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Foreword

The last couple of years have witnessed companies around the world,
particularly in Europe and the Asia-Pacific area, switching from national
accounting standards to International Financial Reporting Standards
(IFRS). While this has been welcomed by investors and other stakeholders
for providing invaluable new insights about the companies’ financial
condition and performance, practitioners continue to grapple with
interpretations and practices that are evolving in areas where the standards
are not explicit.

Much has been written about the controversy surrounding the adoption
of these standards but less has been written about how to apply them.
Pooja Gupta’s Financial Instruments Standards: A Guide on IAS 32, IAS 39
and IFRS 7 serves as a practical and thorough reference for those applying
these complex international financial reporting standards.

Written in a lucid and simple language, this book guides the reader
through the complex rules and supplements the application and
implementation guidance in the standards with interpretation and analyses
based on several years of careful research. The worked out examples
help to illustrate the explanations and show exactly how even the most
complex calculations and disclosures should be made.

Contrary to popular belief, IAS 39 does not advocate full fair value
accounting, nor is it merely about hedging. This book deals with all aspects
of hedge accounting, as well as other aspects of the standards that are
difficult to understand, such as embedded derivatives and de-recognition
of financial assets, and will be of particular interest to those involved in
preparing and using company financial statements under IFRS.



The McGraw-Hill companies

x Foreword

Given the significant implications of IFRS on earnings and volatility,
capital and product profitability, this book, with it’s straight-forward and
easy-to-understand approach, is a very welcome addition to any financial
professional’s desk.

SANJEEV AGRAWAL
CFO, Singapore and South East Asia
Standard Chartered Bank
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Preface

Why not invest your assets in companies you really like? As Mae West said,
“Too much of a good thing can be wonderful”.

—Warren Buffet

The much awaited deadline of 2005 for the adoption of International
Financial Reporting Standards (IFRS) for all the listed companies of the
European Union has long passes. A stable platform of high quality IFRS
have now been disseminated by the International Accounting Standards
Board. India is among the many countries around the world committed
to adopting IFRS directly or to align the national standards with IFRS
from the year 2011.

The requirements of financial instruments are complex and the entities
should take time to understand them including the impact on systems,
processes and documentation. The road to revised financial instruments
has been a long one. The Exposure Draft itself provoked considerable
comments and many people participated in roundtable discussions.
During 2000 and 2001, the IAS 39 Implementation Guidance Committee
issued more than 200 question and answer interpretations of the standard
based on questions and issues raised by entities and their auditors. The
complexity and the volume of the guidance continue to challenge the
entities as their understanding of the basic requirement deepen.

In IFRS, IAS 39 is the most talked about and controversial standards. So,
why is IAS 39 such a big issue? IAS 39 introduces fair value measurement
for a number of financial instruments, not just derivatives, and
consequently will lead to much greater earnings volatility than witnessed
under the Indian GAAP. IAS 39 is criticised by commentators on a number
of levels, ranging from its “mixed model” approach to measuring
instruments (some at fair value others at amortised cost) to arguments
that it is a “rules based” standard rather than one founded on “principles”.
Both of these criticisms are to an extent fair, but the standard attempts to
provide a framework for consistent and comparable treatment of financial
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xii Preface

instruments, which is no small task. The ever-increasing complexity of
transactions that are undertaken by many companies means that a
standard such as IAS 39 will always be tested and potentially found
wanting.

This book contains chapters providing an overview of the key issues
associated with and application of IAS 32: Presentation and IFRS 7:
Disclosures. The practitioners, users, auditors and regulators of accounts
in resolving myriad practical problems faced in applying the financial
instruments standards. It explains the theory of the standards in sufficient
detail to serve as valuable adjunct to accounting textbooks.

In presenting the subject matter, help has been taken from the works
of numerous experts in the field. I am deeply indebted to my colleagues
in the accounting fraternity for their selfless assistance. My thanks go
particularly to those who reviewed drafts, to the publishers, McGraw-
Hill Education (India) Pvt. Ltd. for their support, cooperation and assisting
attitude. And finally but immensely, my sincere thanks to my family for
keeping my spirits up and my hamstrings in working order.

Any comments from readers, pertaining to errors and omissions and
proposed improvements are welcome.

Pooja Gurta
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CHAPTER 1
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Prelude to the Financial
Instruments Standards

1.1 'WHY DO WE NEED STANDARDS ON
FINANCIAL INSTRUMENTS?

During the '90s the accounting standards did not keep pace with market
derivatives activities. The publicity surrounding large derivative
instrument losses at several companies had heightened the concern
about accounting for derivatives. In 1993, the Global Derivatives Study
Group (G30) proposed certain principles and disclosures, and
recommended the harmonization of accounting standards in this area.

The International Accounting Standards Committee (IASC)
predecessor of the International Accounting Standards Board (IASB)
and other standard-setters began developing requirements for financial
instruments over ten years ago. The timescale indicates the difficulties
involved in reaching to an agreement. One of the challenges is to
develop principles that will survive the test of time by continuing to
meet their objectives for the range of new products and structures that
continues to develop. The original concern was that there is an
increasing use of an ever-wider range of derivative instruments to
manage risk and perhaps, for speculation.

Derivatives were often not recognized on the balance sheet and there
was little disclosure about the extent of derivative use, the policies used
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1.2 Financial Instruments Standards

to manage interest rate and currency risk and the risks to which a
company exposes itself through derivatives.

These concerns could perhaps be dealt with through disclosures and
presentation, as required by IFRS 7: Financial Instruments: Disclosures and
IAS 32: Financial Instruments: Presentation, except that the range of
derivatives in use has expanded to include options, caps, collars, floors,
futures, swaptions, butterfly spreads, inverse floaters, and so on in various
combinations, and covering an increasing range of underlying indices. At
the same time, corporate treasury functions have become more
sophisticated using (and creating new demand for) increasingly complex
derivatives to manage risk. Increasingly these treasury functions have
flexibility to operate within defined risk limits, taking market positions
that blur the distinction between risk management and trading. This has
led to demands not just for detailed disclosure but also for all derivatives
to be marked-to-market. Requirements for marking derivatives to market
naturally lead to similar demands for other financial instruments. Concerns
about derivatives are closely linked to concerns about hedge accounting
and hence calls for restrictions on the ability to defer hedging gains and
losses. The standard-setters’ response to these demands, for the present,
is IAS 39: Financial Instruments: Recognition and Measurement.

1.2 HIGHLIGHTS OF THE STANDARDS

Prior to the issuance of IFRS 7, IAS 32 and IAS 39 there was no
comprehensive guidance in IFRS addressing financial instruments,
particularly for derivatives. IAS 39 introduced new requirements for the
recognition, de-recognition and measurement of an entity’s financial
instruments and for hedge accounting. IFRS 7 and ISA 32 introduced the
disclosure and presentation requirements. The adoption of IAS 39 is a
monumental shift with a lot of financial instruments being treated as on
balance sheet which were not there before.

The outline of the financial instruments standards are summarized in

the Figure 1.1.

1.2.1 Disclosures and Presentation

O Establishes principles for distinguishing between liabilities and
equity. The substance of a financial instrument rather than its legal
form, governs its classification.
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Prelude to the Financial Instruments Standards 1.3

IFRS 7 IAS 32 IAS 39
Y Y Y Y \
Recognition
Disclosures Presentation and Measurement acgggr?t?n g
Derecognition

Fig. 1.1 Financial Instruments Standards

O Netting of financial assets and financial liabilities specified.
Netting requires a legal right of set-off as well as the intention to
offset the assets and liabilities or settle simultaneously.

O The liability and equity components of compound instruments are
accounted for separately. Such instruments, e.g. bonds that are
convertible into equity shares either mandatorily or at the option
of the holder, must be split into liability and equity components.
Each of these is then accounted for separately. The liability
element is determined first by fair valuation of the cash flows,
excluding any equity component; the residual is assigned to equity.

0O Qualitative and quantitative disclosures about financial instru-
ments, financial risk management and hedging activities are required.
In addition, fair value information and other quantitative disclosures
of income and expense, and gains and losses from financial
instruments are also required.

O Required disclosures include the manner in which fair value is
determined as well as methods and significant assumptions, and
risk management objectives and policies for hedging. Disclosures
should note the significant terms and conditions of instruments as
well as information about the nature and extent of risks arising
from financial instruments to which the entity is exposed during the
period and at the reporting date, and how the entity manages those
risks.

1.2.2 Recognition and De-recognition

O All financial assets and financial liabilities including derivative
instruments, should be recognized in the balance sheet.
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a

a

a

Financial assets and liabilities are initially measured at fair value.

A financial asset or part of a financial asset is de-recognized when
the rights to the cash flows from the asset expire, or the rights to the
cash flows from the asset and substantially all risks and rewards of
ownership of the asset are transferred, or an obligation to transfer
the cash flows from the asset is assumed and substantially all risks
and rewards are transferred, or substantially all the risks and
rewards are neither transferred nor retained but control of the asset
is transferred. IAS 39 is complex and restrictive in this area. It
provides guidance for transactions such as factoring and
securitizations. Entities converting to IFRS may find assets that were
de-recognized under previous GAAP may have to be included on
the balance sheet in their IFRS financial statements.

A financial liability is removed from the balance sheet only when it
is extinguished, i.e. when the obligation specified in the contract is
discharged or cancelled, or expires.

1.2.3 Measurement

a

O

O

Subsequent measurement of financial assets and liabilities depends
on the classification:

m trading assets and liabilities and available-for-sale assets are
measured at fair value

m loans and receivables and held-to-maturity investments are
carried at amortized cost

The classification determines if and where any re-measurement to
fair value is recognized in an entity’s financial statements.

The best evidence of fair value are the market prices quoted in an
active market. Re-measurement to fair value must be performed at
each financial reporting date.

If quoted market prices are not available, entities use valuation
techniques incorporating observable market data.

Cost less impairment is a last resort for investments in unlisted
equity instruments.

Objective evidence that a loss has been incurred is required before-
calculating an impairment loss.
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1.2.4 Derivatives and Hedge Accounting

O Under IAS 39, all derivatives (including some embedded derivatives)
must be measured at fair value in the balance sheet. This is
regardless of whether they are categorized as trading or as hedging
instruments. In case of trading or hedging instruments that are a
part of a hedge relationship, all fair value gains and losses are
recognized immediately in the income statement. A gain or loss on
available-for-sale financial assets shall be recognized directly in
equity.

0O Hedge accounting is a choice that each entity makes for each
economic hedge that it has in place. The choice reflects a trade-off
between the cost of achieving hedge accounting and the potential
benefit achieved by reducing the income statement volatility that
would otherwise arise. In some circumstances, the standard prohibits
hedge accounting.

O In order to qualify for hedge accounting, an entity must designate
its hedge relationships and document how it will measure
effectiveness. Each individual relationship between a derivative and
its hedged asset, liability or future cash flow must be documented
separately.

0O Hedge accounting is permitted provided the entity can establish
that each hedge has been highly effective during each reporting
period. In order to continue hedge accounting, there must be an
expectation that future gains and losses on the hedged item and
hedging instrument will be almost fully offset.

O There are three hedge accounting models under IAS 39—the fair
value hedge, the cash flow hedge and the hedge of a net investment
in a foreign operation. The appropriate accounting model for a hedge
relationship depends up on the nature of the item being hedged.

O Implementing these requirements can involve significant system
amendments, particularly when a large number of derivatives are
used as hedging instruments.
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CHAPTER 2
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Scope of Financial
Instruments Standards

2.1 DEFINITION

A financial instrument is any contract that gives rise to a financial
asset of one entity and a financial liability or equity instrument of
another entity.

The term financial instrument is not limited to off-balance sheet
derivative instruments, but as an umbrella term covers the entire spectrum
of financial instruments used in the financial world. Financial instruments
include both classical, primary instruments (such as deposits, loans and
securities) as well as innovative derivative financial instruments.

2.2 CATEGORIZATION

Financial instruments can be categorized by form depending on whether
they are cash instruments or derivative instruments.

0O Cash instruments are financial instruments whose value is
determined directly by the markets. They can be divided into
securities, which are readily transferable and other cash instruments
such as loans and receivables, and deposits where both borrower
and lender have to agree on a transfer.
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O Derivative instruments are financial instruments which derive
their value from the price of an underlying asset such as stock,
bond, currency or commodity. They can be divided into exchange-
traded derivatives and over-the-counter derivatives (OTC). The
key feature of the transaction specified in a derivative contract is
that it will be executed in the future rather than at present.

2.3 ScopPE OF FINANCIAL INSTRUMENTS STANDARDS

The scope is very wide-ranging. The standards apply to all entities and to
all types of financial instruments except those specifically excluded from
the scope of financial instruments standards.

Table 2.1 Scope of Financial Instruments Standards

Within the scope

Limited scope

Out of scope

Cash and cash
equivalents

Debt and equity
Instruments

Loans and receiv-
ables

Own debt

m Lease receivables

recognised by the
lessor are subject to
the de-recognition
and impairment
provisions (IAS 39)
Finance lease paya-
bles recognised by
lessee are subject to
de-recognition pro-
visions only (IAS
39)

m Interest in sub-
sidiaries, associ-
ates or joint ven-
tures accounted
for in IAS 27;
IAS 28 or IAS 31:
(Note 1)

m Tax balances
» Employee ben-
efits (IAS 19)

(Contd.)



The McGraw-Hill companies |

Scope of Financial Instruments Standards 2.3

(Contd.)

Sr. | Within the scope
No

5. | Derivatives

Limited scope Out of scope

s Own use com-

m Forwards
Futures
Options

Swaps
Cash/Net settle-
able derivatives
on own shares
(IAS 32)

m Derivatives on

modity contracts
Weather deriva-
tives

Contingent con-
sideration in a
business combi-
nation recogni-
sed by the
acquirer (IFRS 3)

subsidiaries, as-
sociates or joint
ventures

6. |Embedded deriva-
tives

7. | Loan commitments | m Other loan commit- [m Other loan com-
held-for-trading| ments are subject to| mitments (IAS
(Note 2) de-recognition pro-| 37)

visions of IAS 39
m Insurance con-

tracts (IFRS 4)

8. |Financial guaran-
tees issued

Note 1: Interest in subsidiaries, associates or joint ventures

Financial Instrument Standards shall apply in cases where as per IAS 27
(Consolidated and Separate Financial Statements), IAS 28 (Investments
in Associates) or IAS 31 (Interest in Joint ventures); such interests are to
be accounted for under IAS 39. For example, Financial Instrument Stan-
dards will apply to derivatives on interest in subsidiaries, associates or
joint ventures.

Note 2: Loan commitments

Loan commitments are excluded from the scope of IAS 39 if they are
not designated at fair value through profit or loss, cannot be settled net
and do not involve a loan at a below market interest rate.
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O 0O 0O 0O D

Some Examples of Financial Instruments

Cash

Demand and time deposits
Commercial paper

Accounts, notes and loans receivables

Debt and equity securities. The equity securities are financial
instruments from the perspective of the holder

Asset-backed securities such as collateralized debt obligations, re-
purchase agreements and securitized package of receivables

Derivatives including options, warrants, rights, futures, forward
contracts, swaps, etc.

Securitized lease receivables and embedded derivatives
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Presentation

3.1 DEeBT-EQUITY CLASSIFICATION

Since IAS 39 does not address accounting for equity instruments issued
by a reporting enterprise but does deal with accounting for financial
liabilities, classification of an instrument as a liability or as equity is
critical. IAS 32: Financial Instruments: Presentation addresses the issue
of classification. The substance of a financial instrument rather than
its legal form, governs its classification.

The primary factor in distinguishing a financial liability and an
equity instrument is the existence of a contractual obligation for the
issuer to make payments (principal, interest or dividends, or both).

Any instrument that an issuer may be obliged to settle in cash or
another financial instrument is a liability regardless of the manner in
which it could otherwise be settled, the financial ability of the issuer
or the probability of the settlement being required. Only when an
instrument does not give rise to a contractual obligation on the part of
the issuer, it is equity.

An instrument is classified as equity when it represents a residual
interest in the net assets of the issuer. Equity instruments include shares,
options, warrants and any other instruments that evidence a residual
interest in an entity and do not incorporate contractual obligation for
the issuer to deliver cash or another financial asset, or to exchange
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financial instruments under potentially unfavorable conditions. The equity
or liability classification is made at initial recognition and is not revised
as a result of subsequent changes in circumstances. Figure 3.1 provides a
guideline on classifying an instrument as an equity or a liability.

I B\
Does the issuer potentially have an
obligation to settle gross in cash or Liability

in a variable number of own shares? | Yes

No

Y

(Wil settlement only be the exchang@
of a fixed number of shares for a
fixed amount (no alternative of cash Yes

\ settlement in any circumstances)? )

No
Y

Derivative

Fig. 3.1 Decision Tree for Classification as an Equity or a
Liability

Equity

The treatment of interest, dividends, losses and gains in the income
statement follows the classification of the related instrument. If an
instrument is classified as a liability under IFRS, its coupon payments
and any amortization of discounts or premiums are recognized as finance
costs in the income statement. If an instrument is classified as equity, the
dividends declared and paid are accounted for in equity and do not flow
through the income statement.

Table 3.1 illustrates the decision process for determining whether an
instrument is a financial liability or an equity instrument.

3.2 TYPES OF INSTRUMENTS

3.2.1 Compound Instruments

A financial instrument may include both liability and equity components.
In such cases, the instrument should be classified into its component
parts. These must be presented separately in the balance sheet. As noted
previously, the classification of the equity and the liability components of
an instrument is based on the substance rather than the form of the
components. The allocation of the instrument into its component parts
should be performed on initial recognition of the compound instrument
such that no gain or loss is recognized.
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Table 3.1 Process for Determining whether an Instrument is a Liability

or Equity
Instrument Cash Cash Settlement | Classification
obligation | obligation | in fixed
for for coupon/| number of
principal | dividends shares
Ordinary shares No No N.A. | Equity
Redeemable Yes Yes No Liability
preference
shares with
fixed dividend
each year
Redeemable Yes No No Liability for
preference principal and
shares with equity for
discretionary dividends
dividends
Convertible Yes Yes Yes Liability for
bond which bond and
converts into equity for
fixed number conversion
of shares option
Convertible Yes Yes No Liability
bond which
converts into
shares to the
value of the
liability

The recommended approach to perform the allocation is as follows.

O Determine the amount to allocate to the liability element. This is the
future interest and principal cash flows on the liability component,
discounted at a rate applicable to a similar liability without an equity
component.

O Allocate the balance of the issue proceeds to the equity element.

A common example of a compound instrument is convertible debt
issued by an entity. The instrument consists of a financial liability plus an
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option issued to the holder to convert the instrument into equity shares
of the issuer. Convertible bonds typically are issued with a low interest
coupon because investors view the ability to convert the instrument to
the issuer’s shares as an opportunity to participate in the potential upside
from an increase in share price. Separating the convertible bond into its
equity component (i.e. the conversion feature) and liability component
creates an additional discount on the liability that is amortized and
recognized in the income statement as interest expense until the date of
redemption (or conversion if that occurs earlier).

Transaction costs which are incremental and directly attributable to
the issue of compound instrument must be allocated to the liability
and equity component of the instrument in proportion to the allocation
of proceeds.

Case 3.1 Issue of a Convertible Bond

PP Ltd issues 1000 bonds convertible into its own shares in 3 years. The
convertible bond has a face value of Rs.100 and bears a coupon rate of
4%, which is below the current market rate for non-convertible debt
instruments of similar entities. The current market interest rate for similar
debt without conversion options is 6%. PP Ltd must determine the liability
and equity components of the instrument. The liability component is
determined to be Rs 94,652. The equity component is assigned the
remaining amount of Rs 5,348. In addition to the 4% interest expense
recognized, PP Ltd must also amortize the discount of Rs 5,348 over the
term of the bond. The coupon interest plus the amortization amount
should result in PP Ltd recognizing interest on similar such debt without
conversion option, issued around the same time when the bond was
issued.

3.2.2 Perpetual Instruments

Perpetual debt instruments normally provide the holder with a contractual
right to receive interest payments extending into the indefinite future,
with no right to a return of principal. Even though the holder may not
receive a return of principal, such instruments are a liability for the issuer
as there is a contractual obligation to make a stream of future interest
payments to the holder. The face value or the carrying amount of the
instrument reflects the present value of the holder’s right to receive regular
interest in perpetuity.
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3.2.3 Preference Shares

Preference shares provide the holder with certain rights. Preference shares
could have rights or characteristics that meet the definition of a liability
rather than equity; therefore, these must be considered when determining
the appropriate classification. Preference shares that provide for
redemption at the option of the holder give rise to a contractual obligation
and should be classified as a liability. Where preference shares are not
redeemable at the option of the holder the appropriate classification
depends on the other terms of the preference shares, in particular the
dividend rights attached to the shares. If the dividends are not
discretionary, then the obligation to pay dividends gives rise to a
contractual obligation. Preference dividends that are payable at a specified
rate require special attention and in many cases are not discretionary.

A typical example is a cumulative perpetual preference share where
the issuer

(a) must pay a dividend on the preference shares if it pays a dividend
on its ordinary shares

(b) if it does not pay a dividend on its ordinary shares, the preference
dividend may be deferred (i.e. it is cumulative).

This so-called dividend stopper feature does not by itself create an
obligation. However, the deferral feature will allow the instrument to
be classified as equity only if: (a) the accumulated dividends can be
deferred indefinitely, even until the entity is liquidated, and (b) there
is no other feature of the instrument that would indicate that its substance
is a liability. For example, if the deferred accumulated dividends accrue
interest to compensate the holder for the deferral period, then the
substance of the instrument is a liability.

3.2.4 Instruments to be Settled in Own Equity

3.2.4.1 Obligation to Settle in Cash or a Variable Number of Own
Equity Shares

If an entity has an obligation that it can settle either by payment of
financial assets or by payment in the form of its own equity shares,
there may be an issue as to whether the obligation is a liability or
equity. If the number of equity shares required to settle the obligation
varies with changes in fair value such that the total fair value of the
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equity shares transferred is always equal to the amount of the contractual
obligation, then the holder of the obligation is not exposed to a gain or
loss from the price of the equity shares. Therefore, such an obligation
should be accounted for as a liability.

Similarly, an entity may hold a forward, option, or other derivative
instrument whose value changes in response to something other than
the market price of the entity’s own equity securities, but that the
entity can choose to settle in its own shares. This would not be
accounted for as an equity instrument, but rather as a derivative
instrument, as the value of the instrument is unrelated to the changes
in fair value of the entity’s own shares. For example, N Ltd enters into
a forward contract with a bank and intends to settle with its own
shares in 6 months. The number of shares to be delivered at that time
is based on the change in share price of P Ltd during the same period.
If P’s share price is lower at the end of 6 months, N will deliver fewer
of its own shares to the bank. In this case, the number of N shares to
be delivered always equals the value of the derivative based on P’s
share price. The instrument is therefore, classified as a derivative.

3.2.4.2  Share Warrants or Options

An option or warrant on an entity’s own equity is not accounted for as an
obligation when issued if there is no requirement for repayment in cash
or other financial assets and the contract will be settled by the entity
issuing a fixed number of its own shares. In such cases the entity does not
have a contractual obligation to settle in a financial asset or to exchange
financial instruments under conditions that are potentially unfavorable.
If an entity issues a warrant or option on its own shares and the holder
has a right to request cash settlement, or if the transaction has to be
settled in cash, the instrument is a liability. The entity is either required
to settle in cash or can be compelled by the holder to settle in cash. As a
result, it has an obligation to deliver cash or exchange financial instruments
(i.e. receive shares and deliver cash in this case).

3.2.4.3  Obligation to Settle in Cash or Shares, Depending on the

Outcome of Uncertain Events

If an instrument will be settled by an entity issuing its own shares or in
cash depending on the outcome of uncertain future events that are beyond
the control of the holder or the issuer, the instrument should be classified
as a liability (as a default treatment) unless the probability of settlement
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in cash or another financial asset is remote. It is only in cases where
settlement in cash or another financial asset is extremely unlikely that
such an instrument is not treated as a liability.

Figure 3.2 illustrates the process of classifying instruments to be settled
in own equity as a liability or an equity.

Contractual obligation to pay either cash or own equity instruments

Y

Is cash settlement either: Yes
« mandatory; or > LIABILITY
e at the option of the holder? Y

\ No No

Does the settlement depend on Is the possibility that the

Yes
the outcome of uncertain future  ——>| issuer will be required
events or circumstances beyond to settle in cash/other
the issuer’s control? financial assets remote?
¢ No
Is the settlement in the Yes

issuer's own equity shares,
| either mandatory or at the
issuer’s option?

¢Yes

Is the holder exposed to

the risk of fluctuations in

(a) price or (b) in residual
interest in the issuer?

Yes

Y

No

LIABILITY |<

Fig. 3.2 Instruments to be Settled in Own Equity

3.2.5 Treasury Shares

Treasury shares are the shares that have been re-purchased by the issuing
company. A treasury share is created when a company does a share
buyback and purchases its shares on the open market. These shares do
not pay dividends, have no voting rights, and should not be included in
shares outstanding calculations. On the balance sheet, treasury shares
shall be deducted from equity. This applies whether the equity instruments
are cancelled or held for resale. Any profit or loss on the purchase, sale,
issue or cancellation of treasury shares or in respect of changes in the
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value of treasury shares shall not be recognized in the profit and loss
account.

These shares can be acquired and held by the issuing company or by
other members of the consolidated group. Any consideration paid or
received shall be directly recognized in equity.

The amount of treasury shares is disclosed separately either on the
face of the balance sheet or in the notes, in accordance with IAS 1:
Presentation of Financial Statements. If an entity reacquires its own
equity instruments from related parties then it should disclose the
shares in accordance with IAS 24: Related Party Disclosures.

3.3 QOFFSETTING A FINANCIAL ASSET AND A
FINANCIAL LIABILITY

3.3.1 The Two Conditions

Financial assets and liabilities shall be offset and the net amount reported
in the balance sheet when, and only when both of the following conditions
are met:

O there is a legally enforceable right to set-off the recognized amounts
and

Q there is the intention to settle on a net basis or to realize the asset
and settle the liability simultaneously

These requirements may apply to instruments such as receivables and
payables with the same counterparty if a legal right of offset is agreed
between the parties and there is an intention to do so. Netting-off the
assets and liabilities that the entity has with unrelated counterparties will
not be apt.

3.3.2 Master Netting Agreements

Derivative instruments, though issued by the same counterparty do not
come under the purview of offsetting, even if there are master netting
agreements in place. An entity that undertakes numerous financial
instruments with a single counterparty may enter into a ‘master netting
arrangement’ with that counterparty. Such an agreement provides for a
single net settlement of all financial instruments covered by the agreement
in the event of default, on or termination of, any one contract. A master
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netting agreement commonly creates a right of set-off that becomes
enforceable and affects the realization or settlement of financial assets or
liabilities only following a specified event of default or in circumstances
not expected to arise in the normal course of business. A master netting
agreement does not provide a basis for offsetting unless both the conditions
mentioned above are satisfied. Therefore, derivatives with positive and
negative fair values are generally reported gross, as assets and liabilities
respectively. Hedging instruments and the related items being hedged
do not generally meet the conditions for offset. Therefore, the fair values
of hedging derivative instruments should be shown as separate assets or
liabilities in the balance sheet and not presented in the same balance
sheet line item as the hedged item.

3.3.3 Inappropriate Offsetting

In the following situations as specified by IAS 32, offsetting would be
considered inappropriate because the two conditions mentioned are not
satisfied:

(i) Several different financial instruments are used to emulate the
features of a single financial instrument (a ‘synthetic instrument’).
For example a floating-rate debt combined with an interest rate
swap that involves receiving floating and making fixed payments
synthesizes a fixed rate debt. Accordingly, when one financial
instrument in a synthetic instrument is an asset and another is a
liability, they are not offset and presented on an entity’s balance
sheet on a net basis unless they meet the two conditions specified
earlier.

(ii) Financial assets and financial liabilities arise from financial
instruments having the same primary risk exposure (for example,
assets and liabilities within a portfolio of forward contracts or other
derivative instruments) but involve different counterparties.

(iii) Financial or other assets pledged as collateral for non-recourse
financial liabilities.

(iv) Financial assets are set aside in trust by a debtor for the purpose of
discharging an obligation without those assets having been accepted
by the creditor in settlement of the obligation (for example a sinking
fund arrangement).

(v) Obligations incurred as a result of events giving rise to losses are
expected to be recovered from a third party by virtue of a claim
made under an insurance contract.
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Derivatives

4.1 WHAT 1S A DERIVATIVE?

The standard describes a derivative as an instrument:

0O whose value changes in response to changes in an underlying price
or index

O that requires little or no initial net investment (or significantly less
than the investment required to purchase the underlying instrument)

Q that is settled at a future date

A derivative usually has a notional face value or reference amount
which is the ‘volume’ of the contract. Applying the volume to a change
in the underlying price determines the amount to be exchanged at the
settlement date.

