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IAS 32 BC

Basis for Conclusions on
IAS 32 Financial Instruments: Presentation

This Basis for Conclusions accompanies, but is adtqf, IAS 32.

BC1

BC2

BC3

BC3A

This Basis for Conclusions summarises the mattisnal Accounting Standards
Board’s considerations in reaching its conclusionsrevising IAS 32Financial
Instruments: Disclosure and Presentatian 2003. Individual Board members
gave greater weight to some factors than to others.

In July 2001 the Board announced that, as gfaits initial agenda of technical
projects, it would undertake a project to improveuaber of Standards, including
IAS 32 and IAS 39 Financial Instruments: Recognition and Measurement.
The objectives of the Improvements project wereettuce the complexity in the
Standards by clarifying and adding guidance, elatiig internal inconsistencies,
and incorporating into the Standards elements aindbg Interpretations
Committee (SIC) Interpretations and IAS 39 impleraéoh guidance. In
June 2002 the Board published its proposals in xpo&lre Draft of proposed
amendments to IAS 3Binancial Instruments: Disclosure and Presentatiamd
IAS 39 Financial Instruments: Recognition and Measuremavith a comment
deadline of 14 October 2002. The Board received @v@ comment letters on
the Exposure Draft.

Because the Board did not reconsider the fuedéathapproach to the accounting
for financial instruments established by IAS 32 ad 39, this Basis for

Conclusions does not discuss requirements in IA$h22 the Board has not
reconsidered.

In July 2006 the Board published an exposusdt df proposed amendments to
IAS 32 relating to the classification of puttabletimments and instruments with
obligations arising on liquidation. The Board supsently confirmed the
proposals and in 2008 issued an amendment that aowsfpart of IAS 32. A
summary of the Board’s considerations and reasonsit§ conclusions is in
paragraphs BC50-BC74.

" In August 2005, the IASB relocated all disclosunating to financial instruments to IFRS 7. The
paragraphs relating to disclosures that were albyipublished in this Basis for Conclusions wesdcated,
if still relevant, to the Basis for Conclusions I6iRS 7.
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Definitions (paragraphs 11-14 and AG3-AG24)

Financial asset, financial liability and equity ins trument
(paragraphs 11 and AG3-AG14)

BC4 The revised IAS 32 addresses the classificatisnfinancial assets, financial
liabilities or equity instruments of financial ingiments that are indexed to,
or settled in, an entity's own equity instrumentsAs discussed further in
paragraphs BC6-BC15, the Board decided to precheigty classification for
such contracts when they (a) involve an obligationdeliver cash or another
financial asset or to exchange financial assetsfimancial liabilities under
conditions that are potentially unfavourable to #ity, (b) in the case of a
non-derivative, are not for the receipt or delivefya fixed number of shares or (c)
in the case of a derivative, are not for the exgeaof a fixed number of shares for
a fixed amount of cash or another financial assehe Board also decided to
preclude equity classification for contracts that derivatives on derivatives on an
entity’s own equity. Consistently with this decisicghe Board also decided to
amend the definitions of financial asset, finantability and equity instrument in
IAS 32 to make them consistent with the guidance tbontracts on an entity’s
own equity instruments. The Board did not reconsidéner aspects of the
definitions as part of this project to revise IAS 3@ example the other changes
to the definitions proposed by the Joint Working @ran its Draft Standard
Financial Instruments and Similar Itenmiblished by the Board’s predecessor
body, IASC, in 2000.

Presentation (paragraphs 15-50 and AG25-AG39)

Liabilities and equity (paragraphs 15-27 and
AG25-AG29)

BC5 The revised IAS 32 addresses whether derivathgk reon-derivative contracts
indexed to, or settled in, an entity’'s own equitgtioments are financial assets,
financial liabilities or equity instruments. Theiginal IAS 32 dealt with aspects
of this issue piecemeal and it was not clear howouariransactions (eg net share
settled contracts and contracts with settlemenbapjishould be treated under the
Standard. The Board concluded that it neededatdfglthe accounting treatment
for such transactions.

BC6 The approach agreed by the Board can be susenaas follows:
A contract on an entity’s own equity is an equitytiasient if, and only if:

€) it contains no contractual obligation to tramsfash or another financial
asset, or to exchange financial assets or finafialslities with another
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entity under conditions that are potentially unfarable to the entity;
and

(b) if the instrument will or may be settled in tleatity’'s own equity
instruments, it is either (i) a non-derivative tlratludes no contractual
obligation for the entity to deliver a variable nioen of its own equity
instruments, or (i) a derivative that will be settl by the entity
exchanging a fixed amount of cash or another firrasset for a fixed
number of its own equity instruments.

No contractual obligation to deliver cash or anothe r
financial asset (paragraphs 17—-20, AG25 and AG26)

Puttable instruments (paragraph 18(b))

BC7

BC7A

BC8

The Board decided that a financial instrumbat gives the holder the right to put
the instrument back to the entity for cash or aeofinancial asset is a financial
liability of the entity. Such financial instrumenare commonly issued by mutual
funds, unit trusts, co-operative and similar eesiti often with the redemption
amount being equal to a proportionate share inribe assets of the entity.
Although the legal form of such financial instrumeoften includes a right to the
residual interest in the assets of an entity abkgléo holders of such instruments,
the inclusion of an option for the holder to pu thstrument back to the entity for
cash or another financial asset means that theimeht meets the definition of a
financial liability. The classification as a fingal liability is independent of
considerations such as when the right is exercishloly the amount payable or
receivable upon exercise of the right is determiremald whether the puttable
instrument has a fixed maturity.

The Board reconsidered its conclusions witlardg to some puttable instruments
and amended IAS 32 in February 2008 (see paragB(pi6—BC74).

The Board noted that the classification of dtghle instrument as a financial
liability does not preclude the use of descriptush as ‘net assets attributable to
unitholders’ and ‘change in net assets attribut&dlenitholders’ on the face of the
financial statements of an entity that has no gqsiich as some mutual funds and
unit trusts) or whose share capital is a finandability under 1AS 32 (such as
some co-operatives). The Board also agreed thettatld provide examples of
how such entities might present their income stat¢mand balance shéet
(see lllustrative Examples 7 and 8).

" IAS 1 Presentation of Financial Statemeifds revised in 2007) requires an entity to preatmcome and
expense items in one statement of comprehensieeni@or in two statements (a separate income stateme
and a statement of comprehensive income).

T IAS 1 (revised 2007) replaced the term ‘balanceshdgth ‘statement of financial position’.

© IASCF 7
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Implicit obligations (paragraph 20)

BC9

The Board did not debate whether an obligatian be established implicitly
rather than explicitly because this is not withie thcope of an improvements
project. This question will be considered by theaBbin its project on revenue,
liabilities and equity. Consequently, the Boarthireed the existing notion that an
instrument may establish an obligation indirectiyough its terms and conditions
(see paragraph 20). However, it decided that thenpbaof a preference share
with a contractually accelerating dividend which, witlthe foreseeable future,
is scheduled to yield a dividend so high that tinéite will be economically
compelled to redeem the instrument, was insuffitjeciear. The example was
therefore removed and replaced with others that cdearer and deal with
situations that have proved problematic in practice

Settlement in the entity’s own equity instruments
(paragraphs 21-24 and AG27)

BC10

The approach taken in the revised IAS 32 iredugvo main conclusions:

€) When an entity has an obligation to purchasewtn shares for cash (such
as under a forward contract to purchase its owreshahere is a financial
liability for the amount of cash that the entitystan obligation to pay.

(b) When an entity uses its own equity instrumémscurrency’ in a contract
to receive or deliver a variable number of sharbese value equals a
fixed amount or an amount based on changes in derlying variable
(eg a commodity price), the contract is not an tygmistrument, but is a
financial asset or a financial liability. In otherords, when a contract is
settled in a variable number of the entity’s owmiigginstruments, or by
the entity exchanging a fixed number of its ownigginstruments for a
variable amount of cash or another financial agket,contract is not an
equity instrument but is a financial asset or arfitial liability.

When an entity has an obligation to purchase its own shares for cash,
there is a financial liability for the amount of cash that the entity has an
obligation to pay.

BC11

An entity’s obligation to purchase its own gsagstablishes a maturity date for the
shares that are subject to the contract. Thereforthe extent of the obligation,
those shares cease to be equity instruments wieentity assumes the obligation.
This treatment under IAS 32 is consistent with tleatment of shares that provide
for mandatory redemption by the entity. Withouteguirement to recognise a
financial liability for the present value of theash redemption amount, entities
with identical obligations to deliver cash in excbanfor their own equity
instruments could report different information iheir financial statements
depending on whether the redemption clause is engldeidcthe equity instrument
or is a free-standing derivative contract.

© IASCF
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Some respondents to the Exposure Draft sughéss when an entity writes an
option that, if exercised, will result in the entfiglying cash in return for receiving
its own shares, it is incorrect to treat the fullcamt of the exercise price as a
financial liability because the obligation is cotimlial upon the option being
exercised. The Board rejected this argument becthgesentity has an obligation
to pay the full redemption amount and cannot ageitflement in cash or another
financial asset for the full redemption amount geléhe counterparty decides not
to exercise its redemption right or specified fatewvents or circumstances beyond
the control of the entity occur or do not occuheTBoard also noted that a change
would require a reconsideration of other provisionbAS 32 that require liability
treatment for obligations that are conditional eerés or choices that are beyond
the entity’'s control. These include, for examg@) the treatment of financial
instruments with contingent settlement provisionsfiaancial liabilities for the
full amount of the conditional obligation, (b) ttreatment of preference shares
that are redeemable at the option of the holddmascial liabilities for the full
amount of the conditional obligation, and (c) treatment of financial instruments
(puttable instruments) that give the holder thétrig put the instrument back to
the issuer for cash or another financial assetatheunt of which is determined by
reference to an index, and which therefore has thtengial to increase and
decrease, as financial liabilities for the full amoof the conditional obligation.

When an entity uses its own equity instruments as currency in a
contract to receive or deliver a variable number of shares, the contract
is not an equity instrument, but is a financial asset or a financial liability.

