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Introduction

Reasons forissuingHK AS 32

IN1 Hong KongAccounting Standard 3Financial Instruments:Presentation(HKAS
32) should be applied for annual periods beginning on or after 1 January 2005.
Eaifier application is permittedAn entity shall not apply this Standard for annual
periods beginning before 1 January 2005 unless it also applies HKABaBOentity
applies this Standard for a period beginning before 1 January 2005, it shall disclose
that fact.

IN2  The objective ofHong Kong Institute of Certified Public Accountants (HKICPA)
issuing HKAS 32 is to _maintain _international convergence with the International
Accounting Standards Board (IASB).

IN3  [Deleted]

The main features

| The mainfeauresof HKAS 32 are described below.

N

Scope

The scope oHKAS 32 has, where appropriate, been conformed to the sco
HKAS 39.

(6]

Principle

IN6  In summary, when an issuer determines whether a financial instrument is a financial
liability or an equityinstrument, the instrument is an equity instrument if, and only if,
both conditions (a) and (b) are met.

(a) The instrument includes no contractual obligation:

() to deliver cash or another financial asset to another entity; or

(i) to exchange financiassets or financial liabilities with another entity
under conditions that are potentially unfavourable to the issuer.

(b) | f the instrument wi || or may be settl ed

(i) a nonderivative that includes no conttaal obligation for the issuer
to deliver a variable number of its own equity instruments; or

(i) a derivative that will be settled by the issuer exchanging a fixed

" In SeptembeP005 theHKICPA amendedHKAS 32 by relocating all disclosures relating to financial
instruments tAHKFRS 7Financial Instruments: Disclosure$n June2008 theHKICPA amended
HKAS 32 by requiring some puttable financial instrumentd aome financial instruments that
impose on the entity an obligation to deliver to another party a pro rata share of the net assets of the
entity only on liguidation to be classified as equity.

© Copyright 5
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amount of cash or another financial asset for a fixed number of its

own_equity instruments For t his pur pose, t he i
instruments do not include instruments that are themselves contracts

for t he future receipt or delivery
instruments.

IN7  In addition, when an issuer has an obligation to purchaseavitssbares for cash or
another financial asset, there is a liability for the amount that the issuer is obliged to

pay.

IN8 The definitions of a financial asset and a financial liability, and the description of an
equity instrument, are amended consistewtth this principle.

Classificati on of contracts settl

instruments

IN9 The classification of derivative and nderivative contracts indexed to, or settled in,
an entityds own equity instithutmemecpkeinhas been
paraqgraph I N6 above. I n particular, when an
currencyd in a contract to receive or del i\

eqguals a fixed amount or an amount based on changes in atyumdeariable (eg a
commodity price), the contract is not an equity instrument, but is a financial asset or a
financial liability.

Puttable instruments

IN10 HKAS 32 incorporatea guidancethata financial instrument that gives the holder the
right to pu the instrument back to the issuer for cash or another financial asset (a
6puttable instrumentd) is a financi al Il i abi
received on the Exposure Draft, the Standard provides additional guidance and
illustrative examples for entities that, because of this requirement, have no equity or
whose share capital is not equity as defineldKAS 32.

Contingent settlement provisions

IN11 1AS 32 incorporates conclusion that a financial instrument is a financial liability
when the manner of settlement depends on the occurrence escommence of
uncertain future events or on the outcome of uncertain circumstances that are beyond
the control of both the issuer and the holder. Contingent settlement provisions are
ignored whenthey apply only in the event of liquidation of the issuer or are not

genuine.

Settlement options

IN12 Under HKAS 32, a derivative financial instrument is a financial asset or a financial
liability when it gives one of the parties to it a choice of hois gettled unless all of
the settlement alternatives would result in it being an equity instrument.

Measurement of the components of a compound financial
instrument on initial recognition

IN13 Any asset and liability components are separated first ancsidual is the amount
of any equity component. These requirements for separating the liability and equity
components of a compound financial instrument are conformed to both the definition

© Copyright 6
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of an equity instrument as a residual and the measurement reepisanHKAS 39.

Treasury shares

IN14 HKAS 32 incorporates conclusion that the acquisition or subsequent resale by an
entity of its own equity instruments does not result in a gain or loss for the entity.
Rather it represents a transfer between thosdet®of equity instruments who have
given up their equity interest and those who continue to hold an equity instrument.

Interest, dividends, losses and gains

IN15 HKAS 32 incorporates guidancethat tansaction costs incurred as a necessary part
of compkting an equity transaction are accounted for as part of that transaction and
are deducted from equity.

Disclosure

IN16i [Deleted]
N19

IN19A In SeptembeR005 theHKICPA revised disclosures about financial instruments and
relocated them tblKFRS 7Financid Instruments: Disclosures

Withdrawal of other pronouncements

IN20 [Deleted]

Potential impact of proposals in exposure drafts

IN21 [Deleted]

Reasons for amendinddK AS 32in June 2008

IN22 In _June 2008 the HKICPA amended HKAS 32 by requiring some dirial
instruments that meet the definition of a financial liability to be classified as et
Entities should apply the amendments for annual periods beginning on or ¢
January 2009. Earlier application is permitted.

IN23 The amendment addressbe classification of some:

(a) puttable financial instruments, and

(b) instruments, or components of instruments, that impose on the enti
obligation to deliver to another party a pro rata share of the net assets
entity only on liguidan.

IN24 The objective was a sherm, limited scope amendment to improve the finan
reporting of particular types of financial instruments that meet the definition
financial liability but represent the residual interest in the net assets ehtity.

© Copyright 7
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Hong Kong Accounting Standard 32
Financial Instruments: Presentation

Objective
1 [Deleted]
2 The objective of this Standard is to establish principles for presenting financial

instruments as liabilities or equity and for offsetting fical assets anfinancial
liabilities. It appliesto the classification of financial instruments, from the perspective
of the issuer, into financial assets, financial liabilities and equity instruments; the
classification of related interest, dividendssdes and gains; and the circumstances in
which financial assets and financial liabilities should be offset.

3 The principles in this Standard complement the principles for recognising and
measuring financial assets and financial liabilities in HKAS-Btancial Instruments:
Recognition and Measurememind for disclosing information about them in HKFRS
7 Financial Instruments: Disclosures

Scope
4 This Standard shall be applied by all entities to all types of financial instruments
except:

@ those interests in subsidiaries, associatesd-or_joint ventures that are
accounted forin accordance with HKAS 27 Consolidated and Separate
Financial Statements HKAS 28 Investments in Associatesr HKAS 31
Interests in Joint VenturesHowever,in some casg, HKAS 27, HKAS 28
or HKAS 31 permits an entity to account foran interest in a subsidiary,
associate or joint ventureusing HKAS 39; in those cases, entities shall
apply the disclosurerequirements of in-HKAS 27 HKAS-28-or HKAS-31
in—addition—to—these—h—this Standard. Entities shall also apply this
Standard to all derivatives linked to interests in subsidiaries, associates
or joint ventures.

(b) empl oyersd rights and obligations wunder
HKAS 19 Employee Benefitapplies

(©

acquirer-[Deleted}

(d) insurance contracts as defined iNHKFRS 4 Insurance Contracts.
However, this Standad applies to derivatives that are embedded in
insurance contracts ifHKAS 39 requires the entity to account for them
separately. Moreover, an issuer shall apply this Standard to financial
guarantee contracts if the issuer appliesHK AS 39 in recognising ad
measuring the contracts, but shall applyHK FRS 4 if the issuer elects, in
accordance with paragraph 4(d) ofHKFRS 4, to apply HKFRS 4 in
recognising and measuring them.

" Effective for annual periods beginning on or after 1 JORR
© Copyright 8
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(e financial instruments that are within the scope oHK FRS 4 because they
contain a discretionary participation feature. The issuer of these
instruments is exempt from applying to these features paragraphs 182
and AG25 AG35 of this Standard regarding the distinction between
financial liabilities and equity instruments. However, theg instruments
are subject to all other requirements of this Standard. Furthermore, this
Standard applies to derivatives that are embedded in these instruments
(seeHK AS 39).

()] financial instruments, contracts and obligations under sharéased
paymert transactions to which HKFRS 2 Sharebased Paymenapplies,
except for

0] contracts within the scope of paragraphs 8L0 of this Standard,
to which this Standard applies,

(i) paragraphs 33 and 34 of this Standard, which shall be applied to
treasury shaes purchased, sold, issued or cancelled in connection
with employee share option plans, employee share purchase
plans, and all other sharebased payment arrangements.

57 [Deleted]

8 This Standard shall be applied to those contracts to buy or sell a ndinancial
item that can be settled net in cash or another financial instrument, or by
exchanging financial instruments, as if the contracts were financial instruments,
with the exception of contracts that were entered into and continue to be held for
the purpose of the receipt or delivery of a notfinancial item in accordance with
the entitybs expected purchase, sale or wusa

9 There are various ways in which a contract to buy or sell &inancial item can be
settled net in cash or ahetr financial instrument or by exchanging financial
instruments. These include:

@) when the terms of the contract permit either party to settle it net in cash or
another financial instrument or by exchanging financial instruments;

(b) when the abitly to settle net in cash or another financial instrument, or by
exchanging financial instruments, is not explicit in the terms of the contract,
but the entity has a practice of settling similar contracts net in cash or another
financial instrument, or byxehanging financial instruments (whether with
the counterparty, by entering into offsetting contracts or by selling the
contract before its exercise or lapse);

(c) when, for similar contracts, the entity has a practice of taking delivery of the
underlying and selling it within a short period after delivery for the purpose
of generating a profit fromshetter m fl uct uations in price
and

© Copyright 9
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(d) when the noffinancial item that is the subject of the contract is readily
convertible to cah.

A contract to which (b) or (c) applies is not entered into for the purpose of the receipt

or delivery of the nofi i nanci al item in accordance Wwi
purchase, sale or usage requirements, and, accordingly, is within the schje of t

Standard. Other contracts to which paragraph 8 applies are evaluated to determine
whether they were entered into and continue to be held for the purpose of the receipt

or delivery of the nofi i nanci al item in accordance Wwi
purchase, sale or usage requirement, and accordingly, whether they are within the

scope of this Standard.

10 A written option to buy or sell a neimancial item that can be settled net in cash or
another financial instrument, or by exchanging financialrimsents, in accordance
with paragraph 9(a) or (d) is within the scope of this Standard. Such a contract cannot
be entered into for the purpose of the receipt or delivery of thdimamcial item in
accordance with the entdageyequirementspect ed pur ch

Definitions (see also paragraphs AGRAG23)

11 The following terms are used in this Standard with the meanings specified:

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

A financial assets any asset that is:
@ cash;
(b) an equity instrument of another entity;
(c) a contractual right:
0] to receive cash or another financial asset from another entity; or
(i) to exchange financial assets or financial liabilities with another
entity under conditions that are potentially favourable to the

entity; or

(d) a contract t hat wi | | or ma y be settl e
instruments and is:

0] a nonderivative for which the entity is or may be obliged to
receive a variable number of the ent
or

(i) a derivative that will or may be settled other than by the
exchange of a fixed amount of cash or another financial asset for
afi xed number of the entityds own eq
purpose the entityads own equity i n
puttable financial instruments classified as equity instruments in
accordance with paragraphs 16A and 16B, instruments that
impose on thke entity an obligation to deliver to_another party a
pro rata share of the net assets of the entity only on liquidation
and are classified as equity instruments in _accordance with

© Copyright 10
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paragraphs 16C and 16D, orinstruments that are themselves
contracts for thef ut ure recei pt or delivery o
equity instruments.

A financial liability is any liability that is:
(@) a contractual obligation:
0) to deliver cash or another financial asset to another entity; or
(i) to exchange financial asgs or financial liabilities with another
entity under conditions that are potentially unfavourable to the

entity; or

(b) a contract t hat wi || or ma y be settl e
instruments and is:

0] a nonderivative for which the entity is or may be obliged to
del i ver a variable number of the ent
or

(i) 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 wnefuitytineteimeats Far thigy 6 s 0
purpose the entityads own equity i n:
puttable financial instruments that are classified as equity
instruments _in _accordance with paragraphs 16A and 16B,
instruments that impose on the entity an obligatin to deliver to
another party a pro rata share of the net assets of the entity only
on_liguidation and are classified as equity instruments in
accordance with paragraphs 16C and 16D, omstruments that
are themselvescontracts for the future receipt or delivery of the
entitydéds own equity instruments.

As an exception, an instrument that meets the definition of a financial liability is
classified as an equity instrument if it has all the features and meets the
conditions in paragraphs 16A and 16B or paragaphs 16C and 16D.

An equity instruments any contract that evidences a residual interest in the
assets of an entity after deducting all of its liabilities.

Fair value is the amount for which an asset could be exchanged, or a liability
settled, betweerk nowl edgeabl e, willing parties in an

A puttable instrumenis a financial instrument that gives the holder the right to

put the instrument back to the issuer for cash or another financial asset or is
automatically put back to the issuer on the occurrence of an uncertain future
event or the death or retirement of the instrument holder.

12 The following terms are defined in paragraph 9 of HKAS 39 and are used in this
Standard with the meaning specified in HKAS 39.

