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e the number of inches of rainfall or snow in a particular areg;
e temperature in a particular area or for a specified period of time; and

e the severity of earthquakes.

If these contracts are not within the scope of IFRS 4, and they meet the
definition of a derivative in chapter C4, they are within the scope of IAS 39.
[IAS 39:AG1]

2.3.9 Instruments issued by Real Estate Investment Trusts (REITs)

In January 2010, the IFRIC (now the IFRS Interpretations Committee)
issued an agenda decision on IFRS 4 and IAS 32, Scope Issue for
Investments in REITs. In some jurisdictions, a Real Estate Investment
Trust (REIT) is a tax or regulatory designation used for an entity
investing in real estate that meets certain criteria, for example to attain
preferential income tax status. The contractual terms of the ownership
units of some such REITs require them to distribute 90 per cent
of their total distributable income; distribution of the remaining
10 per cent of distributable income is at the discretion of management.
The IFRIC received a request to provide guidance on whether the
discretion to distribute the remaining 10 per cent of total distributable
income met the definition of a discretionary participation feature as
defined in IFRS 4. If the discretionary participation feature definition is
met, IFRS 4 permits the ownership units to be classified as liabilities,
rather than assessing the instrument for financial liability and equity
components in accordance with 1AS 32.

The IFRIC noted that the objective of IFRS 4 is to specify the
financial reporting for insurance contracts and that the definition"of
discretionary participation feature in IFRS 4:Appendix A requires,
among other things, that the instrument provides the holder with
guaranteed benefits and that the discretionary participation feature
benefits are additional to those guaranteed benefits. Further, the
IFRIC noted that there must be guaranteed benefits to the holder for
the definition to be met and that such guaranteed benefits are typically
those present in insurance activities. The IFRIC noted that providing
guidance on this issue would be in the nature of application guidance,
rather than interpretative guidance. Consequently, the IFRIC decided
not to add the issue to its agenda.

2.4 Contracts for contingent consideration in a business
combination

Under IFRS 3(2008), contracts for contingent consideration which meet
the definition of a financial instrument are within the scope of IAS 32,
IAS 39 and IFRS 7 for both the acquirer and the seller. Paragraph BC349
in the Basis for Conclusions accompanying IFRS 3(2008) states that “the
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boards noted that most contingent consideration obligations are financial
instruments, and many are derivative instruments”.

However, if an entity still has contingent consideration balances arising
from business combinations for which the acquisition date precgded the
adoption of IFRS 3(2008), such balances are subject to the requirements
of IFRS 3(2004) and, therefore, are not within the scope of IAS 32, IAS 39
or IFRS 7. This exemption only applies to the acquirer and not to the seller.

2.4-1
Contracts for contingent consideration in a business combination

A seller's contract for contingent consideration is within the scope of
IAS 32, IAS 39 and IFRS 7. The seller will recognise a financial asset
arising from the contract for confingent consideration. The measurement
of this finanaial asset will depend on the facts and circumstances of the
contractus! arrangement. Because the cash flows under thelcontract for
contingent consideration are often derived from an underlying such as
the future performance of the entity that has been sold, the asset will
cfter.meet the definition of a derivative in its entirety (see chapter C4)
and will therefore be measured at fair value through profit or loss.
Alternatively, the contingent consideration asset may be partly a loan
and receivable measured at amortised cost to the extent that part of the
consideration is not contingent with a non-closely related embedded
derivative measured at fair value through profit or loss (see chagter C5)
if the whole contingent consideration is not designated as at fair value
through profit or loss at initial recognition.

2.5 Contracts to buy or sell non-financial items

IAS 32, IAS 39 and IFRS 7 deal primarily with contracts that are f@nancial
items; however, they also capture some contracts to buy or sell non-financial
items. Contracts to buy or sell non-financial items that can bg seftled net
(either in cash or by exchanging financial instruments) are within the scope
of IAS 32, IAS 39 and IFRS 7 unless they were entered into, and contlnge
to be held, for the purpose of the receipt or delivery of the non-financial
item in accordance with the entity’s expected purchase, sale or usage
requirements. [IAS 39:5]

2.5.1 Net settlement

Net settlement can be in cash, another financial instrument, or by exchanging
financial instruments. It can be achieved in many ways: [IAS 39:6]

(a) the contractual terms may permit either party to settle net in cash or by
exchanging financial instruments;
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(b) settlement may not be explicit under the terms of the contract, but

the entity may have a past practice of net settling similar contracts
(see 2.5.3);

(c) for_similar contracts, the entity may have a past practice of taking
delivery of the underlying and selling it within a short period after

delivery for the purpose of generating a profit from short-term price
fluctuations or from dealer’s margin; or

(d) the non-financial item that is the subject of the contract may be readily
convertible fo cash.

2.5.2 Non-performance penalties

The terms of a contract need to be evaluated in detail because net
settlement provisions may be implicit rather than explicit.

A non-performance penalty in a purchase order, when the amount of the
Penalty is calculated by reference to changes in the price of the item that
is thfe lsubject of the contract, is an example of an implicit net settlement
provision.

2.5.2-1

Non-performance penalty equivalent to net settlement — example

Entity A enters into a forward purchase agreement with Entity B to buy
100 units of a commodity at CU1.00 per unit. Entity A defaults on the
forward contract when the prevailing market price of the commodity is
CUO.75 per unit. Under the terms of the contract, Entity A is required to
pay Entity B a non-performance penalty of CU25, i.e. 100 x (CU1.00

— CUO0.75). The non-performance penalty represents an implicit net
settlement provision.

Conversely, fixed penalties or normal handling fees do not amount to net
settlement.

2.5.2-2

Non-performance penalty not equivalent to net settlement -
example

Entity A enters into a contract to purchase wheat which will be used
in its manufacturing operations. The delivery contract requires a
non-performance penalty of CU1 million if Entity A fails to take delivery
of the wheat. This is a fixed penalty and does not provide for net
settlement because the amount of CU1 million is not based on changes
in the price of wheat (the reference asset).
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2.5.3 Past practice

Contracts where there is a past practice of either net settling or purchasing
and selling the underlying within a short period after delivery with a view
to making a short-term profit (i.e. (b) or (¢) in the list at 2.5.1) are always
within the scope of the financial instruments Standards. It cannot be argued
that such contracts have been entered into and continue to be held for the
purpose of the receipt or delivery of the non-financial item in accordance
with the entity’s expected purchase, sale or usage requirements, because
the entity’s activities clearly indicate that this is not the case.

2.5.3-1
Rolling contracts until physical delivery — example

Entity C is in the business of milling maize and using it in its production
process. Entity C's procurement strategy for maize includes purchasing
futures on-afutures exchange. Due to the significant quantity of maize
needed; Entity C enters into forward purchases of maize to secure the
levelreguired for the running of its business. The intention at the outset
is(te take physical delivery of the maize under these contracts.

'n January 20X6, Entity C secures maize for its 20X6 requirements. The
longest available maturity of maize futures contracts is to July 20X6.
Entity C’s purchasing policy requires it to secure maize at least for
nine months, i.e. as far out as September 20X6. Accordingly, Entity C
enters into a larger number of July 20X6 contracts with a view to rolling
some of them to September 20X6. .

In April 20X6, Entity C will close out some of its July 20X6 futures at
market value at the time, and take out September 20X6 futures. As
a result, Entity C will take physical delivery of the maize under the
September contracts only.

Entity C's practice of net settling some ofits July futures contracts (i.e.its
practice of net settling similar contracts) prevents it from arguing that it
enters into futures contracts for the receipt of maize in accordance with
its expected purchase, sale or usage requirements. Accordingly, both
the July and September contracts are within the scope of IAS 39.

As the contract meets the definition of a derivative, fair value gains and
losses would be recognised in profit or loss unless it was designated as
hedging instrument in a cash flow hedge, for example, as a hedge ofthe
forecast purchase of inventory. Effectiveness could not be presumed
due to differences in the derivative’s term and the timing of the forecast
transaction (a July contract for a September transaction), and would
need to be demonstrated.
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Example 2.5.3
Choice of cash or physical settlement (1)

[Extract from IAS 39:1G.A.1]

Entity XYZ enters into a fixed price forward contract to purchase one million
kilograms of copper in accordance with its expected usage requirements.
The contract permits XYZ to take physical delivery of the copper at the end of
12 months or to pay or receive a net seitlement in cash, based on the change
in fair value of copper.

If XYZ intends to settle the contract by taking delivery and has no history for
similar contracts of setiling net in cash or of taking delivery of the copper and
selling it within a short period after delivery for the purpose of generating a
profit from short-term fluctuations in price or dealer’s margin, the contract is not
accounted for as a derivative under IAS 39. Instead, it is accounted for as an
executory coniract [i.e. outside the scope of IAS 39].

2.5.3-2
Choice of cash or physical settlement — example (2)

Entity A is a copper manufacturer. Entity A enters into forward contracts
to sell its copper cathode to its customers. The forward contracts are
homogenous and permit Entity A to either:

e provide physical delivery of copper at the end of the contract; or

e pay or receive a net settlement in cash based on the change in fair
value of copper.

Based on its inventory levels and its production capacity, Entity A is abie
to meet the obligation to deliver copper if it decides to provide ghysical
delivery of copper for all of its outstanding forward sales contrac.ts.

The stated intention in entering into the forward sales contracts is for the
purpose of delivery of copper in accordance with its sales requirements.
Historically, Entity A has a practice of net setiling a portion of similar
forward contracts, provided that the contracts are in the money. For
contracts that are out of the money, historically Entity A has opted for
physical delivery.

These contracts are all homogenous and the fact that Entity A has a
past practice of net settling a portion of similar forward contracts means
that it cannot assert that the contracts are held for the purpose of the
delivery of copper in accordance with its expected sale requirements,
Accordingly, the forward contracts are in the scope of IAS 39 and will be
accounted for as derivatives.
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2.5.3-3

Past practice of net setiling — net settling as part of normal operating
cycle

In some circumstances, an entity will net settle as part of its normal
operating cycle, as opposed to net settling in order to generate profits
from short-term movements in prices. This is particularly common for
utility entities that need to balance the demand from their customers
with their supply contracts. For example, a retail gas supplier purchases
gas under long-term take-or-pay contracts where if it does not take
physical delivery of gas it has to pay a fixed monetary amount per unit.
The buyer’s intent is to use the contracted volumes it takes delivery
of to serve its customers. However, the demand in certain periods
(usually in the summer months) may fall below the minimum required
contractual take. In this case, the buyer is forced to settle net, i.e. pay
amounts witiiout receiving gas, because the relative scarcity of natural
gas storag. capacity makes it difficult to store it for later use (storage of
electricity is effectively impossible, so a similar situation is likely under a
power contract). This ‘balancing’ activity is common for gas and power
aitives serving retail customers because customer demand forecasts
»annot be precise. The practice of net settling similar contracts needs to
be considered in determining whether the long-term contracts meet the
definition of own use requirements contracts for the purpose of applying
the IAS 39 scope exemption.

It is a matter of judgement what is past practice of net settlement. An
entity will need to consider its historical behaviour, reasons for past net
settlement, and relative frequency. In some cases, it may be argued
that an occurrence of a net settlement in the past was the result of
an isolated non-recurring event that could not have been reasonably
anticipated.