BC13

BC14

BC15

The Board agreed that it would be inappropriataccount for a contract as an
equity instrument when an entity’s own equity insteims are used as currency in
a contract to receive or deliver a variable nuntdfeshares whose value equals a
fixed amount or an amount based on changes in darlying variable (eg a net
share-settled derivative contract on gold or aiigakibn to deliver as many shares
as are equal in value to CU10,000). Such a cantryaresents a right or
obligation of a specified amount rather than a Bigglcequity interest. A contract
to pay or receive a specified amount (rather thapeified equity interest) is not
an equity instrument. For such a contract, théyedbes not know, before the
transaction is settled, how many of its own shareshfw much cash) it will
receive or deliver and the entity may not even kmaether it will receive or
deliver its own shares.

In addition, the Board noted that precludinguity treatment for such a
contract limits incentives for structuring potefitiafavourable or unfavourable
transactions to obtain equity treatment. For exanmbe Board believes that an
entity should not be able to obtain equity treattrfen a transaction simply by
including a share settlement clause when the cdnisafor a specified value,
rather than a specified equity interest.

The Board rejected the argument that a cdntinat is settled in the entity’s own
shares must be an equity instrument because noyehanassets or liabilities,
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and thus no gain or loss, arises on settlemerteotontract. The Board noted that
any gain or loss arises before settlement of #res&ction, not when it is settled.

Contingent settlement provisions (paragraphs 25 and AG28)

BC16

BC17

BC18

BC19

The revised Standard incorporates the comtiysieviously in SIC-Elassification
of Financial Instruments—Contingent Settlement Piong that a financial
instrument for which the manner of settlement depamdthe occurrence or non-
occurrence of uncertain future events, or on thdcame of uncertain
circumstances that are beyond the control of bla¢hissuer and the holder (ie a
‘contingent settlement provision’), is a finandiability.

The amendments do not include the exceptieniqguisly provided in paragraph 6
of SIC-5 for circumstances in which the possibitifythe entity being required to
settle in cash or another financial asset is renaitghe time the financial
instrument is issued. The Board concluded thds ihot consistent with the
definitions of financial liabilities and equity ittements to classify an obligation
to deliver cash or another financial asset as anfiral liability only when
settlement in cash is probable. There is a conmishmbligation to transfer
economic benefits as a result of past events bedhesentity is unable to avoid a
settlement in cash or another financial asset ardesevent occurs or does not
occur in the future.

However, the Board also concluded that contingettlement provisions that
would apply only in the event of liquidation of antiéy should not influence the
classification of the instrument because to do salévde inconsistent with a
going concern assumption. A contingent settlenpeavision that provides for
payment in cash or another financial asset onlyhenliquidation of the entity is
similar to an equity instrument that has priorityliquidation and therefore should
be ignored in classifying the instrument.

Additionally, the Board decided that if the tpaf a contingent settlement
provision that could require settlement in casl @ariable number of own shares
is not genuine, it should be ignored for the puesosf classifying the instrument.
The Board also agreed to provide guidance on thanimg of ‘genuine’ in this
context (see paragraph AG28).

Settlement options (paragraphs 26 and 27)

BC20

10

The revised Standard requires that if onehefgarties to a contract has one or
more options as to how it is settled (eg net in aasby exchanging shares for
cash), the contract is a financial asset or a firrliability unless all of the
settlement alternatives would result in equity dfasstion. The Board concluded
that entities should not be able to circumvent délteounting requirements for
financial assets and financial liabilities simply imcluding an option to settle a
contract through the exchange of a fixed numbeshafres for a fixed amount.
The Board had proposed in the Exposure Draft thstt pactice and management
intentions should be considered in determining diassification of such

© IASCF
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instruments. However, respondents to the Exposurdt Dwated that such
requirements can be difficult to apply because s@mtities do not have any
history of similar transactions and the assessnoénivhether an established
practice exists and of what is management’'s intantian be subjective.
The Board agreed with these comments and accordioghcluded that past
practice and management intentions should not tegrdming factors.

Alternative approaches considered

BC21 In finalising the revisions to IAS 32 the Bdamnsidered, but rejected, a number
of alternative approaches:

(@) To classify as an equity instrument any contitaat will be settled in the
entity’s own shares. The Board rejected this aggrdecause it does not
deal adequately with transactions in which an emitysing its own shares
as currency, eg when an entity has an obligatiorpay a fixed or
determinable amount that is settled in a variabkalver of its own shares.

(b) To classify a contract as an equity instrun@my if (i) the contract will
be settled in the entity’s own shares, and (ii)dhanges in the fair value
of the contract move in the same direction as tm@nges in the fair
value of the shares from the perspective of thentmparty. Under this
approach, contracts that will be settled in thetgstiown shares would
be financial assets or financial liabilities ifpfn the perspective of the
counterparty, their value moves inversely with tmiee of the entity’s
own shares. An example is an entity’s obligatiorbtry back its own
shares. The Board rejected this approach bec#&sisdoption would
represent a fundamental shift in the concept oftgqurhe Board also
noted that it would result in a change to the cfasdion of some
transactions, compared with the existifgpameworkand IAS 32, that
had not been exposed for comment.

(c) To classify as an equity instrument a contthet will be settled in the
entity’s own shares unless its value changes inorespto something
other than the price of the entity’s own sharese Board rejected this
approach to avoid an exception to the principlet than-derivative
contracts that are settled in a variable numbearoéntity’s own shares
should be treated as financial assets or finafiatailities.

(d) To limit classification as equity instrumentsdutstanding ordinary shares,
and classify as financial assets or financial litds all contracts that
involve future receipt or delivery of the entitydsvn shares. The Board
rejected this approach because its adoption wagtesent a fundamental
shift in the concept of equity. The Board alsoeddthat it would result in
a change to the classification of some transactmmpared with the
existing IAS 32 that had not been exposed for contme

© IASCF 11
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Compound financial instruments
(paragraphs 28-32 and AG30-AG35)

BC22 The Standard requires the separate presentatian entity’s balance sheaif
liability and equity components of a single finatdnstrument. It is more a matter
of form than a matter of substance that both lizsl and equity interests are created
by a single financial instrument rather than twarmre separate instruments. The
Board believes that an entity’s financial positisnmore faithfully represented by
separate presentation of liability and equity congrds contained in a single
instrument.

Allocation of the initial carrying amount to the liability and equity
components (paragraphs 31, 32 and AG36—-AG38 and lllustrative
Examples 9-12)

BC23 The previous version of IAS 32 did not prese@bparticular method for assigning
the initial carrying amount of a compound finand$trument to its separated
liability and equity components. Rather, it sudgdsapproaches that might be
considered, such as:

(a) assigning to the less easily measurable conmpofudten the equity
component) the residual amount after deducting fiteeninstrument as a
whole the amount separately determined for the comapiothat is more
easily determinable (a ‘with-and-without’ method)dan

(b) measuring the liability and equity componenépagately and, to the
extent necessary, adjusting these amounts prcoatiaat the sum of the
components equals the amount of the instrumentwisode (a ‘relative
fair value’ method).

BC24 This choice was originally justified on the gnads that IAS 32 did not deal with
the measurement of financial assets, financialliieds and equity instruments.

BC25 However, since the issue of IAS 39, IFRSs contaquirements for the

measurement of financial assets and financialliies. Therefore, the view that
IAS 32 should not prescribe a particular method $sparating compound
financial instruments because of the absence ofsamement requirements for
financial instruments is no longer valid. 1AS 38@yggraph 43, requires a financial
liability to be measured on initial recognitionittfair value. Therefore, a relative
fair value method could result in an initial measuent of the liability component
that is not in compliance with IAS 39.

BC26 After initial recognition, a financial liabilitthat is classified as at fair value
through profit or loss is measured at fair valueemlAS 39, and other financial
liabilities are measured at amortised cost. If thability component of a
compound financial instrument is classified asaat ¥alue through profit or loss,

" 1AS 1 (as revised in 2007) replaced the term ‘hagasheet’ with ‘statement of financial position’.

12 © IASCF
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an entity could recognise an immediate gain or kfsar initial recognition if it
applies a relative fair value method. This is camntto IAS 32, paragraph 31,
which states that no gain or loss arises from reisoymn the components of the
instrument separately.

Under thé&ramework and 1ASs 32 and 39, an equity instrument is defixeany
contract that evidences a residual interest ira8gets of an entity after deducting
all of its liabilities. Paragraph 67 of tk@gameworkfurther states that the amount
at which equity is recognised in the balance shesetdépendent on the
measurement of assets and liabilities.

The Board concluded that the alternatives A% 32 to measure on initial
recognition the liability component of a compoundahcial instrument as a
residual amount after separating the equity compbaeon the basis of a relative
fair value method should be eliminated. Insteadligbility component should be
measured first (including the value of any embeddeh-equity derivative
features, such as an embedded call feature), andetiidual amount assigned to
the equity component.

The objective of this amendment is to makerdtgiirements about the entity's
separation of the liability and equity componentasingle compound financial
instrument consistent with the requirements aboatitiitial measurement of a
financial liability in IAS 39 and the definitions IAS 32 and thé&rameworkof an
equity instrument as a residual interest.

This approach removes the need to estimatesrip, and apply, complex option
pricing models to measure the equity componentonfies compound financial
instruments. The Board also noted that the abseheeprescribed approach led
to a lack of comparability among entities applylA& 32 and that it therefore was
desirable to specify a single approach.

The Board noted that a requirement to usewitteand-without method, under
which the liability component is determined first,donsistent with the proposals
of the Joint Working Group of Standard Setterssrbtaft Standard and Basis for
Conclusions inFinancial Instruments and Similar Itemnpublished by IASC in
December 2000 (see Draft Standard, paragraphs 747&ndnd Application
Supplement, paragraph 318).

Treasury shares (paragraphs 33, 34 and AG36)

BC32

The revised Standard incorporates the guidan8&C-16Share Capital—Reacquired
Own Equity Instruments (Treasury Share3he acquisition and subsequent resale
by an entity of its own equity instruments représentransfer between those holders
of equity instruments who have given up their gginterest and those who continue
to hold an equity instrument, rather than a gailoss to the entity.