A amortised ost of a financial asset or financial liability
A availablefor-sale financial assets
A derecognition

© Copyright 11
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derivative

effective interest method
financial asset or financial liability at fair value through profit or loss
financialguarantee adract
firm commitment

forecast transaction

hedge effectiveness

hedged item

hedging instrument
heldto-maturity investments
loans and receivables
regular way purchase or sale
transaction costs.

T>0 T>0 T>0 T T T T T T T To To To

13 In this Q9tamdcdard,andcadcontractual 6 refer to
more parties that 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 financialnstruments, may take a variety of forms and need not be in
writing.

14 I'n this Standar d, 6entityd includes i ndi vi
trusts and government agencies.

Presentation

Liabilities and equity (see also paragraph®AG13i AG14J and
AG25i AG29A)

15 The issuer of a financial instrument shall classify the instrument, or its component
parts, on initial recognition as a financial liability, a financial asset or an equity
instrument in accordance with the substance of the conttad arrangement and
the definitions of a financial liability, a financial asset and an equity instrument.

16 When an issuer applies the definitions in paragraph 11 to determine whether a
financial instrument is an equity instrument rather than a fiehriEbility, the
instrument is an equity instrument if, and only if, both conditions (a) and (b) below
are met.

@) The instrument includes no contractual obligation:

0] to deliver cash or another financial asset to another entity; or

(i) to exchange financial assets or financial liabilities with another entity
under conditions that are potentially unfavourable to the issuer.

(b) I f the instrument wil/ or may be settl ed
it is:

0] a nonderivative that includes no contractual obligation for the issuer
to deliver a variable number of its own equity instruments; or

© Copyright 12
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(i) a derivative that will be settled only by the issuer exchanging a fixed
amount of cash or another financial asset for a fixed numbés
own equity instruments. For this pu
instruments do not includastruments that have all the features and
meet the conditions described in paragraphs 16A and 16B or
paragraphs 16C and 16D, odnstruments that arghemslves
contracts for the future receipt or
instruments.

A contractual obligation, including one arising from a derivative financial instrument,

t hat wi || or may result i n theneéqutyur e r ece
instruments, but does not meet conditions (a) and (b) above, is not an equity
instrument.As an exception, an instrument that meets the definition of a financial

liability is classified as an equity instrument if it has all the features and niets

conditions in paragraphs 16A and 16B or paragraphs 16C and 16D.

Puttable instruments

16A A puttable financial instrument includes a contractual obligation for the issuer to
repurchase or redeem that instrument for cash or another financial asxet@se of
the put. As an exception to the definition of a financial liability, an instrument that
includes such an obligation is classified as an equity instrument if it has all the
following features:

(a) It entitles the holder to a proratasharadie ent i t yés net asset
of the entityés |l iguidation. The entity
after deducting all other claims on its assets. A pro rata share is determined
by:

0] dividing the entityddrdo umte of eqagad set s on
amount; and

(i) multiplying that amount by the number of the units held by the
financial instrument holder.

(b) The instrument is in the class of instruments that is subordinate to all other
classes of instruments. To be in sactlass the instrument:

0] has no priority over other claims to the assets of the entity on
liquidation, and

(i) does not need to be converted into another instrument before it is in
the class of instruments that is subordinate to all other slagse
instruments.

(c) All financial instruments in the class of instruments that is subordinate to all
other classes of instruments have identical features. For example, they must
all be puttable, and the formula or other method used to calculate the
repurchase or redemption price is the same for all instruments in that class.

(d) Apart from the contractual obligation for the issuer to repurchase or redeem
the instrument for cash or another financial asset, the instrument does not
include any contraatl obligation to deliver cash or another financial asset to
another entity, or to exchange financial assets or financial liabilities with

© Copyright 13
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another entity under conditions that are potentially unfavourable to the entity,

and it is not a contract that wilfo may be settled in the e
instruments as set out in subparagraph (b) of the definition of a financial
liability.

(e) The total expected cash flows attributable to the instrument over the life of
the instrument are based substantiatiytioe profit or loss, the change in the
recognised net assets or the change in the fair value of the recognised and
unrecognised net assets of the entity over the life of the instrument (excluding
any effects of the instrument).

16B  For an instrument tdoe classified as an equity instrument, in addition to the
instrument having all the above features, the issuer must have no other financial
instrument or contract that has:

(@) total cash flows based substantially on the profit or loss, the chanbe in t
recognised net assets or the change in the fair value of the recognised and
unrecognised net assets of the entity (excluding any effects of such
instrument or contract) and

(b) the effect of substantially restricting or fixing the residual returnhi® t
puttable instrument holders.

For the purposes of applying this condition, the entity shall not considdinamcial
contracts with a holder of an instrument described in paragraph 16A that have
contractual terms and conditions that are similar te dontractual terms and
conditions of an equivalent contract that might occur between ansttmment
holder and the issuing entity. If the entity cannot determine that this condition is met,
it shall not classify the puttable instrument as an equityumstnt.

Instruments, or components of instruments, that impose on the entity an
obligation to deliver to another party a pro rata share of the net assets of
the entity only on liquidation

16C  Some financial instruments include a contractual obligatorthe issuing entity to
deliver to another entity a pro rata share of its net assets only on liquidation. The
obligation arises because liguidation either is certain to occur and outside the control
of the entity (for example, a limited life entity) @ uncertain to occur but is at the
option of the instrument holder. As an exception to the definition of a financial
liability, an instrument that includes such an obligation is classified as an equity
instrument if it has all the following features:

(a) | t entitles the holder to a pro rata sh
of the entityés |l iguidation. The entity
after deducting all other claims on its assets. A pro rata share is determined
by:

0] dividing the net assets of the entity on liquidation into units of equal
amount; and

(i) multiplying that amount by the number of the units held by the
financial instrument holder.

© Copyright 14
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(b) The instrument is in the class of instruments that is subdedipaall other
classes of instruments. To be in such a class the instrument:

(i) has no priority over other claims to the assets of the entity on
liquidation, and

(i) does not need to be converted into another instrument before it is in
the class binstruments that is subordinate to all other classes of
instruments.

(c) All financial instruments in the class of instruments that is subordinate to all
other classes of instruments must have an identical contractual obligation for
the issuing entityo deliver a pro rata share of its net assets on liquidation.

16D For an instrument to be classified as an equity instrument, in addition to the
instrument having all the above features, the issuer must have no other financial
instrument or contract thags:

(a) total cash flows based substantially on the profit or loss, the change in the
recognised net assets or the change in the fair value of the recognised and
unrecognised net assets of the entity (excluding any effects of such
instrument or contrdgand

(b) the effect of substantially restricting or fixing the residual return to the
instrument holders.

For the purposes of applying this condition, the entity shall not considdinamial
contracts with a holder of an instrument describedpamagraph 16C that have
contractual terms and conditions that are similar to the contractual terms and
conditions of an equivalent contract that might occur between ansttmment
holder and the issuing entity. If the entity cannot determine that thditom is met,

it shall not classify the instrument as an equity instrument.

Reclassification of puttable instruments and instruments that impose on
the entity an obligation to deliver to another party a pro rata share of the
net assets of the entity ol on liquidation

16E  An entity shall classify a financial instrument as an equity instrument in accordance
with paragraphs 16A and 16B or paragraphs 16C and 16D from the date when the
instrument has all the features and meets the conditions set oas@éghragraphs.
An _entity shall reclassify a financial instrument from the date when the instrument
ceases to have all the features or meet all the conditions set out in those paragraphs.
For example, if an entity redeems all its issued-pttable instrments and any
puttable instruments that remain outstanding have all the features and meet all the
conditions in_paragraphs 16A and 16B, the entity shall reclassify the puttable
instruments as equity instruments from the date when it redeems thaittaipe
instruments.
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16F An entity shall account as follows for the reclassification of an instrument in

accordance with paragraph 16E:

(a) It shall reclassify an equity instrument as a financial liability from the date
when the instrument ceases to halléhee features or meet the conditions in
paragraphs 16A and 16B or paragraphs 16C and 16D. The financial liability
shal |l be measured at the instrumentoés f
The entity shall recognise in equity any difference betwibe carrying value
of the equity instrument and the fair value of the financial liability at the date
of reclassification.

(b) It shall reclassify a financial liability as equity from the date when the
instrument has all the features and meets thditons set out in paragraphs
16A and 16B or paragraphs 16C and 16D. An equity instrument shall be
measured at the carrying value of the financial liability at the date of
reclassification.

No contractual obligation to deliver cash or another financial aset (paragraph
16(a))

17 With the exception of the circumstances described in paragraphs 16A and 16B or
paragraphs 16C and 16Ba critical feature in differentiating a financial liability
from an equity instrument is the existence of a contractualaildiy of one party to
the financial instrument (the issuer) either to deliver cash or another financial asset to
the other party (the holder) or to exchange financial assets or financial liabilities with
the holder under conditions that are potentiallyauntirable to the issuer. Although
the holder of an equity instrument may be entitled to receive a pro rata share of any
dividends or other distributions of equity, the issuer does not have a contractual
obligation to make such distributions because it oaibe required to deliver cash or
another financial asset to another party.

18 The substance of a financial instrument, rather than its legal form, governs its
classificatioroA—t—h-e—enti—tyinHthe ebtigd statement of finaneidl
position Substance and legal form are commonly consistent, but not always. Some
financial instruments take the legal form of equity but are liabilities in substance and
others may combine features associated with equity instruments and features
associated with finzcial liabilities. For example:

@) a preference share that provides for mandatory redemption by the issuer for a
fixed or determinable amount at a fixed or determinable future date, or gives
the holder the right to require the issuer to redeem theiment at or after a
particular date for a fixed or determinable amount, is a financial liability.

(b) a financial instrument that gives the holder the right to put it back to the
i ssuer for cash or anot her financi al e
financial liability, except for those instruments classified as equity
instruments in accordance with paragraphs 16A and 16B or paragraphs 16C
and 16D Fhis-is-soT he financial instrument is fenancial liability even when
the amount of cash or other fim@al assets is determined on the basis of an
index or other item that has the potential to increase or degcarasben-the
legal-form-of-the puttable-instrument-gives-the -helderaright to-aresidual
interest-in-the-assets-of an-issulne existence oan option for the holder to
put the instrument back to the issuer for cash or another financial asset means
that the puttable instrument meets the definition of a financial liabditgept
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for those instruments classified as equity instruments in ameoed with
paragraphs 16A and 16B or paragraphs 16C and. F&® example,
operrended mutual funds, unit trusts, partnerships and sor@pem@tive
entities may provide their unitholders or members with a right to redeem their

interests in the issuer at atime for castequatto-theirpropertionate-share of

the-assetvalueof the-issyer whi ch resul ts in the u

interests being classified as financial liabilities, except for those instruments
classified as equity instruments in accordamgth paragraphs 16A and 16B
or paragraphs 16C and 16Blowever, classification as a financial liability
does not preclude the use of descriptors suaimetsasset value attributable

ni t

to unitholdersdéd and échange ienséet nasse

the financial statements of an entity that has no contributed equity (such as
some mutual funds and unit trusts, see lllustrative Example 7) or the use of

additional di sclosure to show that t ot a
such as reservesdt meet the definition of equity and puttable instruments
that do not (see lllustrative Example 8).

If an entity does not have an unconditional right to avoid delivering cash or another

financial asset to settle a contractual obligation, the obdigatieets the definition of

a financial liability_except for thosénstruments classified as equity instruments in

accordance with paragraphs 16A and 16B or paragraphs 16C an&dié&ample:

@) a restriction on the ability of an entity to satisfyantractual obligation, such
as lack of access to foreign currency or the need to obtain approval for
payment from a regulatory authority, do
obligation or the holderé6s contractual r

(b) a cantractual obligation that is conditional on a counterparty exercising its

right to redeem is a financial liability because the entity does not have the
unconditional right to avoid delivering cash or another financial asset.

A financial instrument thtadoes not explicitly establish a contractual obligation to
deliver cash or another financial asset may establish an obligation indirectly through
its terms and conditions. For example:

(@)

(b)

a financial instrument may contain a rmancial obligation lhat must be
settled if, and only if, the entity fails to make distributions or to redeem the
instrument. If the entity can avoid a transfer of cash or another financial asset
only by settling the nofinancial obligation, the financial instrument is a
financial liability.

a financial instrument is a financial liability if it provides that on settlement
the entity will deliver either:

0] cash or another financial asset; or

(i) its own shares whose value is determined to exceed substantially the
value of the cash or other financial asset.

Although the entity does not have an explicit contractual obligation to deliver
cash or another financial asset, the value of the share settlement alternative is
such that the entity will settle in cash. Inyamvent, the holder has in
substance been guaranteed receipt of an amount that is at least equal to the
cash settlement option (see paragraph 21).

17
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Settlement in the entityds own equity instr

21 A contract is not an equity instment solely because it may result in the receipt or
delivery of the entityds own equity instru
right or obligation to receive or deliver a number of its own shares or other equity
instruments that varies so that tlaeif r val ue of the entityobés owl
be received or delivered equals the amount of the contractual right or obligation. Such
a contractual right or obligation may be for a fixed amount or an amount that
fluctuates in part or in full in respse to changes in a variable other than the market
price of the entityds own equity instrument
or a financial instrument price). Two examples are (a) a contract to deliver as many of
the entity6s memsnas arajequat iy valuente Cuioand (b) a
contract to deliver as many of the entityd
value to the value of 100 ounces of gold. Such a contract is a financial liability of the
entity even though the entity must can settle it by delivering its own equity
instruments. It is hot an equity instrument because the entity uses a variable number
of its own equity instruments as a means to settle the contract. Accordingly, the
contract does not evidence a residuaéintest i n the entityés asse
of its liabilities.