2.5.4 Written options

In addition to the restriction on contracts when there is a past practice of
settling netor a practice of taking delivery ofthe underlying and selling it within
a short period after delivery, a written option to buy or sell a non-financial
item that can be settled net contractually or when the non-financial item is
readily convertible to cash is always within the scope of IAS 39. [IAS 39:7]

2.5.4-1
Written call option with no net settlement — example

Entity X owns an office building. It writes Entity A an option, allowing
Entity A to purchase the office building for a fixed price on a future date.
The terms of the contract do not allow for it to be net settled, and the
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non-financial item that is subject to the contract is readily convert?ble to
cash (e.g. many commodity contracts) must be assessed to see if thfey
were entered into for the receipt or purchase of the item in accordance with

2.5.4-4

Unit of account for forward contracts with volumetric optionality

In March 2010, the IFRIC (now the IFRS Interpretations Committee)
issued an agenda decision on IAS 39, Unit of Account for Forward
Contracts with Volumetric Optionality. The IFRIC had received a request
to provide guidance on whether a contract that:

(a) obliges an entity to deliver (sell) at a fixed price a fixed number of
units of a non-financial item that is readily convertible to cash; and

(b) provides the counterparty with the option to purchase, also at a
fixed price, a fixed number of additional units of the same item

can be assessed as two separate contracts for the purpose of applying
IAS 39:51t0 7.

For example, an entity enters into an agreement to buy 100 units of a
non-financial item that is readily convertible into cash, which includes a
right to purchase a further 15 units at the same contracted price. These
contracts are often referred to as having ‘volumetric flexibility’.

The IFRIC recognised that diversity exists in practice and noted that
the Board has accelerated its project to develop a replacement for
IAS 39. At the time of its decision the IFRIC expected the Board to
issue a comprehensive replacement Standard by the end of 2010. The
agenda decision stated the Board will consider the scope of IAS 39,
including the guidance about contracts to buy or sell non-financial items
in IAS 39:5 to 7, as part of the replacement Standard. Consequently,
the IFRIC decided not to add this issue to its agenda.

Since IFRIC’s discussion, IFRS 9 (the replacement for IAS 39) has baen
completed and this particular issue was not deliberated as pait ot the
finalisation of the new standard and consequently no further guidance has
been provided in this area. Because IAS 39 assesses financial instruments
on a contract-by-contract basis, when assessing whether the terms of
the arrangement meet the own use and net settlement requirements in
IAS 39:5 to 7, it is appropriate to view the unit of account as the whole
contract. Using the example described above, if the seller concludes that
the option on the 15 units is a written option, then the whole contract for
115 units is a written option. The contract is a single contract over 115 units
and, therefore, it is not appropriate to split it into (1) a forward over 100
units classified as a normal usage requirements contract outside the scope
Of IAS 39, and (2) a written option over 15 units within the scope of IAS 39.

2.5.5 Expected purchase, sale and usage requirements

the entity’s expected purchase, sale or usage requirements.

2,5.5-1

Purchase contract with possible net settlement — example

Entity X enters into a fixed price forward contract to purchase one milliqn
tonnes of copper. Copper is traded on the London Metals Exchange anq is
readily convertible to cash. The contract permits Entity X to takephys;cal
delivery of the copper at the end of 12 months or to pay or receive a net
settlement in cash, based on the change in fair value of copper. Entlty X
does not have a practice of settling similar contracts net or tak?ng physical
delivery of copper and selling it within a short period aft.er dglwery for the
purposes of generating a profit from short-term fluctuations in price.

In orderforthe contract to be scoped out of IAS 39, Entity X needs to
demonztiate that the contract was entered into and continues to be held
forihe purpose of the receipt of copper in accordance with it.s expected
purchase or usage requirements. In addition to past practice, .factors
\ike the quantities involved, quality and grades of the commeodity, and
delivery locations would need to be considered.

2.5.5-2

Cash settlement option — is it relevant for ‘own use’ exemption
assessment which party has choice of net cash settlement?

If the reporting entity, rather than the counterparty, has the choice of net
cash settlement, the reporting entity may be able to demonstrate more
easily that it does not intend to exercise its right to net cash settlement
and, therefore, the existence of the net cash settlement feature does
not result in the arrangement being scoped into IAS 39. If the choice of
net cash settlement is with the counterparty, it may be more diﬁi‘cullt for
the reporting entity to demonstrate that it expects the non—finanglal itemn
will be delivered under the contract because the reporting entity does
not control the cash settlement decision. If the reporting entity cann_ot
demonstrate an expectation of physical delivery, the reporting entity
cannot demonstrate thatitintends to receive/deliver the non-financial item
in accordance with its expected purchase, sale or usage requirements.

2.5.5-3

Requirement to evaluate each contract in its entirety

Non-optional contracts or purchased options over non-financial items

Each contract must be evaluated in its entirety. For example, an entity
where either the terms of the contract permit net settiement, or where the

may have a contract for 100 units, but its expected usage requirement
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The following decision tree illustrates how to evaluate whether contracts to
buy or sell non-financial items are within the scope of IAS 32, IAS 39 and

is only 80 units. The entity intends to net settle the part of the contract
it does not need in its normal course of business. Such partial net
settlement can be achieved in different ways (e.g. by entering into an
offsetting contract for 20 units, or by taking delivery of all 100 units
and selling 20 immediately). The entire contract falls within the scope
of IAS 39 because the entire contract cannot be argued to be in
accordance with the entity’s expected usage requirements.

IFRS 7.

Is there an established practice of net
setiling contracts or taking delivery of the
underlying and settling it within a short
period after delivery? Yes

[IAS 39:6(b) & (c)]

No

Can either party settle net, or is the non-

financial item readily convertible to
cash? [IAS 39:6(a) & (d)]

Yes

Y
Is the contract a written option?
[IAS 39:7] Yes

No

No

Was the contract entered into and does
it continue to be held for the purpose of
the delivery or receipt of a non-financial No
item in accordance with the entity's
expected purchase, sale or usage
requiremenis? [IAS 39:5]

Yes

Y
4 ki
Outside the scope of IAS 32, IAS 39 and Within the scope of IAS 32, IAS 39 and
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2.5.54

Assessment of ‘own use exemption’ for contracts with similar
terms that may be entered for different reasons within a group

Entities may enter into multiple contracts with the same contractual
terms for different reasons. Care needs to be taken in determining
whether the contracis themselves should have the same accounting
treatment or not. One subsidiary in a group may enter into contracts
to buy non-financial items that are used in the group’s production
processes for the provision of finished goods and that are always
physically delivered. A separate part of the group may enter into
contractual arrangements with the same contractual terms but that are
not always physically delivered (e.g. this separate business may cash
setile the contracts or enter into offsetting contracts as part of a trading
strategy). From a group perspective, it may be possible to differentiate
the two po:tielios of contracts in the two separate businesses and,
therefore, account for them differently. Such differentiation will only be
appropriate if:

e 12 contracts are entered into separately and not in contemplation of
each other;

e there are no transfers between the businesses within the group;

e the businesses are managed independently of each other; and

e the strategies of the businesses are sufficiently different that the
different settlement behaviour of each business is reasonable.

In practice, it is unlikely that such a distinction is possible because
different parts of a group often choose to transact with each other rather
than entering separately into offsetting transactions outside the group,
which would result in additional transaction costs.

2.5.5.1 Meaning of delivery

2.5.5.1-1
Meaning of delivery: contracts to sell refined gold — example

Entity A is a gold producer that regularly enters into contracts with its
customers to sell refined gold at a fixed price. To supply its customers,
Entity A has to assign a gold refiner to refine the estimated amount of
gold doré (i.e. gold that is less pure than refined gold). When refining is
complete, the refiner allocates to the producer’s account an equivalent
quantity of refined gold, which is then allocated to the account of
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that the scope exclusions for derivatives over own equity that meet
the definition of equity also applies to non-derivatives that meet the
definition of equity because the justification in the Basis for Conclusions
of IFRS 7 would be equally relevant.

3.2 Forward contracts to buy or sell an acquiree in a business
combination

Forward contracts between an acquirer and a selling shareholder in a
business combination to buy or sell an acquiree that will result in a business
combination within the scope of IFRS 3 are outside the scope of IAS 39.
The term of the forward contract should not exceed a reasonable period
normally necessary to obtain any required approvals and to complete
the transaction. The application of IAS 39:2(g) is assessed at the time
the holder enters into the derivative contract. If the contract is a forward
contract, whether partly prepaid or not, which will lead to a certain business
combination, the exemption applies and the forward contract is outside the
scope of IAS 39. Contracts that have settlement alternatives that may not
result in all cases in the delivery of shares to the acquirer will be within the
scope of IAS 39 because the exemption within IAS 39:2(g) will not apply.

The above scenarios should be distinguished from contracts between an
acquirer and vendor that are options to buy or sell a business in the future.
IFRS 10 requires an assessment of whether substantive potential voting
rights alone, or in combination with other rights, can give an investor the
current ability to direct the relevant activities of the entity and potentially
control the entity. Under IFRS 10, if control does exist, the parent's
proportion of the acquiree in the consolidated financial statements is
determined taking into account the present ownership interests which do
not reflect the possible exercise or conversion of potential voting rights, 'In
such circumstances, the ownership interest that excludes the exarcise of
the currently exercisable option is a subsidiary because there ie ceirtrol and,
therefore, it will be necessary to consider whether the currently exercisable
option (to acquire a non-controlling interest) meets the definition of equity
in the consolidated financial statements (see section 6 of chapter C3). If
the option meets the definition of equity, it is outside the scope of IAS 39.
Otherwise, it will be within the scope of IAS 39 and the exemption in
IAS 39:2(g) does not apply.

If the option is currently exercisable and it gives the holder the ability
to control the target entity, and it is an in-substance present ownership
interest, then in accordance with IFRS 10:B90 control exists and the
parent’s proportion of the acquiree in the consolidated financial statements
is determined reflecting the in substance present ownership interest. The
option is not subject to the requirements of IAS 39 in such circumstances
because it is treated as a present ownership interest rather than being a
derivative to acquire such an interest in the future.
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If the option is not currently exercisable and would give the holder the
ability to control the target entity only when it becomes exercisable, th_e
scope exemption within IAS 39:2(g) also does not apply. The option will
not always result in a business combination to buy or sell an acquiree at a
future date and therefore is in the scope of IAS 39.

3.2-1

Options to buy or sell an acquiree in a business combination —
example

Entity A has purchased a call option to buy 100 per cent of the ordinary
shares in Entity X from Entity B and, at the same time, has writien a
put option to Entity B allowing Entity B to put its 100 per cent stake
in Entity X o Entity A. The exercise dates and strike prices of the two
options are the same.

The options.are not currently exercisable, but the period until the
exercisa date does not exceed a reasonable period normally necessary
- to obtait any required approvals to complete a business combination.

it1s not acceptable for Entity A to apply the scope exemption IAS 39:2(g)
and treat the call option and the put option as outside the scope of
IAS 39 on the basis that the combination of the put option and the call
option is economically equivalent to a forward contract that would result
in a business combination that is certain to occur.

The scope exclusion in IAS 39:2(g) is specifically restricted to forward
contracts only and excludes option-based contracts. Paragraph BC24B
of the Basis for Conclusions on IAS 39 specifically refers to the Board'’s
conclusion that IAS 39:2(g) should not apply to option contracts.

Furthermore, IAS 39:BC24C states that the purpose of IAS 39:2(g) is to
exemptfrom the provisions of IAS 39 contracts for business combinations
that are firmly committed to be completed. Once the business
combination is consummated, the entity follows the requirements of
IFRS 3. This paragraph applies only when completion of the business
combination is not dependent on further actions of either party (and only
the passage of a normal period of time is required). Option contracts
allow one party to control the occurrence or non-occurrence of future
events depending on whether the option is exercised.

The combination of a written put option and a purchased call option
is not the same as a forward contract to buy the shares in Entity X
because there is no binding obligation on either party to exercise its
option. Exercise of the options is contingent on factors other than the
passage of time because either the holder of the purchased call option
(Entity A) or the holder of the written put option (Entity B) could choose
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represent an acquisition of the constituent assets of the investee. The
purpose of IAS 39:2(g) is to exempt from the provisions of IAS 39
contracts for business combinations that are firmly committed to be
completed. Once the business combination is consummated, the
entity follows the requirements of IFRS 3. IAS 39:2(g) applies only
when completion of the business combination is not dependent on
further actions of either party (and only the passage of a normal period
of time is required). This contrasts with option contracts, which allow
one party to control the occurrence or non-occurrence of future events
depending on whether the option is exercised.

