry group, pricing service or regulatory agency. A price quoted in such market represents actual prices of regularly happening transactions on arms length basis.

When there is more than one quote or more than one market, the Fair Value should be based on most advantageous market (i.e. where profit or net asset is maximum) to which entity has access. When there are several exit markets for a financial instrument following points are to be considered:

· Alternative prices of a market are to be considered only if there is no legal obstacle for entity to participate in the market.

· Where only portfolio of instruments is traded, entity has access only if it holds the portfolio.

· Adjustments for difference in counter party credit risks are to be done to price of most advantageous market.

‘Most Advantageous Market Price ‘here would mean price at which there is maximum profit. For an asset it is highest market exit price and for a liability it is lowest market exit price. For the purpose of comparison, transaction cost should be considered though price actually used as an estimate of Fair Value and should not be adjusted to include transaction cost.

Price to be considered for determining Fair Value would be the closing price at the end of last trading day of identical instrument. For listed stocks, options, futures and securities traded in public exchanges the published price quotation represents price for valuation. In dealer market (market for narrowly traded securities, corporate bonds, loans, securities) quotations are in form of bid and ask price. The difference between bid and ask price is ‘bid-ask spread’ which in normally treated as transaction cost. Bid price normally represent an exit price for an asset and entry price for a liability whereas ask price is exit price for a liability and entry price for an asset. Sometimes for assets and liabilities with offsetting market risk, mid price can be used. In such cases bid and ask price are still applicable for net open position.

 E.g. if a company has an asset of 200 shares of another company and at a same time a liability of 150 shares of same company and the bid and ask price are Rs.50 and Rs. 54 respectively, it can value its financial instrument as follows:

Asset: 150 shares at mid price i.e. Rs. 52 



Rs.7800   


50 shares at bid price i.e.    Rs. 50



Rs.2500

Liability: 150 shares at mid price Rs. 52



Rs.7800
The mid price can only be used for offsetting market risk. It cannot be used otherwise for presentation in financial statement even if required by some other regulation. 

Other considerations for taking quoted market price:

· Where published price does not exist but the prices are obtained from industrial groups, pricing agency, regulatory agency, brokers etc., they represent actual and regular transaction price, such prices should be considered at their own merit.

· In case where published price is not available for financial instrument but published price for its component parts are available, then such price should be used.

· No adjustment for premium or discount should be made for large holding. The Fair Value for such holdings must be product of Fair Value of individual holding and number of instruments.

· If certain restriction which limits the ability to sell a financial instrument exist as part of contractual arrangement of instrument itself, then it should be incorporated as Fair Value of the instrument.

· When quoted price is not available for financial instrument use of valuation technique has to be done.

VALUATION TECHNIQUES

Where active market for a financial instrument does not exist valuation techniques are used for ascertaining Fair Value. There are various techniques and selection of a particular technique would be based on following factors:

· Type and complexity of instrument

· Availability of input data

· Cash flow of equivalent alternative investment

· Frequently used and generally accepted technique used by others

Whenever Fair Value is determined using a technique, selection of formula, method and assumptions are done and there is model risk that any of these are incorrect. All valuation technique produces only a theoretical representation of market value. In order to access the validity of technique used, the entity should judge its technique by using prices from any current market transaction or on observable market data.

Valuation technique used should make maximum use of market data and minimum use of entity specific factors. Estimates and assumptions should be consistent with those used by other market participants. If a rate is quoted in market, use of that rate should be made. The other factors that influence Fair Value of financial instrument are:

· Credit risk

· Volatility

· Time value of money

· Interest rates

· Currency exchange rates

· Commodity prices

· Equity prices

· Service cost

· Prepayment or surrender risks

· Inflation rate

· Regulatory framework, e.t.c.

One of simpler and commonly used technique is the valuation on basis of Recent Transaction Price. The initial acquisition or origination of financial asset and incurrence of financial liability are market transaction for this purpose. If there is significant change in economic conditions after the transaction has taken place, Fair Value should be adjusted accordingly to reflect current price or rates for similar instruments. In absence of evidence to contrary, it can be assumed that no adjustments are required, provided entity takes reasonable steps to determine if there is evidence of change in factors. Adjustments need not be made for any changes occurring after the reporting date. Recent Transaction Price does not properly reflect the Fair Value in any of the following situations:

· If Recent Transaction is between related parties

· It is a sale of very large holding and involves discount or premium

· Price influenced because some other transaction, contract, agreement or arrangement between transacting parties.

· Recent transaction has occurred between parties, where one or both were experiencing severe financial crises.

Comparison to Similar Instrument is another way of establishing Fair Value and can be used where estimation of effect of difference between the instruments on Fair Value is possible. For using this technique it will be necessary to understand the instrument that is to be measured and then identify a similar instrument with quoted market price or recent transaction price that can be used for establishing its Fair Value. Once Fair Value of similar instrument is determined the effect of difference is identified and adjusted to arrive at the Fair Value of instrument requiring measurement. Two instruments are similar if amounts and timing of contractually specified cash flow are similar and they are exposed to same kind of risks. Two instruments are said to have same risk attributes if prepayment expectations, credit risks and marketability are similar and if they are issued by entities in similar industry and geographical bases. Sometimes adjustment is to be made with regard to size of investments.

Sometimes Fair Value of a financial instrument cannot be determined by applying any of the above method. In such cases other technique like discounted cash flow, option-pricing models are used to determine Fair Value. When using discounted cash flow the discount rate equal to prevailing rates of return for financial instrument with same terms and characteristics like credit risk, term of interest payment and remaining term of repayment of the principle and currency in which payments are to be made. Short term receivables and payables with no stated interest rate may be measured at original invoice amount if effect of discounting is immaterial.

When valuation technique does not solely use observable market data, no gain or loss shall be recognized on initial recognition of financial instrument i.e. in Day 1 P&L. Subsequently gain or loss is to be recognized only to the extend it arises from change in factor, including time, used in determining price.

In relation to liability that are payable on demand, the Fair Value of such liability is not less than the amount payable on demand, discounted from first date that amount could be required to be paid i.e. further discount on expectation that repayment will not be required to made on first date should not be done even if there is strong evidence of it.

Chapter VII
Measurement of Financial Instrument
I. Initial Measurement:

All financial assets and liabilities are initially measured at Fair Value. Fair Value is the amount for which an asset is exchanged or liability settled, between knowledgeable parties, willing parties in an arm’s length transaction. Normally, in an arm’s length transaction the fair value of consideration given or received should be the fair value. Therefore for initial recognition the transaction price is best evidence of fair value of financial instrument. But in cases where there is strong market based evidence of the fair value of the instrument and fair value of the instrument is arrived by comparison with other observable current market transaction or based on valuation technique, an immediate gain or loss may arise on recognition of instrument.

Transaction Costs
In the case of a financial asset or a financial liability not at fair value through profit or loss, transaction costs that are directly attributable to the acquisition or issue of the financial asset or financial liability are added or deducted from fair value on initial recognition. Transaction Costs are defined as incremental costs that are directly attributable to the acquisition, issue or disposal of a financial assets or liabilities. They include fees, commissions paid to advisers, agents etc., levies, taxes and duties. However, Transaction costs do not include debt premium or discount, financing costs, or allocations of internal administrative or holding costs.

Transaction costs that would arise on the sale of an asset are not recognised in measuring its fair value. To illustrate this: Company A acquires an equity security at a price of 100 and pays a purchase commission of 2. If the asset were sold, a sales commission of 3 would be payable. In this case, the initial measurement of the asset is 102; that is, the sum of the purchase price and the purchase commission. The commission payable on sale is not considered for the purposes of determining the initial measurement, nor is it deducted in measuring the fair value. As a result, if the value remained at 100, the purchase commission would be taken to the statement of comprehensive income when the asset was first revalued, but the sales commission would not be recognised until it was sold.

II. Subsequent Measurement
Subsequent measurement of financial assets would depend on their classification. 

II.1. Financial assets as at Fair Value through Profit or Loss is measured at fair value on subsequent measurement also. Gain or Loss that arise on subsequent measurement are recognised in profit or loss. Gain/ loss that arise between date of last statement of financial position and date of de recognition of asset will be regarded as have arisen in period prior to disposal and would be recognised in profit or loss as they occur. Therefore, there will be no gain/loss on disposal for such assets. Transaction costs that may be incurred on future disposal are not deducted from fair value and are recognised on disposal only.

II.2. Available-For-Sale financial assets are also measured at fair value subsequently. Any gain or loss on subsequent measurement at fair value, are recognised directly in equity except 

· Interest calculated using effective interest method

· Impairment loss

· Foreign exchange gain or loss

On disposal accumulated amount earlier charged to equity is recognised in profit or loss. Such process is also called recycling. Such recycling has to be done even if an AFS asset is exchanged for another AFS asset.

Dividends on AFS asset are recognised in profit or loss when entities right to receive it is established.

II.3. Held to maturity and Loans and Receivables assets are subsequently measured at amortised cost using “effective interest method”.

Amortised Cost
Amortised cost= Amount at initial recognition-principal repayments+/-cumulative amortisation- reduction for impairment or uncollectability.

Here cumulative amortisation is amortisation of difference between initial amount and maturity amount over the period of instrument using effective interest method.

Amortized cost method is required for financial assets classified as ‘loans and receivables’ and ‘held to maturity’ and financial liabilities other than those classified as at fair value through profit or loss. Besides this interest income or expense, calculated on amortised cost method, of interest bearing available for sale asset are recognised in profit or loss.

Effective interest method uses effective interest rate for amortisation of interest income or expense over the relevant period. Effective interest rate is rate that exactly discounts estimated future cash payments or receipts through expected life financial instrument or where appropriate, a shorter period to the net carrying amount of financial asset or liability. Effective interest rate is uniformly applied through out the effective life of instrument and is not recalculated to reflect fair value changes. 

Chapter VIII
Recognition and Derecognition of Financial Instruments
1. Introduction

In simple words, recognition is inclusion of financial asset or financial liability in the statement of financial position of the company and Derecognition of financial asset or liability implies the removal of previously recognised financial asset or financial liability from the statement of financial position of the company. The general criterion for recognition is that, the financial instruments are recognised when and only when entity becomes a party to the contractual provisions of the instrument. A previously recognised financial asset is derecognized when either the contractual right to the cash flow from the asset expires or the entity transfers the asset such that the transfer qualifies for the Derecognition. On the other hand, a financial liability is derecognized when and only when it is extinguished.

Recognition of financial instruments

2.1 General Principles of Initial Recognition

As discussed above an entity should recognize a financial asset or a financial liability on its statement of financial position when it becomes a party to the contractual provisions of the instrument. Owing to this principle, an entity recognizes all of its contractual rights and obligations under a derivative as assets and liabilities respectively, except for derivatives that prevent a transfer of financial assets from achieving derecognition as recognizing both derivative and the asset that fails derecognition would result in accounting for the same rights and obligation twice.

Illustrative Examples

Certain examples of arrangements that should be recognised as financial assets and liabilities are as follows:

· Unconditional receivables and payables are recognised as an asset or liability when the entity becomes party to the contract and thereby has legal right or obligation to receive or pay cash.

· A derivative except those to buy non financial items is recognised as an asset or a liability on the commitment date and not on date on which settlement takes place. In case, if the fair value of rights and obligation created by derivative is equal at time of inception, the fair value of derivative is taken to be zero.

· Issued debt is recognised as a liability when the entity that issues it becomes a party to the contractual terms of the debt and therefore has a legal obligation to pay cash to the debt holder.

In case of firm commitments, assets to be acquired and liabilities to be incurred are generally not recognised until at least one party has performed under the arrangement. 

Planned future transactions are not recognised as assets or liabilities no matter how likely the contract is.

Special Situations

In case of linked transactions, two financial instruments relating to same risk, between the same counterparty should be recognised and measured as a single instrument if they are entered into at the same time and in contemplation of each other. However, sometimes there can be economic need or substantive business purpose, which requires the structuring of transactions separately, even if they are in substance single arrangement.
An entity may become a party to the contractual provisions of a financial instrument because of a substantive modification of an instrument that it already recognises in the statement of financial position. 
3. Derecognition of Financial Asset

Derecognition in the context of financial assets is the removal of the financial asset from the statement of financial position through sale, payment, renegotiation, or default of the counter-party. Assessing whether or not a financial asset should be derecognised is normally straight forward. For example, when a manufacturer receives a payment from a customer for the delivery of goods the manufacturer no longer has any rights to further cash flows from the receivable. It should derecognise, i.e. remove receivables from the statement of financial position. However, the derecognition test is not always very simple and requires a lot of judgement. The decision weather a transfer qualifies for derecognition is made by applying dual tests for risk and reward and for control.

3.1 Dual Tests for Derecognition of Financial Assets

Risk and Reward Test: The risks and rewards tests seek to establish whether, having transferred a financial asset, the entity continues to be exposed to the risks of ownership of that asset or it continues to enjoy the benefit that it generates in future.

Control Tests: The control tests are designed with a view to understand which entity, transferor or the transferee, controls the asset. In other words, which entity can direct how benefits of those assets are realized. 

3.2 Derecognition Decision Tree

IAS 39 (AS 30) provides a flow chart representing the steps or hierarch of application of various derecognition tests. This chart has been reproduced below:
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3.2.1 Step 1 - Consolidation of all subsidiaries

This step is to define whether the derecognition principles are to be applied at company level only or consolidated level. Many derecognition structures use entities (e.g. trusts, partnerships, etc.) that have been specifically set up for the acquisition of the transferred assets. The transfer of assets to such an entity might qualify as a legal sale. However, if the relationship between the transferor and the transferee suggests that the transferor controls the transferee the transferor needs to consolidate the transferee. The derecognition principles therefore have to be applied at a consolidated level. An entity first consolidates all subsidiaries and special purpose entities in accordance with IAS 27 and SIC-12 and then applies the derecognition principles to the resulting group. It ensures that the derecognition decision is consistent regardless of whether the transfer of the asset is directly for company or through a consolidated entity.

3.2.2 Step 2 - Identification of part that shall be derecognized

The next step is to identify the assets (or parts of assets) which should be tested for derecognition. The tests may be applied to any of the following:

· an entire financial asset (for example, an unconditional sale of a financial asset)

· a group of financial assets

· a part of financial assets; or

· a part of group of financial assets

Derecognition principles can be applied to a part of a financial asset or to a part of a group of similar financial assets, if it is one of the following:

· a fully proportionate share of the cash flows from an asset (for example, a sale of 10 percent of all principal and interest cash flows),

· specifically identified cash flows from an asset (for example, a sale of an interest-only strip of a loan), or

· a fully proportionate share of specifically identified cash flows from an asset (for example, a sale of 10% of an interest-only strip of a loan).

In all other cases, the derecognition tests are to be applied to a financial asset or group of similar financial assets in its entirety.

A case study:

An entity A the holder of a debt instrument of fair value of Rs. 100 crores, agrees to

i) transfer right to the first Rs. 70 crores of cash flows that are derived from the instrument to entity B. 

ii) transfer 70% of the cash flow that are derived from the instrument to entity B.

Can the derecognition test be applied to the part of the financial asset in the above situations?

Solution: 

i) in first case the entity A cannot apply the derecognition test to the part of the financial asset as the entity A has neither transferred specifically identifiable cash flows, nor a fully proportionate share of all or part of cash flows. In this case if there is a loss of any amount till Rs 30 crores it is bone by the entity A alone.

ii) in second situation the entity A can apply the derecognition test to the part of the financial asset as the entity A has transferred a fully proportionate share of the cash flows from the financial asset. In this case if there is a loss it will also be borne by entity B.