22 Except as stated in paragraph 22¥g contract that will be settled by the entity
(receiving or) delivering a fixed number of its own equity instruments in exchange for
a fixed amounhof cash or another financial asset is an equity instrument. For example,
an issued share option that gives the counterparty a right to buy a fixed number of the
entityds shares for a fixed price or for a
eqguty instrument. Changes in the fair value of a contract arising from variations in
market interest rates that do not affect the amount of cash or other financial assets to
be paid or received, or the number of equity instruments to be received or delivered,
on settlement of the contract do not preclude the confraot being an equity
instrument. Any consideration received (such as the premium received for a written
option or warrant on the entityés own sha
considerationpaid (such as the premium paid for a purchased option) is deducted
directly from equity. Changes in the fair value of an equity instrument are not
recognised in the financial statements.

22A | f the entityds own eqgu.i tveyed,ibyntisetemtity pppmt s t o &
settlement of a contract are puttable financial instruments with all the features and
meeting the conditions described in paragraphs 16A and 16B, or instruments that
impose on the entity an obligation to deliver to another papgsoaata share of the
net assets of the entity only on liquidation with all the features and meeting the
conditions described in paragraphs 16C and 16D, the contract is a financial asset or a
financial liability. This includes a contract that will be kltby the entity receiving
or delivering a fixed number of such instruments in exchange for a fixed amount of
cash or another financial asset.

23 With the exception of the circumstances described in paragraphs 16A and 16B or
paragraphs 16C and 16Ba contract that contains an obligation for an entity to
purchase its own equity instruments for cash or another financial asset gives rise to a
financial liability for the present value of the redemption amount (for example, for the
present value of the forwa repurchase price, option exercise price or other
redemption amount). This is the case even if the contract itself is an equity instrument.
One example is an entityodés obligation unde
equity instruments for cash. \Wh the financial liability is recognised initially under

*

I n this Standard, monetary amounts are denominatec
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HKAS 39, its fair value (the present value of the redemption amount) is reclassified

from equity. Subsequently, the financial liability is measured in accordance with

HKAS 39. If the contract expiresvithout delivery, the carrying amount of the
financi al l'itability is reclassified to eq
purchase its own equity instruments gives rise to a financial liability for the present

value of the redemption amount evérhie obligation to purchase is conditional on

the counterparty exercising a right to redeem (e.g. a written put option that gives the
counterparty the right to sell an entityos
fixed price).

24 A contract thawill be settled by the entity delivering or receiving a fixed number of
its own equity instruments in exchange for a variable amount of cash or another
financial asset is a financial asset or financial liability. An example is a contract for
the entity todeliver 100 of its own equity instruments in return for an amount of cash
calculated to equal the value of 100 ounces of gold.

Contingent settlement provisions

25 A financial instrument may require the entity to deliver cash or another financial asset,
or otherwise to settle it in such a way that it would be a financial liability, in the event
of the occurrence or nesccurrence of uncertain future events (or on the outcome of
uncertain circumstances) that are beyond the control of both the issutedrader
of the instrument, such as a change in a stock market index, consumer price index,
i nterest rate or taxation requirements, or
debtto-equity ratio. The issuer of such an instrument does not have thaditicnal
right to avoid delivering cash or another financial asset (or otherwise to settle it in
such a way that it would be a financial liability). Therefore, it is a financial liability of
the issuer unless:

@) the part of the contingent settlem@nbvision that could require settlement in
cash or another financial asset (or otherwise in such a way that it would be a
financial liability) is not genuinegr

(b) the issuer can be required to settle the obligation in cash or another financial
asset(or otherwise to settle it in such a way that it would be a financial
liability) only in the event of liquidation of the issugor

(c) the instrument has all the features and meets the conditions in paragraphs
16A and 16B.

Settlement options

26 When a derivative financial instrument gives one party a choice over how it is
settled (e.g. the issuer or the holder can choose settlement net in cash or by
exchanging shares for cash), it is a financial asset or a financial liability unless all
of the settlanent alternatives would result in it being an equity instrument.

27 An example of a derivative financial instrument with a settlement option that is a
financial liability is a share option that the issuer can decide to settle net in cash or by
exchangingits own shares for cash. Similarly, some contracts to buy or sell a
nonf i nanci al item in exchange for the entity
scope of this Standard because they can be settled either by delivery of the
nortfinancial item or nein cash or another financial instrument (see paragrajilds.8
Such contracts are financial assets or financial liabilities and not equity instruments.
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Compound financial instruments (see also paragraphs
AG30-AG35 and lllustrative Examples 912)

The issuer of a norderivative financial instrument shall evaluate the terms of
the financial instrument to determine whether it contains both a liability and an
equity component. Such components shall be classified separately as financial
liabilities, financial assets or equity instruments in accordance with paragraph
15.

An entity recognises separately the components of a financial instrument that (a)
creates a financial liability of the entity and (b) grants an option to the holder of the
instrumentto convert it into an equity instrument of the entity. For example, a bond
or similar instrument convertible by the holder into a fixed number of ordinary shares
of the entity is a compound financial instrument. From the perspective of the entity,
such aninstrument comprises two components: a financial liability (a contractual
arrangement to deliver cash or another financial asset) and an equity instrument (a
call option granting the holder the right, for a specified period of time, to convert it
into a fixed number of ordinary shares of the entity). The economic effect of issuing
such an instrument is substantially the same as issuing simultaneously a debt
instrument with an early settlement provision and warrants to purchase ordinary
shares, or issuing aebt instrument with detachable share purchase warrants.
Accordingly, in all cases, the entity presents the liability and equity components
separatehpn-ts-balance-shet its statement of financial position

Classification of the liability and e@y components of a convertible instrument is not
revised as a result of a change in the likelihood that a conversion option will be
exercised, even when exercise of the option may appear to have become
economically advantageous to some holders. Holdeysnoaalways act in the way

that might be expected because, for example, the tax consequences resulting from
conversion may differ among holders. Furthermore, the likelihood of conversion will
change from time to time. Tohneake dututei t y 6 s
payments remains outstanding until it is extinguished through conversion, maturity of

the instrument or some other transaction.

HKAS 39 deals with the measurement of financial assets and financial liabilities.
Equity instruments are irstments that evidence a residual interest in the assets of an
entity after deducting all of its liabilities. Therefore, when the initial carrying amount
of a compound financial instrument is allocated to its equity and liability components,
the equity compnent is assigned the residual amount after deducting from the fair
value of the instrument as a whole the amount separately determined for the liability
component. The value of any derivative features (such as a call option) embedded in
the compound finagial instrument other than the equity component (such as an
equity conversion option) is included in the liability component. The sum of the
carrying amounts assigned to the liability and equity components on initial
recognition is always equal to the faalue that would be ascribed to the instrument
as a whole. No gain or loss arises from initially recognising the components of the
instrument separately.

Under the approach described in paragraph 31, the issuer of a bond convertible into
ordinary shees first determines the carrying amount of the liability component by
measuring the fair value of a similar liability (including any embeddedeagiity
derivative features) that does not have an associated equity component. The carrying
amount of the eqty instrument represented by the option to convert the instrument
into ordinary shares is then determined by deducting the fair value of the financial
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liability from the fair value of the compound financial instrument as a whole.

Treasury shares(see aso paragraph AG36)

I f an entity reacquires its own equity ins
sharesd6) shall be deducted from equity. N o
profit or loss on the purchase, sale, issue or cancellation ofanenfitys own equi ty
instruments. Such treasury shares may be acquired and held by the entity or by

other members of the consolidated group. Consideration paid or received shall

be recognised directly in equity.

The amount of treasury shares held is disclassparately eithesn-the-face-of-the

balanee-sheeh the statement of financial position in the notes, in accordance with
HKAS 1 Presentation of Financial Statement&n entity provides disclosure in
accordance with HKAS 2Related Party Disclosuragthe entity reacquires its own
equity instruments from related parties.

Interest, dividends, losses and gainsee also paragraph AG37)

Interest, dividends, losses and gains relating to a financial instrument or a
component that is a financial lidility shall be recognised as income or expense in
profit or loss. Distributions to holders of an equity instrument shall be debited

by the entity directly to equity, net of any related income tax benefit.

Transaction costs of an equity transaction shall & accounted for as a deduction

from equity, net of any related income tax benefit.

The classification of a financial instrument as a financial liability or an equity
instrument determines whether interest, dividends, losses and gains relating to that
instrument are recognised as income or expense in profit or loss. Thus, dividend
payments on shares wholly recognised as liabilities are recognised as expenses in the
same way as interest on a bond. Similarly, gains and losses associated with
redemptions o refinancings of financial liabilities are recognised in profit or loss,
whereas redemptions or refinancings of equity instruments are recognised as changes
in equity. Changes in the fair value of an equity instrument are not recognised in the
financial satements.

An entity typically incurs various costs in issuing or acquiring its own equity
instruments. Those costs might include registration and other regulatory fees,
amounts paid to legal, accounting and other professional advisers, printinguuibsts
stamp duties. The transaction costs of an equity transaction are accounted for as a
deduction from equity (net of any related income tax benefit) to the extent they are
incremental costs directly attributable to the equity transaction that otheraidd w

have been avoided. The costs of an equity transaction that is abandoned are
recognised as an expense.

Transaction costs that relate to the issue of a compound financial instrument are
allocated to the liability and equity components of the imsént in proportion to the
allocation of proceeds. Transaction costs that relate jointly to more than one
transaction (for example, costs of a concurrent offering of some shares and a stock
exchange listing of other shares) are allocated to those tramsagsing a basis of
allocation that is rational and consistent with similar transactions.
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The amount of transaction costs accounted for as a deduction from equity in the
period is disclosed separately under HKAS 1. The related amount of income taxes
recognised directly in equity is included in the aggregate amount of current and
deferred income tax credited or charged to equity that is disclosed under HKAS 12
Income Taxes

Dividends classified as an expense may be presented ifinr¢bene—statemdn
statemenbf comprehensive income or separate incataéement (if preseet) either

with interest on other liabilities or as a separate item. In addition to the requirements
of this Standard, disclosure of interest and dividends is subject to theeregnis of
HKAS 1 andHKFRS 7 In some circumstances, because of the differences between
interest and dividends with respect to matters such as tax deductibility, it is desirable
to disclose them separately in thecomestatemenstatement of comprehensive
income or separate incorstatementif presened). Disclosures of the tax effects are
made in accordance with HKAS 12.

Gains and losses related to changes in the carrying amount of a financial liability are
recognised as income or expense in profitloss even when they relate to an
instrument that includes a right to the residual interest in the assets of the entity in
exchange for cash or another financial asset (see paragraph 18(b)). Under HKAS 1
the entity presents any gain or loss arising fremeasurement of such an instrument

separatelyen—the—faee—ef—the—meeme—statemamtthe statement of comprehensive

incomewhen it relevant in explaining t

Offsetting a financial asset and a financial liability
(see also paragaphs AG38 and AG39)

A financial asset and a financial liability shall be offset and the net amount
presented in the batanee-sheetstatement of financial positionwhen, and only
when, an entity:

@ currently has a legally enforceable right to set f the recognised
amounts; and

(b) intends either to settle on a net basis, or to realise the asset and settle the
liability simultaneously.

In accounting for a transfer of a financial asset that does not qualify for
derecognition, the entity shall not oféet the transferred asset and the associated
liability (see HKAS 39, paragraph 36).

This Standard requires the presentation of financial assets and financial liabilities on a

net basis when doing so reflect settlagn enti ty

two or more separate financial instruments. When an entity has the right to receive or
pay a single net amount and intends to do so, it has, in effect, only a single financial
asset or financial liability. In other circumstances, financial asamets financial
liabilities are presented separately from each other consistently with their
characteristics as resources or obligations of the entity.

Offsetting a recognised financial asset and a recognised financial liability and
presenting the neamount differs from the derecognition of a financial asset or a
financial liability. Although offsetting does not give rise to recognition of a gain or
loss, the derecognition of a financial instrument not only results in the removal of the
previously recgnised item from thbalanee-sheatatemenbdf financial positiorbut

also may result in recognition of a gain or loss.
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A right of seto f f is a debtorodos | egal right,
otherwise eliminate all or a portion of an ambdue to a creditor by applying against

that amount an amount due from the creditor. In unusual circumstances, a debtor may
have a legal right to apply an amount due from a third party against the amount due to
a creditor provided that there is an agreatrbetween the three parties that clearly
establ i shes t hoff Heedude the rigist of seff  h kegaloight, thee t
conditions supporting the right may vary from one legal jurisdiction to another and
the laws applicable to the relatginps between the parties need to be considered.

The existence of an enforceable right to set off a financial asset and a financial
liability affects the rights and obligations associated with a financial asset and a
financial liability and may affecan ent it yds exposure to
However, the existence of the right, by itself, is not a sufficient basis for offsetting. In
the absence of an intention to exercise the right or to settle simultaneously, the
amount and timing of anenty 6s f uture cash fl ows are
intends to exercise the right or to settle simultaneously, presentation of the asset and
liability on a net basis reflects more appropriately the amounts and timing of the
expected future cash flowas well as the risks to which those cash flows are exposed.
An intention by one or both parties to settle on a net basis without the legal right to do
so is not sufficient to justify offsetting because the rights and obligations associated
with the individual financial asset and financial liability remain unaltered.