© IASCF 13
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Interest, dividends, losses and gains
(paragraphs 35-41 and AG37)

Costs of an equity transaction (paragraphs 35and 3  7-39)

BC33 The revised Standard incorporates the guidamc@C-17 Equity—Costs of an
Equity Transaction Transaction costs incurred as a necessary padnapleting
an equity transaction are accounted for as patheftransaction to which they
relate. Linking the equity transaction and costthe transaction reflects in equity
the total cost of the transaction.

BC34-BC48  [Deleted]

Summary of changes from the Exposure Draft

BC49 The main changes from the Exposure Draft's gsa|s are as follows:

(@) The Exposure Draft proposed to define a findnt&bility as a
contractual obligation to deliver cash or anotlearicial asset to another
entity or to exchange financial instruments with theo entity under
conditions that are potentially unfavourable. Tdefinition in the
Standard has been expanded to include some cantradtwill or may
be settled in the entity's own equity instrumentsthe Standard’s
definition of a financial asset has been similakpanded.

(b) The Exposure Draft proposed that a financialrimsent that gives the
holder the right to put it back to the entity fasb or another financial
asset is a financial liability. The Standard msathis conclusion, but
provides additional guidance and illustrative exleagdo assist entities
that, as a result of this requirement, either haweequity as defined in
IAS 32 or whose share capital is not equity as ddfindAS 32.

(c) The Standard retains and clarifies the propiostide Exposure Draft that
terms and conditions of a financial instrument nragirectly create an
obligation.

(d) The Exposure Draft proposed to incorporate in B&Sthe conclusion

previously in SIC-5. This is that a financial insthent for which the

manner of settlement depends on the occurrencemioccurrence of
uncertain future events or on the outcome of uagedircumstances that
are beyond the control of both the issuer and thidehn is a financial

liability. The Standard clarifies this conclusibg requiring contingent
settlement provisions that apply only in the evehtiquidation of an

entity or are not genuine to be ignored.

(e) The Exposure Draft proposed that a derivativerast that contains an
option as to how it is settled meets the definitidran equity instrument
if the entity had all of the following: (i) an unagitional right and ability

14 © IASCF
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to settle the contract gross; (ii) an establishedtre of such settlement;
and (iii) the intention to settle the contract grosrhese conditions have
not been carried forward into the Standard. Rathedgerivative with
settlement options is classified as a financiaées a financial liability
unless all the settlement alternatives would raswduity classification.

)] The Standard provides explicit guidance on aoting for the
repurchase of a convertible instrument.

(9) The Standard provides explicit guidance on anting for the amendment
of the terms of a convertible instrument to indeady conversion.

(h) The Exposure Draft proposed that a financiakumsent that is an equity
instrument of a subsidiary should be eliminatedconsolidation when
held by the parent, or presented in the consolidatdance sheet within
equity when not held by the parent (as a minoritgrest separate from
the equity of the parent). The Standard requilleerans and conditions
agreed between members of the group and the haiére instrument to
be considered when determining if the group as @levhas an obligation
that would give rise to a financial liability. Tihe extent there is such an
obligation, the instrument (or component of therimsent that is subject
to the obligation) is a financial liability in cool&dated financial

statements.
0] [Deleted]
0] [Deleted]
(k) In August 2005, the IASB issued IFRS HFinancial Instruments:

Disclosures As a result, disclosures relating to financiatioments, if
still relevant, were relocated to IFRS 7.

"I January 2008 the IASB issued an amended IAE@7solidated and Separate Financial Statements
which amended ‘minority interests’ to non-contmafjiinterests’.

© IASCF 15



IAS 32 BC

Amendments for some puttable instruments and some
instruments that impose on the entity an obligation to
deliver to another party a pro rata share of the ne  t
assets of the entity only on liquidation

BC50

BC51

16

Amendment for puttable instruments

As discussed in paragraphs BC7 and BCS8, pattaidtruments meet the
definition of a financial liability and the Boardomcluded that all such
instruments should be classified as liabilities. Hesve constituents raised the
following concerns about classifying such instrurseas financial liabilities if

they represent the residual claim to the net aséele entity:

(@ On an ongoing basis, the liability is recogniaedot less than the amount
payable on demand. This can result in the entir&kebacapitalisation of
the entity being recognised as a liability depegdin the basis for which
the redemption value of the financial instrumertakulated.

(b) Changes in the carrying value of the liabilitse recognised in profit or
loss. This results in counter-intuitive account{iighe redemption value is
linked to the performance of the entity) because:

(i) when an entity performs well, the present valdethe settlement
amount of the liabilities increases, and a lossé®gnised.

(i) when the entity performs poorly, the preseniueaof the settlement
amount of the liability decreases, and a gaindsgeised.

(c) Itis possible, again depending on the basisvfich the redemption value
is calculated, that the entity will report negatimet assets because of
unrecognised intangible assets and goodwill, anduserthe measurement
of recognised assets and liabilities may not Haiat/alue.

(d) The issuing entity's statement of financial ifos portrays the entity as
wholly, or mostly, debt funded.

(e) Distributions of profits to shareholders areogrised as expenses. Hence,
it may appear that profit or loss is a functiorttoé distribution policy, not
performance.

Furthermore, constituents contended that additidisglosures and adapting the
format of the statement of comprehensive income statement of financial
position did not resolve these concerns.

The Board agreed with constituents that mantyaple instruments, despite
meeting the definition of a financial liability, peesent a residual interest in the
net assets of the entity. The Board also agreed wuttstituents that additional
disclosures and adapting the format of the entifiyiancial statements did not
resolve the problem of the lack of relevance andewstandability of that current
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accounting treatment. Therefore, the Board dectdeaimend IAS 32 to improve
the financial reporting of these instruments.

The Board considered the following ways to imprthe financial reporting of
instruments that represent a residual interegtéamet assets of the entity:

(&) to continue to classify these instruments aancial liabilities, but amend
their measurement so that changes in their faiuevalvould not be
recognised;

(b) to amend IAS 32 to require separation of altghle instruments into a put
option and a host instrument; or

(c) to amend IAS 32 to provide a limited scope ekoepso that financial
instruments puttable at fair value would be clasdifas equity, if specified
conditions were met.

Amend the measurement of some puttable financial instruments
so that changes in their fair value would not be recognised

The Board decided against this approach becaus

(@) it is inconsistent with the principle in IAS 38dalAS 39 that only equity
instruments are not remeasured after their iméebgnition;

(b) it retains the disadvantage that entities whnstruments are all puttable
would have no equity instruments; and

(c) it introduces a new category of financial li#les to IAS 39, and thus
increases complexity.

Separate all puttable instruments into a put option and a host
instrument

The Board concluded that conducting furtheeagch into an approach that splits
a puttable share into an equity component and dewrjput option component
(financial liability) would duplicate efforts of thBoard’s longer-term project on
liabilities and equity. Consequently, the Boardided not to proceed with a
project at this stage to determine whether a pwtabare should be split into an
equity component and a written put option component.

Classify as equity instruments puttable instruments that
represent a residual interest in the entity

The Board decided to proceed with proposadsrtend IAS 32 to require puttable
financial instruments that represent a residuarett in the net assets of the
entity to be classified as equity provided thatcé#iged conditions are met. The
proposals represented a limited scope exceptidhdadefinition of a financial
liability and a short-term solution, pending theamme of the longer-term project
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on liabilities and equity. In June 2006 the Boaublshed an exposure draft
proposing that financial instruments puttable dt falue that meet specific
criteria should be classified as equity.

In response to comments received from respuade that exposure draft, the
Board amended the criteria for identifying puttabistruments that represent a
residual interest in the entity, to those includtegharagraphs 16A and 16B. The
Board decided on those conditions for the followiegsons:

(@) to ensure that the puttable instruments, akass,crepresent the residual
interest in the net assets of the entity;

(b) to ensure that the proposed amendments aréstamtswith a limited scope
exception to the definition of a financial liabyjtand

(c) to reduce structuring opportunities that mighise as a result of the
amendments.

The Board decided that the instrument mustierihe holder to a pro rata share
of the net assets on liquidation because the set@sn liquidation represent the
ultimate residual interest of the entity.

The Board decided that the instrument mushlikee class of instruments that is
subordinate to all other classes of instrumentiguidation in order to represent
the residual interest in the entity.

The Board decided that all instruments indlass that is subordinate to all other
classes of instruments must have identical contehderms and conditions. In

order to ensure that the class of instruments \abade is the residual class, the
Board decided that no instrument holder in thasslgan have preferential terms
or conditions in its position as an owner of thatgnt

The Board decided that the puttable instrumshbuld contain no contractual
obligation to deliver a financial asset to anotéetity other than the put. That is
because the amendments represent a limited scopptsn to the definition of a
financial liability and extending that exception itstruments that also contain
other contractual obligations is not appropriat@arébver, the Board concluded
that if the puttable instrument contains anothentiaxtual obligation, that
instrument may not represent the residual intebestause the holder of the
puttable instrument may have a claim to some ofnieassets of the entity in
preference to other instruments.

As well as requiring a direct link between thetghle instrument and the
performance of the entity, the Board also decidhed there should be no financial
instrument or contract with a return that is morsideal. The Board decided to
require that there must be no other financial ument or contract that has total
cash flows based substantially on the performandbeoéntity and has the effect
of significantly restricting or fixing the returo the puttable instrument holders.
This criterion was included to ensure that the hsldé the puttable instruments
represent the residual interest in the net as$die @ntity.

An instrument holder may enter into transactioiith the issuing entity in a role
other than that of an owner. The Board concluded ithes inappropriate to
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consider cash flows and contractual features relatéde instrument holder in a

non-owner role when evaluating whether a financiatrument has the features
set out in paragraph 16A or paragraph 16C. Thatdésibse those cash flows and
contractual features are separate and distinct fhentash flows and contractual
features of the puttable financial instrument.