3.2.3 Step 3 - Expiry of contractual rights to receive cash flows from asset

A financial asset should be derecognized, if the contractual rights to the cash flows from the financial asset (or part of the asset) have expired or are forfeited. For example, when a debtor discharges its obligation by paying the holder of the financial asset or when the debtor's obligations to the holder have ceased, the contractual rights to the cash flow are said to have expired. The asset has no value and should be derecognized if there are no longer cash flows accruing to the entity. Other instance of derecognition would be when a financial asset reaches its maturity or a purchase option reaches its maturity unexercised, and there are clearly no further cash flows arising from the asset. Sometimes an entity may have a right to receive certain or all cash flows from a financial asset over a specified period of time that may be shorter than contractual maturity of that financial asset.

3.2.4 Step 4 - The Transfer of contractual rights to receive cash flows from asset

Some transactions clearly involve the transfer of rights to another party. An entity that has sold a financial asset has transferred its rights to receive the cash flows from the asset. An example of this is a legal sale of a bond. The transfer then has to be assessed to determine whether it meets the derecognition criteria. Sometimes an entity may transfer the contractual rights to cash flows of a financial asset or retain the contractual right to cash flows but assume a contractual obligation to pass on those cash flows to another entity, in what is referred to “pass through arrangements”. The entity has to perform the tests for derecognition in Step 6 if the following requirements for pass through are met:

The entity has no obligation to pay cash flows to the transferee unless it collects equivalent cash flows from the transferred asset. In other words, entity does to benefit or suffer from the results of the financial asset.

· The entity is prohibited from selling or pledging the original asset other than as security to the eventual recipients for the obligation to pass through cash flows. In other words, entity has no control over the future economic benefits from the transferred asset, and

· The entity is obliged to remit any cash flows without material delay and subject to certain investment restrictions. Here it should be noted that, without material delay does not imply instantaneously nor does it imply an extended length of time. The contractual arrangements will need to be considered in full in order to make assessment as to whether the timeframe between collection of cash flows from the assets and the point on which it passed to the recipient is material in context to the contractual arrangement. The investment, if any, done by the transferor should not be anything other than in cash or cash equivalent and interest if any, earned on it must be transferred to the eventual recipient.

3.2.5 Step 5- Assumption of obligation to remit cash flows from asset:
The financial assets remain on the statement of financial position if any of the above conditions are not met.

3.2.6 Step 6- The derecognition tests 1: Transfer of risk and reward of the asset

An entity derecognises an asset if it transfers substantially all the risks and rewards of ownership of the asset (for example, in an unconditional sale of a financial asset)

Examples of when an entity has transferred substantially all the risks and rewards of ownership are:

· An unconditional sale of a financial asset;

· A sale of a financial asset together with an option to repurchase the financial asset at its fair value at the time of repurchase; and

· A sale of a financial asset together with a put or call option that is deeply out of the money (an option so far out of the money it is highly unlikely to go into the money before expiry).

It will be clear in most cases whether the entity has transferred substantially all the risks and rewards without the need for a calculation. Where it will not be clear, the transfer of risks and rewards is evaluated on the entity's exposure, before and after the transfer, to the variability in amount and timing of the cash flows that are likely to occur. If the exposure to the present value of the future net cash flow from the asset does not change significantly because of transfer, then it means that entity has not transferred substantially all the risk and rewards of ownership. To do the comparison expected cash flow model should be used. Appropriate current market interest rate should be used as discount rate and all reasonably possible outcomes according to respective weight age should be considered to find present value of future cash flow.

3.2.7 Step 7- The derecognition tests 1: Retention of risk and reward of the asset

The entity continues to recognise the asset if it retains substantially all the risks and rewards of ownership of the asset. Derecognition requires the transferor's exposure to the risks and rewards of ownership to change substantially in respect to variability in the amount and timing of cash flows from the transferred asset, before and after the transfer. Examples of when an entity has retained substantially all the risks and rewards of ownership are:

A sale and repurchase transaction where the repurchase price is a fixed price or the sale price plus a lender's return: As the transferor is required to reacquire the asset for the fixed price, the transferor is exposed to the market risk of the asset even after the transfer.
A securities lending agreement: Here also transferor is exposed to the market risk of the asset even after the transfer.
A sale of a financial asset together with a total return swap that transfers the market risk exposure back to the entity:  Under the terms of the total return swap, the transferor usually pays an amount equal to a borrowing rate to the transferee over time and transferee reimburse transferor for performance of the asset. The transferor continues to be exposed to the rise and fall in the cash flows even after the transfer and hence, retains substantially all of the risks and rewards of ownership of the asset
Sales of a financial asset together with a deep in-the-money put or call option (that is an option that is so far in the money that it is highly unlikely to go out of the money before expiry). When an entity sells an asset but retains an option to repurchase it at a price that is substantially lower than its fair value, this option is very likely exercised. Similarly, when entity sells an asset and gives the transferor the right to put it back to the entity at a very advantageous price, so that the option is likely to be exercised by the transferor, the entity retains substantially all the risk and reward of ownership.
A sale of short-term receivables in which the entity guarantees to compensate the transferee for credit losses those are likely to occur and thereby retains substantially all of the risk of ownership.
3.2.8 Step 8- The derecognition tests 2: the Control Test

It may happen that entity neither transfers nor retains substantially all the risks and rewards of the ownership of the asset. In such a case, it has to make an assessment as to whether or not it has retained control of the asset. If the entity does not retain the control of the financial asset, the entity shall derecognize the financial asset and create separately as assets or liabilities any right and obligation created or retained in the transfer. However if entity retains the control of the financial asset, the entity shall continue to recognize the financial asset to the extent of its continuing interest in the financial asset. Control is based on the transferee's practical ability to sell the asset. The transferee has this ability if it can sell the asset in its entirety unilaterally to an unrelated third party without needing to impose further restrictions on the transfer. The key issue is what the transferee is able to do and not what contractual rights the transferee has. A transferee has the practical ability to sell the asset if it is traded in an active market because the transferee could purchase the asset in the market if it needs to return the asset to the transferor. The transferor has lost control if an asset subject to a call option can be readily obtained by the transferee in the market although he has retained some of the risks and rewards in relation to the asset. However, the contractual right to dispose of an asset is of little practical use if there is no market for the asset. The asset is derecognized if the entity has lost control. The entity continues to recognize the asset to the extent of its continuing involvement if it has retained control.
3.3 Transfers that qualify for derecognition

Where an entity concludes that derecognition of a financial asset is appropriate i.e either the rights to cash flow from asset has expired, or entity has transferred substantially all risks and rewards, or entity no longer retains the control of the asset, the asset is removed from the statement of financial position. Any new financial assets obtained or financial liabilities assumed are recognised at fair value. An entity that derecognises a financial asset in its entirety includes the difference between the carrying amount and the consideration received (including any cumulative gain or loss that had been recognised directly in equity) in the statement of comprehensive income. An entity that derecognises only a part of a financial asset allocates the previous carrying amount of the financial asset between the part that continues to be recognised and the part that is derecognised based on relative fair values at the date of transfer. The difference between the carrying amount allocated to the part derecognised (including any cumulative gain or loss relating to the part derecognised that had previously been recognised in equity) and the consideration received is included in the gain or loss on derecognition.

3.4 Accounting for servicing obligation undertaken
Often the transferor of the asset undertakes to service the transferred asset for a fee. An entity shall recognise either a servicing asset or a servicing liability for a servicing contract at fair value if it transfers a financial asset that qualifies for derecognition. A liability for the servicing obligation shall be recognised if the fee to be received is not expected to compensate the entity adequately for performing the servicing. An asset shall be recognised for the servicing right if the fee to be received is expected to be more than adequate compensation for the servicing. When the benefit of servicing exactly compensate the service provider for performing the servicing but provide no additional benefits, the service provider has neither an asset nor a liability and fair value of servicing contract is taken to be nil.

3.5 Transfers that does not qualify for derecognition

If a financial asset does not qualify for derecognition in its entirety, i.e. when the transferor retains substantially all the risks and rewards of ownership or retains control over the transferred financial asset, the entity continues to recognise the asset in its entirety and recognises a financial liability for consideration received.  If the transferee has the right to sell or repledge the collateral the asset is presented separately in the statement of financial position (for example, as a loaned asset, pledged securities, or repurchased receivable). The entity recognises income relating to the transferred assets and any expense incurred on the financial liability in subsequent periods. The asset and liability cannot be offset and similarly, any income from the asset cannot be offset against any expense on the liability.

3.6 Continuing involvement in the transferred asset

The entity continues to recognise the asset (to the extent of its continuing exposure) if the entity has neither transferred nor retained substantially all the risks and rewards of ownership and control has not passed to the transferee. Continuing involvement represents the extent to which transferor continues to be exposed to the changes in the value of the transferred asset, a liability must also be recognised in those circumstances. The combined presentation of the asset and liability should result in the recognition of the entity's net exposure to the asset on the statement of financial position either at fair value, if the asset was previously held at fair value, or at amortised cost, if the asset was accounted for on that basis. The treatment of the changes in the liability should be consistent with the treatment of changes in the asset. Consequently, when the transferred asset is classified as available-for-sale, gains and losses on both the asset and the liability are taken to equity. The asset and associated liability cannot be offset. Similarly, any income from the asset cannot be offset against any expense on the liability nor can any change in fair value of that asset and related liability be offset against each other.

4. Derecognition of Liability

A financial liability (trading or other) is removed from the statement of financial position when it is extinguished, that is when the obligation is discharged, cancelled or expired.  An obligation is said to be discharged when the entity is freed of its obligation either by paying amounts of cash or by delivering other goods or services to the counterparty. For example, an amount payable to the creditor is discharged when the entity pays back the dues. An obligation may expire with the expiry of time as in case of written option which lapses without being exercised by the counter party. However, there still are situations where a liability is considered unlikely to result in an outflow of economic resources. Such liability may be cancelled by the process of law or by negotiation with the counterparty. For example, entity may have distributed gift vouchers to its valued customers without an expiry date. Normally around 10% of such coupons are never redeemed. However, since there is no expiry date the company is obliged to honour the coupons whenever it is presented. Thus, this obligation may carry on indefinitely into future unless jurisdiction allows legal release from that obligation when a specified period of time has passed. This results in cancellation of liability.

Sometimes an entity may pay another person to assume its obligation under a contract in such cases the entity is not discharged from its obligation until a legal release from the obligation is obtained. Even after the legal release is obtained, the entity may concurrently assume a fresh obligation to a third party or the same creditor. In such cases, though the original liability is extinguished a fresh liability is assumed and brought to books. 

 The difference between the amount paid to extinguish the liability and the carrying amount of the liability is a gain or loss that is included in the statement of comprehensive income. Gains and losses arising from redemption, settlement or early payments are not extraordinary items but are included as a component of finance income or expense.

 Chapter IX
Trade Date and Settlement Date Accounting
Trade Date and Settlement Date Accounting

Regular way purchase and sale of financial assets are recognised either by applying trade date or settlement date accounting. An entity must choose between trade date and settlement date accounting for each category of financial asset. A ‘regular way’ purchase or sale is a transaction whose contractual terms require delivery of the asset within a timeframe established by the regulation or by market convention. Here, trade date refers to the date of commitment to buy or sell the financial asset and settlement date refers to date of actual delivery of the financial asset.

In trade date accounting, the entity recognises the financial assets to be received and corresponding liability to pay for it at the date of commitment. Similarly, the financial asset is removed from statement of financial position on the trade date. Contrary to this, under settlement date accounting, the asset is recognised on the day when it is received by the entity. Similarly, on disposal it continues to be recognised until it is delivered to the buyer. However, in settlement date accounting, even though the asset itself is not recognised in the statement of financial position between the trade date and settlement date, the entity is required to account for the changes in its fair value as if the assets were recognised at the trade date itself. Therefore, changes in fair value are recorded in profit or loss for assets to be classified as at fair value through profit or loss, in equity for assets classified as available for sale and not recognised for assets to be carried at cost or amortised cost.

An example: On 25/03/07, an entity commits itself to purchase an asset for Rs.1000, which is its Fair Value on that date. Fair Value of asset on 3/4/07 (settlement date) is Rs.1003 and on 31/3/07 is Rs1002

	Solution using Trade Date Accounting

	
	
	

	
	
	Type of Asset

	Balances as on
	
	FVTPL
	HTM
	AFS

	
	
	
	
	

	25/3/07
	Financial Asset
	1000
	1000
	1000

	
	Financial Liability
	(1000)
	(1000)
	(1000)

	
	
	
	
	

	31/3/07
	Financial Asset
	1002
	1000
	1002

	
	Financial Liability
	(1000)
	(1000)
	(1000)

	
	Transferred to equity for fair value adjustment
	-
	-
	(2)

	
	Recognised in profit or loss
	(2)
	-
	-

	
	
	
	
	

	
	
	
	
	

	2/4/07
	Financial Asset
	1003
	1000
	1003

	
	Financial Liability
	
	
	

	
	Transferred to equity for fair value adjustment
	
	
	(1)

	
	Recognised in profit or loss
	(1)
	
	


	Solution using Settlement Date Accounting

	
	
	

	
	
	Type of Asset

	Balances as on
	
	FVTPL
	HTM
	AFS

	
	
	
	
	

	25/3/07
	Financial Asset
	-
	-
	-

	
	Financial Liability
	-
	-
	-

	
	
	
	
	

	31/3/07
	Financial Asset
	-
	-
	-

	
	Financial Liability
	-
	-
	-

	
	Receivables
	2
	
	2

	
	Transferred to equity for fair value adjustment
	-
	-
	(2)

	
	Recognised in profit or loss
	(2)
	-
	-

	
	
	
	
	

	
	
	
	
	

	2/4/07
	Financial Asset
	1003
	1000
	1003

	
	Financial Liability
	-
	-
	-

	
	Receivables
	-
	-
	-

	
	Transferred to equity for fair value adjustment
	-
	-
	(1)

	
	Recognised in profit or loss
	(1)
	-
	-


Chapter X
Impairment of Financial Asset
A financial asset is impaired if its carrying amount is greater than its estimated recoverable amount. An entity should assess at each reporting date for all financial assets except those measured at fair value through profit or loss, whether there is any objective evidence that a financial asset or group of assets may have been impaired.  A financial asset or group of financial assets is impaired and impairment losses are incurred if there is objective evidence of impairment because of one or more events that occurred after the initial recognition of the asset. The event or events must also have an impact on the estimated future cash flows of the financial asset or group of financial assets. If any such evidence exists the entity should estimate the recoverable amount of that asset or group of assets and recognise impairment loss if any. 

1. Evidences of Impairment
Objective evidence that a financial asset or group of assets is impaired or uncollectable includes:

· Significant financial difficulty of the issuer; 

· An actual breach of contract, such as a default or delinquency in interest or principal payments;

· Granting by the lender to the borrower, for economic or legal reasons relating to the borrower’s financial difficulty, of a concession that the lender would not otherwise consider;

· A high probability of bankruptcy or other financial reorganisation of the issuer; 

· Recognition of an impairment loss on that asset in a prior financial reporting period;

· The disappearance of an active market for that financial asset due to financial difficulties; or

· A historical pattern of collections of accounts receivable that indicates that the entire face amount of a portfolio of accounts receivable will not be collected. 

And, in addition, for equity investments:

· Significant changes in technological, market, economic or legal environment

· Significant prolonged decline in fair value

2. Impairment of Assets carried at Amortised Cost.

All assets in the categories of Loans and Receivables (except for short-term receivables and payables with no specified interest rate which are carried at invoice value) and Held to Maturity assets are carried at amortised cost. The assessment, measurement and reversal of impairment for such assets are done in following manner:

Assessment
The existence of objective evidence of impairment is assessed:

· Individually for individually significant financial assets

· Individually or collectively for financial assets that are not individually significant.  

If no objective evidence of impairment at individual level - asset is grouped with assets of similar credit risk characteristics for collective assessment.

