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OFFSETTING FINANCIAL ASSETS AND FINANCIAL LIABILITIES
(AMENDMENTS TO IAS 32)

Amendments to the Basis for Conclusions on
IAS 32 Financial Instruments: Presentation

| After paragraph BC74, headings and paragraphs BC75-BC120 are added.

Amendments to the application guidance for offsetting financial assets and financial
liabilities

Background

BC75 Following requests from users of financiaket@ents and recommendations from the FinancialilByaBoard, in June
2010 the IASB and the US national standard-sedtierFinancial Accounting Standards Board (FASBYlealda project to
their respective agendas to improve, and poteptathieve convergence of, the requirements foretiffgy financial
assets and financial liabilities. The boards mhéedecision because the differences in theirireqents for offsetting
financial assets and financial liabilities cauggm#icant differences between amounts presentetisitements of financial
position prepared in accordance with IFRSs and amsopresented in statements of financial positiogpared in
accordance with US GAAP. This is particularly so éntities that have large amounts of derivativtévdies.

BC76 Consequently, in January 2011 the Board pudddisthe exposure drafdffsetting Financial Assets and Financial
Liabilities. The proposals in the exposure draft would hatabdished a common approach with the FASB. Theaxe
draft also proposed disclosures about financiatassnd financial liabilities that are subject &-sff rights and related
arrangements (such as collateral agreements), renéftect of those rights and arrangements on &ty'snfinancial
position.

BC77 As a result of the feedback received on thposure draft, the IASB and the FASB decided tontaém their current
offsetting models. However, the boards noted tbgtiring common disclosures of gross and net médion would be
helpful for users of financial statements. Accogly, the boards agreed on common disclosure reants by
amending and finalising the disclosures that weitelly proposed in the exposure draft. The anmeadtsDisclosures—
Offsetting Financial Assets and Financial Liab#igsi(Amendments to IFRS 7) were issued in Decembet 201

BC78 In addition, the IASB decided to add applizatjuidance to IAS 32 to address inconsistenciified in applying some
of the offsetting criteria. This included clarifig the meaning of ‘currently has a legally enfoldeaight of set-off’ and
that some gross settlement systems may be corgidguévalent to net settlement.

Requirements for offsetting financial assets and financial liabilities

Criterion that an entity ‘currently has a legally enforceable right to set off the recognised
amounts’ (paragraph 42(a))

BC79 To meet the criterion in paragraph 42(a) d8 132, an entity must currently have a legally ecéable right to set off the
recognised amounts. However, IAS 32 did not presipprovide guidance on what was meant by ‘culydrds a legally
enforceable right to set off’. Feedback from tkpasure draft revealed inconsistencies in the egfiin of this criterion
by IFRS preparers. Consequently, the Board decidedclude application guidance in IAS 32 (paradra AG38A—
AG38D) to clarify the meaning of this criterion.

BC80 The Board believes that the net amounts ainfifal assets and financial liabilities presentethe statement of financial
position should represent an entity’s exposurdn@rtormal course of business and its exposureeifabrihe parties will
not or cannot perform under the terms of the cohtrdhe Board therefore clarified in paragraph 883hat to meet the
criterion in paragraph 42(a) of IAS 32 a right et-sff is required to be legally enforceable in th@mal course of
business, the event of default and the event afvescy or bankruptcy of the entity and all of tmunterparties. The
right must exist for all counterparties so thadrifevent occurs for one of the counterpartiesudint the entity, the other
counterparty or parties will be able to enforce iigat of set-off against the party that has deglibr gone insolvent or
bankrupt.

BC81 If a right of set-off cannot be enforced ie #vent of default and in the event of insolvenchankruptcy, then offsetting
would not reflect the economic substance of th@éyesirights and obligations and would thereforeé neeet the objective
of offsetting in paragraph 43 of IAS 32. The Bbases the term ‘in the event of default and inethent of insolvency or
bankruptcy’ to describe scenarios where an entiftynat or cannot perform under the contract.

BC82 The use of the word ‘currently’ in paragra@iad of IAS 32 means that the right of set-off aatrive contingent on a future
event. If a right of set-off were contingent ondtional on a future event an entity would notrently have a (legally
enforceable) right of set-off. The right of setxwbuld not exist until the contingency occurrddtiall.

BC83 In addition, the Board believes that the pgessd time or uncertainties in amounts to be paisak preclude an entity from
currently having a (legally enforceable) right et-sff. The fact that the payments subject toghtrof set-off will only
arise at a future date is not in itself a conditmma form of contingency that prevents offsettingaccordance with
paragraph 42(a) of IAS 32.
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However, if the right of set-off is not exesaible during a period when amounts are due andfeyaen the entity does
not meet the offsetting criterion as it has notrighset off those payments. Similarly, a righsef-off that could disappear
or that would no longer be enforceable after artuvent that could take place in the normal coafdmisiness or in the
event of default, or in the event of insolvencybankruptcy, such as a ratings downgrade, wouldmegtt the currently
(legally enforceable) criterion in paragraph 42(a)AS 32.

