Financial Instruments
Objectives:
There are currently 3 standards that lay down the principles for Financial Instruments.

IAS 32- Financial Instruments -Presentation

IAS 39- Financial Instruments- Recognition & Measurement

IFRS 7- Financial Instruments- Disclosures
IFRS- 9 on Financial Instruments is in a draft form that is likely to replace IAS- 39.
For first time adopters these standards are likely to change the accounting ways, and will involve substantial changes to systems processes and documentation. With implementation of IFRS the need for documentation shall have to be emphasizes as much of the decisions regarding classification, measurements, recognition etc would be supported by such documentations.

Scope:
The scope of this standard is wide-ranging. Anything that meets the definition of Financial Instrument is covered unless it falls with the exceptions. Financial Instruments such as Debt, Equity, Loans & Receivables, Own debt/Equity, Derivatives, Cash etc are within the scope of this standard. 

There are certain instruments to which this standard applies in a restricted form. Such instruments are- Loan Commitments, Financial Guarantees, Lease Payable/ Receivable and Commodity Contracts.

Exceptions to this standard are:

· Those interest in Subsidiaries, Joint Venture, Associates, since there are  governed by separate Standards IAS 27, IAS 31 and IAS 31 respectively.

· Employer’s rights & obligations under Employee benefit plans to which IAS 19 applies

· Financial instruments issued by the entity that meet the definition of an equity instrument in IAS 32 or that are required to be classified as equity in accordance with certain paragraphs of IAS 32. However the holder of such equity instruments shall apply this standard to those instruments unless they meet the 1st exception.

· Rights and obligations arising under insurance contract as defined in IFRS 4, other than an issuer’s rights & obligations arising under an insurance contract that meets the definition of financial guarantee contract, or contract that is within the scope of IFRS 4 because it contains discretionary participation feature. However this standard applies to derivative that is embedded in a contract within the scope of IFRS 4 if the derivative is not itself a contract within the scope of IFRS 4.
· Any forward contract between an acquirer and a selling shareholder to buy or sell an acquiree that will result in a business combination at a future acquisition date. The term of the forward contract should not exceed a reasonable period normally necessary to obtain any required approvals and to complete the transaction

· Financial instruments, contracts and obligations under share based payments transactions to which IFRS 2 applies

· Right to payments to reimburse the entity for expenditure it is required to make to settle a liability that it recognizes as a provision in accordance with IAS 37, or for which, in an earlier period, it recognized a provision in accordance with IAS 37.
Cases where IAS 39 applies to a limited extent are as follows:

Leases:

Lease receivables are included in the scope of IAS 39 for derecognition and impairment purposes only. Finance lease payables are subject to the derecognition provisions. Any derivatives embedded in lease contracts are also within the scope of IAS 39.
Commodity contracts:

Contracts to buy or sell non-financial items are within the scope of IAS 32, IAS 39 and IFRS 7 if they can be settled net in cash or another financial asset and they do not meet the test of being entered into and continuing to be held for the purpose of receipt or delivery of non-financial items to meet the entity’s expected purchase, sale or usage requirements (known as ‘own-use commodity contracts’). Settling net includes taking delivery of the underlying and selling it within a short period after delivery to generate a profit from short-term fluctuations in price.
Loan Commitments:
Loan commitments other than those mentioned below are outside the scope of IAS 39. An issuer of loan commitments shall apply IAS 37 Provisions, Contingent Liabilities and Contingent Assets to loan commitments that are not within the scope of this standard. However, all loan commitments are subject to the derecognition provisions of this standard.

The following loan commitments are within the scope of this standard:

a) Loan commitment that the entity designates as financial liabilities at fair value through profit or loss. An entity that has a past practice of selling the asset resulting from its loan commitment5s shortly after origination shall apply this standard to all its loan commitments in the same class.
b) Loan commitments that can be settled net in cash or by delivering or issuing another financial instrument. These loan commitments are derivatives. A loan commitment is not regarded as settled net merely because the loan is paid out in instalments (for example, a mortgage construction loan that is paid out in installments in line with the progress of construction).

c) Commitments to provide a loan below market rate.  
Financial Guarantee:
Financial guarantee contracts are within IAS 39’s scope from the issuer’s perspective, unless the issuer has previously asserted explicitly that it regards such contracts as insurance contracts and has used accounting applicable to insurance contracts. In this case, either IAS 39 or IFRS 4, ‘Insurance contracts’ may be applied.
As per IAS 39 a financial guarantee contract is a contract that requires the issuer to make specified payments to reimburse the holder for a loss it incurs because a specified debtor fails to make payment when due in accordance with the original or modified terms of a debt instrument.