Measurement

Impairment loss is the difference between the carrying amount and present value of expected future cash flows discounted at original effective rate. Collateral must be taken into account when determining an asset's expected future cash flows. Where the terms of a loan are renegotiated due to financial difficulty of the borrower/issuer, whether a financial asset is impaired depends on the terms of the restructured loan. The amount of an impairment loss must be measured as the difference between the asset’s carrying amount and the present value of expected future cash flows under the restructured terms, discounted at the assets’ original effective interest rate. If the present value of the future principal and interest payments of the restructured loan is equal to, or greater than, the carrying amount, no impairment loss is recognised. Here it should be noted that, the timing of expected future cash flows, including the proceeds of any collateral, is crucial both in determining if impairment exists and measuring any impairment. Thus impairment has occurred, even if an entity expects to collect all interest and principal payments due, where the timing of payments is expected to be delayed without full compensation for the delay calculated at the original effective interest rate for the asset

Recognition

· The carrying amount of the asset must be reduced to its estimated recoverable amount and the loss is included in profit or loss for the period

· Reversal of impairment through statement of comprehensive income is permissible only if change causing the reversal can be related objectively to an event occurring after write down

3. Impairment of Assets carried at Cost

Unquoted equity instruments and derivatives that results in delivery of unquoted equity instruments whose fair value cannot be reliably measured are shown at cost. For such instruments, impairment loss is the difference between the carrying amount and the present value of estimated future cash flow discounted at current rate of return for similar financial asset. Impairment losses once recognised cannot be reversed for such assets.

4. Impairment of Assets carried at Fair Value

All financial assets in category of assets as at fair value through profit or loss and available for sale are measured and carried at fair value. For assets as at fair value through profit or loss, impairment loss is recognised automatically as the fair value changes are carried in statement of comprehensive income. In case of available for sale assets, declines in value are recognised in equity as part of the normal measurement process. When there is objective evidence of impairment of such assets, the cumulative net loss that had been recognised directly in equity is removed from equity and recognised in profit or loss for the period.

Measurement

The amount is measured as the difference between acquisition cost (net of any principal repayment and amortisation) and current fair value less any impairment loss on that financial asset recognised earlier. The current fair value can be the quoted market price or determined fair value of the equity instrument. For debt instrument, it shall be the recoverable amount. Recoverable amount of a debt instrument is the present value of expected future cash flows discounted at the current market rate of interest for a similar financial asset.

Reversal:

· for Available For Sale equity instruments impairment cannot be reversed 

· For Available For Sale debt instruments impairment is reversed when the recoverable amount increases and the increase can be objectively related to an event occurring after the loss was recognised.

5. Distinction between impairment and non-performing loan

A non-performing loan is one that does not perform according to its original contractual terms. This is objective evidence of impairment, but there may not be an impairment loss to be recognised in income. Where the net present value of the expected cash flows on the impaired loan, discounted at the original effective interest rate, exceeds its carrying amount, the loan is considered to be non-performing, but not impaired. For example, if interest on a loan is 90 days overdue, it may be non-performing but it may be adequately secured and hence not impaired. 

Chapter XI
Hedge Accounting
1. Introduction 
The word ‘Hedge’ literally means ‘evade’. Most entities would like to evade risks. However, business cannot be disassociated with risk. Most entities therefore hedge risks, that is take action either to mitigate or offset the risks that arise from their activities. To offset financial risks like interest rate risks, currency fluctuation risk, equity/ commodity price risks, etc entities enter into hedging transaction so that they can reduce the variability in cash flow or the fair value of financial instrument that may arise from these risks. Hedge risks may be evident risks from item that are recognized in statement of financial position or they may be for future transactions that are yet to occur.

Hedge Accounting is method of accounting that may be applied voluntarily by an entity to reflect the results of hedging activity. Normally hedging involves use of derivatives, which are otherwise classified as at fair value through profit or loss and any gain or loss arising due to change in fair value are recognized in statement of comprehensive income. However, these derivatives may be used to hedge recognized assets or liabilities that are measured at cost or amortized cost or even though they are measured at fair value, the gain or loss on it may be recognized in equity rather than in profit or loss, as in the case of available for sale financial assets. This creates mismatch in the timing of gain or loss recognition in profit or loss. Hedge accounting seeks to correct this mismatch by changing the timing of recognition of gain or loss in either the hedged item or hedging instrument. The use of hedge accounting is not mandatory. There are onerous requirements to achieve hedge accounting. Management should always consider cost and benefit when deciding whether to use it or not. Sometimes the effect on statement of comprehensive income of applying hedge accounting may be substantially same as where hedge accounting is not applied for instance in case of hedge item being those classified as at fair value through profit or loss. Moreover, if an accounting mismatch exists, which results in profit or loss volatility, the entity may apply fair value option. However, though this option is simple it has disadvantage that it cannot be discontinued at any time like hedge accounting and if fair value option is used entire change in fair value of designated item must be recognized in profit or loss whereas hedge accounting allows the specific hedged risk to be designated.

2. Hedged Items
A hedged item is a recognized asset, liability, unrecognized firm commitment, highly probable forecast transaction or net investment in foreign operation that exposes the entity to risk of changes in fair value or future cash flow and is designated as being hedged. A hedged item may be:

· a single asset, liability, firm commitment, highly probable transaction or net investment in foreign operations or group of above having similar risk characteristics

· in a portfolio hedge of interest rate risk only a portion of the portfolio of financial assets or liabilities that share the risk being hedged.

Examples of hedged items:

i. Recognized assets and liabilities: equity investment

ii. Firm commitments: commitment to buy machinery at a specified date at a fixed Euro currency amount

iii. Highly probable future transactions: forecasted USD foreign currency sales of airline seats in the next month. 

Designation of Financial Items:

If the hedged item is a financial asset or liability, it may be a hedged item with respect to the risks associated with only a portion of its cash flows or fair value, if effectiveness can be measured.  It is also possible to hedge a proportion (i.e. percentage) of the cash flow or fair value of financial instrument. For example

An entity may have 10 thousand USD in variable rate debt, of which only USD 6 thousand of the debt is hedged.  

· Part of the life of a bond may be hedged like the first 5 years of 10-year fixed rate debt issued by the entity or 

· Only the risk-free interest rate on a loan by a bank to a customer can be hedged, or

· 75% of an available-for-sale equity security can be hedged, or 

· 50% of the foreign exchange risk on a firm commitment to buy a machine in three months time for a fixed number of Euro.

Designation of Non-Financial Items:

Non Financial Items can only be hedged for foreign currency risks or in its entirety for all risks. This is so because generally it is difficult to isolate and directly measure the changes in cash flow or fair value associate with specific risk for non-financial asset other than foreign currency risk.

What cannot be hedged?


An unrecognized asset other than firm commitment cannot be hedged. Therefore, a contingent asset can never be a hedged item. Generally, transaction with external parties can be designated as hedged. Therefore, transactions between entities of a group cannot be designed as hedged in consolidated financial statement. However, currency risk of forecast intragroup transaction and the foreign currency exposure of an intragroup monetary item that does not fully eliminate on consolidation can be hedged. The currency risk of forecast transaction can be a hedged item only if the transaction is denominated in currency other than functional currency of the entity and foreign currency risk affects the consolidated profit or loss. On designation of such transaction as hedged item, any gain or loss recognized in equity shall be reclassified into profit or loss in same periods in which foreign currency risk of external hedged transaction affects consolidated profit or loss. Foreign currency exposures of intragroup monetary items are not fully eliminated on consolidation when it is transacted between two entities within a group having different functional currencies. 

Held-to-maturity financial assets cannot be a hedged item with respect to interest rate risk or prepayment risk. However, a HTM asset can be a hedged item in respect to foreign currency risk.

Overall business risk cannot be hedged because it cannot be specifically identified and measured.

Derivatives cannot be designated as a hedged item. However, a written option taken to offset purchase option can be a designated hedged item. 

3. Hedging Instrument:

A Hedging Instrument is a designated derivative, or for a hedge of the risk of foreign currency exchange rates a designated non-derivative financial asset or non-derivative financial liability, whose fair value or cash flows are expected to offset changes in the fair value or cash flow of a designated hedged item.

Written Vs. Purchased Option

A derivative carried at fair value, unless a written option, can always de designated as a hedging instrument if it meets the effectiveness requirements and documents supporting hedging relationship are in place. A purchased option has potential gains equal to or more than the losses in hedged item. Therefore, it can qualify as hedged item. Whereas, loss on option that entity writes could be more than the potential gain in value of related hedged item. Therefore, a written option does not qualify as hedging instrument unless it is designated as an offset to a purchased option. 

Derivative linked to unquoted equity

Derivative that is linked to and must be settled by delivery of an unquoted equity instrument whose value cannot be reliably measured is measured at cost, and cannot be considered an effective hedging instrument. This is so because the hedge effectiveness cannot be determined when fair value of hedging instrument is not certain. 

Designation of non derivative financial instrument

A non-derivative financial instrument may only be designated as a hedging instrument when hedging foreign currency risk. Example: a commitment for purchase of equipments at a future date from a company with different functional currency can be designated for its foreign currency risks. Similarly a held to maturity financial assets can be designated as hedging instrument only in hedge of foreign currency risk.

A case study:

Management of entity A wants to designate a bond issued by the entity as a hedge of an available-for-sale investment in a bond with same interest rate, which is measured at fair value. Can management use the bond issued by it which is a non-derivative instrument, as a hedging instrument to hedge the risk from the investment?

Solution:

No. The entity A cannot apply hedge accounting for interest-rate risk for the bonds as in above case since non derivate instrument can be used to hedge only foreign currency risks. Therefore, the issued bond will be measured at amortised cost, whereas the investment bond will be carried at fair value. 

Instruments involving group companies

For hedge accounting, instrument involving any group company, segment or individual company that is being reported on, cannot be designated as hedging instrument in consolidated statements. However, such instrument may apply for hedge accounting in the individual or separate financial statements of individual entities within the group or in segment reporting if they are external to individual entity or segment that is being reported.

Splitting of derivative instrument

Normally there is a single fair value for a hedging instrument and factors causing variation in fair value of the instrument are co-dependent. Therefore, generally a hedging instrument is designated in hedging relationship in its entirety. However, splitting of instrument is permissible in following cases:

· Separation of intrinsic value and time value of an option is permissible for designation of only intrinsic element as hedging instrument. This exception is provided since the intrinsic value of option can generally be measured separately.

· Similarly, the interest and spot element of a forward contract may be separated, with only spot element designated as the hedging instrument.

Since splitting of a derivative for designation as hedging relationship is prohibited, a hedging relationship cannot be designated for only a portion of time that hedging instrument is outstanding. 

Designation of portions or proportions of hedging instrument

A proportion of entire hedging instrument may be designated as the hedging instrument in a hedging relationship. For example, if a company has firm commitment for purchase of machinery for 10 million dollar and has deposit of 50 million dollar in foreign bank account which it wishes to use to meet this commitment, it can designate 20% of its deposit as hedging instrument.

Single instruments for hedging multiple risks

Though, a hedging instrument is often designated as hedging single risk, it can be used to designated more than one risk provided following conditions are met:

The risk being hedged is clearly identified

The effectiveness of hedge can be effectively demonstrated, and

It is possible to ensure that there is specific designation of the hedging instrument and different risk positions.

In such cases, if a different form of accounting is used; separate disclosure for each risk will be required. Moreover, if any of the above criteria’s were not met for any of the risk being hedged no hedge accounting treatment would be allowed for the period.

A case study:

 An entity X whose functional currency is the rupee has a highly probable forecast sale in US dollars and highly probable forecast purchases in euro. Entity X enters into an external foreign currency forward contract to sell US dollars and buy Euro. Entity X intends to designate the foreign currency forward contract as a hedge of both the exchange rate fluctuation risks pertaining to dollar / rupees foreign currency risk associated with the forecast sales and the euro/ rupees foreign currency risk associated with the forecast purchases.

The Euro/US dollar forward contract is theoretically divided into two different derivatives. The rupees is imputed as the base currency for the two derivatives creating an artificial US dollar/rupees foreign currency forward and an artificial rupees/Japanese yen foreign currency forward. The hedged item is designated as to mitigate two risks one the foreign currency cash flow risk associated with the forecast US dollar sales and other the foreign currency cash flow risk associated with the forecast Euro purchases. Is entity X which has two foreign currency risk exposures, justified in designating a single derivative as a hedge of a combination of these exposures?

Solution

Yes.  The Entity X may designate the Euro/US dollar forward as a cash flow hedge of both the foreign currency cash flow risks associated with the forecast sales in US dollars and the forecasted purchases in Euro provided all of the other conditions for hedge accounting are met. It is essential that each hedging relationship must be tested for effectiveness separately and if one of the two hedging relationships becomes ineffective (either because an effectiveness test is failed or because one of the forecast transactions is no longer highly probable to occur), hedge accounting will be discontinued prospectively for both hedge relationships.

Multiple derivatives designated as hedging instrument

Two or more offsetting derivatives or proportion thereof can be viewed in combination and can be jointly designated as hedging instrument provided none of them is written or net written option. Moreover, in case of hedging of foreign currency fluctuation risk, two or more non-derivative or proportion thereof can be jointly designated as hedging instrument.

4. Types of Hedging Relationships

Three types of hedging relationships are recognised based on the nature of the risk exposed in hedging relationship.  These are

1. Fair Value Hedge

2. Cash Flow Hedge, and

3. Hedge of net investment in foreign operations

4.1 Fair Value Hedge

A fair value hedge is hedge of exposure to changes in fair value of a recognised asset or liability or an unrecognised firm commitment, or an identified portion thereof that is attributable to a particular risk and can affect profit or loss. Some examples of fair value exposures are:

· Investments in fixed rate bonds and liabilities like fixed rate loans

· Investment in equity

· Firm commitment to buy or sell non-financial items at a fixed price

Some example of fair value hedges are:

· Fixed-rate debt issued by the entity and hedged using a "receive fixed/pay floating" interest rate swap. This protects the fair value of the debt against changes in interest rates.

· Available-for-sale equity security hedged with a purchased put option. This protects against a decline in fair value of the security below a pre-determined level (the strike price of the option).

· Oil held in inventory and hedged using a six-month oil forward. This protects the fair value of the inventory against changes in the oil price during the six-month period.

Accounting for fair value hedges

The gain or loss from re-measuring the derivative hedging instrument at fair value or the foreign currency component of its carrying amount of non derivative hedging instrument is recognised immediately in profit or loss
For fair value hedges, the carrying amount of the hedged item is adjusted through profit or loss for the gain or loss on the hedged item attributable to the hedged risk. This applies even if the hedged item is otherwise carried at cost or is an available for sale asset. In case of fair value hedge of interest risks exposure of a portion of a portfolio of financial assets or financial liabilities the gain or loss in carrying amount of hedged item can be presented in a single line item within assets or liabilities for those time periods for which the hedged item is an asset or liability. This amount can be removed from statement of financial position on Derecognition of related asset or liability.

As a result of above entries the effect of changes in fair value of hedged item and hedging instrument is squared off to the extent risks are hedged. The net effect in profit or loss is nil. 

A case study:

On 1st April 2004, an Indian entity A, whose functional currency is the Rupee, borrows USD 50,000 at a fixed-interest rate of 10% with a maturity of one year. Interest is payable semi-annually on 30th September and 31st March. Entity A immediately converts the USD 50,000 to Rupee at the spot rate. Simultaneously, Entity A enters into the following contracts:

 a) a call option A to buy USD 2,500 that expires on 30th September at a strike price of Rs 40  and Premium of Rs. 1,000; and 

b) a call option B to buy USD 52,500 that expires on 31st March, 2005 at a strike price of Rs 40 and a Premium of RS 10,000

The following USD/Rs exchange rates are relevant:

Date


Spot rates 



31 December 20X3forward rates
1st April 2004

USD1.00 = Rs. 40 


USD1.00 = Rs. 40

30th September 2004
USD1.00 = Rs 41


USD1.00 = RS 42

31 March 2005
 USD1.00 = Rs.43 

The fair value of the 2nd call option for 31st March 2005 option as at 30th September 2004 is Rs. 50,000.

