A21 Statement of cash flows

entity produces both separale financial statements and consolidated f; P
cial statements, a statement of cash flows will be required for each,
Prior to the adoption of IFRS 11 Joint Arrangements, an entity may hava,
interest in a joint venture that is accounted for using proportionag
consolidation, but no subsidiaries. If the entity prepares individual
cial statements (i.e. financial statements in which proportionate consoligy,
tion is applied), the statement of cash flows will include the investor
proportionate share of the cash flows of the joint venture. \

3.1 Reporting cash flows on a net basis

Cash inflows should generally be reported separately from outflowg,
However, the Standard does permit the following cash flows to o_l‘.
reported on a net basis:
[1AS 7:22)

®  receipts and payments on behalf of customers when the cash flow

reflect the activities of the customer rather than those of the en ty

(such as the collection of rent on behalf of the owner of a property
funds held for customers by an investment entity, or the accepta
and repayment of demand deposits by a bank); and

®  receipts and payments for items in which the turnover is quick, ihe

amounts are large and the maturities are short (such as advandes

repayments of principal amounts relating to credit card cusomers,

purchases and sales of investments, and commercial paper or othet

short-term borrowings with a maturity period of\tiree months or

less).

For financial institutions, the following additional' cash flows may be

reported on a net basis:
[1AS 7:24]

®  cash receipts and payments for the acceptance and repayment of

deposits with a fixed maturity date;

® the placement of deposits with and withdrawal of deposits from

other financial institutions; and

*  cash advances and loans made to customers and the repayment of

those advances and loans,

3.2 Exclusion of non-cash transactions

As a general principle, only transactions that require the use of cash o
cash equivalents should be included in a statement of cash flows. Note,
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wer, that when the indirect method of presenting -:a‘sh tilows from
ting activities is used (as discussed at 5.1.2 below), this will resu_lt in
- non-cash items appearing in the statement of ca?h flows as a‘d]'l.l'ﬁt-
o profit or loss for the period. Investing and financing activities
not require the use of cash or cash equivalents are always excluded
statement of cash flows, [IAS 7:43]

When transactions of a non-cash nature occur, the Standard requires that
ﬂWY be disclosed elsewhere in the financial statements in a wa}f that
provides all of the relevant information about those investing a.nc_l financ-
ing activities. [IAS 7:43] This disclosure will normally be in narrative form
in the notes.
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A21 Statement of cash flows

3.3 Exclusion of movements between items that constity
cash or cash equivalents '

Movements between items that constitute cash or cash equivalents 3
excluded from cash flows, because these components are part of the cagh
management of an entity rather than part of its operating, investing g
financing activities. Cash management includes the investment of excesy
cash in cash equivalents. [[AS 7:9]

j:jgﬂm da' 'vhonmf?"é equivalent, th
mtafcaahﬂ%% il

4 Cash and cash equivalents

Cash flows are defined as inflows and outflows of cash and cash equiva-
lents. [IAS 7:6] |

4.1 Cash
Cash comprises cash on hand and demand deposits. [IAS 7:6]

4.1.1 Demand deposits

ISUE
LIk

o “uffn‘;iuﬁ e

| t
entity has to give ninety days i%ibnce : i
- withdraw Fmt ey, the account does not meet\] r c:as?l]
:jbecause itis not a demand deposit. However, only ninety days notice
is required anﬂ therefore, it may mee’c the .deﬁm on of a qaah
. 'ﬁquwalent ““““ ‘

Cash and cash equivalents A21

.

412 Minimum average cash balances

e enhﬂes hnva bankmg auangemmts "I:hat requme the:m to mmm

xﬁmum LA ot e el 1 day. It is f:h],
balances; Beimv‘w;!ﬂhe w;e&l'{xal fm' cert&ym

ot te. whether the ?'ﬁ&'ty can wit
o i ?ii

m}% notic i ’t m&a Jg

tera are
i

42 Caghequivalents

Cask esuivalents are defined as short-term, highly liquid investments that
232 readily convertible to known amounts of cash and which are subject to
. insignificant risk of changes in value. [IAS 7:6]

42.1 Held to meet short-term cash commitments

The Standard explains that cash equivalents are held for the purpose of
meeting short-term cash commitments rather than for investment or other
purposes. [IAS 7:7] Therefore, in order to determine whether a particular
investment qualifies for classification as a cash equivalent, it is necessary
to look at the purpose for which it is held. Even though the investment
may meet the definition set out in the previous paragraph, unless it is held
for the purpose of meeting short-term cash commitments, it will not be
classified as a cash equivalent,

Lg KR

gl iiprwe Of 1 [ E,' i
k= I il

422 Presumption of maturity of three months or less

The definition of cash equivalents includes the requirement that they be
held for the ‘short-term’. In order to qualify as such, the Standard states
that the investment will normally have a maturity of three months or less
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from the date of acquisition. [IAS 7:7] Therefore, the requirement for g
three-month maturity is not part of the definition, but will nevertheless he
a presumption except in very exceptional circumstances.

The Standard implicitly suggests that only in unusual cases will -
| investments with more than three months to maturity nevertheless |
be free from significant risk of changes in value (arising, for ekmnP-lg, :
from changes in interest rates). An entity purchasing a two-yearbond |
in the market when the bond only i:a,';mw-m‘Jm‘e-E: mmt-‘h’s wmﬂﬁunﬂhefom -
its redemption date could therefore classify the bond as a cash
equivalent (assuming that there are no other factors causing it to be
 cubject to a significant risk of change in value, and that the undery

lying purpose of holding the bond is to meet sho termic:aah ]i
" commitments). However, the reference to three months or less “from ]
the date of acquisition’ means that, if the entity i.insteat? ‘Eurchasg:;t |
the same two-year bond when it had four menths remaining bﬁ:fore
maturity, the entity could not classify the bond as a cash qumalentﬁ
cither at the date of purchase or once it has less than three months

' remaining to maturity (unless it could justify a departure from the
three-month guideline, in Whi?&:hi;';cas‘er the mstvumen WOx.lld lbg-__
classified as a cash equivalent throughout the entire four months), 1 s

The three-month Timit may appear somewhat arbitrary, but the:

_intention is to promote consistency between entities.

= 7 i =

Exampienll 2 e i Am e, o T e
i 1 | |

Repurchase agreements as cash equivalents

| An entity invests excess funds in short-term repuraiase agreements with a
term of two martths. The underlying debt securities involved in the trans-
action have maturities in excess of thre¢ months. These repurchase ag
ments will be classified as cash equivalents provided that (1) there are no.
other factors that would subject the instrumen a signific :
change in value, and (2) the underlying purpose for
agreements is to meet short-term cash commitments. The critical k

| maturity of the repurchase aﬁ”‘:’“mm.tﬁ;.ﬁ.};‘ems?flzf“’ not ﬂ}f un
gaeseiei 11 =4 T S

4.2.3 Foreign currency investments

Provided that the definition of a cash equivalent is met, there is no reasof
why an investment acquired in a foreign currency could not be classifi
as a cash equivalent. Indeed, the Standard refers specifically to cash and
cash equivalents held or due in a foreign currency. [1AS 7:28]
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424 Equity investments

Equity investments will not normally meet the definition of a cash
equivaﬂlent because, even when they are readily convertible to cash, the
amount of that cash is generally not known and the risk of changes in
value is generally not insignificant, although there are exceptions. The
example of an exception given in the Standard is that of preferred shares
with a specific redemption date which, when acquired, are close to
maturity. The majority of equity investments will not meet the definition,
however, and therefore cannot be classified as cash equivalents. [IAS 7:7]

42.5 Gold bullion

Gold (and sizatlar traded commodities) will not qualify as cash equivalents
for the sz reason as equity investments (see above). In addition, the
gujd,ancc on implementing IFRS 9 Financial Instruments confirms that gold
bu'lion “is a commodity. Although bullion is highly liquid, there is no
sonrractual right to receive cash or another financial asset inherent in
Lullion”. [IFRS 9(2010):1G.B.1] For entities that have not yel adopted IFRS
9, this text is also reflected in the guidance on implementing IAS 39
Financial [nstruments: Recognition and Measurement.