One can be easily overwhelmed by the apparently countless types
of derivative instruments traded in the marketplace. Do not be misled
however; derivatives are not nearly as mystifying as they may seem.
Fundamentally, there are only two types of contracts—a forward and
an option. A forward is a contract to buy or sell an underlying asset at
some pre-specified future date at a price agreed upon today. No money
changes hands until the expiration date, at which time the buyer pays
the cash and the seller delivers the underlying asset. An option is also
a contract to buy or sell an underlying asset at some pre-specified future
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date at a price agreed today. Unlike a forward however, the buyer has
the right but not an obligation to buy or sell the underlying asset at the
option expiration. The seller’s obligation depends upon whether or not
the buyer chooses to exercise the option.

The standards cover both forward and option-type derivatives whose
underlying is, for example:

O an interest rate

a security price

a commodity price
an exchange rate

a credit rating

O 0o 0o 0 O

an index of any of the above
The only exceptions are own use commodity-based derivatives:
(a) whose contractual provisions do not allow net cash settlement

(b) that permit cash settlement but are expected to be settled by
delivering the commodity and are entered into to meet the
enterprise’s expected purchase, sale or usage requirements

An example would be a contract entered into by a confectioner to
purchase cocoa at a fixed price to meet its manufacturing needs. This is
no different from a contract to purchase a piece of equipment, which by
convention is also not treated as a derivative.

4.2 ACCOUNTING FOR DERIVATIVES

All derivatives are recognized on the balance sheet. They are initially
measured at fair value. Where a forward-type derivative is transacted at
market rates, there will be no initial net investment (zero cost), therefore
the contract is recognized initially at an amount of zero. Option-type
derivatives involve the payment of an initial premium to compensate the
risk accepted by the seller/writer and the potential benefit to the holder.
The premium paid is the fair value to the holder, and the writer of an
option will initially record the amount received as a liability.

Subsequently, derivatives are measured at their fair value. Over time,
market expectations of the price of the underlying at the settlement
date will change.
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The amount that the market would pay or accept, to settle or ‘close
out” a derivative will change and this is its fair value. At the settlement
date the fair value of a derivative is the net settlement amount, which
is zero for an ‘out of the money” option. The carrying amount of a
derivative will fluctuate over its life depending on changing market
expectations; it could be positive (an asset) or negative (a liability) at
various times.

Some markets are highly standardized so that prices are readily
available and, for some, the market value may be settled daily through
margin calls. Other over-the-counter (OTC) derivatives are designed
and negotiated between the parties. Fair values are then determined
by reference to similar traded instruments or using pricing models.

The initial cost of a derivative includes direct and external transaction
costs but not internal allocations of cost. Fair values exclude transaction
costs. Therefore, when a derivative is marked-to-market through the
income statement, transaction costs will be recognized as expenses
immediately on initial recognition when the instrument is first measured
to fair value.

Under IAS 39, changes in the fair value of derivative instruments are
recognized in the income statement as they arise, unless they satisfy the
criteria for hedge accounting. There are two other exceptions to the
requirements:

O a derivative whose underlying is an unquoted equity instrument
and whose fair value cannot be measured reliably is carried at
cost until settlement

O Similarly, any other derivative whose fair value cannot be measured
reliably is carried at cost or amortized cost

However, these exceptions are intended to be rare as fair values are
expected to be estimated market values for similar instruments, or models
where direct market values cannot be obtained.

Often, for convenience securities markets establish market rules or
conventions under which a transaction is agreed on a ‘trade date” and
settled several days later (the ‘settlement date’). The US terminology
‘regular way trade’ is used in the standard to describe these conventions.
The standard allows initial recognition either at the trade date or at the
settlement date. In most cases, it requires changes in fair value between
trade date and settlement date to be recognized.
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4.3 THE ‘EMBEDDED DERIVATIVES’ ISSUE

IAS 39 aims to ensure that the new requirements for marking derivatives
to market are not avoided by ‘embedding” a derivative in a host contract
that is accounted for differently, either at amortized cost or revalued
through equity. The principle is that an embedded derivative should
be split from the host contract and accounted for separately if its
economics are not clearly and closely related to those of the host contract.

Case 4.1 Debt Security with an Embedded

Derivative

A company might invest in a low coupon corporate bond that is
exchangeable for shares in another listed company. The bond is
considered to be a debt security with an embedded option to purchase
equity shares at a fixed price. Before IAS 39, the instrument would
have commonly been accounted for as a single investment, carried at
amortized cost. On exchange, the equity shares would be recorded at
the carrying amount of the bond. Depending on the policy for equity
securities, a gain or loss may have been recognized immediately after
exchange.

Under IAS 39, the amount paid for the bond is split between the
payment for the fair value of the debt security and the payment for the
equity conversion option. If the bond is held-to-maturity it will be
measured at amortized cost. The discount arising from splitting out the
equity derivative will increase interest income over the life of the bond
to market rates. The equity conversion option is marked-to-market
through the income statement. If the share price rises, gains will be
recognized over the period before exchange with no gain or loss arising
on the exchange.

The standards will require many common contracts with embedded
derivatives to be separated, including:

O investments in convertible and exchangeable bonds
O exchangeable/convertible bonds issued

O put options embedded in the equity instruments held
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O options to extend the maturity date of fixed rate debt (except when
interest rates are re-set to market rates)

O any debt security or lease with interest or principal amounts linked
to commodity or equity prices

O a call or put option on debt that is issued at a significant discount

If an embedded derivative is separated, the host contract is accounted
for under IAS 39 as if it is a financial instrument or in accordance with
other appropriate IFRS if it is not a financial instrument. This is
intended to achieve consistent treatment of transactions of similar
substance, whatever the form, and to prevent entities from circumventing
the requirement to measure derivatives at their fair value in the balance
sheet. If the combined instrument is carried at fair value with changes in
fair value recognized in the income statement, separate accounting is not
necessary, nor is it permitted.

A large number of embedded derivatives will remain with the host
contract and will not be separated. These are the derivatives with
characteristics that are clearly and closely related to those of the host
contract. Common examples of embedded derivatives that will not need
to be separated are:

O early settlement (pre-payment) options in debt instruments where
early settlement would not result in a significant gain or loss

O interest rate swaps embedded in a debt instrument (floating-rate
debt is not treated as fixed rate debt with a separate derivative
swap, and vice versa)

O an interest rate floor or cap embedded in a debt instrument (where

the option is out of the money at inception)

4.3.1 Decision Tree for an Embedded Derivative

Determining whether an embedded derivative should be accounted for
separately can be a complex process. The process of reviewing a range of
contracts to identify those that might contain embedded derivatives is an
important and time-consuming aspect of IAS 39.

An embedded derivative should be split from the host contract and
accounted for separately if:

O its economics are not closely related to those of the host contract
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Fig. 4.1 Decision Tree for Embedded Derivatives

O a separate instrument with the same terms as the embedded
derivative would meet the definition of a derivative

O the entire contract is not carried at fair value through profit or loss

4.3.2 Contracts for Goods and Services in Foreign
Currency

One area where IAS 39 may have a significant impact is on sales and
purchase contracts that are denominated in a foreign currency that is not
the reporting currency of either party to the contract.

Case 4.2 An Embedded Derivative in a

Goods and Services Contract

A Spanish company sells regularly to customers in Asia and has a price
list denominated in US dollars as well as Euros. It agrees a supply contract
with an Indian customer with payment specified in US dollars. It might
agree to do this if for example, the Indian company has US dollar revenues
or simply prefers an exposure in US dollars rather than in Euros.

IAS 39 requires the forward contract embedded in the sales agreement
to be separated from the host contract and accounted for as a derivative
by both the Spanish and the Indian companies. This is because the product
is not routinely priced in US dollars in international commerce and the
contract is not in the functional currency of either company.



The McGraw-Hill companies i

Derivatives 4.7

To avoid income statement volatility, either company could hedge this
dollar exposure using another derivative otherwise changes in exchange
rates will cause a direct impact on the income statement. Before IAS 39,
the general practice would have been simply to recognize revenue (for
the Spanish company) at the spot US dollar rate as each sale is made. It
may or may not have hedged the US dollar revenue stream. The exchange
risk in the supply contract would have been largely invisible.

Under IAS 39 the exchange risk is highly visible and has a direct
impact on the income statement. The company might be more inclined
to hedge the exposure. The derivative embedded in the supply contract
would not be separated if the sales contract were with a US customer
whose functional currency is US dollars.

4.3.3 Presentation of an Embedded Derivative

An embedded derivative that meets all of the criteria needs to be accounted
for separately from its host. IAS 39 does not require separate presentation
of embedded derivatives in the balance sheet. However, an entity is
required to disclose separately its financial instruments that are carried at
cost and those that are carried at fair value. Therefore, at a minimum,
embedded derivatives that are not presented separately in the balance
sheet should be disclosed.

If an embedded derivative cannot be measured reliably although the
characteristics are such that separation would be required, the entire
combined contract (host and embedded derivative) is to be treated as a
financial instrument held-for-trading.

If an embedded derivative is not required to be separated, IAS 39
does not permit an entity to separate the hybrid instrument. In other
words, separation is not optional.



The McGraw-Hill companies

4.8 Financial Instruments Standards

(‘p3u0D)

UOTSUR}X? JO uIr} 9}
je SWiId} JoIeW WOIj ISP
UOoIYM SuLId) UO SI Ajrinjewt
A} puRlxe 0} uotsiaoid dewr
-one 1o uondo ayy uayp

Am
-Ud ISYjoue IO IANSSI 3y} JO
sareys Aymba 03 paj1eAu0d 3q
Aew SUaWINIISUT 3goP UM

(paxop

-Ul) S}9sse [eldueUlj-uou
pyjo 10 sadtrd Ajyrpouwruuod
uo juapuadap are syjuswied
redmourid pue jsazayur uayp

(paxapur) saourd Aymba

UOTSU}Xd
9Uj JO Swir} A} je SWId} JoIeW
Surreaaxd ye apewr st Ajunjew
Y} pueyxe 03 uondo ay} UdYM

pare[a1 A[2sop 10N

Ppare[a1 A[2sop 10N

Ajnjewr puayxa
0} uorsiaoxd sgewone 10 uondO)

aInjeay uorsmAu0d Aynbg

syuswfed redourid
I0 }S2IdJUI PAXapul [eIOURULJ
-UOU IS}0 IO PIUI[-A}IPOUILIO])

uo juapuadap are syjuswled syuowiked ed
redmourid pue jsazayur Uy paje[a1 A1osopd JoN | -ourid 10 jsaxsjur payur-A3mbyg 192
JuaWINISU] JuaWINISU]
(paxmbazx uoneredass) (uoneredss ou) jusuodwod aAIRALISP JOBIFUOD }SOY
Ppare[a1 A[9SOPD 30U saInjes] Ppare[a1 A[Sod sainjes pappaque jo adAJ, jo adAT,

sjuauodwo)) A EALId( pappaquig pue spenuo)) 3oy ['F d[qeL




The McGraw-Hill companies

4.9

Derivatives

(‘p3u0D)

9NSSI JO Uiy Y}
J© }SDI2)UI JO djeI JOyIeW Y}
9A0QE SI IOO[j U} IO }S910)}
-UT JO 9)BI JOMIBW 3} MO[oq
st ded poppaquis a9y} Usyp
aourd mor A19a

© Je 10 9913 10§ A3nue Surmor
-10q 9} JO SIILYS DAIII 0}
ueo[ 9y} Jo 1ojueid oy} SN
-Ud UBO[ PajeurpIoqns Usyp
ssof 10 ured juedyrudis e

ut synsax uondo ayj jo aord
9SIDIAX I} USYM IO }qop JO
Jjunowe paziIowe Ay} uey}
I9UJO IO0J S[ESIISXD UM

9NSSI JO awT)
Ay} Je Auow Sy} JO JNO IO je SI
1007} 10 ded pappaquis ayj Usym

Ppare[a1 A[2sop 10N

Sso[

10 ured JuedyrudIs e Ur }nsar jou
sa0p uondo a3 jo aotrd asIIXd
3} USYM IO 3G9 JO JUNOWE Pazn
-IOWe dY) e J[qesIdIdXd UdA

s1007 pue sded jsazayuy

10y A1mby

Ajunjew [eury 210y
-3q Aedax 03 uondo nd 10 €D

JuaWINISU] JuaWINISU]
(paxmbazx uoneredass) (uoneredss ou) jusuodwiod aAneALISp JOBIFUOD JSOY
Ppare[a1 A[9SOD 30U saInjea Ppare[a1 A[9SO sainjea pappaqus jo adA g, jo adAT,
(‘p4uoD)



The McGraw-Hill companies

410 Financial Instruments Standards

(‘p3u0D)

pue {(Aousrmnd jusw
-aanseawr) sajerado joen
-uod jey; o3 Ayred en
-uejsqns Aue yorym ur
Adua1md Teuonouny Ay} =
;J0u
st jeyy Aduermd e ur pajeu
-IWOUdP SIDIAIIS Pue Spood
105 juawided saajoaur joeI}
-UOD [EDISWIWOD Y} USYAA

Ojur PaId}
-UD ST JORIJUOD df} W} Y} Je
Asuowr ayy ur are nd uepLIMm

10 {(Aduaz
-IND JUSWRINSEIW) SIJBID
-do joernuod yeyy 03 Ayred ren
-ueisqns Aue yorym ur Aoualx
-IND [PUOTIOUNJ Sy} SI jey) m

:Aouarmd ugL
-I0J B UI PI)JEUrWioudp SIDIAISS
pue spoo3 105 yuswked saajoaur
JORIUOD [EDISWWOD Y} UIYM
OJUI PaIdJUD ST JOBIIUOD JY} W)
3} Je SajeI JINILW Y} MO[( IO
je st nd oy jo pue sajer JoNIeW
3y} aAoqe 10 je SI [[ed dY} JO
aorxd asmiIaxa ayy o'1 ‘Asuowr ayy
jo 1o 10 je are nd uepnuMm Iy

yuauodwod Aduarmd ureIo

(reqro0 ®)
98uer aourd e ur Sunnsar ‘uon
-do nd pue [1ed J0 UOBEUIqUIOD)

(019 “oreS “aseyd
-md) spenuod

pue [[ed> paseyoind ayj usaypy | pue [[ed paseyoind ayy uaym [eTdIWwo))
Amuos ue Aq (£ymyus oy
proy uaym pajeredss shempy pare[a1 A[2sop 10N suonydo nd pue [1ed> Ayinbg | Aq pray) Ayinbg
JuaWINISU] JuaWwINISU]
(paxmbazx uoneredass) (uoneredss ou) jusuodwiod aAneALISp JOBIFUOD }SOY
Ppare[a1 A[9SOD 30U saInjea Ppare[a1 A[9SO[d sa1njea pappaqu jo odA ], jo adAT,
(‘p4uoD)



The McGraw-Hill companies

4.11

Derivatives

“eale [eD0[ UO UI isnf Jou “plIom ayj punore
[[e SuOIdESUERI) IL[IWIS 10 pasn SI Jey} ADUSLIND e A[UO SI J] 'Paulop A[MOIIEU AISA SI ,PIJEUriousp A[Unoy, ‘¢
‘A[@yexedas 105 pajunoode aq jsnur uordo UOISIDAUOD JY) ‘9I0JId} pue
paje[a1 A[@so[d jou are juswnisur Aynba ue jo anfea irey ur sadueyd Sy} pue JUSWNISUL }GIP € JO SAJer JsaIu] ‘|

S9JON
1OrIU0D

3} 0} PIJe[oI JOU Ik JeY) SID | JOBIJUOD 3} 0} paje[ar A[osopd a1e
-1pur 10 sad1id uo paseq are | jeyy sedrpur 10 sadud uo paseq
S)IOBIJUOD [RIIDWIWIOD USYAA | I8 S)ORIIUOD [RDISUIWOD USYA\ | SOIPUI 0} PIje[ar Sasnepd adIi]

2PPIMP[IOM 3DI9UIOD %°PIM
[eUOT}RUIdIUT dY} UI -P[IOM 9DI2WWOD [euor)
pajeurwiouap A[@urnox -PUIdJUI 9} Ul pajeurwou
SI pa1aAI@p 10 paimnb -op A[aunnor sI paIdAIRP
-De ST jey)} 9DIAIdS IO 10 paxmboe st jey) ad1A19S 10
spoo3 paje[ar ay jo aord spoo3 pajera1 ayj jo aotid oy
A} OIYM UI ADUSLIND 3y} m | UDIYM Ul ADUSLIND S} ST Jey) =

JuaWINISU] JuawINISU]
(paxmbazx uoneredass) (uoneredss ou) jusuodwiod aAeALISP JOBIFUOD }SOY
Ppare[a1 A[9SOD 30U saInjea Ppare[a1 A[9SO[d sa1njea pappaqu jo odA ], jo adAT,
(‘p4uoD)



The McGraw-Hill companies

CHAPTER 5

200000000 00000000000000

Classification

5.1 SynNoprsIs

IAS 39 establishes specific categories into which all financial assets and
liabilities must be classified. The classification of financial instruments
dictates how these assets and liabilities are subsequently measured in the
financial statements of an entity. There are four categories of financial
assets and two categories of financial liabilities that are described in this
chapter.

5.2 FINANCIAL ASSETS

Financial Assets—Four Categories

Financial assets at fair value Loans and receivables
through profit or loss
Held-to-maturity Available-for-sale

5.2.1 Financial Assets at Fair Value Through Profit
or Loss
This category has two sub-categories: financial assets held-for-trading

and those designated as at fair value through profit or loss upon initial
recognition.
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IAS 39 defines financial asset held-for-trading as follows.
“A financial asset held-for-trading is the one that is:
O acquired principally for the purpose of selling it in the near term

Q part of a portfolio for which there is an evidence of a recent pattern
of short-term profit-taking

O a derivative unless it is designated as an effective hedging
instrument”.

The second sub-category includes any financial asset that an entity
has decided to designate to the category on initial recognition. There
are no restrictions on this voluntary designation but it is irrevocable.
The asset cannot be moved to another category during its life.

5.2.2 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 the 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. Other loans and receivables
acquired are classified and accounted for as held-to-maturity, trading
or available-for-sale. If the holder does not substantially recover the
initial investment from a financial asset, other than as a result of credit
deterioration, it cannot classify it as a loan or receivable.

5.2.3 Held-to-Maturity

Held-to-maturity investments are non-derivative financial assets with fixed
or determinable payments and fixed maturity (e.g. debt securities and
redeemable preference shares) that an entity has the positive intent and
ability to hold-to-maturity. A financial asset whose maturity is fixed but
payments are not determinable does not qualify as held-to-maturity. This
category also excludes originated loans. Equity securities cannot be
classified as held-to-maturity because they do not have a fixed maturity
date. The intent and ability must be assessed not only when the assets are
initially acquired but also at each subsequent balance sheet date.
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Case 5.1 Held-to-Maturity Classification

Planet Bank wants to categorize a bond issued by a gems and jewellery
company as held-to-maturity. The interest on the bond is indexed to
the price of gold. Can Planet Bank categorize this bond as held-to-
maturity?

The fact that the return is dependent on the price of gold means that
this bond includes an embedded derivative that is not closely related
to the host contract. The embedded derivative and host contract should
be separated, resulting in an embedded commodity contract to be
measured at fair value and a host debt instrument. If Planet Bank has
the intent and ability to hold the host to maturity, it may categorize the
bond as held-to-maturity

5.2.4 Available-for-Sale

All financial assets that are not classified in any of the above category are
classified as available-for-sale. The available-for-sale category includes
all equity securities other than those classified as at fair value through
income. An entity also has the right to designate any asset other than a
trading one, to this category at inception. This is essentially a residual
category for all the financial assets that do not fit the criteria of the other
categories.

5.3 FINANCIAL LIABILITIES

Financial Liabilities—Two Categories

Financial liabilities at fair value Other financial liabilities
through profit or loss

5.3.1 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: liabilities held-for-trading and those designated
at fair value at inception.
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Financial liabilities held-for-trading include:

O derivative liabilities that are not accounted for as hedging
instruments

O obligations to deliver securities or other financial assets borrowed
by a short seller

Q financial liabilities that are incurred with the intention to re-
purchase them in the near term

O 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

Like financial assets, an entity has a right to designate any financial
liability at fair value on initial recognition. There are no restrictions on
this right, but it is irrevocable. The liability cannot subsequently be
transferred to another category.

5.3.1.1 The Fair Value Option

Initially, under IAS 39 an entity could choose irrevocably on initial
recognition any financial instruments to be measured at fair value through
profit or loss. The purpose of the option was to simplify the application
of the standard and to address situations where the standard’s mixed
measurement model could result in an entity reporting volatility on
positions that are evenly matched.

The European Commission did not endorse the IASB version of IAS 39
and ‘carved out’ the use of a full fair value option wherein the free choice
to designate any financial liability as fair value through profit or loss was
removed. Moreover the full fair value option is contrary to Article 42a of
the EU Fourth Company Law Directive.

Since there was inconsistency between the IASB IAS 39 and IAS 39 as
adopted by the EU, a compromise was reached by an amendment in IAS
39 to limit inappropriate use of the fair value option, while preserving its
key benefits. Under the amended standard a financial asset or liability
may only be designated as fair value through profit and loss (FVTPL)
where:

(a) the designation eliminates or significantly reduces a measurement
or recognition inconsistency (accounting mismatch)—the
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amendment permits an entity to designate some of a number of
similar financial assets or financial liabilities rather than all of
them at fair value through profit or loss when this achieves a

significant reduction of the accounting mismatch

(b) a group of financial assets or liabilities or both is managed and its
performance is evaluated on a fair value basis—only an entire
financial instrument can be designated at fair value and not a

component or proportion of such financial instrument

(¢) an instrument contains an embedded derivative that meets certain
conditions, particularly where the embedded derivative modifies

significantly the cash flows of the instrument

The above are in addition to financial instruments that are classified

as held-for-trading.

The amendment to IAS 39 provides guidance in a number of areas,
including the level of documentation of the entity’s strategy that is
required to meet the criteria of the amended standard so that it can

avail of the fair value option.

5.3.2 Other Financial Liabilities

Other financial liabilities constitute the residual category similar to the
available-for-sale category of financial assets. All liabilities and derivatives
other than trading liabilities and derivatives that are hedging instruments
automatically fall into this category. Common examples are an entity’s

trade payables, borrowings and customer deposit accounts.
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Initial Recognition
and Measurement

6.1 SYNOPSIS

IAS 39 sets out criteria that must be met for the initial recognition of a
financial asset or liability and the amount at which such a financial asset
or liability is initially measured.

An entity must consider both the amount to be recognized as well as
the timing of recognition.

6.2 RECOGNITION

6.2.1 When to Recognize

Under IAS 39 an entity should recognize a financial asset or liability on
its balance sheet when, and only when, it becomes a party to the
contractual provisions of the instrument.

Situations where an entity has become a party to contractual provisions
include committing to a purchase of securities or committing to write a
derivative option. In contrast, planned but not committed future
transactions, no matter how likely they may be, are not financial assets or
liabilities as they do not represent situations where the entity becomes a
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party to a contract requiring future receipt or delivery of assets. For
example, an entity’s estimated but uncommitted sales do not qualify as
financial assets or liabilities.

6.2.2 Trade Date Versus Settlement Date
Accounting

The trade date is the date an entity enters into a contract for the purchase
or sale of an asset. The settlement date is the date that the financial
instrument is delivered to or transferred from the entity.

The recognition principle in IAS 39 would result in all transactions
that occur in regulated markets to be accounted for on the trade date.
However, the standard recognizes that the practice by many financial
institutions and corporates is to use settlement date accounting, and that
it would be cumbersome to account for such transactions as derivatives
between the trade and settlement date.

There are no specific requirements about trade date and settlement
date accounting in respect of financial liabilities and therefore, the general
recognition and de-recognition requirements apply. Under trade date
accounting, the asset to be received and related obligation to pay for it
are recognized on the date the contract is entered into. If settlement date
accounting is chosen, the asset is recognized on the actual date of
settlement, i.e. the date that the instruments are exchanged. In the case of
a purchase under settlement date accounting, changes in the fair value of
the financial instrument between the date of trade and settlement should
be recognized if the financial instrument is carried at fair value. In the
case of a sale under settlement date accounting the opposite occurs:
changes in the fair value after the trade date are not taken into account,
as there is a set sale price agreed upon at the trade date, making
subsequent changes in fair value irrelevant from the seller’s perspective.

6.2.2.1 ‘Regular Way’ Contracts

A regular way contract may be a purchase or a sale that requires delivery
of assets within a period of time generally recognized to be the market
convention or established by regulation in the marketplace in which the
transaction actually takes place. Because of the short duration between
the trade date and the settlement date in these types of regulated market
situations, such regular way contracts are not recognized as derivative
contracts under IAS 39. This exception is a practical approach taken in
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IAS 39 to prevent the recognition of derivatives in many situations, and
for very short periods where the constraints in the marketplace prevent
immediate settlement at the trade or commitment date.

In order for a financial asset purchase to be regular way, it is not
required that an organized market exists (e.g. a formal stock exchange,
over-the-counter market, etc.). Rather, the term ‘marketplace’ means the
environment in which the financial asset is customarily traded. For
example, a commitment for a standard three-day settlement (assumed to
be the norm for a particular marketplace) of a security purchase transaction
would not be treated as a derivative as this is a regular way transaction.
However, a commitment for a three-month settlement (assuming that
this is not the norm in the marketplace of these instruments) for the same
security transaction would meet the definition of a derivative because it
is not considered to be a regular way transaction. The regular way
exception requires that the transaction will be fulfilled through actual
delivery of the financial instrument. Therefore, if a contract allows for or
requires net cash settlement it does not qualify as a regular way contract.

When accounting for regular way purchases and sales of a financial
asset, an entity may choose either trade date or settlement date accounting.
The approach should be applied consistently for both purchases and sales
of the different categories of financial assets.

Case 6.1 Purchase of a Bond: Trade Date
v/s Settlement Date

On 28 June 2006, Saturn Ltd. agrees to purchase a bond for settlement on
1 July 2006. The purchase price of the bond is 10.00 million. On 30 June
2006, the fair value of the bond is 10.10 million. On 1 July, the bond
purchase is settled for 10.0 million and the fair value remains as 10.10
million.

The balance sheet impact is shown for both the settlement date approach
and the trade date approach. The example illustrates initial measurement
of the bond purchase under two scenarios:

(1) a bond subsequently carried at fair value

(2) abond subsequently carried at amortized cost
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Settlement date Trade date
accounting accounting
Fair |Amortized| Fair | Amortized
value cost value cost
(amount (amount
in millions) in millions)
28, June 2006
Financial asset—Bond — — 10.00 10.00
Financial liability—Payable — — (10.00)| (10.00)
30 June 2006
Financial asset—Bond — — 10.10 10.00
Financial liability—Payable — — (10.00)| (10.00)
Financial asset—

(revaluation gain) 0.10 — — —
Equity/Retained earnings
(Depending on classification
of bond) (0.10) — (0.10) —

1 July 2006
Financial asset—

(revaluation gain) — — — —
Financial asset—Bond 10.10 10.00 10.10 10.00
Cash paid (10.00) | (10.00) (10.00)| (10.00)
Equity/Retained earnings
(Depending on classification
of bond) (0.10) — (0.10) —

As seen from the example, the effect on the income statement and on
the equity is the same under the settlement date and trade date accounting
for purchases. However, the use of trade date accounting versus settlement
date accounting could have significant temporary impact on the balance
sheet of an entity.

Case 6.2 Sale of a Bond: Trade Date v/s
Settlement Date

On 24 January 2006, Saturn Ltd. agrees to sell a 10.00 million bond for 9.6
million, its fair value at that date, with a settlement date of 27 January
2006. On 26 January 2006, the bond is worth 9.5 million. On 27 January
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2006, the bond is settled at a price of 9.6 million and the fair value of the
bond is still 9.5 million.

The balance sheet impact under the two measurement scenarios are
shown as follows:

Settlement date Trade date
accounting accounting
Fair |Amortized| Fair Amortized
value cost value cost
(amount in millions) [(amount in millions)
24 January 2006
Financial asset—Bond 9.60 10.00 — —
Financial asset— — — 9.60 9.60

Receivable
Retained earnings’ — — 0.40 0.40
Equity 2 0.40 — — —
26 January 2006
Financial asset—Bond 9.60 10.00 — —
Financial asset—

Receivable — — 9.60 9.60
Retained earnings’ — — 0.40 0.40
Equity 2 0.40 — — —
27 January 2006
Cash 9.60 9.60 9.60 9.60
Financial asset—Bond — — — —
Financial asset—

Receivable — — — —
Retained earnings 3 0.40 0.40 0.40 0.40

Notes:

1. For trade date accounting the loss is recognized in the income state-
ment (i.e. retained earnings).

2. For settlement date accounting the revaluation adjustment is recog-
nized in equity until actual settlement assuming fair value changes
on this instrument are recognized in equity.