Management designates and documents the intrinsic value of the options as a hedge of the exposure to an increase in the fair value of the borrowing attributable to a weakening of the Rupees against the US dollar.

Solution

If we assume that all the conditions for hedge accounting are met the entity will pass the following entries in its book (in RS.)

On 1st April 2004




 DR 


CR

1. Cash (USD 50,000 x Rs. 40) 


20,00,000


To Loan A/c






 20,00,000

(Being foreign currency borrowing recognised)

2. Call option  A 



 
      1,000

 
To Cash






        1,000

(being premium pd on purchase of call option A)

3. Call option B




     10,000


To Cash






     10,000

(being premium pd on purchase of call option B)

Entries on 30th September 2004

4. Interest expense (USD 2,500 x Rs 41)
 
1,02,500


`To Cash






1,02,500

(being the semi-annual interest paid at the current spot rate)

5. Cash (USD 2,500 x Rs[41-40]) 

     
    2,500


To Call option A





     1,000


To Gain on option A





     1,500

(Being the gain on the exercise of the call option A)

6. Call options B(Rs. 50,000- Rs. 10,000)
   
  40,000


To Gain on options 





   40,000

(Being the change in the fair value of the call option B)

7. Exchange loss (USD 50,000 x Rs[41-40]) 
   
50,000


To Loan a/c  






  50,000

(Being exchange loss on the foreign currency debt recognised)

31st March 2005

8. Interest expense (USD 2,500 x Rs. 43) 

1,07,500


To Cash 






1,07,500

(Being the semi-annual interest paid at the current spot rate)

9. Cash (USD 52,500 x Rs.[43-40]) 


1,57,500


To Call option B





  50,000


To Gain on options B





1,07,500

(being the gain on the exercise of the call option B)

10. Exchange loss (USD 50,000 x Rs[43-41])
1,00,000


To Loan a/c






1,00,000

(being exchange loss on the foreign currency debt recognised)

11. Loan a/c (USD 50,000 x Rs.43) 


21,50,000


To Cash 






21,50,000

(being loan in US dollar paid back)

 Accounting for Fair Value hedges of unrecognized firm commitment

A firm commitment is a binding agreement for exchange of a specified quantity of resources at a specified price on future date. For example, a company X signs a legally binding purchase agreement to take delivery of 100 tons of rice on 31st December, 2007 for Rs. 20 per kg. Normally, firm commitments are recognised in books only on fulfilment of the commitment. Hedges of firm commitments are generally fair value hedge except for the foreign exchange risk that can be accounted either as fair value hedge or cash flow hedge. 

When risks relating to changes in fair value of an unrecognized firm commitment are designated in a hedging relationship, the cumulative changes in fair value of hedged item i.e. the firm commitment is recognised as asset or liability with corresponding gain or loss recognised I the profit or loss. The changes in the fair value of the hedging instrument also being recognised in profit or loss as in other cases.

On fulfilment of the firm commitment, the resulting initial carrying amount is adjusted to include the cumulative changes in fair value of the firm commitment attributable to hedged risk that is earlier recognised in statement of financial position

Discontinuing fair value hedge accounting

The fair value hedge accounting should be discontinued prospectively if:

The hedging instrument expires or is sold, terminated or exercised. Here it is to be noted that, the rollover or replacement of hedging instrument into another hedging instrument, if part of documented hedging strategy from inception will not be regarded as termination or expiration. 

If hedging criteria as discussed below are no longer met, or

The hedging relationship is de-designated by the entity.

4.2. Cash Flow Hedge

A cash flow hedge is hedging the exposure to changes in the cash flows attributable to a particular risk associated with a recognised asset, liability, or highly probable forecasted transaction that could affect reported profit or loss. It aims to provide protection from the variability of cash flows arising from market price movements. Certain assets and liabilities that have exposure to cash flow variability are:

· Variable rate loan

· Variable rate investment in bonds

· Highly probable purchase or sale

Some examples of cash flow hedges are:

· Floating-rate debt issued by the entity and hedged using a "receive floating/pay fixed" interest rate swap. This protects the future interest cash flows to be paid on the debt against changes in interest rates.

· Forecasted USD foreign currency sales of airline seats in December hedged by a USD/euro forward contract. This protects the euro cash flows to be received from the sales against changes in exchange rates.

· A firm commitment to buy a machine in three months' time for a fixed USD foreign currency amount hedged by a USD/Rs. forward contract. This protects the future Rupees cash flows to be paid against changes in exchange rate

Accounting for cash flow hedges

A cash flow hedge is accounted as follows:

· The portion of the gain or loss on the hedging instrument that is determined to be an effective hedge should be recognised directly in an appropriate equity account like Hedging Reserve Account

· The ineffective portion of the hedging instrument should be recognised in the statement of profit or loss
· In other words, the appropriate equity account associated with the hedged item is adjusted to the lesser of the following:

· The cumulative gain or loss on the hedging instrument from inception of the hedge 

· The cumulative change in fair value of the expected future cash flow on the hedged item from inception of the hedge

· Remaining gain or loss on the hedging instrument that is designated in hedging relationship is recognised in the profit or loss. The undesignated portion, if any, of the hedging instrument is recognised in accordance with the principles set for normal financial assets and liabilities according to the category in which they fall. 

Hedging of Forecast Transaction

A forecast transaction is uncommitted but anticipated future transaction. For example, Company Y forecasts the purchase of 100 million tons of sugarcane to be used in manufacturing process of sugar in first quarter of year 2008. In contrary to firm commitments, they are always cash flow hedged. Cash flow hedge accounting can be applied to forecast transaction only if they are highly probable. Though what can be regarded as highly probable is not defined in accounting standards, the probability of occurrence should be significantly more than 50%. Moreover, if an entity has incidences of wrong forecasting, it will question the entities rights to use hedge accounting for similar transaction in future. Here it should be noted that, if the timing of a forecast transaction moves forward i.e. it is expected to occur sooner than originally forecasted, the forecast transaction continues to be highly probable and hence continues to qualify for hedge accounting. A hedged forecast transaction must be identified and documented with sufficient specificity. Therefore, a forecast transaction may be identified as sale of the first 1 thousand units but not for last 1 thousand units as the first 1 thousand units can be identified but last 1 thousand units cannot be clearly identified.

The cumulative gain or loss on the hedging instrument deferred in equity continues to be separately recognised in the equity until forecast transaction occurs. On occurrence of forecast transaction, it is removed from equity and transferred to profit or loss. If a forecast transaction though expected to occur, is not highly probable anymore, subsequent changes in fair value of the hedging instrument shall be recognised in profit or loss and not in equity whereas the cumulative gain or loss on hedging instrument already recognised in equity prior to its ceasing to be highly probable will remain in equity. 

Discontinuing Cash Flow Accounting

The cash flow hedge accounting should be discontinued prospectively if:

The hedging instrument expires or is sold, terminated or exercised. Here it is to be noted that, the rollover or replacement of hedging instrument into another hedging instrument, if part of documented hedging strategy from inception will not be regarded as termination or expiration. 

If hedging criteria as discussed below are no longer met, 

The hedging relationship is de-designated by the entity, or

The forecast transaction is no longer expected to occur.

4.3. Net Investment Hedge

Net investment in non-integral foreign investment is defined in AS 11 as the reporting enterprise's share in the net assets of that operation. The net investment hedge is a hedge of foreign currency exposure to changes in the reporting entity’s share in the net assets of its foreign operation. The accounting of hedges on net investment is similar to accounting of cash flow hedges. Therefore, the portion of the gain or loss on the hedging instrument that is determined to be effective hedge is recognised directly in appropriate equity account and the portion of the gain or loss on the hedging instrument that is determined to be ineffective hedge should be recognised in profit or loss.

On disposal of the foreign operation, the accumulated gain or loss on hedging instrument relating to effective portion of the hedge that has been earlier recognised in equity account, shall be transferred to statement of comprehensive income. 

On 3rd July,2008 IFRIC issued IFRIC 16 Hedges of a Net Investment in a Foreign Operation which is effective from annual periods beginning on or after 1 October 2008 retrospectively or prospectively as entity chooses, however earlier adoption is also permitted. IFRIC 16 clarifies three main issues: 

Whether risk arises from (a) the foreign currency exposure to the functional currencies of the foreign operation and the parent entity, or from (b) the foreign currency exposure to the functional currency of the foreign operation and the presentation currency of the parent entity's consolidated financial statements. 

IFRIC 16 concludes that the presentation currency does not create an exposure to which an entity may apply hedge accounting. Consequently, a parent entity may designate as a hedged risk only the foreign exchange differences arising from a difference between its own functional currency and that of its foreign operation. 

Which entity within a group can hold a hedging instrument in a hedge of a net investment in a foreign operation and in particular whether the parent entity holding the net investment in a foreign operation must also hold the hedging instrument. 

IFRIC 16 concludes that the hedging instrument(s) may be held by any entity or entities within the group. 

How an entity should determine the amounts to be reclassified from equity to profit or loss for both the hedging instrument and the hedged item when the entity disposes of the investment. 

IFRIC 16 concludes that while IAS 39 must be applied to determine the amount that needs to be reclassified to profit or loss from the foreign currency translation reserve in respect of the hedging instrument, IAS 21 must be applied in respect of the hedged item. 

5.  Conditions for Hedge Accounting

A hedge accounting can be done for any type of hedging relationship only if certain conditions are fulfilled. The conditions are:

· The hedged item and the hedging instrument should be specifically identified

· There should be formal documentation and designation of hedging relationship and enterprise’s risk management objective and strategy at inception of hedge.

· The documentation of the hedged relationship must also identify the hedged risk and how the effectiveness of the hedge will be assessed

· The hedge should be highly effective in offsetting the changes in cash flow or fair value attributable to hedged risk.

· The effectiveness should be reliably measurable.

· A forecast transaction that is subject to hedge must be highly probable

· The hedge should be assessed on ongoing basis for its hedging effectiveness. Effectiveness must fall within a range of 80 to 125% over the life of the hedge. This leaves some scope for short-term ineffectiveness, provided that overall effectiveness falls within this range.
6. Assessing Hedge Effectiveness

One of the essential condition for applying hedge accounting is that hedge should be highly effective. A hedge is said to be highly effective only if at inception of the hedge and in subsequent periods, the hedge is expected to be highly effective in achieving offsetting changes in fair value or cash flows attributable to the hedged risk during the period for which hedge is designated and the actual results of hedge are within a range of 80-125. Any deviation of the results from 100% is partial ineffectiveness and should be recognised immediately.

There is no specific method prescribed for assessing effectiveness. However, entity must specify at inception the method it proposes to follow and follow in consistently for all similar hedges until some other method is justified. Some of the ways in which hedge expectations can be demonstrated are:

· comparison of past changes in cash flow or fair value of hedged item with those of changes in the cash flow or fair value of related hedging instrument. Eg. Ratio analysis or dollar offset method

· demonstrating high statistical correlation between the fair value or cash flow of the hedged item and those of hedging instrument. Eg. Regression analysis 

There are two tests for hedge effectiveness:

i. Prospective effectiveness - the hedge is expected to be highly effective at inception and on an ongoing basis

ii. Retrospective effectiveness - the hedge has actually been highly effective in the period (within the range of 80% - 125%)

Hedge effectiveness must be measured every time the company issues interim or annual financial statements.

7. Documentation

Beside assessment of effectiveness, another important criterion for applying hedge accounting is proper documentation. Therefore, until the necessary documents are in place a company cannot apply hedge accounting. Specifically the documentation must set out the following key elements of a hedge relationship:

· The entity's risk management strategy and objective for undertaking the hedge

· Identification of the hedging instrument

· Identification of the hedged item and hedged risk

· Identification of the type of hedge relationship - cash flow, fair value of net investment

· How the entity plans to assess hedge effectiveness

· The date of designation 
Chapter XII
Disclosures for Financial Instruments

1. Introduction

IFRS 7 Financial Instruments: Disclosures provides the disclosure requirements for the financial instruments. The objective of the standard is to require entities to provide disclosures in financial reports that enable the users to evaluate the significance of the financial instruments for determining the entities financial position, results and cash flows, and the nature and extent of exposure to risks arising from the financial instruments. The entities are also required to report regarding how the entity manages their exposures to risks. The disclosure requirements are such that it includes both the qualitative narrative descriptions and the specific quantitative data. A balance has to be reached such that, the level of disclosures should not over burden the users with excessive details, but at the same time, it should not obscure significant information due to excessive aggression. 

2. Applicability

The disclosures requirements are applicable to all entities and to all risks arising from all types of financial instrument, unless specifically scoped out. Disclosures are also required to be made in respect of unrecognised financial assets like loan commitments that are not designated or required to be carried as fair value through profit or loss. Regular way purchase and sell accounted for using settlement date accounting policy also give rise to unrecognised liability. Moreover the contracts to buy or sell non-financial items which are recognised as financial instruments are also required to meet the disclosure requirements. However, disclosures prescribed do not apply to the following:

· Interests in subsidiaries, associates and joint ventures that are not held for trading and are covered by their own respective standards- However, those interests in subsidiary, associates and joint venture where investment has been made and held exclusively with a view to its subsequent disposal in the near future or where it operated under severe long term restrictions which significantly impair its ability to transfer funds to the parent are required to meet disclosure requirement for financial instruments.

· Employees benefit plan obligation

· Share based payments transactions

· Insurance contracts-However, all embedded derivatives in insurance contracts that are required to be presented separately will need to comply with the disclosure requirements.

· Contingent consideration in business combinations
3. Classes of financial instruments

Entities are required to group financial instruments into classes. Classes here should be distinguished from ‘categories’. Categories refer to categories of financial assets and liabilities like fair value through profit or loss, held to maturity, loans and receivables, available for sale etc. Class on other hand is a lower level of aggregation than category. For example, equity securities, government debt security or asset backed securities can be called classes of financial instrument. Entity should group financial instrument into classes that are appropriate to nature of information disclosed after taking into account the characteristics of those financial instruments. The classes should be reconciled to the line items presented in the statement of financial position. The classes should be such that they at least distinguish between the financial instruments that are measured at cost from those that are measured at fair value. The financial instruments outside the scope of the standard should also be treated as separate class or classes. A number of disclosures like those for derecognition of financial assets, impairment losses recognised for financial assets in profit or loss, fair value of all financial instruments, day 1 profit or loss, credit risk, allowance account for credit losses, etc are required to be given by class of financial instruments.

4. Categories of financial instruments

Entities should disclose the carrying amount for each category of financial instruments either on the face of the statement of financial position or in the notes to the financial statements. As discussed earlier financial asset are categorized in four broad categories, which are:

i. Financial assets carried at fair value through profit or loss
ii. Held to maturity financial assets

iii. Loans and receivables financial assets, and

iv. Available for sale financial assets.

All Financial liabilities broadly falls into two categories, which are:

i. Financial liabilities carried at fair value through profit or loss, and

ii. Other financial liabilities.

Besides carrying amount, entities are also required to give disclosure of gains and losses made by each category of financial instruments. This information helps users to appraise management’s decision to buy, sell or hold a financial asset and to incur, maintain or discharge a financial liability.

5. Significance of financial instruments

Financial Instruments are very important part of any entities financial statements. One of the purpose of these disclosure requirements are to enable the users of the financial statements to evaluate the significance of financial instruments held or issued by entity, in assessing its financial position and performance. Some of the terms used in the forthcoming discussions are explained below:

Credit Risk: Credit Risk refers to the risk that one party to the financial instrument will cause a financial loss for the other party by failing to discharge an obligation.