42.6 Bank borrowings

The definition of cash equivalents makes no reference to the inclusion of
bank borrowings. Bank borrowings are generally considered to be financ-
ing cash flows. However, the Standard acknowledges that bank overdrafts
repayable on demand may form an integral part of an entity’s cash
management, in which case they should be included as a component of
cash and cash equivalents. A characteristic of such banking arrangements
is that the bank balance often fluctuates from being positive to being
overdrawn. [IAS 7:8]

AS -:Hceééinﬂt therefore mandate the inclusion of bank overdrafts in
' rdqhivalents in all circumstances. But it does require their inclu-
t when the bank overdraft forms an integral part of the entity’s
management, IAS 7:8 also emphasises that bank borrowings are
rally considered to be financing activities. Therefore, the Stand-
does not allow for other short-term loans (e.g. short-term bank
» advances from factors or similar credit arrangements, credit
ort loans, trust receipt loans) to be classified as cash equivalents,
ause they are financing in nature. I

I : ST TR
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A3l Earnings per share

. ie. fi ial i ts issued by the entity
2.5 Shares listed but not intended to pe traded B oriecie (e financial instrumenis

‘ inary shares); and
give the holder the right to purchase ordinary 2

Example 2.5

w i i f conditions
i the satisfaction o

: ould be issued upon : e

. th?rtmm contractual arrangements, such as the pur

8

‘esa or other assets.

1ty share has evolved to meet the

entitesthat have issued certain types

Although these shares are not expected to ba traded, the entity
scope of TAS 33 and EPS should pe presented in accordary
Standard, The notion of ‘pu bliely

shares publicly,

value of
laits

: 1y traded” requires only an ability
not the actual trading of shares, (AT AT
. : DAl

3 Definitions H
5 UM el A T S

3.1 Ordinary share ‘ ( in the value Df such msmments tend

s in the value of the ordinary shares.

i i

IAS 33 defines an ordinary share as an equity instrument that i s

hate to all other classes of equity instruments. [IAS 33:5] An
instrument is defined in IAS 32 Financiat Instruments: Presentation
contract that evidences 2 residual interest in the assets of an entipy
dcducﬁng all of its liabilities, [IAS 32:11] The Standard explain
ordinary shares Participate in profit for the period only after other ¢
shares (such as preference shares) have participated, Ordinari¢
the same class have the same rights to receive dividends, byt

for an entity to have more than one class of ordinary shires [JAS 33:6)

: = G to the mntract :-iﬂ?ﬂf
case only, the ordinary shares subject e

aazgmdm:esmtmgﬂ'g(,r;.-quctjqn iz the nUmber of phaces
fo ot basic and dild T8

3.2 Potential ordinary share

A potential ordinary share js defined
contract that may entitle jts holder to o

of potential ordinary shares include:
[IAS 33:7]

as a financial instrument or othe
rdinary shares, [TAS 33:5] Examp

f ‘ ‘-‘=-.I‘= ; é
a settlement choice, either by the issuer 9?&*3; el
8 a settl shares will be delivered under - e i
cvrdjmryﬁu a Wgémjm ordinary share because there is

2231

®  financial liabilities Or equity instruments, 'Lntlucling preference.
shares, that are convertible into ordinary shares; i
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A_Ell Earnings per share

Calculation of basic earnings per share A31

ntrolling interests” share of those earnings in order to
mount attributable to equity holders of the parent.

M

T

T L LLEY
R

The impact of preference shares

fit or loss attributable to the equity holders of the parent entity will
e after deduction of dividends and other profit or loss effects
to preference shares classified as liabilities. [IAS 33:13] For the
es of calculating basic EPS, the profit or loss attributable to the
w holders of the parent entity is further adjusted for the following
. amounts relating to preference shares classified as equity:

33:12]

preference dividends;

4 Calculation of basic earnings per share

The objective of basic EPS information is to provide

mterests of each ordinary share of a parent entity in the

entity over the reporting iy performﬁ@
: period. [IAS 33 AR ‘
required to be calculated for: [ 11] Basic EPS amounte
[TAS 33:9)

a measun

®  profit or loss attributab ; .
| entity: and able to ordinary equity holders of ﬂ'u:_l_-.‘j

*  if presented, profit or loss . differerices arising on the settlement of such preference shares; and

those equity holders.

from continuing o ; i A
eTatio A : " . :
&op ns attributable - pther similar effects of such preferences shares.

Basic EPS is calculated as follows, L "

[1AS 33:10] R \& l
Prof.it (loss) attributable to ordinary equity holders of the parent entity Oo
Weighted average number of ordinary shares outstanding during A b

period

1.2.1 Preference dividends

fter-tax amount of preference dividends to be deducted in determin-
the profit or loss attributable to ordinary equity holders of the parent
/ is:

13:14]

. f."‘f(j; non-cumulative preference shares classified as equity, the after-
b tax amount of preference dividends declared in respect of the period;

4.1 Earnings numerator

' ,'P for cumulative preference shares classified as equity, the full after-tax
~ amount of the required preference dividends for the period (whether
_or not declared). This does not include amounts paid or declared on
- cumulative preference shares in the current period in respect of
h/ previous periods.
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Calculation of basic earnings per share

| Example 4121
Liquidatmg dividends on preference shares

Compmy X issted one share Of Series A Non-y
shares for CU 1,000,000, The liquidation preference 0 th

) plus a 12 pey cent cumulatwe
¥ also issued one |

bl L i f

g ha:ea fmr amther daaa ol
redeem one class f-t:rac:khlg 5 -

el i res,esuch that thia- entity wuulcl hava one lws claqs

e i ult
e bemg redmmed a$ i
‘ prmuumtﬂbepmdttbtheclsa . .
‘ ﬁcﬁqn, n the period of mdemphmn, prpht or lod ”fm the
' a ' aharehalderm(whuae shares are bemg use

payments on bﬂth pre
! therefore, they are hc-th presmted as aquuy

In uaLcuIatmg ‘profit or loss attributa table to orde shareho dm'p-
purposes, Campany X should not ded uct the 12 per cent
dating dfvﬂéﬂds for either the Seﬂes A or 8 '