3. For both trade date and settlement date accounting the effect is ulti-
mately the same. (i.e. the loss is reflected in the income statement).

Despite the change in fair value of the bond between the trade date
and settlement date, Saturn Ltd. does not record the additional 0.10 million
loss as it will receive 9.60 million on the settlement date from the
purchaser.
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As can be seen from this, when accounting for sales, the effect on
equity, the presentation of the transaction in the income statement and in
the balance sheet may be different under the trade date versus settlement
date accounting.

6.3 MEASUREMENT

6.3.1 Initial Measurement

At initial measurement, a financial asset or financial liability is recognized
at its fair value (generally its costs i.e. consideration given or received)
plus, in case of a financial asset or a financial liability not classified at fair
value through profit or loss, transaction costs that are directly attributable
to the acquisition or issue of the financial asset or financial liability. The
consideration given or received is normally the transaction price or the
market price. It can also be the fair value of financial instruments (other
than cash) given or received in exchange for the financial instrument to
be recognized. If the transaction is not based on market terms, or if a
market price cannot be readily determined, then an estimate of future
cash payments or receipts, discounted by the current market interest rate
for a similar financial instrument, should be used to approximate the fair
value.

If a bank makes a low interest or interest-free loan to a customer, the
amount given by the bank (which recognizes an asset) and the amount
received by the customer (which recognizes a liability) is often interpreted
to be the cash transferred. In such cases, the initial carrying amount of
the loan is not the amount lent, but rather the fair value of the consideration
given to obtain the right to payment in the future. A low interest or
interest-free loan discounted at a market rate of interest results in a present
value that is less than the amount lent. The difference is not a financial
asset. However, if this difference qualifies for recognition under another
applicable IFRS (e.g. a recognizable intangible benefit) then it is recognized
as an asset. If the difference does not qualify for recognition, it must be
expensed.

Case 6.3 Low Interest Loan

Planet Bank grants a 2-year loan of Rs. 1,000,000 to an important new
customer. The interest rate on the loan is 7%, while the current market
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lending rates for similar loans to customers with a similar credit risk
profile is 10%. Planet Bank believes that the future business to be generated
with this new customer will lead to a profitable lending relationship. On
initial recognition Planet Bank should recognize the carrying amount of
the loan as the fair value of the payments that it will receive from the
customer. Discounting the interest and principal repayments using the
market rate of 10%, Planet Bank will recognize a loan of Rs. 946,198. The
difference of Rs. 53,802 is expensed immediately as the expectation about
future lending relationships does not qualify for recognition as an
intangible asset.

6.3.2 Transaction Costs

Transaction costs are incremental costs that are directly attributable to
the acquisition, issue or disposal of a financial asset or financial liability.

Transaction costs that are included in the initial measurement are those
that are paid to external parties, such as fees and commissions paid to
agents, advisers, brokers and dealers, as well as levies paid to regulatory
agencies and securities exchanges, and transfer taxes and duties.
Transaction costs may include internal costs, but both internal and external
costs must be incremental. Transaction costs do not include internal
financing or holding and administrative costs; nor do they include debt
premiums or discounts.

The treatment of transaction costs after initial recognition depends on
the subsequent measurement of the instrument of which they are a part,
as follows:

Q for financial assets and liabilities that are carried at amortized cost,
the transaction costs are amortized to the income statement as part
of the recognition of the effective interest

Q for financial assets classified as available-for-sale, the transaction
costs are recognized in equity.

O for financial assets and liabilities that are carried at fair value with
changes in fair value recognized in the income statement, the
transaction costs are expensed.

Transaction costs expected to be incurred at a subsequent date related
to the transfer or sale of a financial instrument, should not be considered
in the subsequent measurement of the financial instrument. Selling/
Transfer costs are only included in the income statement when a financial
instrument is de-recognized.
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6.3.2.1 Transaction Costs of an Equity Transaction

When the entity issues shares or buys back its own shares, it incurs
various costs such as registration fees, printing charges, professional fees
paid to lawyers, accountants, merchant bankers, etc. Only costs which
are directly attributable to the equity transaction and are incremental will
be deducted from equity (net of income tax benefits). Incremental costs
are those incurring of those costs that could not have been avoided when
the entity issues shares or buys back its own equity. Any costs which
relate to an equity transaction that is abandoned is treated as an expense.
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Subsequent Measurement,
Valuation and Impairment

7.1 SyNoOPSIS

This chapter begins by considering the subsequent measurement of
financial liabilities. There are only two categories of financial liabilities
(‘trading’ and ‘other’) and the rules are less complex than those for
financial assets. It then moves on to consider the four categories of
financial assets and how they should be measured. Other issues related
to the measurement of assets that are dealt with at the end of this
chapter are as follows:

0 When is it possible to conclude that fair value cannot be measured
reliably?

o What happens when a reliable fair value ceases to be available?

0 Restrictions on transfers of assets and the ‘tainting’ rules for held-
to-maturity assets

o How should financial assets be tested for impairment?

7.2 SUBSEQUENT MEASUREMENT—FINANCIAL
LIABILITIES

Under IAS 39, all derivatives that are liabilities are re-measured to fair
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value. Derivatives are liabilities when they have negative fair values, i.e.
when settlement would require the company to pay the fair value to the
other party. Trading liabilities are also measured at fair value. Trading
liabilities include short positions in securities (for example securities sold
where the underlying security has been borrowed and is not recognized).
The fact that a liability is incurred and used to fund trading activities
does not mean that the liability is classified as held-for-trading.

All other (non-trading) financial liabilities are carried at amortized
cost.
7.2.1 Accounting for the Fair Value Adjustment on
Financial Liabilities
For trading liabilities and other derivative liabilities that are re-measured

to fair value, the changes in fair value are included in the net profit or
loss for the period.

The above accounting is applied where the instrument is not part of a
hedge transaction. Specific rules on income recognition apply in situations
where hedge accounting is applied.

7.3 SUBSEQUENT MEASUREMENT—FINANCIAL
ASSETS

There are four categories of financial assets as defined in IAS 39. They
are:

1. Financial assets at fair value through profit or loss
2. Loans and receivables

3. Held-to-maturity

4. Available-for-sale

This classification is important because it determines the subsequent
measurement of the asset. The rules for measuring financial assets are
similar to the equivalent guidance under US GAAP.

Table 7.1 gives an overview.
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Table 7.1 Principles Underlying Subsequent Measurement of
Financial Assets

Financial assets | Measurement | Changes in Impairment test
the carrying (if objective
amount evidence)

Financial assets | Fair value Income No

at fair value statement

through profit

or loss

Loans and

receivables Amortized cost | Income Yes
statement

Held-to-maturity | Amortized cost | Income Yes
statement

Available for sale| Fair value Equity Yes

7.4 VALUATION ISSUES

7.4.1 The Amortized Cost Calculation

The carrying amount of a financial instrument is computed as:

0 the amount to be paid/repaid at maturity (usually the principal
amount or face value); plus

0 any unamortized original premium, net of transaction costs; or less
0 any unamortized original discount including transaction costs; less
O principal repayments

The amortization is calculated on a yield-to-maturity basis. This method
calculates the discount rate or rate of interest that is necessary to discount
the stream of principal and interest cash flows excluding any impact of
credit losses, to the initial net proceeds. That rate is then applied to the
carrying amount at each reporting date to determine interest income/
expense for the period. In this way, the contractual interest expense in
each period is adjusted to amortize any premium, discount or transaction
costs over the life of the financial instrument. It is important to note that
the effective interest rate method does not take into account any future
credit losses anticipated on that instrument.
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Case 7.1 Amortized Cost Using the Effective
Interest or Yield-to-Maturity Method

A bond with a face value of Rs 100,000 and bearing interest at 8% (payable
annually) is issued by an enterprise for Rs. 94,418. Transaction costs on
the issue (bond origination fee, legal fees, printing costs) are Rs. 2,000.
The maturity date is five years from date of issue.

The effective yield is the interest rate needed to discount all the cash
flows on the bond (principal and interest) to the present value of Rs.
92,418. In this case, the effective yield is 10% (using a DCF calculation
which is not shown here), and therefore the enterprise recognizes a finance
cost at 10% on the carrying amount in each period.

The journal entries are as follows:

1 January 2006 Debit Credit
Cash/Bank (net of transaction costs) 92,418
Unamortized Bond Discount (Balance Sheet) 7,582
To Debt Instrument Payable—Bond 100,000

To record the issuance of bond. The discount is shown as a direct
deduction from the nominal amount. The net Rs. 92,418 is shown on the
balance sheet (breakdown is shown in the notes)

31 December 2006

Interest expense (92,418 @ 10%) 9,242
Cash Bank (interest paid) 8,000
To Bond Discount amortized 1,242

To recognize the effective interest expense at 10% on the carrying
amount of the liability, (interest of 8% payable at face value of the
bond and the amortization of the bond discount). The bond is then
stated on the balance sheet at Rs.93,660

31 December 2007

Interest expense (93,660 @ 10%) 9,366
Cash Bank (interest paid) 8,000
To Bond Discount amortized 1,366

To recognize the interest expense at 10% on the carrying amount of the
liability
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At maturity, the discount will be reduced to zero, leaving the carrying
amount of the bond at Rs 100,000. The interest expense is not constant,
but increases in each period as the net carrying amount of the bond
increases. In practice, the finance cost would be calculated daily, monthly
or quarterly, giving a more precise allocation of interest expense depending
on materiality.

This can be compared to the straight-line method which would show a
constant amount of interest expense of Rs 9,516 in each period
(Rs 8,000 plus amortization of the initial discount over five years). The
straight-line method is not permitted under IAS 39.

Figure 7.1 depicts the different income statement expenses that would
result under the two methods.

10000
9600
[} | ]
9400 / ——EIR
/ —a—SLM

9200 3

9000
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Fig. 7.1 Effective Interest Rate versus Straight-line Method
7.4.2 Fair Value

Fair value is the amount for which an asset could be exchanged, or a
liability settled, between knowledgeable, willing parties in an arm’s
length transaction. Fair value does not take into consideration
transaction costs expected to be incurred on transfer or disposal of a
financial instrument.

Underlying the concept of fair value is the presumption that the
entity is a going concern and does not have an intention or a need to
liquidate instruments, or undertake a transaction on adverse terms.
Therefore, fair value is normally not an amount that an entity would
receive or pay in a forced transaction, involuntary liquidation or distress
sale.
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The fair value of a financial instrument should be reliably measurable.
In looking, for a reliable measure of fair value, IAS 39 provides a hierarchy
to be used in determining an instrument’s fair value.

Active Market —
Quoted price

No Active Market—
Valuation techniques

No Active Market—
Equity investments less
impairment loss

Fig. 7.2 Fair Value Hierarchy
7.4.2.1 Active Market—Quoted Market Price

The existence of published price quotations in an active market is the best
evidence of fair value and they must be used to measure the financial
instrument. The phrase “quoted in an active market” means that quoted
prices are readily and regularly available from an exchange, dealer, broker,
industry group, pricing service or regulatory agency, and that those prices
represent actual and regularly occurring market transactions on an arm’s
length basis. The price can be taken from the most advantageous market
readily available to the entity even if that was not the market in which
the transaction actually occurred. The quoted market price cannot be
adjusted for blockage or liquidity factors.

The standard uses the terms ‘bid price” and ‘ask price’ (sometimes
referred to as ‘current offer price’) in the context of quoted market prices.
The term ‘bid-ask spread’ includes only transaction costs. Any other
adjustments to arrive at fair value (e.g. credit risk) are not included in
‘bid-ask spread’.

7.4.2.2  No Active Market—Valuation Techniques

If the market for a financial instrument is not active, fair value is
established by using a valuation technique. Valuation techniques that are
well established in financial markets include recent market transactions,
reference to a transaction that is substantially the same, discounted cash
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flows and option pricing models. An acceptable valuation technique
incorporates all factors that market participants would consider in setting
a price and should be consistent with accepted economic methodologies
for pricing financial instruments. Normally, the amount paid or received
for a financial instrument is the best estimate of fair value at inception.
However, where all data inputs to a valuation model are obtained from
observable market transactions, the resulting calculation of fair value can
be used for initial recognition.

7.4.2.3  No Active Market—Equity Instruments

Normally it is possible to estimate the fair value of an equity instrument
that an entity has acquired from an outside party. However, if the range
of reasonable fair value estimates is significant and no reliable estimate
can be made, an entity is permitted to measure the equity instrument at
cost less impairment as a last resort. This is the only exception noted by
IAS 39. A similar dispensation applies to derivative financial instruments
that can only be settled by physical delivery of such unquoted equity
instruments.

It will be clear from the above that, in some circumstances it might be
possible to recognize a gain on initial recognition of a financial instrument.
However, the circumstances in which this will be permitted are very
tightly controlled.

7.5 RE-CLASSIFICATION OF FINANCIAL ASSETS

7.5.1 Transfers between Categories

An entity may wish or need to transfer a financial asset from one category
to another. However, for certain categories transfers should be very rare
or may not be allowed at all without tainting implications. Such limitations
are imposed due to the concept in IAS 39 that asset classification should
generally be clear as of the moment the asset is acquired or originated.
Table 7.2 lists all possible transfers between categories including an
indication of whether such a transfer is permitted.
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Table 7.2 Rules for Transfers between Financial Assets Categories

Transfer to
Transfe Trading Loans and | Held-to- Available-
from receivables| maturity for-sale
Trading Not Not Not Not
applicable | permitted | permitted |permitted
Loans and If pattern | Not Not Not
receivables of short- applicable | applicable |applicable
term profit
making
Held-to- Resultsin | Not Not Results
maturity tainting applicable | applicable |in tainting
Available-for- If pattern | Not In case of | Not
sale of short- applicable | changein |applicable
term profit intent and
making if all criteria
met
7.5.1.1 From Trading

IAS 39 is clear in regard to transfers from the trading portfolio—such
transfers are not allowed. The rationale is that the designation of a financial
asset as held-for-trading is based on the objective for initially acquiring
it (which is for trading purposes).

7.5.1.2  From Loans and Receivables

Loans and receivables should be classified as trading at the origination
date if the intent is to sell such loans immediately, or in the short-term, or
if they are a part of a portfolio of loans for which there is an actual
pattern of profit-making. A transfer from loans and receivables portfolio
to the trading portfolio at a later stage may happen only if there is evidence
of a recent pattern of a short-term profit-taking that justifies such a re-
classification. An example is when a responsibility for a portfolio of loans
is transferred from the banking division to the trading division and when
the objective for holding the loans has clearly changed, and not just because
the entity has decided to sell the loans in the near future. Upon transfer
to the trading portfolio, the assets are re-measured to fair value with
differences between (amortized) cost and fair value recognized in the
income statement.
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Re-classifications and sales of loans and receivables are possible without
any of the tainting issues. However, such transfers should not be common.

7.5.1.3  From Held-to-Maturity

Transfers from the held-to-maturity category should be rare. If the category
is tainted, all the assets in this category are re-measured at fair value and
re-classified either to the available-for-sale or trading portfolios. Differences
between the amortized cost and fair value at the date of transfer are
included either in equity or in the income statement depending upon the
new classification of the assets.

Entities should not re-classify to trading a tainted portfolio of held-to-
maturity investments if after the tainting period (i.e. two full financial
years) the entity plans to reinstate the portfolio in held-to-maturity, as
this objective would not be consistent with the intent of a trading portfolio.
Instead the entity should re-classify the tainted portfolio to available-for-
sale for the duration of the tainting period.

7.5.1.4  From Awvailable-for-Sale

Instruments may be transferred from available-for-sale to trading. This
may only be done if there is recent evidence of a pattern of short-term
profit-taking that justifies such a re-classification. If such a transfer occurs,
any cumulative gain or loss included as a fair value component of equity
should remain there until de-recognition of the re-classified asset. The
fair value at the transfer date represents the new basis for recognizing
changes in fair value for the trading asset. Upon de-recognition of the
asset, the cumulative gain or loss included as a component of equity at
the date of the re-classification is removed and recognized in the income
statement.

A decision to sell a financial asset that is not classified as held-for-
trading in the near future does not make that asset a financial asset held-
for-trading.

Transfers from available-for-sale to held-to-maturity can occur if there
has been a change in the intent and ability of the entity. For instance,
such a transfer could occur if the tainting prohibition period on a held-to-
maturity asset has passed and the entity decides to re-classify assets back
to that category. In case of a transfer from available-for-sale to held-to-
maturity, the fair value at the date of transfer becomes the new amortized
cost basis for the held-to-maturity assets.
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7.6 TAINTING RULES

A positive intent to hold assets to maturity is a much higher hurdle than
simply having no present intention to sell. 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 and all its held-to-maturity investments are
re-classified 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. These are called tainting
rules.

Case 7.2 Tainting of Held-to-Maturity Assets

N Co sells 1,000,000 of bonds from its held-to-maturity portfolio on 26
April 2006. The fair value of the bonds has appreciated significantly over
the carrying value and management decides that N Co should realize the
gains through a sale. In these circumstances, the action of selling
investments from the held-to-maturity portfolio taints the entire portfolio
and all remaining investments in that category must be re-classified. N
Co will be prohibited from classifying any assets as held-to-maturity for
two full financial years.

7.6.1 Exceptions from Tainting

7.6.1.1 Sdle of Insignificant Amount of Held-to-Maturity Investments

Firstly, the tainting rules do not apply if only an insignificant amount of
held-to-maturity investments are sold or re-classified. The standard does
not define what an insignificant amount means. Therefore, a judgment
will be required in each particular situation. Any sale or re-classification
should be a one-off event. If an entity periodically sells or transfers
insignificant portions this may cast a doubt on the entity’s intent and
ability with regard to its held-to-maturity portfolio. In cases where the
sales are not isolated, the amount sold or re-classified should be assessed
on a cumulative basis in assessing whether the sales are insignificant.
Sales or re-classifications do not result in tainting if they occur:



The McGraw-Hill companies

Subsequent Measurement, Valuation and Impairment 7.11

0 very close to maturity or call exercise date
o after substantially all of the original principal is already collected

0 due to an isolated non-recurring event beyond the entity’s control
7.6.1.2  Deterioration in Creditworthiness

Although IAS 39 does not provide a definition of a significant deterioration
of an issuer’s creditworthiness, an example of this is a significant
downgrade by a credit rating agency. Given the scarceness of external
credit ratings for debt for borrowers outside the United States, downgrades
as reflected in an entity’s proprietary internal credit rating system may
support the demonstration of significant deterioration. However, the initial
quality of the asset must have been such that the deterioration could not
have been reasonably foreseen. A credit downgrade of a notch within a
class or from one rating class to an immediately lower rating class could
often be considered as being reasonably anticipated. Therefore, a sale
triggered by such a downgrading would result in tainting.

7.6.1.3  Changes in Tax Laws

A significant change in tax laws, such as the elimination or the significant
reduction of the tax-exempt status of an investment that affects the
investment specifically, may not cast doubt on the intention or ability of
the entity with respect to the held-to-maturity category.

If, for example, an entity has a captive finance company in a tax haven
and due to changes in tax laws that affect the whole group, it intends to
relocate its treasury activities and in that process liquidate part of the
held-to-maturity portfolio in order to restore the interest rate risk position,
the classification as held-to-maturity would not be violated since the entity
could not have foreseen the change in tax laws.

The exemption regarding changes in tax laws is not always applicable.
For example, an entity may have a history of entering into schemes for
tax-related purposes and then, subsequently reversing or terminating the
transaction due to changes in tax laws. In this case, it would not be
acceptable to use the change in tax laws as an exemption from tainting.

A change in the applicable marginal tax rate for interest income is not
sufficient justification for sale of held-to-maturity investments, since this
change impacts all debt instruments held by the entity.
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7.6.1.4  Major Business Combination or Disposition

Although a major business combination or the sale of a significant segment
of the entity is a controllable event, it may have a consequence on the
entity’s interest rate risk and credit risk positions. In such situations, sales
that are necessary to maintain the entity’s existing risk positions and
those that support proper risk management do not taint the held-to-
maturity portfolio.

Although sales subsequent to business combinations and segment
disposals may not taint the held-to-maturity portfolio, sales of held-to-
maturity investments prior to a business combination or disposal, or in
response to an unsolicited tender offer, will cast doubt on the entity’s
intent to hold its remaining investments until maturity.

Case 7.3 Held-to-Maturity Portfolio Acquired

in a Business Combination

Bank Buy has acquired Bank Sell. The new management wants to transfer
some held-to-maturity securities of Bank Sell to available-for-sale securities
because the management believes that the time to maturity of certain
securities is too long and the held-to-maturity portfolio after the business
combination is unreasonably large.

At the date of the acquisition, Bank Buy will have to classify the
securities acquired as a result of the business combination, applying
corresponding rules in IAS 39 without regard to how these securities
were classified by Bank Sell before the acquisition. Thus, if Bank Sell
classified certain securities as held-to-maturity but Bank Buy does not
have the ability and intent to hold these securities until maturity, Bank
Buy should not continue to treat these securities as held-to-maturity. The
tainting rules would not be relevant in this case at the group level because
there is no transfer on the group balance sheet. At the level of Bank Sell
(which would be relevant if Bank Sell continues to prepare separate
financial statements under IFRS) the transfers from the held-to-maturity
portfolio would not be considered tainting if the transfers were necessitated
by the business combination as a result of which the held-to-maturity
portfolio of Bank Sell had to be brought in line with the policies of Bank
Buy.
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However, a business combination cannot be regarded as a possibility
for transferring securities from the held-to-maturity portfolio that Bank
Buy had before the acquisition. For example, if as a result of the acquisition
the business strategy of the group changed and Bank Buy transferred
some of its existing securities out of the held-to-maturity portfolio, such
transfers would trigger tainting of the whole portfolio. A change in
business strategy is not a valid reason for transferring securities out of
the held-to-maturity portfolio. It would call into question the intent to
hold the rest of the securities until maturity and would result in tainting.

7.6.1.5 Changes in Statutory or Regulatory Requirements

Examples of changes in statutory or regulatory requirements that do not
have tainting implications for the held-to-maturity portfolio are:

O changes either in the statutes or in regulations affecting the entity
that modify what constitutes a permissible investment or the
maximum level of certain types of investments. As a result the entity
would need to sell (part of) these investments

O significant increases in capital requirements or in the risk weightings
as a result of which the size of the held-to-maturity portfolio has to
be decreased

The exceptions are intended to shield entities operating in regulated
industries from potential tainting situations resulting from actions taken
by the industry’s regulator. These are actions applicable to the industry
as a whole and not to a specific entity. However, sales could occur in
response to an entity-specific increase in capital requirements set by the
industry’s regulator. In that case, it will be difficult to demonstrate that
the regulator’s action could not have been reasonably anticipated by the
entity, unless the increase in entity-specific capital requirements represents
a significant change in the regulator’s policy for setting these requirements.

7.7 IMPAIRMENT OF FINANCIAL ASSETS

At each balance sheet date an entity should assess whether there is
objective evidence that a financial asset or group of assets may be impaired.
A financial asset is impaired if its carrying amount exceeds its estimated
recoverable amount. The recoverable amount must be estimated if there
is evidence that suggests that an asset is impaired. The excess of the
carrying amount over the estimated recoverable amount is an impairment
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loss, and is included in the income statement. Expected losses as a result
of future events, no matter how likely they may be, are not recognized.
Debt and equity securities can both be impaired.

7.7.1 Categories of Financial Assets that can be
Impaired

All financial assets are subject to IAS 39’s impairment testing rules unless
they are specifically excluded from its scope, or are carried at fair value
with changes recognized in the income statement. There is no need for an
entity to assess trading assets for impairment, as they are measured at
fair value at each balance sheet date with changes in fair value recognized
in the income statement. All remaining categories of financial assets—
loans and receivables, held-to-maturity and available-for-sale assets with
fair value changes recorded in equity—are subject to assessment for
impairment.

7.7.2 Impairment Triggers

Impairment testing is required when indicators of impairment are present.
Certain factors are identified in IFRS as indicators of impairment; this is
not an exhaustive list. These factors are included in Figure 7.3.

Significant financial
difficulty of the issuer

Collection pattern indicating
that the entire face value of
portfolio of financial asset
will not be collectable

Default/Delinquency
in interest/principal

payments
Granting of concession to
borrower which would High probability of
otherwnse nlokt) bg offered Disappearance of issuer’s bankruptcy
in normal business Sriactualmatiet

Fig. 7.3 Factors Indicating Impairment

IFRS includes a few specific impairment indicators for equity securities
that are included in available-for-sale with fair value changes through
equity. However, holders of an equity instrument have only a residual
interest in the entity’s assets and rank after all of the creditors. Thus,
conceptually, an equity security is likely to impair before a loan or debt
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security. An exception would be equity securities that were purchased
when the investee was in similar or worse financial difficulties.

Some additional potential indicators of impairment specific to equity
securities are:

(i) a prolonged period where fair value remains substantially below
cost

(ii) decline in fair value disproportionate to other entities in the same
industry

(iii) significant unexpected deterioration in the investee’s earnings, cash
flows or net assets since the date of acquisition

(iv) a reduction or cessation of dividend payments

(v) a significant reduction in the issuer’s credit rating since the date of
acquisition of the equity security

7.7.3 Measurement of Impairment

The measurement of impairment and the recording of the impairment
charge in the income statement will depend on the classification and
accounting for the financial asset.

7.7.3.1 Assets at Amortized Cost

Loans and held-to-maturity investments are carried at amortized cost.
The asset’s carrying value is compared to the estimated recoverable
amount in order to measure any impairment and the difference, which is
the impairment charge, is recorded in the income statement.

The estimated recoverable amount of a loan is the net present value of
the future cash flows expected from the asset, discounted using its original
effective interest rate. The discount rate for measuring the recoverable
amount of variable rate loans is the current effective interest rate
determined under the contract.

Use of the original effective interest rate ensures that interest rate based
fair value elements are not introduced into the measurement of assets
that are carried at amortized cost. Impairment of fixed-rate financial assets
should not be measured based on an observable market price even if
such a price is available, as this also moves the valuation to a fair value
basis.
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The amount and timing of expected cash flows arising from the
realization of any collateral must be taken into account when determining
an impaired asset’s net present value.

This methodology for assessing impairment must also be applied to
traditional accounts receivable and debt securities held-to-maturity.

Impairment can be measured on an individual asset basis or on a
portfolio basis.

INDIVIDUAL ASSET BASIS OF MEASURING IMPAIRMENT  In determining
the allowance for impairment of loans and held-to-maturity investments,
entities should analyse their portfolios into the following principal
categories.

(i) Individually significant assets—These should be deemed to include
at least those assets which, if they were individually fully impaired,
would have a material impact on an expected average level of
operating profit for the entity. These individually significant assets
must be tested for impairment if evidence for impairment exists.
Those individually significant assets for which no impairment is
identified should be included in category (iii).

(ii) Other individual loans for which specific evidence of impairment
exists but that are not individually significant.

(iii) All loans for which no specific evidence of impairment exists—
These loans should be sub-categorized into a portfolio of assets
with similar credit risk characteristics. When grouping loans into
portfolios, loans should also be separated into variable rate loans
and fixed rate loans, grouped according to maturity. Fixed rate loans
with different maturities would have different original effective
interest rates.

PORTFOLIO BAsis OF MEASURING IMPAIRMENT Measurement of
impairment on a portfolio basis is applied when there is indication of
impairment in a group of similar assets and impairment cannot be
identified with an individual asset within the group. An asset that is
deemed impaired cannot subsequently be included in any group of assets
that is tested for impairment on a portfolio basis.

The portfolio of loans should be grouped in pools, based on similar
credit risk characteristics. A pool of loans may be identified by virtue of
belonging to a particular industry or geographical area that is considered
to have a different chance of being impaired than other categories of
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loans. An individually significant loan that is not impaired should be
included in the assessment of impairment on a group basis, but should
not be included in a pool with loans that are not individually significant.
Hence, separate pool(s) should be created and tested for individually
significant loans that are not impaired. Other pools of loans should
therefore, consist of loans that are not individually significant and have
not been identified as individually impaired. Management should
determine the historical loss experience for a particular pool of loans.
This should take into account only losses that have historically occurred
on individually insignificant loans where no indicators of individual loan
impairment were present.

The historical loss experience should be adjusted to reflect the effects
of current conditions where they are different from historical conditions.
These are changes in the business climate in a particular industry in
which the creditor has loans outstanding. The historical loss experience
may need to be adjusted to remove the effects of conditions in the historical
period that do not exist currently. Impairment losses should be based on
events that have already taken place or are expected to take place as a
result of economic conditions that exist at the balance sheet date. Losses
should be provided for delays anticipated on principal and interest
payments that are not compensated by additional payments. This would
not be the case for fixed-rate loans or for floating-rate loans where the
credit spread has been fixed.

