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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.

References to the Framework are to IASC’s Framewark the Preparation and
Presentation of Financial Statements, adopted byAlSB in 2001. In September 2010 the
IASB replaced the Framework with the Conceptual Fraork for Financial Reporting.

BC1

BC2

BC3

BC3A

This Basis for Conclusions summarises the matonal Accounting Standards
Board’s considerations in reaching its conclusiongevising IAS 3ZFinancial
Instruments: Disclosure and Presentation 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 improvenamber of Standards,
including 1AS 32 and IAS 39 Financial Instruments: Recognition and
Measurement. The objectives of the Improvements project wereetduce the
complexity in the Standards by clarifying and addiguidance, eliminating
internal inconsistencies, and incorporating inte tBtandards elements of
Standing Interpretations Committee (SIC) Intergiets and IAS 39
implementation guidance. In June 2002 the Boaltuighed its proposals in an
Exposure Draft of proposed amendments to IASR2ancial Instruments:
Disclosure and Presentaticend IAS 39inancial Instruments: Recognition and
Measurementwith a comment deadline of 14 October 2002. Thar8woeceived
over 170 comment letters on the Exposure Draft.

Because the Board did not reconsider the fuedéashapproach to the accounting
for financial instruments established by IAS 32 ai® 39, this Basis for
Conclusions does not discuss requirements in IA$h32 the Board has not
reconsidered.

In July 2006 the Board published an exposuedt f proposed amendments to
IAS 32 relating to the classification of puttablstruments 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 reasonst$ conclusions is in
paragraphs BC50-BC74.

In August 2005, the IASB relocated all disclosurelating to financial instruments to IFRS 7. The
paragraphs relating to disclosures that were ailbjirpublished in this Basis for Conclusions were
relocated, if still relevant, to the Basis for Clusions on IFRS 7.
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IAS 32 BC

Definitions (paragraphs 11-14 and AG3-AG24)

BC4

BC4A

BC4B

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

The revised IAS 32 addresses the classificationfinancial assets, financial
liabilities or equity instruments of financial ingments that are indexed to,
or settled in, an entity’'s own equity instrumentsis discussed further in
paragraphs BC6-BC15, the Board decided to prechepsty classification for
such contracts when they (a) involve an obligatiordéliver cash or another
financial asset or to exchange financial assetdir@ancial liabilities under
conditions that are potentially unfavourable to éimgity, (b) in the case of a non-
derivative, are not for the receipt or deliveryaofixed number of shares or (c) in
the case of a derivative, are not for the excharfigefixed number of shares for a
fixed amount of cash or another financial assete Board also decided to
preclude equity classification for contracts thieg derivatives on derivatives on
an entity’'s own equity. Consistently with this démis the Board also decided to
amend the definitions of financial asset, finanti@bility and equity instrument
in IAS 32 to make them consistent with the guidanbeu& contracts on an
entity’s own equity instruments. The Board did nedtonsider other aspects of
the definitions as part of this project to revigeS132, for example the other
changes to the definitions proposed by the Jointkilg Group in its Draft
StandardFinancial Instruments and Similar Itensublished by the Board’s
predecessor body, IASC, in 2000.

Foreign currency denominated pro rata rights
issues

In 2005 the International Financial Reportinterpretations Committee (IFRIC)
was asked whether the equity conversion option endekdda convertible bond
denominated in a foreign currency met IAS 32’s regjuents to be classified as
an equity instrument. 1AS 32 states that a derieathstrument relating to the
purchase or issue of an entity's own equity instmitiés classified as equity only
if it results in the exchange of a fixed numberequity instruments for a fixed
amount of cash or other assets. At that time, th&l@Fconcluded that if the
conversion option was denominated in a currencyrdtien the issuing entity’s
functional currency, the amount of cash to be reszkin the functional currency
would be variable. Consequently, the instrument wakerivative liability that
should be measured at its fair value with changdaiirvalue included in profit
or loss.

However, the IFRIC also concluded that this omie was not consistent with the
Board’s approach when it introduced the ‘fixed forefl’ notion in IAS 32.

Therefore, the IFRIC decided to recommend thatBbard amend IAS 32 to
permit a conversion or stand-alone option to besifeed as equity if the exercise

© IFRS Foundation 7



IAS 32 BC

BC4C

BC4D

BC4E

BC4F

BC4G

BC4H

price was fixed in any currency. In September 205 Board decided not to
proceed with the proposed amendment.

In 2009 the Board was asked by the IFRIC teicam a similar issue. This issue
was whether a right entitling the holder to receiviexed number of the issuing

entity’s own equity instruments for a fixed amouftaocurrency other than the
issuing entity’s functional currency (foreign cureg) should be accounted for as
a derivative liability.

These rights are commonly described as ‘rigistses’ and include rights, options
and warrants. Laws or regulations in many jurisdiigcghroughout the world
require the use of rights issues when raising dafitee entity issues one or more
rights to acquire a fixed number of additional &sapro rata to all existing
shareholders of a class of non-derivative equisgriiments. The exercise price is
normally below the current market price of the shar€onsequently, a
shareholder must exercise its rights if it doeswigh its proportionate interest in
the entity to be diluted. Issues with those charmties are discussed in IFRS 2
Share-based Paymeand IAS 33Earnings per Share

The Board was advised that rights with the chtarstics discussed above were
being issued frequently in the current economidrenment. The Board was also
advised that many issuing entities fixed the esergprice of the rights in
currencies other than their functional currencyaose the entities were listed in
more than one jurisdiction and might be requiredidoso by law or regulation.
Therefore, the accounting conclusions affectedyaifstant number of entities in
many jurisdictions. In addition, because these aseally relatively large
transactions, they can have a substantial effeceraities’ financial statement
amounts.

The Board agreed with the IFRIC’s 2005 condliusihat a contract with an
exercise price denominated in a foreign currencylsvowt result in the entity

receiving a fixed amount of cash. However, the B@dsd agreed with the IFRIC

that classifying rights as derivative liabilities svanot consistent with the

substance of the transaction. Rights issues aredssnly to existing shareholders
on the basis of the number of shares they already. dn this respect they

partially resemble dividends paid in shares.

The Board decided that a financial instruntéat gives the holder the right to
acquire a fixed number of the entity’s own equitgtioments for a fixed amount
of any currency is an equity instrument if, andyoif| the entity offers the
financial instrument pro rata to all of its exigiiowners of the same class of its
own non-derivative equity instruments.

In excluding grants of rights with these featufrom the scope of IFRS 2, the
Board explicitly recognised that the holder of tight receives it as a holder of
equity instruments, ie as an owner. The Board nthatl IAS 1Presentation of
Financial Statementsequires transactions with owners in their capaeisy
owners to be recognised in the statement of chaimgeguity rather than in the
statement of comprehensive income.

© IFRS Foundation



BC4l

BC4J

BC4K

IAS 32 BC

Consistently with its conclusion in IFRS 2, tBeard decided that a pro rata issue
of rights to all existing shareholders to acquidelidonal shares is a transaction
with an entity’'s owners in their capacity as ownerongquently, those
transactions should be recognised in equity, notprehensive income. Because
the Board concluded that the rights were equityrimsents, it decided to amend
the definition of a financial liability to excludbem.

Some respondents to the exposure draft exggresmcerns that the wording of
the amendment was too open-ended and could leatfuctusing risks. The
Board rejected this argument because of the extyenarow amendment that
requires the entity to treat all of its existing @ss of the same class of its own
non-derivative equity instruments equally. The Bbalso noted that a change in
the capital structure of an entity to create a n&agscof non-derivative equity
instruments would be transparent because of theeqaon and disclosure
requirements in IFRSs.