3.3 Certain reimbursement rights

Rights to payments to reimburse the entity for expenditure it is required
to make to settle a liability that it recognises as a provision in accordance
with IAS 37, or for which, in an earlier period, it recognised a provision in
accordance with IAS 37, are outside the scope of IAS/39. [IAS 39:2(j)] Such
rights are within the scope of 1AS 37 and are recognised as a separate
asset when, and only when, it is virtually certain that the reimbursement will
be received if and when the entity settles the liability. [IAS 37:53]

3.4 Rights and obligations under lease contracts

Rights and obligations under lease contracts may meet the definition of a
financial instrument. For example, in a finance lease, a lease receivable
recognised by the lessor represents the lessor’s right to receive a stream of
cash flows. This receivable is substantially the same as blended payments
of principal and interest under a loan agreement. Accordingly, a finance
lease is a contract that gives rise to a financial asset from the lessor’s
perspective. Similarly, a lease liability recognised by a lessee reprecents
the lessee’s obligation to pay cash and gives rise to a financial lizbuiity from
the lessee’s perspective.

Under IFRS 16 Leases, a lessor does not recognise its entitlement to
receive lease payments under an operating lease. The lessor continues to
account for the underlying asset itself rather than any amount receivable
in the future under the contract. Accordingly, a lessor does not regard an
operating lease as a financial instrument (except as regards individual
payments currently due and payable by the lessee).

IFRS 16 Leases sets out the accounting framework for leases, however:

e lease receivables recognised by a lessor are subject to the derecognition
and impairment requirements of IAS 39 (see section 3 of chapter C8
and section 5 of chapter C6 respectively);

o lease liabilities recognised by a lessee are subject to the derecognition
requirements of IAS 39 (see section 4 of chapter Cc8y;
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e derivatives embedded in lease contracts are subject to the embedded
derivative requirements of IAS 39 (see section 9 of chapter C5); and

e lease liabilities, finance lease receivables and the payments curreptly
due and receivable by the lessor under an operating lease are subject
to the disclosure and presentation requirements of IFRS 7 and IAS 32.

3.5 Loan commitments

Loan commitments that cannot be settled net in cash or angther fi_nanCIaI
instrument are outside the scope of IAS 39, unless the entity deagnates
them as financial liabilities at fair value through profit or loss. Ifan entity has
a past practice of selling the asset resulting from a loan comrqltment shortly
after its origination, it should apply IAS 39 to all loan commitments in the
same class. [IAS 39:4(a)]

Loan commitments that can be settled net in cash or another financial
instrument e derivatives within the scope of IAS 39. Instalment
payments d0 not constitute net settlement. Thus, fgr exe!mple, a mortgage
construction loan that is paid out in instalments in line with the progress of
the sanstruction is not within the scope of IAS 39. [IAS 39:4(b)]

3.51
Loan commitments

A financial institution may write a loan commitment to a large corporate
borrower as a lead lender with the expressed intention of selling part
of the loan to other financial institutions immediately when Ie.nt. The
intention to sell part of the loan is part of the financial institution’s
predetermined credit risk management. At the inception of the loan
commitment, the financial institution cannot assert that it does not have
a past practice of selling the asset resulting from a Ioan.commitment
shortly after its origination and, therefore, it cannot conSIQer_ th(? Iqan
commitment wholly outside the scope of IAS 39. The financial -mst]tu_t[on
may be able to demonstrate that, consistent with its predetgrrmned
credit risk management, only part of the loan that may be originated
from the loan commitment is intended to be sold and, if so, that on!y
that proportion of the loan commitment is in the scope of IAS 3,9_and is
measured at fair value through profit or loss. If the loan is originated,
the part of the loan commitment that is measured at fair vlalue thrpggh
profit or loss will be derecognised and will be incorporated into the initial
carrying amount of the resulting loan.

If an entity commits to providing a loan at a below-market interest rate, it
should initially recognise the written commitment at fair value. Subsequently,
the commitment is measured at the higher of: [IAS 39:47(d)]

(i) the amount determined under IAS 37; and
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When the fee paid by the holder is more in the nature of a facility fee
such that the amounts and timing of the drawdown and the repayment
of the borrowing can vary at the discretion of the borrower (e.g. an
overdraft fee), it would not be appropriate to capitalise the fee as a
transaction cost when amounts are drawn down. The fee is not specific
to an amount borrowed and, therefore, a systematic release of the fee
over the period of the facility is more appropriate.

3.5.2 Loan commitment where the loan includes a non-closely
related embedded derivative

3.5.241

Loan commitment where the loan includes a non-closely related
embedded derivative

When the loan to be originated under a loan commitment will be in
the scope of IAS 39 and will include a non-closely related embedded
derivative (see section 3 of chapter C5), the question arises as to
whether it is still permissible for the loan commitment to be scoped out
of IAS 39 for the writer or the holder of the loan commitment. Once
the loan is originated under the commitment, if it is under IAS 39 the
non-closely related embedded derivative will be separated from the
host loan contract and separately accounted for at fair value through
profit or loss (unless the whole loan is designated at fair value through
profit or loss at initial recognition — see 3.1 in chapter C2 and 7.1.2
in chapter C3). It could be argued that applying the scope exemption
in such circumstances creates a measurement inconsistency between
the measurement of the loan commitment (outside the scope of |AS 3¢
and not measured at fair value) and the subsequent measureiiarit
of the loan (within the scope of IAS 39 and either wholly at fair value
through profit or loss if so designated or in part measured at i value
in the case of a separately recognised embedded derivative). However,
it should be noted that IAS 39 already allows such a measurement
inconsistency when a loan commitment that will result in a loan not
containing any embedded derivatives is outside the scope of IAS 39
(and not measured at fair value) and the loan subsequently originated

under the commitment is designated at fair value through profit or loss

under certain conditions. Therefore, it seems appropriate that the scope

exemption for loan commitments that will result in loans with separately

accounted embedded derivatives under IAS 39 should still apply if the

relevant conditions are met (i.e. the loan commitment cannot be settled

net in cash, the entity has not designated it as at fair value through profit
orloss, and the entity does not have a past practice of selling the assets

resulting from loan commitments shortly after origination).

To illustrate, Entity X may enter into a firm commitment to lend to
Entity Y. The loan to be originated under the commitment will be a loan
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that the lender can convert into a fixed number of equity shares of the
borrower. Once originated, the lender will have a loan assetl \A_nth a
separate non-closely related embedded derivative if the ar)aly5|s in the
paragraph above would apply. For Entity X the loan commitment would
be outside the scope of IAS 39.

From Entity Y’s perspective, the loan commitment is a right jointly
to borrow cash and issue a derivative over its own equity. Thfa Iqan
commitment is partly a derivative over debt and par@ly a Iderllvatll\'fe
over a derivative over own equity. The definition of a ﬂngnqal liability
(see section 2 of chapter C3) makes it clear that a dgrly_atlve over a
derivative over own equity would itself not meet the defirytlon of equity
and, therefore, it could be argued that the loan commitment can be
considered to be within the scope of IAS 39. Howevgr, IAS 39:BC15
recognises that all loan commitments are in fact dgrwatwes that are
excluded from the scope of IAS 39. Consequently, it |s_reason§b1e to
consider such ‘a loan commitment for Entity Y as also being outside the
scope of 1A% 39.

% Future developments

In July 2014 the Board finalised IFRS 9. When IFRS 9 is effgctive it. will
replace 1AS 39. The effective date of IFRS 9 is for annual reporting periods
beginning on or after 1 January 2018.

The scopes of IFRS 9 and IAS 39 are substan.tially aligned.- A major
difference is IFRS 9 extends the scope of financial mstruments accounting
to include more non-financial contracts than are permitted in IAS 39. IFRS 9
permits, at initial recognition, to irrevocably designate as megsurec} atl fair
value through profit or loss a contract to buy or sell a non-financial |t§m
that can be settled net in cash or another financial assgt, or by exchanging
financial instruments, as if the contract was a financial instrument, t_hat was
entered into for the purpose of the receipt or delivery of a ‘non-financial
item in accordance with the entity's expected pur(?hase, salle or usage
requirements. An entity may make this designatloq only if domg S0
eliminates or significantly reduces a recognition inconsmtgncy (sometlmes
referred to as an ‘accounting mismatch’) that would otherwise arise from not
recognising that contract because it is excluded from the scope of IFRS 9.

A further difference between the scope of IFRS 9 and IAS 39 is that the
impairment requirements of IFRS 9 apply to all issued loan commitments
that are not measured at fair value through profit or loss as compared to the
scope of IAS 39 which requires issued loan commitments to be measured
in accordance with 1AS 37 if they are not in the scope of IAS 39.
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return was indexed to the country’s Gross Domestic Product (GDP).
The Committee noted that the fact pattern submitted was based on
the assumption that indexation to the issuer's GDP is a non-financia|

variable specific to a party to the contract. The September 2012 IFRIC
Update states:

“The Interpretations Committee noted that the question of what constitutes
an underlying that is a non-financial variable specific to a party to the
contract had been considered on several previous occasions by itself and
by the IASB. Consequently, the Interpretations Committee was concerned
that it would not be able to resolve the issue efficiently within the confines
of existing IFRSs and the Conceptual Framework and the demands of the
Interpretation process and that it was not likely that it would be able to reach
a consensus on the issue on a timely basis. The Interpretations Committee
therefore considered that the question of whether the assumption in the
submission is appropriate would remain open.”

Neither IAS 39 nor any other IFRS Standard addresses whether the
exclusion from the definition of a derivative is limited to insurance
contracts and the phrase continues to be subject to varying
interpretations. Both the Board and the Committee have considered

this question in the past, but to date no clarifying guidance has been
issued.

Given the lack of specific guidance on this topic and the Committee’s
decision to leave the question open in responding to the submission
received on Greek Government Bonds, it is acceptable to adopt either
of the approaches set out below as an accounting policy choice, In
developing the accounting policy, entities may need to take into
consideration specific requirements by local regulators, if any.

Accounting policy 1

The inclusion of the term ‘non-financial variable specific 1o & warty to the
contract’ is limited to excluding insurance contracts from the definition
of a derivative. Therefore, unless a contract meets the definition of
an insurance contract in IFRS 4, the contract is not scoped out of the
definition of a derivative if the contract is either fully (or partly, in the
case of some embedded derivatives) in the scope of IAS 39.

This approach is consistent with the Board's tentative view included in
the 2007 exposure draft (see above). It is also supported by:

e IAS 39:1G.A.2 Option to put a non-financial asset — in which an

option to put an office building that can be either physically settled
or net cash settled is a derivative; and

IAS 39:1G.B.8 Definition of a derivative: foreign currency contract

based on sales volume — in which a contract based on foreign
currency and sales volume is a derivative.
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Accounting policy 2

[ ‘non-fi i iable specific to a party to the
inclusion of the term "‘non fnnanmallvari.a
zgr?tlrgct’ is broader than simply excluding msu;a?hce tt:rc])ntrac;t?nfgag r:t;z
ivati niract (other than a
finition of a derivative. Therefore, aco °
cc,jfjntrac’t) that is either fully or partly.n‘w the scope of IAS 39 r;:ztr;vd
a non-financial variable that is specific t_o a party tq thfa con y
consequently, it may not meet the definition of a derivative.

in i [ decision noted in the

i roach, in line with the agepda
gglste?n%%r 2012 IFRIC Update, recognises that becausg th?:; Bﬁ;&d
hag not fully resolved this question different views could validly be :

i ied, it i to assess what is

an approach is applied, it is then necessgry : _ I8

”;s:;?lc to ; F;;arty’ and which variables are considered ‘non-financial
(as these terms are not defined by IFRS Standards).