The Board also decided that contracts (suakiaaisants and other derivatives) to
be settled by the issue of puttable financial imsnts should be precluded from
equity classification. That is because the Boardechathat the amendments
represent a limited scope exception to the dedinitof a financial liability and
extending that exception to such contracts is ppt@priate.

Amendment for obligations to deliver to another
party a pro rata share of the net assets of the
entity only on liquidation

Issues similar to those raised by constitussitging to classification of puttable
financial instruments apply to some financial ingtents that create an obligation
only on liquidation of the entity.

In the exposure draft published in June 2886 Board proposed to exclude from
the definition of a financial liability a contra@l obligation that entitles the
holder to a pro rata share of the net assets céritiey only on liquidation of the
entity. The liquidation of the entity may be:

(@) certain to occur and outside the control ofehéty (limited life entities);
or

(b) uncertain to occur but at the option of thedeol (for example, some
partnership interests).

Respondents to that exposure draft were géynenapportive of the proposed
amendment.

The Board decided that an exception to thénitieh of a financial liability
should be made for instruments that entitle thelérolo a pro rata share of the net
assets of an entity only on liquidation if parteutequirements are met. Many of
those requirements, and the reasons for them,imi@arsto those for puttable
financial instruments. The differences between #ugiirements are as follows:

(@) there is no requirement that there be no atbetractual obligations;

(b) there is no requirement to consider the expgedetal cash flows
throughout the life of the instrument;

(c) the only feature that must be identical amdrggibstruments in the class is
the obligation for the issuing entity to delivertte holder a pro rata share
of its net assets on liquidation.

The reason for the differences is the timing ofleetent of the obligation. The
life of the financial instrument is the same as lifee of the issuing entity; the
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extinguishment of the obligation can occur onlyliquidation. Therefore, the
Board concluded that it was appropriate to focuy onlthe obligations that exist
at liquidation. The instrument must be subordintieall other classes of
instruments and represent the residual interestg an that point in time.
However, if the instrument contains other contractadligations, those
obligations may need to be accounted for separatelgccordance with the
requirements of IAS 32.

Non-controlling interests

The Board decided that puttable financialrimsents or instruments that impose
on the entity an obligation to deliver to anothartp a pro rata share of the net
assets of the entity only on liquidation should dassified as equity in the

separate financial statements of the issuer if tiepyesent the residual class of
instruments (and all the relevant requirementsnae. The Board decided that
such instruments were not the residual interesthim ¢onsolidated financial

statements and therefore that non-controlling @#tesr that contain an obligation
to transfer a financial asset to another entityutthde classified as a financial
liability in the consolidated financial statements.

Analysis of costs and benefits

The Board acknowledged that the amendments inaBebruary 2008 are not
consistent with the definition of a liability in éhFramework or with the
underlying principle of IAS 32, which is based ontttefinition. Consequently,
those amendments added complexity to IAS 32 anddated the need for
detailed rules. However, the Board also noted tAs® B2 contains other
exceptions to its principle (and the definitionaofiability in theFramewor} that
require instruments to be classified as liabilitieat otherwise would be treated
as equity. Those exceptions highlight the need #r comprehensive
reconsideration of the distinctions between ligletitand equity, which the Board
is undertaking in its long-term project.

In the interim, the Board concluded that ¢fgsgy as equity the instruments that
have all the features and meet the conditions iagraphs 16A and 16B or
paragraphs 16C and 16D would improve the companabdft information
provided to the users of financial statements. Thatbecause financial
instruments that are largely equivalent to ordinsingres would be consistently
classified across different entity structures (egne partnerships, limited life
entities and co-operatives). The specified instmsdiffer from ordinary shares
in one respect; that difference is the obligationdeliver cash (or another
financial asset). However, the Board concluded thatdther characteristics of
the specified instruments are sufficiently similkar ordinary shares for the
instruments to be classified as equity. Consequethiee Board concluded that the
amendments will result in financial reporting thatmore understandable and
relevant to the users of financial statements.
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Furthermore, in developing the amendments Bib&rd considered the costs to
entities of obtaining information necessary to deiae the required
classification. The Board believes that the coftsbtaining any new information
would be slight because all of the necessary infdomashould be readily
available.

The Board also acknowledged that one of théscasd risks of introducing
exceptions to the definition of a financial liabjlis the structuring opportunities
that may result. The Board concluded that finansialcturing opportunities are
minimised by the detailed criteria required for igualassification and the related
disclosures.

Consequently, the Board believed that the fiteref the amendments outweigh
the costs.

The Board took the view that, in most casestiesn should be able to apply the
amendments retrospectively. The Board noted that 8A&counting Policies,
Changes in Accounting Estimates and Errgosovides relief when it is
impracticable to apply a change in accounting yal&rospectively as a result of
a new requirement. Furthermore, the Board took thew vthat the costs
outweighed the benefits of separating a compouraghiiial instrument with an
obligation to deliver a pro rata share of the netets of the entity only on
liquidation when the liability component is no longmitstanding on the date of
initial application. Hence, there is no requirementtransition to separate such
compound instruments.
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Dissenting Opinion

Dissent of James J Leisenring

DO1 Mr Leisenring dissents from IAS 32 because, invigsv, the conclusions about
the accounting for forward purchase contracts andtemriput options on an
issuer’'s equity instruments that require physiedtlament in exchange for cash
are inappropriate. 1AS 32 requires a forward pureltamtract to be recognised as
though the future transaction had already occuri@idhilarly it requires a written
put option to be accounted for as though the optiad already been exercised.
Both of these contracts result in combining theasaje forward contract and the
written put option with outstanding shares to creasgnthetic liability.

DO2 Recording a liability for the present value o fixed forward price as a result of a
forward contract is inconsistent with the accountiogother forward contracts.
Recording a liability for the present value of 8tgke price of an option results in
recording a liability that is inconsistent with tReameworkas there is no present
obligation for the strike price. In both instancd® shares considered to be
subject to the contracts are outstanding, havesdinge rights as any other shares
and should be accounted for as outstanding. Theafd and option contracts
meet the definition of a derivative and should lsecainted for as derivatives
rather than create an exception to the accountieguired by IAS 39.
Similarly, if the redemption feature is embeddedtle equity instrument (for
example, aredeemable preference share) rather Iiedimg a free-standing
derivative contract, the redemption feature shdaléccounted for as a derivative.

DO3 Mr Leisenring also objects to the conclusion thaurchased put or call option on
a fixed number of an issuer’s equity instrumentsasan asset. The rights created
by these contracts meet the definition of an aasdtshould be accounted for as
assets and not as a reduction in equity. Theseam® also meet the definition of
derivatives that should be accounted for as sunkistently with IAS 39.
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Dissenting opinions

Dissent of Mary E Barth and Robert P Garnett

DO1

DO2

DO3

DO4

Professor Barth and Mr Garnett voted against tidigation of the Amendments
to IAS 32 Financial Instruments: Presentation and 1A% esentation of Financial
Statements-Puttable Financial Instruments and Obligations Argsion
Liquidation The reasons for their dissent are set out below.

These Board members believe that the decisigretmit entities to classify as
equity some puttable financial instruments and sdimancial instruments that
entitle the holder to a pro rata share of the resets of the entity only on
liquidation is inconsistent with théramework The contractual provisions
attached to those instruments give the holdergighe to put the instruments to
the entity and demand cash. Themeworks definition of a liability is that it is
a present obligation of the entity arising from astpevent, the settlement of
which is expected to result in an outflow of resoarcd# the entity. Thus,
financial instruments within the scope of the ameexi® clearly meet the
definition of a liability in theFramework

These Board members do not agree with the Boatdah exception to the
Frameworkis justified in this situation. First, the Boardshan active project on
the Framework which will revisit the definition of a liability. Ahough these
Board members agree that standards projects catedwedecisions in the
Frameworkproject, the discussions to date in Brameworkproject do not make
it clear that the Board will modify the existing elents definitions in such a way
that these instruments would be equity. Secondathendments would require
disclosure of the expected cash outflow on redemptiorepurchase of puttable
instruments classified as equity. These discloswes similar to those for
financial liabilities; existing standards do notjuére similar disclosure for equity
instruments. The Board’s decision to require thdiselosures reveals its implicit
view these instruments are, in fact, liabilities. ,Yie Frameworkis clear that
disclosure is not a substitute for recognition.rththese Board members see no
cost-benefit or practical reasons for making thieeption. The amendments
require the same or similar information to be aledi and disclosed as would be
the case if these obligations were classified duliti@s. Existing standards offer
presentation alternatives for entities that haveeqoity under thé-rameworks
definitions.

These Board members also do not agree with thedBbat there are benefits to
issuing these amendments. First, paragraph BCZBeirBasis for Conclusions
states that the amendments will result in more eslevand understandable
financial reporting. However, as noted above, thesar® members do not
believe that presenting as equity items that nfeeEFtameworks definition of a
liability results in relevant information. Also asted above, existing standards
offer presentation alternatives that result in ust@mdable financial reporting.
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DO5 Second, paragraph BC70 states that the amendmeptdd increase
comparability by requiring more consistent classifion of financial instruments
that are largely equivalent to ordinary shares.s€h@oard members believe that
the amendments decrease comparability. These iimsins are not comparable to
ordinary shares because these instruments obligeettiity to transfer its
economic resources; ordinary shares do not. Alsdtalple instruments and
instruments that entitle the holder to a pro ra&res of the net assets of the entity
only on liquidation will be classified as equity bgme entities and as liabilities
by other entities, depending on whether the othéer@ specified in the
amendments are met. Thus, these amendments acimilatly for economically
different instruments, which decreases comparability

DO6 Finally, these Board members do not believettimamendments are based on a
clear principle. Rather, they comprise several graghs of detailed rules crafted
to achieve a desired accounting result. Although Bbard attempted to craft
these rules to minimise structuring opportunititee lack of a clear principle
leaves open the possibility that economically samdlituations will be accounted
for differently and economically different situat® will be accounted for
similarly. Both of these outcomes also result tklaf comparability.
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IAS 32 Financial Instruments: Presentation
lllustrative Examples

These examples accompany, but are not part of, IAS 32

Accounting for contracts on equity instruments of a n

entity

IE1

The following examplésllustrate the application of paragraphs 15-27 l&%139

to the accounting for contracts on an entity’'s owaiy instruments (other than
the financial instruments specified in paragrapd and 16B or paragraphs 16C
and 16D).