The Board decided not to extend this conclugm other instruments that grant
the holder the right to purchase the entity’s ownitgginstruments such as the
conversion feature in convertible bonds. The Baasb noted that long-dated
foreign currency rights issues are not primarigngactions with owners in their
capacity as owners. The equal treatment of all owofetise same class of equity
instruments was also the basis on which, in IFRIMIstributions of Non-cash
Assets to Ownershe IFRIC distinguished non-reciprocal distriloats to owners
from exchange transactions. The fact that the siglte distributed pro rata to
existing shareholders is critical to the Board's@asion to provide an exception
to the ‘fixed for fixed’ concept in IAS 32 as this & narrow targeted transaction
with owners in their capacity as owners.

Presentation (paragraphs 15-50 and AG25-AG39)

BC5

BC6

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

The revised IAS 32 addresses whether derivativk reon-derivative contracts
indexed to, or settled in, an entity’s own equitgtinments are financial assets,
financial liabilities or equity instruments. Theginal IAS 32 dealt with aspects
of this issue piecemeal and it was not clear howouariransactions (eg net share
settled contracts and contracts with settlementoop}i should be treated under
the Standard. The Board concluded that it neededldrify the accounting
treatment for such transactions.

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

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

© IFRS Foundation 9



IAS 32 BC

BC7

BC7A

BC8

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

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

Puttable instruments (paragraph 18(b))

The Board decided that a financial instrumbat gives the holder the right to put
the instrument back to the entity for cash or aenfmancial asset is a financial
liability of the entity. Such financial instrumenére commonly issued by mutual
funds, unit trusts, co-operative and similar eesitioften with the redemption
amount being equal to a proportionate share innbieassets of the entity.

Although the legal form of such financial instrun®npften includes a right to the
residual interest in the assets of an entity alkdléo holders of such instruments,
the inclusion of an option for the holder to pue thstrument back to the entity
for cash or another financial asset means thainteument meets the definition
of a financial liability. The classification adfiaancial liability is independent of

considerations such as when the right is exercishlol the amount payable or
receivable upon exercise of the right is determireatd whether the puttable
instrument has a fixed maturity.

The Board reconsidered its conclusions wittardg to some puttable instruments
and amended IAS 32 in February 2008 (see paragB(pb6—BC74).

The Board noted that the classification of #&aghle instrument as a financial
liability does not preclude the use of descripgarsh as ‘net assets attributable to
unitholders’ and ‘change in net assets attributablanitholders’ on the face of
the financial statements of an entity that has goitg (such as some mutual
funds and unit trusts) or whose share capital imantial liability under IAS 32
(such as some co-operatives). The Board also égtest it should provide
examples of how such entities might present theiorime statemenand balance
sheet (see lllustrative Examples 7 and 8).

IAS 1 Presentation of Financial Statemelfés revised in 2007) requires an entity to preadirihcome
and expense items in one statement of comprehemsivene or in two statements (a separate income
statement and a statement of comprehensive income).

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

10
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BC9

BC10

BC11

IAS 32 BC

Implicit obligations (paragraph 20)

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 Boarthirged the existing notion that
an instrument may establish an obligation indisedtirough its terms and
conditions (see paragraph 20). However, it decideat the example of a
preference share with a contractually acceleratiividehd which, within the
foreseeable future, is scheduled to yield a dividsm high that the entity will be
economically compelled to redeem the instrument, \esfficiently clear.
The example was therefore removed and replaced Witrothat are clearer and
deal with situations that have proved problematiprarctice.

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

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

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

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

An entity’s obligation to purchase its own glsagstablishes a maturity date for the
shares that are subject to the contract. Thereforthe extent of the obligation,
those shares cease to be equity instruments whesnttly assumes the obligation.
This treatment under IAS 32 is consistent with tieatment 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 enaldedd the equity
instrument or is a free-standing derivative coritrac

© IFRS Foundation 11
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BC12

BC13

BC14

12

Some respondents to the Exposure Draft sugh#sae when an entity writes an
option that, if exercised, will result in the entipaying cash in return for
receiving its own shares, it is incorrect to trda full amount of the exercise
price as a financial liability because the obligatis conditional upon the option
being exercised. The Board rejected this argurbectuse the entity has an
obligation to pay the full redemption amount andrezt avoid settlement in cash
or another financial asset for the full redemptionount unless the counterparty
decides not to exercise its redemption right orcigel future events or
circumstances beyond the control of the entity oocwlo not occur. The Board
also noted that a change would require a reconsideraf other provisions in
IAS 32 that require liability treatment for obligatis that are conditional on
events or choices that are beyond the entity’s robnt These include, for
example, (a) the treatment of financial instrumentith contingent settlement
provisions as financial liabilities for the full @mnt of the conditional obligation,
(b) the treatment of preference shares that areeredble at the option of the
holder as financial liabilities for the full amouait the conditional obligation, and
(c) the treatment of financial instruments (puttalstruments) that give the
holder the right to put the instrument back to tbsuer for cash or another
financial asset, the amount of which is determingddference to an index, and
which therefore has the potential to increase amdedse, as financial liabilities
for the full amount of 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.

The Board agreed that it would be inappropriataccount for a contract as an
equity instrument when an entity’'s own equity instesmts are used as currency
in a contract to receive or deliver a variable nemiif shares whose value equals
a fixed amount or an amount based on changes um@erlying variable (eg a net
share-settled derivative contract on gold or arigabibn to deliver as many
shares as are equal in value to CU10,000). Sudntmact represents a right or
obligation of a specified amount rather than a Hjgec equity interest.
A contract to pay or receive a specified amounthéathan a specified equity
interest) is not an equity instrument. For suchoatract, the entity does not
know, before the transaction is settled, how maniysaiwn shares (or how much
cash) it will receive or deliver and the entity mayt even know whether it will
receive or deliver its own shares.

In addition, the Board noted that precludinguity treatment for such a
contract limits incentives for structuring potefitigfavourable or unfavourable

transactions to obtain equity treatment. For eXdantpe Board believes that an
entity should not be able to obtain equity treatirfen a transaction simply by

including a share settlement clause when the cdnisafor a specified value,

rather than a specified equity interest.

© IFRS Foundation



BC15

BC16

BC17

BC18

BC19

BC20

IAS 32 BC

The Board rejected the argument that a cdnttnat is settled in the entity’'s own
shares must be an equity instrument because na@ehanassets or liabilities,
and thus no gain or loss, arises on settlemenhefcontract. The Board noted
that any gain or loss arises before settlementefttansaction, not when it is
settled.

Contingent settlement provisions
(paragraphs 25 and AG28)

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

The amendments do not include the exceptieviqusly provided in paragraph 6
of SIC-5 for circumstances in which the possibilifythe entity being required to
settle in cash or another financial asset is remotiee time the financial instrument
is issued. The Board concluded that it is not isbteist with the definitions of
financial liabilities and equity instruments tosgiy an obligation to deliver cash or
another financial asset as a financial liabilitylyowhen settlement in cash is
probable. There is a contractual obligation tagfer economic benefits as a result
of past events because the entity is unable talavaettiement in cash or another
financial asset unless an event occurs or doesagat in the future.