& sl
- event oceurs, eg &f éﬁdjﬂ?fjf 5hares‘oulsstandmg that aeparatalﬁ
AT @fﬁﬂﬂnﬁ of W different busimesbea, Ccmpany A an

outstanding Company

ares, The terms of
41.2.2 Differences arising on the settlement of preference shape , 'bmy B shares béing redeemed pmwdc (Zw:nl;aan)tfl X w]tf;i t:: urliggt*tt:
| ; cretion, ‘
Differences may arise on the settlement of preference shares is the fc &.m the Company B tracking EI['IHI‘EE,]; att 11::“?]:;‘1“&1 Gl
ms, c'lrmmstances i mpany A tracking shares with a market p s ﬂmmb i bhe i
mium over the market price of the Company B tracking g
i As such, the fair value of Company A tracking. il
Eﬂfﬂﬂptmﬂ i Company B tracking shares will exceed the fair v ? e i
r&:\;‘iri(;r;}:fackmg bhzTEs by 15 per cent on the date the redemption
20

. when the Preference shares a

the consideration oyer l.he carrying amuunt repre-aents a retum tn
holders of the preference shares and is adjusted against refa
earnings in the period of fepurchase. This amount s deducted
calculating the ®arnings numerator for pasic EPS. [1AS 33:14)
excess of the carrying amount of the shares over the fajr value of th

consideration is added in calculating the earnings numerator for
basic EPs; [TAS 33: 18] and

Hdl; E.‘nlL E F’I .fIt I “I l.?uta.hlt. L“ Lh.e Cﬂ][lFﬂILy A
3

num

Example 4.1.2.28 |
m paid by a parent to redeem preference shares issued by a
um

mlmidmry il
2 d subsldlary Com
traded entity, has a wholly-owne
I)ptamnmpgnycf;; l::tl;hiyha: sreferent?e shares Dutﬁiﬂhd]n? h&l\:lE bgl{mi:rzt:
‘.uutsyide the ngr;up, that are classified as equy The pf}fﬁ;g s
redeemable at the option of Company § (with Company P’
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Whole ot in part, at va
o o

Je 4.1.2.3

s ing rate preference shares
43 [lustrative examples:Example 1]

D issued non-convertible, non-redeemable class A cumulative prefer-

shares of CU100 par value on 1 January 20X1. The class A preference
are entitled to a cumulative annual dividend of CU7 per share starting

e time of issue, the market rate dividend yield on the class A preference
was 7 per cent a year. Thus, Entity D could have expected to receive
ds of approximately CU100 per class A preference share if the divi-
ate of CU7 per share had been in effect at the date of issue.

consideration of the dividend payment terms, however, the class A
ference shares were issued at CUS1.63 per share, ie. at a discount of
§.37 per share. The issue price can be calculated by taking the present

i of U100, discounted at 7 per cent over a three-year period.

.asé the shares are classified as equity, the original issue discount is
rtised to retained earnings using the effective interest method and
as a preference dividend for earnings per share purposes. To caleu-
basic earnings per share, the following imputed dividend per class A
erence share is deducted to determine the profit or loss attributable to
prdinary equity holders of the parent entity:

Carrying Imputed Carrying Divi-
41, ) amount of class  dividend® amount of dend
2.3 Other effects of preference shares A ‘;,mmnce Cl;s o i
. shares on preference
The results for the period will also e adjusted f, 1 January shares
recognised in respect of preference shar, ] PEOR 31 December®
preference shares ma es classified 4 cu Ccu cu cu
the entity for selling t}): P;Um%e for a low initial dfvide 8163 5.71 87.34 -
in later periods mgcnri Searea. at' a discount, or an above-market dj | 20 87.34 6.12 93.46 -
premium, (These are < P in:'sate Investors for purchasing the shares IBXB _ 93.46 6.54 100.00 -
When such éhanes woélnhtr.f;es called increasing rate preference éh‘l ' "l o e = 1070 )
: d assifi : : ‘ : o 0
1ssue is amortised to retaj ified as equity, the discount or premium [ ‘f‘, At 7% N
ained earnings using the effective AL ." b This is before dividend payment.
a ' S| 1T e —

and treate
reated as a preference dividend for th |

carnings per share. [IAS 33:15] ¢ Putposes of calculating b

< 5

examples accompanyin :
. g IAS 33, illus . i ;
respect of increasing rate Preferenre sh:;t-:s the required adjustments in
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B6 Measurement

reclassified to profit or loss. An entity may choose to reclassify wihs
equity the cumulative gain or loss (which includes transaction cog

for example when the investment in equity instruments is dereeg
nised. [IFRS 9:B5.7.1]

(¢)  For financial instruments classified as at FVTPL, transaction costs s
immediately recognised in profit or loss immediately on inj Al
recognition, '

Transaction costs are defined as incremental costs that are directly attribe
utable to the acquisition, issue or disposal of a financial asset or a financig J
liability. An incremental cost is one that would not have been incurred "
the entity had not acquired, issued or disposed of the financial in.'_-:t'rumeﬁi:'_
[IAS 39:9] j
Transaction costs are interpreted as including fees and commissions paid.
to agents, advisers etc, as well as levies, transfer taxes and ‘dutie;f;\;:
However, debt premiums/discounts, financing costs, internal administra-
tive costs and holding costs should not be included. [IAS 39:AG13] In
practice, the interpretation of this definition may require significant judgéi
ment. A particular issue arises in relation to the treatment of origination
fees (see 4.1.3 below).

2.2 Settlement date accounting

The accounting for regular way trades is considered at 2.2 in chapter. I's.
When an entity uses settlement date accounting for an asset it is
subsequently measured at amortised cost, the asset is recognised initially
at the settlement date, but at its fair value determined at thetrade date
(discussed further in 3.5 below). Movements in fair valuebetiveen trade
and settlement date are not recognised (other than impaitment losses). For
assets measured subsequent to initial recognition at fair value, the change
in fair value between trade and settlement date is recognised in profit or
loss if the asset is measured at FVTPL and in other comprehensive income
if the asset is measured at FVTOCL. [IFRS 9:5.7.4]

3 Subsequent measurement

3.1 Financial assets

The classification of financial instruments determines how they are subse-
quently measured. As discussed in section 5 of chapter B2, IFRS 9 requires
financial assets to be classified into one of three categories: fair value
through profit or loss (3.1.1 below), fair value through other comprehen-
sive income (3.1.2 below) and amortised cost (3.1.3 below).
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i Financial assets at fair value through profit or loss
(FVTPL)

classified as at FVTPL are measured at fair value. G:ajnr-; arlmd losses
se s a result of changes in fair value are recognised ik Pmﬁt_ or loss,
except for those arising on derivatives that are designated in E‘fff-‘-k‘ﬂve cash
fow hedges or hedges of a net investment in a foreign operation. Chaptex

flo

g7 contains guidance on the appropriate determination of fair value.

nd losses that arise between the end of the last annual raepurting
and the date an instrument is derecognised do m:ft CDI"IStItI.l‘ItE a
separate ‘profit/loss on disposal’. Such gains and losses will havr.; arisen
‘1},‘,':10: to disposal, while the item is still being measured at FVTPL, and
should be recognised in profit or loss when they occur.