Definitions:
Financial instrument:

Financial instrument is a contract that gives rise to a financial asset of one entity and a financial liability or equity instrument of another entity.
For example, trade receivables, trade payables, bond acquired, share acquired, deposits, forwards, futures, options, interest rate swaps and currency swaps.
Financial asset:
A Financial asset is any asset that is:

· Cash;
· An equity instrument of another entity;
· A contractual right to receive cash or another financial asset from another entity, or to exchange financial assets or financial liabilities with another entity under conditions that are potentially favourable to the entity; or
· A contract that may or will be settled in the entity’s own equity instrument and is not classified as an equity instrument of the entity (discussed below).
Examples of assets that meet the definition of a financial asset are:

· Cash
· Investment in shares or other equity instrument issued by other entities,
· Receivables,
· Loans to other entities,
· Investments in bonds and other debt instruments issued by other entities,
· Derivative financial assets,
· Some derivatives on own equity.
Note:  Assets, e.g. prepaid expenses, for which the future economic benefit is receipt of goods or services, rather than the right to receive cash or another financial asset, are not financial assets.
Financial Liability:

A Financial liability is any liability that is:
a) A contractual obligation to:

· deliver cash or 
· another financial asset to another entity; or 
· to exchange financial assets or financial liabilities with another entity under conditions that are potentially unfavourable to the entity; or
b) A contract that will or may be settled in the entity’s own equity instruments for which the enterprise is or may be obliged to deliver a variable number of entity’s own equity instruments, and is not classified as an equity instrument of the entity. For example: Convertible Debentures issued.
Examples of liabilities that meet the definition of a financial liability are:
· Payables (e.g., trade payables),

· Loans from other entities,

· Issued bonds and other debt instruments issued by the entity,

· Derivative financial liabilities,

· Obligations to deliver own shares worth a fixed amount of cash,

· Some derivatives on own equity,

Note:  Items, e.g. defeered income and most warranty obligations are not financial liabilities because the outflow of economic benefits associated with them is the delivery of goods and services rather than cash or financial asset.
Equity Instruments:

Equity instrument is any contract that evidences a residual interest In the assets of an entity after deducting all of its liabilities.
Examples of equity instruments includes:
· Ordinary shares (that cannot be put back to the issuer by the holder)

· Preference shares (that cannot be redeemed by the holder or provide for non discretionary dividends

· Warrants or written call options (that allow the holder to subscribe for—or purchase—a fixed number of nonputtable ordinary shares in exchange for a fixed amount of cash or another financial asset)

Principles for distinguishing between Liabilities and Equity:
IAS 32 establishes principles for distinguishing between liabilities and equity. The substance of the contractual terms of a financial instrument governs its classification, rather than its legal form.
An instrument is a liability when the issuer is or can be required to deliver either cash or another financial asset to the holder. This is the critical feature that distinguishes a liability from equity. An instrument is classified as equity when it represents a residual interest in the net assets of the issuer.
All relevant features need to be considered when classifying a financial instrument. For example:
· The instrument is a liability if the issuer can or will be forced to redeem the instrument.

· The instrument is a liability if the choice of settling a financial instrument in cash or otherwise is contingent on the outcome of circumstances beyond the control of both the issuer and the holder, as the issuer does not have an unconditional right to avoid settlement.
· An instrument is a liability if it includes an option for the holder to put the rights inherent in that instrument back to the issuer for cash or another financial instrument.
Classification – financial assets
There are four categories of financial asset:
1) Financial assets at fair value through profit or loss.

2) Loans and receivables.

3) Held-to-maturity investments.