However, the Board also concluded that contihgettlement provisions that
would apply only in the event of liquidation of antiéy should not influence the
classification of the instrument because to do saolevde inconsistent with a
going concern assumption. A contingent settlenpeatision that provides for
payment in cash or another financial asset onlyherliquidation of the entity is
similar to an equity instrument that has priority liquidation 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 cash wariable number of own shares
is not genuine, it should be ignored for the pugsosf classifying the instrument.
The Board also agreed to provide guidance on thening of ‘genuine’ in this
context (see paragraph AG28).

Settlement options (paragraphs 26 and 27)

The revised Standard requires that if onehefgarties to a contract has one or
more options as to how it is settled (eg net irhoasby exchanging shares for
cash), the contract is a financial asset or a firriability unless all of the
settlement alternatives would result in equity dfasgtion. The Board concluded
that entities should not be able to circumvent dbeounting requirements for
financial assets and financial liabilities simply including an option to settle a

© IFRS Foundation 13



IAS 32 BC

BC21

14

contract through the exchange of a fixed numbeshaires for a fixed amount.
The Board had proposed in the Exposure Draft thast ppractice and

management intentions should be considered in mi@igrg the classification

of such instruments. However, respondents to tkgo&ure Draft noted that
such requirements can be difficult to apply becasm®e entities do not have
any history of similar transactions and the assess$mf whether an established
practice exists and of what is management’'s inbenttan be subjective.
The Board agreed with these comments and accogdicmhcluded that past
practice and management intentions should not brmeing factors.

Alternative approaches considered

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

(a) To classify as an equity instrument any conttiaat will be settled in the
entity’s own shares. The Board rejected this apgrdeecause it does not
deal adequately with transactions in which an enfityusing its own
shares as currency, eg when an entity has an dbligt pay a fixed or
determinable amount that is settled in a variablalmer of its own shares.

(b) To classify a contract as an equity instrurramly if (i) the contract will
be settled in the entity’s own shares, and (iiy¢hanges in the fair value
of the contract move in the same direction as Hanges in the fair value
of the shares from the perspective of the countgrpa Under this
approach, contracts that will be settled in thetgstown shares would be
financial assets or financial liabilities if, frorthe perspective of the
counterparty, their value moves inversely with thiee of the entity's
own shares. An example is an entity's obligatiorbtty back its own
shares. The Board rejected this approach becasisedoption would
represent a fundamental shift in the concept oftequThe Board also
noted that it would result in a change to the cfasdion of some
transactions, compared with the existfrgmeworkand 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 shares.e Board rejected this
approach to avoid an exception to the principlet than-derivative
contracts that are settled in a variable nhumbeairoentity’s own shares
should be treated as financial assets or finafiatailities.

(d) To limit classification as equity instruments obutstanding ordinary
shares, and classify as financial assets or fiehfiabilities all contracts
that involve future receipt or delivery of the ¢yis own shares. The
Board rejected this approach because its adoptionldvrepresent a
fundamental shift in the concept of equity. TheaRbalso noted that it
would result in a change to the classification ofmseotransactions

© IFRS Foundation
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BC23

BC24

BC25

IAS 32 BC

compared with the existing IAS 32 that had not bemposed for
comment.

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

The Standard requires the separate presentatian entity’s balance sheeif
liability and equity components of a single finacinstrument. It is more a
matter of form than a matter of substance that balilities and equity interests
are created by a single financial instrument rathen two or more separate
instruments. The Board believes that an entityfsrfcial position is more
faithfully represented by separate presentatioliebflity and equity components
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)

The previous version of IAS 32 did not preseria particular method for
assigning the initial carrying amount of a compodiméncial instrument to its
separated liability and equity components. Rathesuggested approaches that
might be considered, such as:

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

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

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

However, since the issue of IAS 39, IFRSs conta@quirements for the
measurement of financial assets and financialliis. Therefore, the view that
IAS 32 should not prescribe a particular method $eparating compound
financial instruments because of the absence olsuanement requirements for
financial instruments is no longer valid. 1AS 3%rggraph 43, requires a
financial liability to be measured on initial recogon at its fair value.

Therefore, a relative fair value method could resulan initial measurement of
the liability component that is not in compliancewiAS 39.

IAS 1 (as revised in 2007) replaced the termabeé sheet’ with ‘statement of financial position’.
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After initial recognition, a financial liabilitthat is classified as at fair value
through profit or loss is measured at fair valudamlAS 39, and other financial
liabilities are measured at amortised cost. If tiability component of a
compound financial instrument is classified asaat alue through profit or loss,
an entity could recognise an immediate gain or &fssr initial recognition if it
applies a relative fair value method. This is cantto IAS 32, paragraph 31,
which states that no gain or loss arises from resognthe components of the
instrument separately.

Under the=ramework and IASs 32 and 39, an equity instrument is ddfiag
any contract that evidences a residual intereghé assets of an entity after
deducting all of its liabilities. Paragraph 67tbé Frameworkfurther states that
the amount at which equity is recognised in therzaaheet is dependent on the
measurement of assets and liabilities.

The Board concluded that the alternatives AS 32 to measure on initial

recognition the liability component of a compouridahcial instrument as a

residual amount after separating the equity compboeon the basis of a relative
fair value method should be eliminated. Insteaal ltability component should

be measured first (including the value of any endeeldnon-equity derivative

features, such as an embedded call feature), ance#fidual amount assigned to
the equity component.

The objective of this amendment is to makeréwpiirements about the entity's
separation of the liability and equity components @ingle compound financial
instrument consistent with the requirements aboetitiitial 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 componentoofies compound financial

instruments. The Board also noted that the absehaeorescribed approach led
to a lack of comparability among entities applyidg 32 and that it therefore

was desirable to specify a single approach.

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

Treasury shares (paragraphs 33, 34 and AG36)

The revised Standard incorporates the guidar8iC-16Share Capital—Reacquired
Own Equity Instruments (Treasury SharesYhe acquisition and subsequent
resale by an entity of its own equity instrumemigresents a transfer between those
holders of equity instruments who have given ufr #guity interest and those who
continue to hold an equity instrument, rather taarain or loss to the entity.
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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 guidan@&C-17 Equity—Costs of an
Equity Transaction Transaction costs incurred as a necessary padanapleting
an equity transaction are accounted for as patheftransaction to which they

relate.

Linking the equity transaction and costshe 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 gsafs are as follows:

@)

(b)

(©

(d)

(e)

The Exposure Draft proposed to define a finddiahility as a contractual
obligation to deliver cash or another financialeads another entity or to
exchange financial instruments with another entitgar conditions that
are potentially unfavourable. The definition iretlstandard has been
expanded to include some contracts that will or rbaysettled in the
entity’s own equity instruments. The Standard’srdgbn of a financial
asset has been similarly expanded.

The Exposure Draft proposed that a financiatrimsent that gives the
holder the right to put it back to the entity fast or another financial
asset is a financial liability. The Standard msathis conclusion, but
provides additional guidance and illustrative exbapo 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.

The Standard retains and clarifies the propwséthe Exposure Draft that
terms and conditions of a financial instrument niagirectly create an
obligation.

The Exposure Draft proposed to incorporate in B®Sthe conclusion
previously in SIC-5. This is that a financial inghent for which the
manner of settlement depends on the occurrenceomoocurrence of
uncertain future events or on the outcome of uagedircumstances that
are beyond the control of both the issuer and thlden is a financial

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

entity or are not genuine to be ignored.

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

settle the contract gross; (ii) an established tfpamf such settlement;
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(f)

()

(h)

@
0
(k)

and (iii) the intention to settle the contract grosThese conditions have
not been carried forward into the Standard. Rathederivative with
settlement options is classified as a financiabes 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.