Gains 2
period

3.1.2 Fair vaine through other comprehensive income

| (FVTOLI)

1FRS 9 perimits certain investments in equity inﬁlrumc-:_nt‘s.thﬂt do nu‘::t‘ meet
the dfinifion of held for trading to be designated at initial rec?%rmtfon as.
a1 EVIOCL The Standard does not permit subsequent reclassification c.)f
smounts recognised in other comprehensive income and accumulate‘d; in
equity to profit or loss. This means that such amounts are not reclassified
when the financial asset is derecognised; it also means that assets are not
mqujred to be assessed for impairment because impairment l_nsse:v. woulf:l
not be recognised in profit or loss. Only dividends are recogmseld In pruf]t
or loss when the entity’s right to receive payment of the dividend is
established in accordance with TAS 18. [IFRS 9:57.6 and IAS 18:30(c)]
Because only equity instruments qualify for FVTOCI claﬁfuhcamm, there is
no interest to be recognised on an effective interest basis because equity
instruments are non-interest bearing.

. Instead of being paid in cash, a dividend may be structured so t‘:hat 11:
is payable in shares of the issuer. This is nften termed a St(,m..
dividend’, a ‘share dividend’ or a ‘scrip dividend’. When the divi-
dend is payable exclusively in shares of the issuer (i.e. there is no
cash or other settlement alternative), the investor does not mgan.:l the
dividend as revenue in profit or loss. Rather, the receipt of additional
shares in the issuer, from the investor’s perspective, is in the nature
of a bonus issue of shares whereby the investor’s economic interest

remains unchanged. The number of shares held by the investor
increases, but the value of its total interest is unchanged because its
economic interest is distributed over a greater number of shares (}'.e.\
the increase in the number of shares results in a concurrent reduction
in the value of each share).
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B6 Measurement

When the investor is given a choice of settlement between shares of
the issuer or cash (or another settlement alternative that is not shar
of the issuer) then the investor treats the dividend as revenue in
profit or loss when the dividend becomes unconditional from the
perspective of the issuer. Between the dates the revenue is recognised
and the date the holder makes its election of receiving further shares.
or cash (or another settlement alternative), this is likely to meet the
definition of a derivative that will be required to be measured at

FVTPL. A
When the dividend is structured so that it is certain that all share-
holders will decide to take the shares rather than cash (i.. the cash |
alternative does not have substance), the dividend is in effect a pure
stock dividend and should be accounted for accordingly. When the
market value of the share alternative is above the cash alternative,
the dividend is often referred to as an ‘enhanced stock dividend’, |
Careful judgement will be necessary, based on the specific facts and
circumstances, fo determine whether a dividend involving an

enhanced stock dividend is in substance a distribution to owners
recognised in profit or loss or a pure stock dividend. ‘ f

3.1.3 Amortised cost

The amortised cost classification category only applies to debt instrument
financial assets that meet the specified criteria in IFRS 9:4.1.2 (described i
more detail in 5.1 in chapter B2). Amortised cost measurement requires the
application of the effective interest method, as discussed in\seciion 4
below.

Gains or losses resulting from fluctuations in fair value ate hot recognised
for financial assets classified in the amortised cost category. However,
impairment losses are recognised “if, and only if, one or more ‘loss event’
occurs after initial recognition, which has an impact on the estimated
future cash flows of the financial assets that can be reliably estimated”
[TAS 39:59], which is discussed further in section 5 below. Reclassification
between the amortised cost category and FVTPL ca tegory is permitted
when, and only when, an entity changes its business model for managing
financial assets [IFRS 9:4.4.1] (3.4 below). :

3.1.4 Hedged items

[AS 39 includes specific requirements to be applied when accounting for a
financial asset that is a hedged item. These requirements are discussed in
detail in chapters B9 and B10.
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; ; L
,’!«-5 Instruments whose fair value is ‘unreliable
a1,

I [FRS 9 requires a financial instrument to be measured at fair value, there

:  exception from measurement on that basis is permitted. In all cases
no |

B@; value is deemed to be reliable.

31.6 Negative fair value

e IF U i

o ?lﬂ\e fair value of a financial instrument previously recogr_u.-aed as a
.ﬁhﬁcial asset falls below zero, it becomes a financial liability and is
:‘méasured as discussed in 3.2 below.

32 Financial liabilities

Financial liabilities are measured at amortised cost using the- effective
mst method (€¢e section 4 below), with the following exceptions:
[IFRS 9:4.2.1]

e finanial'liabilities at FVTPL (see 3.2.1 below);

fiaancial Habilities that arise when a transfer of a F'manci?al asset does
ot qualify for derecognition or when the continuing involvement
approach applies (see 3.2.2 below)

s written financial guarantee contracts not designated as at FVTPL that
are not accounted for under IFRS 4 [nsurance Contracts (see 2.3.3 'nf

chapter B1);

e commitments to provide a loan at a below-market interest rate (see
3.5 of chapter B1); and

o  hedged items (see 3.2.3 below).

3.2.1 Financial liabilities at fair value through profit or
loss (FVTPL)

Financial liabilities at FVTPL, which include those classified as held .f'or
trading and derivative liabilities that are not designated as effective
Hédging instruments, and those designated as at FV_TPL, are measured_ E:lt
their fair value with gains and losses recognised in profit or loss. Fair
value measurement is described in detail in chapter BY.

A consequence of including a financial liability in this catesory is that_ thle
effect of an entity’s own credit risk will be reflected in the entity’s
performance (i.e. profit or loss, or other compre.henlswe income). Fc?r
example, if an entity that has elected to measure its 1ssued._ debt at. fﬂqll‘
value experiences financial difficulties, it is likely to recognise a gain in

am




Bé Measurement

other comprehensive income or, in some specified, exceptional casgs ¢
profit or loss (see 7.1.2.5 in chapter B3) reflecting the instrument’s w
ing creditworthiness.

3.2.2  Financial liabilities arising on the transfer of a
financial asset

A liability may arise when a transfer of a financial asset does not qualj
for derecognition or is accounted for using the ‘continuing involvemey
approach. The approach required for measuring such liabilities is djgs
cussed in chapter BS.

3.2.3 Hedged items

[AS 39 includes specific requirements to be applied when accounting forg
financial liability that is a hedged item. These requirements are discussed
in detail in chapters B9 and B10.

3.3 Foreign currency

When a financial asset or liability is a monetary item foreign exchange
gains and losses should be recognised in profit or loss in accordance with
1AS 21 The Effects of Changes in Foreign Exchange Rates. Monetary items arg
defined as units of currency held and assets and liabilities to be received ox
paid in a fixed or determinable number of units of currency. [IAS 21:8i

3.3.1 Financial assets and liabilities measured at fuir value
through profit or loss

For financial assets and liabilities that are measured s at FVTPL, the
requirement to recognise foreign currency gains or losses is straightfor-
ward because all gains and losses are recognised in profit or loss as part of
the fair value gain or loss. The fair value is determined firstly in the
foreign currency in which the item is denominated and that foreign
currency amount is subsequently translated into the entity’s functional
currency using the closing rate. The accounting treatment is the same
irrespective of whether the item is monetary or non-monetary.

3.3.2 Amortised cost

For financial assets and financial liabilities measured at amortised cost
(which will only include monetary items), foreign currency gains or loss
are calculated by determining the amortised cost in the foreign currency in
which the item is denominated and the foreign currency amount is
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ubsequently translated into the entity’s functional currency using the

rate. This approach applies to both financial assets and financial

Josses are recognised in profit or loss.