For an undéslying to be specific to a party to thetiqptrac;’tlz;;gdggilgg
i le, an entity's re
must beurigue to the party. For example, R
ifi the contract. However, commodities may
o ik ible and readily tradeable. For
scific to the party when they are fungible ly

ir:;(r;r:plnle an en?tity’s inventory of gold may not be specific to thed;iarlt’]ye:g
Lhe contract as it is not distinguishable from the same commoaity

by a different party.

i i i ial asset is specific to the
hange in the fair value of a non-financia : )
g\wcner gthe fair value affects not only changes L?t_maré(ﬁh;;nsc:esc;?é
i i i but also the condition
such assets (a financial variable) | , i
' i -fi | variable). For example, i
non-financial asset held (a non fmanma. . 4
i fic car exposes the guaran
antee of the residual value of a speci € !
?ou fhre risk of changes in the car’s physical condition, the _char;gi in that
residual value is specific to the owner of the car. [IAS 39:AG12A]

For some variables the determination of what is nc:_n—ﬂnaln::iealleﬁzﬁttg
i i iable has no financia

relatively straightforward when the varia ! s

i xtracted from a mine or the nu

it (for example, the tonnage of ore e . | i
i i facturer). It is less clear

of units sold by a motor vehicle manu : e
i ived from the financial statemen

a variable based on an amount derive i

ue, EBITDA or net assets)
a party to the contract (for example, revenue, :
‘ngn-fi);;ancial’. The views of local regulators may need to be considered

in developing a policy.

Under this policy, when the feature does not ?e.fft thef gifier;::ggdc;fez
ivati t the definition o

derivative, and therefore does not mee ‘ . an ¢ g
ivati i i i be given to the implications .

derivative, consideration will need to : il .

’ i i terest rate when the feature
on the computation of the effectlve. in . )
included in a contract that is a debt instrument in the scope of 1AS 39
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Even though an embedded derivative is not recognised, changes in the
value of the feature may still be recognised immediately in profit or loss
through the application of IAS 39:AG8 which requires the re-estimation
of cash flows discounted at the original effective interest rate.

2.2 Notional amounts and payment provisions

2.21

Definition of derivative: interaction of notional amount and
underlying

While neither a notional amount nor a payment provision is an essential
characteristic of a derivative instrument, derivative instruments usually
contain a notional amount or a payment provision each of which may
interact with the underlying to determine the settlement amount of
the derivative instrument. A notional is often an amount of currency,
a number of shares, a number of units of weight or volume or other
units specified in the contract. A payment provision is a provision which
requires a fixed payment or payment of an amount that can change (but
not proportionally to a change in the underlying) as a result of some
future event that is unrelated to a notional amount.

2.2-2

Payment provision based on interest rates — example

Entity A receives CU200 to enter into a contract that requires it to pay
CU500 if 6-month LIBOR increases by 75 basis points over *he next
six months. Even though this contract does not have a noticnaamount,
it contains a payment provision that does not move proporionally with

the underlying. [IAS 39:AG9]
2.2-3
Payment provision based on share price — example

Entity X enters into a contract that requires it to pay CU10 million if
Entity A's share price increases by CU5 per share during a six-month
period; conversely Entity X will receive CU10 million if Entity A's share
price decreases by CU5 per share during the same six-month period.

In this example, the underlying is the price of Entity A's shares. There
is no notional amount to determine the settlement amount. Instead,
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there is a payment provision that does not move proportionally with the
underlying. The absence of a notional amoun’g dqes not preclude th,e
instrument from meeting the definition of a derivative because there is
a payment provision.

It is sometimes the case that a contract has neither a notional amo_unt
nor a fixed payment provision. In addition, a contract may have multiple

underlyings.

2.2-4
Foreign currency forward contract linked to sales — example

Entity X, a euro functional currency entity, sells prodycts in Swutzgrland,
The sales are denominated in Swiss francs. Ephty X enters into a
contract with an investment bank to convert Smsg francs to gurosuat
a fixed exchange rate. The contract requires Eptlty X to remit Swiss
francs basaa on its sales volume in Switzerland in exchange for euros
at a fixed exchange rate of 1.60.

‘rhe contract with the bank has two underlyings (sales vo1pme anq the
€/SFr exchange rate). The contract does not have a spemﬁgdlpotlonai
amount or a fixed payment provision, but still meets the definition of a
derivative. [IAS 39:1G.B.8]
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Multiple underlyings, including a climatic underlying — example

Entity X enters into a fixed price forward contract to purchase one
million shares of Entity B, a public company that oyvns_and manages
holiday resorts in Country Z. The forward contract is priced at market
value and has a conditional underlying that is based on the number
of sunny days in Country Z in June. If there are Ie_ss thaq 10 days o_f
sunshine in Country Z in June, the forward contract is terminated for nil
consideration.

The forward contract has two underlyings: (1) Entity’g. B’s equity price,
and (2) the number of days of sunshine in Country Z in June.

IAS 39:AG1 states that derivatives based on climatic, geological, or
other physical variables are in the scope of IAS 39 unless they mee‘F the
definition of an insurance contract in IFRS 4. In the scenario described
above, the weather feature does not qualify as an insgrance_ contract.
An insurance contract requires the issuer to accept significant insurance
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risk from the policyholder by agreeing to compensate the policyholder
if a specified uncertain future event adversely affects the policyholder.
Therefore, the instrument is wholly a derivative within the scope of
IAS 39 and should be accounted for at fair value through profit or loss.

2.3 Interaction of notional amounts with the underlying

2.3
Interaction of notional amount and underlying

The settlement amount of a derivative instrument with a notional
amount is determined by the interaction of that notional amount with
the underlying. The interaction may be simple multiplication, or it may
involve a formula with leverage factors or other constants.

2.3-2
Interest rate swap — example (1)

Entity X enters into an interest rate swap that requires Entity X to pay
a fixed rate of interest and receive a variable rate of interest. The fixed
interest rate amount is 7.5 per cent, while the variable interest rate
amount is 3-month LIBOR, reset on a quarterly basis. The notional
amount of the swap is CU100 million.

The underlying is an interest rate index, 3-month LIBOR. Net regu'ai
settlements are calculated by applying the difference Ebeiween
7.5 per cent and 3-month LIBOR to the notional amount of CU 100 raiilion.

2.4 Initial net investment

The second part of the definition of a derivative is that there is either no
initial net investment, or that any initial investment is smaller than would be
required for other contracts that are expected to have a similar response to
changes in market factors. This is a comparative measure, and excludes any
margin accounts. The margin account is not part of the initial net investment
in a derivative instrument. Margin accounts are a form of collateral for the
counterparty or clearing house and may take a form of cash, securities or
other specified assets, typically liquid assets. Margin accounts are separate
assets that are accounted for separately. [IAS 39:1G.B.10]

Various examples are set out in the following sections.
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24.1 Interest rate swaps

2.4.11
Interest rate swap — example (2)

Entity B enters into a contract with a counterparty that requires it to
pay a LIBOR-based variable rate of interest, and receive a fixed rate of
8 per cent. The confract is an interest rate swap with a not1qnal gmount
of ¥10 billion. Entity B did not pay or receive cash at inception (|.f3. the
contract is at-market at inception) and, therefore, does not require an
initial net investment by either party.

2.4.1-2
Initial net investment: interest rate swap

In some ifistances, the terms of the interest rate swap may be favourable
or unfavourable and may require one of the parties to make an upfront
initiainvestment in the contract. If the initial investment represents a
aremium or discount for market conditions, the initial net investment
would normally still be smaller than the notional amount on the debt
instrument from which the interest rate cash flows are derived, and so
would satisfy the initial net investment criterion of a derivative.

2.4.1.1 Interest rate swap with fixed leg prepaid

2.4.1.11
Prepaid fixed leg — example

Entity X enters into an eight-year pay fixed at 7 per cent, receiye L1B.OR
interest rate swap on CU100 million. It prepays the fixed leg at ln({eptlon.
The amount it pays is calculated as CU7 million (CU100 million
7 per cent) for eight years, discounted at market rates.

This initial payment is significantly less than the amount Entlity_ X
would have to pay to acquire an instrument that would have a snml!ar
response to changes in market factors. Entity X would need to acquire
CU100 million debt with a LIBOR return in order to replicate the returln
on the floating rate leg of the swap. Therefore, the swap with a prepaid
fixed leg will still meet the definition of a derivative.

If the fixed rate payment obligation on the interest rate swap ig pr.epaid
after initial recognition, the payment would be considered termination of
the old swap and an origination of a new instrument that would need to be
classified for the first time. [IAS 39:1G.B.4]
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that a gambling contract is not an insurance contract and is outside the
scope of IFRS 4.

The inability to trade or sell the wager contract to -another party does
not preclude the wager from qualifying as a financial asset or financial
liability. From the time the wager is placed and until the instrument is
settled, the gambler has a contractual right to receive cash if certain

events occur, and the operator has an obligation to pay cash if certain
events occur.

Most wager contracts meet the definition of a derivative in accordance
with IAS 39:9, because:

(1) Their value changes in response to a variable (namely, the event
that determines whether the wager is a winning bet) that is not
a non-financial variable specific to a party of the contract (i.e. a
bet that pays out only if a specified event occurs is a payment
provision as described in IAS 39:AG9, as the instrument requires a
fixed payment or payment of an amount that can change (but not
proportionally with a change in the underlying) as a result of some
future event that is unrelated to a notional amount).

(2) They require no initial net investment or one that is smaller than
would be required for other contracts with similar responses to
changes in market factors (the return on the bet is larger than the
initial amount paid to place the bet).

(3) They are settled at a future date (if the wager is a winning bet, the
operator will pay the gambler).

In accordance with 1AS 39:43, upon initial recognition, the finanziai
asset (from the gambler’s perspective) and the financial liability {frem
the operator’s perspective) must be measured at fair valuc. which
generally will be the price paid to enter into the wager, asstiaing the
operator and gambler are unrelated parties transacting at an's length.
IAS 39:46 and 47 require all derivative financial assets and liabilities to
subsequently be measured at fair value with gains or losses recognised

in profit or loss (except if designated as an effective cash flow or net
investment hedge).

The fair value gains or losses relating to wagers should be recorded
in the balance sheet gross (i.e. they should not be set-off with other
financial instruments unless the criteria for offset in IAS 32:42 are met).
Similarly, the gain or loss on the wager will be recognised in profit or
loss as a single amount and should not be split into component parts,
such as the initial stake and the payout.

In addition, because wagers are derivative financial instruments, the
disclosure requirements of IFRS 7 will apply.
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Examples of contracts that meet the definition of a derivative 4

Care should be taken when assessing the different types of operat?ons
of entities in the gaming industry. In certain instapggs some operlano_ns
may have contracts that do not meet the definition of a dergvat!ve
because the arrangement does not have an lupderlymg, A derivative
must have either a notional or a payment provision (V\.fhere the :':amount
payable is fixed or can change but does not change in proportion to a
change in the underlying).

For example, a lottery operator will issue tickets to players when the
player has a pre-determined probability of winning. As thg player sglects
a set of numbers that, if chosen in the lottery draw, will result in the
player winning, the chance of being a winner never'che}nges, regardless
of the number of tickets sold. Because the underlying is the event upon
which the wager is placed, in this case the ch_ogen numbers on the
lottery ticket equalling that of the lottery draw, this is not a derivative as
the chances of the event occurring are always the same. However, the
lottery ticketsigsued are a financial liability of the operator and therefore
the total ticrets issued should be measured at the total amount that
will be required to be paid to the winner of the lottery draw. If there is
no winrier in a particular draw or time period, the operator usually rglls
~yarihe total wagers received to the next draw and.the amount ca_lrrled
roiward, together with any additional wagers that will then be available
to the next winner. The fair value of such a liability should therefpre
reflect the amount that the operator would be expectgd to pay if a
winner emerged. This is consistent with IFRS 13:47, which states that
the fair value of a financial liability with a demand feature (e.g. a demand
deposit) is not less than the amount payable on demand, d!scounted
from the first date that the amount could be required to be paid.