The Standard provides explicit guidance on awtng for the amendment
of the terms of a convertible instrument to indeady conversion.

The Exposure Draft proposed that a financiarumsent that is an equity
instrument of a subsidiary should be eliminatedamsolidation when held
by the parent, or presented in the consolidateanbal sheet within equity
when not held by the parent (as a minority interssparate from the equity
of the parent). The Standard requires all ternd eonditions agreed
between members of the group and the holders ofngteument to be

considered when determining if the group as a whakan obligation that
would give rise to a financial liability. To thextent there is such an
obligation, the instrument (or component of therimsent that is subject to
the obligation) is a financial liability in consdéted financial statements.

[Deleted]
[Deleted]

In August 2005, the IASB issued IFRS Hinancial Instruments:
Disclosures As a result, disclosures relating to financiatinments, if
still relevant, were relocated to IFRS 7.

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

Amendment for puttable instruments

As discussed in paragraphs BC7 and BCS8, pettadtruments meet the
definition of a financial liability and the Boardowcluded 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 asdele entity:

@)

On an ongoing basis, the liability is recogniaédot less than the amount
payable on demand. This can result in the entirkebaapitalisation of

In January 2008 the IASB issued an amended IASd¥solidated and Separate Financial Statements
which amended ‘minority interests’ to non-contmofjiinterests’.

18
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the entity being recognised as a liability depegdin the basis for which
the redemption value of the financial instrumerdakulated.

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

0] when an entity performs well, the present valfiehe settlement
amount of the liabilities increases, and a logs@®gnised.

(i)  when the entity performs poorly, the presentluea of the
settlement amount of the liability decreases, andyaén is
recognised.

(c) It is possible, again depending on the basiswhich the redemption
value is calculated, that the entity will report atige net assets because
of unrecognised intangible assets and goodwill, dwetause the
measurement of recognised assets and liabilitigsnoibe at fair value.

(d) The issuing entity’s statement of financial ifioa 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 functiortha# distribution policy, not
performance.

Furthermore, constituents contended that additidisdiosures 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 mantgaple instruments, despite
meeting the definition of a financial liability, peesent a residual interest in the
net assets of the entity. The Board also agreed euttstituents that additional

disclosures and adapting the format of the entifiyiancial statements did not

resolve the problem of the lack of relevance andeustandability of that current

accounting treatment. Therefore, the Board decideainend 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 interestamet assets of the entity:

(a) to continue to classify these instruments manftial liabilities, but amend
their measurement so that changes in their faiuevakould not be
recognised;

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

(c) to amend IAS 32 to provide a limited scope eXoepso that financial
instruments puttable at fair value would be clasdifias equity, if
specified conditions were met.
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BC53

BC54

BC55

BC56
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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

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

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

(c) it introduces a new category of financial lides 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 denrput 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 puttabhre 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 residuaréadt in the net assets of the
entity to be classified as equity provided thatc#jed conditions are met. The
proposals represented a limited scope exceptiahealefinition of a financial
liability and a short-term solution, pending theamme of the longer-term project
on liabilities and equity. In June 2006 the Boaublshed an exposure draft
proposing that financial instruments puttable &t 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 puttallstruments that represent a
residual interest in the entity, to those includegaragraphs 16A and 16B. The
Board decided on those conditions for the followiegsons:

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

(b) to ensure that the proposed amendments arastemtswith a limited
scope exception to the definition of a financiability; and

(c) to reduce structuring opportunities that mighise as a result of the
amendments.
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The Board decided that the instrument mustienihe 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 mushlike class of instruments that is
subordinate to all other classes of instrumentbquidation 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 contshderms and conditions. In
order to ensure that the class of instruments wahale is the residual class, the
Board decided that no instrument holder in thasslean have preferential terms
or conditions in its position as an owner of thatgnt

The Board decided that the puttable instrumehbuld contain no contractual
obligation to deliver a financial asset to anotéetity other than the put. That is
because the amendments represent a limited sceppt®n to the definition of a
financial liability and extending that exception itstruments that also contain
other contractual obligations is not appropriat@rébver, the Board concluded
that if the puttable instrument contains anothentaxtual obligation, that
instrument may not represent the residual intebestause the holder of the
puttable instrument may have a claim to some ofnibieassets 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 decithed there should be no financial
instrument or contract with a return that is morgideal. The Board decided to
require that there must be no other financial umagnt or contract that has total
cash flows based substantially on the performafiteeoentity and has the effect
of significantly restricting or fixing the returm the puttable instrument holders.
This criterion was included to ensure that the hwldg the puttable instruments
represent the residual interest in the net as$¢ie @ntity.

An instrument holder may enter into transadtiaiith the issuing entity in a role
other than that of an owner. The Board concluded ithes inappropriate to
consider cash flows and contractual features relai¢de instrument holder in a
non-owner role when evaluating whether a financiatriiment has the features
set out in paragraph 16A or paragraph 16C. Thatdsuse 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 (suchassants and other derivatives) to
be settled by the issue of puttable financial insents should be precluded from
equity classification. That is because the Boardechathat the amendments
represent a limited scope exception to the defininf a financial liability and
extending that exception to such contracts is ppt@priate.
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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 constituegitging to classification of puttable
financial instruments apply to some financial instents that create an obligation
only on liquidation of the entity.

In the exposure draft published in June 2€@@6Board 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 oéritiy only on liquidation of the
entity. The liquidation of the entity may be:

(@) certain to occur and outside the control ofehiity (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 gdénemapportive of the proposed
amendment.

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

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

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

(c) the only feature that must be identical amdmginstruments in the class
is the obligation for the issuing entity to deliver the 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 life of the issuing entity; the
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 subordintdeall other classes of
instruments and represent the residual interestg an that point in time.
However, if the instrument contains other contractwdlligations, 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
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assets of the entity only on liquidation should dlassified as equity in the

separate financial statements of the issuer if tepyesent the residual class of
instruments (and all the relevant requirementsnaef). The Board decided that
such instruments were not the residual interesthan d¢onsolidated financial

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

Analysis of costs and benefits

The Board acknowledged that the amendments imaBebruary 2008 are not
consistent with the definition of a liability in thEBramework or with the
underlying principle of IAS 32, which is based onttHefinition. Consequently,
those amendments added complexity to IAS 32 anddoted the need for
detailed rules. However, the Board also noted t#¢® B2 contains other
exceptions to its principle (and the definitioneofiability in theFrameworl 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 lial#itand equity, which the Board
is undertaking in its long-term project.

In the interim, the Board concluded that éfgissy as equity the instruments that
have all the features and meet the conditions magvaphs 16A and 16B or
paragraphs 16C and 16D would improve the companabift information
provided to the users of financial statements. Thatbecause financial
instruments that are largely equivalent to ordinstngres would be consistently
classified across different entity structures (egns partnerships, limited life
entities and co-operatives). The specified instniséiffer 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 simikar ordinary shares for the
instruments to be classified as equity. Consequetié Board concluded that the
amendments will result in financial reporting thatmore understandable and
relevant to the users of financial statements.

Furthermore, in developing the amendmentsBib&d considered the costs to
entities of obtaining information necessary to daire the required
classification. The Board believes that the costsbtaining any new information
would be slight because all of the necessary infdamashould 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 igulassification and the related
disclosures.