3.3.3 Exceptions

IAS 21 specifically excludes from its scope the measu.rement“ of foreign
currency items that are subject to hedge accounting be:.:ause TAS 39 is more
gpedﬁc. If a financial asset or financial liability is desngmtedvas a hedged
item in a fair value hedge of the exposure to changes in foreign currency

rates under TAS.39, the hedged item is remeasured for changes in foreign

currency rates'even if it would otherwise have been hrecagnisled using a
ﬁfstbrical vate’under 1AS 21. [IAS 39:89] This exception al:?phes to non-
monetayhitems that are carried in terms of historical cost in the foreign
currahcy and are hedged against exposure to foreign currency rates. [IAS

22:23(b))

Foreign currency gains or losses on monelary ite.ma are recognised. in
profit or loss except if the monetary item is designated as a hedging
instrument in either a cash flow hedge (see 2.2 in chapter B9) ora hec.l‘ge of
a net investment (see 2.3 in chapter B9). [IFRS 9:B.5.7.2]

[FRS 9 allows investments in equity instruments not held for h:ading to be
designated as at FVTOCIL. When the investment is denorr'unated in a
foreign currency, the fair value is determined first in the foreign currency
in which the item is denominated and then the foreign currency amount is
translated into the functional currency using the closing rate, The gain or
loss femgnised in other comprehensive income will include the part tl'lf':\ﬁ
relates to foreign currency translation. The foreign currency element will
never affect profit or loss because, under [FRS 9, no amounts accumulated
in equity related to equity instruments designated as at FVTOCI are
permitted to be subsequently reclassified to profit or loss.

3.3.4 Summary of foreign currency accounting

A summary of how foreign currency is treated for the various financial
asset classifications in IFRS 9 is set out in the following table.
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tedeing more than one risk
instrument is often designated as hedging one risk only.

a hedging instrument can be designated as hedging more than
]

oks being hedged can be clearly identified;

s effectiveness of the hedge can be demonstrated; and

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

1

allows the use of one instrument to hedge more than one risk.
ency interest rale swaps are commonly used to swap foreign
variabls ate debt back into functional currency fixed rate debt,
sfeign currency fixed into functional currency variable (see

chapter B9 for further guidance).

2
w1 Hedging multiple hedged items

39 provides limited guidance on how to assess hedge effectiveness
an entity uses a single hedging instrument to hedge multiple
items. There are many instances where an entity could use a single
ive financial instrument to hedge one risk (say foreign currency
k) or multiple risks (say foreign currency risk and interest rate risk)
ere those risks reside in more than one hedged item.

)
\QO

30:1G.F.1.13 provides an example of an entity hedging two hedged
¢ for the same risk. The example describes a Japanese Yen functional
ency entity that has a 5-year floating rate US$ liability and a 10-year
ed rate £-denominated note receivable and chooses to hedge both items
th a single foreign currency forward contract where it will receive US$
and pay £ in five years. Because the principal amounts of the asset and
}iﬂb‘ﬂity when converted into Japanese Yen are the same, the entity
designates the dual foreign currency forward contract as hedging foreign

currency risk for both items. Even though foreign currency risk is defined

b;y reference to the entity’s functional currency, and the foreign currency
forward contract does not have a cash flow in the functional currency (i.e.

*
Japanese Yen), the foreign currency forward contract may still be desig-

| nated as hedging both foreign currencies as the exposure to both currencies
entered

has been eliminated by the forward. Put another way, if the entity
~ into a receive US$ pay Japanese Yen forward, and a receive Japanese Yen
pay £ forward, each forward could have been designated separately as
hedging the foreign currency risk of the liability and asset respectively, the
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fai
aa;i'n \;; Lufof,fv t.‘;i-lt:w Ja;:ianese Yen legs would offset each other per
kil Yenuf rec;we USs$ E&ay £, the receive Japanese Yen |o
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e e the fair value of both legs offsets to zero, ng .
w— Hng an'd me‘asurmg hedge effectiveness with a single i
th:e l;c dl;:;:g WIH‘ negd to impute the two notional Japanese Yen 1
e hmg;ﬁ ” z;;lnatlmn in order tc? determine the hedge effect'ivene:;
W ;jmgnf:unl‘ency risk. Imputing the two notional casho
g de. _ge-e ectiveness is permitted because doing so d i
e any additional cash flows as both notional cash fl o
er perfectly. e

;:S i:: g’ 12?‘27: Lhe IFR;F (now the IFRS Interpretations Commit

‘::‘[eriv-a-ti:re ij;c bn i tice on hedging multiple risks with a
inter lx'etaﬁ ‘ ﬂﬂ-t}iﬂl AR e RIC recognised that IAS
noﬁoi ik Vt; E:ldange does r‘e'stflt in an entity needing to impute ;
P m'ulti i : means of splitting the fair value of the d‘eﬁV3ﬁ"‘
IFRIC Cmi’jﬂﬂi‘;‘lﬁ:ﬁﬁgm order to assess hedge effectiveness. T ¥
= 2 5 was acceptable i i i e
:ﬁ::?ﬁsa bc;c'?-me e m,nd“Sion didpnnt cnr?ﬂ?:ff E:;?::gI;E‘Sd %Eféﬁg?l
bl resill-?':; ;:- an{enl_"tt:y from recognising embedded dEt‘iVatiw;?j
P fﬂqhﬂ f;':xin::::: lElennph-elai.-s» added in the July 2007 [FRIC
B I G 0 not contractually exist. The IFRIC’s
;‘i:g‘;:‘;rﬁ‘n: t;E i mg"hhghts thit, should any zntity needE ::RSIIEM? |
d.erivati'vg i ]er:;«a‘twe for assessing hedge effectiveness when :
g nbt?- ?eugim& multiple risks, then the process of splifiing

S esult in Emy new cash flows or any new risks ari a.-" !
were not evident in the contractual terms of the de‘_«,;,l;i;;ng‘ 1

!

( Example 3.1.1A

Hedging a net investment i
L enf in i . :
isstied dabt a foreign operation and interest rate risk of

Parent I, a € i
nﬂt:; l‘:x:d& F":"CE‘?nal currency entity, has issued a €100 million denomi &
Functidnal éuﬁei Cyd;; F‘amm P consolidates Subsidiary 5 al US duﬂs;

T neign operati : L HUEE )
million. Parent P's objective isl:n ge;”;‘e:“'ﬂh opening net assets of US$300 ]
(i) the foreign currenc |

. v risk of part of its fore . .
equivalent of US$150 million net assels); at:?;f B e g

(i) Fhe fair value due to changes in interest rates on its
interest rate risk on €100 million), | 1

issued debt (being

In ord 5 i i
s : me; fa rnjnéu'gtxse tram.?mun costs, Parent P enters into a single deriva
eceive € fixed on €100 million, Pay US$ 3m-US$ LIBOR gn U%iﬁ(;

Q

t‘m\ |
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I Receive 3m-EURIBOR on €100m, Pay 3m-US$ LIBOR US$1S0m

| 3
ac

[ 'E’m ample 3.1.1B
{| Hedging cash flow variability of both an asset and liability

| is considered a closely related embedde

Hedging instruments B10

. with the fair value of the cross-currency interest rate swap equal to
¢ the transaction date (i.e: the derivative is on-market).