Example 1: Forward to buy shares

IE2

This example illustrates the journal entries flrward purchase contracts on an
entity’s own shares that will be settled (a) netastg (b) net in shares or (c) by
delivering cash in exchange for shares. It alscudises the effect of settlement
options (see (d) below). To simplify the illustmatj it is assumed that no
dividends are paid on the underlying shares (ie‘¢hey return’ is zero) so that
the present value of the forward price equals tlé gpce when the fair value of
the forward contract is zero. The fair value of thevard has been computed as
the difference between the market share price amgtbsent value of the fixed
forward price.

" In these examples, monetary amounts are denordiimateurrency units’ (CU).
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Assumptions:

Contract date 1 February 20X2
Maturity date 31 January 20X3
Market price per share on 1 February 20X2 CuU100
Market price per share on 31 December 20X2 Cu110
Market price per share on 31 January 20X3 CuU106
Fixed forward price to be paid on 31 January 20X3 Ccu104
Present value of forward price on 1 February 20X2 CuU100
Number of shares under forward contract 1,000
Fair value of forward on 1 February 20X2 Cuo
Fair value of forward on 31 December 20X2 CU6,300
Fair value of forward on 31 January 20X3 CuU2,000

(a) Cash for cash (‘net cash settlement’)

IE3 In this subsection, the forward purchase cohtvadhe entity's own shares will be
settled net in cash, ie there is no receipt owvdejiof the entity’s own shares upon
settlement of the forward contract.

On 1 February 20X2, Entity A enters into a contrachvintity B to receive the
fair value of 1,000 of Entity A’s own outstanding orary shares as of 31 January
20X3 in exchange for a payment of CU104,000 in casiCU104 per share) on
31 January 20X3. The contract will be settled natash. Entity A records the
following journal entries.

1 February 20X2

The price per share when the contract is agreed Babtuary 20X2 is CU100.
The initial fair value of the forward contract ori-&bruary 20X2 is zero.

No entry is required because the fair value ofdkdvative is zero and no cash is
paid or received.
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31 December 20X2

On 31 December 20X2, the market price per share keasaised to CU110 and, as
a result, the fair value of the forward contract imeseased to CU6,300.

Dr Forward asset CU6,300
Cr Gain CU6,300

To record the increase in the fair value of theafard contract.
31 January 20X3

On 31 January 20X3, the market price per share haeated to CU106. The fair
value of the forward contract is CU2,000 (J[CU106 x0DJ0- CU104,000).

On the same day, the contract is settled net in. cEshity A has an obligation to
deliver CU104,000 to Entity B and Entity B has anligdiion to deliver

CU106,000 (CU106 x1,000) to Entity A, so Entity B pdle net amount of
CU2,000 to Entity A.

Dr Loss CU4,300
Cr Forward asset CU4,300

To record the decrease in the fair value of theveind contract (ie CU4,300 =
CU6,300 — CU2,000).

Dr Cash CU2,000
Cr Forward asset CuU2,000

To record the settlement of the forward contract.
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(b) Shares for shares (‘net share settlement’)

IE4 Assume the same facts as in (a) except thaemetht will be made net in shares
instead of net in cash. Entity A’s journal entrégs the same as those shown in
(a) above, except for recording the settlemenhefforward contract, as follows:

31 January 20X3

The contract is settled net in shares. Entity A hasobligation to deliver
CU104,000 (CU104 x 1,000) worth of its shares to Eritand Entity B has an
obligation to deliver CU106,000 (CU106 x 1,000) woothshares to Entity A.
Thus, Entity B delivers a net amount of CU2,000 (C&IQ00 — CU104,000)
worth of shares to Entity A, ie 18.9 shares (CU2,000/05).

Dr Equity CU2,000
Cr Forward asset CuU2,000

To record the settlement of the forward contract.

(c) Cash for shares (‘gross physical settlement’)

IES Assume the same facts as in (a) except thaérsett will be made by delivering
a fixed amount of cash and receiving a fixed numbkrEntity A's shares.
Similarly to (a) and (b) above, the price per shiua Entity A will pay in one
year is fixed at CU104. Accordingly, Entity A has abligation to pay
CU104,000 in cash to Entity B (CU104 x 1,000) andti® has an obligation to
deliver 1,000 of Entity A's outstanding shares tdifgnA in one year. Entity A
records the following journal entries.

1 February 20X2
Dr Equity CU100,000
Cr Liability CU100,000
To record the obligation to deliver CU104,000 in grear at its present value of

CU100,000 discounted using an appropriate interase 1(see IAS 39, paragraph
AG64).

31 December 20X2

Dr Interest expense CuU3,600
Cr Liability CU3,600

To accrue interest in accordance with the effecititerest method on the liability
for the share redemption amount.
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IE6

31 January 20X3

Dr Interest expense CuU340
Cr Liability Cu340

To accrue interest in accordance with the effeciiterest method on the liability
for the share redemption amount.

Entity A delivers CU104,000 in cash to Entity B andtity B delivers 1,000 of
Entity A’'s shares to Entity A.

Dr Liability CU104,000
Cr Cash CU104,000

To record the settlement of the obligation to reddamtity A's own shares for
cash.

(d) Settlement options

The existence of settlement options (such asmeash, net in shares or by an
exchange of cash and shares) has the result th&drilvard repurchase contract is
a financial asset or a financial liability. If oo the settlement alternatives is to
exchange cash for shares ((c) above), Entity A neiceg a liability for the
obligation to deliver cash, as illustrated in (Qome. Otherwise, Entity A
accounts for the forward contract as a derivative.

Example 2: Forward to sell shares

IE7

30

This example illustrates the journal entries forward sale contracts on an
entity’s own shares that will be settled (a) netast (b) net in shares or (c) by
receiving cash in exchange for shares. It alsoudises the effect of settlement
options (see (d) below). To simplify the illustoat, it is assumed that no

dividends are paid on the underlying shares (ie'¢hey return’ is zero) so that

the present value of the forward price equals tlé gpce when the fair value of

the forward contract is zero. The fair value of thevard has been computed as
the difference between the market share price amgtesent value of the fixed

forward price.
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Assumptions:

Contract date 1 February 20X2
Maturity date 31 January 20X3
Market price per share on 1 February 20X2 Cu100
Market price per share on 31 December 20X2 Ccu11o0
Market price per share on 31 January 20X3 CuU106
Fixed forward price to be paid on 31 January 20X3 Cu104
Present value of forward price on 1 February 20X2 Cu100
Number of shares under forward contract 1,000
Fair value of forward on 1 February 20X2 Cuo
Fair value of forward on 31 December 20X2 (CU6,300)
Fair value of forward on 31 January 20X3 (CU2,000)

(a) Cash for cash (‘net cash settlement’)

IE8 On 1 February 20X2, Entity A enters into a corttieith Entity B to pay the fair
value of 1,000 of Entity A's own outstanding ordinalyares as of 31 January
20X3 in exchange for CU104,000 in cash (ie CU104 perey on 31 January
20X3. The contract will be settled net in cash. itm records the following
journal entries.

1 February 20X2

No entry is required because the fair value ofdkdvative is zero and no cash is
paid or received.

31 December 2X02

Dr Loss CuU6,300
Cr Forward liability CU6,300

To record the decrease in the fair value of thevlind contract.
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31 January 20X3

Dr Forward liability CU4,300
Cr Gain CU4,300
To record the increase in the fair value of thewfard contract (ie CU4,300 =

CU6,300 — CU2,000).

The contract is settled net in cash. Entity B lsas obligation to deliver
CU104,000 to Entity A, and Entity A has an obligatimndeliver CU106,000
(CU106 x 1,000) to Entity B. Thus, Entity A pays tiet amount of CU2,000 to
Entity B.

Dr Forward liability CU2,000
Cr Cash CU2,000

To record the settlement of the forward contract.

(b) Shares for shares (‘net share settlement’)

IE9 Assume the same facts as in (a) except thaemmett will be made net in shares
instead of net in cash. Entity A’s journal entrégge the same as those shown in
(a), except:
31 January 20X3

The contract is settled net in shares. Entity A &aght to receive CU104,000
(CU104 x 1,000) worth of its shares and an obligatordeliver CU106,000
(CU106 x 1,000) worth of its shares to Entity B. 3hk&ntity A delivers a net
amount of CU2,000 (CU106,000 — CU104,000) worth o$litares to Entity B, ie
18.9 shares (CU2,000/CU106).

Dr Forward liability CuU2,000
Cr Equity CU2,000

To record the settlement of the forward contractie Tssue of the entity’s own
shares is treated as an equity transaction.

32 © IASCF



IE10

IE11

IAS 32 IE

(c) Shares for cash (‘gross physical settlement’)

Assume the same facts as in (a), except tttigraent will be made by receiving a
fixed amount of cash and delivering a fixed numbkthe entity's own shares.
Similarly to (a) and (b) above, the price per shhet Entity A will receive in one

year is fixed at CU104. Accordingly, Entity A hasight to receive CU104,000
in cash (CU104 x 1,000) and an obligation to del/®00 of its own shares in
one year. Entity A records the following journalrézd.

1 February 20X2

No entry is made on 1 February. No cash is paiceoeived because the forward
has an initial fair value of zero. A forward coatt to deliver a fixed number of
Entity A’s own shares in exchange for a fixed anb@dirtash or another financial

asset meets the definition of an equity instrumenctuge it cannot be settled
otherwise than through the delivery of shares ichexige for cash.

31 December 20X2

No entry is made on 31 December because no cash dsgpaieceived and a
contract to deliver a fixed number of Entity A’s osirares in exchange for a fixed
amount of cash meets the definition of an equityungnt of the entity.