Market Risk: This is the risk that the fair value or the future cash flow of the financial instrument will fluctuate because of the changes in the market price. It comprises of three types of risks, which are currency risk, interest rate risk and other price risk.

Currency Risk: It is the risk that the fair value or future cash flows of a financial instrument will fluctuate because of changes in foreign exchange rates.

Interest Rate Risk: It is the risk that the fair value or future cash flows of a financial instrument will fluctuate because of changes in market interest rate.

Other Price Risk: It is the risk that the fair value or future cash flows of a financial instrument will fluctuate because of changes in the market price other than those arising from interest rate risk and currency risk. These changes may be caused by the factors specific to the individual financial instrument or its issuer, or factors affecting all similar financial instruments traded in the market.

Disclosures requirement for financial instruments in the statement of financial position and statement of comprehensive income and equity are summarized below.

5.1 Financial instruments in statement of financial position

Certain minimum disclosures requirement has been prescribed by the standards. However, the location for the required statement of financial position disclosures has not been specified. The disclosures may be given at the face of the statement of financial position or by the way of notes to the financial statements.

5.1.1 Financial assets as at fair value through profit or loss
Entities are required to give extensive disclosures when it designates a loan or receivable as at fair value though profit or loss. This is because, applying fair value option to these instruments makes a significant impact on financial statements as fair value movements are recognised in the financial statements. The required disclosure include maximum amount of credit exposure, the impact of credit derivatives on the credit exposure, and changes in fair value of loans or receivables (or group of loans and receivables) and any related credit derivatives due to changes in credit risk, both during the period and cumulatively. Since it is difficult for many entities to identify and reliably measure changes in fair value of loans and receivables attributable to change in own credit risks, entities are allowed to calculate the amount of change in fair value that is not attributable to change in market condition that give rise to market risks. Entities are allowed to use other methods if it represents the effect of credit risks more faithfully. However, entities need to disclose the method used and if entity believes that the disclosures does not faithfully represent the changes in fair value of financial asset attributable to changes in its credit risk, it should give the reason for such conclusion and other relevant factors.

5.1.2 Financial liabilities at fair value through profit or loss

Extensive disclosures are required when an entity designates a financial liability as at fair value through profit or loss, particularly about the credit worthiness. The change in fair value of financial liability during the period and cumulative, due to change in the credit risk of that liability should be disclosed. Since it is difficult for many entities to identify and reliably measure changes in fair value of financial liabilities attributable to change in own credit risks, entities are allowed to calculate the amount of change in fair value that is not attributable to change in market condition that give rise to market risks. Entities may use other methods, if they can demonstrate that it results in more faithful representation of change in fair value attributable to changes in credit risk of the liability. Entities need to disclose the method used and if entity believes that the disclosures does not faithfully represent the changes in fair value of financial asset attributable to changes. Moreover, entities are also required to disclose the carrying amount of the financial liability at fair value through profit or loss and the amount entity would contractually liable to pay at maturity to the holder of the instrument.  

5.1.3 Other Disclosures in Statement of Financial Position 

Reclassification: Entities are required to disclose the amount and reason for reclassification of financial assets from cost or amortised cost to fair value or vice versa, for each category of financial assets. As discussed earlier, reclassification into or out of financial asset or liability as at fair value through profit or loss is not permitted. Hence, in practice disclosure relating to reclassification into and out of available for sale category will be required.

Transferred assets not Derecognized: As discussed earlier, some transfers of financial assets do not qualify for derecognition. In such cases, it is important that user of the financial statements are able to evaluate the extent and nature of the risk and rewards entity continues to be exposed to and extent of its continuing involvement with the asset. The disclosures for derecognition are required for each class of financial assets, which can be either be according to type of financial asset or according to nature of risk and reward retained. The entities are required to disclose for each class of such financial assets:

· The nature of the assets

· The nature of the risk and rewards of ownership to which entity remain exposed

· The carrying amount of the assets and associated liabilities when entity continues to recognise all of the assets and in case entity continues to recognise to the extent of its continuing involvement, the total carrying amount of the original assets are also disclosed.

Collateral Received: An entity should disclose the fair value and terms and condition of use of financial or non financial assets received as collateral which the company has right to sell or repledge in the collateral in the absence of default. It should also disclose the fair value of any such collateral sold or repledged and whether the entity has an obligation to return it.

Collateral Given: In respect to collateral pledged by the entity it should disclose the carrying amount and terms and conditions of financial assets pledged as collateral. Moreover, in respect of collateral given, for which counterparty has, right to sell or repledge, it should be classified separately from other financial assets.

Allowance Account For credit losses: Entities are required to present a reconciliation of changes in allowance account, for credit losses due to impairment for each class of financial assets during the period. Such disclosures are useful for assessing the adequacy of the allowance for impairment losses. However, components of reconciliation have not been specified and preparer has flexibility of determining the most appropriate format.

Compound financial instruments with multiple embedded derivatives: If an entity issues a compound instrument i.e. an instrument with both liability and equity component, with multiple derivatives (as in the case of callable convertible debentures), it should disclose the existence of such features.

Defaults and Breaches: Entities are required to disclose details of any defaults of principal, interest, sinking fund, or redemption terms during the period of any financial liability that is loan payable by the entity. Moreover, the carrying amount of any such loans that are in default at the reporting date is required and whether the default was remedied or the terms of the loans payable were renegotiated before the issue of financial statements should also be stated. Similar disclosures are also required for breaches of other loan agreement if those breaches permit the lender to demand accelerated repayment. However, disclosure need not be given if the breaches are remedied or terms of loan are renegotiated on or before the reporting date. This information is relevant to users for determining the entities credit worthiness and affects the future fund raising prospects of the company.

5.2 Financial Instruments in statement of profit or loss and equity

As in the case of minimum statement of financial position related disclosures, an entity is permitted to present the required statement of comprehensive income disclosures on either the face of the statement of comprehensive income or in the notes to financial statements. Disclosures in respect to following item of income, expense, gains and losses should be disclosed by the entity:

Net gains or losses for each financial instrument category of financial instrument as defined earlier. The financial assets and liabilities held for trading has to be shown separately from those designated as at fair value through profit or loss on initial recognition.

Total interest income and total interest expense, calculated using effective interest method for financial assets or financial liabilities other than not at fair value through profit or loss, should be disclosed. 

Fee income and expense, other than those included in determining effective interest rate, arising from financial assets and liabilities other than financial assets and liabilities as at fair value -through profit or loss. Moreover, the disclosure shall be provided of trust and other fiduciary activities that result in the holding or investing of assets on behalf of individuals, trusts, retirement benefit plans, and other institutions. Such information is useful in assessing the level of such activities by entity and in estimating probable future income of the entity.

Interest income on impaired financial assets that is determined using the rate of interest used to discount the future cash flows for measuring impairment loss.

The amount of any impairment loss for each class of financial asset

As stated earlier, the class is generally lower level of aggregation than a category. For example an entity may disclose impairment of available for sale debt securities separately from available for sale equity securities, if the classes are significant.

5.3 Other Disclosures

5.3.1 Accounting Policies

Normally, measurement bases and accounting policies used in preparation and understanding of financial statements are disclosed. For financial instruments these requirement would include the following:

· Criteria for designating financial assets and financial liabilities as at fair value through profit or loss
· Nature of financial assets or liabilities that have been designated as at fair value through profit or loss
· Narrative description of justification of designation of financial asset or financial liability as at fair value through profit or loss 

· Criteria for designating financial asset as available for sale

· Determining when the carrying amount of impaired financial assets are reduced directly and when allowance account has to be used.

· Criteria for writing off the amount charged to allowance account against the carrying amount of impaired financial assets.

· Whether trade date or settlement date accounting model is used for accounting of regular way purchases and sales of financial assets.

· Method of determining net gains or net losses on each category of financial instrument. For example, whether the net gains or net losses on items at fair value through profit or loss includes interest or dividend income.

· The criteria for determining the objective evidence of impairment loss.

· When the terms of financial assets that would otherwise be past due or impaired have been renegotiated, the accounting policy for financial assets that are subject to renegotiation.

5.3.2 Hedge Accounting Disclosures

Hedging activities are integral and a very significant part of many entities. These activities are integral to entity’s financial risk management policy. Hedge accounting is not mandatory for an enterprise. It is adopted to remove the difference in timing of recognition of gains and losses on exposure that is being hedged and the hedging instrument. This accounting choice can have significant effect on the financial statement.

For all hedges, entity must disclose a description of each type of hedge, description and fair values at reporting date of the financial instruments designated as hedging instruments date and nature of the risks being hedged. Since, in cash flow hedges, entity has to make significant judgments about expectation of the cash flow and these hedges also requires recognition of gains and losses directly in equity which are recycled to profit or loss, greater transparency is required. Therefore, some additional disclosures are required for cash flow hedges, which are:

· The expected period of cash flows and timing of their effect in profit or loss
· Description of any forecast transaction which was hedged previously, but no longer expected to occur

· The amount recognised in appropriate equity account during the period

· Amount recycled from equity to profit or loss for the period

· The amount removed from appropriate equity account and included in the initial cost or other carrying amount of non-financial asset or non-financial liability whose acquisition or incurrence was a hedged highly probable forecast transaction.

· The ineffectiveness recognised in profit or loss that arises from cash flow hedges.

In case of fair value hedges the gain or loss on the hedging instrument and gain or loss on the hedged item are immediately recognised in profit or loss in all periods. The net of these represents the effective portion of the fair value hedge. Therefore, the gain or loss on the hedging instrument and gain or loss on the hedged item attributable to hedged risk are separately disclosed either on the face of the financial statement or in the notes to financial statements.

The ineffectiveness recognised in profit or loss that arises from hedges of net investment in foreign operation is also disclosed.

The disclosure requirement relating to hedge accounting, mentioned above can be summarized as follows:

	Disclosures
	Cash Flow Hedge
	Fair Value Hedge
	Net Investment Hedge

	Description of hedged risk and hedging instrument with related fair values


	√
	√
	√

	When hedged cash flows are expected to occur


	√
	
	

	Whether forecast transactions are no longer expected to occur


	√
	
	

	Gains and losses recognised in equity and their recycling in profit or loss

	√
	
	

	Gain or loss from hedging instrument and hedging items separately


	
	√
	

	Ineffectiveness recognised in profit or loss during the period
	√
	
	√


5.3.3 Disclosures relating to Fair Value

For disclosing fair values of financial instrument, financial assets and liabilities should be grouped into appropriate classes and fair value for each class should be provided in such a way that they could be compared to their carrying amount in the statement of financial position. The fair values of a financial instrument cannot be offset against far value of anther financial instrument if their carrying amounts are not offset in the statement of financial position. Some financial instruments are carried at fair value and so there fair value need not be disclosed in the notes. Fair value disclosures are required for instruments accounted for at cost or amortised cost. Moreover, fair value disclosures are not required also for financial instruments whose carrying amount reasonably approximates fair value as in the case of most short-term receivables and payables. Exception to fair value disclosures also extent to investment in unquoted equity instruments whose fair value cannot reliably be measured and derivative linked to such instruments and to contracts with discretionary participation feature if the fair value of the feature cannot be reliably measured. However, wherever entity does not provide fair value of a financial instrument because of its inability to measure it reliably, it should supplement it with such disclosures so as to enable the users to make their own judgment of difference between the carrying amount and fair values of the instrument. These disclosures would include description of the instrument, its carrying amount, the fact that the fair value cannot be reliably measured with reasons thereof, information regarding its market and information on whether and how entity wants to dispose such instruments. Moreover, at the time of derecognition of such instrument, entity should disclose the fact that fair value of it was not reliably measurable with carrying amount of the instrument at time of derecognition and gain or loss on derecognition.
Disclosures are also required to be given of the methods and significant assumptions used in determining fair values of financial instrument. These disclosures would include the following:

· Whether fair value is based on quoted price or valuation technique
· Whether the fair value is based on assumptions that includes assumptions not supported by market prices or rates, and if so, the amount of change in fair value recognised in statement of profit or loss that arise from use of valuation technique
· The effect of reasonably possible alternative assumption used in valuation technique.

ABN AMRO group, which applies IFRS for the reporting purpose, gives following disclosures regarding fair value measurement on financial instruments.

Extract from ABN AMRO Annual Report, 2006. pg 136

Fair value of financial instruments

For financial instruments that are actively traded and have quoted market prices or parameters readily available, there is little to no subjectivity to determine fair value. When observable market prices and parameters do not exist, management judgement is necessary to estimate fair value.

Where no active market exists, or quoted prices are unobtainable, the fair value is estimated using a variety of valuation techniques, including discounted cash flow and other pricing models. Input to pricing models is generally taken from reliable external data sources. The models used are validated prior to use by staff independent to the initial selection or creation of the model. The degree of management judgement involved in determining the fair value of a financial instrument is dependent upon the availability of quoted market prices or observable market parameters. Other factors that could affect estimates are incorrect model assumptions, market dislocations and unexpected correlation. We believe our estimates of fair value are adequate. However, the use of different models or assumptions could result in changes in our reported results. For a further discussion on the use of fair values and the impact of applying reasonable possible alternative assumptions as inputs, see note 38 to our consolidated financial statements.
6. Nature and Extent of Risks from Financial Instruments

As mentioned earlier, one of the most important objectives of prescribing the disclosures for financial instruments is to enable the users to evaluate the nature and extent of risk arising from financial instruments to which entity is exposed on the reporting date. Entity needs to disclose both qualitative and quantitative disclosures about the risks that arise from financial instruments.

Such disclosures should be given in the financial statements or incorporated by clear cross reference from the financial statements to some other statement, such as management risk report or commentary. Such management risk report or commentary should be available to the users of the financial statement at the same terms and time as financial statement. 

6.1 Qualitative Disclosures

The qualitative disclosures of the risks are intended to complement the required quantitative disclosures to enable the users of the financial statements to understand the entities risk management activities. For each type of risk arising from financial instrument, entity should disclose exposures to the risk, explanation of how it arose, entity’s objectives, policies and processes for managing the risks and method used to manage the risks. The information may be provided on a gross basis or net of risk transferred or mitigated, if any.  Moreover, entities are also required to disclose any changes in these from previous period.  Such changes may result from changes in the risk exposure or change in way of management of risks. This information is important as it enables the user to understand the effect such change has on the nature, timing and uncertainty of future cash flows. The policies and processes for managing the risks would normally include the following:

· The structure and organization of entity’s risk management function

· The scope and nature of risk reporting or measurement system

· Policies for hedging or mitigating risks, including policies and procedures for taking collateral

· The entity’s processes for monitoring the continuing effectiveness of such hedges or mitigating devices

· Disclosure of the policies and procedures that are undertaken to avoid excessive concentrations to risk.

6.2 Quantitative Risks Disclosures

The quantitative disclosures are intended to provide the extent to which the entity is exposed to the risks based on the information available to the key management personnel. The entities are required to provide the quantitative information about exposures to each type of risks. Where an entity uses several methods to manage risks exposures, it should disclose information using the methods that are most relevant and reliable. Beside this, the entities are required to disclose information regarding the credit, liquidity and market risks if these are material and not covered in information provided to key management personnel.

The entity should also disclose all risks concentration to which it is exposed, in relation to financial instruments, based on the financial instruments that have similar characteristics and amount of risks concerns. The identification of concentrations of risks requires judgement and must take into account the specific circumstances of the entity. Such disclosures should include:

· a description of how management determines concentrations;

· a description of the shared characteristic that identifies each concentration (eg counterparty, geographical area, currency or market); and

· the amount of the risk exposure associated with all financial instruments sharing that characteristic.

When the quantitative data disclosed at the reporting date in not representative of entity’s exposure to the risks during the period, the entity should provide further disclosures so that fair representation may be done. Such further information may include the highest, lowest and average amount of the risk to which entity was exposed during the period.