¢ ' designates in the consolidated financial statements the cross-
¢y interest rate swap as a hedge of the foreign currency risk of
diary 5's net assets equal to US$150 million and the fair value interest
risk on €100 million of its E-denominated debt.

order to assess hedge effectiveness for net investment hedge and fair
ue hedge, Parent P notionally splits the derivative into the following:

Receive fixed €100m, Pay am-EURIBOR on €100m (notional derivative
1); and

W
(notional derivative 2).

Parent P fair values the two notional derivatives at inception and both have a
e value of zére so the sum of the fair values equals the fair value of the
fual contrictual derivative. Each period, the notional derivatives are fair
nd measure hedge effectiveness and to ensure that

valued m oraer to assess a
ual contractual

he suiv-of these fair values equals the fair value of the act
d=-ivative entered into.

=

Bnut'y B, a Sterling functional currency entity, has issued 3m-LIBOR £200
million denominated debt and has an investment in-an inflation-linked bond
a notional of £200 million (the inflation linkage

that receives 3% + UK CPTon
| d derivative). The asset and liability
have the same five year maturity.

Entity B's objective is to hedge the cash flow variability on both its asset and
its liability. In order to minimise transaction costs, the entity enters into
5-year Receive 3m-LIBOR £200 million Pay 3% + UK CPI £200 million and
designates this basis swap as a hedge of the cash flow variability of both its

assets and its liability.

In order to assess hedge effectiveness, Fintity B notionally splits the deriva-

tive into the following;

(i) S5-year Receive 3m LIBOR £200 million, Pay 6% £200 million (notional
derivative 1); and

(i) Receive 6% £200 million, Pay 3% + UK CPI £200 million (notional

derivative 2).

Entity B fair values the two notional derivatives at inception and both have a
fair value of zero so the sum of the fair values equals the fair value of the

» actual contractual derivative, Each period, the notional derivatives are fair
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valued in arder to assess and measure hedge effectiveness and 1o ensure

derivative entered into,

Example 3.1,1C

Hedging cash flow variability of both a foreign currency sale and pur

Entity C, a Euro functional currency entity, has forecast sales in US do
and forecast purchases in Japanese Yen. Entity C enters into a series

lapanese Yen and pays a fixed amount of US dollars every month. The faj

currency cash flows of its US dollar sales and Japanese Yen purchases,

tive inlo the following:

(i)  receive fixed amount of Japanese Yen, pay fixed amount of Euro
(notional derivative 1); and
(i) ~ receive fixed amount of Furo, pay a fixed amount of US dollars

(notional derivative 2),

Entily C fair values the two notional derivatives at inception and both have a
fair value of zero so the sum of the fair values equals the fair value of the
actual contractual derivative. Each period the notional derivatives are fair
valued in order to assess and measure hedge effectiveness and to ensure tlﬁti
the sum of these fair values equals the fair value of the actual contractual
derivative entered into.

If the hedyge is highly effective, the effective gains/losses on the series of
forward contracts will initially be recognised in other comprehenzive ncome
and will be reclassified to profit or loss when the sales and pratirases affect
profit or loss. It should be noted that the ti ming of the impact to profit or loss
of the two hedged items may differ. This is because purchases would
normally result in recognition of inventory and the sale of the inventory
acquired in Japanese Yen could occur in a period after the sales in US dollars.
The entity must allocate the fair value gains/losses accumulated in equity to
the two individual hedge relationships so it can determine the appropriate
amount to be reclassified to profit or loss when the purchase or sale affocts
profit or logs,

the sum of these fair values equals the fair value of the actual contractyat

foreign currency forward contracts under which it receives a fixed amount q

value of each forward contract is zero at inception as the terms are on-market |
at that date. Entity C's objective is to hedge the variability in functional |

In order to assess hedge effectiveness, Entity C notionally splits the deriva.

Hedging instruments B10 l

fity's functional currency. Taking EJFamplg 3.1.1A ?l:ﬁve, | tti“l;e
1al legs introduced are in the functmna]\ currency of the EIT hy, |
i nm which is a reference point that is specific to the entity; the
3 Bu ' of reset of EURIBOR on the notional leg is Eq:uall to "the
u';tlc}’ of reset on the US$-LIBOR leg of the actual derwaﬂ?re.
g Zampl'e 3.1.1B above, the notional legs ‘intmdtfceg .eu; ':1;‘2
torling fixed rate for a 5-year interest rale swap price -‘qme :
E“ﬁf’g;er]i:ig 5-year LIBOR curve. In both examples, it wnuld.;:-e f}u::: eg\g},
@bie to impute notional legs which, al’chough- they gfxul E.‘.i. 5 s
5y et would introduce an unrelated risk (say equity prices 0
‘f‘gmglated currency).

If a single hedging instrument is desi:gnated as a hec;gc; t:jf m;rgezf;a;
 one risk, the hedge accounting criteria must be saﬁ.a e n: ::n r;; e
4l the designated hedged fiﬁ'ks.d].f thehcréten;cz::ﬁr:‘;; 1;1:;2 o m}:t =
( « risks being hedged, no hedge unting trez |
" :flsxzdmff;? fv,t';eS;:riod. ?f cmegdesignation fails to meet the eﬁectwle‘;
| ‘ng‘s.s tait or no longer exists, continuing h'edge aqcuunhngt;in wp::ne
rebiili in split accounting for the hEdg‘if‘lg x'n'sfmment, tr;e‘zh i i
Lart as a hedge and the other as a trading instrument wiu 0

pemﬂtted.

32 Hedging with more than one derivative

Two or more offsetting derivatives, or proportions thereof, cm&fi '|(c)):..n;g
it sing instrument if none of them are a writte

designated as a hedging ins : ke g

wrif:n option. [IAS 39:77] Further, when hedging fomgrln mrrenq; 1m“

two or more non-derivatives (or proportions) or a cur?‘lbu}atmr:: 0l mcm

derivatives and derivatives can be viewed in combination. Comm

I ff 3 d [ cd % n
5 a hn wh 3 hmv i yre Off= Ett" er ahvc ATE ISi{oga] t 1T

combination as a hedging instrument are:

when an entity issues fixed rate debt, swaps the entirety of the debt

’ i p ins nit's
instrument to floating, and then re-fixes some of the instrume

cash flows;

Judgement is required in determining what is an appropriate split
when allocating the fair value of derivatives to multiple hedged
items for assessing hedge effectiveness. It would not be appropriate
to create multiple notional derivatives which introduce notional legs
over risks which did not exist in the contractual derivative or are not
specific to the entity entering into the transaction, for example the
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inati 5 eign cur-
when an entity uses a combination of long and short _fnruf -
- its inves orel
rency forward contracts to hedge its net mvesl'menFs k]T'I a p Ii :
ation (e.g. when it manages foreign currency risk on the
L2 =%

oper ‘ o
i i > of those net ass
foreign operation where the value ¢

assets of the :
changes on a frequent basis); and

when an entity uses a combination of a basis swap :mcl a flPanr;g to
fixed interest rate swap if there is not enough liquidity directly to
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==
6 Offsetting financial assets and financia]

liabilities
6.1 General principle

IA5 32 requires that a financial asset and a financial liability should be
offset as a net amount in the statement of financial position when, and
only when, both of the following conditions are satisfied:

e the entity currently has a legally enforceable right to set off the
recognised amounts of the asset and liability; and

e the entity intends to settle on a net basis, or to realise the asset and
settle the liability simultaneously. :

In the case of a transfer of a financial asset that does not qualify for
derecognition under IFRS 9, the entity should not offset the transferred
asset and the associated liability (for further details on derecognition refer
to 3.3 in chapter B8). [[AS 32:42]

When offset is applied, the entity has the right to pay or receive a single
nel amount in relation to the two instruments, and intends to do so;
therefore, in effect, the entity only has a single financial assel or financial
liability. If the conditions for offset are not met, the two financial instru-
ments are presented separately. Whether or not a financial asset and a
financial liability are offset, they should be measured in accordance with
the normal measurement principles with respect to financial assets ana
financial liabilities.