An entityo6s intentions with respect to
may be influenced by its normal business practices, the requirements of the financial
markets and o#tr circumstances that may limit the ability to settle net or to settle
simultaneously. When an entibas a right of sebff, but does not intend to settle net

or to realise the asset and settle the liability simultaneously, the effect of the right on
theenti tybébs credit ri sk exposure 36f dis
HKFRS 7.

Simultaneous settlement of two financial instruments may occur through, for example,
the operation of a clearinghouse in an organised financial market or-toface
exchange. In these circumstances the cash flows are, in effect, equivalent to a single
net amount and there is no exposure to credit or liquidity risk. In other circumstances,
an entity may settle two instruments by receiving and paying separatentamou
becoming exposed to credit risk for the full amount of the asset or liquidity risk for
the full amount of the liability. Such risk exposures may be significant even though
relatively brief. Accordingly, realisation of a financial asset and settlerokrat
financial liability are treated as simultaneous only when the transactions occur at the
same moment.

The conditions set out in paragraph 42 are generally not satisfied and offsetting is
usually inappropriate when:

@) several different finanal instruments are used to emulate the features of a

by ¢

cred

not

set

cl os

single financial instrument (a 6ésynthet.

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

(c) financial or other assets are pledged as collateral forremyurse financial
liabilities;
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(d) financial assets are set @esiin 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); or

(e) obligations incurred as a result of evenitgrgy rise to losses are expected to
be recovered from a third party by virtue of a claim made under an insurance
contract

50 An entity that undertakes a number of financial instrument transactions with a single
counterparty may tetnitreg amt @n ge nbenmatsdét ewi tnhe t
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. These arrangements are commonly usdthdaycial institutions to provide
protection against loss in the event of bankruptcy or other circumstances that result in
a counterparty being unable to meet its obligations. A master netting arrangement
commonly creates a right of seff that becomes rdorceable and affects the
realisation or settlement of individual financial assets and financial liabilities only
following a specified event of default or in other circumstances not expected to arise
in the normal course of business. A master nettingngement does not provide a
basis for offsetting unless both of the criteria in paragraph 42 are satisfied. When
financial assets and financial liabilities subject to a master netting arrangement are not
of fset, the effect o fexpbshreto eedi rsknigdesctosedt on ar
in accordance with paragrapb of HKFRS 7

Disclosure

5195 [Deleted]

Effective date and transition

96 An entity shall apply this Standard for annual periods beginning on or afteruhry
2005. Earlier apation is permitted An entity shall not apply this Standard for
annual periods beginning before 1 January 2005 unless it also dikKes 39. If an
entity applies this Standard for a period beginning before 1 January 2005, it shall
disclose that fact.

96A Puttable Financial Instruments and Obligations Arising on _Liquidation
(Amendments to HKAS 32 and HKAS 1), issuedJume2008, required financial
instruments that contain all the features and meet the conditions in paragraphs 16A
and 16B or paragraphl6C and 16D to be classified as an equity instrument,
amended paragraphs 11, 16j 19, 22, 23, 25, AG13, AG14 and AG27, and inserted
paragraphs 16/46F, 22A, 96B, 96C, 97C, AG14AG14J and AG29A. An entity
shall apply those amendments for annual pertoeiginning on or after 1 January
2009. Earlier application is permitted. If an entity applies the changes for an earlier
period, it shall disclose that fact and apply the related amendmeM&AS 1,
HKAS 39,HKFRS 7 andHK(IFRIC)-Int 2 at the same time.

96B  Puttable Financial Instruments and Obligations Arising on Liguidatidroduced a
limited scope exception; therefore, an entity shall not apply the exception by analogy.

96C  The classification of instruments under this exception shall be resitrict the
accounting for such an instrument unéiAS 1, HKAS 32,HKAS 39 andHKFRS
7. The instrument shall not be considered an equity instrument under other guidance,
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for exampleHKFRS 2Sharebased Payment

97 This Standard shall be appliedtrospetively, and accountinag policies adopted in
respect of each period presented shall be disclosed. When comparative information
for prior periods is not available when this Standard is first applied, such information
need not be presented, but an entity dfiatilose that fact.

97A HKAS 1 (as revised in 2007) amended the terminology tlsedighout HKFRSs. In
addition it amended paragraph 40. An engitiall apply those amendments for annual
periods beginning on axfter 1 January 2009. If an entity applidKAS 1 (revised
2007) for arearlier period, the amendments shall be applied for that eaelierd.

97B  HKFRS 3 (as revised in 2008) deleted paragraph 4(c). An entity apply that
amendment for annual periods beginning on or dftduly 2009. Ifan entity applies
HKFRS 3 (revised 2008) for an earligeriod, the amendment shall also be applied
for that earlier period.

97C  When applying the amendments described in paragraph 96A, an entity is required to
split a compound financial instrument wiim obligation to deliver to another party a
pro rata share of the net assets of the entity only on liquidation into separate liability
and equity components. If the liability component is no longer outstanding, a
retrospective application of those amendtaéoHKAS 32 would involve separating
two components of equity. The first component would be in retained earnings and
represent the cumulative interest accreted on the liability component. The other
component would represent the original equity componfdrefore, an entity need
not separate these two components if the liability component is no longer outstanding
at the date of application of the amendments.

97D  Paragraph 4 was amended Improvements to HKFRSssued inOctober2008. An
entity shall aply that amendment for annual periods beginning on or after 1 J¢
2009. Earlier application is permitted. If an entity applies the amendment
earlier period it shall disclose that fact and apply for that earlier perio
amendments to paragrafhof HKFRS 7, paragraph 1 of HKAS 28 and paragra
of HKAS 31 issued irDctober2008. An entity is permitted to apply the amendn

prospectively

Withdrawal of Other Pronouncements

98 This Standard, toaether with HKAS 39 Financial Instruments: &#ton and
Measurement, supersede SSAP 24 Accounting for Investments in Securities issued in
1999%

" In September 2005 the Institute relocated all disclosures relating to financial instruments to HKFRS 7
Financial Instruments: Disclosures
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Appendix A

Amendment to HKAS 3 Classification of Rights Issuegissued in
October 2009) - effective for annual periods beginning on or after 1
February 2010

The following sets out amendment required for this Standard resultingaineemdment to
HKAS 32that is not yet effective. Once effective, the amendment set out below will be
incorporated into the text of this Standard and this appendixbeiltieleted. In the amended
paragrapls shown below, new text is underlined and deleted text is struck through.

Paragraphs 11 and 16 are amended (new text is underlined and deleted text is struck through).
Paragraph 97E is added.

Definitions (see also paagraphs AG3i AG23)

11 The following terms are used in this Standard with the meanings specified:

A financial liability is any liability that is:

(a)

(b) a contract that wil/l or may be settl ed
and is:
(i) a nonderivative for which the entity is or may be obliged to deliver a

variable number of the entityb6s own

(i) a derivative that will or may be settled other than by the exchange of
a fixed amount of cash or another financialeager a fixed number
of t he entityobs o wrnthis eparposet yghtsj nst r u me
options or warrants to acquire a fi
equity instruments for a fixed amount of any currency are equity
instruments if the entity offers th&hts, options or warrants pro rata
to all of its existing owners of the same class of its own
nontderivative equity instruments. Als&dr this thesepurposs the
entityds own equity instruments
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Presentation

Liabilities and equity
(see also paragaphs AG13 AG14J and AG25 AG29A)
16 When an issuer applies the definitions in paragraph 11 to determine whether a

financial instrument is an equity instrument rather than a financial liability, the
instrument is an equity instrument if, and only if, botmditions (a) and (b) below

are met.

(@)

(b) I f the instrument wil or may be settl ed
it is:
0) a nonderivative that includes no contractual obligation for the issuer

to deliver a variable number of its owequity instruments; or

(i) a derivative that will be settled only by the issuer exchanging a fixed
amount of cash or another financial asset for a fixed number of its
own equity instrumentdzor this purpose, rights, options or warrants
toacquireafixd number of the entityés own e
fixed amount of any currency are equity instruments if the entity
offers the rights, options or warrants pro rata to all of its existing
owners of the same class of its own {tmivative equity instruents.
Also, fFor thisthesepurposet he i ssuer 6s own equity
not include instruments that have all the features and meet the
conditions described in paragraphs 16A and 16B or paragraphs 16C
and 16D, or instruments that are contracts forftiere receipt or
delivery of the issuerbés own equity

A contractual obligation ...

Effective date and transition

97E Paragraphs 11 and 16 were amendedClassification of Rights Issudssued in
October 2009. An entity shall apply that amdment for annual periods beginning on
or after 1 February 2010. Earlier application is permitted. If an entity applies the
amendment for an earlier period, it shall disclose that fact.
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Appendix SB

Comparison with International Accounting Standards

This comparison appendix, which was prepared as at 20 April 2004 and deals only with
significant differences in the standards extant, is produced for information only and does not
form part of the standards in HKAS 32.

The International Accounting Standard qmmable with HKAS 32 is IAS 3ZFinancial
Instruments: Presentation

There are no major textual differences between HKAS 32 and IAS 32.

© Copyright 28



HKAS 32 (March 210

Appendix C

Amendments resulting from other HKFRSs

The following sets out amendments required for this Standardtiresdfom other newly

issued HKFRSs that are not yet effective. Once effective, the amendments set out below will be
incorporated into the text of this Standard and this appendix will be delettite amended
paragraphs shown below, new text is undediaed deleted text is struck through.

HKERS 9 Financial Instruments (issued in November 2009
effective for annual periods beginning on or after 1 January
2013

Paragraphs 3, 12 and 31 are amended and paragraph 97F is added as follows:

3 The principlesn this Standard complement the principles for recognising and
measuring financial assets and financial liabilitiesHIKFRS 9 Financial
Instruments and HKAS 39 Financial Instruments: Recognition and
Measurementand for disclosing information about them HKFRS 7
Financial Instruments: Disclosures

12 The following terms are defined in paragraph 9 of HKAS 39 and are used in
this Standard with the meaning specified in HKAS 39.

A amortised cost of a financial asset or financial liability
available for s@ financial assets

derecognition

derivative

effective interest method

financialassetdinancial liability at fair value through profit or loss
financial guarantee contract

firm commitment

forecast transaction

hedge effectiveness

hedgedtem

hedging instrument

o o o Do o o o Do Do I» o o

held for trading

held-to-maturity-ihvestments

P
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A loans-andreceivables
A regular way purchase or sale
A transaction costs.

31 HKFRS 9 andHKAS 39 dead with the measurement of financial assets and
financial liabilitiesrespetively. Equity instruments ¢

97F HKFRS 9, issued in November 2009, amended paragraphs 3, 12, 31, AG2
and AG30. An entity shall apply those amendments when it applies HKFRS
9.

In the Appendix (Application Guidance), paragraphs AG2 and AG30 are amendddws: fo

AG2 The Standard does not deal with the recognition or measurement of financial
instruments. Requirements abdegrecognition and measuremext set out
in HKFRS 9 foref financial assets andKAS 39 forfinancial liabilitiesare
set-out-in-HKAS39.

AG30 Paragraph 28 applies only to issuers of-derivative compound financial
instruments. Paragraph 28 does not deal with compound financial
instruments from the perspective of holdeHKFRS 9 deals with the
classification and measurement of finmhcassets that are compound
instruments from t H&EASHS ldablerwibhsthep er s p e c |
i erivative holders of
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Amendments toHKFRS 7 Disclosuresi Offsetting Financial
Assets and Financial Liabilitieqissued in December 2011)
effective for annual periods beginning on or after 1 January
2013

\ Paragraph 43 is amended (new text is underlined). \

43 This Standard requires the presginn of financial assets and financial liabilities on a
net basis when doing so reflects an entity
two or more separate financial instruments. When an entity has the right to receive or
pay a single net amount giimtends to do so, it has, in effect, only a single financial
asset or financial liability. In other circumstances, financial assets and financial
liabilities are presented separately from each other consistently with their
characteristics as resourcesatigations of the entityAn entity shall disclose the
information required in paragraphs I3BE of HKFRS 7 for recognised financial
instruments that are within the scope of paragraph 13RS 7.
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Appendix D

Amendments to HKAS 3 Offsetting Finandal Assets and Financial
Liabilities (issued in December 2011) effective for annual periods
beginning on or after 1 January 2014

The following sets out amendment required for this Standard resultingaimendmerstto

HKAS 32that are not yet effectiveOnce effective, the amendnseset out below will be
incorporated into the text of this Standard and this appendix will be deleted. In the amended
paragrapls shown below, new text is underlined and deleted text is struck through.

Effective date and transtion

| Paragraph 97L is added. |

97L  Offsetting Financial Assets and Financial Liabiliti€amendments tadHKAS 32),
issued in December 2011, deleted paragraph AG38 and added paragraphs
AG38AI AG38F. An entity shall apply those amendments for annual periods
beghnning on or after 1 January 2014. An entity shall apply those amendments
retrospectively. Earlier application is permitted. If an entity applies those amendments
from an earlier date, it shall disclose that fact and shall also make the disclosures
required by Disclosure® Offsetting Financial Assets and Financial Liabilities
(Amendments téiKFRS 7) issued in December 2011.
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Application Guidance

|l mmedi ately after the heading 600ffsettiing a fi
4215 0) 6, phpAsBBasgieleted. Headings and paragraphs AGA&S8F are added.