There is an express prohibition on general provisions against unspecific
risks.

RECOGNITION OF INTEREST INCOME ON IMPAIRED ASSETS Once a
financial asset has been written down to its estimated recoverable amount,
the interest income is recognised based on the rate of interest that was
used to discount the future cash flows for the purpose of measuring the
recoverable amount.

Impairment of accrued interest receivable is recorded as bad debt
expense, consistent with impairment losses on loans and receivables.
Reversal of the interest income previously recognised is not appropriate.

7.7.3.2 Assets at Fair Value

The recoverable amount of a debt instrument carried at fair value is the
present value of expected future cash flows, discounted at current market
rates of interest for a similar asset. When establishing the discount rate, it
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is important not to double count the impact of expected default. Thus,
the expected future cash flows should include any expected defaults and
the discount rate should be a rate for an otherwise comparable instrument.

The requirement to look at expected cash flows may mean that the
value determined when assessing impairment is different from the
instrument’s current market value. The ‘impairment value’ may therefore
be in excess of the current market price. However, where an entity is
expecting to sell the financial assets the market price may be the best
indicator of future cash flows.

The best evidence of an equity instrument’s expected future cash flows
is the current market price. The difficulty in determining impairment is
in assessing when assets are impaired compared with when they are
subject to ordinary fluctuations in fair value.

Judgement must be exercised when making such an assessment. Crucial
to the evaluation of impairment is the length of time for which the fair
value has been below the acquisition price, the trend of fair value changes
and a comparison of the investee to other entities in the same industry or
country. Determining that a financial asset has been impaired requires
management to recognize the cumulative net loss that has been deferred
in equity, in the income statement.

7.7.3.3  Assets not at Fair Value

Any assets that are not carried at fair value because it cannot be
determined should be reviewed at the balance sheet date for impairment,
if impairment indicators are present. Impairment is measured as the
difference between the carrying amount and the present value of expected
future cash flows discounted at the current market rate of interest for a
similar financial asset. The impairment should be recorded in the income
statement.

7.7.4 Subsequent Recovery of Impairment
7.7.4.1 Assets at Amortized Cost

Impairments recorded on assets carried at amortized cost may be reversed
in subsequent periods if specific criteria are met. An impairment charge
can be reversed if both the conditions are met:

(i) the impairment decreases (that is, the present value of the expected
future cash flows increases)
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(ii) the decrease can be objectively related to an observable event that
occurred after the impairment was recorded

The reversal of the impairment cannot result in the financial asset
being carried at a value in excess of what the amortized cost would have
been at the date the impairment was reversed. The reversal is recorded in
the income statement.

7.7.4.2 Assets at Fair Value

Impairments on assets carried at fair value are treated in a similar way.
The impairment is reversed if the fair value or recoverable amount
increases and the increase can be related to an observable event. The
reversal of impairment, up to the value originally recognized, is recorded
in the income statement.

7.7.4.3  Assets not at Fair Value

The impairment charge for assets that are not carried at fair value because
it cannot be reliably measured can also be reversed. Reversal of the
impairment is only allowed where there is a specific observable event
after the impairment is recorded. Any impairment is reversed up to the
amount originally recorded and recognized in the income statement.
However, the ability to substantiate reversal of impairment may indicate
that it is now possible to reliably measure the asset at fair value. The
asset should then be carried at fair value with treatment of gains and
losses (after reversal of the impairment) in accordance with the entity’s
one-time choice on treatment of gains and losses.
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De-recognition

8.1 DE-RECOGNITION IN CONTEXT

Many corporates as well as banks operate or take part in schemes that
provide financing by selling portfolios of trade receivables, loans, etc.
Often, one of the objectives of such schemes is to provide finance that is
‘off-balance sheet’, i.e. the assets sold are removed from the balance sheet
and the funding provided is not recognized on the balance sheet. Examples
include debt factoring and securitization schemes.

IAS 39 includes detailed requirements in this area, including principles
for:

O complete de-recognition of financial assets
O partial de-recognition (e.g. servicing rights retained)

O de-recognition combined with recognition of a new liability (e.g.
credit risk guaranteed)

The standard also covers de-recognition of financial liabilities, including
the treatment of restructured loans.

8.2 DE-RECOGNITION OF A FINANCIAL ASSET

8.2.1 Complete De-recognition of an Asset

Transfers of financial assets take many forms. A transferor may sell
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financial assets receiving in exchange, cash or other assets with no
continuing involvement with the assets sold. The accounting for such
transfers as sales with corresponding de-recognition of the assets is
well established and is unchanged under IAS 39.

Case 8.1 Complete De-recognition

Saturn Co. sells a portfolio of receivables with a carrying amount of
Rs 100,000 to Pluto Co. for a fixed amount of Rs 90,000 with no recourse
to Saturn Co. in the case of bad debts. Pluto Co. assumes the full risk of
collection, which is reflected in the price paid. Debtors are notified of the
transfer and directed to send payments to Pluto Co. Saturn Co. has lost
control of the asset and Pluto Co. has assumed full risk without recourse
to Saturn Co. if any of the debtors defaults. The transaction is treated as
an outright sale and the asset is derecognized.

Journal entries in Saturn’s books:

Debit Credit
Cash/Bank a/c 90,000
Loss on sale 10,000
To Receivables a/c 100,000
To record the sale of receivables

8.2.2 No De-recognition of an Asset

At the other extreme is a transaction where the buyer has an unconditional
option to return the assets at the original price, usually with interest. It
might choose to do so, for example, if a receivable becomes doubtful.
Again, the accounting is straightforward.

The transaction is treated as a financing, with both asset and liability
on-balance sheet, because control of the assets is not transferred.

Case 8.2 No De-recognition

Saturn Co. sells certain receivables, due in six months with a carrying
amount of Rs 100,000 to Pluto Co. for a cash payment of Rs 95,000 with
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full right of recourse. Under the terms of the recourse provision, the
transferor is obliged to re-acquire certain receivables at the original price
plus interest, if Pluto Co. chooses to return them. Pluto Co. has an
unconditional put option on the assets transferred. The seller is obliged
to re-purchase the receivables transferred on terms that effectively provide
the buyer with a lender’s return. Consequently, the seller has not lost
control of the receivables and is still exposed to the risk of default. The
receivables are not removed from Saturn Co’s balance sheet and the
transaction should be treated as a collateralized borrowing.

In Saturn Co’s books, the Rs 95,000 received is recognized as a liability.
It is measured at amortized cost, with interest expense of Rs 5,000 being
recognized over its six-month maturity. The receivables continue to be
recognized at the lower of cost and net realizable value in the usual way.
Cash received (either by the buyer or the seller, depending on the
agreement) reduces the receivables balance and is used to repay the
liability. If receivables are ‘returned’ to the seller, the cash paid is also a
partial repayment of the liability. The carrying amount of the receivable
returned may be impaired.

8.2.3 Partial De-recognition

Between the two extremes are transactions where the seller retains certain
interests in the assets transferred. For example, a transferor may pledge
financial assets as collateral or may retain servicing rights, or retain some
or all of the credit risk in the assets transferred. In recent years such
transfers have grown in volume, variety and complexity, frequently raising
the issues of whether the assets should be considered to have been sold
or as collateral for borrowings, and whether or not the transfer should be
recognized.

Practices in accounting for transfers of financial assets have been
inconsistent, causing confusion amongst both preparers and users of
financial statements. IAS 39 seeks to eliminate these inconsistencies and
to reduce the confusion by establishing principles to distinguish sales
from secured borrowings.

8.3 THEe PrincipLEs IN IAS 39

The rules on de-recognition focus on whether control of the contractual
rights that comprise an asset has been transferred from the seller to the
buyer. Control, as defined by IAS 27: Consolidated and Separate Financial
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Statements, is the power to govern the financial and operating policies of
an entity so as to obtain benefits from its activities.

IAS 39 takes a ‘substance over form” approach in determining whether
the assumption is negated, by requiring the positions of both the seller
and the buyer to be considered. To illustrate the principle of transfer of
control the standard provides a flow chart to evaluate whether and to
what extent a financial asset is de-recognized.

Stage 1 Consolidate all subsidiaries (including any SPE)

Determine whether the derecognition principles should be
applied to a part or all of an asset (or group of similar assets)

Have the rights to the cash Yes

Stage 3 flows from the asset expired? SRR

Stage 4 Has the entity transferred its
rights to receive the cash
flows from the asset?

No

Yes Has the entity assumed an No
obligation to pay the cash flows
from the asset?

Continue to recognize
the asset

Has the entity transferred Yes
Stage 5 substantially all the risks De-recognize the asset
and rewards?

¢No

Has the entity retained Yes
substantially all the risks
and rewards

%No

Continue to recognize
the asset

Has the entity retained No De-recognize the asset
control of the asset?

¢ Yes

Continue to recognize the asset to the
extent of the continuting involvement

A detailed explanation of each stage of the flow chart is as follows.
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STAGE 1: Consolidate all subsidiaries (including any SPE)

Many de-recognition structures use entities (e.g. trusts , partnerships,
etc.) that have been specifically set up for the acquisition of the transferred
assets. The transfer of assets to such an entity might qualify as a legal
sale. However, if the relationship between the transferor and the transferee
suggests that the transferor controls the transferee, then the transferor
needs to consolidate the transferee. The de-recognition principles therefore
have to be applied on a consolidated level. An entity first consolidates all
subsidiaries and special purpose entities in accordance with IAS 27 and
SIC-12 and then applies the de-recognition principles to the resulting

group.
STAGE 2: Identify the assets (or part of assets) which should be tested
for de-recognition

The tests may be applied to any of the following:

O an entire asset (e.g. an unconditional sale of a financial asset)

O a fully proportionate share of the cash flows from an asset (e.g. a
sale of 25% of all principal and interest cash flows)

O specifically identified cash flows from an asset (e.g. a sale of an
interest-only strip)

O a fully proportionate share of specifically identified cash flows from
an asset (e.g. a sale of a 25% interest-only strip)

STAGE 3: Rights to the cash flows from the asset expired

If the contractual rights to the cash flows from a financial asset (or part of
the asset) have expired or are forfeited the financial asset should be de-
recognized. This is the case when a debtor discharges its obligation by
paying the holder of the financial asset or when the debtor’s obligations
to the holder have ceased (e.g. when the rights under an option expire)

STAGE 4: Have the assets been transferred?

A transaction qualifies as a transfer if the entity transfers the contractual
rights to receive the cash flows to a third party or when it retains the
contractual rights but assumes a contractual obligation to pass on these
cash flows to another.

Test 1: Has the entity transferred its rights to receive the cash flows from the
asset?

Some transactions clearly involve the transfer of rights to another party.
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For example, an entity that has sold a financial asset (e.g. a legal sale of a
bond) has transferred its rights to receive the cash flows from the asset.
The transfer then has to be assessed in Stage 5 to determine whether it
meets the de-recognition criteria.

Test 2: Has the entity assumed an obligation to pay the cash flows from the
asset?

An entity that retains its contractual rights to receive cash flows from a
financial asset may still assume a contractual obligation to pass on the
cash flows to one or more entities (pass through arrangements).

This situation may arise if the transferor is a special purpose entity or
a trust, and issues beneficial interests in the underlying financial assets
that it owns to investors whilst continuing to service those financial assets
(i.e. custody of the underlying asset remains with the transferor).

Additional requirements have to be fulfilled in order to conclude that a
pass through arrangement meets the criteria for a transfer.

If the following conditions are met the entity has to perform the de-
recognition tests in Stage 5 in order to determine whether it meets the de-
recognition criteria:

O The entity has no obligation to pay cash flows to the transferee
unless it collects equivalent cash flows from the transferred asset

O The entity is prohibited from selling or pledging the original asset
other than as security to the eventual recipients for the obligation to
pass through cash flows

O The entity is obliged to remit any cash flows without material delay
and subject to certain investment restrictions

If the conditions are not met, the financial assets remain on the balance
sheet.

STAGE 5: Perform de-recognition tests

If the entity transfers substantially all the risks and rewards of ownership
of the asset (e.g. an unconditional sale of a financial asset), the entity de-
recognizes the asset.

Test 1: Has the entity transferred substantially all risks and rewards?

The transfer of risks and rewards is evaluated on the entity’s exposure
before and after the transfer to the variability in amount and timing of
the cash flows that are likely to occur in practice. In most cases, it will be
clear whether the entity has transferred substantially all the risks and
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rewards without the need for calculation. If substantially all the risks and
rewards have been transferred, the asset is de-recognized. If the entity
has not transferred substantially all risks and rewards Test 2 has to be
carried out.

Test 2: Has the entity retained substantially all risks and rewards?

If the entity retains substantially all the risks and rewards of ownership
of the asset, the entity continues to recognize the asset. If the transferor’s
exposure has not changed substantially as a result of the transfer, it has
retained substantially all risks and rewards of ownership and should not
de-recognize the asset. For example, this would be the case in a sale
and re-purchase transaction where the re-purchase price is set at the
sale price plus a lender’s return, or where a sale of financial asset is
accompanied by a total return swap that transfers the full exposure
back to the transferor. If the entity has not retained substantially all
the risks and rewards test 3 has to be carried out.

Test 3: Has the entity retained control of the asset?

Control is based on the transferee’s practical ability to sell the asset.
The transferee has this ability if it can sell the asset in its entirety
unilaterally to an unrelated third party without needing to impose
further restrictions on the transfer. The key issue is what the transferee
is able to do in practice and not what contractual rights it has. A
transferee has the practical ability to sell the asset if it is traded in an
active market because it could purchase the asset in the market if it
needs to return the asset to the transferor. If the asset subject to a call
option can be readily obtained by the transferee in the market the
transferor has lost control although he has retained some of the risks
and rewards in relation to the asset. On the other hand the contractual
right to dispose of an asset is of little practical use if there is no market
for the asset. If the entity has lost control the asset is de-recognized. If the
entity has retained control, it continues to recognize the asset to the extent
of its continuing involvement.

8.4 CONSEQUENCES OF DE-RECOGNITION

8.4.1 De-recognition of a Financial Asset—
Gain Recognition

On de-recognition of a financial asset in its entirety the difference between
the carrying amount and the consideration received (including any
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cumulative gain or loss that had been recognized directly in equity) is
included in the income statement. If only a part of a financial asset is de-
recognized then the previous carrying amount of the financial asset is
allocated between the part that continues to be recognized and the part
that is de-recognized based on relative fair values at the date of transfer.
The difference between the carrying amount allocated to the part that is
de-recognized (including any cumulative gain or loss relating to the part
de-recognized that had previously been recognized in equity) and the
consideration received is included in the income statement as gain or loss
on de-recognition.

8.4.2 Failed De-recognition of a Financial Asset—
Substantially all Risks and Rewards of
Ownership Retained

A transaction is accounted for as a collateralized borrowing if the transfer
does not satisfy the conditions for de-recognition.

The entity recognizes a financial liability for the consideration received
for the transferred asset. If the transferee has the right to sell or re-pledge
the collateral, the asset is presented separately in the balance sheet (e.g.
as loaned asset, pledge securities, or re-purchase receivable).

8.4.3 Failed De-recognition—Not Substantially all
Risks and Rewards of Ownership Retained
(Continuing Involvement)

If the asset is not de-recognized because the entity has neither transferred
nor retained substantially all the risks and rewards of ownership and
control has not passed to the transferee, the entity continues to recognize
the asset to the extent of its continuing exposure to the asset.

Consequently, to that extent a liability must also be recognized. IAS 39
contains detailed guidance on how to account for a range of different
scenarios. Essentially, the principle is that the combined presentation of
the asset and liability should result in the recognition of the entity’s net
exposure to the asset on the balance sheet either at fair value if the asset
was previously held at fair value, or at amortized cost if the asset was
accounted for on that basis.
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The treatment of the changes in the liability should be consistent with
the treatment of changes in the asset. Consequently, when the asset subject
to the transfer is classified as available-for-sale, gains and losses on both
the asset and the liability will be taken to equity.

8.5 SECURITIZATION

Securitization is the process of transforming financial assets into securities.
An originator of a typical securitization transfers a portfolio of financial
assets to a special purpose entity (SPE). Common examples are residential
mortgages, vehicle leases and trade receivables. The SPE can often obtain
a higher credit rating than would be available for a debt issued by the
originator and consequently, it can obtain lower interest rates from the
debt holders.

In a common transaction, receivables are transferred from a company
within a corporate group (the seller) to a special purpose entity for cash.
The SPE carries only receivables transferred from that specific entity. The
SPE is funded by the issue of commercial paper to external investors and
by the issue of subordinated units intended to cover the entire credit risk
specific to the receivables. The seller or another member of the seller’s
group purchases subordinated units in the SPE. Alternatively, the seller
can retain credit risk through a guarantee to the SPE. A sponsoring bank
often provides additional credit and liquidity enhancement in the form of
guarantees. The seller cannot be required to re-purchase receivables that
are transferred; the seller’s credit risk exposure arises only from its
investment in subordinated units or its guarantees. The seller may retain
the residual interest in the SPE although the value of this interest may be
close to zero.

The appropriate treatment for such schemes depends on the answer to
two questions:

O do the receivables qualify for de-recognition under the requirements
of IAS 39?

O should the SPE be consolidated under IAS 27: Consolidated and
Separate Financial Statements and SIC-12: Consolidation — Special Purpose
Entities?

As discussed above, it is relatively straightforward to remove an asset
from the balance sheet under IAS 39, as long as the value of the retained
credit risk is recognized separately. However, SIC-12 fundamentally
follows a risks and rewards basis.
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Therefore, retaining all the credit risk in the only asset held by an SPE
is likely to lead to the conclusion that the SPE should be consolidated.

The conclusion is that many securitization schemes will result in the
assets being removed from the balance sheet of the seller but that the SPE
must be consolidated in the group financial statements.

8.6 DE-RECOGNITION OF FINANCIAL LIABILITIES

A financial liability is removed from the balance sheet only when it is
extinguished, i.e. when the obligation is discharged, cancelled or expired.
That condition is met when the liability is settled by paying the lender or
when the borrower is released from primary responsibility for the liability
either by process of law or by an agreement with the lender.

On de-recognition, the difference between the amount paid and the
carrying amount of the liability is included in the income statement.

8.6.1 In-substance Defeasance

To achieve in-substance defeasance an enterprise places cash or other
risk-free monetary assets into a structure, typically a trust. The cash inflows
arising from the asset are used to make repayments of a specified liability.
The possibility that the enterprise will be required to make further
payments is usually remote.

De-recognition is not permitted under IAS 39 for an in-substance
defeasance because the enterprise has not been legally released from its
primary responsibility for the debt. Therefore, both the liability and the
asset remain on the balance sheet of the enterprise.

8.6.2 Settlement and Restructuring of Debt

Companies may negotiate with their bankers or bond holders to cancel
existing debt and replace it with new debt on different terms. For example,
a company may decide to cancel its exposure to high interest, fixed rate
debt, pay a fee or penalty on cancellation, and replace it with variable
rate debt. IAS 39 provides guidance to distinguish between:

O the settlement of debt that is replaced by new debt from the same
lenders

O the restructuring of existing debt
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The distinction is based on whether or not the new debt has
substantially different terms from the old debt. Terms are considered to
be substantially different if the present value of the net cash flows
including any fees paid net of any fees received under the new terms is at
least 10% different from the present value of the remaining cash flows
under the original debt. This distinction is important for gain or loss
recognition. A gain or loss on settlement of a financial liability is
recognized in the income statement. Any net cash flow in relation to the
restructuring of financial liabilities is an adjustment to the debt’s carrying
amount and is amortized over the remaining life of the liability.



The McGraw-Hill companies |

CHAPTER 9

e00000000000000000COGOS

Hedge Accounting

9.1 HEDGE ACCOUNTING AT A (GLANCE

Most companies hedge risk, that is, they take actions to mitigate or offset
the risks that arise from their activities. For financial risk, i.e. interest rate
risk, currency risk, equity price risk, commodity price risk, etc., such
hedging often involves the use of derivatives.

Hedge accounting seeks to reflect the results of hedging activities, in
particular hedging using derivatives, by reporting the effects of the
derivative and the risk being hedged in the same period. Hedge accounting
allows entities to override the normal accounting treatment for derivatives
(fair value through profit or loss) or to adjust the carrying value of assets
and liabilities. It is therefore a privilege, not a right, and has to be earned.
Entities can only obtain the right to achieve hedge accounting if they
meet the requirements set out in IAS 39. These requirements are numerous
and complex.

9.2 WHAT 1s HEDGE ACCOUNTING?

IAS 39 deals with all financial assets and financial liabilities including
derivatives, loans, borrowings, receivables and payables, and equity
investments in other entities. It requires all financial assets and financial
liabilities to be classified into one of the categories set out in the standard.
These categories determine how the financial instrument is measured
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subsequent to its recognition (at fair value or amortized cost) and where
any changes in fair value are reported (in the income statement or equity).

The basic principle in IAS 39 is that all derivatives are carried at fair
value with gains and losses in the income statement. However, derivatives
are commonly used to hedge recognized assets and liabilities that are
measured at cost, amortized cost or at fair value with gains and losses
recognized in equity, or items such as forecast transactions or firm
commitments that are not recognized in the balance sheet. This creates a
mismatch in the timing of gain and loss recognition.

Hedge accounting seeks to correct this mismatch by changing the timing
of recognition of gains and losses on either the hedged item or the hedging
instrument. This avoids much of the volatility that would arise if the
derivative gains and losses were recognized in the income statement, as
required by normal accounting principles.

9.3 WHY HEDGE ACCOUNTING!

Hedging aims to mitigate the impact of economic risks on an entity’s
performance. Many businesses will engage in hedging activities to limit
exposure to economic risk. This can be as simple as borrowing in a foreign
currency where an entity has an anticipated revenue stream in that
currency. Many hedging strategies to reduce economic risk meet the
criteria to qualify for the special accounting treatment identified in IAS as
hedge accounting. Other equally valid economic hedging strategies may
not do so.

Hedge accounting modifies the usual accounting treatment of a hedging
instrument and/ or a hedged item to enable gains and losses on the
hedging instrument to be recognized in the income statement in the same
period as offsetting losses and gains on the hedged item. This is a matching
concept.

A prerequisite for hedge accounting is that a hedging instrument,
normally a derivative, is designated as an offset to changes in the fair
value or cash flows of a hedged item.

Strict criteria including the existence of formal documentation and the
achievement of effectiveness tests must be met at inception and throughout
the term of the hedge relationship in order for hedge accounting to be
applied. This can be achieved only if entities have appropriate systems
and procedures to monitor each hedging relationship.
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If any of the criteria for hedge accounting is no longer met (for example,
failing the effectiveness test), hedge accounting must be discontinued
prospectively. The hedging instrument, normally a derivative, is accounted
for as a held-for-trading instrument and measured at fair value with
changes in value reported in profit or loss.

9.4 HEeDpGE AccOUNTING Basic CONCEPTS

9.4.1 What Qualifies as a Hedged Item?

The fundamental principle is that the hedged item creates an exposure to
risk that could affect the income statement. Hedge accounting requires
the item being hedged to be identified and designated at the inception of
the hedge. The hedged item can be an asset, liability, firm commitment,
highly probable forecast transaction or net investment in a foreign
operation, or a group of any such items.

The hedged item must expose the entity to risk of changes in fair value
or future cash flows that could affect the income statement, either currently
or in future periods. An entity’s own equity instruments may not therefore
be designated as a hedged item. The types of risk that are hedged most
often include foreign currency risk, interest rate risk, equity price risk,
commodity price risk and credit risk. An exposure to general business
risks cannot be hedged—including the risk of obsolescence of plant or
the risk of unseasonable weather—because these risks cannot be reliably
measured. For similar reasons, a commitment to acquire another entity in
a business combination cannot be a hedged item, other than for foreign
exchange risk.

IAS 39 sets out the following additional restrictions on what may be
designated as a hedged item

O Interest rate risk and prepayment risk of a held-to-maturity
investment cannot qualify as the hedged item because the
classification of an asset as held-to-maturity indicates that the entity
has the positive intent to hold the instrument to maturity without
regard to changes in the fair value or cash flows attributable to
changes in interest rates. However, a held-to-maturity investment
can be hedged for either foreign currency risk or credit risk.

0O A net open position (for example a portfolio including both financial
assets and financial liabilities) cannot be designated as a hedged
item. However, approximately the same effect can be achieved by
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designating a part of one of the gross positions, equal in amount to
the net position.

O An investment in a subsidiary or associate that is consolidated,
proportionately consolidated or measured using the equity method,
cannot be a hedged item in a fair value hedge.

Some common examples of qualifying hedged items (and the risk being
hedged) are:

O fixed or floating-rate borrowings (interest rate risk)

O highly probable forecast sales or purchases in a foreign currency
(foreign currency risk)

O foreign currency receivables, payables, borrowings and investments
(foreign currency risk)

O available-for-sale equity investments (equity price risk)
O loans and receivables (interest rate risk or credit risk)

O highly probable forecast purchase or sale of commodities (commodity
price risk)

9.4.1.1 Hedging a Proportion of a Hedged Item

In the case of a financial asset or financial liability, a portion of the risk or
cash flows can be designated as a hedged item. For example, an entity
may designate only the LIBOR portion of a debt instrument and not the
credit spread. Designating the hedged item in this way can significantly
improve hedge effectiveness if the credit risk of the instrument is not
hedged. However, the designated portion must be less than the total cash
flows on the asset or liability. For example, an entity cannot designate a
LIBOR portion of a liability whose effective interest rate is below LIBOR,
leaving a negative residual portion.

This ability to designate a portion of the risk or the cash flows does not
extend to hedges of non-financial assets and liabilities (such as inventory).
These may be hedged only in their entirety for all risks, or for foreign
exchange risk.

9.4.2 What Qualifies as Hedging Instruments?

Hedge accounting requires the hedging instrument to be identified and
designated at the inception of the hedge. Hedging instruments can be
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either derivative financial instruments or non-derivative financial
instruments described as under:

9.4.2.1 Derivatives

Most derivative financial instruments may be designated as hedging
instruments provided they are with an external party. Intra-group
derivatives do not qualify as a hedging instrument in consolidated
financial statements, although they may qualify in the separate financial
statements of individual entities in the group. A written option cannot be
designated as a hedging instrument because the potential loss on an
option that an entity writes could be significantly greater than the potential
gain in value of a related hedged item.

A derivative may be designated as a hedging instrument only in its
entirety or as a proportion (i.e. a percentage of the notional amount). Any
other portion of a derivative (for example, the interest rate component of
a cross-currency interest rate swap, or the first three years of a five-year
derivative) cannot be designated as a hedging instrument. IAS 39 allows
two exceptions to this rule: the forward points of a forward contract and
the time value of an option may be excluded from the designation.

Excluding these components will improve the effectiveness of the hedge
relationship for some hedging strategies.

A single derivative with several risks such as a cross-currency interest
rate swap, can be designated as a hedge of more than one type of risk
(for example, interest rate and foreign currency risk) provided that the
separate risks are clearly identifiable and effectiveness can be measured.

Two or more derivatives (or proportions of them) may be jointly
designated as a hedging instrument, including those where the risks arising
from some derivatives offset those arising from others. This is useful
when an entity wants to reduce the amount of a hedge; for example,
because of a decrease in the hedged item or because the entity has taken
on a new item that partly offsets the previously designated hedged item.
The entity may take out a new derivative that partly offsets an existing
hedging derivative and jointly designate them both as the hedging
instrument.

A derivative need not be designated as a hedging instrument at the
time that it is first entered into. However, designating a derivative other
than at its inception may give rise to some ineffectiveness.
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9.4.2.2 Non-derivatives

Non-derivative financial instruments can be designated as hedging
instruments only for foreign currency risk. A foreign currency borrowing
for example, may be designated as a hedge of the currency risk of a net
investment in a foreign entity. As with derivatives, the non-derivative
must be with an external party in order to qualify; inter-company loans
are not permissible hedging instruments in consolidated financial
statements.

In addition to the criteria described above, the following instruments
cannot be designated as a hedging instrument:

O Investments in an unquoted equity instrument and derivatives that
are linked to and must be settled by delivery of such unquoted
equity instruments that are not carried at fair value because their
fair value cannot be reliably measured

O An entity’s own equity instruments

9.5 HEDGE ACCOUNTING STEPS

Regardless of the type of financial risk exposure, hedge accounting usually
involves a number of the same key steps in order to comply with IAS 39
requirements. Each of these will be described in detail in further
paragraphs.