In May 2007, the IFRIC (now the IFRS Interpretations ICommittee)
issued a rejection notice on gaming transactions statujg Fhat an
unsettled wager is likely to meet the definition of a derivative Iand
will therefore be accounted for under 1AS 39. The IFRIC recogn!efed
that, in other situations, a gaming institution does not take a position
against a customer but instead provides services tp manage the
organisation of games between two or more gaming part1ejs.lln
these circumstances, the gaming institution earns a por_nmmsmn
regardless of the outcome of the wager and, therefore, it is likely that
the commission would meet the definition of revenue and would be
recognised when the conditions in IAS 18 Revenue (now IFRS 15
Revenue from Contracts with Customers) are met.
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Host contract

Embedded derivatives

* foreign currency forward contract
* inflation swap

* equity conversion option

* foreign currency option

* leveraged interest swap

* commodity index future

* equity total return swap

insurance

21
Debt host contract — example

Entity X issges a bond that is convertible into ordinary shares of Entity
Y. Thg hypnd contract is the convertible bond; the host contract is the
bond liability, and the embedded derivative is the conversion option.

2-2

Lease host contract — example

Entity A enters into a lease with an inflation factor, such that each year
lease payments are adjusted for changes in a retail price index. The
hybrid contract is the entire lease; the host is the lease contract, and the
embedded derivative is the adjustment to the retail price index.

2-3
Executory host contract — example

Entity T, a UK entity whose functional currency is sterling, enters into a
contract to sell a non-financial item in US dollars. The hybrid contract
is the entire sale contract which will be settled in US dollars; the host
contract is the sterling sale contract, the embedded derivative is the
foreign exchange £/US$ forward contract.
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Separation conditions 3

A derivative that is attached to a financial instrument but is contractually
transferable independently of that instrument, or has a different counterparty
from that instrument, is not an embedded derivative but a separate financial

instrument. [IAS 39:10]

2-4
Contractually separate derivative — example

Entity A issues floating rate debt. To protect itself against rising interest
rates, it purchases an interest rate cap, capping interest payable at
8 per cent. The cap is contractually separate from the debt, so that it is
not an embedded derivative but a stand-alone derivative.

Entity A could have instead issued floating rate debt, where the debt
instrument itself is capped such that, once interest rates rise above
8 per cent, interest payable is restricted to 8 per cent until rates fall
below that !&vel. In this case, there is an embedded derivative within the
debt (i.e(thc interest rate cap), and this cap would need to be assessed
to sed i it should be separately accounted for. [IAS 39:1G.C.6]

3 Separation conditions

Not all embedded derivatives should be separated from their host contracts.
An embedded derivative is separated from its host contract and accounted
for separately as a stand-alone derivative when all of the following criteria

are met: [IAS 39:11]
(@) the economic characteristics and risks of the embedded derivative are

not closely related to the economic risks and characteristics of the host
contract (see |1AS 39:AG30 and AG33);

(b) aseparate instrument with the same terms as the embedded derivative
would meet the definition of a derivative; and

(c) the hybrid instrument is not measured at fair value with changes in fair
value recognised in profit or loss (i.e. a derivative that is embedded in
a financial liability at fair value through profit or loss is not separated).

Condition in IAS 39:11(b) means that an embedded feature should only be
separated from its host contract if it meets the definition of a derivative, i.e.:

[IAS 39:9]
e it has an underlying;

e it involves 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

it is settled at a future date.
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Do not separate embedded derivative

If it is determined that an embedded derivative is closely related to the
host contract, it should not be separated from the host contract because
the entire hybrid contract is accounted for in accordance with the relevant
Stapdard that deals with the host contract. For example, if an embedded
derivative in a lease contract is deemed to be closely related to the lease

fLmst, then the entire contract is accounted for in accordance with IFRS 16
eases,

If an identifieq embedded derivative is not closely related to the host
con_tragt, then it must be separately accounted for as if it were a stand-alone
derivative. This is considered further in section 12.

IFRIC Interpretation 9 Reassessment of Embedded Derivatives provides
guidance on whether an entity should assess whether embedded derivatives
are closely related at the time the entity first becomes a party to the c\wrlr\ac;c
oronan ongoing basis. The Interpretation clarifies the following. [IFRIC 9:7]

* An entity is generally prohibited from reassessing its conciision as to

whether an embedded derivative needs to be separated froni the hybrid
contract after it is initially recognised.

* An entity is required to revisit its assessment if there is a change in the
terms qf the contract that significantly modifies the cash flows that would
otherwise be required under the (original) contract. The significance of
the char)ge in cash flows is evaluated by considering the extent of the
change in the cash flows of the embedded derivative, the host contract
or bgth, and whether these changes are significant relative to the
previously expected cash flows of the contract.

An entifty is required to revisit its assessment when a financial asset is
reclassified out of the FVTPL category.
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Separation conditions 3

The Interpretation does not apply to embedded derivatives acquired in:
[IFRIC 9:5]

. abusiness combination (as defined in IFRS 3 Business Combinations);

s a combination of entities or businesses under common control as
described in IFRS 3:B1 to B4; or

« the formation of a joint venture as defined in IFRS 11 Joint Arrangements
or their possible reassessment at the date of acquisition.

IFRIC 9:5 includes a footnote stating that IFRS 3 addresses the acquisition
of contracts with embedded derivatives in a business combination.

3-3

Assessment_of embedded derivatives as part of a business
combinaticn

The quidznce in IFRIC 9:5 and the footnote are curious from the
perspective of the acquirer because, at the date of acquisition of a
~ubsidiary, the acquirer is not reassessing embedded derivatives, but
(ether it is assessing them for the first time; for the purposes of the
consolidated financial statements, the date of acquisition is the date the
acquirer first becomes party to the acquiree’s contractual arrangement.
IFRS 3 states that if a contractual arrangement is acquired as part of a
business combination, the acquirer must determine what the appropriate
classification of the contractual arrangement is at the date of acquisition
because this is the date of initial recognition. At the date of acquisition,
for contracts that are not measured at fair value through profit or loss,
the acquirer will need to consider whether the contractual arrangement
includes any embedded derivatives that require separation.

For the acquiree, the accounting for a hybrid contract is not affected by
the acquisition as in the acquired entity the contractual arrangements
in the acquiree continue to be recognised, i.e. the acquisition date is
not the initial recognition date for the acquiree. Unless the terms of the
hybrid contract are changed as a result of the acquisition, with the effect
that the cash flows are significantly modified, any embedded derivative
will not be reassessed.

The acquirer's determination as to whether or not an embedded
derivative is closely related to a host contract at the date of acquisition
may differ to the determination arrived at by the acquiree when it first
recognised the same contract. Differences are not uncommon because
the determinations are based on the economic conditions and particular
circumstances at different dates.
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the contractual terms of the contract and, therefore, the group would
not reassess the embedded derivative assessment it made when
Subsidiary B entered into the arrangement.

In March 2009, the Board issued amendments to IFRIC 9 and
IAS 39 titled Embedded Derivatives. The amendments clarify that,
upon reclassification of a financial asset out of FVTPL to loans and
receivables, AFS financial assets or HTM investments (see section 4
of chapter C2), an entity is required to assess whether embedded
derivatives should be separated from the host financial contract. In
addition, if an entity is unable to measure separately the embedded
derivative that would have to be separated on reclassification
of a hybrid (combined) contract out of the FVTPL category, that
reclassification is prohibited. In such circumstances, the hybrid
(combined) contract remains classified as at FVTPL in its entirety.
[IAS 39:12 & IFRIC 9:7A]

The Board noted that when IFRIC 9 was issued, reclassifications out
of the FVTPL category were prohibited and, therefore, IFRIC 9 did
not consider the possibility of such reclassifications. [IFRIC 9:BC11D]
The Board believed it was appropriate that embedded derivatives
should be assessed at the date of reclassification. Not to require this
would allow an entity to circumvent the need to assess embedded
derivatives by classifying a hybrid contract initially as at FVTPL and
subsequently reclassifying it. The Board noted that the inability to
reclassify if the embedded derivative that would have to be separated
cannot be measured separately would prevent reclassification of
a hybrid (combined) financial asset out of that category betwean
financial reporting dates and, therefore, avoid a requirement io
reclassify the hybrid (combined) financial asset back into the~SVTPL
category at the end of the financial reporting period.

The amendments also state that, when assessing for embedded
derivatives at the date of reclassification, the assessment should be
made on the basis of the circumstances that existed at the later of
when the entity first became a party to the contract and a change in
the terms of the contract that significantly modifies the cash flows that
otherwise would have been required under the contract. The Board
considered that looking to circumstances when the entity became
party to the contract was consistent with one of the stated purposes
of embedded derivative accounting which is to prevent circumvention
of the recognition and measurement requirements for derivatives and
provide some degree of comparability. Furthermore, because the
terms of the embedded features in the hybrid (combined) financial
instrument have not changed, the Board did not see a reason for
arriving at an answer on separation different from what would have
been the case at initial recognition of the hybrid (combined) contract.
[IFRIC 9:BC11F]
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IFRIC 9 does not address remeasurement issugs _arising_ from a
reassessment of embedded derivatives. [IFRIC 9:4] This will require careful
consideration depending on particular facts and circumstances.

37

Reassessment of embedded derivatives: modification to terms —
example

Entity B, a euro functional currency entity, is party to a contrac_:t_ to
purchase a fixed quantity of electricity at a future date for £10 mi'lllon
(€12 million at the spot rate at inception of the contract of €1.2:£1).
The electricity will always be physically delivered under the contrapt
and will be used for Entity B's production processes. The contrgct is
a hybrid contractual arrangement containin_g a host contract that is an
executory contract to purchase electricity in euros and a non—glosely
related embedded foreign currency derivative based on the guidance
at 10.5. Th= two elements are:

(i) non-ciosely related embedded €/£ forward with an initial fair value
afizero to buy €12 million, sell £10 million; and

(i}~nost purchase contract to buy a set quantity of electricity with a
’ purchase price of €12 million (that matches the euro leg of the
foreign currency forward in (i) above).

Upon entering into the coniract, Entity B separates out the non—clqsely
related foreign currency embedded derivative and measures it at

FVTPL.

At a later date, there is a contractual modification to the terms such
that the currency in which the contract is denominated changeslto t_he
functional currency of Entity B, i.e. euro. The embedded .d_erlvatwe
had a negative fair value at the date of modification of €1 rmlhon. Due
to the redenomination of the currency of the contract, Entity B pays
the counterparty €1 million which is equal to the value of the. change
in contractual terms of the arrangement. Entity B derecognises the
embedded derivative.

The change in denomination of the contract in this case is a significant
modification of the contract’s cash flows that triggers reassessment
under IFRIC 9. Because the denomination of the contract after
modification is in the functional currency of Entity B the contract _no
longer has a non-closely related embedded dtj:-rivatlve and the entire
arrangement will be accounted for prospectively as an executory
contract outside the scope of IAS 39.
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2.2.1-2
Interpreting ‘highly probable’

The term ‘highly probgble’ is not defined in IAS 39. The probability of
occurrence must b'e significantly in excess of a 50 per cent likelihood
but will not be as high as 100 per cent because it can never be claimeci

that a transaction to which ity i : ;
to occur. an entity is not yet committed is guaranteed

IFRS 5:BC81 also refers to ‘highl ! i i

: y probable’ although in a differen
gontext. It states that in IFRS Standards ‘probable’ is defined as “mor;
Iikely.than nqt and that ‘highly probable’ is regarded as implying a
Stgn_lflcantly higher probability than ‘more likely than not' and as bein
equivalent to the phrase ‘likely to occur’. :

Probability is assessed based on observable facts and the relevant

circumstances. In assessing the likelihood that a tr. i i
. ) ansactio
consideration should be given to the following: oo

e the frequency of similar past transactions:

e the financial and operational ability of th i
e en
transaction: y tity to carry out the

e substantial commitments of resources to a i ivi
! m particular activity (e.g. a
manufacturing facility that can be used in the short—runyo(nlyg to
process a particular type of commodity);

e the extent of loss or disruption of o i
| perations that coul if the
transaction does not occur: Aresut 1§

e the Iikelihclnod Ithat transactions with substantially . diiferent
charactenst_lcs mlgr_ft be used to achieve the same business purpose
(e.g. an entity that intends to raise cash may have scvarai ways of

doing so, ranging from a short-term bank lo .
offering): and an to a common stock

e the entity's business plan.