Criterion that an entity Ocurrent
right to set off the recognised a

AG38A Aright of setoff may be currently available or it may bentoagent on a future event
(for example, the right may be triggered or exercisable only on the occurrence of
some future event, such as the default, insolvency or bankruptcy of one of the
counterparties). Even if the right of s#f is not contingent om future event, it
may only be legally enforceable in the normal course of business, or in the event of
default, or in the event of insolvency or bankruptcy, of one or all of the
counterparties.

AG38B To meet the criterion in paragraph 42(a), an entityst currently have a legally
enforceable right of seiff. This meanshat the right of seoff:

(&) must not be contingent on a future event; and
(b) must be legally enforceable in all of the following circumstances:
(i) the normal course of business;
(i) the event of default; and
(iii) the event of insolvency or bankruptcy
of the entity and all of the counterparties.

AG38C The nature and extent of the right of-e#f including any conditions attached to its
exercise and whether it would remain time event of default or insolvency or
bankruptcy, may vary from one legal jurisdiction to another. Consequently, it
cannot be assumed that the right ofaféiis automatically available outside of the
normal course of business. For example, the batdyuw insolvency laws of a
jurisdiction may prohibit, or restrict, the right of s#f in the event of bankruptcy or
insolvency in some circumstances.

AG38D The laws applicable to the relationships between the parties (for example, contractual
provisions, the laws governing the contract, or the default, insolvency or bankruptcy
laws applicable to the parties) need to be considered to ascertain whether the right of
setoff is enforceable in the normal course of business, in an event of default, and in
the event of insolvency or bankruptcy, of the entity and all of the counterparties (as
specified in paragraph AG38B(b)).
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Criterion that an entity O6intends
or to realise the asset and settl
(paragraph 42(b))

AG38E To meet the criterion in paragraph 42(b) an entity must intend either to settle on a net
basis or to realise the asset and settle the liability simultaneously. Although the
entity may have a right to settle net, it may still reatise asset and settle the liability
separately.

AG38F If an entity can settle amounts in a manner such that the outcome is, in effect,
equivalent to net settlement, the entity will meet the net settlement criterion in
paragraph 42(b). This will occut and only if, the gross settlement mechanism has
features that eliminate or result in insignificant credit and liquidity risk, and that will
process receivables and payables in a single settlement process or cycle. For
example, a gross settlement systhat has all of the following characteristics would
meet the net settlement criterion in paragraph 42(b):

(&) financial assets and financial liabilities eligible for-sefitare submitted at the
same point in time for processing;

(b) once the financial asts and financial liabilities are submitted for processing,
the parties are committed to fulfil the settlement obligation;

(c) there is no potential for the cash flows arising from the assets and liabilities to
change once they have been submitted forgasiog (unless the processing
failso see (d) below);

(d) assets and liabilities that are collateralised with securities will be settled on a
securities transfer or similar system (for example, delivery versus payment),
so that if the transfer of securititgls, the processing of the related receivable
or payable for which the securities are collateral will also fail (and vice versa);

(e) any transactions that fail, as outlined in (d), will beentered for processing
until they are settled;

(H settlemenis carried out through the same settlement institution (for example, a
settlement bank, a central bank or a central securities depository); and

(g) an intraday credit facility is in place that will provide sufficient overdraft
amounts to enable the presing of payments at the settlement date for each of
the parties, and it is virtually certain that the intraday credit facility will be
honoured if called upon.
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Appendix

Application Guidance
HKAS 32 Financial Instruments: Presentation

This appendixs an integral part of the Standard.

AGl This Application Guidance explains the application of particular aspects of the
Standard.

AG2 The Standard does not deal with the recognition or measurement of financial

instruments. Requirements about theogggtion and measurement of financial assets
and financial liabilities are set out in HKAS .39

Definitions (paragraphs 1114)

Financial assets and financial liabilities

AG3 Currency (cash) is a financial asset because it represents the mediohaofge and
is therefore the basis on which all transactions are measured and recognised in
financial statements. A deposit of cash with a bank or similar financial institution is a
financial asset because it represents the contractual right of the deposibtain
cash from the institution or to draw a cheque or similar instrument against the balance
in favour of a creditor in payment of a financial liability.

AG4 Common examples of financial assets representing a contractual right to receive cash
in the future and corresponding financial liabilities representing a contractual
obligation to deliver cash in the future are:

@) trade accounts receivable and payable;
(b) notes receivable and payable;

(c) loans receivable and payable; and

(d) bonds receivable and payable.

I n each case, one partyds contractual righ
mat ched by the other partyds corresponding

AG5 Another type of financial instrument is one fathich the economic benefit to be
received or given up is a financial asset other than cash. For example, a note payable
in government bonds gives the holder the contractual right to receive and the issuer
the contractual obligation to deliver governmewndls, not cash. The bonds are
financial assets because they represent obligations of the issuing government to pay
cash. The note is, therefore, a financial asset of the note holder and a financial
liability of the note issuer.

AG6 O6Perpetualuinedelst (smegth as Operpetual 6 bonds,
normally provide the holder with the contractual right to receive payments on account
of interest at fixed dates extending into the indefinite future, either with no right to
receive a retur of principal or a right to a return of principal under terms that make it
very unlikely or very far in the future. For example, an entity may issue a financial
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instrument requiring it to make annual payments in perpetuity equal to a stated
interest ra¢ of 8 per cent applied to a stated par or principal amount of CU1,000.
Assuming 8 per cent to be the market rate of interest for the instrument when issued,
the issuer assumes a contractual obligation to make a stream of future interest
payments having &ir value (present value) of CU1,000 on initial recognition. The
holder and issuer of the instrument have a financial asset and a financial liability,
respectively.

A contractual right or contractual obligation to receive, deliver or exchangeciitia
instruments is itself a financial instrument. A chain of contractual rights or
contractual obligations meets the definition of a financial instrument if it will
ultimately lead to the receipt or payment of cash or to the acquisition or issue of an
equity instrument.

The ability to exercise a contractual right or the requirement to satisfy a contractual
obligation may be absolute, or it may be contingent on the occurrence of a future
event. For example, a financial guarantee is a contractinlafighe lender to receive
cash from the guarantor, and a corresponding contractual obligation of the guarantor
to pay the lender, if the borrower defaults. The contractual right and obligation exist
because of a past transaction or event (assumptidre @fuarantee), even though the

l ender6s ability to exercise its right
under its obligation are both contingent on a future act of default by the borrower. A
contingent right and obligation meet the definitiof a financial asset and a financial
liability, even though such assets and liabilities are not always recognised in the
financial statementsSome of these contingent rights and obligations may be
insurance contracts within the scope of HKFRS 4.

Under HKAS 17Leasesa finance lease is regarded as primarily an entitlement of the
lessor to receive, and an obligation of the lessee to pay, a stream of payments that are
substantially the same as blended payments of principal and interest under a loan
ageement. The lessor accounts for its investment in the amount receivable under the
lease contract rather than the leased asset itself. An operating lease, on the other hand,
is regarded as primarily an uncompleted contract committing the lessor to pgtavide

use of an asset in future periods in exchange for consideration similar to a fee for a
service. The lessor continues to account for the leased asset itself rather than any
amount receivable in the future under the contract. Accordingly, a financeidease
regarded as a financial instrument and an operating lease is not regarded as a financial
instrument (except as regards individual payments currently due and payable).

Physical assets (such as inventories, property, plant and equipment), kEstedad
intangible assets (such as patents and trademarks) are not financial assets. Control of
such physical and intangible assets creates an opportunity to generate an inflow of
cash or another financial asset, but it does not give rise to a pregeniorreceive

cash or another financial asset.

Assets (such as prepaid expenses) for which the future economic benefit is the receipt
of goods or services, rather than the right to receive cash or another financial asset,
are not financial assetSimilarly, items such as deferred revenue and most warranty
obligations are not financial liabilities because the outflow of economic benefits
associated with them is the delivery of goods and services rather than a contractual
obligation to pay cash or ather financial asset.

" In this guidance, monetaryamunt s are denominated in écurrency
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AG12 Liabilities or assets that are not contractual (such as income taxes that are created as a
result of statutory requirements imposed by governments) are not financial liabilities
or financial assets. Accounting for income tsuig dealt with in HKAS 14ncome
Taxes Similarly, constructive obligations, as defined in HKAS Bvovisions,
Contingent Liabilities and Contingent Assets,not arise from contracts and are not
financial liabilities.

Equity instruments

AG13 Example of equity instruments include nguttable ordinary sharespme puttable
instruments (see paragraphs 16A and 16B), some instruments that impose on the
entity an obligation to deliver to another party a pro rata share of the net assets of the
entity only on liguidation (see paragraphs 16C and 1&)ne types of preference
shares (see paragraphs AG25 and AG26), and warrants or written call options that
allow the holder to subscribe for or purchase a fixed number eputtable ordinary
shares in the issng entity in exchange for a fixed amount of cash or another
financi al asset . An entityds obligation to
equity instruments in exchange for a fixed amount of cash or another financial asset is
an equity instrumentdf the entity(except as stated in paragraph 22KWpwever, if
such a contract contains an obligation for the entity to pay cash or another financial
asset(other than a contract classified as equity in accordance with paragraphs 16A
and 16B or paragrapH$C and 16D)it also gives rise to a liability for the present
value of the redemption amount (see paragraph AG27(a)). An issuer-plitiable
ordinary shareassumes a liability when it formally acts to make a distribution and
becomes legally oblaged to the shareholders to do so. This may be the case
following the declaration of a dividend or when the entity is being wound up and any
assets remaining after the satisfaction of liabilities become distributable to
shareholders.

AG14 A purchased callmtion or other similar contract acquired by an entity that gives it the
right to reacquire a fixed number of its own equity instruments in exchange for
delivering a fixed amount of cash or another financial asset is not a financial asset of
the entity (except as stated in paragraph 22A)stead, any consideration paid for
such a contract is deducted from equity.

The class of instruments that is subordinate to all other classes
(paragraphs 16A(b) and 16C(b))

AG14A0ne of the features of paragraphs 164 46C is that the financial instrument is in
the class of instruments that is subordinate to all other classes.

AG14BWhen determining whether an instrument is in the subordinate class, an entity
evaluates the instrumentré®liqoida® bnheaate | i qui d.
when it classifies the instrument. An entity shall reassess the classification if there is a
change in relevant circumstances. For example, if the entity issues or redeems another
financial instrument, this may affect whethee ihstrument in question is in the class
of instruments that is subordinate to all other classes.
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AG14CAnN instrument that has a preferential right on liquidation of the entity is not an
instrument with an entitlement to a pro rata share of the net agdées entity. For
example, an instrument has a preferential right on liquidation if it entitles the holder
to a fixed dividend on liguidation, in addition to a share of the éntitet assets,
when other instruments in the subordinate class with ataghtpro rata share of the
net assets of the entity do not have the same right on liguidation.

AG14D If an entity has only one class of financial instruments, that class shall be treated as if
it were subordinate to all other classes.

Total expected cab flows attributable to the instrument over the life of
the instrument (paragraph 16A(e))

AG14EThe total expected cash flows of the instrument over the life of the instrument must
be substantially based on the profit or loss, change in the recognisEsbets or fair
value of the recognised and unrecognigetiassets of the entity over the life of the
instrument. Profit or loss and the change in the recognised net assets shall be
measured in accordance with releveliitFRSs.

Transactions entered into ly an instrument holder other than as owner of
the entity (paraqraphs 16A and 16C)

AG14F The holder of a puttable financial instrument or an instrument that imposes on the
entity an obligation to deliver to another party a pro rata share of the netadbets
entity only on liguidation may enter into transactions with the entity in a role other
than that of an owner. For example, an instrument holder may also be an employee of
the entity. Only the cash flows and the contractual terms and conditions of th
instrument that relate to the instrument holder as an owner of the entity shall be
considered when assessing whether the instrument should be classified as equity
under paragraph 16A or paragraph 16C.

AG14GAn example is a limited partnership that hasited and general partners. Some
general partners may provide a guarantee to the entity and may be remunerated for
providing that guarantee. In such situations, the guarantee and the associated cash
flows relate to the instrument holders in their rolegaarantors and not in their roles
as owners of the entity. Therefore, such a guarantee and the associated cash flows
would not result in the general partners being considered subordinate to the limited
partners, and would be disregarded when assessintievttee contractual terms of
the limited partnership instruments and the general partnership instruments are
identical.

AG14HAnother example is a profit or loss sharing arrangement that allocates profit or loss to
the instrument holders on the basis efvices rendered or business generated during
the current and previous years. Such arrangements are transactions with instrument
holders in their role as nemwners and should not be considered when assessing the
features listed in paragraph 16A or pargird 6C. However, profit or loss sharing
arrangements that allocate profit or loss to instrument holders based on the nominal
amount of their instruments relative to others in the class represent transactions with
the instrument holders in their roles asnens and should be considered when
assessing the features listed in paragraph 16A or paragraph 16C.
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AG14l The cash flows and contractual terms and conditions of a transaction between the
instrument holder (in the role as a ponner) and the issuing @yt must be similar
to an equivalent transaction that might occur between anstrument holder and the

issuing entity.