The application of the word ‘currently’ in pgraph 42(a) of IAS 32 was not a source of incéesty in practice but
rather a question that arose as a result of theingiin the exposure draft. Consequently, the Bakecided that further
application guidance was only required for the legdiorceability part of the criterion.

In developing the proposals in the exposuadt,dihe Board concluded that the net amount remtesthe entity’s right
or obligation if (a) the entity has the abilityitgsist on net settlement or to enforce net settigrireall situations (ie the
exercise of that right is not contingent on a fatewent), (b) that ability is assured, and (c)ehgty intends to receive
or pay a single net amount, or to realise the aswmettle the liability simultaneously.

Some respondents were concerned that the term@é situations’ and ‘the ability is assureds aeferred to in paragraph
BC86 create a higher hurdle than IAS 32 today. Bbard however believes that the conclusions inettgosure draft
are consistent with the offsetting criteria anohg@ple in IAS 32, specifically paragraphs 42, 48,and 47. In addition,
the application guidance in paragraph AG38B of B¥Saddresses respondents’ concerns by clarifyiegitcumstances
in which an entity should be able to net (ie whatdll situations’ means), and by requiring legafceceability in such
circumstances, a term commonly used in applying 32Soday.

Applicability to all counterparties

The proposals in the exposure draft requined! the right of set-off be legally enforceabletie event of default and in
the event of insolvency or bankruptcy of ‘one o ttounterparties’ (including the entity itself).héfe were differing

views as to whether the requirement that the risiet-off must be enforceable in the event ofahtity’s default and/or

insolvency or bankruptcy changed the criteria i 122 today.

Some respondents disagreed that the righetedfs must be enforceable in the events of defaul insolvency or
bankruptcy of the entity. Although consideratisrgiven to enforceability today to achieve offseftin accordance with
IAS 32, some have only focused on the effecthefihsolvency or bankruptcy of the counterpartyese respondents
questioned whether legal opinions as to enfordgahilthe event of their own insolvency or bankieypcould be obtained
and considered this to be a change in practice fAn32 that could increase costs and the burdepreparers. They
also believed that such a requirement would benisistent with the going concern basis of prepamata financial
statements.

Other respondents, however, agreed that,pi@sent the entity’s net exposure at all times,ritpet of set-off must be
enforceable in the insolvency or bankruptcy ofoalhe counterparties to the contract.

The Board believes that limiting the enforcatr@ the right of set-off to the event of defaaitd the event of insolvency
or bankruptcy of the counterparty (and not thétgitself) is not consistent with the principledanbjective of offsetting
in IAS 32.

If a right of set-off cannot also be enforéedhe event of default and in the event of insnbyeor bankruptcy of the
entity, then offsetting would not reflect the ecomo substance of the entity’s rights and obligatiar the financial
position of the entity (ie offsetting would not left an entity’s expected future cash flows frorttlisg two or more
separate financial instruments in accordance watfagraph 43 of IAS 32) and would therefore not ntieetobjective of
offsetting in IAS 32.

Consequently, the Board decided to clarify, ttameet the offsetting criterion in paragrapl{adf IAS 32, a right of
set-off must be enforceable in the event of defaatt in the event of insolvency or bankruptcy afhbite entity and its
counterparties (paragraphs AG38A and AG38B of IRP 3

Criterion that an entity ‘intends either to settle on a net basis, or to realise the asset and settle
the liability simultaneously’ (paragraph 42 (b))

In the exposure draft the boards noted tHaetiing financial assets and financial liabilitissappropriate and reflects the
financial position of an entity only if the entihas, in effect, a right to, or an obligation fonlyothe net amount (ie the

entity has, in effect, a single net financial agsetet financial liability). The amount resultifigm offsetting must also

reflect the entity’s expected future cash flowsirsettling two or more separate financial instruteerThis is consistent

with the principle in paragraph 43 of IAS 32.

When developing that principle the boards tstded that entities may currently have a legatijoeceable right and
desire to settle net, but may not have the operatticapabilities to effect net settlement. Thesgrpositions would be
settled at the same moment such that the outcombilwot be distinguishable from net settlement. aAesult the boards
included simultaneous settlement as a practicagémian to net settlement. Simultaneous settlemexs intended to
capture payments that are essentially equivaleattisal net settlement. The proposals in the exgodraft also defined
simultaneous settlement as settlement ‘at the saomeent’.