In faddition, both the length of time until a forecast ion i

prOJecteq to occur and the quantity of the forecast tran;;igzicgﬁgullcsi
be COI‘ISIde.I'ed in determining probability. Other factors being equal
the more distant a forecast transaction is, the less likely it is that thé
tralnsactlon would be considered highly probable and the stronger the
evidence that would be needed to support an assertion that it is highl

probable. For example, a forecast that a transaction will occur in fivg

years may be less reliable than a forecast :
: of a transactio
occur in one year, n expected to

Other factors being equal, the i i
! greater the physical quantity or future
value of a forecast transaction, the less likely it is that the t¥ansaction
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would be considered highly probable and the stronger the evidence
that would be required to support an assertion that it is highly probable.
For example, it is easier to support forecast sales of 100,000 units in a
particular month than to support forecast sales of 300,000 units in that
month by an entity, when recent sales have averaged 300,000 units per
month for the past three months. [IAS 39:1G.F.3.7]

IAS 39:1G.F.2.4 provides an example of an airline operator that could use
sophisticated models based on experience and economic data to project
its revenues in various currencies. If it can demonstrate that forecast
revenues for a period of time into the future in a particular currency are
‘highly probable’, it may designate a currency borrowing as a cash flow
hedge of the future revenue stream.

To meet the ‘highly probable’ requirement, an entity is not required to predict
and document the exact date a forecast transaction is expected to occur.
However, itds.required to identify and document the time period during
which the(forecast transaction is expected to occur within a reasonably
specific and generally narrow range of time from a most probable date, as
a basia-for assessing hedge effectiveness. To determine that the hedge will
b= highly effective, it is necessary to ensure that changes in the fair value
of the expected cash flows are offset by changes in the fair value of the
hedging instrument and this test may be met only if the cash flows occur
within close proximity to each other. [IAS 39:1G.F.3.11]

A pattern of discovering that hedged forecast transactions are no longer
expected to occur would call into question both an entity’s. ability to
predict accurately forecast transactions and the propriety of using hedge
accounting in the future for similar fransactions. [IAS 32:1G.F.3.7]

A hedged forecast transaction must be identified and documented with
sufficient specificity so that when the transaction occurs, it is clear whether
the transaction is the designated hedged transaction. Therefore, a forecast
transaction may be identified as the sale of the first 15,000 units of a
specific product during a specified three-month period, but it could not be
identified as the last 15,000 units of that product sold during a three-month
period because the last 15,000 units cannot be identified with sufficient
specificity: it could be units 20,001 to 35,000 or units 120,001 to 135,000.

[IAS 39:1G.F.3.10]

For the same reason, a forecast transaction cannot be specified solely as
a percentage of sales or purchases during a period because that would
not lead to an identifiable amount, e.g. designating 75 per cent of sales in
February 20X7 can be only identified after February 20X7 and not at the
time of designation.
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® 3.10 Cash flow hedging foreign currency risk of the principal only on
interest-bearing debt.

e 3.14 Cash flow hedging share appreciation rights.

e 3.16 Cashflow hedging of an acquisition of an equity-method investment.

In a cash flow hedge of a forecast transaction when the spot foreign
exchange rate is being hedged, the effective amount recognised in other
comprehensive income is calculated on a discounted basis, i.e. it is based
on the present value of the spot element of the derivative. [IAS 39:1G.F.5.6]

2.2.241

Types of derivatives used for hedging foreign currency monetary
items in order to improve hedge effectiveness

A foreign currency monetary item (e.g. a loan) can be cash flow hedged
for foreign currency risk for both interest and principal, interest only,
principal only, or any proportion thereof.

If an entity hedges both interest and principal with a derivative, in order
for the hedging instrument to be highly effective, the derivative will
need to have contractual cash flows that match the foreign currency
interest and principal flows but swap them into the functional currency
equivalent cash flows. An example would be a Cross-currency swap
with gross physical exchange of principal at inception and at maturity.
3.7-1 and 3.8+1 in chapter C11 illustrate this approach for hedging
floating rate and fixed rate loans respectively.

If an entity hedges only the interest cash flows with a derivaiive in
order for the hedging instrument to be highly effective, the deiivative
will need to have contractual cash flows that match the foreign currency
interest flows but swap them into the functional currercy.equivalent
interest flows. An example would be a cross-currency swap without
gross physical exchange of principal at inception and at maturity.

If an entity hedges only the principal cash flows with a derivative, in order
for the hedging instrument to be highly effective, the derivative will need
to have contractual cash flows that match the foreign currency principal
cash flows but swap them into the functional currency equivalent
principal cash flows. An example would be a foreign currency forward
contract. Example at 3.10-1 in chapter C11 illustrates a cash flow hedge

of foreign currency risk of the principal only on an interest-bearing debt
instrument.

For hedges of forecast transactions, it is permitted, but not required, tb adjust
the carrying amount of an acquired non-financial asset or a non-financial

liability by the effective gain or loss on the hedging instrument as explained
at 2.2.3.
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9.2.3 Basis adjustments

An entity has a choice of accounting policy regar_ding the prgsentat;o;; 3\1:
ains and losses recognised in other comprehenswe.mcome if a cas of
hedge of a forecast transaction subsequen'tly res_ults in the recogmtiqn o]c a
on-financial asset (or a non-financial liability), orifa foreca;.t transact!on or
; on-financial asset or a non-financial liability becomes a firm commltmgnt
??which fair value hedge accounting is applied. The accounting policy

:hosen must be applied consistently to all such hedges. [IAS 39:99]

The entity can either: [IAS 39:98]

[ i i from equity to profit or
reclassify the associated gains and Io§ses : _
e loss in tﬁe same period or periods during which the asset _acqmred
or liability assumed affects profit or loss (such_as in the periods that
depreciation expense or cost of sales is recognised); or

(b) remove the associated gains and losses that were rgqqgmsed in
other comprenensive income and incll_Jde_ .thern in ’.rhe initial cost glrl
other c=rrving amount of the asset or I1ab|ll|ty (|.n which case they :t;]l
automatically affect profit or loss when the item is depreciated or sold).

2.2.3-1

Application of a basis adjustmenttoa cash flow hedge of aforecast
transaction that results in the recognition of an eq uity-method
investment

[ ; i t to the cost basis of an
It is clear that IAS 39:98(b) allows an adjustmen _
asset recognised in a cash flow hedge of a forecast trgnsac_hon for the .
effects of the hedge, if the recognised asset is a non-financial asset.

it i is adjustment alternative
However, it is less clear whether the basis a .
under IAS 39:98(b) is available for a cash flow hedge that resu!ts. in the
recognition of an interest in an associate that is accounted for using the

equity method.

isiti in [ iate represents the acquisition
The acquisition of an interest in an associa I _
of a financial instrument (IAS 39:BC24D) and thg basis adjL'Jstme_ntI
alternative under IAS 39:98(b) is generally not available for a financia
asset.

IAS 39:BC161 explains that the rationale for prohibiting
Ei;)gse \;‘iirj,ustrnents for financial assets is that s..uch qdqutments V\tmubid
be contrary to IAS 39’s requirement thrfz’g all fmanglal lr)strumen s be
recognised at fair value on initial recognition. A basis adjustmgnt does
not, however, result in any divergence from the .genera_l requnremeqts
for accounting for an investment in an asspc;ate using the equity
method because such investments are req_tyred to be measured a’;
cost (rather than fair value) on initial recognition (see paragraph 10 o
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As pgr‘t of the Board’s deliberations it considered whether volunt
novation to a CCP should be part of the scope of the amendm arty
T_he exposure draft that preceded the amendment was Iimiteder’:‘
circumstances where novation was required by laws and regulati N
The Board concluded that the novation does not have to begre Lljcimsci
by laws or regulations, however, for hedge accounting to co?}ti ¥
volunta_ry novation to a CCP should be associated with Iawsnue
regulations that are relevant to central clearing of derivatives aodr
that the mere possibility of laws or regulations being introducgd

was not a sufficient basi ' i
Rt asis for the continuation of hedge accounting.

;’lhe It?r,oard acknowledged that permitting relief only where novation is
: r::,:cthyet?e? (f?CP \;\;as too narrow. Consequently, the Board accepted
lef would also be available if novation is unde [
ere ! rtake
the objective of effecting clearing with a CCP. Examples whe:e \:’r:Z
:nay apply are where the novation is to a clearing member in order
c;)transact with a CCP, so called ‘indirect clearing’. The Board also
g sé%r\éedfthat an mtlragroup novation also can occur in order to access
_ ; for example, if only particular group entitie
directly with a CCP. [IAS 39:BC220R & BC220§] A

;Ij'lhe Bgard notes in IAS 39:B_0220W that if an entity had previously
lscontrnugd hedge accounting, as a result of a novation. that
I(Dpre-now:ltlonl) hedge accounting relationship could not be reinétated
ecause doing so would be inconsistent with the requirements

for hedge accounting (i.e. hed i :
retrospectively). ( ge accounting cannot be applied

2.2.4.21

Novation of a derivative instr =
ument: P
relationship — example impact on exisiing hedge

Entity A executes a derivative with Entity B: the derivative is designated

by Entity A as an effective hedging i i
= ging instrument in a hedai i i
Entities A and B are not related parties. T eimon ol

EK;fter thg hedge is Fiesignateq, Entity A's original counterparty, Entity B
: acqglred _by Entl'ty C. The impact for the existing hedge relationshi :
or Entity A is considered in the following scenarios. ¢

Scenario 1

The contractual terms and condition ivati
i s of the derivative a
by the acquisition of Entity B by Entity C (no novation). R

— e
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Because the acquisition of Entity B by Entity C does not amend the
contractual terms and conditions of the derivative, there is no impact on
the hedge relationship for Entity A.

Scenario 2

some contractual terms and conditions of the derivative are changed by
the acquisition (e.g. different collateralisation due to new group context),
but the legal counterparty for Entity A is still Entity B (no novation).

In contrast to Scenario 1, there is a change to some contractual terms
and conditions but there is no change in legal counterparty (no novation)
<o that Entity B is still the counterparty for Entity A. Depending on the
extent of the changes in the contractual terms and conditions, Entity A
may be required to derecognise the derivative.

If the changes in the contractual terms and conditions require
derecognitioin ¢f the hedging instrument by Entity A, hedge accounting
is discontirized by Entity A in accordance with I1AS 39:91(a) (in case of
a fair walue hedge) or IAS 39:101(a) (in case of a cash flow hedge or a
net investment hedge).

[f-the changes in the contractual terms and conditions do not require
derecognition of the hedging instrument by Entity A, Entity A is not
required to discontinue hedge accounting. However, the amended terms
and conditions may affect the effectiveness of the hedging relationship.

Scenario 3

In contrast to Scenarios 1 and 2, there is a change in legal counterparty
so that Entity C is now the counterparty for Entity A instead of Entity B

(novation).