No other financial instrument or contract with total cash flows that
substantially fixes or restricts the residual return to the instument holder
(paragraphs 16B and 16D)

AG14J A condition for classifying as equity a financial instrument that otherwise meets the
criteria in paragraph 16A or paragraph 16C is that the entity has no other financial
instrument or contract that has (a)aatash flows based substantially on the profit or
loss, the change in the recognised net assets or the change in the fair value of the
recognised and unrecognised net assets of the entity and (b) the effect of substantially
restricting or fixing the resighl return. The following instruments, when entered into
on normal commercial terms with unrelated parties, are unlikely to prevent
instruments that otherwise meet the criteria in paragraph 16A or paragraph 16C from
being classified as equity:

(a) instruments with total cash flows substantially based on specific assets of the
entity.
(b) instruments with total cash flows based on a percentage of revenue.

() contracts designed to reward individual employees for services rendered to
the entity.

(d) contracts requiring the payment of an insignificant percentage of profit for
services rendered or goods provided.

Derivative financial instruments

AG15 Financial instruments include primary instruments (such as receivables, payables and
equity instrumets) and derivative financial instruments (such as financial options,
futures and forwards, interest rate swaps and currency swaps). Derivative financial
instruments meet the definition of a financial instrument and, accordingly, are within
the scope of tki Standard.

AG16 Derivative financial instruments create rights and obligations that have the effect of
transferring between the parties to the instrument one or more of the financial risks
inherent in an underlying primary financial instrument. On itioep derivative
financial instruments give one party a contractual right to exchange financial assets or
financial liabilities with another party under conditions that are potentially favourable,
or a contractual obligation to exchange financial assefinancial liabilities with
another party under conditions that gretentially unfavourable. However, they
generally do not result in a transfer of the underlying primary financial instrument on
inception of the contract, nor does such a transfer nadgss&e place on maturity
of the contract. Some instruments embody both a right and an obligation to make an
exchange. Because the terms of the exchange are determined on inception of the
derivative instrument, as prices in financial markets change thoss may become
either favourable or unfavourable.

" This is true of most, but not all derivatives, e.g. in some ecog®ncy interest rate swaps principal
is exchanged on inception (andexechanged on maturity).
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AG17 A put or call option to exchange financial assets or financial liabilities (i.e. financial
instruments other than an entityds own equi
obtain potential fture economic benefits associated with changes in the fair value of
the financial instrument underlying the contract. Conversely, the writer of an option
assumes an obligation to forgo potential future economic benefits or bear potential
losses of economidenefits associated with changes in the fair value of the
underlying financial instrument. The contractual right of the holder and obligation of
the writer meet the definition of a financial asset and a financial liability, respectively.

The financial inffument underlying an option contract may be any financial asset,

including shares in other entities and intetesdring instruments. An option may

require the writer to issue a debt instrument, rather than transfer a financial asset, but

the instrument mderlying the option would constitute a financial asset of the holder if

the option were exercised. The optlero | der 6 s ri ght to exchange

under potentially favourable conditions an
financial asse under potentially unfavourable conditions are distinct from the

underlying financial asset to be exchanged upon exercise of the option. The nature of

the holderés right and of the writeroés obli
the option wil be exercised.

AG18 Another example of a derivative financial instrument is a forward contract to be
settled in six monthso6 time in which one ¢
CU1,000,000 cash in exchange for CU1,000,000 face amount of fixed rat
government bonds, and the other party (the seller) promises to deliver CU1,000,000
face amount of fixed rate government bonds in exchange for CU1,000,000 cash.
During the six months, both parties have a contractual right and a contractual
obligation to &change financial instruments. If the market price of the government
bonds rises above CU1,000,000, the conditions will be favourable to the purchaser
and unfavourable to the seller; if the market price falls below CU1,000,000, the effect
will be the oppoite. The purchaser has a contractual right (a financial asset) similar
to the right under a call option held and a contractual obligation (a financial liability)
similar to the obligation under a put option written; the seller has a contractual right
(a financial asset) similar to the right under a put option held and a contractual
obligation (a financial liability) similar to the obligation under a call option written.

As with options, these contractual rights and obligations constitute financial assets
ard financial liabilities separate and distinct from the underlying financial instruments
(the bonds and cash to be exchanged). Both parties to a forward contract have an
obligation to perform at the agreed time, whereas performance under an option
contractoccurs only if and when the holder of the option chooses to exercise it.

AG19 Many other types of derivative instruments embody a right or obligation to make a
future exchange, including interest rate and currency swaps, interest rate caps, collars
and foors, loan commitments, note issuance facilities and letters of credit. An interest
rate swap contract may be viewed as a variation of a forward contract in which the
parties agree to make a series of future exchanges of cash amounts, one amount
calculatel with reference to a floating interest rate and the other with reference to a
fixed interest rate. Futures contracts are another variation of forward contracts,
differing primarily in that the contracts are standardised and traded on an exchange.

Contracts to buy or sell norfinancial items (paragraphs 810)

AG20 Contracts to buy or sell néinancial items do not meet the definition of a financial
instrument because the contractual right of one party to receive-Bnaanial asset
or service and # corresponding obligation of the other party do not establish a
present right or obligation of either party to receive, deliver or exchange a financial
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asset. For example, contracts that provide for settlement only by the receipt or
delivery of a norfinancial item (e.g. an option, futures or forward contract on silver)
are not financial instruments. Many commodity contracts are of this type. Some are
standardised in form and traded on organised markets in much the same fashion as
some derivative finanal instruments. For example, a commodity futures contract
may be bought and sold readily for cash because it is listed for trading on an
exchange and may change hands many times. However, the parties buying and selling
the contract are, in effect, traditige underlying commodity. The ability to buy or

sell a commodity contract for cash, the ease with which it may be bought or sold and
the possibility of negotiating a cash settlement of the obligation to receive or deliver
the commodity do not alter the fdamental character of the contract in a way that
creates a financial instrument. Nevertheless, some contracts to buy or sell
nontfinancial items that can be settled net or by exchanging financial instruments, or
in which the norfinancial item is readily envertible to cash, are within the scope of

the Standard as if they were financial instruments (see paragraph 8).

A contract that involves the receipt or delivery of physical assets does not give rise to
a financial asset of one party and a finahtigbility of the other party unless any
corresponding payment is deferred past the date on which the physical assets are
transferred. Such is the case with the purchase or sale of goods on trade credit.

Some contracts are commodiigked, but donot involve settlement through the
physical receipt or delivery of a commodity. They specify settlement through cash
payments that are determined according to a formula in the contract, rather than
through payment of fixed amounts. For example, the prhemount of a bond may

be calculated by applying the market price of oil prevailing at the maturity of the
bond to a fixed quantity of oil. The principal is indexed by reference to a commodity
price, but is settled only in cash. Such a contract constieufimancial instrument.

The definition of a financial instrument also encompasses a contract that gives rise to
a nonfinancial asset or nefinancial liability in addition to a financial asset or
financial liability. Such financial instruments tef give one party an option to
exchange a financial asset for a #iimancial asset. For example, an-livlked bond

may give the holder the right to receive a stream of fixed periodic interest payments
and a fixed amount of cash on maturity, with theimpto exchange the principal
amount for a fixed quantity of oil. The desirability of exercising this option will vary
from time to time depending on the fair value of oil relative to the exchange ratio of
cash for oil (the exchange price) inherent in thend. The intentions of the
bondholder concerning the exercise of the option do not affect the substance of the
component assets. The financial asset of the holder and the financial liability of the
issuer make the bond a financial instrument, regardiesisecother types of assets

and liabilities also created.

[Deleted]
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Liabilities and equity (paragraphs 1527)

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

AG25 Preference shares maye bissued with various rights. In determining whether a
preference share is a financial liability or an equity instrument, an issuer assesses the
particular rights attaching to the share to determine whether it exhibits the
fundamental characteristic of @dncial liability. For example, a preference share
that provides for redemption on a specific date or at the option of the holder contains
a financial liability because the issuer has an obligation to transfer financial assets to
the holder of the sharg@he potential inability of an issuer to satisfy an obligation to
redeem a preference share when contractually required to do so, whether because of a
lack of funds, a statutory restriction or insufficient profits or reserves, does not negate
the obligation An option of the issuer to redeem the shares for cash does not satisfy
the definition of a financial liability because the issuer does not have a present
obligation to transfer financial assets to the shareholders. In this case, redemption of
the sharess solely at the discretion of the issuer. An obligation may arise, however,
when the issuer of the shares exercises its option, usually by formally notifying the
shareholders of an intention to redeem the shares.

AG26 When preference shares are medeemable, the appropriate classification is
determined by the other rights that attach to them. Classification is based on an
assessment of the substance of the contractual arrangements and the definitions of a
financial liability and an equity instrument. M¥n distributions to holders of the
preference shares, whether cumulative or-a@emulative, are at the discretion of the
issuer, the shares are equity instruments. The classification of a preference share as an
equity instrument or a financial liabilitg inot affected by, for example:

@) a history of making distributions;
(b) an intention to make distributions in the future;
(c) a possible negative impact on the price of ordinary shares of the issuer if

distributions are not made (because ofrietions on paying dividends on the
ordinary shares if dividends are not paid on the preference shares);

(d) the amount of the issuerés reserves;
(e) an issuerb6s expectation of a profit or
) an ability or inability of thassuer to influence the amount of its profit or loss

for the period.
Settlement in the entitybs o) equity instr

AG27 The following examples illustrate how to classify different types of contracts on an
entity®s own equity insuments:

(a) A contract that will be settled by the entity receiving or delivering a fixed
number of its own shares for no future consideration, or exchanging a fixed
number of its own shares for a fixed amount of cash or another financial asset,
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iS an equity instrument(except as stated in paragraph 22Accordingly, any
consideration received or paid for such a contract is added directly to or deducted
directly from equity. One example is an issued share option that gives the
counterparty a right tbuy a fixed number of the entdg/shares for a fixed amount of
cash. However, if the contract requires the entity to purchase (redeem) its own shares
for cash or another financial asset at a fixed or determinable date or on demand, the
entity also recogsies a financial liability for the present value tbé redemption
amount(with the exception of instruments that have all the features and meet the
conditions in paragraphs 16A and 16B or paragraphs 16C and @&B)example is

an entitys obligation undera forward contract to repurchase a fixed number of its
own shares for a fixed amount of cash.

(b) An entityds obligation to purchase its own shares for cash gives rise to a
financial liability for the present value of the redemption amount even if the
number of shares that the entity is obliged to repurchase is not fixed or if the
obligation is conditional on the counterparty exercising a right to redeem
(except as stated in paragraphs 16A and 16B or paragraphs 16C and 16D)
One example of a conditionabligation is an issued option that requires the
entity to repurchase its own shares for cash if the counterparty exercises the
option.

(c) A contract that will be settled in cash or another financial asset is a financial
asset or financial liability eveif the amount of cash or another financial
asset that will be received or delivered is based on changes in the market
price of t he @@xcepias staded in pavagrapksdl®Ai ahdyl6B
or paragraphs 16C and 16[Mne example is a net caséttied share option.

(d) A contract that wildl be settled in a va
whose value equals a fixed amount or an amount based on changes in an
underlying variable (e.g. a commodity price) is a financial asset or a financial
liability. An example is a written option to buy gold that, if exercised, is
settled net in the entityds own instr umi
those instruments as are equal to the value of the option contract. Such a
contract is a financial ast or financial liability even if the underlying
variable is the entityés own share pric
that wil! be settled in a fixed number
attaching to those shares will be variedtlsat the settlement value equals a
fixed amount or an amount based on changes in an underlying variable, is a
financial asset or a financial liability.

Contingent settlement provisions (paragraph 25)

AG28 Paragraph 25 requires that if a part of a iog@nt settlement provision that could
require settlement in cash or another financial asset (or in another way that would
result in the instrument being a financial liability) is not genuine, the settlement
provision does not affect the classificationaofinancial instrument. Thus, a contract
t hat requires settl ement in cash or a vari.
on the occurrence of an event that is extremely rare, highly abnormal and very
unlikely to occur is an equity instrument. Simiarsettlement in a fixed number of
an entitydéds own shares may be contractuall
outside the control of the entity, but if these circumstances have no genuine
possibility of occurring, classification as an equity instrotie appropriate.
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Treatment in Consolidated Financial Statements

AG29 In consolidated financial statements, an entity presemisiority—nrterests
non-controlling interest i.e. the interests of other parties in the equity and income
of its subsidiaes in accordance with HKAS 1 and HKAS 27. When classifying a
financial instrument (or a component of it) in consolidated financial statements, an
entity considers all terms and conditions agreed between members of the group and
the holders of the instrumeim determining whether the group as a whole has an
obligation to deliver cash or another financial asset in respect of the instrument or to
settle it in a manner that results in liability classification. When a subsidiary in a
group issues a financial srument and a parent or other group entity agrees
additional terms directly with the holders of the instrument (e.g. a guarantee), the
group may not have discretion over distributions or redemption. Although the
subsidiary may appropriately classify thestrument without regard to these
additional terms in its individual financial statements, the effect of other agreements
between members of the group and the holders of the instrument is considered in
order to ensure that consolidated financial statemeeflect the contracts and
transactions entered into by the group as a whole. To the extent that there is such an
obligation or settlement provision, the instrument (or the component of it that is
subject to the obligation) is classified as a financidliliiy in consolidated financial
statements.