6.2.1 Credit Risk

The Credit Risk has been defined as the risk that one party to a financial instrument will cause a financial loss for the other party by failing to discharge an obligation. The disclosures requirement relating to the credit risks are extensive and intended to provide the users of the financial statement with the net risk exposures of financial assets at all stages. This gives an insight to extent of financial assets that have likelihood of becoming impaired in the future. 

For each class financial asset the entity is required to disclose the amount that best represents its maximum exposure to credit risk at the reporting date without taking into account any collateral held or other credit enhancements that do not qualify for offset. The objective of such a disclosure is to enable the users to assess the risk exposures to which an entity is exposed during the year, and just at the reporting date. 

The disclosures for credit risks are given relating to financial instrument classified in hierarchy of the increasing exposures to credit risk. 

 SHAPE  \* MERGEFORMAT 



Disclosure of maximum exposure to credit risk and description of security and other credit enhancements.

The maximum credit exposures for loans and receivables granted and deposits placed would be the carrying amount net of impairment loss if any. For the derivatives it would be the fair value and for the financial guarantees, it would be the amount the entity could have to pay if the guarantee is called on, which may be significantly greater than the amount recognised as liability.

The maximum to credit risk for making a loan commitment that is irrevocable over the life of the facility or is revocable only in response to a material adverse change, is the full amount of the commitment. This is because it is uncertain whether the amount of any undrawn portion may be drawn upon in the future. This may also be significantly greater than the amount recognised as a liability.

6.2.1.1 Information on the credit quality of financial assets neither past due nor impaired

A financial asset is past due when a counterparty has failed to make a payment of interest or principal, when contractually due. Therefore, a financial asset is considered not past due where the debtor has not missed any contractual obligation for payment and a financial asset is not impaired where there is no objective evidence of impairment. Standard requires disclosures on the credit quality of financial assets neither past due nor impaired. Such disclosures provide insight into the credit risks of assets and thereby enabling the users to assess the likelihood of assets getting impaired. In disclosing the information regarding credit quality of financial assets with credit risk that are neither past due nor impaired, an entity might disclose the following information:

· An analysis of credit exposures using an external or internal credit grading system;

· the nature of the counterparty;

· historical information about counterparty default rates; and

· any other information used to assess credit quality.

The credit ratings on which credit quality are monitored and managed can be internally generated or accepted from external credit agency. When the entity considers external ratings when managing and monitoring credit quality, the entity might disclose information about:

· the amounts of credit exposures for each external credit grade;

· the rating agencies used;

· the amount of an entity’s rated and unrated credit exposures; and

· the relationship between internal and external ratings.

· When the entity considers internal credit ratings when managing and monitoring credit quality, the entity might disclose information about:

· the internal credit ratings process;

· the amounts of credit exposures for each internal credit grade; and
· the relationship between internal and external ratings.

6.2.1.2 Information on the credit quality of financial assets that would otherwise be past due or impaired whose terms has been renegotiated.

For financial assets which would have been past due or impaired, had not there terms been renegotiated, the entities are required to disclose the carrying amount of financial assets that would otherwise be past due or impaired whose terms have been renegotiated.

6.2.1.3 Information on the credit quality of financial assets that are either past due or impaired

A financial asset is past due when counterparty has failed to make a payment of interest or principal, when contractually due whereas a financial asset is impaired when it’s carrying value is more than its recoverable amount. There should be objective evidence of impairment. When an asset is past due, various actions can be taken such as renegotiation, enforcement of covenants, or legal proceedings but it does not mean that the counterparty will never pay. When the terms and conditions of financial assets that have been classified as past due are renegotiated, the terms and conditions of the new contractual arrangement apply in determining whether the financial asset remains past due.

The following disclosure of financial information for such assets should be made by entity for each class of financial asset:

An analysis of the age of financial assets that are past due as at the reporting date but not impaired:  Such an analysis enables the user of the financial statement to understand the extent of financial assets that are more likely to be impaired because they are past due for longer time. An entity uses its judgement to determine an appropriate number of time bands. For example, an entity might determine that the following time bands are appropriate:

· not more than three months;

· more than three months and not more than six months;

· more than six months and not more than one year; and

· More than one year.

An analysis of financial assets that are individually determined to be impaired at the reporting date, including the factors the entity considered in determining that they are impaired. This analysis is important as it allows the readers to evaluate the amount of financial assets actually impaired. Such an analysis might include the carrying amount, before deducting any impairment loss, the amount of any related impairment loss, and the nature and fair value of collateral available and other credit enhancements obtained.

A description of collateral held by the entity as security and other credit enhancements for above and, unless impracticable, an estimate of their fair value. Such disclosure of fair value of collateral held for such debts provide an insight to net risk position of such financial assets.

6.2.1.4 Disclosure of Collateral and other credit enhancements obtained
For each class of financial assets the entity should disclose the description of collateral obtained. This can be done by disclosing the following:

· the policies and processes for valuing and managing collateral and other  credit enhancements obtained;

· a description of the main types of collateral and other credit enhancements (examples of the latter being guarantees, credit derivatives, and netting agreements that do not qualify for offset);

· the main types of counterparties to collateral and other credit enhancements and their creditworthiness; and

· information about risk concentrations within the collateral or other credit enhancements.

When an entity obtains financial or non-financial assets during the period by taking possession of collateral it holds as security or calling on other credit enhancements (eg guarantees), and such assets meet the recognition criteria in other Standards, an entity should disclose the nature and carrying amount of the assets obtained and when the assets are not readily convertible into cash, its policies for disposing of such assets or for using them in its operations.

6.2.2 Liquidity Risk

The Liquidity Risk has been defined as risk that an entity will encounter difficulty in meeting obligations associated with financial liabilities. Such risks arise because an entity may be required to pay its liability earlier than the expected time. Entities are required to disclose a maturity analysis for financial liabilities that shows the remaining contractual maturities and a description of how it manages the liquidity risk inherent in them. In preparing the contractual maturity analysis for financial liabilities, an entity uses its judgement to determine an appropriate number of time bands. For example, an entity might determine that the following time bands are appropriate:

· not later than three month;

· later than three month and not later than six months;

· later than six months and not later than one year; and

· later than one year and not later than five years.

When counterparty has a choice of when an amount is paid, the liability is included on the basis of the earliest date on which the entity can be required to pay. For example, financial liabilities that an entity can be required to repay on demand (eg demand deposits) are included in the earliest time band. When an entity is committed to make amounts available in instalments, each instalment is allocated to the earliest period in which the entity can be required to pay. For example, an undrawn loan commitment is included in the time band containing the earliest date it can be drawn down.

When the amount payable is not fixed, the amount disclosed is determined by reference to the conditions existing at the reporting date. For example, when the amount payable varies with changes in an index, the amount disclosed may be based on the level of the index at the reporting date.

The amounts disclosed in the maturity analysis are the contractual undiscounted cash flows. Such undiscounted cash flows differ from the amount included in the statement of financial position because the amount in the statement of financial position is based on discounted cash flows.

Preferably, an entity should disclose the analysis of derivative financial instruments separately from that of non-derivative financial instruments in the contractual maturity analysis for financial liabilities.

If an entity manages liquidity risk on the basis of expected maturity dates, it might disclose a maturity analysis of the expected maturity dates of both financial liabilities and financial assets. If an entity discloses such an expected maturity analysis, it might clarify that expected dates are based on estimates made by management, and explain how the estimates are determined with the principal reasons for differences from the contractual maturity analysis.

To describe how an entity manages the liquidity risk inherent in the maturity analysis of financial liabilities it might consider the following factors in providing this disclosure, whether the entity:

· expects some of its liabilities to be paid later than the earliest date on which the entity can be required to pay (as may be the case for customer deposits placed with a bank);

· expects some of its undrawn loan commitments not to be drawn;

· holds financial assets for which there is a liquid market and that are readily saleable to meet liquidity needs;

· has committed borrowing facilities (eg commercial paper facilities) or other lines of credit (eg stand-by credit facilities) that it can access to meet liquidity needs;

· holds financial assets for which there is not a liquid market, but which are expected to generate cash inflows (principal or interest) that will be available to meet cash outflows on liabilities;

· holds deposits at central banks to meet liquidity needs;

· has very diverse funding sources; or

· has significant concentrations of liquidity risk in either its assets or its funding sources.

Liquidity risk

Measurement and control

Liquidity risk arises in any bank’s general funding of its activities. For example, a bank may be unable to fund its portfolio of assets at appropriate maturities and rates, or may find itself unable to liquidate a position in a timely manner at a reasonable price. The Group holds capital to absorb unexpected losses, and manages liquidity to ensure that sufficient funds are available to meet not only the known cash funding requirements, but also any unanticipated ones that may arise. At all times, the Group maintains what we believe to be adequate levels of liquidity on a Group-wide basis to meet deposit withdrawals, repay borrowings and fund new loans, even under stressed conditions.

We manage liquidity on a daily basis in all the countries in which we operate. Each national market is unique in terms of the scope and depth of its financial markets, competitive environment, products and customer profile. Therefore local line management is responsible for managing our local liquidity requirements under the supervision of Group Asset and Liability Management on behalf of the Group Asset and Liability Committee.

On a day-to-day basis our liquidity management depends on, among other things, the effective functioning of local and international financial markets. As this is not always the case, we have Group-wide contingency funding plans. These plans are put into effect in the event of a dramatic change in our normal business activities or in the stability of the local or international financial markets. The Group Strategic Funding Committee has full authority to manage such a crisis. As part of this liquidity management contingency planning, we continually assess potential trends, demands, commitments, events and uncertainties that could reasonably result in increases or decreases in our liquidity. More specifically, we consider the impact of these potential changes on our sources of short-term funding and long-term liquidity planning.

As we have entered into committed credit facilities, our liquidity management process also involves assessing the potential effect of the contingencies inherent in these types of transactions on our normal sources of liquidity and finance.

Liquidity gap

The following table provides an analysis that categorises the statement of financial position of the Group into relevant maturity groupings based on the remaining contractual periods to repayment.

Maturity for the year ended 31 December 2006:

	
	On demand
	< 1 year
	≥ 1 year < 5 years
	≥ 5 years
	Total

	Assets

	
	
	
	
	

	Cash and balances at central banks

	16,657

	-
	-
	-
	16,657


	Financial assets held for trading 1

	202,055

	-
	-
	-
	202,055


	Financial Investments

	12,366 

	12,047
	35,425
	63,936
	123,774

	Loans and receivables – banks

	7,251 

	80,091
	5,922
	15,371
	108,635

	Loans and receivables – customers

	24,101 

	171,824
	84,497
	99,826
	380,248

	Other assets 1

	3,213 

	21,268
	4,341
	20,613
	49,435

	Total
	265,643 

	285,230
	130,185
	199,746
	880,804

	Liabilities

	
	
	
	
	

	Financial liabilities held for trading 1

	148,588

	
	
	
	148,588


	Due to banks

	30,905

	117,150 

	8,349
	11,417
	167,821

	Due to customers

	147,846 

	138,630
	14,481
	16,126
	317,083

	Due to customers

	1,495 

	100,873
	34,548
	33,703
	170,619

	Subordinated liabilities

	–

	1,156
	5,101
	12,815
	19,072

	Other liabilities 1

	4,712 

	15,335
	2,771
	10,651
	33,469

	Total
	333,546 

	373,144
	65,250
	84,712
	856,652

	Net liquidity gap

	(67,903)
	(87,914)
	64,935
	115,034
	24,152



1 Financial assets and liabilities held for trading and hedging derivatives are shown as on demand which management believes most accurately reflects the short-term nature of the trading and derivative activities.
6.2.3 Market Risk

This is the risk that the fair value or the future cash flow of the financial instrument will fluctuate because of the changes in the market price. It comprises of three types of risks, which are currency risk, interest rate risk and other price risk. Each of these risks are defined as follows:

Currency Risk is the risk that the fair value or future cash flows of a financial instrument will fluctuate because of changes in foreign exchange rates.

Interest Rate Risk is the risk that the fair value or future cash flows of a financial instrument will fluctuate because of changes in market interest rate.

Other Price Risk is the risk that the fair value or future cash flows of a financial instrument will fluctuate because of changes in the market price other than those arising from interest rate risk and currency risk. These changes may be caused by the factors specific to the individual financial instrument or its issuer, or factors affecting all similar financial instruments traded in the market. Equity price risk, commodity price risk, prepayment risk etc. are some of the entity specific risks.

All financial instruments are subject to market risk. However, the required market risk quantitative disclosures are restricted to sensitivity of profit or loss and equity to changes in market risk.

Market risk sensitivity may be disclosed in two ways:

i. a separate sensitivity analysis for each type of market risk to which the entity is exposed at the reporting date, based on the relevant risk variable that are reasonably possible at that date

ii. an analysis such as value-at-risk (VoR), that considers interdependencies between risk variables (eg interest rates and exchange rates) and is used by management to manage financial risks.

Sensitivity Analysis

A sensitivity analysis for each type of market risk to which the entity is exposed at the reporting date, showing how profit or loss and equity would have been affected by changes in the relevant risk variable that were reasonably possible at that date. Moreover, disclosure should also be given for the methods and assumptions used in preparation of market risk sensitivity analysis and changes with reason for any change from the previous period in such methods and assumptions.

The sensitivity analysis provides useful information as it highlights the nature and extent of risks that arise from financial instruments. Moreover, it is suitable for all entities and is relatively easy to calculate.

No fixed format has been prescribed for presentation of sensitivity analysis. If an entity has exposure to only one type of market risk in only one economic environment, it would not show disaggregated information. Otherwise, an entity decides how it aggregates information to display the overall picture, although exposures to risks from significantly different economic environments should not be combined. For example, an entity that trades financial instruments might disclose this information separately for financial instruments held for trading and those not held for trading.

Since the factors affecting market risk vary depending on the specific circumstances of each entity, the appropriate range to be considered in providing a sensitivity analysis of market risk varies for each entity and for each type of market risk.

When the sensitivity analysis disclosed is unrepresentative of a risk inherent in financial instrument additional disclosures should be made. For example, this can occur when:

A financial instrument contains terms and conditions whose effects are not apparent from the sensitivity analysis, eg options that remain out of (or in) the money for the chosen change in the risk variable. In such cases additional information can be given about the terms and conditions of the financial instrument (eg the options), the effect on profit or loss if the term or condition were met (i.e. if the options were exercised); and a description of how the risk is hedged.

Financial assets are illiquid, eg when there is a low volume of transactions in similar assets and an entity finds it difficult to find counterparty. In such cases, additional information might include the reasons for the lack of liquidity and how the entity hedges the risk.

An entity has a large holding of a financial asset that, if sold in its entirety, would be sold at a discount or premium to the quoted market price for a smaller holding. In such cases, additional disclosure might include the information about the nature of the security, the extent of holding, the effect on profit or loss and how the entity hedges the risk.

Recent Amendments to IFRS 7 Financial Instruments: Disclosures

Reclassification

In October 2008 the Board amended IAS 39 to permit reclassification of particular financial assets in some circumstances. The amendments introduce into IFRSs the same possibility of reclassifications that is already permitted under US GAAP in limited circumstances. The amendments would permit reclassification of some financial instruments out of the fair-value-through-profit-or-loss category and out of the available-for-sale category 

The Board decided to require additional disclosures about the situations in which any such reclassification is made, and the effects on the financial statements. . The Board regards such information as useful because the reclassification of a financial asset can have a significant effect on the financial statements.