Simultaneous settlement as ‘at the same morseiteady a concept in paragraph 48 of IAS 22 #nables an entity to meet
the criterion in paragraph 42(b) of IAS 32. Hoeeveedback received during outreach indicatedthtese was diversity in
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practice related to the interpretation of ‘simultans settlement’ in IAS 32. Many preparers andaating firms have
interpreted paragraph 48 of IAS 32 to mean théiesstnt through a clearing house always meetsiti@taneous settlement
criterion even if not occurring at the same moment.

Respondents also noted that settlement ofpwegitions by exchange of gross cash flows at exab# same moment
(simultaneously) rarely occurs in practice todaffhey argued that ‘simultaneous’ is not operatioaad ignores
settlement systems that are established to achikeaeis economically considered to be net exposure.

Some preparers also indicated that settlertieotigh some gross settlement mechanisms, thougtsimultaneous,
effectively results in the same exposure as in settiement or settlement at the same moment andcamently
considered to meet the requirements in IAS 32, aittactually taking place ‘at the same moment'.r Fmarticular
settlement mechanisms, once the settlement precessiences, the entity is not exposed to crediiqoidity risk over
and above the net amount and therefore the praxessiivalent to net settlement.

Paragraph 48 of IAS 32 states that simultamesmitlement results in ‘no exposure to creditiguidlity risk’. In its
redeliberations the Board considered gross settlemechanisms with features that both (i) eliménaiedit and liquidity
risk; and (ii) process receivables and payablea single settlement process. The Board agreedgtiosts settlement
systems with such features are effectively equntale net settlement.

To clarify the application of the IAS 32 afsSng criteria and to reduce diversity in practide Board therefore clarified
the principle behind net settlement and included@ample of a gross settlement system with chaistits that would
satisfy the IAS 32 criterion for net settlemenparagraph AG38F of IAS 32.

However, the Board decided not to refer deadly to clearing houses or central counterpartiden describing systems
that may be treated as equivalent to net settlefoetiie purposes of the set-off criterion. Systéhat meet the principle
in paragraph AG38F of IAS 32 may be referred todifferent names in different jurisdictions. Refieg to specific
types of settlement systems may exclude other mgsteat are also considered equivalent to neegattht. In addition,
the Board did not want to imply that settlemenbtigh specific systems would always meet the néessnt criterion.
Entities must determine whether a system meetgriheiple in paragraph AG38F of IAS 32 by determgiwhether or
not the system eliminates or results in insigniftceredit and liquidity risk and processes recdesland payables in the
same settlement process or cycle.

Offsetting collateral amounts

The proposals in the exposure draft spetifipaohibited offsetting assets pledged as calidtéor the right to reclaim the
collateral pledged) or the obligation to returnlataral sold with the associated financial assetsfaancial liabilities. A

number of respondents disagreed with the propasathient of collateral and noted that the propgsekibition was more
restrictive than the offsetting criteria in paramral2 of IAS 32.

The offsetting criteria in IAS 32 do not gigpecial consideration to items referred to aslatetal’. The Board
confirmed that a recognised financial instrumerfémed to as collateral should be set off agaihstrelated financial
asset or financial liability in the statement afdincial position if, and only if, it meets the @ffng criteria in paragraph
42 of IAS 32. The Board also noted that if antgreéan be required to return or receive back caldf the entity would
not currently have a legally enforceable right ef-aff in all of the following circumstances: inetmormal course of
business, the event of default and the event afiwescy or bankruptcy of one of the counterparties.

Because no particular practice concernsaamigistencies were brought to the Board's attemtated to the treatment of
collateral in accordance with the offsetting crdan IAS 32, and as the concerns that arose aigthfrom the proposals
in the exposure draft, the Board did not consitiaecessary to add application guidance for trarrent of collateral.

Unit of account

Neither IAS 32 nor the exposure draft spesithe unit of account to which the offsetting iisgments should be applied.
During the outreach performed on the exposure dtdfecame apparent that there was diversity attoe regarding the
unit of account that was used for offsetting inadance with IAS 32.

Entities in some industries (for example rgn@roducers and traders) apply the offsettintpia to identifiable cash flows.
Other entities apply the offsetting criteria toienfinancial assets and financial liabilities. rFthose entities (for example,
financial institutions), applying the offsettingteria to individual identifiable cash flows (pantis of financial assets and
financial liabilities) within contracts would be practical and burdensome, even though requirindicgtipn of the
offsetting criteria to entire financial instrumemésults in less offsetting in the statement céfficial position.

The Board acknowledged that the focus obffsetting model is the entity’s net exposure axpleeted future cash flows
from settling the related financial instruments.