31 January 20X3
On 31 January 20X3, Entity A receives CU104,00€ash and delivers 1,000
shares.

Dr Cash CU104,000
Cr Equity CuU104,000

To record the settlement of the forward contract.

(d) Settlement options

The existence of settlement options (suchedasmcash, net in shares or by an
exchange of cash and shares) has the result thébrilvard contract is a financial
asset or a financial liability. It does not mde tefinition of an equity instrument
because it can be settled otherwise than by Entitgpirchasing a fixed number
of its own shares in exchange for paying a fixedoam of cash or another
financial asset. Entity A recognises a derivatisses or liability, as illustrated in
(a) and (b) above. The accounting entry to be noadsettlement depends on how
the contract is actually settled.
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Example 3: Purchased call option on shares

IE12 This example illustrates the journal entriesd purchased call option right on the
entity’s own shares that will be settled (a) netastg (b) net in shares or (c) by
delivering cash in exchange for the entity’s ownreha It also discusses the effect

of settlement options (see (d) below):

Assumptions:

Contract date

Exercise date

Exercise right holder

Market price per share on 1 February 20X2
Market price per share on 31 December 20X2
Market price per share on 31 January 20X3

Fixed exercise price to be paid on 31 January 20X3

Number of shares under option contract

Fair value of option on 1 February 20X2
Fair value of option on 31 December 20X2

Fair value of option on 31 January 20X3

(a) Cash for cash (‘net cash settlement’)

1 February 20X2

31 January 20X3
(European
terms, ie it can
be exercised
only at maturity)

Reporting entity
(Entity A)

Ccu100
Cul04
Cu104

CuU102
1,000

CU5,000
CU3,000
CuU2,000

IE13 On 1 February 20X2, Entity A enters into a carttnaith Entity B that gives
Entity B the obligation to deliver, and Entity A thight to receive the fair value of
1,000 of Entity A’s own ordinary shares as of 31utay 20X3 in exchange for
CU102,000 in cash (ie CU102 per share) on 31 JanR@KB, if Entity A
exercises that right. The contract will be settied in cash. If Entity A does not
exercise its right, no payment will be made. En#tyrecords the following
journal entries.
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1 February 20X2

The price per share when the contract is agreed Babtuary 2002 is CU100.

The initial fair value of the option contract or&bruary 2002 is CU5,000, which
Entity A pays to Entity B in cash on that date. @attdate, the option has no
intrinsic value, only time value, because the dgerprice of CU102 exceeds the
market price per share of CU100 and it would theeefoot be economic for

Entity A to exercise the option. In other wordse tball option is out of the

money.

Dr Call option asset CU5,000
Cr Cash CU5,000

To recognise the purchased call option.
31 December 20X2

On 31 December 20X2, the market price per share hasased to CU104.
The fair value of the call option has decrease@w38,000, of which CU2,000 is
intrinsic value ([CU104 — CU102] x 1,000), and CU1,08@he remaining time
value.

Dr Loss CuU2,000
Cr Call option asset CuU2,000

To record the decrease in the fair value of thé eption.
31 January 20X3

On 31 January 20X3, the market price per shareli€&iil04. The fair value of
the call option has decreased to CU2,000, whicHl imtainsic value ([CU104 —
CU102] x 1,000) because no time value remains.

Dr Loss CU1,000
Cr Call option asset CuU1,000

To record the decrease in the fair value of thé aption.

On the same day, Entity A exercises the call optiwhthe contract is settled net
in cash. Entity B has an obligation to deliver C40D0 (CU104 x 1,000) to
Entity A in exchange for CU102,000 (CU102 x 1,00@nirEntity A, so Entity A
receives a net amount of CU2,000.

Dr Cash CU2,000
Cr Call option asset CuU2,000

To record the settlement of the option contract.
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(b) Shares for shares (‘net share settlement’)

Assume the same facts as in (a) except thiersent will be made net in shares
instead of net in cash. Entity A’s journal entrégs the same as those shown in
(a) except for recording the settlement of themptiontract as follows:

31 January 20X3

Entity A exercises the call option and the contiactettled net in shares. Entity B
has an obligation to deliver CU104,000 (CU104 x 1)0@0rth of Entity A’'s
shares to Entity A in exchange for CU102,000 (CU10R,0600) worth of Entity
A’s shares. Thus, Entity B delivers the net amainfU2,000 worth of shares to
Entity A, ie 19.2 shares (CU2,000/CU104).

Dr Equity CuU2,000
Cr Call option asset CuU2,000

To record the settlement of the option contracte $éttlement is accounted for as
a treasury share transaction (ie no gain or loss).

(c) Cash for shares (‘gross physical settlement’)

Assume the same facts as in (a) except thid¢rsent will be made by receiving a
fixed number of shares and paying a fixed amountash, if Entity A exercises
the option. Similarly to (a) and (b) above, thereise price per share is fixed at
CU102. Accordingly, Entity A has a right to receiv®d0 of Entity A’s own
outstanding shares in exchange for CU102,000 (CU10200) in cash, if Entity
A exercises its option. Entity A records the follagijournal entries.

1 February 20X2
Dr Equity CU5,000
Cr Cash CU5,000

To record the cash paid in exchange for the rightetceive Entity A’'s own shares
in one year for a fixed price. The premium paideisagnised in equity.

31 December 20X2

No entry is made on 31 December because no cash dsgpaieceived and a
contract that gives a right to receive a fixed numbkeEntity A’'s own shares in
exchange for a fixed amount of cash meets the defirf an equity instrument of
the entity.
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31 January 20X3

Entity A exercises the call option and the contisaettled gross. Entity B has an
obligation to deliver 1,000 of Entity A’s shares éxchange for CU102,000 in
cash.

Dr Equity CU102,000
Cr Cash CU102,000

To record the settlement of the option contract.

(d) Settlement options

The existence of settlement options (sucheiasmcash, net in shares or by an
exchange of cash and shares) has the result thaathoption is a financial asset.
It does not meet the definition of an equity instant because it can be settled
otherwise than by Entity A repurchasing a fixed numbkits own shares in
exchange for paying a fixed amount of cash or ardiimancial asset. Entity A
recognises a derivative asset, as illustrated)iraifd (b) above. The accounting
entry to be made on settlement depends on how titeacbis actually settled.

Example 4: Written call option on shares

IE17

This example illustrates the journal entries d written call option obligation on
the entity’s own shares that will be settled (a)inatash, (b) net in shares or (c)
by delivering cash in exchange for shares. It dlsousses the effect of settlement
options (see (d) below).
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Assumptions:

Contract date
Exercise date

Exercise right holder

Market price per share on 1 February 20X2
Market price per share on 31 December 20X2
Market price per share on 31 January 20X3

Fixed exercise price to be paid on 31 January 20X3

Number of shares under option contract

Fair value of option on 1 February 20X2
Fair value of option on 31 December 20X2

Fair value of option on 31 January 20X3

1 February 20X2

31 January 20X3
(European
terms, ie it can
be exercised
only at maturity)

Counterparty
(Entity B)

Ccu100
Cu104
Cu104

Cu102
1,000

CU5,000
CU3,000
CuU2,000

(a) Cash for cash (‘net cash settlement’)

Assume the same facts as in Example 3(a) abaept that Entity A has written a
call option on its own shares instead of having pased a call option on them.
Accordingly, on 1 February 20X2 Entity A enters int@@ntract with Entity B
that gives Entity B the right to receive and En#tythe obligation to pay the fair
value of 1,000 of Entity A’s own ordinary shares ds3@ January 20X3 in
exchange for CU102,000 in cash (ie CU102 per share}loJanuary 20X3, if
Entity B exercises that right. The contract will $edtled net in cash. If Entity B
does not exercise its right, no payment will be madentity A records the
following journal entries.
1 February 20X2

Dr Cash CU5,000

Cr Call option obligation CU5,000

To recognise the written call option.

© IASCF



IE19

IAS 32 IE

31 December 20X2

Dr Call option obligation CuU2,000
Cr Gain CuU2,000

To record the decrease in the fair value of thé eption.
31 January 20X3

Dr Call option obligation CU1,000
Cr Gain CU1,000

To record the decrease in the fair value of theawpt

On the same day, Entity B exercises the call opaiath the contract is settled net
in cash. Entity A has an obligation to deliver CUDDO (CU104 x 1,000) to
Entity B in exchange for CU102,000 (CU102 x 1,000)rirEntity B, so Entity A
pays a net amount of CU2,000.

Dr Call option obligation CuU2,000
Cr Cash CuU2,000

To record the settlement of the option contract.

(b) Shares for shares (‘net share settlement’)

Assume the same facts as in (a) except thi¢rsent will be made net in shares
instead of net in cash. Entity A’s journal entrégge the same as those shown in
(a), except for recording the settlement of theasptontract, as follows:

31 December 20X3

Entity B exercises the call option and the contimskttled net in shares. Entity A
has an obligation to deliver CU104,000 (CU104 x 1)0@0rth of Entity A’'s
shares to Entity B in exchange for CU102,000 (CU10R0600) worth of Entity
A’s shares. Thus, Entity A delivers the net amodr€d2,000 worth of shares to
Entity B, ie 19.2 shares (CU2,000/CU104).

Dr Call option obligation CuU2,000
Cr Equity CU2,000

To record the settlement of the option contracte $éttlement is accounted for as
an equity transaction.
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(c) Cash for shares (‘gross physical settlement’)

Assume the same facts as in (a) except thigersent will be made by delivering
a fixed number of shares and receiving a fixed arhaf cash, if Entity B
exercises the option. Similarly to (a) and (b)\ahdhe exercise price per share is
fixed at CU102. Accordingly, Entity B has a rightreceive 1,000 of Entity A’s
own outstanding shares in exchange for CU102,000 (€x10,000) in cash, if
Entity B exercises its option. Entity A records fbbowing journal entries.

1 February 20X2

Dr Cash CU5,000
Cr Equity CU5,000

To record the cash received in exchange for thegatibn to deliver a fixed
number of Entity A's own shares in one year for»aedi price. The premium
received is recognised in equity. Upon exercise,cdil would result in the issue
of a fixed number of shares in exchange for a fas@dunt of cash.