 If the entity has reclassified a financial asset out of the fair value through profit or loss category in accordance with paragraph 50B or 50D of IAS 39 or out of the available-for-sale category in accordance with paragraph 50E of IAS 39, it shall disclose:

(a) the amount reclassified into and out of each category;

(b) for each reporting period until derecognition, the carrying amounts and fair values of all financial assets that have been reclassified in the current and previous reporting periods

(c) if a financial asset was reclassified in accordance with paragraph 50B, the rare situation, and the facts and circumstances indicating that the situation was rare;

(d) for the reporting period when the financial asset was reclassified, the fair value gain or loss on the financial asset recognised in profit or loss or other comprehensive income in that reporting period and in the previous reporting period;

(e)in the period of reclassification and in subsequent periods until the financial asset is derecognised, the gain or loss that would have been recognised in profit or loss or OCI had the financial asset not been reclassified, and the actual gain, loss, income and expense recognised in profit or loss;

 (f) the effective interest rate and estimated amounts of cash flows the entity expects to recover, as at the date of reclassification of the financial asset.

. The amendments are effective 1 July 2008. 

March 2009: IASB enhances the IFRS 7 financial instruments disclosures 

On 5 March 2009, the IASB has issued Improving Disclosures about Financial Instruments (Amendments to IFRS 7). The amendments require enhanced disclosures about fair value measurements and liquidity risk. Among other things, the new disclosures: 

clarify that the existing IFRS 7 fair value disclosures must be made separately for each class of financial instrument 

And disclosure of any change in the method for determining fair value and the reasons for the change 

establish a three-level hierarchy for making fair value measurements: 

1. Quoted prices (unadjusted) in active markets for identical assets or liabilities (Level 1); 

2. Inputs other than quoted prices included within Level 1 that are observable for the asset or liability, either directly (i.e. as prices) or indirectly (i.e. derived from prices) (Level 2); and 

3. Inputs for the asset or liability that are not based on observable market data (unobservable inputs) (Level 3). 

Add disclosure, for each fair value measurement in the statement of financial position, of which level in the hierarchy was used and any transfers between levels, with additional disclosures whenever level 3 is used including a measure of sensitivity to a change in input data 

Clarify that the current maturity analysis for non-derivative financial instruments should include issued financial guarantee contracts 

Add disclosure of a maturity analysis for derivative financial liabilities 

Entities are required to apply the amendments for annual periods beginning on or after 1 January 2009, with earlier application permitted. However, an entity will not be required to provide comparative disclosures in the first year of application. 

Financial Instruments Disclosures Check List

	
	Yes/ NO/ N.A

	

	AS PER IAS 39 : FINANCIAL INSTRUMENTS: RECOGNITION  AND MEASUREMENT

	

	For classification of financial assets
	

	In case, the entity use categories for its financial assets other than those defined in paragraph 9 of IAS 39 when presenting information on the face of the financial statements, is information required by IFRS 7 presented in notes?
	

	Fair value hedges
	

	For a fair value hedge of the interest rate exposures of a portion of a portfolio of financial assets or financial liabilities, are the requirement in paragraph 89(b) of IAS 39 (relating to the accounting of the gain or loss on hedged item attributable to hedged risk) met by presenting the gain or loss attributable to the hedged item either:
	

	in a single separate line item within assets, for those repricing time periods for which the hedged item is an asset? or
	

	in a single separate line item within liabilities, for those repricing time periods for which the hedged item is a liability.
	

	AS PER IAS 32: FIANCIAL INSTRUMENTS: PRESENTATION
	

	
	

	For liabilities and equity
	

	On initial recognition, does the issuer of a financial instrument classify the instrument or its component parts as a financial liability, a financial asset or an equity instrument in accordance with the substance of the contractual arrangement rather than the legal form, and in accordance with the definitions of a financial liability, a financial asset and an equity instrument?
	

	When an issuer applies the definitions in paragraph 11 of IAS 32 to determine whether a financial instrument is an equity instrument rather than a financial liability, are both conditions (a) and (b) below met?
	

	the instrument includes no 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 issuer; and 
	

	if the instrument will or may be settled in the issuer’s own equity instruments, it is: 
	

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

	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 compound financial instruments
	

	Does the issuer of a non-derivative financial instrument evaluate the terms of the financial instrument to determine whether it contains both a liability and an equity component.
	

	Are such components classified separately as financial liabilities, financial assets or equity instruments 
	

	For treasury shares
	

	If an entity has reacquired the entities own equity instruments are those treasury shares deducted from equity?
	

	Are gains or losses recognised in profit or loss on the purchase, sale, issue or cancellation of an entity’s own equity instruments?
	  

	Are considerations paid or received recognised directly in equity?
	

	Is the amount of treasury shares held is disclosed separately, either on the face of the statement of financial position or in the notes?
	

	Does the entity make appropriate disclosures in accordance with IAS 24 Related Party Disclosures in case it reacquires its own equity instruments from related parties?
	

	For Interest, dividends, losses and gains
	

	Are interests, dividends, losses and gains relating to a financial instrument or a component of a financial instrument that is a financial liability recognised as income or expense in profit or loss?
	

	Are distributions to holders of an equity instrument debited by the entity directly to equity, net of any related income tax benefit?
	

	Is transaction costs of an equity transaction accounted for as a deduction from equity, net of any related income tax benefit?
	

	Are the costs of an equity transaction that is abandoned recognised as an expense?
	

	Weather the transaction costs related to the issue of a compound financial instrument allocated to the liability and equity components of the instrument in proportion to the allocation of the proceeds?
	

	In case, the transaction costs relate jointly to more than one transaction, are they allocated to the transactions using a basis of allocation that is rational and consistent with similar transactions?
	

	Are the amount of transaction costs accounted for as a deduction from equity in the period disclosed?
	

	Are the dividends that are classified as an expense, presented in the statement of comprehensive income either with interest on other liabilities or as a separate item?
	

	
	

	Are gains and losses related to changes in the carrying amount of a financial liability recognised as income or expense in profit or loss even when they relate to an instrument that includes a right to the residual interest in the assets of the entity in exchange for cash or another financial asset? 
	

	For offsetting a financial asset and a financial liability
	

	Are both the conditions as mentioned below are met before financial asset and a financial liability are offset and the net amount presented in the statement of financial position,
	

	Does entity currently has a legally enforceable right to set off the recognised amounts? And
	

	Does the entity intend either to settle on a net basis, or to realise the asset and settle the liability simultaneously?
	

	AS PER IFRS 7: FINANCIAL INSTRUMENT: DISCLOSURES
	

	
	

	For classes of financial instruments and level of disclosure
	

	When AS 32 requires disclosures by class of instrument, has the entity grouped financial instruments into classes that are appropriate to the nature of the information disclosed and that take into account the characteristics of those financial instruments?
	

	When IFRS 7 requires disclosure by class of instrument, has the entity provided sufficient information to permit reconciliation to the line items presented in the statement of financial position?
	

	Significance of financial instruments for financial position and performance
	

	Does the entity disclose information that enables users of its financial statements to evaluate the significance of financial instruments for its financial position and performance?
	

	Statement of financial position
	

	For categories of financial assets and financial liabilities
	

	Are the carrying amounts of each of the following categories, as defined in IAS 39 Financial Instruments: Recognition and Measurement, disclosed either on the face of the statement of financial position or in the notes?
	

	financial assets at fair value through profit or loss, showing separately: 
	

	those designated as such upon initial recognition; and
	

	those classified as held for trading in accordance with IAS 39;
	

	held-to-maturity investments;
	

	loans and receivables;
	

	available-for-sale financial assets;
	

	financial liabilities at fair value through profit or loss, showing separately:
	

	those designated as such upon initial recognition; and
	

	those classified as held for trading in accordance with IAS 39; and
	

	financial liabilities measured at amortised cost.
	

	For financial assets or financial liabilities at fair value through profit or loss
	

	Where the entity designates a loan or receivable (or group of loans or receivables) as at fair value through profit or loss, does it disclose:
	

	the maximum exposure to credit risk of the loan or receivable (or group of loans or receivables) at the reporting date;
	

	the amount by which any related credit derivatives or similar instruments mitigate that maximum exposure to credit risk;
	

	the amount of change, during the period and cumulatively, in the fair value of the loan or receivable (or group of loans or receivables) that is attributable to changes in the credit risk of the financial asset determined either:
	

	as the amount of change in its fair value that is not attributable to changes in market conditions that give rise to market risk; or
	

	using an alternative method the entity believes more faithfully represents the amount of change in its fair value that is attributable to changes in the credit risk of the asset; and
	

	the amount of the change in the fair value of any related credit derivatives or similar instruments that has occurred during the period and cumulatively since the loan or receivable was designated at fair value through profit or loss.
	

	Where the entity has designated a financial liability as at fair value through profit or loss in accordance with IAS 39, does it disclose:
	

	the amount of change, during the period and cumulatively, in the fair value of the financial liability that is attributable to changes in the credit risk of that liability determined either:
	

	as the amount of change in its fair value that is not attributable to changes in market conditions that give rise to market risk; or
	

	using an alternative method the entity believes more faithfully represents the amount of change in its fair value that is attributable to changes in the credit risk of the liability; and
	

	the difference between the financial liability’s carrying amount and the amount the entity would be contractually required to pay at maturity to the holder of the obligation.
	

	Does the entity disclose:
	

	the methods used to determine the amount of change that is attributable to changes in credit risk in compliance with the requirements in paragraphs 9(c) and 10(a) of IFRS 7 (see above); and
	

	if the entity believes that the disclosure it has given to comply with the requirements in paragraphs 9(c) or 10(a) of IFRS 7 does not faithfully represent the change in the fair value of the financial asset or financial liability attributable to changes in its credit risk, the reasons for reaching this conclusion and the factors it believes are relevant.
	

	For reclassification
	

	In case the entity has reclassified a financial asset as one measured at cost or amortised cost, rather than at fair value; or at fair value, rather than at cost or amortised cost, does it disclose the amount reclassified into and out of each category and the reason for that reclassification?
	

	For derecognition
	

	Where the entity has transferred financial assets in such a way that part or all of the financial assets do not qualify for derecognition, does the entity disclose the following for each class of such financial assets:
	

	the nature of the assets not derecognised;
	

	the nature of the risks and rewards of ownership to which the entity remains exposed;
	

	when the entity continues to recognise all of the assets, the carrying amounts of the assets and of the associated liabilities; and
	

	when the entity continues to recognise the assets to the extent of its continuing involvement, the total carrying amount of the original assets, the amount of the assets that the entity continues to recognise, and the carrying amount of the associated liabilities?
	

	For collateral
	

	Does the entity disclose:
	

	the carrying amount of financial assets it has pledged as collateral for either liabilities or contingent liabilities, including amounts that have been reclassified in the statement of financial position separately from other assets as the transferee has the right to sell or repledge, in accordance with AS 30; and
	

	the terms and conditions relating to its pledge?
	

	When the entity holds collateral (of financial or non-financial assets) and is permitted to sell or repledge the collateral in the absence of default by the owner of the collateral, does it disclose:
	

	the fair value of such collateral held;
	

	the fair value of any such collateral sold or repledged, and whether the entity has an obligation to return it; and
	

	the terms and conditions associated with its use of the collateral?
	

	For allowance account for credit losses
	

	When financial assets are impaired by credit losses and the entity records the impairment in a separate account rather than directly reducing the carrying amount of the asset, does it disclose a reconciliation of changes in that account during the period for each class of financial assets?
	

	For compound financial instruments with multiple embedded derivatives
	

	In case where the entity has issued an instrument that contains both a liability and an equity component, and the instrument has multiple embedded derivatives whose values are interdependent, does it disclose the existence of those features?
	

	For defaults and breaches
	

	Does the entity disclose the following for loans payable recognised at the reporting date:
	

	details of any defaults during the period of principal, interest, sinking fund, or redemption terms of those loans payable;
	

	the carrying amount of the loans payable in default at the reporting date; and
	

	whether the default was remedied, or the terms of the loans payable were renegotiated, before the financial statements were authorised for issue?
	

	Where during the period, there were breaches of loan agreement terms other than those described in paragraph 18 of IFRS 7 (see above), does entity shall disclose the same information as required by paragraph 18 if those breaches permitted the lender to demand accelerated repayment (unless the breaches were remedied, or the terms of the loan were renegotiated, on or before the reporting date)?
	

	For statement of comprehensive income and equity
	

	For items of income, expense, gains or losses
	

	Does the entity disclose the following items of income, expense, gains or losses either on the face of the financial statements or in the notes:
	

	net gains or net losses on:
	

	financial assets or financial liabilities at fair value through profit or loss, showing separately those on financial assets or financial liabilities designated as such upon initial recognition, and those on financial assets or financial liabilities that are classified as held for trading;
	

	available-for-sale financial assets, showing separately the amount of gain or loss recognised directly in equity during the period and the amount removed from equity and recognised in profit or loss for the period;
	

	held-to-maturity investments;
	

	loans and receivables; and
	

	financial liabilities measured at amortised cost;
	

	total interest income and total interest expense (calculated using the effective interest method) for financial assets or financial liabilities that are not at fair value through profit or loss;
	

	fee income and expense (other than amounts included in determining the effective interest rate) arising from:
	

	financial assets or financial liabilities that are not at fair value through profit or loss; and
	

	trust and other fiduciary activities that result in the holding or investing of assets on behalf of individuals, trusts, retirement benefit plans, and other institutions;
	

	interest income on impaired financial assets accrued in accordance with AS 30; and
	

	the amount of any impairment loss for each class of financial asset?
	

	For other disclosures
	

	For Accounting policies
	

	Does the entity discloses, in the summary of significant accounting policies, the measurement basis (or bases) used in preparing the financial statements and the other accounting policies used that are relevant to an understanding of the financial statements?
	

	For hedge accounting
	

	Does the entity disclose the following separately for each type of hedge (i.e. fair value hedges, cash flow hedges, and hedges of net investments in foreign operations):
	

	a description of each type of hedge;
	

	a description of the financial instruments designated as hedging instruments and their fair values at the reporting date; and
	

	the nature of the risks being hedged?
	

	Does the entity disclose the following in respect of cash flow hedge
	

	the periods when the cash flows are expected to occur and when they are expected to affect profit or loss;
	

	a description of any forecast transaction for which hedge accounting had previously been used, but which is no longer expected to occur;
	

	the amount that was recognised in equity during the period;
	

	the amount that was removed from equity and included in profit or loss for the period, showing the amount included in each line item in the statement of comprehensive income; and
	

	the amount that was removed from equity during the period and included in the initial cost or other carrying amount of a non-financial asset or non-financial liability whose acquisition or incurrence was a hedged highly probable forecast transaction?
	

	Does the entity disclose separately:
	

	in fair value hedges, gains or losses:
	

	on the hedging instrument; and
	

	on the hedged item attributable to the hedged risk;
	

	in cash flow hedges, the ineffectiveness recognised in profit or loss; and
	

	for hedges of net investments in foreign operations, the ineffectiveness recognised in profit or loss?
	

	For fair value
	

	Except as set out in paragraph 29 of IFRS 7 (see below), for each class of financial assets and financial liabilities, does the entity disclose the fair value of that class of assets and liabilities in a way that permits it to be compared with its carrying amount?
	

	Does the entity disclose:
	

	the methods and, when a valuation technique is used, the assumptions applied in determining fair values of each class of financial assets or financial liabilities; 
	

	whether fair values are determined, in whole or in part, directly by reference to published price quotations in an active market or are estimated using a valuation technique ;
	

	whether the fair values recognised or disclosed in the financial statements are determined in whole or in part using a valuation technique based on assumptions that are not supported by prices from observable current market transactions in the same instrument (i.e. without modification or repackaging) and not based on available observable market data; and
	

	if paragraph 27(c) of IFRS 7 applies (see above), the total amount of the change in fair value estimated using such a valuation technique that was recognised in profit or loss during the period?
	

	In the circumstances described in paragraph 27(c) of AS, for fair values that are recognised in the financial statements, if changing one or more of those assumptions to reasonably possible alternative assumptions would change fair value significantly does the entity state this fact and disclose the effect of those changes? 
	