4) Available-for-sale financial assets.
1) Financial assets at fair value through profit or loss:
It is a financial asset that meets either of the following conditions:
a) financial assets held for trading, or
b) It is designated as ‘Financial asset at fair value through profit or loss’.
A financial asset is held for trading if:

· acquired or originated principally for the purpose of generating a profit from short-term fluctuations in price or dealer’s margin or
· it is part of a portfolio of identified instruments that are managed together and for which there is evidence of a recent actual pattern of short-term profit-taking.
The second sub-category includes any financial asset that an entity has decided to designate to the category on initial recognition provided such a designation results in more relevant information either:
· because it eliminates or significantly reduces a measurement or recognition inconsistency (that is, accounting mismatch); or

· because it is part of a group of financial assets, financial liabilities or both that is managed and its performance is evaluated on a fair value basis in accordance with a documented risk management strategy, and information about this group is provided internally on that basis to the entity’s key management personnel (as defined in IAS 24, ‘Related party disclosures’).
If a financial asset contains one or more embedded derivatives, the entity may designate the entire contract as fair value through profit or loss unless the embedded derivative does not significantly modify the cash flows that otherwise would be required by the contract, or it is clear with little or no analysis that separation of such an embedded derivative is prohibited by IAS 39.
This designation is irrevocable. The asset cannot be moved to another category during its life.
2) Held-to-maturity investments:
Held-to-maturity investments are non-derivative financial assets with:

· fixed or determinable payments and 
· fixed maturity (for example, debt securities and redeemable preference shares) that an entity has the positive intent and ability to hold to maturity.
3) Loans and receivables:

Loans and receivables are non-derivative financial assets with fixed or determinable payments that are not quoted in an active market.

They typically arise when an entity provides money, goods or services directly to a debtor with no intention of trading the receivable. However, a loan acquired as a participation in a loan from another lender is also included in this category, as are loans purchased by the entity that would otherwise meet the definition. If the holder does not substantially recover all its initial investment from a financial asset, other than because of credit deterioration, it cannot classify it as a loan or receivable.
4) Available-for-sale financial assets:
Available for sale financial assets are those non-derivative financial assets that are:

· designated as Available for sale, or
· not classified as:

a) Loans & Receivables,

b) Held to maturity,

c) Financial assets at fair value through profit or loss.

An entity also has the right to designate any asset, other than a trading one, to this category at inception.
Classification – financial liabilities:
There are two categories of financial liability:
· Financial liabilities at fair value through profit or loss.

· Other financial liabilities.
Financial liabilities at fair value through profit or loss:

The category of financial liabilities at fair value through profit or loss also has two sub-categories:
1) liabilities held for trading and, 
2) those designated to the category at inception.
Financial liabilities held for trading include:
· Derivative liabilities that are not accounted for as hedging instruments.

· Obligations to deliver securities or other financial assets borrowed by a short seller.

· Financial liabilities that are incurred with the intention to repurchase them in the near term.

· Financial liabilities that form part of a portfolio of identified financial instruments that are managed together and for which there is evidence of a recent actual pattern of short-term profit-taking.
As with financial assets, an entity has the right to designate any financial liability to this category on initial recognition provided it meets one of the criteria detailed above for assets. This designation is irrevocable. The liability cannot subsequently be transferred to another category.
Other Financial Liabilities:

 All the other financial liabilities fall here.
Reclassification of assets between categories:
Reclassifications between categories are relatively uncommon under IAS 39. They are prohibited into and out of the fair value through profit or loss category, except for some non-derivative financial assets, which may be reclassified out of the held-for-trading category in particular circumstances.
An entity may choose to reclassify a non-derivative financial asset out of the held-for-trading category if the financial asset is no longer held for the purpose of selling it in the near term:
· If the financial asset meets the definition of a loan or receivable at the date of reclassification and the entity now has the intent and ability to hold it for the foreseeable future or to maturity; or

· The financial asset may be reclassified only in rare circumstances (that is, those that do not meet the definition of a loan or receivable at the date of reclassification).
Reclassifications from the held-to-maturity category:
Reclassifications from the held-to-maturity category as a result of a change of intent or ability are treated as sales and, other than in exceptional circumstances, result in the whole category being ‘tainted’.
If an entity sells more than an insignificant amount of held-to-maturity securities, other than in exceptional circumstances, this casts doubt on its intent or ability to hold investments to maturity. The consequences are harsh: the entity is prohibited from using the held-to-maturity classification for any financial assets for two financial years. All its held-to-maturity investments are reclassified as available for sale and measured at fair value. When the prohibition ends (at the end of the second financial year following the tainting), the portfolio becomes ‘cleansed’, and the entity is once more able to classify the securities as held to maturity.
Assets classified as available for sale may also be reclassified as loans and receivables provided:

(a) they would have met the definition of a loan or receivable, and 
(b) the company has the intent and ability to hold the asset for the foreseeable future or to maturity.
Certain changes in circumstances are not reclassifications. For example, a derivative that was initially classified as trading may be designated as a hedging instrument while it is held. Similarly, a derivative that was designated as a hedging instrument may be re-designated as trading following revocation of the hedge.
At the date of reclassification, the fair value of any financial asset reclassified out of held for trading or available for sale into an amortised cost category becomes its new cost or amortised cost as applicable, and no reversals of fair value gains or losses recorded before reclassification date are permitted. Effective interest rates for financial assets reclassified to loans and receivables and held-to-maturity categories are determined at the reclassification date. Further increases in estimates of cash flows adjust effective interest rates prospectively.
ACCOUNTING FOR FINANCIAL ASSETS

TRADE/ SETTLEMENT DATE ACCOUNTING CONCEPTS

Currently in India we follow trade date accounting, i.e the date on which we enter into a deal to incur a certain transaction. But with implementation of these Standards on Financial Instruments it gives an option to either follow trade date or settlement date accounting.

Settlement date is the date of which the transaction for which the deal was made on the trade date is actually executed and the payment for and receipt of the instrument actually takes place.

Now let us understand the accounting for various categories of the Financial Assets:

ACCOUNTRING OF FAIR VALUE THROUGH PROFIT & LOSS ASSETS OR LIABILITIES:

From the name itself we can get an idea of the accounting- these are to be measured at Fair Values on each reporting dates and the difference if fair values shall be transferred to P&L A/c.

On acquisition the fair value becomes the cost of the instrument which shall not include any transaction cost. Transaction costs such as brokerage etc would directly be charged to revenue.

Fair Values are to be remeasured on each reporting dates and the difference shall be transferred to P&L a/c. Remeasurement is also required on settlement date if trade date accounting is followed. (Reporting dates would be quarter ends and 31st March, every year in our case). 

On disposal the difference between carrying amount and the Consideration (Fair Value then) would be transferred to P&L A/c. transaction cost if any would be transferred to P&L A/c separately.

Illustration: Mr A. purchased 1 share of TISCO at Rs.600 incurring a transaction cost of Rs.20 say on 28/03/2010. On 31/03/2010 Fair Value is Rs.620. Settlement date is say 04/04/2010 when the fair value is Rs.616. 

	USING TRADE DATE ACCOUNTING:

	

	    DATE



PARTICULARS

                AMOUNT 

	                                                                                                                                          (DR)               (CR)

	 28/03/2010                                            INVESTMENT A/C------------ DR.
         600


	


                                          TO BROKER A/C

                 600


	

	

	31/03/2010


      INVESTMENT A/C-------------DR.
          20

	




              TO P&l A/C


                  20

	

	

	

	04/04/2010


      P&L A/C -------------------------DR.
          4

	

                                      TO INVESTMENT A/C                                                             4

	

	



       BROKER A/C ------------------DR.
        600

	




TO BANK




        600

	


	USING SETTLEMENT  DATE ACCOUNTING 

	

	    DATE



PARTICULARS
                            
AMOUNT 

	                                                                                                                                            (DR)            (CR)

	 28/03/2010


NO ENTRY                                                     

	

	

	31/03/2010
                  FAIR VALUE ADJUSTMENT A/C-------------DR.
             20

	




TO P&l A/C



                  20

	

	

	04/04/2010

   P&L A/C ---------------------------------------------DR.
             4

	


                TO FAIR VALUE ADJUSTMENT  A/C                                     4

	

	

	

                  INVETMENT A/C --------------------------------DR.
         616

	



TO BANK




                 600

	



TO FAIR VALUE ADJUSTMENT A/C


  16

	

	


ACCOUNTING OF HELD TO MATURITY (HTM):
Amortized Cost method using effective interest rate is used for accounting HTM instruments. 