Table 9.1 Steps in the Hedging Process

At the inception of a hedge

Step 1—Determine the need for hedging

Step 2—Choose a hedge accounting model

Step 3—Determine whether hedge criteria are met
Step 4—Prepare hedge documentation

Ongoing (at least each reporting date)

Step 5—Measure actual hedge effectiveness

Step 6—Reassess prospective hedge effectiveness

Step 7—Reassess hedge relationships and need for re-designation
Step 8—Prepare hedge accounting journal entries
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9.6 CATEGORIES OF HEDGE RELATIONSHIPS

Hedge accounting may be applied to three types of hedge relationships—
fair value hedges, cash flow hedges and hedges of the net investment in a
foreign operation. Each of these has specific requirements on accounting
for the fair value changes.

9.6.1 Fair Value Hedges

The risk being hedged in a fair value hedge is a change in the fair value
of an asset or liability or unrecognized firm commitment, or an identified
portion of an asset, liability or firm commitment that is attributable to a
particular risk and could affect the income statement.

An example of a fair value hedge is a fixed-rate loan where the interest
rate exposure is converted to floating-rates with an interest rate swap.
Another example is mitigating a potential fall in the value of an available-
for-sale equity investment with an equity forward or option.

Changes in fair value may arise through changes in interest rates (for
fixed-rate loans), foreign exchange rates, equity prices or commodity
prices. The impact on the income statement may be immediate or expected
to happen in future periods. For example, a foreign currency borrowing
that is translated at the closing rate would have an immediate impact on
the income statement. An available-for-sale equity security, where gains
and losses are deferred in equity, would affect the income statement
when sold or impaired.

The hedged asset or liability is adjusted for fair value changes
attributable to the risk being hedged, and those fair value changes are
recognized in the income statement. The hedging instrument is measured
at fair value with changes in fair value also recognized in the income
statement.

Measurement of hedging instrument

[ Change in fair value ]—»

Measurement of hedged item INCOME
STATEMENT

&

The gain/loss on the
hedged item attributable
to the hedged risk should

adjust the carrying amount
Fig. 9.1 Fair Value Hedge Accounting
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9.6.2 Cash Flow Hedges

The risk being hedged in a cash flow hedge is the exposure to variability
in cash flows that:

1. are attributable to a particular risk associated with a recognized
asset or liability, an unrecognized firm commitment (currency risk
only), or a highly probable forecast transaction

2. could affect the income statement

Future cash flows might relate to existing assets and liabilities such as
future interest payments or receipts on floating-rate debt. Future cash
flows can also relate to forecast sales or purchases in a foreign currency.
Volatility in future cash flows will result from changes in interest rates,
exchange rates, equity prices or commodity prices.

The hedge of a firm commitment is accounted for as a fair value hedge
provided that all the criteria for hedge accounting are met. A hedge of
the foreign currency risk associated with firm commitments may be
designated as a cash flow hedge or as a fair value hedge, as such a
foreign currency risk affects both the cash flows and the fair value of the
hedged item.

Examples of common cash flow hedges are an interest rate swap
converting a floating-rate loan to fixed-rate, a forward foreign exchange
contract hedging forecast future sales of inventory in a foreign currency
or a forecast future purchase of inventory or equipment in a foreign
currency.

Provided the hedge is effective, changes in the fair value of the hedging
instrument are initially recognized in a ‘hedging reserve’ in equity. They
are transferred (recycled) to the income statement when the hedged
transaction affects profit or loss. The ineffective portion of the change in
the fair value of the hedging instrument (if any) is recognized directly in
profit or loss.

The amount recognized in equity in the ‘hedging reserve” should be
the lower of:

1. the cumulative gain or loss on the hedging instrument from the
inception of the hedge

2. the cumulative change in the fair value (present value) of the
expected cash flows on the hedged item from the inception of the
hedge

If the change in the hedging instrument exceeds the change in the
hedged item (sometimes referred to as an ‘over-hedge’), ineffectiveness
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will arise. If the change in the hedging instrument is less than the change
in the hedged item (sometimes referred to as an ‘under-hedge’), no
ineffectiveness will arise. This is different from a fair value hedge in
which ineffectiveness arises on both over and under-hedges.

If a hedged forecast transaction (such as a hedged future purchase of
inventory or equipment) results in the recognition of a non-financial asset
or liability, the entity has a choice. It can either:

1. adjust the carrying amount of the asset or liability by the hedging
gain or loss previously deferred in equity (sometimes referred to as
‘basis adjustment’). The hedging gain or loss is ‘automatically’
recycled to the income statement when the hedged asset or liability
is depreciated, impaired or sold

2. leave the hedging gain or loss in equity and transfer it to the income
statement when the hedged asset or liability affects profit and loss

The choice should be applied consistently to all such hedges. However,
basis adjustment is not permitted when the hedged forecast transaction
results in a financial asset or liability.

Measurement of hedging instrument

( Change in fair value ]

[ |
Effective Ineffective

EQUITY INCOME

(Hedging reserve) STATEMENT

Recycled when hedged
items affect earnings

Fig. 9.2 Cash Flow Hedge Accounting

9.6.3 Hedges of Net Investment in a Foreign
Operation

An entity may have overseas subsidiaries, associates, joint ventures or
branches (foreign operations). It may hedge the currency risk associated
with the translation of the net assets of these foreign operations into the
group’s presentation currency. IAS 39 permits hedge accounting for such
a hedge of a net investment in a foreign operation, provided that the
usual hedging requirements are met.
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The amount of a net investment in a foreign operation under IAS 21 is
the reporting entity’s interest in the net assets of that operation, including
any recognized goodwill. Exchange differences arising on the consolidation
of these net assets are deferred in equity until the foreign operation is
disposed of or liquidated. They are recognized in the income statement
on disposal or liquidation as part of the gain or loss on disposal.

A hedge of a net investment with a foreign currency borrowing or a
derivative can qualify for hedge accounting. The foreign currency gains
or losses on the hedging instrument are deferred in equity to the extent
the hedge is effective, until the subsidiary is disposed of or liquidated,
when they become part of the gain or loss on disposal.

The hedging instrument in a net investment hedge will almost always
need to be denominated in the foreign operation’s functional currency in
order to be effective.

The amount recognized in equity in the ‘hedging reserve” should be
the lower of:

1. the cumulative gain or loss on the hedging instrument from the
inception of the hedge

2. the cumulative change in the fair value (present value) of the
expected cash flows on the hedged item from the inception of the
hedge

If the change in the hedging instrument exceeds the change in the
hedged item (sometimes referred to as an over-hedge), ineffectiveness
will arise. If the change in the hedging instrument is less than the change
in the hedged item (sometimes referred to as an under-hedge), no
ineffectiveness will arise. This is different from a fair value hedge, in
which ineffectiveness arises on both over and under-hedges.

9.7 CRITERIA FOR OBTAINING HEDGE
ACCOUNTING

Hedge accounting is an exception to the usual accounting principles for
financial instruments. IAS 39 therefore requires hedge relationships to
meet certain criteria in order to qualify for hedge accounting. Management
must identify, document and test the effectiveness of those transactions
for which it wishes to use hedge accounting. The specific requirements
are as follows.
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The hedging relationship must be formally designated and
documented at the inception of the hedge. This must include
identifying and documenting the risk management objective, the
hedged item, the hedging instrument, the nature of the risk being
hedged and how the effectiveness of the hedge will be assessed.

The hedge must be expected to be highly effective at the inception
of the hedge.

The effectiveness of the hedge must be tested regularly throughout
its life. Effectiveness must fall within a range of 80%-125% over the
life of the hedge. This leaves some scope for small amounts of
ineffectiveness, provided that the overall effectiveness falls within
this range.

In the case of a hedge of a forecast transaction, the forecast transaction
must be highly probable.

The criteria for hedge accounting are onerous and have systems
implications for all entities. Hedge accounting is optional, and
management should consider the costs and benefits when deciding
whether to use it. Much of the burden and cost associated with using
hedge accounting arises from the effectiveness testing requirement.

9.8

HEDGE DOCUMENTATION

At the inception of the hedge, formal documentation of the hedge
relationship must be established. The hedge documentation prepared at
inception of the hedge must include a description of the following:

a

the entity’s risk management objective and strategy for undertaking
the hedge

the nature of the risk being hedged

clear identification of the hedged item (asset, liability or cash flows)
and the hedging instrument

how hedge effectiveness will be assessed prospectively and measured
on an ongoing basis

The method and procedures should be described in sufficient detail to
establish a firm basis for measurement at subsequent dates in order to be
consistently applied for the particular hedge.
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IAS 39 does not mandate a specific format for the documentation and
in practice hedge documentation may vary in terms of layout, technology
used, etc. The important thing is that the documentation includes the
basic content noted earlier.

However, in practical terms an entity may be able to standardize its
documentation forms in such a way that narrative descriptions are
minimized or not necessary, since they are included by reference to other
documentation. Entities generally wish to base their hedge documentation
on reports that have already been prepared for risk management purposes
and limit the amount of additional work required by IAS 39. What is
important is that a system is established, which links the details of the
hedged item and hedging instrument with standardized information from
other sources in such a way that full documentation is available to
demonstrate the existence of a qualifying hedge relationship at any time
during its life. A Hedge Documentation Template is provided in Appendix
E for reference purposes.

9.9 HEDGE EFFECTIVENESS

9.9.1 Prospective and Retrospective Effectiveness
Tests

IAS 39 requires two kinds of effectiveness tests.

O A prospective effectiveness test—This is a forward-looking test of
whether a hedging relationship is expected to be highly effective in
future periods. It is required, at a minimum, at the inception of the
hedge and at the time an entity prepares its interim or annual
financial statements.

O A retrospective effectiveness test—This is a backward-looking test
of whether a hedging relationship has actually been highly effective
in a past period. It is required, at a minimum, at the time an entity
prepares its interim or annual financial statements.

Both tests need to be met for hedge accounting to be available.

A hedge is regarded as highly effective only if both of the following
conditions are met:

O At the inception of the hedge and in subsequent periods, the hedge
is expected to be highly effective in achieving offsetting changes in
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fair value or cash flows attributable to the hedged risk during the
period for which the hedge is designated (prospective effectiveness
test)

O The actual results of the hedge are within a range of 80%-125%
(retrospective effectiveness test)

Hedge ineffectiveness can arise for a number of reasons, including
when the hedged item and the hedging instrument:

Q are in different currencies

have different maturities

use different underlying interest or equity indices
use commodity prices in different markets

are subject to different counterparty risks

O 0o 0 0O O

where the hedging instrument has a fair value other than zero at
inception

Hedge effectiveness can often be improved by careful designation of
the hedge relationship. In a hedge relationship of a financial asset or
financial liability, designating the hedged item as a portion of the asset or
liability can improve effectiveness. Excluding the forward points or time
value of option respectively from a hedge relationship using a forward
contract or an option can improve effectiveness.

Hedge accounting is discontinued prospectively when a hedge fails
one of the effectiveness tests set out earlier.

Even if a hedge passes the effectiveness tests mentioned, it may not be
perfectly effective. Any ineffectiveness is recognized in the income
statement of the current period.

9.9.2 Which Methods can be Used to Assess Hedge
Effectiveness?

IAS 39 does not specify a single method for assessing hedge effectiveness
prospectively or retrospectively. The method an entity adopts depends
on its risk management strategy and should be included in the
documentation at the inception of the hedge. The most common methods
used are:
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O critical terms comparison
O dollar offset method
O regression analysis

Each of these methods is described here.
9.9.2.1 Cuitical Terms Comparison

This method consists of comparing the critical terms of the hedging
instrument with those of the hedged item. The hedge relationship is
expected to be highly effective where all the principal terms of the hedging
instrument and the hedged item match exactly—for example, notional
and principal amounts, credit risk, term, pricing, re-pricing dates (aligned
to test date), timing, quantum and currency of cash flows—and there are
no features (such as optionality) that would invalidate an assumption of
perfect effectiveness. This method does not require any calculations.

This method may only be used in the limited cases but in such cases it
is the simplest way to demonstrate that a hedge is expected to be highly
effective (prospective effectiveness testing). A separate assessment is
required for the retrospective effectiveness test, as ineffectiveness may
arise even when critical terms match; for example, because of a change in
the liquidity of a hedging derivative or in the creditworthiness of the
derivative counterparty.

9.9.2.2  Dollar Offset Method

This is a quantitative method that consists of comparing the change in
fair value or cash flows of the hedging instrument with the change in fair
value or cash flows of the hedged item attributable to the hedged risk.
Depending on the entity’s risk management policies, this test can be
performed either:

1. on a cumulative basis (i.e. with the comparison performed from the
inception of the hedge), or

2. on a period-by-period basis (i.e. with the comparison performed
from the last testing date)

A hedge is highly effective if the results are within the range of
80%—-125%.

The dollar offset method can be performed using different approaches,
including the following.
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Q The hypothetical derivative approach—The hedged risk is modeled as a
derivative called a ‘hypothetical derivative’ (as it does not exist).
The hypothetical derivative approach compares the change in the
fair value or cash flows of the hedging instrument with the change
in the fair value or cash flows of the hypothetical derivative.

Q The benchmark rate approach—This is a variant of the hypothetical
derivative approach. The benchmark rate is a “target’ rate established
for the hedge. In an interest rate hedge of a floating-rate debt
instrument using an interest rate swap, the benchmark rate is usually
the fixed rate of the swap at the inception of the hedge. The
benchmark rate approach first identifies the difference between the
actual cash flows of the hedging item and the benchmark rate. It
then compares the change in the amount or value of this difference
with the change in the cash flow or fair value of the hedging
instrument.

Q The sensitivity analysis approach—This approach is applied to assess
the effectiveness of a hedge prospectively. This method consists of
measuring the effect of a hypothetical shift in the underlying hedged
risk (for example, a 10% shift in the foreign currency exchange rate
being hedged) on both the hedging instrument and the hedged item.

When the dollar offset method is used for assessing retrospectively the
effectiveness of a hedge, it has the advantage of determining the amount
of ineffectiveness that has occurred and of generating the numbers
required for the accounting entries.

9.9.2.3  Regression Analysis

This statistical method investigates the strength of the statistical
relationship between the hedged item and the hedging instrument.
Regression analysis involves determining a ‘line of best fit" and then
assessing the ‘goodness of fit’ of this line. It provides a means of expressing
in a systematic fashion, the extent by which one variable, ‘the dependent’,
will vary with changes in another variable, ‘the independent’. In the
context of assessing hedge effectiveness, it establishes whether changes
in the hedged item and hedging derivative are highly correlated. The
independent variable reflects the change in the value of the hedged item
and the dependent variable reflects the change in the value of the hedging
instrument.



The McGraw-Hill companies

9.16 Financial Instruments Standards

Regression analysis may be expressed as follows:

Y=a+bX+e

A Yaxis

a (intercept)

X axis

b (slope)

Y

Y = dependent variable; hedging instrument change in fair value
a = y —axis intercept

b = slope of line (coefficient); change in Y/ change in X

X = independent variable; hedged item change in value

e = random error

There are three critical test statistics to determine an effective hedge
relationship when using regression analysis:

1. slope of line must be negative: -0.8 < b < -1.25
2. R*>096

3. statistical validity of the overall regression model (the F-statistic)
must be significant

Slope of line—The slope of the line represents the variance-minimizing
hedge ratio, as this analysis determines the line of best fit. If the regression
analysis is performed using equal units of the hedging instrument and
the hedged item, the slope of the line can be used to determine the
optimal hedge ratio (i.e. the optimal volume of derivative that should be
transacted to maximize expected effectiveness). This ratio can then be
used by the entity to determine how many units of the hedging instrument
it should transact to best mitigate the risk for the particular position
being hedged.

Once the hedge ratio has been determined and the hedge transacted,
the regression analysis is re-performed using the actual quantities of the
hedging instrument and the hedged item. The slope is used when assessing
the effectiveness of the actual hedge relationship. The slope must be
negative and fall within the range of 0.8 to —1.25. If the slope is positive,
there is no hedge relationship (i.e. the hedging instrument does not
mitigate the hedged risk). If the slope is negative but outside the range of
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-0.8 to —1.25, there is some hedge relationship but it is not strong enough
to pass the effectiveness test.

Hedge accounting is not permitted in either case.

Coefficient of determination (R>)—R?indicates the extent of the correlation.
Best practice is that it should have a value greater than 0.96 since this is
equivalent to a dollar offset of between 80% and 125%.

R? represents the proportion of variability in the derivative that can be
explained by the change in the hedged item. For example, if R* = 0.99,
this means that 99% of the change in the derivative is explained by the
movement in the hedged item.

F-statistic—The F-statistic is a standard output from the statistical model.
It is a measure of the statistical significance of the relationship between
the dependent variable and the independent variable (i.e. whether the
derivative relationship, relative to the hedged risk, is a statistically valid
relationship).

The better the relationship, the higher the F-statistic will be. The
F-statistic varies with the number of data points used. It can be obtained
from statistical tables. The F-statistic should be significant at a 95% or
greater confidence level.

From an accounting perspective, regression analysis proves whether
or not the relationship is sufficiently effective to qualify for hedge
accounting. It does not calculate the amount of any ineffectiveness nor
does it provide the numbers necessary for the accounting entries where
the analysis demonstrates that the ‘highly effective’ test has been passed.

The accounting entries are based on changes in the fair values of the
hedging instrument and of the hedged item, both calculated using actual
rates at the test date.

9.10 TERMINATION OF HEDGE RELATIONSHIP

Hedge accounting ceases prospectively when any of the following occurs:
O a hedge fails an effectiveness test
O the hedged item is sold or settled

O the hedging instrument is sold, terminated or exercised
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0O management decides to revoke the designation

O for a hedge of a forecast transaction, the forecast transaction is no
longer highly probable

If a hedge relationship fails an effectiveness test, hedge accounting
ceases from the last date on which the hedge was demonstrated to be
effective, which will usually be the beginning of the period in which the
hedge fails the effectiveness test. Hedge accounting ceases from the date
of the event or change in circumstances if the entity determines the event
or change in circumstances that caused the hedging relationship to fail
the effectiveness criteria, and demonstrates that the hedge was effective
before the event or change in circumstances occurred. All future fair
value changes in a derivative hedging instrument are recognized in the
income statement. Future changes in the fair value of the hedged item,
and any non-derivative hedging instruments, are accounted for as they
would be without hedge accounting. For example, if the hedged item is
an available-for-sale asset, future changes in fair value other than
impairment and currency differences on monetary items are recognized
in equity; if the hedged item is a loan or receivable, future changes in fair
value other than impairment are not recognized unless the item is sold.

IAS 39 prescribes how any existing hedge accounting gains/losses
already recorded in previous reporting periods should be treated. The
objective is to ensure that hedging gains and losses that arose in a period
when hedge accounting was used, continue to be matched with the hedged
item. In particular this refers to the following.

O In the case of a fair value hedge, the carrying value of the hedged
item will have been adjusted for changes in the hedged risk. If the
hedged item is a debt instrument, the accumulated hedging
adjustment is amortized over the remaining life of the instrument
by re-calculating the effective interest rate. If the hedged item is an
equity instrument classified as available-for-sale, the accumulated
hedging adjustment is not amortized but will affect the amount of
any impairment loss, or gain or loss on sale.

O In the case of a cash flow hedge, gains or losses arising in the
effective period of a cash flow hedge will have been recognized in
equity. These gains remain in equity until the related cash flows
occur. Where a forecast transaction is no longer highly probable but
still expected to occur, hedging gains and losses previously deferred
in equity remain in equity until the transaction affects profit or loss.
Once a forecast transaction is no longer expected to occur, any gain
or loss is released immediately to the income statement.
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9.11 AccounNTING CONSEQUENCES OF HEDGE
TERMINATION

Testing hedge effectiveness more regularly is a way to reduce the impact
of the unexpected termination of a hedge relationship.

If a hedging instrument ceases to be part of a hedge relationship, the
instrument may be re-designated to a new hedge relationship, as long as
this is for the entire remaining term of the instrument. This would once
again fulfill the requirement of being designated as a hedging instrument
for the entire outstanding period. For example, a forward contract of 100,
designated to hedge a forecasted transaction of 100, may no longer be
expected to be effective if new forecasts indicate that the forecasted
transaction may now only involve expected cash flows of 80. In this
situation, the original hedge designation will be discontinued. A new
relationship under which a proportion (80) of the forward is designated
as a hedge of the new expected cash flow of 80 will be allowed. The
changes in fair value of the remaining unused portion of the forward (20)
must be recognized in the income statement.

Table 9.2 Accounting Consequences of Hedge Termination

Reasons for
termination

Fair value hedge Cash flow hedge

Hedged item:

De-recognition
of the hedged
item

A gain or loss on the
de-recognized item is
recorded in the income
statement based on the
carrying amount, in-
cluding the adjustments
resulting from the
hedge. The hedging in-
strument continues to be
measured at fair value
with changes recorded
in the income statement.

The gain or loss on the
hedging instrument pre-
viously recorded in eq-
uity is recorded in the
income statement imme-
diately. The hedging in-
strument will be mea-
sured at fair value with
changes recorded in the
income statement.

(Contd.)
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(Contd.)

Reasons for
termination

Fair value hedge

Cash flow hedge

Expected trans-
action or firm
commitment no
longer expected
to occur.

Expected trans-
action or firm
commitment no
longer highly

Not applicable

The gain or loss on the
hedging instrument pre-
viously recorded in eq-
uity is recorded in the
income statement imme-
diately.

Not applicable

Hedge accounting is ter-
minated prospectively.
Further changes in the
fair value of hedging in-

De-recognition
of the hedging
instrument other
than replace-
ments and roll-
overs.

probable but still strument must be re-

expected to oc- corded in the income

cur. statement. Any gain or
loss previously recog-
nized in equity remains
in equity until the trans-
action occurs or is no
longer expected to occur.

Hedging instru-

ment:

The gain or loss on de-
recognition of the hedg-
ing instrument is re-
corded in the income
statement.

The hedged item must
revert to the applicable
accounting requirements
from the date of de-rec-
ognition of the hedging
instrument i.e. cease to
be adjusted for changes
resulting from the
hedged risk.

A gain or loss on the
hedging instrument pre-
viously recorded in eq-
uity remains in equity
until the forecasted
transaction occurs.

(Contd.)
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(Contd.)

Reasons for
termination

Fair value hedge

Cash flow hedge

The hedge no
longer meets the
hedge criteria
(effectiveness)
or management
decides to re-
designate the
hedge

Same accounting as in
de-recognition of the
hedging instrument ex-
cept that instead of de-
recognizing the hedging
instrument it should be
prospectively re-mea-
sured through the in-
come statement, unless
the hedging instrument
is re-designated as a
hedge of another hedged
item.

Same accounting as in
de-recognition of the
hedging instrument ex-
cept that instead of de-
recognizing the hedging
instrument it should be
prospectively re-mea-
sured through the in-
come statement, unless
the hedging instrument
is re-designated as a
hedge of another hedged
item.

9.12 IMPAIRMENT OF AN ASSET THAT IS HEDGED

The principles for hedge accounting do not override the accounting
treatment under IAS 36 or IAS 39 if there is impairment of the hedged
item. Therefore, if a hedged item is impaired, this impairment should be
recognized even if the risk that causes the impairment is being hedged
and hedge accounting is applied. However, the hedge accounting
principles may require that a gain on a hedging instrument used to hedge
the risk that gave rise to the impairment will be recognized simultaneously
in the income statement and may (partly) offset the recognized
impairment.

For example, an entity may hold a portfolio of securities that are
classified as available-for-sale with fair value adjustments recognized in
equity. The fair value at a given point is 300. The entity has a put option
to put the securities to a third party at 250. The entity may apply hedge
accounting to this transaction provided that the hedge relationship meets
the relevant criteria. The entity designates the option as a hedge of the
cash flows from an expected future sale of the securities. Assume that the
fair value of the portfolio subsequently decreases to 180 and there is
objective evidence of impairment. This impairment must be recognized
in the income statement. The amount of impairment to be recorded would
be the difference between the original cost of the securities (300) and the
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new fair value (180), not taking into account the existence of the put
option. However, since at this point the impairment on the hedged item
affects the income statement, the related gain on the put option would
also be recognized in the income statement. This means that a gain of 70
(250-180) ignoring time value, will be recognized in the income statement
and will partly offset the loss on the securities.
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©000000000000000000000000

Hedge Accounting Models

10.1 SynNorsis

This chapter sets out four detailed case studies of how hedge accounting
can be applied in practice. The objective is to present the mechanics of
applying the IAS 39 requirements, starting with the company’s risk
management and effectiveness testing policies, working through the
necessary designation and effectiveness testing and culminating with the
accounting entries.

The four cases illustrate some of the most common hedging strategies
used in practice. They cover:

Q

a
a
a

hedges of interest rate risk and foreign currency risk
the types of hedges recognized for accounting purposes by IAS 39
a range of hedging instrument (swaps, forward contracts, etc.)

a variety of hedging designations (for example, excluding the time
value of an option)

different methods of effectiveness testing
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Fair Value Hedge—Interest Rate Risk

Case 10.1 Conversion of Fixed Rate Debt
into Variable Rate Debt using an

Interest Rate Swap—Fair Value
Hedge

Swap Expert Company (SEC) requires financing of Euro 10 million for 4
years. On 15 March 2006, SEC issues non-callable 4-year €10 million
bonds. The interest rate on the bonds is fixed at 7% and is payable
quarterly. The bonds are issued at par.

No transaction costs relating to debt issuance are incurred. SEC’s overall
risk management strategy and current position is to have variable rate
funding. Therefore, it enters into a 4-year receive three-month interest
rate swap (IRS) with a notional amount of 10 million. The IRS pays a
floating interest rate based on LIBOR and receives a 5% fixed interest
rate. The floating-rate of interest for the first 3 months is fixed at 4.562%.
The timing of the IRS cash flows is pre-fixed /post-paid and equals those
of the bond’s interest.

A pre-fixed post-paid IRS is an interest rate swap in which the floating
coupon is determined based on the market interest rate at the beginning of
each period and is paid at the end. The floating coupon on the IRS is determined
on 15 March and paid on 15 June, and so on.

15 March 15 June 15 September

Payment of the coupon Payment of the coupon
‘ determined on 15 March | determined on 15 June |

1 T T e
Determination of Determination of Determination of
the coupon to be the coupon to be the coupon to be

paid on 15 June paid on 15 September  paid on 15 December
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The cash flows on the debt and the swap can be represented as follows:

Principal amount: Euro 10 million

Smoju|

SMOIINO

Fixed interest received
on the swap (1.25% per

quarter)

TR R

Fixed interest paid on
the debt (1.75% per

quarter)

Floating interest
paid on the swap

Three-month Euro LIBOR rate at various dates when the swap is re-set

are as follows:

15-03-2006 4.562%
15-06-2006 5.080%

15-09-2006
15-12-2006

5.280%
5.790%

The forward rates derived from the Euro LIBOR swap yield curve and
the implied zero coupon rates at the dates of testing effectiveness are as

follows:
Testing Dates
Forward rates Zero Coupon rates
15-03-2006 | 30-06-2006 15-03-2006 30-06-2006
% % ZC 1 (%) ZC 2 (%)

15-06-2006 4.562 — 4.641 —

15-09-2006 4.623 5.069 4.672 5.172
15-12-2006 4.684 5.130 4.704 5.204
15-03-2007 4.744 5.191 4.735 5.235
15-06-2007 4.805 5.251 4.766 5.266
15-09-2007 4.865 5.311 4.798 5.298
15-12-2007 4.926 5.371 4.829 5.329
15-03-2008 4.986 5.432 4.860 5.360
15-06-2008 5.046 5.492 4.892 5.392
15-09-2008 5.107 5.552 4.923 5.423
15-12-2008 5.167 5.612 4.954 5.454
15-03-2009 5.228 5.673 4.986 5.486
15-06-2009 5.288 5.733 5.017 5.517
15-09-2009 5.348 5.793 5.048 5.548
15-12-2009 5.409 5.853 5.080 5.580
15-03-2010 5.469 5913 5.111 5.611
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The forward rates are used to calculate the projected cash flows. The
zero coupon rates are used to discount the projected cash flows to the
testing date.

Risk Management Policies for Interest Rate Risk

Swap Expert Company (SEC) is exposed to market risk primarily related
to foreign exchange, interest rates and the market value of the investments
in liquid funds.

SEC manages its exposure to interest rate risk through the proportion
of fixed and variable rate debt in its total net debt portfolio. This proportion
is determined twice a year by SEC’s financial risk committee and approved
by the board of directors. The benchmark duration for net debt is 12
months.

To manage this mix, SEC may enter into a variety of derivative financial
instruments such as interest rate swap contracts.