Derivatives are generally bilateral contractual arrangements between
two named parties. Consequently, when the counterparty to a derivative
changes, this generally leads to derecognition of the derivative for the
party that faces that counterparty because the original counterparties
have been released from their responsibilities to make payments to
each other. This conclusion was highlighted in the amendments to
IAS 30 in June 2013, Novation of Derivatives and Continuation of Hedge
Accounting, based on the derecognition requirements for financial
liabilities in IAS 39:AG57(b). As an exception to that conclusion, the
June 2013 amendments state that in circumstances in which the
counterparty transfers the derivative to a central clearing counterparty
and subject to meeting the specified criteria in IAS 39:91(a) or
IAS 39:101(a) respectively for fair value hedges, cash flow hedges and
net investment hedges, a novation does not cause an expiration or
termination of the hedging instrument, nor requires discontinuation of

hedge accounting.
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22442

Change in timing of forecast sale of a non-financial item — example

Entity S designates a derivative as a hedging instrument in a cash flow
hedge of a forecast sale of silver. The hedging relationship meets al|
of the conditions for hedge accounting, including the requirement to
identify and document the period in which the transaction is expected to
occur within a reasonably specific and generally narrow range of time.

In a subsequent period, the forecast transaction is expected to occur in
an earlier period than originally anticipated.

The change in timing of the forecast transaction does not affect the
validity of the designation. Entity S can conclude that the transaction is
the same as the one that was designated as being hedged. However, the
change in timing of the hedged transaction may affect the assessment
of hedge effectiveness going forward because the hedging instrument
must continue to be designated for the whole of its remaining period to
maturity. Also, the amount recognised in other comprehensive income up
to this point will need to be adjusted to be the lower of the cumulative gain
or loss on the derivative from inception of the hedge and the cumulative
change in fair value of the future cash flows of the forecast transaction.

Definitions and mechanics of hedge accounting 2

2.2.4.5 An entity de-designates the hedge relationship o .

¥ i i tionship at any point in time. Any

tity can de-designate a hedge rela any
Agir?s? Iosr{ losses recognised in other comprehenswef lncom?tr:as’fcégﬁ
i i i in i i til the forecas
' de-designation will remain in equity un forex

Dmljrsf [lAS 39:9101(d)] Gains or losses on the hedglng m;trurnent aﬂiz
ggcdes.ignation will be recognised in profit or loss if the hedging instrume

continues to be held.

2.2.5 Reclassification from equity to profit or loss after a business
. combination

2.2.51

Reclassification from equity to profit or loss after a business
combination

Following a usiness combination, when the acquirtehe has rarl];;?gig :;32
i ins or losses in other co

flow hedging and recognised gain : ' e

' Ti isition, the acquirer will not be able

income prior to the acquisition, : : b )

i lidated profit or loss. Beca

those gains and losses to conso ( K R
: isiti he acquiree do not exist in the ¢

isre gcquisition reserves of t . i

i i i t (acquirer), any a

inancial statements of its new paren : .

Trre|cognised in other comprehensive income by the apqunree pﬂor!‘tdo ’;23

business combination cannot be reclassified. Thus, in the consolida

ion i ific relationshi
If the hedged transaction is no longer expected to occur, then the cumulative l accounts, the group can only hedgg qgcount éor t?easrﬁiﬁlr:tcs Trecognises
amounts in other comprehensive income are reclassified from equity ta prospectively from the date of acquisition and only L Lt o
profit or loss. [IAS 39:101(c)] in other comprehensive income post-acquisition ca

2.2.44-3

Change in timing of forecast debt issuance — forecast iransaction
no longer expected to occur — example

Entity D is hedging the forecast issuance of £1 00 million of 10-year, fixed
rate debt using a rate lock agreement (a derivative). Entity D designates
the rate lock agreement as a hedge of the variability in the total cash
flows arising on the forecast debt issuance. Entity D expects to issue the
debt in the second quarter of 20X0. Entity D’s credit rating is BB. In the
first quarter of 20X0, the spreads between government and corporate
bond rates widen significantly. As a result, Entity D does not expect to
issue its bonds in the second quarter. Entity D’s advisors believe that
the markets may stabilise in the first quarter of 20X1. Entity D will now
make a decision on the type of funding in the first quarter of 20X1 and,
therefore, closes out its rate lock agreement. At the time of closure, the
fair value of the lock agreement is negative.

Entity D should recognise the entire loss in profit or loss because the
forecast debt issuance is not expected fo occur.
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from equity to consolidated profit or Iosg in accordance with IAS 39:95.
See 4.5 in chapter C10 for further details.

2.2.6 Reclassification of amounis deferred_’ in th_e cash flow h:cige
- reserve when hedging interest rate risk with an off-marke

swap

2.2.6~1

Reclassification of amounts deferred it'.l the cash ﬂ?(wt hvt::ge
reserve for hedges of interest rate risk using an off-market swap

When the hedged risk is cash flow variability from char:ges inhin’;;rve\elzt
i i ist of multiple cas 1
rates, the hedged item will often consis e
’ i ity i floating rate debt with five in :
For example, if an entity issues atin S ehE
it i to hedge all five interest payments i
payments, it is common je all S
i trument, when designated,
interest rate swap. If the hedging ins ‘ . i
i i.e. fair value is not nil) (see 3.7 and 4.
off-market interest rate swap (i.e. ) o i
i be taken to establish the correct a
in chapter C10) care needs to tal : ity
ify i i . This is particularly true
lassify in relation to each cash flow \ :
ngzcof anh{under-hedge’ (i.e. when the cumulative gain or loss on the
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hedging instrument accumulated in equity is less than the cumulative
gain or loss on the hedged item) because the total amount deferred

in the cash flow hedge reserve will not be sufficient to fully offset the
variation in the hedged cash flows.

A basic approach to determine the amount to be reclassified from the
cash flow hedge reserve for a particular relationship is to first calculate
the amount that should remain in the cash flow hedge reserve at the
reporting date for that relationship, and then reclassify the difference

between that amount and the previous balance in the cash flow hedge
reserve.

In a hedge of variability in interest cash flows due to changes in interest
rates, the hedged item affects profit or loss through the interest accrual
(e.g. interest accrual on debt). Therefore, although it is the full (or ‘dirty’)
fair value gains or losses on the hedged item and hedging instrument
that are used to measure the ineffectiveness for the hedge relationship,
itis the ‘clean’ fair value gains or losses that should be used to determine
the amounts that remain in the cash flow hedge reserve. The clean fair
value is the fair value excluding any accrued interest.

For a swap that has a clean fair value of zero on the date of designation
(i.e. an on-market swap), the cumulative clean fair value gain or loss will
be equal to the clean fair value. However, if the swap has a non-zero
fair value on the date of designation (i.e. an off-market swap), the
calculation of the clean fair value gain or loss is more complex. One
method of calculating the clean fair value gain or loss is to split the
off-market swap into an on-market component swap and an ‘embed:icd
financing’ component, where the embedded financing compcinent
will be a strip of fixed cash flows equal to the difference beiwsen the
fixed leg on the off-market swap and the fixed leg of the cn-market
component swap. The on-market component swap has a floating leg
that matches the off-market swap and a fair value of zer0 on the date
of designation. The embedded financing component and on-market
component swap are determined as of the designation date and are
not subsequently adjusted. The cumulative clean fair value gain or loss
on the on-market component swap will be equal to the clean fair value
of that component. The cumulative clean fair value gain or loss on the
embedded financing component will be the cumulative change in clean
fair value of the embedded financing component plus the portion of the
designation date fair value of the embedded financing cash flows that

have been settled and accrued (but not yet settled) since the inception
of the hedge.

Therefore, the cumulative clean fair value gain or loss on the hedging
instrument as a whole is the cumulative change in the clean fair value
of the hedging instrument plus the portion of the designation date fair
value of the embedded financing component that has been settled and
accrued since the inception of the hedge. There are other acceptable
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i [ lue gain or loss that give the
ods of calculating the clean fair va . : :
rsnaer;he result as the above; for example, by d?]d#ctlr;go‘;hti ;iiilgr:z’;f;
[ d cash flow -
fair value of the settled and acerue
Sg?naponent from the fair value gain or loss on those cash flows of the

off-market swap that have yet to be settled or accrued.

gxamples illustrating the journal entries for a cash flow hedg; of tljogt;srlg
rate debt using an off-market interest rate swap are at 3.5-2 and 3.

in chapter C11.

2.3 Net investment hedge

A hedge of a net investment in a foreign operation is a hedge of the foreign

currency exposure arising from the reporting entity’?J (gccianeﬁgybt?iv %rgrl:p; hs;
i tion. Under
in the net assets of that foreign opera . .
Share'mshare 5¢ the net assets of a foreign operation are transl'ated into
o f the ultimate parent the retranslation gain or loss

e functional currency © te pz s
Tz recognise in other comprehensive income. It does not matter wh

currency, the monetary assets and liabilities of the forefi.gnﬂope:atir?sr;a?;
) i Il those monetary items are Tirstly retra

e oparation's 1 i It is the translation of those

iats. the foreign operation’s functional currency. It ! .

nat ;nssets c‘?f thg foreign operation into the ultimate parent’s functional

(B

currency that is the designated hedged risk.

IFRIC 16 Hedges of a Net Investment in a Forefgri[ hO%g;rat:g:Caedt?;te\jzgﬁ
iski [ t hedge is the diffe
ther the hedged risk in a net mvest_men . .
;ﬂ;e functional currency of the foreign operatlonb a;nd t:ethpere:%?]ré?;l:;}
i etwee
of the group or rather the dlffereqce
23?:23 of the foreign operation and the functional CL)Jrrency o;: th?N p;zr?hn;i
tions Commitiee) consen
The IFRIC (now the IFRS Interpreta : i
isk i [ t hedge refers to the differenc
the hedged risk in a net investmen : ence betwee
i i tion and the functional cu y
the functional currency of the foreign opera : fanphons el =y
ledged that this question Is only
of the parent. The IFRIC acknO\_N R i
of the group difrers
to the extent that the presentation currency ) g
' he IFRIC recognised tha
functional currency of the parent. T o
i i iew but found that the arguments In fav
competing arguments for either view i
[ [ f the parent were more o)
of looking to the functional currency of i e s
tation currency does not cr
The IFRIC concluded that the presen B e
i i ly hedge accounting. The
exposure to which an entity may app _ e
i [ basis of the primary econom
currency is determined on the : N e an
i ich the entity operates. Accordingly, func ion : _
zcgv:cl)cr::ic exposu?‘le to changes in cash flows or fair values; a presentation

currency does not. [IFRIC 16:BC14]

A hedge of a net investment in a foreign operation, lpc!ud;ng athazdgsfiag 3
monetary item that is accounted for as part gf the net mvis g]en e
in 1AS 21, assuming it meets all other requirements for. ezge a :
is accounted for similarly to a cash flow hedge: [IAS 39:102]
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A more detailed discussion of complex issues that can arise w
investment hedging is included in section 5 of chapter C10.

ith net

IAS 21 defines a net investment in a foreign operation as the amount of
the reporting entity’s interest in the net assets of that operation. [IAS 21:8]

Netinvestmenthedging is only permitted in consolidated financial statementg
because it is only in consolidated financial statements that the net assetg
of the foreign operation are recognised. An exception is a foreign operatigp
that is not a separate legal entity (e.g. branch of the reporting entity that hag
a functional currency different from the functional currency of the reporting
entity). In this case, the investor may apply net investment hedging in itg
individual financial statements by designating the translation risk of the net
assets of the foreign branch. This is acknowledged in IFRIC 16:2.

In August 2014, the Board issued an amendment to IAS 27 Separate
Financial Statements to include the equity method as one of the options
in IAS 27 to account for an entity’s investment in a subsidiary, joint
venture or associate in its separate financial statements (selected as
an accounting policy choice and applied consistently for each category
of investments, i.e. the same measurement applied to all subsidiaries,
all joint ventures or all associates). As a result of the amendment to
IAS 27, an entity may use the equity method for such investments in
its separate financial statements and, to the extent such interests are
foreign operations, net investment hedging may be applied.