It should be noted that offsetting a financial asset and a finandial liability
(and the consequent net presentation in the statement of fiantial position)
is different from derecognition of those financial instruments. In contrast
to offsetting, derecognition of a financial asset or a financial liability not
only removes the financial instrument from the statement of financial
position, but also may give rise to a gain or loss on derecognition. [IAS
32:44] Offset does not result in the asset or liability being removed from
the statement of financial position, but in net presentation of the asset and
liability as either a net asset or a net liability. A gain or loss does not arise
because of the offsetting requirements, although it may arise because of
the measurement requirements applicable to the asset or liability, respec-
tively.

In December 2011 the IASB issued amendments to IAS 32 Offsetiing
Financial Assets and Financial Liabilities. Concurrently the IASB introduced
new offsetting disclosures by amending IFRS 7 which is described in 6.8
below. The amendments to [AS 32 introduce further application guidance
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which was intended to address inconsistencies in .'iapplyirilfg snmfi 0:‘ the
offsetting criteria. This included Elarifying the meamn1g of 1LUITEl':t‘y tatsn :
Jegally enforceable right of set-off’ and that some gross Sf:tt eTneT; Bsy:qr ;:EEE
may be considered equivalent to net settlement, [TAS 32:BC78]
ammdment:a are reflected in the sections below.

The amendments to TAS 32 are effective for annual perilods begmrfmghm';
or after 1 January 2014 and must be retrospectively ﬂ}_’)plled. An entity t :ia
early applies the 1AS5 32 amendments must‘ state Lhr-. fa‘act and also early
apply the IFRS 7 amendments at the same time. [IAS 32:971]

6.2 Legal right of offset

The first part of the offset criteria is that the reporting entity :CUITE:-!I'lﬂ.y has
a legally enforceable right to set off the recognised amounts” [IAS 32:42]

IAS 32 defines the right of offset as a debtor’s legal rig_hi, by contract or
otherwise, {o_settle or otherwise eliminate all or a portion of an arnm?nt
due to areditor by applying against that amount an amount fiue from t}w:
credifosBecause the right is specifically a legal right, the .mr_curlns_tameb
tHatgive rise to such a right will vary from one legal Ilum-sdlchur; to
another. Thus, for each relationship between the two parties '(the de #ur
and the creditor), it will be necessary to consider the particular laws

applicable to it. [IAS 32:45]

The amendments to IAS 32 acknowledge that a right of set-off may Il::e
currently available or it may be contingent on a future gvent (for ex?mp ef
the right may be triggered or exercisable only on the occurrence of s;:)r;e‘
future event, such as the default, insolvency or hankru_ptcy of one of the
counterparties). Even if the right of set-off is not contingent on a F.utu.rc
event, it may only be legally enforceable in the normal course of bu::.u_\ess.;
or in the event of default, or in the event of insolvency or bankruptcy, 0
one or all of the counterparties. [IAS 32:AG38A]

The Standard makes clear the characteristics that a currentiy leg_ally
enforceable right to set-off the recognised amounts should have. T'he right

of set-off:
[1AS 32:AG38B]

(a) must not be contingent on a future event; and
(b) must be legally enforceable in all of the following circumstances:
(i) the normal course of business;
(i) the event of default; and
(iii) the event of insolvency or bankruptcy
969
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of the entity and all of the counterparties,

The nature and extent of the right of s i
ki 5 € Ti set-off, including . M
mhi;lf;it.:vt:; 1:*-. e;afr«l:me and whether it would remain in t'hi ::éztcg? d
b fgen C(m};m uu:{:?kr_up“tcy, may vary from one legal juﬁsdjcﬁ?
P L a]V : h)]z, it Li:\l'_l.['lDf bp assumed that the right of set
e theyb.m ;:1 a e. out_mde of the normal course of Izusines-ﬂ&
2 ,.e_.;'triéf chﬁ Ir:zp;cy or 1_rjéolveency laws of a jurisdiction mayl rs" |
o dm;mﬁfc ;q o“ X;t_:r.t in the e\:’ent of bankruptey or i.nsnlseﬁ r
s br - 2,AG3'8C1 The reference to default, insolv
b : - oad and are intended to describe scenarios w.h o
fnot or cannot perform under the contract. [IAS 32:BC8]| N

The laws applicable to th :
e relationships between the parti
AR » & " C '_‘ 5 ¥ N
;:25:1;‘:1.1&1 PITOI;’ISIUTIS, the laws governing the CDntFr’;::‘tle;r(f:;: f..):ial'fnplﬁyj
solvency or bankruptcy laws applicable 4L Or the defaulty
- . pplicable to the parties) ne
ﬁz:::d;ercd to ascertain whether the right of seboft 3;1;‘:::; ll-ul;':ld “m be
i"%l}vﬂ: course of business, in an event of default e t;?: e in ﬂw
: £ ;ﬁ"”‘c?’ (&) bankruptcy, of the entity and all of the counte Fv‘em o
specified in AS 32:AG38B(b)). [IAS 32:AGaSD] s (@

The amendments to TAS 32 in this area a ] ‘

i S ‘ 15 area arose following feedback on =
th;; c;f:t::zs dﬁr‘aﬂ that lteveajeﬁl ‘h‘xC‘DnsistenCi,trs in the ippﬂi:a:ic‘ol;?:; 4
it demg_ IAS 32 the IASB made clear that where |
bl Egcm; s, 1t a mntmgcnlt event occurs it is not accepfable to
gt iq, nmc d;-z.-_-af-. sd and financial liabilities. Fven where the right in 3
g ,;_,-P‘P]y i 31}3;“" eljt on a ccznﬁngent event the right to sot-off
Ty L reumstances, i.e. not just in the normal cm.‘r'se‘.clif ‘
g i n:u ;‘l :;;Il;n:ﬂtcﬁ, defa‘p.ll or insn[v‘enéy. iy means

C : . S g

counterparty) ceases to operate a:E: g“;il:r;c:::;:zpmhng Eﬂﬁ"y '(m

Uncertainties ab

laint bout the amount to be paid

g e paid (and/or received

P a;]‘ a..rr?_nggment _do not preclude an entity from currfcnl'l) '-‘;‘ de'r i

m;i * gef:durwablle nght‘tn set-off. Similarly, the passage ;c:f Zm:‘iﬁ i
§ ' a contingent right that would prevent offsetting. [IAS 32‘BC8;3]