Hedge Effectiveness Testing Policies

Strategy I: Hedges of Interest Rate Risk Using Interest Rate Swaps for
Fair Value Hedges

PROSPECTIVE EFFECTIVENESS TESTING = Prospective effectiveness testing
should be performed at the inception of the hedge and at each reporting
date. The hedge relationship is highly effective if the changes in fair
value of the hedged item that are attributable to the hedged risk are
expected to be offset by the changes in fair value of the hedging
instrument.

Prospective effectiveness testing should be performed by comparing
the numerical effects of a shift in the hedged interest rate (Euro LIBOR
zero coupon curve) on both the fair value of the hedging instrument and
the fair value of the hedged item.

This comparison should normally be based on at least three interest
rate scenarios. However, for hedges where the critical terms of the hedging
instrument perfectly match the critical terms, including re-set dates of the
hedged item, one scenario is sufficient.

Change in clean fair value of hedging instrument
Change in clean fair value of hedged item

Effectiveness =
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The change in the clean fair value of a swap (i.e. hedging instrument)
is the difference between the clean fair values of the projected cash flows
of the swap discounted using the zero coupon curve derived from the
swap yield curve at the date of testing, and the clean fair value of the
projected shifted cash flows discounted using the shifted zero coupon rates.

The change in the clean fair value of a bond (i.e. hedged item) is the
difference between the clean fair value of the cash flows on the bond
excluding credit spread discounted using the zero coupon curve derived
from the swap yield curve at the date of testing, and the clean fair value
of the same cash flows discounted using the shifted zero coupon rates.

The scenarios that should be used in the effectiveness test are:

(i) a parallel shift (upwards) of 100 basis points of the zero coupon
curve

(ii) a change in the slope of the zero coupon curve of a 5% increase in
the rate for one-year cash flows, a 10% increase in the rate for two-
year cash flows, and a 15% increase in the rate for three-year and
more cash flows

(iii) a change to a flat zero coupon curve

RETROSPECTIVE EFFECTIVENESS TESTING = Retrospective effectiveness
testing should be performed at each reporting date using the dollar offset
method on a cumulative basis. Hedge effectiveness is demonstrated by
comparing the cumulative change in the clean fair value of the hedging
instrument with the cumulative change in the clean fair value of the
hedged item attributable to the hedged risk and showing that it falls
within the required range of 80%-125%.

Cumulative change in clean fair value of hedging instrument
Cumulative change in clean fair value of hedged item

Effectiveness =

A change in the clean fair value of a swap is the difference between:

(i) the clean fair value of the projected cash flows of the swap, based
on the original yield curve discounted using the zero coupon curve
derived from the yield curve at the beginning of the hedge

(i) the clean fair value of the projected cash flows of the swap, based
on the yield curve at the date of testing discounted using the zero
coupon curve derived from the yield curve at the date of testing.
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A change in the clean fair value of a bond is the difference between:

(i) the clean fair value of the cash flows on the bond, excluding the
credit spread discounted using the zero coupon curve derived from
the yield curve at the beginning of the hedge

(i) the clean fair value of the same cash flows discounted using the
zero coupon curve derived from the yield curve at the date of testing
Hedge Designation
Swap Expert Company’s hedge documentation is shown as follows.

1. Risk Management Objective

For the current period, SEC’s approved strategy in accordance with its
risk management policies is to maintain a ratio of fixed:floating-rate
net debt of between 40:60 and 50:50. In order to achieve this ratio,
management has selected this debt to be swapped from fixed to floating.

2. Hedging Relationship
Fair value hedge—swap of fixed to floating-rates.

3. Nature of Risk Being Hedged

Interest rate risk—change in the fair value of debt number SEC123
attributable to movements in the Euro LIBOR zero coupon curve. Credit
risk on the debt is not designated as being hedged.

4. Hedged Item

Transaction number—reference number SEC123 in the treasury
management system.

The hedged item is a four-year, Euro 10 million, 7% fixed rate debt ,
which pays interest quarterly.

5. Hedging Instrument

Transaction number—reference number IRS007 in the treasury
management system.

The hedging instrument is a four-year interest rate swap, notional
value Euro 10 million, under which fixed interest of 5% is received quar-
terly and actual three-month LIBOR is paid with a three-month re-set.
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Hedge designation—the fair value movements on the full notional
Euro 10m of the swap IRS007 is designated as a hedge of fair value
movements in the debt SEC123 attributable to the movements in Euro
LIBOR zero coupon curve.

6. Effectiveness Testing

Testing shall be performed using hedge effectiveness testing Strategy I in
the effectiveness testing policy.

DESCRIPTION OF PROSPECTIVE TEST Dollar offset method, being the
ratio of the change in the clean fair value of the swap IRS007, divided by
the change in the clean fair value of the bond SEC123 attributable to the
changes in Euro LIBOR zero coupon curve.

The critical terms of the swap do not perfectly match the critical terms
of the hedged debt. As required by the risk management policies, the
prospective tests will therefore be performed based on three scenarios.
(Only scenario 1, the 100 basis points increase, is illustrated here but in
practice all three would be performed.)

Frequency of testing: at inception of the hedge and at each reporting date.

DESCRIPTION OF RETROSPECTIVE TEST Dollar offset method, being
the ratio of the change in the clean fair value of swap IRS007, divided by
the change in the clean fair value of the bond SEC123 attributable to
changes in the Euro LIBOR zero coupon curve on a cumulative basis.

Frequency of testing: at every reporting date after inception of the hedge.
Effectiveness Tests and Accounting Entries

1. Prospective Effectiveness Test on 15 March 2006

SEC’s management should assess prospectively the effectiveness of the
hedge, as required by IAS 39.

Based on the hedge documentation, the prospective effectiveness test
consists of comparing the effects of a 100 basis points shift upwards of
the zero coupon curve on the clean fair value of the swap and the clean
fair value of the bond.

A coupon of 7% per annum is paid on the bond (i.e. Euro 175,000 per
quarter), which can be split into an interest rate of 5% and a credit spread
of 2%. For effectiveness testing purposes, only the cash flows relating to
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the interest rate (i.e. Euro 125,000 per quarter) are taken into account. The
credit risk associated with the debt is not part of the hedge relationship;
the credit spread of 2% in the coupon is therefore excluded from the
tests.

2. Accounting Entries on 15 March 2006

The bond is recognized as the proceeds received by SEC, which represents
its fair value on the issuance date. The bond is subsequently be measured
at amortized cost.

(in Euro) Debit Credit
Cash/Bank a/c 10,000,000
To Bond a/c 10,000,000

Being the issuance at par of a Euro 10 million four-year bond with a fixed
coupon of 7% p.a.

The swap entered into by SEC is recognized at fair value on the balance
sheet. The fair value of the swap is nil at inception, as it is issued at
market rate. The floating-rate for the first period is set to 4.562%, which
is the three-month swap rate.

(in Euro) Debit Credit
Purchase — IRS a/c NIL
To Cash/Bank a/c NIL

Being the recognition of the interest rate swap at fair value (Nil)

3. Accounting Entries on 15 June 2006

On June 15, the first coupon of the bond is paid and the first swap is
settled.

Recognition of interest on bond

(in Euro) Debit Credit
Finance costs — Interest paid a/c 175,000

To Cash/Bank a/c 175,000
Being the interest on bond at 7% for three months paid
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Cash settlement of the swap

(in Euro) Debit Credit
Finance costs-Interest paid a/c 114,050

Cash/Bank a/c 10,950

To Finance costs—Interest received a/c 125,000
Being the settlement of the swap: receive 5% and pay 4.562% for three
months

These two transactions result in a total charge of € 164,050 to finance
cost, which is equivalent to 6.562% interest for the period (i.e. the rate on
the variable leg of the swap of 4.562% + 2% credit spread). The variable
rate on the swap for the following quarter is set at the three-month swap
rate of 5.080%.

4. Retrospective Effectiveness Test on 30 June 2006

IAS 39 requires the effectiveness of a hedging relationship to be assessed
retrospectively as a minimum at each reporting date. Based on SEC’s risk
management policies, the effectiveness of the hedge must be assessed
using the dollar offset method.

The dollar offset method consists of comparing the effects of the change
in Euro LIBOR swap yield curve between 15 March and 30 June on the
clean fair values of the hedged item and the hedging instrument. (See
Table on next page)

The hedge is highly effective for the period.
5. Accounting Entries on 30 June 2006

Recognition of accrued interest on the bond

(in Euro) Debit Credit
Finance costs — Interest paid a/c 29,167

To Cash/Bank a/c 29,167
Being the accrued interest on bond at 7% for 15 days recognized
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Recognition of fair value changes of the swap

(in Euro) Debit Credit
Other operating expense — ineffectiveness a/c 161,184

Finance costs — Interest paid a/c 333

To Purchase — IRS a/c 161,517
Being the swap recorded at dirty fair value (including accrued interest)

The recorded change in dirty fair value of the swap can be reconciled to
the clean fair value of the swap as follows:

Clean fair value on 30-06-2006 (161,184)

Accrued interest on receive fixed 5% for

15 days (discounted) 20,788

Accrued interest on pay variable 5.080% for

15 days (discounted) (21,121)
Dirty fair value (161,517)

Fair Value Adjustment to the Hedged Item

All the criteria for hedge accounting are met for the period ended 30 June
2006, and the fair value hedge accounting can be applied. The carrying
amount of the bond is adjusted for the fair value change of the hedged
risk (i.e. the changes in the clean fair value of the bond attributable to
changes in the zero coupon curve). The entry is as follows:

(in Euro) Debit Credit
Bond a/c 160,970

To other operating income-ineffectiveness a/c 160,970
Being the change in fair value of the debt attributable to the hedged risk

As the hedge is not 100% effective, the ineffectiveness of € 214
(€ 161,184 — € 160,970) is recognized in profit or loss. Best practice is to
present the ineffectiveness in ‘other operating income and expense’, as
illustrated.
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The hedge is expected to be effective.

The testing and accounting entries are carried out in the same manner
throughout the remaining life of the hedge relationship.

Fair Value Hedge—Foreign Exchange Risk

Case 10.2  Foreign Currency Firm Commit-
ment Sales Transactions—Fair

Value Hedge

SpareParts Co is an Indian camera component manufacturer with Indian
Rupees (Rs) as its functional currency. Its reporting dates are 30 September
and 31 March.

On 26 April 2006, SpareParts Co enters into a contract to sell camera
components to a German client and is contractually committed to deliver
25,000 units at a price of Euro 20 per unit on 30 April, 2007. The contract
contains a detailed description of the characteristics of the components to
be delivered.

The invoice is payable on 30 June, 2007. Based on the terms of the
contract, SpareParts Co will pay a penalty of Euro 50,000 if:

(i) it fails to deliver the units on time, or
(ii) the units delivered are not as specified in the contract

The costs incurred by SpareParts Co in producing the components are
expected to be Rs. 15 million and all such costs are denominated in Rupees.

On the date it enters into the sale contract, SpareParts Co’s management
decides to hedge the resulting foreign currency risk. It enters into a forward
contract with the following characteristics to sell 500,000 Euro against

Rupees:
Type European forward contract
Amount sold Euro 500,000
Amount purchased Rs 25,765,700
Forward rate (rounded-off) 1 Euro = Rs 51.5314 (assumed)
Start date 26 April 2006

Maturity date 30 April 2007
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Tip: A hedge of foreign currency risk of a firm commitment may be treated as
either a fair value hedge or a cash flow hedge because the foreign currency risk
affects both the fair value and the cash flows of the hedged item. SpareParts Co’s
management can choose to apply either cash flow hedge accounting or fair value
hedge accounting when hedging the foreign currency risk of a firm commitment.
The chosen method must be applied consistently for all similar hedges.

SpareParts Co’s management wishes to apply fair value hedge
accounting for this hedging relationship.

Foreign currency exchange rates on various dates during the hedge
are as follows:

26-04-2006 | 30-09-2006 | 31-03-2007 | 30-04-2007 | 30-06-2007
EUR/INR 51.5000 51.5800 51.6000 51.6500 51.6300
spot rate
EUR/INR 51.5314 51.6068 51.6091 51.6500 N.A.

forward rate
for maturity
of 30-04-2007

Annual interest rates applicable for discounting a cash flow at various
dates during the hedge are as follows:

26-04-2006 | 30-09-2006 | 31-03-2007 | 30-04-2007
INR interest rates 5.5500% 5.6200% 5.6500% 5.5750%
EUR interest rates| 1.3500% 1.3500% 1.3750% 1.3250%

Note: The discount factor is calculated on Actual/ 360 basis.

Extracts of Risk Management Policies for Foreign
Currency Risk

Foreign Currency Risk

SpareParts Co’s functional currency is Indian Rupees. It is exposed to
foreign exchange risk because some of its purchases and sales are
denominated in currencies other than Rupees. It is therefore exposed to
the risk that movements in exchange rates will affect both its net income
and financial position, as expressed in Rupees.
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SpareParts Co’s foreign currency exposure arises from:
y

1. highly probable forecast transactions (sales/purchases) denominated
in foreign currencies

2. firm commitments denominated in foreign currencies

SpareParts Co is mainly exposed to USD/INR and EUR/INR foreign
exchange risks. Transactions denominated in foreign currencies other than
USD and EUR are not material. SpareParts Co’s policy is to hedge all
material foreign exchange risk associated with highly probable forecast
transactions, firm commitments and monetary items denominated in
foreign currencies.

Hedging Instruments

SpareParts Co uses forward contracts to hedge foreign exchange risk. All
derivatives must be entered into with counterparties with a credit rating
of AA or higher.

Extracts of Effectiveness Testing Policies for Interest
Rate Risk

Strategy 1I: Hedge of a Firm Commitment for Foreign Currency Risk

PROSPECTIVE EFFECTIVENESS TESTING ~ Prospective effectiveness testing
should be performed at inception of the hedge and at each reporting
date. Prospective effectiveness testing is performed by comparing the
critical terms of the hedging instrument with those of the hedged item.

If any of the critical terms of the hedging instrument do not match the
critical terms of the hedged item, a numerical prospective test is required.
This consists of comparing the numerical effects of a shift of the exchange
rate (for example EUR/INR rate) on both the fair value of the hedged
cash flows and the fair value of the hedging instrument. This should be
performed using at least three scenarios.

RETROSPECTIVE EFFECTIVENESS TESTING  Retrospective effectiveness
testing must be performed at each reporting date using the dollar offset
method on a cumulative basis. Under this method, the hedge is
demonstrated to be effective by comparing the cumulative change in the
fair value of the spot component of the hedging instrument with the
cumulative change in the fair value of the hedged firm commitment
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attributable to the hedged risk. A hedge is considered to be highly effective

if the results of the retrospective effectiveness tests are within the range
80%—-125%.

Cumulative change in fair value of hedging instrument
Cumulative change in fair value of firm commitment

Effectiveness =

Change in the fair value of the spot component of the hedging
instrument (the forward contract) is the difference between the fair value
of the spot component at the inception of the hedge and the end of the
testing period, based on translating the foreign exchange leg of the forward
contract at the current spot rate and discounting the net cash flows on the
derivative using the zero coupon rates derived from the swap yield curve.

Change in fair value of the firm commitment is the difference between
the present value of the hedged cash flow at inception of the hedge and
at the end of the testing period, translated at the current spot rate for the
remaining maturity and discounted using the zero coupon rates derived
from the swap yield curve.

Hedge Designation
SpareParts Co documents the hedge as follows.
1. Risk Management Objective

In order to comply with SpareParts Co’s foreign exchange risk
management strategy, the foreign exchange risk arising from this firm
commitment denominated in Euro is hedged.

2. Hedging Relationship
Fair value hedge.

3. Nature of Risk being Hedged

EUR/INR spot exchange rate risk arising from a firm commitment in
Euro for which delivery is due on 30 April 2007 and payment is expected
on 30 June 2007.

4. Hedged Item

Contract No 240179 signed on 26 April 2006; a firm commitment to sell
25,000 units for € 500,000 on 30 April 2007.
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5. Hedging Instrument

Transaction number—reference number P2428N in the treasury
management system.

The hedging instrument is a forward contract to sell € 500,000 with the
following characteristics:

Type European forward contract
Amount sold € 500,000

Amount purchased Rs 25,765,700

Forward rate EUR 1 = Rs 51.5314

Spot rate at inception EUR 1 = Rs 51.5000

Start date 26 April 2006

Maturity date 30 April 2007

Hedge designation—the spot component of the forward contract P2428N
is designated as a hedge of the change in the fair value of the firm
commitment to sell 25,000 units for Euro 500,000 attributable to movements
in EUR/INR spot rate.

6. Effectiveness Testing

Effectiveness testing strategy II fair value hedges of firm commitments
(foreign currency) will be used for testing.

DESCRIPTION OF PROSPECTIVE TESTING = Comparison of critical terms—
the critical terms of the hedged item are compared to the critical terms of
the hedging instrument:

O amount of the firm commitment (in Euro) versus the notional amount
of the Euro leg of the hedging instrument

O expected maturity date (of the firm commitment) versus maturity
date of the hedging instrument

0O EUR/INR exchange rate used to determine the fair value of (a) the
hedging instrument and (b) the hedged item.

Frequency of testing: at inception of the hedge and then at each reporting
date.
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DESCRIPTION OF RETROSPECTIVE TESTING  Dollar offset method, being
the ratio of the change in the fair value of the spot component of the
forward contract P2428N, divided by the change in fair value of the firm
commitment attributable to changes in the EUR/INR spot rate, on a
cumulative basis.

Frequency of testing: at every reporting date after the inception of the
hedge.
Effectiveness Tests and Accounting Entries

1. Prospective Effectiveness Test on 26 April, 2006

Hedge effectiveness is to be assessed prospectively, as required by IAS
39. Based on the hedge documentation, the prospective effectiveness test
consists of comparing the critical terms of the hedging instrument with
the critical terms of the hedged item.

Hedged item Hedging instrument
Amount Buy EUR 500,000 Sell EUR 500,000
Maturity date | 30 April 2007 30 April 2007
Exchange rate | EUR/INR spot exchange | EUR/INR spot exchange
rate rate

All the critical terms of the hedging instrument match the critical terms
of the hedged item; the hedge is therefore expected to be highly effective.

2. Accounting Entries on 26 April, 2006

Although it is designated as a hedged item in a fair value hedge, the
hedged firm commitment is not recognized in the balance sheet at
inception of the hedge because it is an executory contract for the future
delivery of component parts. Only the subsequent changes in the fair
value that are attributable to the hedged risk will be accounted for in the
balance sheet. The forward contract is not recognized in the balance sheet
at inception, as its fair value is nil, as shown in the Box that follows.

Forward Contract
Notional amount (500,000) EUR
Forward rate at inception 51.5314
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EUR leg translated into INR

(25,765,700) INR

EUR

INR
INR
INR

INR

INR

INR

Discount factor 0.9461 INR
FV of the EUR leg (24,376,929)
Notional amount 25,765,700 INR
Discount factor 0.9461 INR
FV of the INR leg 24,376,929 INR
FV of the derivative 0 INR
Hedged firm commitment Forward contract
Firm 500,000 | EUR|Notional amount (500,000)
commitment
Spot rate at Spot rate at
inception 51.5000 inception 51.5000
Translated leg | 25,750,000 |INR | Translated leg (25,750,000)
Discount factor 0.9461
FV of EURO leg ((24,362,075)
(spot)
FV of the Spot portion of
camera parts notional at
to be delivered |(25,750,000) [INR |inception 25,750,000
Difference 0 |INR | Discount factor 0.9461
Discount factor 0.9461 |INR |FV of the INR leg| 24,362,075
FV of the hed- FV of forward
ged item (spot) 0 |INR |contract (spot) 0
Effectiveness = 100%

3. Retrospective Effectiveness Test on 30 September, 2006

Hedge effectiveness is to be assessed retrospectively at each reporting
date. Therefore, as per SpareParts Co’s policies the hedge effectiveness is
assessed using the dollar offset method.

Hedged firm commitment

Forward Contract

Firm 500,000 |[EUR|[Notional amount

commitment

Spot rate 51.5800 Spot rate

Translated leg | 25,790,000 |INR | Translated leg
Discount factor

(500,000)

51.5800

(25,790,000)
0.9683

EUR

INR
INR

(Contd.)
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FV of EURO leg

(spot) (24,972,457) |INR
FV of the Spot portion of
camera parts notional at
to be delivered inception
(500,000* 51.50)((25,750,000) [INR {(500,000* 51.50) | 25,750,000 |INR
Difference 40,000 | INR [Discount factor 0.9683
Discount factor 0.9683 |INR |FV of the INR leg| 24,933,725 |INR
FV of the FV of forward
hedged item contract (spot) (38,732) |INR
(spot) 38,732 [INR

Effectiveness = —100%

The hedge has been highly effective for the period ended 30 September,
2006.

4. Accounting Entries as on 30 September, 2006

Fair value hedge accounting can be applied because all the criteria for
hedge accounting have been met. The fair value of the derivative can be
calculated as follows:

Forward Contract

Notional amount (500,000) EUR

Forward rate

Translated leg
Discount factor
FV of the EUR leg
Notional amount
Discount factor
FV of the INR leg
FV of the derivative

51.6068

(25,803,400) INR
0.9683 INR
(24,985,432)
25,765,700 INR
0.9683 INR
24,948,927 INR
(36,505) INR

The entries are as follows:

(in Rupees) Debit Credit
Other operating income and expenses a/c 36,505

To FX forward sale a/c 36,505
Being change in fair value of the forward contract {(36,505)-NIL}
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(in Rupees) Debit Credit
Other assets (firm commitment) a/c 38,732

To Other operating income and expenses a/c 38,732
Being change in fair value of the hedged firm commitment {38732 — NIL}

5. Prospective Effectiveness Test on 31 March, 2006

Critical terms comparison method is used for prospective effectiveness

test.
Hedged item Hedging instrument
Amount Buy EUR 500,000 Sell EUR 500,000
Maturity date | 30 April 2007 30 April 2007
Exchange rate | EUR/INR spot exchange | EUR/INR spot exchange
rate rate

The hedge is expected to be highly effective since all the terms match.
6. Retrospective Effectiveness Test on 31 March, 2007

Hedge effectiveness is to be assessed using the dollar offset method on a
cumulative basis.

Hedged firm commitment Forward Contract

Firm EUR|Notional amount| (500,000) | EUR
commitment 500,000 Spot rate 51.6000
Spot rate 51.6000 Translated leg  {(25,800,000) | INR
Translated leg | 25,800,000| INR |Discount factor 0.9954| INR

FV of EURO leg

(spot) (25,681,320) | INR
FV of the Spot portion of
camera parts notional at
to be delivered ((25,750,000) | INR |inception 25,750,000 | INR
Difference 50,000| INR |Discount factor 0.9954
Discount factor 0.9954| INR [FV of the INR leg| 25,631,550 INR
FV of the FV of forward
hedged item contract (spot) (49,770) | INR
(spot) 49,770| INR

Effectiveness = —-100%
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The hedge has been highly effective for the period ended 31 March, 2007.
7. Accounting Entries as on 31 March, 2007

Fair value hedge accounting can be applied since all the criteria for hedge
accounting are met.

The fair value of the derivative can be calculated as follows:

Forward Contract

Notional amount (500,000) EUR
Forward rate 51.6091

Translated leg (25,804,550) INR
Discount factor 0.9954 INR
FV of the EUR leg (25,685,849)

Notional amount 25,765,700 INR
Discount factor 0.9954 INR
FV of the INR leg 25,647,178 INR
FV of the derivative (38,671) INR

The accounting entries are as follows:

(in Rupees) Debit Credit
Other operating income and expenses a/c 2,166
To FX Forward sale 2,166

Being change in fair value of the forward contract {(38,671) — (36,505)}

(in Rupees) Debit Credit
Other assets (firm commitment) a/c 11,038
To other operating income and expenses 11,038

Being change in fair value of the hedged firm commitment {49,770 — 38,732}

8. Prospective Effectiveness Test on 30 April, 2007

Critical terms comparison method is used for prospective effectiveness
test.
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Hedged item Hedging instrument
Amount Buy EUR 500,000 Sell EUR 500,000
Maturity date | 30 April 2007 30 April 2007
Exchange rate | EUR/INR spot exchange | EUR/INR spot exchange
rate rate

The hedge is expected to be highly effective. Since all the terms match.
9. Retrospective Effectiveness Test on 30 April, 2007

Hedge effectiveness is to be assessed using the dollar offset method on a

cumulative basis.

Hedged firm commitment Forward Contract
Firm
commitment 500,000| EUR|Notional amount| (500,000) | EUR
Spot rate 51.6500 Spot rate 51.6500
Translated leg | 25,825,000| INR |Translated leg  |(25,825,000) | INR
Discount factor 1.0000| INR
FV of EURO leg ((25,825,000) | INR
(spot)
FV of the Spot portion of
camera parts notional at
to be delivered |(25,750,000) | INR |inception 25,750,000 | INR
Difference 75,000| INR |Discount factor 1.0000
Discount factor 1.0000| INR |FV of the INR leg| 25,750,000 | INR
FV of the FV of forward
hedged item contract (spot) (75,000) | INR
(spot) 75,000 INR
Effectiveness = -100%

The hedge has been highly effective for the period ended 30 April 2007.

Notional amount
Forward rate

Translated leg

Discount factor

FV of the EUR leg (spot)
Notional amount
Discount factor

FV of the INR leg

FV of the derivative

Forward Contract

51.6500
(25,825,000) INR

(25,825,000)

25,765,700 INR

(500,000) EUR

1.0000 INR

25,765,700 INR
1.0000 INR

(59,300) INR
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The accounting entries are as follows:

(in Rupees) Debit Credit
Other operating income and expenses a/c 20,629
To FX Forward sale a/c 20,629

Being change in fair value of the forward contract {(59,300) — (38,671)}

(in Rupees) Debit Credit
Other assets (firm commitment) a/c 25,230
To other operating income and expenses 25.230

Being change in fair value of the hedged firm commitment {75,000 — 49,770}

Recognition of the sale of camera parts on 30 April 2007

(in Rupees) Debit Credit
Debtors (Receivable) a/c 25,825,000

To Sales a/c 25,825,000
Being the sale of 25,000 units @ € 20/unit (spot rate of 51.6500)

As the receivable is short-term and Euro interest rates are low,
management of the company has determined that the effect of discounting
is not material and therefore, as permitted by IAS 39, the receivable is
recognized at face value.

(in Rupees) Debit Credit
Cost of goods a/c 15,000,000

To Inventory stock a/c 15,000,000
Being the cost of goods sold @ Rs. 15 million

Re-classification of amount recognized as firm commitment

The firm commitment is no longer recognized in the balance sheet, having
been met delivery of the camera parts and recognition of the receivable.
The balance sheet amount relating to firm commitment is therefore
derecognized. As the expiry of the firm commitment forms part of the
consideration received on the sale, the corresponding entry is to revenue.
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(in Rupees) Debit Credit
Sales a/c 75,000

To other assets (firm commitment) a/c 75,000
Being de-recognition of firm commitment

Cash settlement of the derivative

The derivative matures and is settled in cash.

(in Rupees) Debit Credit
FX Forward sale a/c 59,300

To Cash/Bank a/c 59,300
Being cash settlement of the derivative

SpareParts Co is exposed to foreign currency risk on the receivable, it
may choose to enter into a new derivative to hedge the foreign currency
risk of the receivable. As the re-translation of the receivable under IAS 21
will affect the income statement, hedge accounting is not necessary.

Cash Flow Hedge—Interest Rate Risk

Case 10.3 Conversion of Variable Rate Debt
into Fixed Rate Debt using an

Interest Rate Cap—Cash Flow
Hedge

Swap Expert Company (SEC) is a Spanish company with Euro as its
functional currency. SEC’s reporting date is December 31.

On January 1, 2006 SEC obtains a three-year loan of Euro 10 million.
The interest rate on the loan is variable at EURIBOR plus 80 basis points
and is payable annually. The rate for the first coupon is set at 5.80%.
Interest is paid annually on December 31. We have assumed that no
transaction costs are incurred on obtaining the loan.

On January 1, 2006 SEC buys a three-year interest rate cap on EURIBOR
with a strike rate of 5%. The timing of the interest rate cap cash flows
equals that of the loan interest expense. SEC pays an upfront premium
for the cap of Euro 120,000.
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The zero coupon curves derived from EURIBOR on various dates
during the hedge are as follows:

Zero coupon rates 31-12-2006 31-12-2007 31-12-2008
(assumed)

01-01-2006 5.00% 5.06% 5.10%

31-12-2006 5.60% 5.64% 5.68%

Extracts of Risk Management Policies for Interest
Rate Risk

SEC is exposed to interest rate risk on interest bearing debt and
investments. SEC manages its exposure to interest rate risk through the
proportion of fixed and variable rate debt in its total net debt portfolio.
To manage this proportion of fixed and variable rate debt, SEC may enter
into the following derivative financial instruments: interest rate swaps;
purchased interest rate caps; and interest rate collars, provided that, in
the case of a collar, either a net premium is paid or the value at inception
is nil.