The Board also noted that some of the esfitiewhom the offsetting requirements are mostvaaht are those that would
have the most significant operational challengeth \applying the model to individual cash flows (sugs financial
institutions with large derivative activities). iEhis important to consider because IAS 32 requaiésetting if the
offsetting criteria are met.

On the other hand, if the application of dfiisetting criteria to individual cash flows wasopibited, entities in some
industries (for example, energy producers and tgdiat apply the criteria in IAS 32 to individuehsh flows of
financial instruments, and achieve set-off on s today, would no longer be permitted to do so.
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The Board considered clarifying the appl@matjuidance in IAS 32 to indicate that offsettitngpsld apply to individual
cash flows of financial instruments. However tifriade such clarification, the Board felt that tuld be necessary to
consider an exemption from this requirement onbihsis of operational complexity. This would resalthe offsetting
requirements still being applied differently betwesntities.

Although different interpretations of the tupfi account are applied today, the Board conclutiatithis does not result in
inappropriate application of the offsetting criteri The benefits of amending IAS 32 would not ougivehe costs for
preparers and therefore the Board decided not emdrthe application guidance to IAS 32 on this ectbj

Cost-benefit considerations

Before issuing an IFRS or an amendment &R, the Board seeks to ensure that it will meggaificant need and that
the overall benefits of the resulting informationll vjustify the costs of providing it. The BoardsuedOffsetting
Financial Assets and Financial Liabilitigg\mendments to IAS 32) to eliminate inconsistendaiethe application of the
offsetting criteria in paragraph 42 of IAS 32 bariflying the meaning of ‘currently has a legallyf@ceable right of set-
off’ and that some gross settlement systems mayhsidered equivalent to net settlement.

Some respondents were concerned that reguringht of set-off to be enforceable in the evehdefault and in the
event of insolvency or bankruptcy of the entity Wbincrease the cost of applying the offsettingecia in I1AS 32, if,
for example, they needed to obtain additional legmhions on enforceability. However, the Boardeubthat without
this clarification the offsetting criteria would miinue to be applied inconsistently, and the r@sglbffsetting would be
inconsistent with the offsetting objective in IA.3This would also reduce comparability for usefsfinancial
statements. Consequently, the Board concludedtheatenefit of clarifying this criterion outweighe¢he cost to
preparers of applying these amendments.

During redeliberations the Board also considdéeedback received on the proposals in the expadraft related to the
treatment of collateral and unit of account. Hoem\as described in greater detail in other sestmfthis Basis for
Conclusions, the Board did not consider it necgssaadd application guidance for the treatmerthete items.

The amendments to the IAS 32 application anoe (paragraphs AG38A—-AG38F of IAS 32) are intdrideclarify the
Board’s objective for the offsetting criteria afektefore eliminate inconsistencies noted in appglyaragraph 42 of 1AS
32.

Based on the considerations described iB#ses for Conclusions of these amendments, and suised in paragraphs
BC112-BC115, the Board concluded that the benefitsOffsetting Financial Assets and Financial Liabé#i
(Amendments to IAS 32) outweigh the costs to preqsaof applying those amendments.

Transition and effective date

During redeliberations, the Board originalgcided to require retrospective application of épplication guidance in
paragraphs AG38A—-AG38F of IAS 32 for annual peribdginning on or after 1 January 2013. The Bo#ddt expect

significant changes in practice as a result ofdlagifications made to the application guidance aedce aligned the
effective date and transition of these amendmeiitts tvat of Disclosures—Offsetting Financial Assets and Finahci
Liabilities (Amendments to IFRS 7), issued in December 2011.

However, the Board received additional feelllfeom some preparers that the clarificationshi® application guidance
could change their practice. These preparers atetic that they needed more time to evaluate thectsffof the

amendments. They indicated that it would be diffior them to make this assessment in time wwaHpplication of the

amendments to the application guidance for thé domparative reporting period.

Preparers therefore requested that the Boamdider aligning the effective date of the amemusevith the revised
effective date of IFRS 8inancial Instrument¢l January 2015), with earlier application allowekhis would give them
sufficient time to determine if there would be amanges to their financial statements.

The Board believed that the amendments tdABe32 application guidance should be effectivesasn as possible to
ensure comparability of financial statements pregan accordance with IFRSs. In addition, theradid not consider
that the effective date needed to be aligned gt of IFRS 9. However, the Board also understib@dconcerns of
preparers. The Board therefore decided to reqne@emendments to the IAS 32 application guidaodeeteffective for

periods beginning 1 January 2014 with earlier apilbn permitted. This would provide a balanceseen the time

needed to implement the amendments with the neexbfwsistent application of the IAS 32 offsettimguirements.