For e i -

mnwx;;:fﬁ ;ft?-, ;_-c;fwable and payable are contractually due on the

oy rfg;ﬂﬂ)m;ﬁ);gfable rtight Lo set-off on that date, the

: ‘ P -ntorce net settlement (and p i

;12101:11"?-;?;& :;]flﬂemelnt) prior to that date does not g:rrevf:;? ::e;;st;:gﬁ

s nﬂ:e :e::f!welub]e and payable are not due. However in

iy Iset criteria to be met the reporting entity must be ":ble
nstrate that there is a currently enforceable right to set—nfl: the
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.ognised amounts on the settlement date which would apply in all
nstances, i.e. in the normal course of business or in the case of

jefault, insolvency or bankruptcy of either party.

riod when amounts are

the right of set-off is not exercisable during a pe
and payable, then the entity does not meet the offsetting criterion as it

'\ s no right to set off those payments. [TAS 32:BC84] For example, a right

off the recognised amount that only applies say at the reporting
riod(s) would not meet the

gimilarly, a right of set-off that could disappear or that would no longer be
enforceable after a future event that could take place in the normal course
the event of default, or in the event of insolvency or

of business or in
pankruptcy, syelias a ratings downgrade, would not meet the currently

legally enforéeiible criterion in IAS 32:42(a). [IAS 32:BC84]

In safme circumstances, the debtor may have a legal right to apply an
amlomnt due from a third party against the amount due to a creditor
arovided that there is an agreement between the three parties that clearly

establishes the debtor’s right to offset. [IAS 32:45]

Legal rights do not need to be established in a single document
between the three parties. For example, a debtor might obtain set-off
rights separately from the third party and from the creditor. In
establishing the validity of the legal right to set-off, it is necessary to
understand the terms of the particular confracts, as well as the
context within which set-off is to be applied. The legal right to set-off
could, inter alia, be evidenced with reference to a legal opinion, or be
established by statutory or regulatory provisions which have been
clearly demonstrated as applicable to and governing the particular

transaction.

Assessing whether the entity has a legal right to set off the recog-
nised amounts is independent from assessing how the reporting
entity intends to settle the arrangement. The requirement to have a
currently legally enforceable right to set off the recognised amounts
in effect means that the reporting entity can enforce settlement of the
net amount and can do so in all situations (i.e. the exercise of this
right is not contingent on a future event). The Board clarified in the
Basis for Conclusions that the ability to exercise this right 'is assured’
[IAS 32:BC86]. This right must exist and be assured irrespective if the
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B12 Disclosure

El'lflt'y‘ does not intend to settle the net amount, but instead ¢,
pf.-r.m;tted by IAS 32) intends to settle the asset and liabilit ? 'ﬂ‘d i
neously (see 6.3 below). .

For a discussion of considerations surrou

; ndi asre ing r
refer to 6.6 below. i T

6.3 Intention to settle on a net basis, or to realise the 3
and settle the liability simultaneously ass%

The second part of the offset criteria is that the
settle on a net basis, or to realise the asset and
neously’. [IAS 32:42]

) 0
reporting entity ‘intends to
settle the liabjlii-_y simultﬁ__{'

The exiz_:tenc-:- of the legal right of offset (while it
i;?nd obligations and may affect its credit o
t;::_" ?iféﬁt:?gﬁw??n there is a legal right, and an entity intends to exercige
oltset (i.e. to settle net), or to settle simultar l '

! ,Or to g * simullaneously, the enti
in effect, exposed to a n i e e |
; E ? a net amount, which reflects the timi the
o B . ; etlects the timing of he
expected cash flows and the risks to which those cash flows areixpo-‘:h;
: s are se

] 2 ; 3 e D.F ¢ F]n ,n('_‘l.':ll ]_nSt]

affects the enlity’s tights
xposure) is not sufficient in 1th]}

T o .
- i Imltc_}?t@n by one or both parties to settle on a net basis without the
! gﬁ righ tlml dg ?0 15 not sufficient to justify offsetting a financial asset anq
a tmancial hability. This is due to the f; : 3
inan ty : e fact that the legal riphts.a
c.'bh,g.afltms pertaining to the individual financial assatsgand g’*"T ﬂﬂd
liabilities are not altered. [TAS 32:45] . Rt

Intention may be demonstrated throu
ti'ons that are not contradicted by past experience or other relevant
z«;x};‘n;iiar:ceq(eg normal business practiées, requirements of finan-
e ‘e = cireumstances that limit the ability to settle net) and also

ﬂyq‘ : q_:f 1§1t(: accgunt' reference to the entity’s risk management
5.:&1:::1‘:;11 :pp;rogaj‘?fate. There is no requirement for an assessment of
i .r }:3 party .':'m'tEnt, ‘I'lt”!WE\':.E'r, if the counterparty was able to

g € Teporting entity’s right to enforce the set-off of the

recognised amounts this prey porti
. i s prevents the reportin i ing
the offset criteria, i T

gh management representa-

Example 6,3
Offset; unmatched payments and receipts
Assume that the legal right of offset exists in the following scenario.
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Company X owes Company Y four payments of CU10 million each at the
A end of each calendar quarter (31 March, 30 June, 30 September, 31 Decem-
| per), totalling CU40 million. As part of another contract, Company Y owes
Company X two payments of CU15 million at 30 June and 31 December,

| totalling CU30 million.

b The intention to settle simultaneously can only be demonstrated in respect of
the 30 June and 31 December cash flows. At the beginning of the year,
Company X will, therefore, reflect a financial liability of CU20 million (being
the 31 March and 30 September payments) and a separate financial asset of
CU10 million (representing the difference between the CUL0 million payable
and CU15 million receivable from Company Y on 30 June and 31 December).
Although Company X's net position over the whole year is a financial
liability of CUI0 million, because it cannot demonstrate the intention to
settle net or simultaneously for all payments, the criteria for offset are not
satisfied in respect of those unmatched payments and separate presentation
is required. Company Y correspandingly has an asset of CU20 million and a
liability of CL'IR million.

It ie common for entities to have amounts on deposit with a financial

sasttution and simultaneously have a drawn-down borrowing facil-

ity, sometimes referred to as an ‘overdraft’, with the same financial

institution. The entity has a separate financial asset and a financial

liability with the same counterparty. It is usually not possible to
achieve offset for the asset and the liability because, in most cases,
the entity cannot assert that the asset will be used to settle the
liability. The asset will rise and fall as the entity places further cash
on deposit or withdraws cash to settle other obligations. Although
the asset at the réporting date could be used to settle the overdraft,
the entity cannot claim offset because the entity does not have the
intention at the reporting date to settle the overdraft liability with the
deposit asset. Rather, the entity’s intention is to use the deposit asset
at the reporting date, and potentially draw down more borrowings if
needed to meet its working capital needs.

The amendments to 1AS 32 clarified when simultaneous settlement of
gross amounts can meet the second part of the offset criterion in TAS 32:42.
This will be the case where the gross settlement mechanism has features
that eliminate or result in insignificant credit and liquidity risk, and that
will process receivables and payables in a single settlement process or
cycle. For example, a gross settlement system that has all of the following
characteristics would meet the net settlement criterion in [AS 32:42(b):

(a) financial assets and financial liabilities eligible for set-off are submit-
ted at the same point in time for processing;
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