Consequently, the Board believed that the fitsref the amendments outweigh
the costs.
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The Board took the view that, in most casatties should be able to apply the
amendments retrospectively. The Board noted th& 8Accounting Policies,
Changes in Accounting Estimates and Errgosovides relief when it is
impracticable to apply a change in accounting galatrospectively as a result of a
new requirement. Furthermore, the Board took tlesvthat the costs outweighed
the benefits of separating a compound financiatungent with an obligation to
deliver a pro rata share of the net assets ofritiy ®nly on liquidation when the
liability component is no longer outstanding on iate of initial application.
Hence, there is no requirement on transition toasdp such compound
instruments.
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Dissenting Opinions

DO1

DO2

DO3

Dissent of James J Leisenring from the issue of
IAS 32 in December 2003

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 physiedflement in exchange for cash
are inappropriate. 1AS 32 requires a forward puret@mtract to be recognised
as though the future transaction had already oedurrSimilarly it requires a
written put option to be accounted for as though dpton had already been
exercised. Both of these contracts result in combi the separate forward
contract and the written put option with outstandéhgres to create a synthetic
liability.

Recording a liability for the present value o fixed forward price as a result of
a forward contract is inconsistent with the accounfor other forward contracts.
Recording a liability for the present value of gteke price of an option results
in recording a liability that is inconsistent withetFrameworkas there is no
present obligation for the strike price. In batistances the shares considered to
be subject to the contracts are outstanding, hlagesame rights as any other
shares and should be accounted for as outstandirige forward and option
contracts meet the definition of a derivative ambwd be accounted for as
derivatives rather than create an exception tatweunting required by IAS 39.
Similarly, if the redemption feature is embeddedttie equity instrument (for
example, aredeemable preference share) rather lletmg a free-standing
derivative contract, the redemption feature shobkl accounted for as a
derivative.

Mr Leisenring also objects to the conclusion thptirchased put or call option on
a fixed number of an issuer’s equity instrumentsigs an asset. The rights
created by these contracts meet the definitiomadsset and should be accounted
for as assets and not as a reduction in equityesd@ltontracts also meet the
definition of derivatives that should be accountedas such consistently with
IAS 39.
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Dissent of Mary E Barth and Robert P Garnett

from the issue of Puttable Financial Instruments
and Obligations Arising on Liquidation
(Amendments to IAS 32 and IAS 1) in February
2008

Professor Barth and Mr Garnett voted against tidigation of the Amendments
to IAS 32 Financial Instruments: Presentation and 1A% esentation of Financial
Statements-Ruttable Financial Instruments and Obligations Argsinon
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 reses of the entity only on
liquidation is inconsistent with théramework The contractual provisions
attached to those instruments give the holdersige to put the instruments to
the entity and demand cash. Thmmeworks 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 resosrcd# 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 Boada 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 Erameworkproject do not make
it clear that the Board will modify the existing glents 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 disclosunes similar to those for
financial liabilities; existing standards do notjuée similar disclosure for equity
instruments. The Board’s decision to require ttdiselosures reveals its implicit
view these instruments are, in fact, liabilities. ,Yibie Frameworkis clear that
disclosure is not a substitute for recognition.riththese Board members see no
cost-benefit or practical reasons for making thiseption. The amendments
require the same or similar information to be aledi and disclosed as would be
the case if these obligations were classified dslili@s. Existing standards offer
presentation alternatives for entities that haveequoity under thé-rameworks
definitions.

These Board members also do not agree with thedBbat there are benefits to
issuing these amendments. First, paragraph BC#heirBasis for Conclusions
states that the amendments will result in more elevand understandable
financial reporting. However, as noted above, thBsard members do not
believe that presenting as equity items that meeFtameworks definition of a
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liability results in relevant information. Also asted above, existing standards
offer presentation alternatives that result in ustéadable financial reporting.

Second, paragraph BC70 states that the amendmeotdd increase
comparability by requiring more consistent classifion of financial instruments
that are largely equivalent to ordinary shares.s€hBoard members believe that
the amendments decrease comparability. These instris 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 rét@s of the net assets of the entity
only on liguidation 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

Finally, these Board members do not believetttmamendments 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 opportunitig® lack of a clear principle
leaves open the possibility that economically samdituations 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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Dissent of James J Leisenring and John T Smith
from the issue of Classification of Rights Issues
(Amendment to IAS 32) in October 2008

DO1 Messrs Leisenring and Smith dissent from the @ment Classification of
Rights Issuefor the reasons set out below.

DO2 Mr Smith agrees with the concept of accountingaarghts issue as equity in
specified circumstances and supports both the IFR&©mMmMendation and staff
recommendation in July 2009 that the Board make éxtremely narrow
amendment’ to IAS 32 to deal with this issue. Howeher dissents because he
believes the change is not extremely narrow and pvidvide a means for an
entity to use its equity instruments as a way toagegin speculative foreign
currency transactions and structure them as equitgsactions, a concern
identified by the Board in the Basis for Conclusiam IAS 32.

DO3 In their comment letters on the exposure drajtnes respondents expressed
concerns that the wording of the amendment was pen-ended and could lead
to structuring risks. Mr Smith believes that thesmcerns are well-founded
because there is no limitation on what qualifiea atass of equity. Without some
limitation, an entity could, for example, establiahforeign currency trading
subsidiary, issue shares to a non-controlling @gieand deem the shares to be a
class of equity in the consolidated group.

DO4 The staff acknowledged the concerns expressedrnmment letters that a new
class of equity could be created for the purposebtdining a desired accounting
treatment. However, the Board decided not to attempimit such structuring
opportunities. The Board was concerned that a reogint that a pro rata offer of
rights must be made to all existing owners (rathantonly all existing owners of
a particular class) of equity instruments would méet the amendment would
not be applicable to most of the transactions toclwhhe Board intended the
amendment to apply.

DO5 Instead of trying to narrow the amendment, ther@samply acknowledged that
under the amendment, ‘You could set up a new classharfes today and one
minute later issue shares to that class and cugge in foreign currency without
it going through the income statement.” Mr Smitlidaees the Board should have
explored other alternatives. Mr Smith believes thatBoard should have sought
solutions that could in fact provide a means ofawing the amendment to limit
structuring while accommodating appropriate trarisast

DO6 Mr Smith believes that structuring opportunitiesild be curtailed significantly if
some limitations were placed on the type of claseaiity instruments that
qualify for the exemption. There are a number atdes or indicators that could
have been incorporated into the amendment that wioualtithe exception. For
example, the amendment could have specified thatcoatrolling interests do
not constitute a class. The amendment could havéhefu required that
qualification for the exemption is limited to thoglasses of equity instruments in
which (a) ownership in the class is diverse or (I8 thass is registered on an
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exchange and shares are exchanged in the marletmigc) shares in that class
when issued were offered to the public at large asld 8 more than one
jurisdiction and there was no agreement to subselyueffier rights to shares of
the entity; and the amount of capital providedhwry tlass is substantial relative to
the other classes of equity. Clearly, some comiumnabf these and other
alternatives could have been used to limit strilguopportunities. Mr Smith
believes that a better solution could have beemdoand without introducing
some limits around the type of class of equityrimsients that qualify, the Board
did not produce an extremely narrow amendment.

Mr Leisenring agrees that when an entity issugigtgito acquire its own equity
instruments those rights should be classified astyegHowever, he does not
accept that the issue must be pro rata to alliegishareholders of a class of non-
derivative equity instruments. He does not acceqt Whether or not the offer is
pro rata is relevant to determining if the trangactmeets the definition of a
liability.

Paragraph BC4J suggests that the Board limitedcdnclusion to those
transactions issued on a pro rata basis becawsmoérns about structuring risks.
If that is of concern the suggestions containetimSmith’s dissent would be
much more effective and desirable than introdu@nmrecedent that transactions
such as this rights offering must simply be pra itat be considered a transaction
with owners as owners.