Purchase price including the transaction cost form the cost of the instrument. There shall be no remeasurement at Fair Value since amortized cost concept is used. The effective rate used for accounting will be such that the instruments would reach the maturity vale on the date of maturity. Effective rate is actually the internal rate of return of the particular instrument.

Illustration:  Mr A purchases a bond for Rs. 1,070 incurring a transaction cost of Rs.6 on 01.04.2010. The tenure of the bond is 5 years. Face Value Rs.1,000 and coupon rate being 12%. The bond is redeemable at par on maturity after 5 years.

Outflow= 1070+6= 1076

Inflow= 1000*12%*5+1000

IRR= 10%

	  DATE



PARTICULARS


   
    AMOUNT 

	                                                                                                                                                          (DR)                          (CR)

	01.04.2010

INVESTMENT A/C----------------DR 
        1076

	




TO BANK A/C




      1076

	

	

	31.03.2011

INVESTMENT A/C ---------------DR                     108

	




TO INTEREST A/C


                      108

	



                  (Rs.1076* 10%)

	



	



BANK A/C -------------------------DR
         120

	




TO INVESTMENT A/C



         120

	

	31.03.2012

INVESTMENT A/C ---------------DR                     106

	




TO INTEREST A/C


                      106

	



                  (Rs.1076+108-120* 10%)

	



	



BANK A/C -------------------------DR
         120

	




TO INVESTMENT A/C



         120

	

	31.03.2013

INVESTMENT A/C ---------------DR                     105

	




TO INTEREST A/C


                      105

	



                  (Rs.1076+108-120+106-120* 10%)

	



	



BANK A/C -------------------------DR
         120

	




TO INVESTMENT A/C



         120

	

	31.03.2014

INVESTMENT A/C ---------------DR                     104

	




TO INTEREST A/C


                      104

	



                  (Rs.1076* 10%)

	



	



BANK A/C -------------------------DR
         120

	




TO INVESTMENT A/C



         120

	

	31.03.2015

INVESTMENT A/C ---------------DR                     101

	




TO INTEREST A/C


                      101

	



                  (Rs.1076* 10%)

	



	                                            BANK A/C -------------------------DR
         120

	                                            
TO INVESTMENT A/C



         120

	






	





	



BANK A/C -------------------------DR
         1000

	




TO INVESTMENT A/C



         1000

	

	

	


ACCOUNTING OF LOANS & RECEIVABLES:
Loans are generally long term and Receivables are short term. Receivables are recognized at invoice amount and follows simple accounting. 
 RECEIVABLES

	
PARTICULARS


                                                               AMOUNT
 

	                                                                                                                            (DR)                        (CR)

	DEBTORS A/C---------------------DR          
      

	


TO SALES A/C



INVOICE AMOUNT

	

	

	CASH A/C -------------------------DR              
                                               INVOICE AMOUNT

	


TO DEBTORS A/C

	


              LOANS


Processing Fees received while giving loan cannot be treated as income instead it would be adjusted with the loan amount. This net amount is used on initial recognition. Using IRR between the initial amount and maturity amount we use the amortized cost method for subsequent recognition and accounting similar to HTM is followed.

ACCOUNTINF OF AVAILABLE FOR SALE:

Accounting for these instruments is similar to that of FVTPL assets. The difference being that transaction costs here are also considered part of cost of the asset as opposed to in FVTPL where these are charged to revenue. Other difference is that instead of transferring the difference in Fair Values to P&L A/c a separate account Investment Revaluation Reserve is used that accounts for the difference in the fair values. Subsequently when the investments are sold the Investment Revaluation Reserve is transferred to P&L A/c.
ACCOUNTING FOR FINANCIAL LIABILITIES
FAIR VALUE THROUGH PROFIT & LOSS- The FVTPL liabilities are accounted for similar to the FVTPL assets which have been exampled above.
OTHER LIABILITIES

a. LONG TERM PAYABLES- Amortised Cost method is used for accounting these liabilities. Amortised Cost method has already been demonstrated under HTM Assets.

b. SHORT TERM PAYABLES- These are recorded at invoice amount and are carried at that amount only. Such is similar to accounting for receivables under Financial Assets.