31 December 20X2

No entry is made on 31 December because no cash dsopaieceived and a
contract to deliver a fixed number of Entity A’s ostrares in exchange for a fixed
amount of cash meets the definition of an equityunsnt of the entity.

31 January 20X3

Entity B exercises the call option and the contiasettled gross. Entity A has an
obligation to deliver 1,000 shares in exchangeZfdi02,000 in cash.

Dr Cash CU102,000
Cr Equity CuU102,000

To record the settlement of the option contract.

(d) Settlement options

The existence of settlement options (sucheasmcash, net in shares or by an
exchange of cash and shares) has the result teatath option is a financial
liability. It does not meet the definition of aguéty instrument because it can be
settled otherwise than by Entity A issuing a fixednter of its own shares in
exchange for receiving a fixed amount of cash atlar financial asset. Entity A
recognises a derivative liability, as illustrated@) and (b) above. The accounting
entry to be made on settlement depends on how titeactis actually settled.
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Example 5: Purchased put option on shares

IE22 This example illustrates the journal entries & purchased put option on the
entity’s own shares that will be settled (a) netastg (b) net in shares or (c) by
delivering cash in exchange for shares. It alscudises the effect of settlement
options (see (d) below).

Assumptions:

Contract date 1 February 20X2

31 January 20X3
(European
terms, ie it can
be exercised
only at maturity)

Exercise date

Exercise right holder

Reporting entity

(Entity A)
Market price per share on 1 February 20X2 CuU100
Market price per share on 31 December 20X2 CuU95
Market price per share on 31 January 20X3 CuU95
Fixed exercise price to be paid on 31 January 20X3 cu9s
Number of shares under option contract 1,000
Fair value of option on 1 February 20X2 CU5,000
Fair value of option on 31 December 20X2 CU4,000
Fair value of option on 31 January 20X3 CuU3,000

(a) Cash for cash (‘net cash settlement’)

IE23 On 1 February 20X2, Entity A enters into a caitnaith Entity B that gives
Entity A the right to sell, and Entity B the obligan to buy the fair value of 1,000
of Entity A’'s own outstanding ordinary shares as dfJanuary 20X3 at a strike
price of CU98,000 (ie CU98 per share) on 31 Janu@KB2if Entity A exercises
that right. The contract will be settled net intcadf Entity A does not exercise
its right, no payment will be made. Entity A recotlds following journal entries.
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1 February 20X2

The price per share when the contract is agreed Bebtuary 20X2 is CU100.

The initial fair value of the option contract orF&bruary 20X2 is CU5,000, which

Entity A pays to Entity B in cash on that date. @attdate, the option has no
intrinsic value, only time value, because the eserprice of CU98 is less than the
market price per share of CU100. Therefore it wowdtibe economic for Entity

A to exercise the option. In other words, the puiaopis out of the money.

Dr Put option asset CU5,000
Cr Cash CU5,000

To recognise the purchased put option.
31 December 20X2

On 31 December 20X2 the market price per share hasated to CU95. The
fair value of the put option has decreased to CW4,@ which CU3,000 is
intrinsic value ([CU98 — CU95] x 1,000) and CU1,0@0the remaining time
value.

Dr Loss CU1,000
Cr Put option asset CU1,000

To record the decrease in the fair value of theqgption.
31 January 20X3

On 31 January 20X3 the market price per share I€C4i®5. The fair value of the
put option has decreased to CU3,000, which is #&ihisic value ([CU98 — CU95]
x 1,000) because no time value remains.

Dr Loss CuU1,000
Cr Put option asset CU1,000

To record the decrease in the fair value of theapt

On the same day, Entity A exercises the put optiahtha contract is settled net
in cash. Entity B has an obligation to deliver Cl08® to Entity A and Entity A
has an obligation to deliver CU95,000 (CU95 x 1,0@0kEntity B, so Entity B
pays the net amount of CU3,000 to Entity A.

Dr Cash CU3,000
Cr Put option asset CuU3,000

To record the settlement of the option contract.
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(b) Shares for shares (‘net share settlement’)

Assume the same facts as in (a) except thie¢rsent will be made net in shares
instead of net in cash. Entity A’'s journal entr@e the same as shown in (a),
except:

31 January 20X3

Entity A exercises the put option and the contrasettled net in shares. In effect,
Entity B has an obligation to deliver CU98,000 wodh Entity A’s shares to
Entity A, and Entity A has an obligation to delivetJ95,000 worth of Entity A’s
shares (CU95 x 1,000) to Entity B, so Entity B dedss the net amount of
CU3,000 worth of shares to Entity A, ie 31.6 shard¢d3000/CU95).

Dr Equity CU3,000
Cr Put option asset CuU3,000

To record the settlement of the option contract.

(c) Cash for shares (‘gross physical settlement’)

Assume the same facts as in (a) except thi¢rsent will be made by receiving a
fixed amount of cash and delivering a fixed numieEntity A’s shares, if Entity
A exercises the option. Similarly to (a) and (bdady the exercise price per share
is fixed at CU98. Accordingly, Entity B has an olliign to pay CU98,000 in
cash to Entity A (CU98 x 1,000) in exchange for 1,00E&ntity A’s outstanding
shares, if Entity A exercises its option. Entity écords the following journal
entries.

1 February 20X2
Dr Equity CU5,000
Cr Cash CU5,000

To record the cash received in exchange for thatrig deliver Entity A’s own
shares in one year for a fixed price. The premiurd p@recognised directly in
equity. Upon exercise, it results in the issue dixad number of shares in
exchange for a fixed price.

31 December 20X2

No entry is made on 31 December because no cash dsgpaieceived and a
contract to deliver a fixed number of Entity A’'s oslrares in exchange for a fixed
amount of cash meets the definition of an equityunsnt of Entity A.
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31 January 20X3

Entity A exercises the put option and the contradeitled gross. Entity B has an
obligation to deliver CU98,000 in cash to Entity Aerchange for 1,000 shares.

Dr Cash CU98,000
Cr Equity CuU98,000

To record the settlement of the option contract.

(d) Settlement options

The existence of settlement options (sucheiasmcash, net in shares or by an
exchange of cash and shares) has the result thauthoption is a financial asset.
It does not meet the definition of an equity instant because it can be settled
otherwise than by Entity A issuing a fixed numbeitefown shares in exchange
for receiving a fixed amount of cash or anotheraficial asset. Entity A
recognises a derivative asset, as illustrated)iraifd (b) above. The accounting
entry to be made on settlement depends on how titeacbis actually settled.
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Example 6: Written put option on shares

IE27 This example illustrates the journal entriesd written put option on the entity’s
own shares that will be settled (a) net in cashnéb)n shares or (c) by delivering
cash in exchange for shares. It also discusseefthet of settlement options

(see (d) below).
Assumptions:

Contract date

Exercise date

1 February 20X2

31 January 20X3
(European
terms, ie it can
be exercised
only at maturity)

Exercise right holder Counterparty
(Entity B)

Market price per share on 1 February 20X2 CuU100
Market price per share on 31 December 20X2 CuU95
Market price per share on 31 January 20X3 CuU95
Fixed exercise price to be paid on 31 January 20X3 cu9s
Present value of exercise price on 1 February 20X2 CuU95
Number of shares under option contract 1,000
Fair value of option on 1 February 20X2 CU5,000
Fair value of option on 31 December 20X2 CU4,000
Fair value of option on 31 January 20X3 CU3,000
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(a) Cash for cash (‘net cash settlement’)

Assume the same facts as in Example 5(a) alexeept that Entity A has written
a put option on its own shares instead of havinghpsed a put option on its own
shares. Accordingly, on 1 February 20X2, Entity Aeesitinto a contract with
Entity B that gives Entity B the right to receivedaEntity A the obligation to pay
the fair value of 1,000 of Entity A’'s outstandinglorary shares as of 31 January
20X3 in exchange for CU98,000 in cash (ie CU98 pergdten 31 January 20X3,
if Entity B exercises that right. The contract Wik settled net in cash. If Entity
B does not exercise its right, no payment will bedea Entity A records the
following journal entries.

1 February 20X2
Dr Cash CU5,000
Cr Put option liability CU5,000

To recognise the written put option.
31 December 20X2
Dr Put option liability CU1,000
Cr Gain CU1,000

To record the decrease in the fair value of theqgption.
31 January 20X3
Dr Put option liability CU1,000
Cr Gain CU1,000

To record the decrease in the fair value of theqption.

On the same day, Entity B exercises the put optiahtlae contract is settled net in
cash. Entity A has an obligation to deliver CU98,@80Entity B, and Entity B
has an obligation to deliver CU95,000 (CU95 x 1,0@0kntity A. Thus, Entity
A pays the net amount of CU3,000 to Entity B.

Dr Put option liability CU3,000
Cr Cash CU3,000

To record the settlement of the option contract.
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(b) Shares for shares (‘net share settlement’)

Assume the same facts as in (a) except thie¢rsent will be made net in shares
instead of net in cash. Entity A’s journal entregg the same as those in (a),
except for the following:

31 January 20X3

Entity B exercises the put option and the contiseettled net in shares. In effect,
Entity A has an obligation to deliver CU98,000 worthshares to Entity B, and
Entity B has an obligation to deliver CU95,000 wasftEntity A’s shares (CU95
x 1,000) to Entity A. Thus, Entity A delivers thet menount of CU3,000 worth of
Entity A’s shares to Entity B, ie 31.6 shares (3/06).

Dr Put option liability CU3,000
Cr Equity CU3,000

To record the settlement of the option contracte iBsue of Entity A’'s own shares
is accounted for as an equity transaction.

(c) Cash for shares (‘gross physical settlement’)

Assume the same facts as in (a) except thitgreent will be made by delivering a
fixed amount of cash and receiving a fixed numldeshares, if Entity B exercises

the option. Similarly to (a) and (b) above, thereise price per share is fixed at
CU98. Accordingly, Entity A has an obligation taypCU98,000 in cash to Entity B

(CU98 x 1,000) in exchange for 1,000 of Entity Aiststanding shares, if Entity B

exercises its option. Entity A records the follogrjournal entries.