2.3-4

Applying fair value hedge to the investments in a subsidiary,
associate or joint venture when such investments are ineasured
at cost in a separate financial statements

In the separate financial statements of the investor, an investment in a
subsidiary associate or joint venture may alternatively be recognised

FVTPL). [IAS 27:10(b)] In such circumstances, the carrying amount will
not be equivalent to the net investment in that operation (as defined by
IAS 21) and, therefore, net investment hedging cannot be applied.

Definitions and mechanics of hedge accounting 2

i denominated liability that was used to fgnd the
Pr # ftorzlrsw;tr}nctfgigfgign operation, that instrument could bg designated
Irweshrgdging instrument in respect of a portion of the foreign gurrency
L Elof the investment in the subsidiary equivalent fo the notional on
rISKhedging instrument. In order to qualify for this tregtment, the entity
thﬁst be able to determine that foreign currency risk with respect t(z :l;e
4 tment in the subsidiary exists of an amount equal to a’f Ieas_ e
T al of the hedging instrument. For the entity to make this qlalm, it
e ither be able to measure the fair value of the investment in |oca_\l
- eC terms or, at a minimum, be able fo determine that the falr
Gurzninylocal curréncy terms is not below the notional of the he_dgmg
ya 1:lrument Applying fair value hedge accounting woulq resullt in the
InS‘n or |os:; on the hedging instrument being recognised in prqflt or loss
grgng with the associated movement in the foreign_ currency risk on the
:esignated portion of the investment in the subsidiary.

It is worth roting that this approach is very diﬁergnt from applyllpcjga?:(;t
investment in a foreign operation hedge accounting at a consmh e
level where both the hedging instrumeqt and the_ foreign exc aisgd
tranialation on the net assets of the ft_)_relgn op_eratlon are rec?gdn G
i other comprehensive income., Additionally, .lt should be no e|'dated
air value hedge accounting cannot be: applied in the lcons?n;en“n
financia| statements to an equity method mvezstment or aninves fpa
3 consolidated subsidiary. [IAS 39:AG99] Fair valug hedgel zaltc:clzn entg
for such items can only be applied in the separate financial statem

of the investor.

2.3.1 Hedging net investments with loans

In the absence of hedge accounting, foreign exchat_nge gainzcaor;?“fesds?i
' foreign operation are r

on retranslating the net assets of a \

other comprehensive income and taken to a separate component of_ eqéu'icﬁ

(in accordance with 1AS 21), while those on the loan are recc_ngms‘:;h .

profit or loss. This creates a mismatch in foreign currency t;atqs'ftle?& inatgd
i ing i lied, this mismatch |

net investment hedge accounting is applied, '

because the gains and losses on the loan, to the extent effective, are

recognised in other comprehensive income.

When the hedging instrument in a net 1nve§tm§nt hedgeisa forglgn Eﬂ:::g
denominated non-derivative financial liability (g.g. a fore_lg?h e
denominated loan), it is always the spot retrangia\_tlon risk that 1st e:[ o agt e
risk (as opposed to the forward rate) because it is only the 'sp<tal raﬁability
recognised from retranslating the foreign currency non-derivative ;

However, as an alternative, the investor may wish to apply fair value
hedge accounting for the foreign exchange risk of its investment in its
foreign operation if the investment is not measured at FVTPL under
IAS 39. For example, if an investor makes an investment in a foreign
| operation that meets the definition of a subsidiary, and the investor
recognises the investment at cost in its separate financial statements,
| the investing entity will be exposed to a risk that will affect profit or loss
| (i.e. the foreign currency risk that arises upon disposal of the foreign
subsidiary). If the investing entity has a foreign currency derivative,

either at cost or in accordance with IAS 39 (i.e. as an AFS asset or at
|
|
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currency risk does not affect profit or loss. Foreign currency risk onf

arises from the date the debt is recognised in the statement of finangj 3;
position because it is translated thereafter into the entity’s functionzl
currency under IAS 21. The quantum of this foreign currency risk that
will affect profit or loss following the issue of the debt bears no relation
to the quantum of foreign currency risk that arises prior to the date th

debt is issued. 4

The following example explores this issue further.

BExample

On 1 January, Entity C, a US dollar functional currency entity, has a highl
probable forecast 10 per cent fixed rate debt issuance 0f1€100 millio:
in one month’s time, and wishes to hedge the variability in the US dollar
equryalent proceeds that it will receive from the point in time when the
hedglng instrument is entered into to the point in time when the debt is
issued. Entity C will enter into a foreign currency forward contract to sell
€100 million and to buy an equivalent amount of US dollars, based on
the forward rate for delivery when the debt is expected to be’ issued. At
the date Entity C enters into the foreign currency forward contract ilt is
expected that the combination of the net cash flows from the fon’/vard
contract and the euros to be received from issuing the debt should
equal US$100 million, all other things being equal.

Entity C cannot designate the changes in foreign currency risk between
the date of entering into the derivative and the date the forecast debt ia
expectefj to be issued as a qualifying hedge exposure. This is becaus;e
the foreign currency risk on the debt will only arise and affect niofit
or loss from the date it is recognised as a liability and is re*rmﬁiated
from euro to Entity C’s US dollar functional currency during the period it
remains outstanding. The gains/losses on the forward cenizact prior to
the debt being issued bear no relationship to the foreigt ctirrency gains/
Iossgs that will be recognised after the debt is issued. Furthermore. the
functional currency amount of interest in future periods is unaffei:ted
py movements in foreign currency prior to the debt being issued, as
illustrated below. !

Assume the foreign currency exchange rate at 1 January is US$1:€1
and at 1 February is US$1.5:€1. Using the 1 January exchaﬁge
rate, the annual interest in US dollars would be US$10 million. At
the rate of exchange prevailing on 1 February, the amount of éuro
proceeds necessary to raise US$100 million would be €67 million
The related annual interest, assuming constant interest rates woulci
!De €6.7 million. However, translating euro into US dollars the,annual
interest is still US$10 million (since €6.7 million x 1.5 = USé‘IO million)
As der.nonstrated, the annual interest expense in functional currency;
terms is unaffected by a change in exchange rates between the date
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the foreign currency forward contract is entered into and the date the
debt is issued.

Once the debt is issued, it will be a recognised monetary item and
will be retranslated from euro to US dollars on an ongoing basis in
accordance with IAS 21 with any resulting foreign exchange gains or
losses recognised in profit or loss. Once recognised, the debt could be
designated in either a cash flow or fair value hedge of foreign currency

risk.
2.6 Hedging capitalised borrowing costs

2.6-1

Hedging capitalised borrowing costs: eligibility

Neither #AS 39 nor IAS 23 Borrowing Costs provides guidance on
whethér an entity can cash flow or fair value hedge interest rate risk
when the interest is partly or fully capitalised under IAS 23 as part of a
guaitying asset. In the Basis for Conclusion on IAS 23 the Board makes
sference to US GAAP on this topic (ASC 815-25-35-14), stipulating
that, in the context of fair value hedges, “the derivative gains and losses
(arising from the effective portion of a derivative instrument that qualifies
as a fair value hedge) are part of the capitalised interest cost”. However,
the Board states explicitly that “IAS 23 does not address such derivative
gains and losses”. [IAS 23:BC21]

The fact that borrowing costs are capitalised in respect of a qualifying
asset under 1AS 23 should not, in itself, mean that an entity cannot
apply hedge accounting for interest rate risk in respect of the borrowings
used to fund that asset. IAS 39 requires that a hedge must result in the
hedged risk affecting profit or loss, which will be the case when interest
on debt is capitalised because the qualifying asset will affect profit or
loss either through amortisation, impairment or sale.

2.6-2

Cash flow hedge accounting for capitalised borrowing costs —
basis adjustment

If an entity applies cash flow hedge accounting it is necessary to
consider whether the hedged variable interest cash flows result in the
recognition of a non-financial asset as contemplated in IAS 39:98 (see
2.2.3 in chapter C9). This is because under IAS 39:98 if a hedged
forecast transaction subsequently results in the recognition of a
non-financial asset, an entity is required to choose as an accounting

787




C10 Hedge accounting — complex

If an entity does not apply hed i

N € ot ge accounting and, therefore
derivatives gre classified as at fair value through profit or Ioss’ i:hiz
not appropriate for‘ the entity to capitalise part of the derivati\;e as
part of the borrowing costs under IAS 23. All gains and losses on

non-hedging derivati i i i i
e ging derivatives must be immediately recognised in profit or

2.7 Hedging non-financial items

As Qescribed at 3.9_in chapter €9 a non-financial asset or liability ma
qualify as a hedged item in limited circumstances. More complex as ec:ty
of hedging non-financial items are described below. "

2.7.1 Hedtging foreign currency risk of non-financial asset held at
cos

If an entity is hedging foreign currency ri is ri

! r y risk, this risk must be separa
measurable. A non-ﬂnanmgl asset that was purchased in a foreign t:lerre;:]ec:g:r
f:annot pe hedged for forggn currency risk because foreign currency risk
Is not evident in that non-financial item. However, the foreign currency risk

associated with a forecasted sale of that -fi ial i i
e ey non-financial item could qualify as

2.71

Hedging a foreign currency risk of non-financial item held at cost

It is importar)t tp distinguish between hedging foreign curreney. iick of
a non-financial item and hedging foreign currency risk in relation to the
forecast sale or purchase of that non-financial item.

The" following example illustrates that it is not possitie {0 hedge the
fprer_gn currency risk of a non-financial item because the foreign cu?renc
_rlsk is not t_avident and not separately measurable. However, if an entity
is purchasrng or selling a non-financial item in a foreign cu,rrenc it ig
a flxc_ad amount of foreign currency that will be needed to buy or v{’ill be
received from selling that non-financial item, and a qualifying forei
currency exposure therefore exists. i

Example

Entity A, a sterling functional currency entity, acquir

machinery lin US dollars from Entity B, a* un?ela?esds?hrﬁg—gfrrt]t an
dollar functional currency entity. In the financial statements of Entsi/t A
the plant and machinery will be translated at the US$:£ exchange l¥ t ,
at the date of the purchase (i.e. at historical rate). ; A
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If Entity A used US dollar borrowing to finance the purchase of the
plant and machinery, these US dollar borrowings cannot be used as a
hedging instrument in a fair value hedge of the foreign currency risk of
the plant and machinery because the hedged item does not contain any
separately measurable foreign currency risk.

If Entity Awas to demonstrate that the disposal of the plant and machinery
in US dollars was highly probable, then the US dollar-denominated
debt could be used as a hedging instrument against the forecast sale in
US dollar provided that the timing of the future cash flows on the debt
coincided with the timing of the future cash flow on the disposal.

Non-derivatives can be used as hedging instruments only when hedging
foreign currency risk. This is discussed further at 4.1 in chapter C9.

2.7.2 Hedging all risks except foreign currency

2.7.2

wanging all risks except foreign currency risk of non-financial
K
ems

IAS 39:82 is clear that a non-financial item can be designated as hedged
item in its entirety for all risks or just foreign currency risk. With respect
to non-financial items, therefore, it is possible to hedge all risks except
foreign currency risk, as long as all other hedge accounting criteria are
met. However, an entity is not permitted to designate a portion of all risk
(except the portion attributable to foreign currency risk).

IAS 39:1G.E.3.4, which discusses the interaction between IAS 39 and
IAS 21, further supports this understanding of IAS 39:82. For financial
instruments, fair value is first determined in the currency in which the
contractis denominated, and translation of the contractinto the fu nctional
currency of the entity is secondary. If it can be clearly demonstrated
that the exposure to fair value of the non-financial instrument excluding
foreign currency risk can be identified and measured, and hedged for
all risks except foreign currency risk, such exposure is a permissible

hedging designation.
The following example explores this issue further.

Example

Entity O expects to purchase 1,000 barrels of oil in six months that
is highly probable of occurring. The purchase price will be the market
price at the date of purchase and will be priced in US dollars. Entity O's
functional currency is the Australian dollar.
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