AG29A Some types of instruments that impose a contractual obligation on the entity are
classified as equity instruments in accordance with paragraphs 16A and 16B or
paragraphs 16C and 16D. Classification itardance with those paragraphs is an
exception to the principles otherwise applied in this Standard to the classification of
an instrument. This exception is not extended to the classification efamirolling
interests in the consolidated financial etaents. Therefore, instruments classified as
equity instruments in accordance with either paragraphs 16A and 16B or paragraphs
16C and 16D in the separate or individual financial statements that are
noncontrolling interests are classified as liabilities the consolidated financial
statements of the group.

Compound financial instruments (paragraphs 2832)

AG30 Paragraph 28 applies only to issuers of -dervative compound financial
instruments. Paragraph 28 does not deal with compound financiainnestts from
the perspective of holders. HKAS 39 deals with the separation of embedded
derivatives from the perspective of holders of compound financial instruments that
contain debt and equity features.

AG31 A common form of compound financial instrumest a debt instrument with an
embedded conversion option, such as a bond convertible into ordinary shares of the
issuer, and without any other embedded derivative features. Paragraph 28 requires the
issuer of such a financial instrument to present thdit\abomponent and the equity

component separatebn-the-balance-shegt the statement of financiglosition as
follows:

@) The issuerds obligation to make schedul
is a financial liability that exists as long #® instrument is not converted.
On initial recognition, the fair value of the liability component is the present
value of the contractually determined stream of future cash flows discounted
at the rate of interest applied at that time by the marketstouiments of
comparable credit status and providing substantially the same cash flows, on
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the same terms, but without the conversion option.

(b) The equity instrument is an embedded option to convert the liability into
equity of the issuer. The fair wad of the option comprises its time value and
its intrinsic value, if any. This option has value on initial recognition even
when it is out of the money.

AG32 On conversion of a convertible instrument at maturity, the entity derecognises the
liability component and recognises it as equity. The original equity component
remains as equity (although it may be transferred from one line item within equity
to another). There is no gain or loss on conversion at maturity.

AG33 When an entity extinguishes a cemntible instrument before maturity through an
early redemption or repurchase in which the original conversion privileges are
unchanged, the entity allocates the consideration paid and any transaction costs
for the repurchase or redemption to the liabibtyd equity components of the
instrument at the date of the transaction. The method used in allocating the
consideration paid and transaction costs to the separate components is consistent
with that used in the original allocation to the separate compor@@nthe
proceeds received by the entity when the convertible instrument was issued, in
accordance with paragraphs-23.

AG34 Once the allocation of the consideration is made, any resulting gain or loss is treated
in accordance with accounting principlagplicable to the related component, as
follows:

@) the amount of gain or loss relating to the liability component is recognised in
profit or loss; and

(b) the amount of consideration relating to the equity component is recognised in
equity.

AG35 An entity may amend the terms of a convertible instrument to induce early conversion,
for example by offering a more favourable conversion ratio or paying other additional
consideration in the event of conversion before a specified date. The differethee, at
date the terms are amended, between the fair value of the consideration the holder
receives on conversion of the instrument under the revised terms and the fair value of
the consideration the holder would have received under the original terms is
recgynised as a loss in profit or loss.

Treasury shares (paragraphs 33 and 34)

AG36 An entityb6s own equity instruments are not
of the reason for which they are reacquired. Paragraph 33 requires an entity that
reecquires its own equity instruments to deduct those equity instruments from equity.

However, when an entity holds its own equity on behalf of others, e.g. a financial

institution holding its own equity on behalf of a client, there is an agency relationship

and as a result those hollhaneagskedmterentnot i ncl
of financial position

© Copyright 39



HKAS 32 (Becember—200@ctober 2009

Interest, dividends, losses and gains (paragraphs 3H.)

AG37 The following example illustrates the application of paragraph 35 to a comhpoun
financial instrument. Assume that a raimulative preference share is mandatorily
redeemable for cash in five years, but that dividends are payable at the discretion of
the entity before the redemption date. Such an instrument is a compound financial
instrument, with the liability component being the present value of the redemption
amount. The unwinding of the discount on this component is recognised in profit or
loss and classified as interest expense. Any dividends paid relate to the equity
component ad, accordingly, are recognised as a distribution of profit or loss. A
similar treatment would apply if the redemption was not mandatory but at the option
of the holder, or if the share was mandatorily convertible into a variable humber of
ordinary sharesalculated to equal a fixed amount or an amount based on changes in
an underlying variable (e.g. commodity). However, if any unpaid dividends are added
to the redemption amount, the entire instrument is a liability. In such a case, any
dividends are clad#éd as interest expense.

Offsetting a financial asset and a financial liability (paragraphs
42-50)

AG38 To offset a financial asset and a financial liability, an entity must have a currently
enforceable legal right to set off the recognised amounts.ertity may have a
conditional right to set off recognised amounts, such as in a master netting agreement
or in some forms of nerecourse debt, but such rights are enforceable only on the
occurrence of some future event, usually a default of the coantgrfghus, such an
arrangement does not meet the conditions for offset.

AG39 The Standard does not provide special treatmentforad | ed &ésynt hetic i n:
which are groups of separate financial instruments acquired and held to emulate the
charateristics of another instrument. For example, a floating rate-tlermg debt
combined with an interest rate swap that involves receiving floating payments and
making fixed payments synthesises a fixed rate-teng debt. Each of the individual
financiali nstruments that toget her constitute a
contractual right or obligation with its own terms and conditions and each may be
transferred or settled separately. Each financial instrument is exposed to risks that
may differ fom the risks to which other financial instruments are exposed.
Accordingly, when one financi al i nstrument
another is a liability, they are not offset and presepted—an—e-nat+tVyids bal anc
an entitys staementof financial positionon a net basis unless they meet the criteria
for offsetting in paragraph 42.

Disclosure

Financial assets and financial liabilities at fair value through
profit or loss (paragraph 94(f))

AG40 [Deleted]
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Basis br Conclusions
HK AS 32 Financial Instruments Presentation

HKAS 2 is based onlAS 32 Financial Instruments Presentation In approving HKAS 22, the
Council of theHong Kong Institute of Certified Public Accountants considered and agreed with the
I A S BBasssfor Conclusions onAS 2. Accordingly, there are no significant differences between

HKAS 2 and IAS 2. The | ASBO s Basi s for Conclusi ons

numbers of AS 2 referred to below generally correspond with those inAISK22.
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Financial asset, financial liability and equity instrument BC4
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Liabilities and equity BC5-BC6
No contractual obligation to deliver cash or another financial asset BC7-BC21
Puttable instruments BC7-BC8
Implicit obligations BC9
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Basis for Conclusionon
HKAS 32 Financial Instruments: Presentation

This Basis for Conakions accompanies, but is not partI&S 32.

BC1

BC2

BC3

BC3A

This Basis for Conclusions summarises the International Accounting Standard

Boardbés <considerations in reachrnamigl its cor

Instruments: Disclosure and Presentation 2003. Individual Board members gave
greater weight to some factors than to others.

In July 2001 the Board announced that, as part of its initial agenda of technical
projects, it would undertake a project to improve a number of Standards, including
IAS 32 and IAS 39Financial Instruments: Recognition and Measuremeriie
objectives of the Improvements project were to reduce the complexity in the
Standards by clarifying and adding guidance, eliminating internal inconsistencies, and
incorporating intolie Standards elements of Standing Interpretations Committee (SIC)
Interpretations and IAS 39 implementation guidance. In June 2002 the Board
published its proposals in an Exposure Draft of proposed amendments to IAS 32
Financial Instruments: Disclosure andPresentation and IAS 39 Financial
Instruments: Recognition and Measuremaevith a comment deadline of 14 October
2002. The Board received over 170 comment letters on the Exposure Dratft.

Because the Board did not reconsider the fundamental appgm#uh accounting for
financial instruments established by IAS 32 and IAS 39, this Basis for Conclusions
does not discuss requirements in IAS 32 that the Board has not reconsidered.

In July 2006 the Board published an exposure draft of proposediiments to IAS

32 relating to the classification of puttabiastruments and instruments with
obligations arising on liguidationThe Board subsequently confirmed the proposals
and in 2008 issued aamendment that now forms part of IAS 32. A summary of the
B o0 a rcdniderations and reasons for its conclusions is in paragraph$ BCHA.

Definitions (paragraphs 1114 and AG3AG24)

BC4

Financial asset, financial liability and equity instrument
(paragraphs 11 and AG3i AG14)

The revised IAS 32 addressie classification as financial assets, financial liabilities
or equity instruments of financial instruments that are indexed to, or settled in, an

entityds own equity instrumenti8Cl5, ke di scus:

Board decided to precludequity classification for such contracts when they (a)

involve an obligation to deliver cash or another financial asset or to exchange
financial assets or financial liabilities under conditions that are potentially
unfavourable to the entity, (b) in thase of a nowlerivative, are not for the receipt or

delivery of a fixed number of shares or (c) in the case of a derivative, are not for the
exchange of a fixed number of shares for a fixed amount of cash or another financial

asset. The Board also decidedpreclude equity classification for contracts that are
derivatives on derivatives on an entityds
the Board also decided to amend the definitions of financial asset, financial liability

" In August 2005, the IASB relocated allsdiosures relating to financial instruments to IFRS 7. The paragraphs relating to
disclosures that were originally published in this Basis for Conclusions were relocated, if still relevant, to the Basis for
Conclusions on IFRS 7.
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and equity instrumenin IAS 32 to make them consistent with the guidance about
contracts on an entityods own equity instru
aspects of the definitions as part of this project to revise IAS 32, for example the

other changes to the defimtis proposed by the Joint Working Group in its Draft

Standard Financial Instruments and Similar ltempu bl i shed by t he B
predecessor body, IASC, in 2000.

Presentation (paragraphs 150 and AG25AG39)

Liabilities and equity (paragraphs 1527 andAG25-AG29)

BC5 The revised IAS 32 addresses whether derivative anddeowative contracts
indexed to, or settled in, an entitydés ow
financial liabilities or equity instruments. The original IAS 32 dealt witipects of
this issue piecemeal and it was not clear how various transactions (e.g. net share
settled contracts and contracts with settlement options) should be treated under the
Standard. The Board concluded that it needed to clarify the accountingemedtm
such transactions.

BC6 The approach agreed by the Board can be summarised as follows:
A contract on an entitydés own equity is an

@) it contains no contractual obligation to transfer cash or anothercfalasset,
or to exchange financial assets or financial liabilities with another entity
under conditions that are potentially unfavourable to the entity; and

(b) if the instrument wil/l or may be settl ec
it is either (i) a norderivative that includes no contractual obligation for the
entity to deliver a variable number of its own equity instruments, o (ii)
derivative that will be settled by the entity exchanging a fixed amount of cash
or another financial assfidr a fixed number of its own equity instruments.

No contractual obligation to deliver cash or another financial
asset (paragraphs 1720 and AG25AG26)

Puttable Instruments (paragraph 18(b))

BC7 The Board decided thatfinancialinstrument that gies the holder the right to put the
instrument back to the entity for cash or another financial asset is a financial liability
of the entity. Such financial instruments are commonly issued by mutual funds, unit
trusts, ceoperative and similar entities, tefi with the redemption amount being
egual to a proportionate share in the net assets of the entity. Although the legal form
of such financial instruments often includes a right to the residual interest in the assets
of an entity available to holders ofcuinstruments, the inclusion of an option for the
holder to put the instrument back to the entity for cash or another financial asset
means that the instrument meets the definition of a financial liability. The
classification as a financial liability imdependent of considerations such as when the
right is exercisable, how the amount payable or receivable upon exercise of the right
is determined, and whether the puttable instrument has a fixed maturity.
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BC7A The Board reconsidered its conclusions wébards to some puttablestruments and
amended IAS 32 in February 2008 (see paragrBga BC74).

BC8 The Board noted that the classification of a puttable instrument as a financial liability
does not preclude the useaotrdéstaobpeot® 8¢
and 6change in net assets attributable to
statements of an entity that has no equity (such as some mutual funds and unit trusts)
or whose share capital is a financial liability und&S 32 (such as some
co-operatives). The Board also agreed that it should provide examples of how such
entities might present their income statememd balance shée(see lllustrative
Examples 7 and 8).

Implicit obligations (paragraph 20)

BC9 TheBoard did not debate whether an obligation can be established implicitly rather
than explicitly because this is not within the scope of an improvements project. This
guestion will be considered by the Board in its project on revenue, liabilities and
equity. Consequently, the Board retained the existing notion that an instrument may
establish an obligation indirectly through its terms and conditions (see paragraph 20).
However, it decided that the example of a preference share with a contractually
acceleratig dividend which, within the foreseeable future, is scheduled to yield a
dividend so high that the entity will be economically compelled to redeem the
instrument, was insufficiently clear. The example was therefore removed and
replaced with others that erclearer and deal with situations that have proved
problematic in practice.

Settlement in the entityobs o-8mandAG2r) ty i nstr
BC10 The approach taken in the revised IAS 32 includes two main conclusions:

@) When an enty has an obligation to purchase its own shares for cash (such as
under a forward contract to purchase its own shares), there is a financial
liability for the amount of cash that the entity has an obligation to pay.