For the purpose of determining the debt proportion, caps and collars
are regarded as converting debt to fixed rate. However, the proportion of
debt that is subject to a cap or collar may not exceed 10% of the total net
debt outstanding.

Extracts of Effectiveness Testing Policies for Interest
Rate Risk

Strategy I1I: Interest Rate Hedges Using Purchased Interest Rate Caps
and Collars

PROSPECTIVE EFFECTIVENESS TESTING FOR CasH Frow HEeDGE
RELATIONSHIPS = Prospective effectiveness testing should be performed
at the inception of the hedge and at each reporting date.

It should be performed by comparing the numerical effects of a shift in
the relevant interest rate on both the present value of cash flows being
hedged and the fair value of the hedging instrument.

This test should normally be based on at least three interest rate
scenarios. However, for hedges where the critical terms of the hedging
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instrument perfectly match the critical terms of the hedged item, one
scenario is sufficient (assuming a shift of 100 basis points up).

When the hedging instrument is an option (a cap or a collar), the time
value is not included in the hedge relationship and is excluded from
prospective effectiveness testing.

RETROSPECTIVE EFFECTIVENESS TESTING FOR CasH Frow HEDGE
RELATIONSHIPS = Retrospective effectiveness testing should be performed
at each reporting date using the dollar offset method. The hedge is effective
if this amount falls within a range of 80%-125%. Accrued interest is not
taken into account in such tests.

When the hedging instrument is an option (a cap or a collar), the
option’s time value is not included in the hedge relationship and is
therefore excluded from retrospective effectiveness testing.

The change in the intrinsic value of the cap is the difference between
the intrinsic value of the cap at the beginning and end of the testing
period. The cap’s cash flows are calculated using the current spot rate
and discounted using the zero coupon rates derived from the relevant
swap yield curve.

The change in the present value of the interest paid on the loan is the
difference between the present value of the projected interest to be paid
on the loan (excluding the credit spread) at the beginning and end of the
testing period, attributable to movements in EURIBOR for rates of above
the hedged rate. The coupons are calculated using the current spot rate
and discounted using the zero coupon rates derived from the swap yield
curve.

Hedge Designation
SEC’s hedge documentation is as follows:
1. Risk Management Objective

For the current period, SEC’s approved strategy in accordance with its
risk management policies is to maintain a ratio of fixed:floating-rate
net debt of between 40:60 and 50:50. In order to meet this chosen ratio,
the management has decided to cap the floating-rate of this loan.
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2. Hedging Relationship
Cash flow hedge—cap floating interest rate at 5% + 80 basis points.

3. Nature of Risk being Hedged

Interest rate risk—variability in interest paid on the loan number P2428G
attributable to movements in EURIBOR when it is above 5%. Credit risk
on the debt is not designated as being hedged.

4. Hedged Item

Transaction number—reference number P2428G in the treasury mana-
gement system.

The hedged item is a three-year, EUR 10 million variable rate loan
with a coupon of EURIBOR + 80 basis points, paid annually on 31 December.

5. Hedging Instrument

Transaction number—reference number NO0179] in the treasury mana-
gement system.

The hedging instrument is a purchased three-year interest rate cap with
the following characteristics:

Type Purchased cap

Notional amount EUR 10 million

Strike 5%

Underlying EURIBOR (at settlement date)
Start date 1 January 2006

Maturity date 31 December 2008
Settlement date 31 December

Premium paid EUR 120,000

Hedge designation—the change in the intrinsic value of the cap N0179] is
designated as a hedge of the change in the present value of the coupons
on the loan P2428G attributable to movements in EURIBOR when it is
above 5%. The time value of the cap is excluded from the designation.
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6. Effectiveness Testing
Hedge accounting strategy III shall be applied.

DESCRIPTION OF PROSPECTIVE TEST Dollar offset method, being the
ratio of the change in the intrinsic value of the cap N0179], divided by
the change in the present value of the coupons paid on the loan P2428G
attributable to changes in EURIBOR interest rate (i.e. excluding the credit
spread on the loan).

The critical terms of the cap perfectly match the critical terms of the
portion of the debt designated as the hedged item. As permitted in the
risk management polices, the prospective tests will therefore be performed
using only one scenario (a 100 basis points shift upwards in EURIBOR).

Frequency of testing: at the inception of the hedge and then at each reporting
date.

DESCRIPTION OF RETROSPECTIVE TEST Dollar offset method, being
the ratio of the change in the intrinsic value of the cap N0179], divided
by the change in the present value of the coupons paid on the loan
P2428G attributable to changes in EURIBOR interest rate (excluding the
credit spread) above 5%.

Frequency of testing: at every reporting date after the inception of the
hedge.

Effectiveness Tests and Accounting Entries

1. Prospective Effectiveness Test on 1 January, 2006

EURIBOR is 5% at inception of the hedge. SEC’s management must assess
prospectively the effectiveness of the hedge, as required by IAS 39.

Based on the hedge documentation, the prospective effectiveness test
consists of comparing the effects of a 100 basis points shift of LIBOR on
the intrinsic value of the cap and the present value of the hedged cash
flows.

A coupon of EURIBOR + 80 basis points is paid on the loan. For
effectiveness testing purposes, only the cash flows relating to EURIBOR
are taken into account. The credit risk associated with the loan (80 basis
points) is not part of the hedge relationship; it is therefore excluded from
the tests.
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Prospective effectiveness test on 1 January 2006

31-12-06 31-12-07 31-12-08 Total
Cash flows
on the cap
Expected cash
flows at 5.00% 0 0 0
Discounted CF
at ZC1 0 0 0 0
Expected cash-
flows at 6.00% 100,000 100,000 100,000
Discounted CF
@ ZC1+100 bps 94,340 89,000 83,962 267,301
267,301
Cash flows on
the loan
Expected cash
flows at 5.00% -500,000 -500,000 -500,000
Intrinsic value
of the cap 500,000 500,000 500,000
Portion being
hedged 0 0 0
Discounted
CF at ZC1 0 0 0 0
Expected cash
flows at 6.00% -600,000 -600,000 -600,000
Intrinsic value
of the cap 500,000 500,000 500,000
Portion being
hedged -100,000 -100,000 -100,000
Discounted CF
at ZC1+100 bps -94,340 -89,000 -83,962 -267,301
-267,301
. Change in fair value of cap
Effectiveness = Change in fair value of loan
ge e of lo
267,301 + (267,301) -100%

2. Accounting Entries on 1 January, 2006

The loan is recognized at the proceeds received by Swap Expert Company,
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which represents its fair value on the issuance date. The loan is classified
as borrowings and will be subsequently measured at amortized cost.

(in EUR) Debit Credit
Bank a/c 10,000,000

To Borrowings a/c 10,000,000
Being the amount borrowed EUR 10 million at EURIBOR + 80 bps for three
years

The cap entered into by SEC is recognized at fair value in the balance
sheet, which is the premium paid by SEC.

(in EUR) Debit Credit
Purchase — Interest rate cap a/c 120,000

To Bank a/c 120,000
Being interest rate cap recognized at fair value

3. Retrospective Effectiveness Test on 31 December, 2006

The EURIBOR on 31 December, 2006 is 5.60%.

Retrospective Effectiveness test on 31 December, 2006

31-12-06 31-12-07 31-12-08 Total

Cash flows

on the cap

Expected cash

flows at 5.60% Received 60,000 60,000

Discounted

CF at 5.60% - 56,818 53,805 110,623

Expected cash

flows at 5.00% 0 0 0

Discounted CF

@ 5.00% 0 0 0 0
110,623

(Contd.)
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(Contd.)
Cash flows
on the loan
Expected cash
flows at 5.60% Paid -560,000 -560,000
Intrinsic value
of the cap — 500,000 500,000
Portion being
hedged 0 -60,000 -60,000
Discounted
CF at 5.60% 0 -56,818 -53,805 -110,623
Expected cash
flows at 5.00% -500,000 -500,000 -500,000
Intrinsic value
of the cap 500,000 500,000 500,000
Portion being
hedged 0 0 0
Discounted CF
at 5.00% 0 0 0 0
-110,623
. Change in clean fair value of cap
Effectiveness = Change in clean fair value of loan
110,623 + (110,623) -100%
4. Accounting Entries on 31 December, 2006
Recognition of interest paid on loan
(in EUR) Debit Credit
Interest expenses a/c 640,000
To Bank a/c 640,000
Being the interest paid on loan at 5.60% + 0.80%

Cash flow hedge accounting

The change in the fair value of the cap (before cash settlement) amounts
to EUR 170,623 for the period ended 31 December 2006.
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Hedging Clean fair| Cash Value Fair value | Difference
instrument value |settlement before 01-01-2006
(Interest rate [31-12-2006 settlement
cap) 31-12-2006

(i) (ii) (iii)=(1)+(ii) (iv) (v)=(iii)—(iv)

Intrinsic value

{a} 110,623 | (60,000) 170,623 0 170,623
Time value

(assumed) {b} | 80,000* — 80,000 120,000 (40,000)
Fair value of

the cap {a + b} 190,623 | (60,000) 250,623 120,000 130,623

* The time value has been assumed for the purpose of this case. In reality, the time
value would be established using an option pricing model and would vary with
factors such as interest rates, the remaining term of the cap and the volatility of
interest rates.

Based on the retrospective effectiveness test performed on December
31, 2006, the hedge is 100% effective. The change in the intrinsic value of
the cap is recognized in equity. The change in time value of the cap is not
a part of the hedge and therefore recognized directly in profit or loss.

(in EUR) Debit Credit
Purchase — Interest rate cap a/c 130,623

Other operating income and expenses a/c 40,000

To Cashflow hedging reserve (equity) 170,623
Being the change is fair value of cap recognized

Recognition of cash settlement on the cap

(in EUR) Debit Credit
Bank a/c 60,000

To Purchase — Interest rate cap a/c 60,000
Being the interest on cap 10,000,000 * (5.60% -5.00%) received

Transferring of the gain on cap from equity

(in EUR) Debit Credit
Cash flow hedging reserve (equity) a/c 60,000
To Interest expense a/c 60,000
Being interest on cap 10,000,000 * (5.60% -5.00%) transferred
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The overall effect is that SEC pays a net coupon of EUR 580,000 for the
period ended 31 December 2006, representing a rate of 5.80% p.a. (strike
cap of 5% + 80 bps).

4. Prospective Effectiveness Test on 31 December 2006

Prospective Effectiveness Test on 31 December 2006

31-12-06 31-12-07 31-12-08 Total

Cash flows

on the cap

Expected cash

flows at 5.60% Received 60,000 60,000

Discounted CF

at 5.60% — 56,818 53,805 110,623

Expected cash

flows at 6.60% Received 160,000 160,000

Discounted CF

@ 5.60%+100 bps — 150,094 140,801 290,895

180,271

Cash flows

on the loan

Expected cash

flows at 5.60% Paid -560,000 -560,000

Intrinsic value

of the cap — 500,000 500,000

Portion being

hedged — -60,000 —60,000

Discounted CF

at 5.60% — -56,818 -53,805 -110,623

Expected cash

flows at 6.60% Paid —660,000 -660,000

Intrinsic value

of the cap — 500,000 500,000

Portion being

hedged — -160,000 -160,000

Discounted CF

at 5.60%+100 bps — -150,094 -140,801 -290,895
-180,271

. Change in fair value of cap
Effectiveness = Change in fair value of loan
180,271/(180,271) -100%
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The testing and accounting entries are carried out in the same manner
throughout the remaining life of the hedge relationship.

Cash Flow Hedge—Interest Rate Risk

Case 10.4 Hedge of Highly Probable Foreign
Currency Forecast Purchases—

Cash Flow Hedge

Sony Corp. (SC) is an American company with USD as functional currency.
Its reporting date is 31 December.

Sony Corp. produces and sells digital cameras and camera equipments.
The management anticipates a tremendous demand for the latest digital
products in the Asia-Pacific region from the month of September, 2007.
In view of this, the management wishes to encash upon this opportunity
and enter the Asian markets by August, 2007.

The production capacity has to be increased accordingly and therefore,
a significant amount of lens (raw material) has to be purchased in May
2007 for the start of production. A company EuroCyber based out of
Spain will supply the lenses. Based on SC’s production plans and the
prices that the supplier is currently charging , SC’s management forecasts
that 2,500,000 lenses will be received and invoiced in May, 2007 at a price
of EUR 4 per unit. The invoice is expected to be paid on 30 June, 2007. On
1 July 2006 SC’s management decides to hedge the foreign currency risk
arising from its highly probable forecast purchase. SC enters a forward
contract to buy EUR against USD. On that date, the forecast purchase is
considered as highly probable, as the board of directors has approved the
purchase and negotiations with the Spanish supplier are far advanced.

The foreign currency forward contract entered into as a hedge of the
highly probable forecast purchase is as follows:

Type European forward contract
Amount purchased EUR 10,000,000

Amount sold USD 13,275,000

Forward rate 1 EUR = 1.3275 USD

Start date 1 July, 2006

Maturity date 30 June, 2007
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Exchange rates on various dates during the hedge are as follows:

01-07-2006 | 31-12-2006 31-05-2007 | 30-06-2007
EUR/USD
spot rate 1.3200 1.3500 1.3900 1.3500
EUR/USD
forward rate 1.3275 1.3574 1.3908 1.3500

Annualized interest rates applicable for discounting a cash flow on June
30, 2007 at various dates during the hedge are as follows:

01-07-2006 | 31-12-2006 | 31-05-2007 | 30-06-2007

USD interest

rate 5.3550% 5.3670% 5.4240% 5.4030%
EUR interest
rate 3.4916% 3.5100% 3.5470% 3.5170%

Extracts of Risk Management Policies for Foreign
Currency Risk

Foreign Currency Risk

SC’s functional currency is the USD (US Dollar). SC is exposed to foreign
exchange risk because some of its purchases and sales are denominated
in currencies other than USD. It is therefore exposed to the risk that
movements in exchange rates will affect both its net income and financial
position, as expressed in USD.

SC’s foreign currency exposure arises from:

1. highly probable forecast transactions (sales/ purchases) denominated
in foreign currencies

2. firm commitments denominated in foreign currencies

3. monetary items (mainly trade receivables, trade payables and
borrowings) denominated in foreign currencies

SC is mainly exposed to EUR/ USD and USD/TWD (Taiwan New
Dollars) risks. Transactions denominated in foreign currencies other than
EUR and TWD are not material.
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SC’s policy is to hedge all material foreign exchange risk associated
with highly probable forecast transactions, firm commitments and
monetary items denominated in foreign currencies in the relevant (spot
exchange rate.)

Hedging Instruments

SC uses only forward contracts to hedge foreign exchange risk. All
derivatives must be entered into with counterparties with a credit rating
of AA or higher.

Extracts of Effectiveness Testing Policies for Interest
Rate Risk

Strategy IV: Cash Flow Hedges of Foreign Currency Exposure in
Highly Probable Forecast Transactions

PROSPECTIVE EFFECTIVENESS TESTING = Prospective effectiveness testing
should be performed at the inception of the hedge and at each reporting
date.

Prospective effectiveness testing should be performed by comparing
the numerical effects of a shift in the exchange rate (for example EUR/
USD rate) on the fair value of the hedged cash flows measured using a
hypothetical derivative and the fair value of the hedging instrument.
Consistent with SC’s risk management policy, the hedged risk is defined
as the risk of changes in the spot exchange rate. Changes in interest rates
are excluded from the hedge relationship (for both the hedging instrument
and the hedged forecast transaction) and do not affect the calculations of
effectiveness.

The spot component of the forward contract alone is included in the
hedge relationship (i.e. the forward points are excluded).

At least three scenarios should be assessed unless the critical terms of
the hedging instrument perfectly match the critical terms of the hedged
item, in which case one scenario is sufficient.

RETROSPECTIVE EFFECTIVENESS TESTING  Retrospective effectiveness
testing must be performed at each reporting date using the dollar offset
method on a cumulative basis. A hedge is considered to be highly effective
if the results of the retrospective effectiveness tests are within the range
80%—-125%.
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The change in the fair value of the spot component of the hedging
instrument (the forward contract) is the difference between the fair value
of the spot component at the inception of the hedge and the end of the
testing period based on translating the foreign exchange leg of the forward
contract at the current spot rate and discounting the net cash flows on the
derivative using the zero coupon rates curve derived from the swap
yield curve.

The change in fair value of the hedged cash flows of the hedged item
(hypothetical derivative) is the difference between the value of the
hypothetical derivative at the inception of the hedge, and the end of the
testing period based on translating the foreign exchange leg of the
hypothetical derivative at the current spot rate and discounting the net
cash flows on the hypothetical derivative using the zero coupon rates
curve derived from the swap yield curve.

Hedge Designation
SC’s hedge documentation is as follows.
1. Risk Management Objective

In order to comply with SC’s foreign exchange risk management strategy,
the foreign exchange risk arising from the highly probable forecast
purchase detailed in (5) below is hedged.

2. Hedging Relationship

Cash flow hedge—hedge of the foreign currency risk arising from highly
probable forecast purchases.

3. Nature of Risk being Hedged

EUR/ USD spot exchange rate risk arising from a highly probable forecast
purchase denominated in Euro that is expected to occur on 1 May 2007
and to be settled on 30 June 2007.

4. Hedged Item

Highly probable purchase of 2,500,000 units of raw material for EUR 4
per unit.

In the actual documentation, other details of the highly probable
purchase like the rationale for the transaction to be highly probable,
expected time of the transaction, etc should be specified.
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5. Hedging Instrument

Transaction number—reference number N2424] in the treasury management
system.

The hedging instrument is a forward contract to buy EUR 10,000,000
with the following characteristics:

Type European forward contract
Amount purchased EUR 10,000,000

Amount sold USD 13,275,000

Forward rate EUR 1 =USD 1.3275

Spot rate at inception EUR 1 = USD 1.3200

Spot component of notional amount USD 13,200,000

Start date 1 July 2006

Maturity date 30 June 2007

Hedge designation—the spot component of forward contract N2424]
is designated as a hedge of the change in the present value of the cash
flows on the forecast purchase that is attributable to movements in the
EUR/ USD spot rate, measured as a hypothetical derivative.

6. Effectiveness Testing

Hedge accounting strategy IV should be applied

The hypothetical derivative that models the hedged cash flows is a
forward contract to pay EUR 10,000,000 on 30 June 2007 in return for
USD. The spot component of this hypothetical derivative is USD 13,200,000.

DESCRIPTION OF PROSPECTIVE TESTING  Dollar offset method, being
the ratio of the change in the fair value of the spot component of forward
contract N2424]J, divided by the change in present value of the hedged
cash flows (hypothetical derivative) attributable to changes in spot EUR/
USD rate.

Frequency of testing: at inception of the hedge and then at each reporting
date.

DESCRIPTION OF RETROSPECTIVE TESTING  Dollar offset method, being
the ratio of the change in fair value of the spot component of the forward
contract, divided by the change in present value of the hedged cash flows



The McGraw-Hill companies i

Hedge Accounting Models 10.41

(hypothetical derivative) attributable to changes in spot EUR/ USD rate,
on a cumulative basis.

Frequency of testing: at every reporting date.
Effectiveness Tests and Accounting Entries

1. Prospective Effectiveness Test on 1 July 2006

On 1 July 2006 the forward EUR/USD exchange rate is 1.3275. On that
date, the spot EUR/USD exchange rate is 1.3200. SC’s management should
assess prospectively the effectiveness of the hedge.

Based on the hedge documentation, the prospective effectiveness test
consists of comparing the effects of a 10% shift of the spot EUR/ USD
exchange rate on both the fair value of the spot component of the hedging
instrument and on the hedged cash flows (hypothetical derivative).

Hedged Item and Hedging Instrument
(Spot Components)

The EUR leg of both the hypothetical derivative (hedged item) and the
forward contract (hedging instrument) are translated into USD using the
shifted spot exchange rate (1.452), then discounted back using the current
USD interest rate (5.3850%) for a cash flow due on June 30, 2007. The
USD leg is discounted back using the current USD interest rate. The
difference between the present values of each leg represents the fair value
of the spot component. As the fair value of this spot component is nil at
inception, the change in fair value is equal to its fair value.

Hedged item-Hypothetical derivative Forward Contract

Notional amount| —10,000,000 | EUR |Notional amount 10,000,000 |EUR
Spot rate + 10% 1.4520 Spot rate + 10% 1.4520
Translated leg -14,520,000 |USD |Translated leg 14,520,000 |USD
Discount factor 0.9482 | USD |Discount factor 0.9482 |USD
FV of the EUR FV of EUR

leg “A” | -13,767,864 |USD |leg “A”| 13,767,864 |USD
Notional amount| 13,200,000 | USD |Notional amount -13,200,000 |USD
Discount factor 0.9482 | USD |Discount factor 0.9482 |USD
FV of the USD FV of the USD

leg “B” 12,516,240 | USD |leg “B” |-12,516,240 |USD
FV of the hedged FV of forward

item (A-B) -1,251,624 | USD |contract (A-B) 1,251,624 |USD

Effectiveness = -100%
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2. Accounting Entries on 1 July 2006

Since the fair value of the forward contract is nil, no accounting entry
will be passed. This is shown as follows:

Forward Contract

Notional amount 10,000,000 EUR
Forward rate at inception 1.3275

EURO leg translated into USD 13,275,000 USD
Discount factor 0.9482 USD
FV of the EUR leg 12,587,355 USD
Notional amount in USD -13,275,000 USD
Discount factor 0.9482 USD
FV of the USD leg -12,587,355 USD
FV of the derivative 0 USD

3. Retrospective Effectiveness Test on 31 December 2006

The effectiveness of a hedging relationship is to be assessed retrospectively
each reporting date. Based on SC’s risk management policies, the
effectiveness of the hedge is assessed using the dollar offset method on a
cumulative basis.

The dollar offset method consists of comparing the effects of the change
in spot EUR/ USD exchange rate (from 1.32 to 1.35) on the fair value of
the spot component of the hedging instrument and the hypothetical

derivative (hedged cash flows).

Hedged item-Hypothetical derivative
Notional amount| —-10,000,000 | EUR
Spot rate at test

date 1.3500
Translated leg -13,500,000 | USD
Discount factor 0.9741 |USD
FV of the EUR

leg “A” | -13,150,350 | USD
Spot component

of notional at

inception 13,200,000 | USD
Discount factor 0.9741 |USD

Forward Contract
Notional amount 10,000,000 |[EUR
Spot rate at test
date 1.3500
Translated leg 13,500,000 |USD
Discount factor 0.9741 |USD
FV of EUR
leg “A” 13,150,350 |USD
Spot component
of notional at
inception -13,200,000 {USD
Discount factor 0.9741 |USD

(Contd.)
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(Contd.)
FV of the USD FV of the USD
leg “B” 12,858,120 |USD |leg “B” | -12,858,120 |USD
FV of the hedged FV of forward
item (A — B) —292,230 |USD |contract (A — B) 292,230 |USD
Effectiveness = -100%

4. Accounting Entries on 31 December 2006

Since all the criteria for hedge accounting are met, cash flow hedge
accounting can therefore be applied. The hedge is 100% effective, the
change in fair value of the spot component of the hedging instrument is
therefore recognized in equity. The full fair value of the hedging
instrument includes the forward points. The change in fair value of
forward points is recognized in the income statement.

Forward Contract

Notional amount 10,000,000 EUR
Forward rate 1.3574
EUR leg translated into USD 13,574,000 USD
Discount factor 0.9741 USD
FV of the EUR leg 13,222,433 USD
Notional amount in USD -13,275,000 USD
Discount factor 0.9741 USD
FV of the USD leg -12,931,178 USD
FV of the derivative 291,256 USD
The entry is as follows:
(in USD) Debit Credit
FX forward purchase a/c 291,256
Other operating expense a/c 974
To Cash flow hedging reserve (equity) 292,230
Being change in fair value of the forward contract recorded

The testing and accounting entries are carried out in the same manner
throughout the remaining life of the hedge relationship.
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CHAPTER 11

0000000000000000000000000

Disclosures

11.1 SynNopsis

There have been significant developments in the techniques used by the
entities for measuring and managing exposure to risks arising from
financial instruments. In recent years new risk management concepts and
approaches have gained acceptance. As a result, the users of financial
statements need more information about an entity’s exposure to risks
and greater transparency of these, in order to make more informed
judgements about risk and return. Accordingly, it was felt that there was
a need to revise and enhance the disclosures in IAS 30 Disclosures in the
Financial Statements of Banks and Similar Financial Institutions and IAS 32
Financial Instruments: Disclosure and Presentation. As a part of this revision,
IFRS 7 Financial Instruments: Disclosures was introduced which
supersedes IAS 30 and the disclosure requirements of IAS 32. The
presentation requirements of IAS 32 remain unchanged. The disclosure
requirements are focused on providing information that enhances a user’s
understanding of the impact of financial instruments on the entity’s
financial position, performance and cash flows.

11.2 ScorEe oF IFRS 7

IFRS 7 applies to financial and non-financial institutions. The extent of
disclosure required depends upon the extent of the entity’s use of financial
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instruments and its exposure to risk. It applies to recognized and
unrecognized financial instruments. An example of an unrecognized
financial instrument is a loan commitment.

IFRS 7 is divided into two distinct sections. The first covers disclosures
about the numbers in the balance sheet and the income statement. The
second deals with risk disclosures. It is the second section where the new
standard takes a very different approach. The risk disclosures arising
from financial instruments are given ‘through the eyes of management’. The
information that is provided to key management personnel is the basis
for the information that is disclosed. Certain disclosures should be given
to the extent they are not part of the ‘through the eyes of management’
disclosures.

The new disclosure requirements are applicable for annual periods
beginning on or after 1 January 2007; earlier application is encouraged.

11.3 BALANCE SHEET DISCLOSURES

11.3.1 Presentation of Classes of Financial
Instruments

An entity is permitted to present the required disclosures either on the
face of the balance sheet or in the notes to the financial statements. When
the standard requires disclosure by class of financial instrument the entity
must group instruments in classes that are appropriate to the nature of
information disclosed and the characteristics of the instrument. A ‘class’
is not the same as a ‘category’ of financial instruments. Categories are
defined in IAS 39 as financial assets at fair value through profit or loss,
held-to-maturity investments, loans and receivables, available-for-sale
financial assets, financial liabilities at fair value through profit or loss and
financial liabilities measured at amortized cost.

Classes are expected to be determined at a lower level than the
measurement categories in IAS 39 and reconciled back to the balance
sheet as required by IFRS 7. However, the level of detail for a class
should be determined on an entity-specific basis.

In the case of banks, the category ‘loans and advances’ is expected to
comprise more than one class unless the loans have similar characteristics.
For example, it may be appropriate to provide separate classes by:
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O types of customers—for example, commercial loans and loans to
individuals

O types of loans—for examples, mortgages, credit cards and unsecured
loans, overdrafts

The required core balance sheet disclosures for each category of financial
assets and financial liabilities in IFRS 7 include the carrying amount and
related fair value, along with the amount and reason for any re-
classifications between categories.

11.3.2 Loans or Receivables at Fair Value through
Profit or Loss

IFRS 7 contains disclosure requirements for loans or receivables at fair
value through profit or loss. These include the maximum credit exposure,
the impact of credit derivatives on credit exposure and the change in the
fair value of the loans or receivables and any related credit derivatives
due to change in credit risk, both during the period and cumulatively
since designation.

11.3.3 Financial Liabilities at Fair Value through
Profit or Loss

IFRS 7 includes the requirement to disclose the amount of change in fair
value of a financial liability, during the period and cumulatively,
attributable to changes in credit risk of that liability and not due to changes
in market conditions that give rise to market risk. Changes in market
conditions that give rise to market risk include changes in benchmark
interest rate, the price of another entity’s financial instrument, a commodity
price, forex rate, etc. Entities are required to adopt the method described
in IFRS 7 unless they can demonstrate that an alternative method is a
better approximation.

11.3.4 Other Balance Sheet Disclosures

11.3.4.1 De-recognition

Certain information is required to be disclosed when all or part of
transferred financial assets do not qualify for de-recognition, or when
there is continuing involvement.
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11.3.4.2 Collateral

Collateral given—disclosure of the carrying amount is required in addition
to the terms and conditions of financial assets pledged as collateral.

Collateral taken—an entity must disclose the fair value and terms and
conditions of assets (financial and non-financial) received as collateral,
which it has a right to sell or re-pledge in the absence of default.

11.3.4.3 Allowance Account

IFRS 7 requires the disclosure of reconciliation of the allowance account
for all financial assets, which are impaired by credit losses and the entity
records impairment in a separate allowance account rather than directly
reducing from the carrying amount of the asset.