	If a difference exists between the fair value at initial recognition and the amount that would be determined at that date using a valuation technique, does the entity disclose, by class of financial instrument:
	

	its accounting policy for recognising that difference in profit or loss to reflect a change in factors (including time) that market participants would consider in setting a price; and
	

	the aggregate difference yet to be recognised in profit or loss at the beginning and end of the period together with a reconciliation of changes in the balance of this difference?
	

	In the cases described in paragraphs 29(b) and (c) of IFRS 7   where fair value need not be given as they cannot be determined, does the entity disclose information to help users of the financial statements make their own judgements about the extent of possible differences between the carrying amount of those financial assets or financial liabilities and their fair value, including:
	

	the fact that fair value information has not been disclosed for these instruments because their fair value cannot be measured reliably;
	

	a description of the financial instruments, their carrying amount, and an explanation of why fair value cannot be measured reliably;
	

	information about the market for the instruments;
	

	information about whether and how the entity intends to dispose of the financial instruments; and
	

	if financial instruments whose fair value previously could not be reliably measured are derecognised, that fact, their carrying amount at the time of derecognition, and the amount of gain or loss recognised?
	

	For nature and extent of risks arising from financial instruments
	

	Does the entity disclose information that enables users of its financial statements to evaluate the nature and extent of risks arising from financial instruments to which the entity is exposed at the reporting date?
	

	Qualitative disclosures
	

	Does the entity disclose the following for each type of risk arising from financial instruments:
	

	the exposures to that risk and how they arise;
	

	its objectives, policies and processes for managing the risk and the methods used to measure the risk; and
	

	any changes in 33(a) or (b) from the previous period?
	

	Quantitative disclosures
	

	For each type of risk arising from financial instruments, does the entity disclose:
	

	summary quantitative data about its exposure to that risk at the reporting date based on the information provided internally to key management personnel of the entity 
	

	the disclosures required by paragraphs 36 to 42 of  IFRS 7 , to the extent not provided in paragraph 34(a), unless the risk is not material; and
	

	concentrations of risk if not apparent from 34(a) and (b)?.
	

	Does entity give disclosure of concentrations of credit risk which includes:
	

	a description of how management determines concentrations;
	

	a description of the shared characteristics that identifies each concentration; and
	

	the amount of the risk exposure associated with all financial instruments sharing that characteristic?
	

	If the quantitative data disclosed as at the reporting date are unrepresentative of an entity’s exposure to risk during the period, does the entity provide further information that is representative?
	

	For credit risks
	

	Does the entity disclose by class of financial instrument:
	

	the amount that best represents its maximum exposure to credit risk at the reporting date without taking account of any collateral held or other credit enhancements;
	

	in respect of the amount disclosed in 36(a), a description of collateral held as security and other credit enhancements;
	

	information about the credit quality of financial assets that are neither past due nor impaired; and
	

	the carrying amount of financial assets that would otherwise be past due or impaired whose terms have been renegotiated.
	

	For financial assets that are either past due or impaired, does  the entity disclose by class of financial asset:
	

	an analysis of the age of financial assets that are past due as at the reporting date but not impaired;
	

	an analysis of financial assets that are individually determined to be impaired as at the reporting date, including the factors the entity considered in determining that they are impaired; and
	

	for the amounts disclosed in 37(a) and (b), a description of collateral held by the entity as security and other credit enhancements and, unless impracticable, an estimate of their fair value?
	

	When the entity obtains financial or non-financial assets during the period by taking possession of collateral it holds as security or calling on other credit enhancements (e.g. guarantees), and such assets meet the recognition criteria in other Standards, does the entity disclose:
	

	the nature and carrying amount of the assets obtained; and
	

	when the assets are not readily convertible into cash, its policies for disposing of such assets or for using them in its operations?
	

	For liquidity risk
	

	Does the entity shall disclose:
	

	a maturity analysis for financial liabilities that shows the remaining contractual maturities; and
	

	b)      description of how it manages the liquidity risk inherent in above?
	

	For Market risk
	

	Unless the entity complies with paragraph 41 does it disclose:
	

	a sensitivity analysis for each type of market risk to which the entity is exposed at the reporting date, showing how profit or loss and equity would have been affected by changes in the relevant risk variable that were reasonably possible at that date;
	

	the methods and assumptions used in preparing the sensitivity analysis; and
	

	changes from the previous period in the methods and assumptions used, and the reasons for such changes?
	

	If the entity prepares a sensitivity analysis, such as value-at-risk, that reflects interdependencies between risk variables (e.g. interest rates and exchange rates) and uses it to manage financial risks, does it disclose
	

	an explanation of the method used in preparing such a sensitivity analysis, and of the main parameters and assumptions underlying the data provided; and
	

	an explanation of the objective of the method used and of limitations that may result in the information not fully reflecting the fair value of the assets and liabilities involved.
	

	When the sensitivity analyses disclosed in accordance with paragraphs 40 or 41 are unrepresentative of a risk inherent in a financial instrument (for example, because the year-end exposure does not reflect the exposure during the year), does the entity disclose that fact and the reason it believes the sensitivity analyses are unrepresentative?
	


Chapter XIII
Terminology

Amortised Cost: The amortised cost of a financial asset or financial liability is the amount at which the financial asset or financial liability is measured at initial recognition minus principal repayments, plus or minus the cumulative amortisation using the effective interest method of any difference between that initial amount and the maturity amount, and minus any reduction (directly or through the use of an allowance account) for impairment or uncollectibility

Associates: an associate is an enterprise in which the investor has significant influence and which is neither a subsidiary nor a joint venture of the investor.

Available-for-sale financial assets: Available-for-sale financial assets are those non-derivative financial assets that are designated as available for sale or are not classified as loans and receivables, held-to-maturity investments, or financial assets at fair value through profit or loss.

Call Option:  Call Option is right to buy at a fixed price, on or before a fixed date, a fixed quantity.

Cash flow hedge: A cash flow hedge is hedging the exposure to changes in the cash flows attributable to a particular risk associated with a recognised asset, liability, or highly probable forecasted transaction that could affect reported profit or loss.

Compound instrument: Compound Instruments are financial instruments, which has the component of both equity and liability.

Credit risk: Credit Risk refers to the risk that one party to the financial instrument will cause a financial loss for the other party by failing to discharge an obligation.

Currency Risk: Currency Risk is the risk that fair value or future cash flows of a financial instrument will fluctuate because of changes in foreign exchange rates.

Currency swap:  Currency Swaps are contracts that require exchange of currencies at a future date at a fixed rate

Derecognition: It is the removal of a previously recognised financial asset or financial liability from an entity’s statement of financial position.

Derivatives: A derivative is a financial instrument or other contract  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 investment that is smaller than would be required for other types of contracts that would be expected to have a similar response to changes in market factors; and

(c)
it is settled at a future date.

Effective interest method: The effective interest method is a method of calculating the amortised cost of a financial asset or a financial liability (or group of financial assets or financial liabilities) and of allocating the interest income or interest expense over the relevant period.

Effective interest rate: The effective interest rate is the rate that exactly discounts estimated future cash payments or receipts through the expected life of the financial instrument or, when appropriate, a shorter period to the net carrying amount of the financial asset or financial liability

Embedded derivatives: An embedded derivative is a component of a hybrid (combined) instrument that also includes a non-derivative host contract, with the effect that some of the cash flows of the combined instrument vary in a way similar to a stand-alone derivative

Equity instrument: An equity instrument is any contract that evidences a residual interest in the assets of an entity after deducting all of its liabilities.

Fair value: Fair value is the amount for which an asset could be exchanged, or a liability settled, between knowledgeable, willing parties in an arm’s length transaction.

Fair value hedge: A fair value hedge is hedge of exposure to changes in fair value of a recognised asset or liability or an unrecognised firm commitment, or an identified portion thereof that is attributable to a particular risk and can affect profit or loss

Financial asset: A financial asset is any asset that is:

(a)
cash;

(b)
an equity instrument of another entity;

(c)
a contractual right:

(i)
to receive cash or another financial asset from another entity; or

(ii)
to exchange financial assets or financial liabilities with another entity under conditions that are potentially favourable to the entity; or

            (d)       a contract that will or may be settled in the entity’s own equity instruments and is:

a non-derivative for which the entity is or may be obliged to receive a variable number of the entity’s own equity instruments; or

a derivative that will or may be settled other than by the exchange of a fixed amount of cash or another financial asset for a fixed number of the entity’s own equity instruments. For this purpose the entity’s own equity instruments do not include instruments that are themselves contracts for the future receipt or delivery of the entity’s own equity instruments.

Financial guarantee contract: 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 specified debtor fails to make payment when due in accordance with the original or modified terms of a debt instrument.

Financial Instrument: A financial instrument is any contract that gives rise to a financial asset of one entity and a financial liability or equity instrument of another entity.

Financial instruments as at fair value through profit or loss: A financial asset or financial liability at fair value through profit or loss is a financial asset or financial liability that meets either of the following conditions.

It is classified as held for trading

Upon initial recognition it is designated by the entity as at fair value through profit or loss.

Financial liability: A financial liability is any liability that is:

(a)
a contractual obligation:

(i)
to deliver cash or another financial asset to another entity; or

(ii)
to exchange financial assets or financial liabilities with another entity under conditions that are potentially unfavourable to the entity; or

(b)
a contract that will or may be settled in the entity’s own equity instruments and is

 a non-derivative for which the entity is or may be obliged to deliver a variable number of the entity’s own equity instruments; or

a derivative that will or may be settled other than by the exchange of a fixed amount of cash or another financial asset for a fixed number of the entity ’s own equity instruments.  For this purpose the entity’s own equity instruments do not include instruments that are themselves contracts for the future receipt or delivery of the entity’s own equity instruments.

Financial Risk:  Financial risk is the risk of possible future change in one or more of 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 case of non-financial variable that variable is not specific to the party to the contract.

Firm commitment: A firm commitment is a binding agreement for the exchange of a specified quantity of resources at a specified price on a specified future date or dates.

Forecast transaction: A forecast transaction is an uncommitted but anticipated future transaction.

Functional currency: Functional currency is the currency of the primary economic environment in which the entity operates.

Foreign currency risk: Foreign currency risk is the risk that the fair value or future cash flows of a financial instrument will fluctuate because of changes in foreign exchange rates.

Hedge accounting: Hedge accounting is the method of presentation of hedging transaction, which ensures that the gain or loss in hedging instrument is recognised in profit or loss in the same period when the item that is being hedged affects profit or loss.

Hedge effectiveness: Hedge effectiveness is the degree to which changes in the fair value or cash flows of the hedged item that are attributable to a hedged risk are offset by changes in the fair value or cash flows of the hedging instrument

Hedge item: A hedged item is an asset, liability, firm commitment, highly probable forecast transaction or net investment in a foreign operation that exposes the entity to risk of changes in fair value or future cash flows and is designated as being hedged

Hedging instrument: A hedging instrument is a designated derivative or for a hedge of the risk of changes in foreign currency exchange rates only, a designated non-derivative financial asset or non-derivative financial liability whose fair value or cash flows are expected to offset changes in the fair value or cash flows of a designated hedged item

Held for trading financial instruments: held for trading financial asset or financial liability are those that are:

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

(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; or

(iii)      a derivative (except for a derivative that is a financial guarantee contract or a designated and effective hedging instrument)

Held-to-maturity investments: Held-to-maturity investments are non-derivative financial assets with fixed or determinable payments and fixed maturity that an entity has the positive intention and ability to hold to maturity (see Appendix A paragraphs A36-A45) other than:

(a)
those that the entity upon initial recognition designates as at fair value through profit or loss;

(b)
those that meet the definition of loans and receivables; and

(c)
those that the entity designates as available for sale.

Impairment: Impairment is decrease in the recoverable amount of financial assets below its carrying value.

Interest rate risks: Interest rate risk is the risk that the fair value or future cash flows of a financial instrument will fluctuate because of changes in market interest rate.

Joint venture: A joint venture is a contractual arrangement whereby two or more parties undertake an economic activity, which is subject to joint control.
Liquidity risks: Liquidity risk is risk that an entity will encounter difficulty in meeting obligations associated with financial liabilities.
Loans and receivables financial assets: Loans and receivables are non-derivative financial assets with fixed or determinable payments 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 should 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 should be classified as available for sale.

Market risk: Market risk is the risk that the fair value or the future cash flow of the financial instrument will fluctuate because of the changes in the market price. It comprises of three types of risks, which are currency risk, interest rate risk and other price risk.

Measurement: Measurement is the process of determining the monetary amounts at which the elements of financial statements are to be recognised and carried in the statement of financial position and statement of comprehensive income.
Net investment hedge:  A hedge of net investment in a foreign operation is a hedge of the foreign currency exposure to changes in reporting entity’s share in the net assets of that foreign operation.
Options: Option is a contract which gives the holder the right to purchase (call option) or to sell (put option) the underlying future contract or security at a specified price within a specified period of time.
Option pricing models:  Option pricing models are valuation technique used for determining the value of an option. 

Perpetual debt instruments: Perpetual Debt instruments are financial instruments which normally provide the holder with the contractual rights to receive payments on account of interest at fixed dates extending into the indefinite future, either with no right to receive a return of principal or a right to a return of principal under terms that make it very unlikely or very far in the future.

Regular way purchase or sale: A regular way purchase or sale is a purchase or sale of a financial asset under a contract whose terms require delivery of the asset within the timeframe established generally by regulation or convention in the marketplace concerned.

Settlement date: The settlement date is the date on which an asset is delivered to or by an entity.

Settlement date accounting: Settlement date accounting refers to the recognition of an asset on the day it is received by the entity, and the derecognition of an asset and recognition of any gain or loss on disposal on the day that it is delivered by the entity.

Swap: A Swap is a simultaneous buying and selling of the same security or obligation.
Trade date: The trade date is the date that an entity commits itself to purchase or sell an asset

Trade date accounting: Trade date accounting refers to the recognition of an asset to be received and the liability to pay for it on the trade date, and derecognition of an asset that is sold, recognition of any gain or loss on disposal and the recognition of a receivable from the buyer for payment on the trade date.

Transaction costs: Transaction costs are incremental costs that are directly attributable to the acquisition, issue or disposal of a financial asset or financial liability. In other words, it is the cost that would not have been incurred if the entity had not acquired, issued or disposed of the financial instrument. 

Underlying: An underlying is the variable that along with either a notional or a payment provision determines the settlement amount of a derivative
Weather derivatives: Weather derivatives are contracts requiring payments based on climatic variable
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Are the economic risks of the embedded derivative closely related to the host?
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Step I





Step 3:





Is the hybrid contract measured at fair value with changes taken to the profit or loss?





No separation required





Embedded Derivatives





Step 2:





Separation required – value as a derivative.





No





STEP 1





Consolidate all subsidiaries in accordance with AS 21 





STEP 2





Determine whether the derecognition principles below are applied to a part or all of an asset (or group of similar assets) 





Derecognise the asset





Have the rights to the cash flows from the asset expired? 





STEP 3





Has the entity transferred its rights to receive the cash flows from the asset?





STEP 4





Has the entity assumed an obligation to pay the cash flows from the asset that meets the condition ? 





STEP 5





Continue to recognise the asset





STEP 6





Derecognise the asset





Has the entity transferred substantially all risks and rewards? 





STEP 7





Continue to recognise the asset





Has the entity retained substantially all risks and rewards? [Paragraph 19(b)]





Has the entity retained control of the asset? [Paragraph 19(c)]





STEP 8





Derecognise the asset





Continue to recognise the asset to the extent of the entity’s continuing involvement





FA neither past due nor impaired





FA that would otherwise be past due or impaired had not the terms been negotiated





FA past due or impaired
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