Mr Leisenring would have preferred to conclude thaight granted for a fixed
amount of a currency was a ‘fixed for fixed’ exchantather than create
additional conditions to the determination of dilidy.
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IAS 32 IE

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 examplésillustrate the application of paragraphs 15-27 and
IAS 39 to the accounting for contracts on an ergitgivn equity instruments
(other than the financial instruments specifiedparagraphs 16A and 16B or
paragraphs 16C and 16D).

Example 1: Forward to buy shares

IE2 This example illustrates the journal entries firward purchase contracts on an
entity’s own shares that will be settled (a) netash (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 illustaatj it is assumed that no
dividends are paid on the underlying shares (i€dhgy return’ is zero) so that
the present value of the forward price equals tloé 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 dencediimatcurrency 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 Cu104
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 cohiacthe entity’s own shares will
be settled net in cash, ie there is no receiptetivety of the entity’s own shares
upon settlement of the forward contract.

On 1 February 20X2, Entity A enters into a contrachviahtity B to receive the
fair value of 1,000 of Entity A’'s own outstanding ovary shares as of 31
January 20X3 in exchange for a payment of CU104,80€ash (ie CU104 per
share) on 31 January 20X3. The contract will bdesketiet in cash. 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 ofdbevative 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 ltasaised to CU110 and,
as a result, the fair value of the forward conttexs increased 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 hagaked to CU106. The
fair value of the forward contract is CU2,000 ([CU206,000] — CU104,000).

On the same day, the contract is settled net in. cksltity 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 pdie net amount of
CU2,000 to Entity A.

Dr Loss CuU4,300
Cr Forward asset CU4,300

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

Cr Forward asset CU2,000

To record the settlement of the forward contract.

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

Assume the same facts as in (a) except thadesetmt will be made net in shares
instead of net in cash. Entity A’s journal entrége 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 Emitand 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&000 — 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 thfe forward contract.
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(c) Cash for shares (‘gross physical settlement’)

Assume the same facts as in (a) except thaemett will be made by delivering
a fixed amount of cash and receiving a fixed numbeiEntity A's shares.

Similarly to (a) and (b) above, the price per shha 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 CuU100,000
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 intereater (see IAS 39,
paragraph AG64).

31 December 20X2
Dr Interest expense CU3,600

Cr Liability CU3,600

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

31 January 20X3
Dr Interest expense CuU340

Cr Liability CuU340

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

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

Dr Liability CuU104,000
Cr Cash CU104,000

To record the settlement of the obligation to redéamtity A’'s own shares for
cash.
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(d) Settlement options

The existence of settlement options (such @asmeash, net in shares or by an
exchange of cash and shares) has the result thédnhiard repurchase contract is
a financial asset or a financial liability. If ooé the settlement alternatives is to
exchange cash for shares ((c) above), Entity A meiseg a liability for the
obligation to deliver cash, as illustrated in (dJose. Otherwise, Entity A
accounts for the forward contract as a derivative.
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Example 2: Forward to sell shares

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 illustaatj it is assumed that no
dividends are paid on the underlying shares (i€dhgy return’ is zero) so that
the present value of the forward price equals tlo¢ 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.

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 Cu110

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

On 1 February 20X2, Entity A enters into a corttrith 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. it records the following
journal entries.

1 February 20X2

No entry is required because the fair value ofdbevative 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.
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 la&s obligation to deliver
CU104,000 to Entity A, and Entity A has an obligati@ndeliver CU106,000
(CU106 x 1,000) to Entity B. Thus, Entity A pays tet amount of CU2,000 to
Entity B.

Dr Forward liability CU2,000
Cr Cash CuU2,000

To record the settlement of the forward contract.

© IFRS Foundation 37



IAS 32 IE

IE9

IE10

38

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

Assume the same facts as in (a) except thadesetmt will be made net in shares
instead of net in cash. Entity A’s journal entrége the same as those shown in
(a), except:

31 January 20X3

The contract is settled net in shares. Entity A aaight to receive CU104,000
(CU104 x 1,000) worth of its shares and an obligatmrdeliver CU106,000

(CU106 x 1,000) worth of its shares to Entity B. $hkntity A delivers a net
amount of CU2,000 (CU106,000 — CU104,000) worth otltares to Entity B,

ie 18.9 shares (CU2,000/CU106).

Dr Forward liability CuU2,000
Cr Equity CuU2,000

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

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

Assume the same facts as in (a), except ttize¢raent will be made by receiving
a fixed amount of cash and delivering a fixed nundfehe 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 deli/@®00 of its own shares in
one year. Entity A records the following journalrésg.

1 February 20X2

No entry is made on 1 February. No cash is paidrameived because the
forward has an initial fair value of zero. A forveacontract to deliver a fixed
number of Entity A’s own shares in exchange forxadiamount of cash or
another financial asset meets the definition of gnity instrument because it
cannot be settled otherwise than through the delieé shares in exchange for
cash.

31 December 20X2

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

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

Dr Cash CU104,000
Cr Equity CU104,000

To record the settlement of the forward contract.

(d) Settlement options

The existence of settlement options (suchedsmcash, net in shares or by an
exchange of cash and shares) has the result thédrliard contract is a financial
asset or a financial liability. It does not meé&e tdefinition of an equity
instrument because it can be settled otherwise llyaBntity A repurchasing a
fixed number of its own shares in exchange for pawrfixed amount of cash or
another financial asset. Entity A recognises avdévie asset or liability, as
illustrated in (a) and (b) above. The accountingyeto be made on settlement
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) netast (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 1 February 20X2
Exercise date 31 January 20X3
(European terms,
ie it can be exercised
only at maturity)
Exercise right holder Reporting entity
(Entity A)
Market price per share on 1 February 20X2 CuU100
Market price per share on 31 December 20X2 Cui104
Market price per share on 31 January 20X3 Ccu104
Fixed exercise price to be paid on 31 January 20X3 Cu102
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 CU3,000
Fair value of option on 31 January 20X3 CuU2,000

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

IE13 On 1 February 20X2, Entity A enters into a carttraith 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 ahuary 20X3 in exchange for
CU102,000 in cash (ie CU102 per share) on 31 JanR@Ks, if Entity A
exercises that right. The contract will be settietlin cash. If Entity A does not
exercise its right, no payment will be made. En#kyrecords 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 orr&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 egerprice 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 words, tt&l 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@3,000, of which CU2,000 is
intrinsic value ([CU104 — CU102] x 1,000), and CUDQS the remaining time
value.

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

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

On 31 January 20X3, the market price per shareli<&1il04. The fair value of
the call option has decreased to CU2,000, whichl imt@insic value ([CU104 —
CU102] x 1,000) because no time value remains.

Dr Loss CuU1,000
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 optioth the contract is settled net
in cash. Entity B has an obligation to deliver C@,000 (CU104 x 1,000) to
Entity A in exchange for CU102,000 (CU102 x 1,00@nrEntity 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 thi¢rsent will be made net in shares
instead of net in cash. Entity A’s journal entrége 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 contrictsettled net in shares.
Entity B has an obligation to deliver CU104,000 (C4*01,000) worth of Entity

A’s shares to Entity A in exchange for CU102,000 (CUX02,000) worth of

Entity A’'s shares. Thus, Entity B delivers the aatount of CU2,000 worth of
shares to Entity A, ie 19.2 shares (CU2,000/CU104).