11.3.4.4 Compound Financial Instruments with Multiple Embedded

Derivatives

Disclosure must be made of the existence of multiple embedded
derivatives whose values are interdependent (e.g. callable convertible
debt)

11.3.4.5 Defaults and Breaches

Disclosure is required of the details and the carrying amounts of the
liabilities that are in default and re-negotiation terms of the loans payable.

11.4 INCOME STATEMENT PRESENTATION

An entity is permitted to present the required income statement disclosures
on either the face of the income statement or in the notes to the financial
statements.

IAS 32 only requires separate disclosure of net gains or net losses of
financial instruments carried at fair value through profit or loss, whereas
IFRS 7 requires the disclosure of this information for all categories of
financial assets and financial liabilities.

The income statement disclosure requirements include the following;:

(i) net gains or losses for each category of financial asset or financial
liability
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(ii)

(iii)

(iv)

v)
(vi)

(vii)

available-for-sale gains or losses recognized in equity, in addition to
those amounts re-classified from equity to profit or loss

total interest income and total interest expense from financial assets
and financial liabilities that are not measured at fair value through
profit or loss

fee income and expense (other than the one considered for effective
interest rate purposes) for financial assets and financial liabilities
not measured at fair value through profit or loss

fee income and expense from trust and other fiduciary activities
interest accrued on impaired financial assets

impairment losses for each category of financial asset

11.5 OTHER DISCLOSURES

11.5.1 Accounting Policies

IAS 1 requires disclosure of an entity’s significant accounting policies but
IFRS 7 prescribes specific disclosure of certain policies relating to financial
instruments. The Application Guidance to IFRS 7 provides more specific
guidelines for disclosure of accounting policies. It introduces disclosure

of:

(i)

(ii)
(iii)

(iv)

v)

the criteria for designating financial assets and financial liabilities
as at fair value through profit or loss

the criteria for designating financial assets as available-for-sale

the criteria for use of an allowance account (i.e. bad debt reserve),
including writing off amounts charged to such an account

whether trade date or settlement date accounting is used for regular
way purchase or sale of financial assets

accounting policy for financial assets that are subject to re-negotiation
terms

11.5.2 Hedge Accounting

Table 11.1 summarizes the hedge accounting disclosures as required by
IFRS 7 for each type of hedge described in IAS 39:
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Table 11.1 Hedge Accounting Disclosures Required by IFRS 7

Disclosure Fair Cash Net
value flow investment
hedge hedge hedge

Description of hedge, financial © © ©

instruments designated as
hedging instruments and their
fair values at reporting date and
nature of risks being hedged

When cash flows are expected ©
to occur and when they are
expected to affect the profit or
loss

Forecast transactions no longer ©
expected to occur

Amount recognized in equity ©
and re-classifications to P&L

Gains or loss from hedging ©
instrument and hedged risk

Ineffectiveness recognized in © ©
P&L

11.5.3 Fair Value

IFRS 7 retains the IAS 32 disclosures relating to the methods and significant
assumptions used to determine fair value for different classes of financial
assets and financial liabilities.

Required disclosures include:

(i) whether the fair value is based on quoted prices or valuation
techniques

(i) whether the fair value is based on a valuation technique that includes
assumptions not supported by market prices or rates and the amount
of profit recognized

(iii) the effect of reasonably possible alternative assumptions used in a
valuation technique.
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IAS 32 currently requires disclosure of the nature and carrying amount
of financial instruments whose fair value cannot be reliably measured,
including an explanation of why this is the case. IFRS 7 expands this
requirement to include how the entity intends to dispose of such financial
instruments.

‘Day 1’ profit or loss

When the market for a financial instrument is not active, an entity
establishes its fair value using a valuation technique. Nevertheless, the
best evidence of fair value at initial recognition is the transaction price
(i.e. the fair value of the consideration given or received). It follows that
there could be a difference between the fair value at initial recognition
and the amount that would be determined at that date using the valuation
technique. IAS 39 does not permit such a difference to be recorded when
a financial instrument is initially recognized (a ‘Day 1’ profit or loss),
unless the fair value of the instrument is based on a valuation technique
where the variables include data from observable markets. IFRS 7 requires
disclosure of any ‘Day 1’ profit or loss not recognized in the financial
statements, together with the change in the amount previously deferred,
plus the entity’s policy for determining when the amounts deferred are
recognized in profit or loss.

11.6 Risk DISCLOSURES

Risk information is fundamentally forward-looking. Future profits, future
cash flows and future valuations are intrinsically uncertain. IFRS 7 requires
quantitative and qualitative disclosures about an entity’s exposure to
financial risk (i.e. credit risk, liquidity risk and market risk) arising from
its use of financial instruments.

11.6.1 Qualitative Risk Disclosures

The standard requires the following qualitative disclosures for each type
of risk:

O the exposures to the risk and how they arise

O the entity’s objectives, policies and processes for managing the risk
and the methods used to measure the risk

O any changes to these disclosures from the previous reporting period
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11.6.2 Quantitative Risk Disclosures

The quantitative disclosures are intended to provide information regarding
the extent to which an entity is exposed to risks based on the information
available to key management personnel. It also requires disclosure of all
risk concentrations to which an entity is exposed based on attributes like
counterparty, currency, location, etc.

11.6.2.1 Credit Risk

The following disclosure is required for each class of financial instrument:

O the maximum credit exposure net of any impairment losses, before
consideration of collateral or other credit enhancements received
(e.g. netting agreements that do not qualify for offset). The maximum
credit exposure for loans and receivables granted and deposits placed
is the carrying amount and for derivatives is the current fair value

O description of collateral and other credit enhancements available

O information relating to the credit quality of financial assets that are
neither past due nor impaired (e.g., a rating analysis)

O carrying amount of impaired or past due financial assets whose
terms have been renegotiated

O age analysis of financial assets that are past due at the reporting
date but not impaired, plus a description of the collateral or other
credit enhancements and its estimated fair value held by the entity
as security

O an analysis of individually impaired financial assets as at reporting
date including the factors considered by the entity in determining
impairment, plus a description of the collateral or other credit
enhancements and its estimated fair value held by the entity as
security

The disclosure of financial assets that are past due but not impaired
may present an operational issue for many entities. Overdue information
may not be readily available or it may not be captured by an entity’s
credit system until such time that it becomes past due by a critical period
of time.

11.6.2.2 Liquidity Risk

Financial liabilities must be disclosed by contractual maturity based on
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undiscounted cash flows. This will be different from the balance sheet
amount as the balance sheet amount is based on discounted cash flows.

The IFRS 7 provides guidance on the treatment of financial liabilities
where the counterparty has a choice of when an amount is paid (e.g.
demand deposits) or when the entity is committed to making amounts
available in installments (e.g. undrawn loan commitment). It states that
such financial liabilities must be included on the basis of the earliest date
on which the amount is to be repaid or the earliest date of draw down.
One of the difficulties in preparing the maturity analysis is the treatment
of derivatives, which normally involve a series of cash flows. The guidance
in IFRS 7 states that net amounts should be included in the analysis for
pay floating /receive fixed interest rate swaps for each contractual maturity
category when only net cash flows will be exchanged. Hence, a currency
swap would need to be included in the maturity analysis based on gross
cash flows.

The Application Guidance of IFRS 7 suggests the time bands that may
be used in preparing the contractual maturity analysis for liabilities.

It also expands the disclosure of liquidity risk to include a description
of how liquidity risks are managed.

11.6.2.3 Market Risk

The standard requires the disclosure of a market risk sensitivity analysis,
which includes the effect of ‘a reasonably possible change’ in risk variables
in existence at the balance sheet if the analysis is applied to all risks in
existence as at that date, along with the methods and assumptions used
in preparing the analysis. Market risk is defined as the risk that the fair
value or future cash flows of a financial instrument will fluctuate because
of changes in market prices and includes interest rate risk, foreign currency
risk and other price risk (e.g. equity and commodity risk).

The guidance in IFRS 7 states that a reasonably possible change should
consider the following:

O economic environment in which the entity operates—remote or
worst-case scenarios or stress tests are not included

0O what changes are reasonably possible over the next reporting period

O not to re-assess what is reasonably possible change in risk variables
if the rate of change of the underlying risk is stable
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The entities should disclose similar sensitivities to those that would be
used for internal risk management purposes. For entities outside the
financial services sector, such information relating to market risk may not
be readily available and compliance with the required disclosures may
present a challenge.

The standard does not prescribe the format in which a sensitivity
analysis should be presented, although exposures to risks from
significantly different economic environments should not be combined.
For example, an entity would not aggregate its exposure to market risks
from areas of hyperinflation with its exposure to the same market risks
from areas of very low inflation.

The standard requires disclosures of the assumptions and methods,
together with the objective of the methods used in preparing the sensitivity
analysis. Additionally, the reasons for any changes from the previous
period in the assumptions and methods used in performing the sensitivity
analysis must be disclosed.
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Case 3.1
Case 4.1
Case 4.2
Case 5.1
Case 6.1
Case 6.2
Case 6.3
Case 7.1

Case 7.2
Case 7.3
Case 8.1
Case 8.2
Case 10.1

Case 10.2

Case 10.3

Case 10.4

APPENDIX A

0000000000000000000000000

List of Case Studies

Issue of a Convertible Bond

Debt Security with an Embedded Derivative

An Embedded Derivative in a Goods and Services Contract
Held-to-Maturity Classification

Purchase of a Bond: Trade Date v/s Settlement Date

Sale of a Bond: Trade Date v/s Settlement Date

Low Interest Loan

Amortized Cost Using the Effective Interest or Yield-to-
Maturity Method

Tainting of Held-to-Maturity Assets

Held-to-Maturity Portfolio Acquired in a Business Combination
Complete De-recognition

No De-recognition

Conversion of Fixed Rate Debt into Variable Rate Debt using
an Interest Rate Swap—Fair Value Hedge

Foreign Currency Firm Commitment Sales Transactions—Fair
Value Hedge

Conversion of Variable Rate Debt into Fixed Rate Debt using
an Interest Rate Cap—Cash Flow Hedge

Hedge of Highly Probable Foreign Currency Forecast
Purchases—Cash Flow Hedge
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Amortized cost

Call option

Cap

Cash flow hedge

Collar

APPENDIX C

0000000000000000000000000

Glossary

The amount at which a financial asset or
liability is measured at initial recognition
minus principal repayments, plus or
minus the cumulative amortization/
accretion of any premium/discount, and
minus any write down for impairment.

A contract which gives the owner the
right to buy an asset for a certain price
on or before a specified date.

An option contract that protects the
holder from a rise in interest rates or
some other underlying index beyond a
certain point.

A hedge of the exposure to variability
in the cash flows of a recognized asset
or liability, or forecasted transaction,
which is attributable to changes in
variable rates or prices.

A combination of a purchased cap and
a written floor that protects against a
movement outside a range of interest
rates or some other underlying.
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Commodity-based contract

Compound instrument

Continuing involvement

Contract

Counterparty
Credit risk

Currency risk

Default risk

De-recognition

Derivative

A contract for delivery of a commodity
that also allows for settlement in cash or
some other financial instrument.

A financial instrument that, from the
issuer’s perspective, includes both a
liability and an equity element.

The extent to which an entity remains
exposed to changes in the value of a
transferred asset where the entity has
neither transferred nor retained sub-
stantially all of the risks and rewards of
the transferred asset.

An agreement between two or more
parties which has clear economic
consequences that the parties have little,
if any, discretion to avoid, usually
because the agreement is enforceable by
law. Contracts and thus financial
instruments, may take a variety of forms
and need not be in writing.

A principal party to a transaction.

The risk that one party to a financial
instrument will cause a financial loss
for the other party by failing to
discharge an obligation.

The risk that the fair value or future
cash flows of a financial instrument will
fluctuate because of changes in foreign
exchange rates.

See credit risk.

The removal of a previously recognized
financial asset or financial liability from
an entity’s balance sheet.

A financial instrument or other contract
whose value changes in response to the
change in a specified interest rate,
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Dual currency instrument

Effective interest rate

Embedded derivative

Entity

Equity instrument

financial instrument price, commodity
price, foreign exchange rate, index of
prices or rates, credit rating or credit
index, or other variable, provided in the
case of a non-financial variable that the
variable is not specific to a party to the
contract (sometimes called the
‘underlying’); which requires no initial
investment or the initial net investment
is smaller than that required for other
types of contracts which would be
expected to have a similar response to
changes in market factors; and it is
settled at a future date.

A financial instrument where the
principal and interest payments are
made in different currencies. A typical
example is a bond where principal
payments are made in the measurement
currency of the holder and interest
payments are made in a foreign
currency.

The rate that exactly discounts estima-
ted future cash payments or receipts
through the expected life of the financial
instrument or when appropriate, a
shorter period to the net carrying amount
of the financial asset or liability.

Implicit or explicit terms in a contract
that affect some or all of the cash flows
of a contract in a manner similar to a
freestanding derivative instrument.

Includes individuals, partnerships, incor-
porated bodies, trusts and government
agencies.

Any contract that evidences a residual
interest in the assets of an entity after
deducting all of its liabilities.
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Exercise price

Fair value

Fair value hedge

Financial asset

Financial components
approach

The price at which an underlying
instrument may be bought, sold, or
settled upon exercise of an option.

The amount at which an asset could be
exchanged, or a liability settled between
knowledgeable, willing parties in an
arm’s length transaction.

A hedge of the exposure to changes in
the fair value of a recognized asset or
liability or a portion thereof, or a firm
commitment, that is attributable to a
particular risk and that will affect
reported net income.

Any asset that is (i) cash; (ii) an equity
instrument of another entity; (iii) a
contractual right to receive cash or
another financial asset from another
entity or to exchange financial assets/
financial liabilities with another entity
under conditions that are potentially
favourable to the entity; or a contract
that will or may be settled in the entity’s
own equity instruments and is a non-
derivative for which the entity is or may
be obliged to receive a variable number
of the entity’s own equity instruments;
or a derivative that will or may be
settled other than by the exchange of a
fixed amount of cash or another
financial asset for a fixed number of
the entity’s own equity instruments.
(For this latter purpose the entity’s own
equity instruments do not include
instruments that are themselves
contracts for the future receipt or
delivery of the entity’s own equity
instruments).

An approach whereby the recognition
or de-recognition of a financial asset or
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Financial guarantee contract

Financial instrument

Financial liability

liability is viewed in terms of its financial
components which comprise that asset
or liability. This approach requires that
the party that controls the individual
financial components should record those
assets or liabilities.

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.

Any contract that gives rise to both a
financial asset of one entity and a
financial liability or equity instrument
of another entity.

A liability that is a contractual
obligation to deliver cash or another
financial asset to another entity; or to
exchange financial instruments with
another entity under conditions that are
potentially unfavorable to the entity; or
a contract that will or may be settled in
the entity’s own equity instruments and
is either a non-derivative for which the
entity is or may be obliged to deliver a
variable number of the entity’s own
equity instruments; or a derivative that
will or may be settled other than by the
exchange of a fixed amount of cash or
another financial asset for a fixed
number of the entity’s own equity
instruments. (For this latter purpose the
entity’s own equity instruments do not
include instruments that are themselves
contracts for the future receipt or
delivery of the entity’s own equity
instruments).
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Firm commitment

Floor

Forecast transaction

Foreign currency

Foreign exchange risk

Foreign operation

Forward contract

Forward rate

Functional currency

Futures contract

A binding agreement for the exchange
of a specified quantity of resources at a
specified price on a specified future
date or dates.

An option contract that protects the
holder against a decline in interest rates
or some other underlying below a
certain point.

An uncommitted but anticipated future
transaction. Also referred to as an
anticipated future transaction.

A currency other than the measurement
currency of an entity.

The risk that changes in foreign
exchange rates will affect the fair value
or cash flows of a recognized financial
instrument, firm commitment or
forecasted transaction. Also referred to
as currency risk.

An entity that is a subsidiary, associate,
joint venture or branch of a reporting
entity, the activities of which are based
or conducted in a country or currency
other than those of the reporting entity.

A non-exchange-traded contract that
obligates one party to buy, and the other
party to sell a specific asset for a fixed
price at a future date.

The foreign exchange rate used in an
agreement to exchange at a specified
future date a specified amount of a
commodity, currency or other asset.

The currency of the primary economic
environment in which an entity
operates.

A forward contract that is standardized
and exchange-traded.
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Hedging

Hedging instrument

Hedged item

Hedge effectiveness

Held-to-maturity asset

Host contract

Hybrid instrument

A strategy used in risk management
whereby an entity seeks to reduce or
eliminate financial risks by entering
into transactions that give an offsetting
risk profile. This may or may not allow
an entity to use hedge accounting,
whereby special accounting rules may
be used if specific hedge effectiveness
and other criteria are met.

A designated derivative or a designated
non-derivative financial asset/liability
whose fair value or cash flows are
expected to offset changes in the fair
value of cash flows of a designated
hedged item.

An asset, liability, firm commitment,
highly probable forecast transaction or
net investment in a foreign operation
that (i) exposes the entity to risk of
changes in fair value or future cash
flows and (ii) is designated as being
hedged.

The degree to which changes in the fair
value or cash flows of the hedged item
that are attributable to a hedged risk
are offset by changes in fair value or
cash flows of the hedging instrument.

Financial assets that have fixed or
determinable payments and a fixed
maturity and that an entity has the
positive intent and ability to hold until
maturity.

The portion of a hybrid instrument that
is the host to an embedded derivative.
The host contract may be, but is not
necessarily a financial instrument.

A contract that comprises an embedded
derivative component and a host
contract.
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IAS

IASB and IFRIC

IFRS

Impairment

Incremental costs

Interest rate risk

In the money option

Intrinsic value

International Accounting Standards, a
body of accounting standards and inter-
pretations issued by the International
Accounting Standards Committee
(IASC). In 2002, this became known as
IFRS (see IFRS).

International Accounting Standards
Board; International Financial Reporting
Interpretations Committee. From 2002,
these are the successor organizations to
the IASC and SIC respectively.

International Financial Reporting
Standards, the body of accounting
standards and interpretations issued or
endorsed by the IASB. IFRS is an
acceptable GAAP (generally accepted
accounting principles) in many
countries and on many stock exchanges
around the world.

A situation where the estimated recover-
able amount of a financial asset has
declined below its carrying amount.

The costs that would not have been
incurred if the entity had not acquired,
issued or disposed of the financial
instrument.

The risk that the fair value or future
cash flows of a financial instrument will
fluctuate because of changes in market
interest rates.

A call option whose exercise price is
lower than the spot price of the under-
lying instrument, or a put option whose
exercise price is greater than the spot
price of the underlying instrument.

The positive difference between the
current price of the underlying and the
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Lease contract

Liquidity risk

Loans payable

Market risk

Measurement currency

Monetary item

Net investment hedge

Net investment in a foreign
entity

Net position hedging

exercise price in those situations when
an option is in the money. An option that
is not in the money has no intrinsic value.

An agreement whereby the lessor
conveys to the lessee in return for a
payment or series of payments the right
to use an asset for an agreed period of
time.

The risk that an entity will encounter
difficulty in meeting obligations associated
with financial liabilities.

Loans payable are financial liabilities,
other than short-term trade payables on
normal credit terms.

The risk that the fair value or future
cash flows of a financial instrument will
fluctuate because of changes in market
prices. Market risk comprises three
types of risk: currency risk, interest rate
risk and other price risk.

The currency used by an entity in
preparing its financial statements. This
is the currency of the primary economic
exposure of the entity.

Money held and assets to be received
or liabilities to be paid in fixed or
determinable amounts of money.

A hedge of the exposure to changes in
value of a net investment in a foreign
entity arising from changes in foreign
exchange rates.

A reporting entity’s share in the net
assets of a foreign entity.

A risk management strategy whereby
an entity hedges its net risk positions/
exposures.
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Notional amount

Option

Other price risk

Out of the money option

Past due

Put option

Regular way purchase or sale

An amount of currency, number of
shares, a number of units of weight or
volume or other units specified in a
derivative contract.

A contract between two parties, which
gives one party the right, but not the
obligation, to buy or sell an asset,
currency, or rate for a specific price.

The risk that the fair value or future cash
flows of a financial instrument will
fluctuate because of changes in market
prices (other than those arising from
interest rate risk or currency risk),
whether those changes are caused by
factors specific to the individual financial
instrument or its issuer, or factors
affecting all similar financial instruments
traded in the market.

A call option whose exercise price is
greater than the spot price of the
underlying instrument, or a put option
whose exercise price is lower than the
spot price of the underlying instrument.

A financial asset is past due when a
counterparty has failed to make
payment when contractually due.

An option contract giving the holder the
right, but not the obligation, to sell a
specific quantity of an asset for a fixed
price during a specific period of time
or at a set date.

A purchase or sale of a financial asset
under a contract whose terms require
delivery of the asset within the time
frame established generally by regulation
or convention in the marketplace
concerned.
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Risks and rewards approach

Settlement date

Spot rate

Swap

Time value

Total return swap

Trade date

Trading assets and liabilities

An approach whereby the recognition or
de-recognition of a financial asset or
liability depends upon whether the party
to a transfer of financial instruments is
deemed to have retained the risks in
order to obtain the related benefits.

The date that a financial instrument is
delivered to or transferred from an
entity.

The foreign exchange rate between two
currencies on a given date.

An agreement by two parties to
exchange a series of cash flows in the
future.

The difference between the total value
i.e. fair value of an option and it’s
intrinsic value.

A contract that provides the actual
returns and credit risks of a transaction
to one party in return for a specified
interest index to the other party. The
party receiving the return based on the
interest index is considered to receive a
lender’s return.

The date that an entity enters into a
contract for the purchase or sale of a
financial instrument.

A financial instrument that is acquired
or incurred principally for the purpose
of generating a profit from short-term
fluctuations in price or dealer’s margin.
All derivatives are deemed to be trading
instruments unless they qualify for
hedge accounting. Note that this
category has been subsumed within
‘financial asset or financial liability at
fair value through profit or loss’.
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Transaction costs

Underlying

Volatility

Weather derivative

Written option

Yield curve

Incremental costs that are directly
attributable to the acquisition, issue or
disposal of a financial asset or liability.

A specified interest rate, security price,
commodity price, foreign exchange rate,
index of prices or rates, or other
variables. An underlying may be a price
or rate of an asset or liability, but is not
the asset or liability itself.

The degree of price fluctuation for a
given asset, rate, or index.

A contract that requires payment based
on climatic, geological or other physical
variables. These are insurance-type
policies used by entities, but may or
may not be directly related to an amount
of loss incurred by the entity.

An option contract for which a net
premium is received.

A figure demonstrating the relationship
between interest rates and time-to-
maturity.
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IFRS Adoption Procedure in

the European Union

The TAS Regulation [ lays down the procedure for making International
Financial Reporting Standards (IFRS), formerly known as International
Accounting Standards (IAS), mandatory under the Community Law.
Only those standards that are adopted according to this procedure are
subsequently enforceable throughout the European Union.

Once a standard has been agreed, it is up to the European Union to
decide whether to make that standard mandatory or not within the
European Union. The decision is taken under the so-called endorsement
process, which works as follows:

In accordance with the IAS Regulation, once a standard or interpretation
has been adopted by the International Accounting Standard Board (IASB)
and by the International Financial Reporting Interpretation Committee
(IFRIC) respectively, EFRAG (the European Financial Reporting Advisory
Group) assesses it technically and submits that assessment to the
Commission. EFRAG is an independent private body whose task is to
provide, at the Commission’s request, advice on the technical soundness
of new standards. It is composed of academics, analysts, auditors, industry
representatives and users.

The Commission then submits its proposal to the European Parliament
and the Accounting Regulatory Committee (ARC), which is composed of
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representatives of Member States and chaired by the Commission. The
role of the ARC is to assist the Commission in the endorsement of
international accounting standards and interpretations. If there is a
qualified majority of Member States in favour of the Commission’s
proposal in the ARC and once the opinion of the European Parliament is
known, the Commission formally decides on the applicability of
international accounting standards and interpretations within the
European Union.

Note 1: Regulation (EC) No 1606/2002 of the European Parliament and
of the Council of 19 July 2002, OJ L 243, 11.09.2002.

(Website: http:/ /europa.eu.int)
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Hedge Documentation Template

PLANET BANK

Fair Value Hedge Documentation

Hedge Reference

GCT_FV0028 (own consistent numbering)

Hedge Description

Hedge of risk arising from Fair Value changes
on bond from movement in EURO interest

being hedged

Country Germany/Group Corporate Treasury
Type Fair Value
Hedged item ! Hedging instrument
Currency EUR EUR
Overall capacity/
Available capacity EUR 541 million
Notional amounts | EUR 541 million 100% EUR 541 million
Maturity 06-05-2011 06-05-2011
Hedge start date/ 01-04-2006 — 06-05-2011
maturity
Hedged risk/ EUR interest rate/ EUR interest rate/
matching criteria interest payments interest payments
Interest rate of Bond 5.375%
Interest rate portion 5.375%

(Contd))
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(Contd.)
IRS details Receive fixed 5.375% Pay 3 months
EURIBOR + 116 bps
Transaction No. or ISIN XS0097105661
Description; details Booked in ABC Booked in XYZ
of where the system system
transactions are
booked
Trader N.PJ.
ABC system 1060019
reference
Other reference Various

Refer to Annexure 1 for details of the designation of the hedging
relationship.

1. Risk Management Objective and Strategy

All fixed rate debt are swapped to floating-rate to eliminate the risk to
fair value arising from changes in interest rates. The effect of these swaps
are to receive fixed and pay floating.

The hedging objective is to ensure that changes to the fair value of the
bond are offset by changes to the fair value of the hedging instrument
arising from interest rate movements.

The risk being hedged is the potential change in fair value of the
designated hedged item (the bond excluding credit spread) with respect
to the benchmark EURIBOR curve.

2. Prospective Effectiveness Testing

2.1 Assessment of Effectiveness of the Hedges

PURPOSE ' To ensure that there is a close match between the fair value
of the bond arising from interest rate movements (excluding credit
risk) and the fair value of the swap.

EFFECTIVENESS TESTING TOOL The tool being used to measure
effectiveness is hedge effectiveness Toolkit (HET), a PQR Co. product.
A technical document issued by the vendors detailing the alternative
methodologies for effective testing is held by group corporate treasury
(GCT) and available for reference.
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The specific rules being used by Planet Bank for effectiveness testing
using HET is detailed separately. Please refer to document held by
GCT.

2.2 Methodology to be Used

REGRESSION  Regression analysis is the preferred method of analyzing
the relationship between bond issues and the hedge in order to ascertain
hedge effectiveness. Historical data is applied to predict how the two
given variables will move in equal and opposite directions and this
will be measured by the ‘correlation” between the two.

VALUATION CURVE FOR THE UNDERLYING The yield curve to be
used is the swap curve reflecting the market standard curve for the
valuation of AA rated credit and derivative instruments. The underlying
instrument (the bond) is required to be priced against this curve.

CLEAN PRICE V/s MARK-TO-MARKET (MTM) It should be noted
that when calculating effectiveness, the clean price of both the bond
and the swap should be taken, rather than using the dirty price where
the accrued interest of both instruments will be included. For the swap
the accrued interest of its two legs partially offset each other leading to
the total accrued interest being smaller than that of the bond and will
result in ineffectiveness.

Interpretation of results

The criteria for achieving hedge accounting depends on the effectiveness
thresholds as follows:

Regression test: Correlation threshold 80%-100%
Slope threshold 0.80 — 1.25

3. Retrospective Effectiveness and Ineffectiveness
Testing

3.1 Purpose

To ensure that there is a close match comparing the fair value of the
bond (excluding credit risk) and the fair value of the swap between the
last and the current effectiveness testing period.



The McGraw-Hill companies

E4 Appendices

3.2 Methodology to be Used

REGRESSION  Regression analysis is the preferred method for analyzing
the relationship between the bond issues and the hedge in order to
ascertain retrospective hedge effectiveness. Actual data is applied to
ascertain how the two given variables have moved during the given
period.

VALUATION CURVE FOR THE UNDERLYING The yield curve to be
used is the swap curve reflecting the market standard curve for valuation
of AA rated credit and derivative instruments.

CLEAN PRICE V/s MARK-TO-MARKET (MTM) It should be noted
that when calculating effectiveness, the clean price of both the bond
and the swap should be taken, rather than using the dirty price where
the accrued interest of both instruments will be included. For the swap
the accrued interest of its two legs partially offset each other leading to
the total accrued interest being smaller than that of the bond and will
result in ineffectiveness.

4. Frequency of Testing

All testing—prospective and retrospective should be done on a calendar
quarterly basis. Prospective testing will be performed also at the
inception of hedge.

5. Conditional Clauses

There are no embedded derivatives in this transaction that affects the
value of this instrument. The traded value in the market currently
reflects the market expectations of interest rates and the credit quality
of Planet Bank.

6. Sign-offs

Group Product Business Operations
Corporate Control Finance
Treasury

(ABC) (PQR) (XYZ) (LMN)
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