1 February 20X2
Dr Cash CU5,000
Cr Equity CU5,000

To recognise the option premium received of CU5,0@inty.
Dr Equity CU95,000
Cr Liability CU95,000

To recognise the present value of the obligatiodetiver CU98,000 in one year,
ie CU95,000, as a liability.
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31 December 20X2

Dr Interest expense CU2,750
Cr Liability CuU2,750

To accrue interest in accordance with the effecititerest method on the liability
for the share redemption amount.

31 January 20X3
Dr Interest expense CuU250
Cr Liability Cu250

To accrue interest in accordance with the effecititerest method on the liability
for the share redemption amount.

On the same day, Entity B exercises the put optiwh the contract is settled
gross. Entity A has an obligation to deliver CU98,06 cash to Entity B in
exchange for CU95,000 worth of shares (CU95 x 1,000).

Dr Liability Cu98,000
Cr Cash CuU98,000

To record the settlement of the option contract.

(d) Settlement options

The existence of settlement options (sucheasmcash, net in shares or by an
exchange of cash and shares) has the result thairitten put option is a financial
liability. If one of the settlement alternativestb exchange cash for shares ((c)
above), Entity A recognises a liability for the aaltion to deliver cash, as
illustrated in (c) above. Otherwise, Entity A accaufdr the put option as a
derivative liability.
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Entities such as mutual funds and co-operatives who se
share capital is not equity as defined in IAS 32

Example 7: Entities with no equity

IE32 The following example illustrates a format ofstatement of comprehensive
income and statement of financial position that rhayused by entities such as
mutual funds that do not have equity as definedAid 32. Other formats are
possible.

Statement of comprehensive income for the year ended 31 December

20X1
20X1 20X0
CuU CuU
Revenue 2,956 1,718
Expenses (classified by nature or function) (644) (614)
Profit from operating activities 2,312 1,104
Finance costs
— other finance costs 47) 47
— distributions to unitholders (50) (50)
Change in net assets attributable to unitholders 2,215 1,007
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Statement of financial position at 31 December 20X1

20X1
Ccu Cu

ASSETS
Non-current assets (classified in
accordance with IAS 1) 91,374
Total non-current assets 91,374
Current assets (classified in accordance
with IAS 1) 1,422
Total current assets 1,422
Total assets 92,796
LIABILITIES
Current liabilities (classified in
accordance with IAS 1) 647
Total current liabilities (647)
Non-current liabilities excluding net
assets attributable to unitholders
(classified in accordance with IAS 1) 280

(280)

Net assets attributable to unitholders 91,869
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78,484

1,769
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20X0
Cu

78,484

1,769

80,253

(66)
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Example 8: Entities with some equity

IE33

The following example illustrates a format ofstatement of comprehensive
income and statement of financial position that rbayused by entities whose
share capital is not equity as defined in IAS 32abse the entity has an obligation
to repay the share capital on demand but doesawet &ll the features or meet the
conditions in paragraphs 16A and 16B or paragrapl@sdnd 16D. Other formats
are possible.

Statement of comprehensive income for the year ended 31 December
20X1

20X1 20X0

CuU CuU

Revenue 472 498

Expenses (classified by nature or function) (367) (396)

Profit from operating activities 105 102
Finance costs

— other finance costs (4) (4)

— distributions to members (50) (50)

Change in net assets attributable to members 51 48
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Statement of financial position at 31 December 20X1

Cu
ASSETS

Non-current assets (classified in
accordance with IAS 1) 908

Total non-current assets

Current assets (classified in accordance
with IAS 1) 383

Total current assets

Total assets

LIABILITIES

Current liabilities (classified in

accordance with IAS 1) 372
Share capital repayable on demand 202

Total current liabilities

Total assets less current liabilities

Non-current liabilities (classified in
accordance with IAS 1)

187
OTHER COMPONENTS OF EQUITY ©®
Reserves eg revaluation surplus, retained
earnings etc 530

MEMORANDUM NOTE — Total members’ interests
Share capital repayable on demand

Reserves

20X1
Cu

908

383

1,291

(574)

717

(187)

530

717

202

530

732

Cu

830

350

338

161

196

485

20X0
Cu

830

350

1,180

(499)

681

(196)

485

681

161

485

646

(@) Inthis example, the entity has no obligation¢liver a share of its reserves to its members.
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Accounting for compound financial instruments

Example 9: Separation of a compound financial
instrument on initial recognition

IE34

IE35

IE36

Paragraph 28 describes how the componentscofrpound financial instrument
are separated by the entity on initial recognitiomfhe following example
illustrates how such a separation is made.

An entity issues 2,000 convertible bonds atstiaet of year 1. The bonds have a
three-year term, and are issued at par with a fateevof CU1,000 per bond,
giving total proceeds of CU2,000,000. Interestaggble annually in arrears at a
nominal annual interest rate of 6 per cent. Eawidlis convertible at any time up
to maturity into 250 ordinary shares. When thedsoare issued, the prevailing
market interest rate for similar debt without cosi@n options is 9 per cent.

The liability component is measured first, &ine difference between the proceeds
of the bond issue and the fair value of the ligils assigned to the equity
component. The present value of the liability comgnt is calculated using a
discount rate of 9 per cent, the market interet& far similar bonds having no
conversion rights, as shown below.

CuU
Present value of the principal — CU2,000,000 payable at
the end of three years 1,544,367
Present value of the interest — CU120,000 payable
annually in arrears for three years 303,755
Total liability component 1,848,122
Equity component (by deduction) 151,878
Proceeds of the bond issue 2,000,000

Example 10: Separation of a compound financial
instrument with multiple embedded derivative featur es

IE37

The following example illustrates the applioatof paragraph 31 to the separation
of the liability and equity components of a compduimancial instrument with
multiple embedded derivative features.
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IE38

Assume that the proceeds received on the saeallable convertible bond are
CU60. The value of a similar bond without a callequity conversion option is
CU57. Based on an option pricing model, it is deteed that the value to the
entity of the embedded call feature in a similandevithout an equity conversion
option is CU2. In this case, the value allocatetht liability component under
paragraph 31 is CU55 (CU57 — CU2) and the value dbdc#&o the equity

component is CU5 (CU60 — CU55).

Example 11: Repurchase of a convertible instrument

IE39

IE40

IE41

IE42

54

The following example illustrates how an entigcounts for a repurchase of a
convertible instrument. For simplicity, at inceptj the face amount of the
instrument is assumed to be equal to the aggregatging amount of its liability
and equity components in the financial statemeéatsp original issue premium or
discount exists. Also, for simplicity, tax considons have been omitted from
the example.

On 1 January 20X0, Entity A issued a 10 per centertible debenture with a
face value of CU1,000 maturing on 31 December 20X%e @ebenture is
convertible into ordinary shares of Entity A at aneersion price of CU25 per
share. Interest is payable half-yearly in cashthatdate of issue, Entity A could
have issued non-convertible debt with a ten-yean teearing a coupon interest
rate of 11 per cent.

In the financial statements of Entity A thergarg amount of the debenture was
allocated on issue as follows:

Ccu

Liability component
Present value of 20 half-yearly interest payments of CU50,
discounted at 11% 597
Present value of CU1,000 due in 10 years, discounted at 11%,
compounded half-yearly 343

940
Equity component
(difference between CU1,000 total proceeds and CU940
allocated above) 60

Total proceeds 1,000

On 1 January 20X5, the convertible debentureatas value of CU1,700.
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IE43 Entity A makes a tender offer to the holderttod debenture to repurchase the
debenture for CU1,700, which the holder accepts. hat date of repurchase,
Entity A could have issued non-convertible debt vétlive-year term bearing a
coupon interest rate of 8 per cent.

IE44 The repurchase price is allocated as follows:

Carrying
value Fair value Difference
Liability component: cu cu cu

Present value of 10 remaining half-

yearly interest payments of CU50,

discounted at 11% and 8%,

respectively 377 405

Present value of CU1,000 due in 5
years, discounted at 11% and 8%,

compounded half-yearly, respectively 585 676

962 1,081 (119)
Equity component 60 619 @ (559)
Total 1,022 1,700 (678)
(@) This amount represents the difference betweerfair value amount allocated to the

liability component and the repurchase price of 0Q.

IE45 Entity A recognises the repurchase of the deberas follows:

Dr Liability component CuU962
Dr Debt settlement expense (profit or loss) CU119
Cr Cash Cu1,081

To recognise the repurchase of the liability compdne
Dr Equity Cu619
Cr Cash CuU619

To recognise the cash paid for the equity component.

IE46 The equity component remains as equity, buy b transferred from one line
item within equity to another.
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Example 12: Amendment of the terms of a convertible
instrument to induce early conversion

IE47 The following example illustrates how an entédgcounts for the additional
consideration paid when the terms of a convertiblriment are amended to
induce early conversion.

IE48 On 1 January 20X0, Entity A issued a 10 per cenwertible debenture with a
face value of CU1,000 with the same terms as destrib Example 11. On 1
January 20X1, to induce the holder to convert thevedible debenture promptly,
Entity A reduces the conversion price to CU20 ifdliebenture is converted before
1 March 20X1 (ie within 60 days).

IE49 Assume the market price of Entity A’'s ordinahames on the date the terms are
amended is CU40 per share. The fair value of tbeeimental consideration paid
by Entity A is calculated as follows:

Number of ordinary shares to be issued to debenture holders under
amended conversion terms:

Face amount CU1,000
New conversion price /CU20 per share

Number of ordinary shares to be issued on
conversion 50 shares

Number of ordinary shares to be issued to debenture holders under
original conversion terms:

Face amount CU1,000
Original conversion price /CU25 per share

Number of ordinary shares to be issued on
conversion 40 shares

Number of incremental ordinary shares issued upon
conversion 10 shares

Value of incremental ordinary shares issued upon conversion

CU40 per share x 10 incremental shares Cu400

IESO0 The incremental consideration of CU400 is rexsed as a loss in profit or loss.
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