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

To record the settlement of the option contracte $httlement is accounted for
as a treasury share transaction (ie no gain or Joss

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

Assume the same facts as in (a) except thgersent will be made by receiving
a fixed number of shares and paying a fixed amofinash, 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 (CU1QRO0K0) in cash, if
Entity A exercises its option. Entity A records fb#owing journal entries.

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

To record the cash paid in exchange for the righteiceive 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 cashdsopaieceived and a
contract that gives a right to receive a fixed numbieEntity A’'s own shares in
exchange for a fixed amount of cash meets the defirof an equity instrument
of the entity.
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31 January 20X3

Entity A exercises the call option and the contiadettled gross. Entity B has
an obligation to deliver 1,000 of Entity A’s shaiessxchange 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 (suchedsmcash, 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 ardtihancial asset. Entity A
recognises a derivative asset, as illustrated)imitd (b) above. The accounting
entry to be made on settlement depends on how titeactis actually settled.
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Example 4: Written call option on shares

IE17 This example illustrates the journal entriesd written call option obligation on
the entity’s own shares that will be settled (a)inetash, (b) net in shares or (c)

44

by delivering cash in exchange for shares. It alixusses 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
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31 January 20X3
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CuU100
Cul04
Cu104
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CU5,000
CU3,000
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(a) Cash for cash (‘net cash settlement’)

Assume the same facts as in Example 3(a) atasasept that Entity A has written
a call option on its own shares instead of havingipased a call option on them.
Accordingly, on 1 February 20X2 Entity A enters inte@ntract with Entity B
that gives Entity B the right to receive and En#ityhe 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 share3loJanuary 20X3, if
Entity B exercises that right. The contract willdmitled 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.
31 December 20X2
Dr Call option obligation CU2,000
Cr Gain CU2,000

To record the decrease in the fair value of thé aption.
31 January 20X3
Dr Call option obligation CU1,000
Cr Gain CU1,000

To record the decrease in the fair value of theapt

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

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

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 thirsent will be made net in shares
instead of net in cash. Entity A’s journal entrége 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 contractsettled net in shares.
Entity A has an obligation to deliver CU104,000 (CU1R41,000) worth of
Entity A’s shares to Entity B in exchange for CUL@®JCU102 x 1,000) worth
of Entity A’s shares. Thus, Entity A delivers the amount of CU2,000 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 $hkttlement is accounted for
as an equity transaction.

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

Assume the same facts as in (a) except thizereent 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 rightrexeive 1,000 of Entity A’s
own outstanding shares in exchange for CU102,000 (210,000) in cash, if
Entity B exercises its option. Entity A records fhbowing journal entries.

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

To record the cash received in exchange for thégatibn to deliver a fixed
number of Entity A’s own shares in one year forxedi price. The premium
received is recognised in equity. Upon exercise ctil 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 cashdsopaieceived and a
contract to deliver a fixed number of Entity A’'s oslmares in exchange for a
fixed amount of cash meets the definition of an gdustrument of the entity.
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31 January 20X3

Entity B exercises the call option and the contiadettled gross. Entity A has
an obligation to deliver 1,000 shares in exchange&tU102,000 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 (suchedsmcash, 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 fixedniber of its own shares in
exchange for receiving a fixed amount of cash ootlzr financial asset.
Entity A recognises a derivative liability, as iltteged in (a) and (b) above. The
accounting entry to be made on settlement depemdfioov the contract is
actually settled.
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Example 5: Purchased put option on shares
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This example illustrates the journal entries & purchased put option on the
entity’s own shares that will be settled (a) netask (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
Exercise date 31 January 20X3
(European terms,
ie it can be exercised
only at maturity)
Exercise right holder Reporting entity
(Entity A)
Market price per share on 1 February 20X2 Cu100
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 CU3,000

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

On 1 February 20X2, Entity A enters into a carttraith Entity B that gives
Entity A the right to sell, and Entity B the obligat to buy the fair value of
1,000 of Entity A’s own outstanding ordinary shareo&31 January 20X3 at a
strike price of CU98,000 (ie CU98 per share) on 3iudey 20X3, if Entity A
exercises that right. The contract will be settiedin cash. If Entity A does not
exercise its right, no payment will be made. Enkyrecords the following
journal entries.

1 February 20X2

The price per share when the contract is agreed Bebtuary 20X2 is CU100.
The initial fair value of the option contract orFF&bruary 20X2 is CU5,000, which
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Entity A pays to Entity B in cash on that date. that date, the option has no
intrinsic value, only time value, because the dgerprice of CU98 is less than the
market price per share of CU100. Therefore it Wawdt be economic for Entity A
to exercise the option. In other words, the ptioogs 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 hasadsr to CU95. The
fair value of the put option has decreased to CUW%,@ which CU3,000 is
intrinsic value ([CU98 — CU95] x 1,000) and CU1,000the remaining time
value.

Dr Loss CuU1,000
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 IsGiti®5. The fair value of
the put option has decreased to CU3,000, which isylhsic value ([CU98 —
CU95] x 1,000) because no time value remains.

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

To record the decrease in the fair value of theawpt

On the same day, Entity A exercises the put optiahtha contract is settled net
in cash. Entity B has an obligation to deliver CL0@® to Entity A and Entity A
has an obligation to deliver CU95,000 (CU95 x 1,0@0FEntity 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 thi¢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 contractseéttled net in shares.
In effect, Entity B has an obligation to deliver GJ300 worth of Entity A’s
shares to Entity A, and Entity A has an obligatiordé&iver CU95,000 worth of
Entity A’s shares (CU95 x 1,000) to Entity B, so BnB delivers the net amount
of CU3,000 worth of shares to Entity A, ie 31.6 gsaCU3,000/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 thgersent will be made by receiving
a fixed amount of cash and delivering a fixed numiiieEntity A’s shares, if
Entity A exercises the option. Similarly to (a) aftd above, the exercise price
per share is fixed at CU98. Accordingly, Entity Bshan obligation to pay
CU98,000 in cash to Entity A (CU98 x 1,000) in exclarfgr 1,000 of
Entity A’'s outstanding shares, if Entity A exercisissoption. Entity A records
the following journal entries.

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

To record the cash received in exchange for thbtrig deliver Entity A’s own
shares in one year for a fixed price. The premiund Erecognised 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 cashdsopaieceived and a
contract to deliver a fixed number of Entity A’'s oslmares in exchange for a
fixed amount of cash meets the definition of an gdustrument of Entity A.
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31 January 20X3

Entity A exercises the put option and the contraseittled 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 (suchedsmcash, net in shares or by an
exchange of cash and shares) has the result thautroption 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 numbeitsfown shares in exchange
for receiving a fixed amount of cash or anothemaficial asset. Entity A
recognises a derivative asset, as illustrated)imid (b) above. The accounting
entry to be made on settlement depends on how titeactis actually settled.
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Example 6: Written put option on shares

IE27 This example illustrates the journal entrieisd 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 discussegffhet of settlement options
(see (d) below).

Assumptions:
Contract date 1 February 20X2
Exercise date 31 January 20X3
(European terms,
ie it can be exercise
d 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

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

IE28 Assume the same facts as in Example 5(a) aleagept that Entity A has written
a put option on its own shares instead of havinglmsed 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 pereylan 31 January 20X3,
if Entity B exercises that right. The contract vii#é settled net in cash. If Entity
B does not exercise its right, no payment will bedea Entity A records the
following journal entries.

52 © IFRS Foundation



IAS 32 IE

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 theqgptton.
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 optimhthe contract is settled net
in cash. Entity A has an obligation to deliver CU#ER) to Entity B, and Entity B
has an obligation to deliver CU95,000 (CU95 x 1,06D)Entity 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.

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

IE29 Assume the same facts as in (a) except thirsent will be made net in shares
instead of net in cash. Entity A’'s journal entrae the same as those in (a),
except for the following:

31 January 20X3

Entity B exercises the put option and the contrigciettled net in shares.
In effect, Entity A has an obligation to deliver CUY380 worth of shares to
Entity B, and Entity B has an obligation to deliv@&J95,000 worth of Entity A’s

shares (CU95 x 1,000) to Entity A. Thus, Entity Aidsls the net amount of
CU3,000 worth of Entity A’s shares to Entity B, ie 8hares (3,000/95).
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Dr Put option liability CU3,000
Cr Equity CU3,000

To record the settlement of the option contract.e T¥sue 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 thiereent will be made by delivering
a fixed amount of cash and receiving a fixed numbleshares, if Entity B
exercises the option. Similarly to (a) and (b)\ahdhe exercise price per share is
fixed at CU98. Accordingly, Entity A has an obligatito pay CU98,000 in cash
to Entity B (CU98 x 1,000) in exchange for 1,000 Hiitity A’s outstanding
shares, if Entity B exercises its option. Entityrécords the following journal
entries.

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

To recognise the option premium received of CU5,0@ irity.
Dr Equity CU95,000
Cr Liability CU95,000
To recognise the present value of the obligatioddliver CU98,000 in one year,
ie CU95,000, as a liability.
31 December 20X2
Dr Interest expense CuU2,750
Cr Liability CuU2,750

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

31 January 20X3

Dr Interest expense CU250
Cr Liability Cu250

To accrue interest in accordance with the effediiterest method on the liability
for the share redemption amount.
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On the same day, Entity B exercises the put optiwh the contract is settled
gross. Entity A has an obligation to deliver CUZ®0n cash to Entity B in
exchange for CU95,000 worth of shares (CU95 x 1,000).

Dr Liability CU98,000
Cr Cash CU98,000

To record the settlement of the option contract.

(d) Settlement options

IE31 The existence of settlement options (suchedsmcash, net in shares or by an
exchange of cash and shares) has the result thatvtitten put option is a
financial liability. If one of the settlement alt@tives is to exchange cash for
shares ((c) above), Entity A recognises a liabifdy the obligation to deliver
cash, as illustrated in (c) above. Otherwise, Emtitgccounts for 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 rheyused by entities such as
mutual funds that do not have equity as definetiAd 32. Other formats are
possible.

Statement of comprehensive income for the year ende  d 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

ASSETS

Non-current assets (classified in

accordance with 1AS 1)
Total non-current assets

Cu

91,374

Current assets (classified in accordance

with 1AS 1)
Total current assets

Total assets

LIABILITIES

Current liabilities (classified in

accordance with IAS 1)
Total current liabilities

1,422

647

Non-current liabilities excluding net

assets attributable to unitholders

(classified in accordance with IAS 1) 280

Net assets attributable to unitholders

© IFRS Foundation

20X1
Cu

91,374

1,422

92,796

(647)

(280)

91,869

IAS 32 IE

20X0
cu cu
78,484
78,484
1,769
1,769
80,253
66
(66)
136
(136)
80,051
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Example 8: Entities with some equity

IE33
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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 32abee the entity has an
obligation to repay the share capital on demandibet not have all the features
or meet the conditions in paragraphs 16A and 16Bavagraphs 16C and 16D.
Other formats are possible.

Statement of comprehensive income for the year ende  d 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

20X1 20X0
Cu Cu Cu Cu
ASSETS
Non-current assets (classified in
accordance with IAS 1) 908 830
Total non-current assets 908 830
Current assets (classified in accordance
with IAS 1) 383 350
Total current assets 383 350
Total assets 1,291 1,180
LIABILITIES
Current liabilities (classified in
accordance with IAS 1) 372 338
Share capital repayable on demand 202 161
Total current liabilities (574) (499)
Total assets less current liabilities 717 681
Non-current liabilities (classified in
accordance with IAS 1) 187 196
(187) (196)
OTHER COMPONENTS OF EQUITY @
Reserves eg revaluation surplus, retained
earnings etc 530 485
530 485
717 681
MEMORANDUM NOTE - Total members’ interests
Share capital repayable on demand 202 161
Reserves 530 485
732 646
(a) In this example, the entity has no obligationéliver a share of its reserves to its members.
© IFRS Foundation
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Accounting for compound financial instruments

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

IE34 Paragraph 28 describes how the componentcofm@ound financial instrument
are separated by the entity on initial recognitiomhe following example
illustrates how such a separation is made.

IE35 An entity issues 2,000 convertible bonds etdtart of year 1. The bonds have a
three-year term, and are issued at par with avialcee of CU1,000 per bond, giving
total proceeds of CU2,000,000. Interest is payabtaally in arrears at a nominal
annual interest rate of 6 per cent. Each bondoie/ertible at any time up to
maturity into 250 ordinary shares. When the boads issued, the prevailing
market interest rate for similar debt without caisi@n options is 9 per cent.

IE36 The liability component is measured first, atitk difference between the
proceeds of the bond issue and the fair value eflitibility is assigned to the
equity component. The present value of the ligbiiomponent is calculated
using a discount rate of 9 per cent, the markedrést rate for 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 applioati of paragraph 31 to the
separation of the liability and equity componenfs ao compound financial
instrument with multiple embedded derivative feasure

IE38 Assume that the proceeds received on the fsaeallable 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 dateed that the value to the
entity of the embedded call feature in a similandbavithout an equity conversion
option is CU2. In this case, the value allocatethtliability component under
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paragraph 31 is CU55 (CU57 — CU2) and the value abdc#o the equity
component is CU5 (CU60 — CU55).

Example 11: Repurchase of a convertible instrument

IE39

IE40

IE41

IE42

IE43

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 statemeatap original issue premium
or discount exists. Also, for simplicity, tax codeiations have been omitted
from the example.

On 1 January 20X0, Entity A issued a 10 per cenvertible debenture with a
face value of CU1,000 maturing on 31 December 20X%e debenture 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:

CuU

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 debentureatfas value of CU1,700.

Entity A makes a tender offer to the holdertud debenture to repurchase the
debenture for CU1,700, which the holder accepts. hatdate of repurchase,
Entity A could have issued non-convertible debt vétfive-year term bearing a
coupon interest rate of 8 per cent.
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IE44

IE45

IE46

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)

(a) This amount represents the difference betweenaihedlue amount allocated to the liability
component and the repurchase price of CU1,700.

Entity A recognises the repurchase of the deileras 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 Cu619

To recognise the cash paid for the equity component.

The equity component remains as equity, bu beatransferred from one line
item within equity to another.

Example 12: Amendment of the terms of a convertible
instrument to induce early conversion

IE47

62

The following example illustrates how an entégcounts for the additional
consideration paid when the terms of a convertiblgriument are amended to
induce early conversion.
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On 1 January 20X0, Entity A issued a 10 per cenvertible debenture with a
face value of CU1,000 with the same terms as destiibeExample 11. On
1 January 20X1, to induce the holder to convert tbavertible debenture
promptly, Entity A reduces the conversion price td20 if the debenture is
converted before 1 March 20X1 (ie within 60 days).

Assume the market price of Entity A’s ordinahaes on the date the terms are
amended is CU40 per share. The fair value of tbeemental 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

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