(b) When an entity usesitsownequit i nstruments O0as currency
receive or deliver a variable number of shares whose value equals a fixed
amount or an amount based on changes in an underlying variable (e.g. a
commodity price), the contract is not an equity instrument, batfisancial
asset or a financial liability. In other words, when a contract is settled in a
variable number of the entityds own eq
exchanging a fixed number of its own equity instruments for a variable
amount of cash orrether financial asset, the contract is not an equity
instrument but is a financial asset or a financial liability.

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

" 1AS 1 Presentation ofinancial Statement&@s revised in 2007) requiraa entity to present all

income and expense items in giatement of comprehensive income or in two statements (a

separate income statement and a statement of comprehiacsives)
[ IAS1 (revised200) r epl aced the toéesrtnatdebnael natn coef . sfhieneatndc iwailt hp c
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BC11 An entityds obligation to purchase iits own
shares that are subject to the contract. Therefore, to the extent of the obligation, those
shares cease to be equity instruments whenentity assumes the obligation. This
treatment under IAS 32 is consistent with the treatment of shares that provide for
mandatory redemption by the entity. Without a requirement to recognise a financial
liability for the present value of the share redémpamount, entities with identical
obligations to deliver cash in exchange for their own equity instruments could report
different information in their financial statements depending on whether the
redemption clause is embedded in the equity instrumenis ca freestanding
derivative contract.

BC12 Some respondents to the Exposure Draft suggested that when an entity writes an
option that, if exercised, will result in the entity paying cash in return for receiving its
own shares, it is incorrect to ttee full amount of the exercise price as a financial
liability because the obligation is conditional upon the option being exercised. The
Board rejected this argument because the entity has an obligation to pay the full
redemption amount and cannot avegttlement in cash or another financial asset for
the full redemption amount unless the counterparty decides not to exercise its
redemption right or specified future events or circumstances beyond the control of the
entity occur or do not occur. The Boaatso noted that a change would require a
reconsideration of other provisions in IAS 32 that require liability treatment for
obligations that are conditional on events
control. These include, for example, (a) theatmeent of financial instruments with
contingent settlement provisions as financial liabilities for the full amount of the
conditional obligation, (b) the treatment of preference shares that are redeemable at
the option of the holder as financial liabilgidor the full amount of the conditional
obligation, and (c) the treatment of financial instruments (puttable instruments) that
give the holder the right to put the instrument back to the issuer for cash or another
financial asset, the amount of which istetrmined by reference to an index, and
which therefore has the potential to increase and decrease, as financial liabilities for
the full amount of the conditional obligation.

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

BC13 The Board agreed that it would be inappropriate to account for a contract as an equity
instrument whenanenty 6s own equity instruments are u
to receive or deliver a variable number of shares whose value equals a fixed amount
or an amount based on changes in an underlying variable (e.g. a nesettadce
derivative contract on goldr an obligation to deliver as many shares as are equal in
value to CU10,000). Such a contract represents a right or obligation of a specified
amount rather than a specified equity interest. A contract to pay or receive a specified
amount (rather than goecified equity interest) is not an equity instrument. For such a
contract, the entity does not know, before the transaction is settled, how many of its
own shares (or how much cash) it will receive or deliver and the entity may not even
know whether it wi receive or deliver its own shares.

BC14 In addition, the Board noted that precluding equity treatment for such a contract limits
incentives for structuring potentially favourable or unfavourable transactions to
obtain equity treatment. For exampleg tBoard believes that an entity should not be
able to obtain equity treatment for a transaction simply by including a share
settlement clause when the contract is for a specified value, rather than a specified
equity interest.
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BC15 The Board rejected the r g u me n t t hat a contract t hat i s
shares must be an equity instrument because no change in assets or liabilities, and
thus no gain or loss, arises on settlement of the contract. The Board noted that any
gain or loss arises bemsettlement of the transaction, not when it is settled.

Contingent settlement provisions (paragraphs 25 and AG28)

BC16 The revised Standard incorporates the conclusion previously ib Slidssification
of Financial Instruments Contingent SettlemenProvisions that a financial
instrument for which the manner of settlement depends on the occurrence or
nontoccurrence of uncertain future events, or on the outcome of uncertain
circumstances that are beyond the control of both the issuer and the helder (i.
6contingent settl ement provisiond), is a f

BC17 The amendments do not include the exception previously provided in paragraph 6 of
SIC-5 for circumstances in which the possibility of the entity being required to settle
in cash or mother financial asset is remote at the time the financial instrument is
issued. The Board concluded that it is not consistent with the definitions of financial
liabilities and equity instruments to classify an obligation to deliver cash or another
financial asset as a financial liability only when settlement in cash is probable. There
is a contractual obligation to transfer economic benefits as a result of past events
because the entity is unable to avoid a settlement in cash or another financial asset
unless an event occurs or does not occur in the future.

BC18 However, the Board also concluded that contingent settlement provisions that would
apply only in the event of liquidation of an entity should not influence the
classification of the instrument ksagse to do so would be inconsistent with a going
concern assumption. A contingent settlement provision that provides for payment in
cash or another financial asset only on the liquidation of the entity is similar to an
equity instrument that has priority liquidation and therefore should be ignored in
classifying the instrument.

BC19 Additionally, the Board decided that if the part of a contingent settlement provision
that could require settlement in cash or a variable number of own shares is not
genuire, it should be ignored for the purposes of classifying the instrument. The
Board also agreed to provide guidance on t
(see paragraph AG28).

Settlement options (paragraphs 26 and 27)

BC20 The revised Standard ngiges that if one of the parties to a contract has one or more
options as to how it is settled (e.g. net in cash or by exchanging shares for cash), the
contract is a financial asset or a financial liability unless all of the settlement
alternatives wouldeasult in equity classification. The Board concluded that entities
should not be able to circumvent the accounting requirements for financial assets and
financial liabilities simply by including an option to settle a contract through the
exchange of a fixedumber of shares for a fixed amount. The Board had proposed in
the Exposure Draft that past practice and management intentions should be
considered in determining the classification of such instruments. However,
respondents to the Exposure Draft noted thach requirements can be difficult to
apply because some entities do not have any history of similar transactions and the
assessment of whet her an established pract
intention can be subjective. The Board agreed widse comments and accordingly
concluded that past practice and management intentions should not be determining
factors.
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Alternative approachesconsidered

BC21 In finalising the revisions to IAS 32 the Board considered, but rejected, a number of
alterrative approaches:

(@) To classify as an equity instrument any contract that will be settled in the
entityds own shares. The Board rejected
deal adequately with transactions in which an entity is using its own shares as
currency, e.g. when an entity has an obligation to pay a fixed or determinable
amount that is settled in a variable number of its own shares.

(b) To classify a contract as an equity instrument only if (i) the contract will be
settl ed i n dhdres, ardriii) thetchabges irotherfair value of the
contract move in the same direction as the changes in the fair value of the
shares from the perspective of the counterparty. Under this approach,

contracts that wil!/l b ees svauld bd fmathcial n t he
assets or financial liabilities if, from the perspective of the counterparty, their
value moves inversely with the price of

is an entityds obligation to bhsy back i
approach because its adoption would represent a fundamental shift in the

concept of equity. The Board also noted that it would result in a change to the
classification of some transactions, compared with the exigiagiework

and IAS 32, that had nbieen exposed for comment.

(c) To classify as an equity instrument a contract that will be settled in the
entityds own shares wunless its valwue <c¢h
than the price of the entityobahtown shar
avoid an exception to the principle that rderivative contracts that are
settled in a variable number of an ent.i
financial assets or financial liabilities.

(d) To limit classification as equity instruments aatstanding ordinary shares,
and classify as financial assets or financial liabilities all contracts that involve
future receipt or delivery of the entit
approach because its adoption would represent a fundameiftainstne
concept of equity. The Board also noted that it would result in a change to the
classification of some transactions compared with the existing IAS 32 that
had not been exposed for comment.

Compound financial instruments (paragraphs 2832 and
AG30-AG35)

BC22 The Standard requires the separate presentatitma n ent i t yé6sofbal ance
liability and equity components of a single financial instrument. It is more a matter of
form than a matter of substance that both liabilities and equéyests are created by
a single financial instrument rather than two or more separate instruments. The Board
believes that an entityds financi al positi
presentation of liability and equity components containeal $ingle instrument.

" IAS 1 (as revised in 200Tgplacedhe termfbalance sheéwith fistatement of financial position
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BC27

BC28
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Allocation of the initial carrying amount to the liability and equity components
(paragraphs 31and 32 andAG36AG38 and lllustrative Examples1®)

The previous version of IAS 32 did not prescribe a particular methodsggning

the initial carrying amount of a compound financial instrument to its separated
liability and equity components. Rather, it suggested approaches that might be
considered, such as:

(@) assigning to the less easily measurable component (oftenetuity
component) the residual amount after deducting from the instrument as a
whole the amount separately determined for the component that is more
easily det eramdwn & thloaut (6a mewihtold) ; and

(b) measuring the liability and equity compot®iseparately and, to the extent
necessary, adjusting these amounts pro rata so that the sum of the
components equals the amount of the
valued met hod) .

This choice was originally justified on the grounds ti#8 32 did not deal with the
measurement of financial assets, financial liabilities and equity instruments.

However, since the issue of IAS 39, IFRSs contain requirements for the measurement
of financial assets and financial liabilities. Therefdhe, view that IAS 32 should not
prescribe a particular method for separating compound financial instruments because
of the absence of measurement requirements for financial instruments is no longer
valid. 1AS 39, paragraph 43, requires a financial liapitd be measured on initial
recognition at its fair value. Therefore, a relative fair value method could result in an
initial measurement of the liability component that is not in compliance with IAS 39.

After initial recognition, a financial lialitly that is classified as at fair value through
profit or loss is measured at fair value under IAS 39, and other financial liabilities are
measured at amortised cost. If the liability component of a compound financial
instrument is classified as at fair lwa through profit or loss, an entity could
recognise an immediate gain or loss after initial recognition if it applies a relative fair
value method. This is contrary to IAS 32, paragraph 31, which states that no gain or
loss arises from recognising thengwonents of the instrument separately.

Under theFramework and IASs 32 and 39, an equity instrument is defined as any
contract that evidences a residual interest in the assets of an entity after deducting all
of its liabilities. Paragraph 67 of tHerameworkfurther states that the amount at
which equity is recognised in the balance sheet is dependent on the measurement of
assets and liabilities.

The Board concluded that the alternatives in IAS 32 to measure on initial recognition
the liability component of a compound financial instrument as a residual amount after
separating the equity component or on the basis of a relative fair value method should
be eliminated. Instead the liability component should be measured first (including the
value ¢ any embedded neaquity derivative features, such as an embedded call
feature), and the residual amount assigned to the equity component.

The objective of this amendment is to
separation of the liability ahequity components of a single compound financial
instrument consistent with the requirements about the initial measurement of a
financial liability in IAS 39 and the definitions in IAS 32 and themeworkof an

equity instrument as a residual interest.

© Copyright 10

ma k



HKAS 32 December 2007

BC30 This approach removes the need to estimate inputs to, and apply, complex option
pricing models to measure the equity component of some compound financial
instruments. The Board also noted that the absence of a prescribed approach led to a
lack of camparability among entities applying IAS 32 and that it therefore was
desirable to specify a single approach.

BC31 The Board noted that a requirement to use the-avithwithout method, under which
the liability component is determined first, is consisteith the proposals of the
Joint Working Group of Standard Setters in its Draft Standard and Basis for
Conclusions inFinancial Instruments and Similar Itempublished bylASC in
December 2000 (see Draft Standard, paragraphs 74 and 75 and Application
Supplement, paragraph 318).

Treasury shares (paragraphs 33, 34 and AG36)

BC32 The revised Standard incorporates the guidance in -18IC Share
Capitald Reacquired Own Equity Instruments (Treasury Shafds} acquisition and
subsequent resale by an entityits own equity instruments represents a transfer
between those holders of equity instruments who have given up their equity interest
and those who continue to hold an equity instrument, rather than a gain or loss to the
entity.

Interest, dividends, Isses and gains (paragraphs 3%1 and
AG37)

Costs of an equity transaction (paragraphs 35 and 339)

BC33 The revised Standard incorporates the guidance inl3lEquityd Costs of an
Equity TransactionTransaction costs incurred as a necessary padropleting an
equity transaction are accounted for as part of the transaction to which they relate.
Linking the equity transaction and costs of the transaction reflects in equity the total
cost of the transaction.

BC34 [Deleted]
-BC48

Summary of changes from the exposure draft

BC49 The main changes from the Exposure Draftoés

@) The Exposure Draft proposed to define a financial liability as a contractual
obligation to deliver cash or another financial asset to anothay enmtito
exchange financial instruments with another entity under conditions that are
potentially unfavourable. The definition in the Standard has been expanded to

include some contracts that wild@ or may
instruments. e Standardbés definition of a fin:
expanded.

(b) The Exposure Draft proposed that a financial instrument that gives the holder
the right to put it back to the entity for cash or another financial asset is a
financial liabiity. The Standard retains this conclusion, but provides
additional guidance and illustrative examples to assist entities that, as a result
of this requirement, either have no equity as defined in IAS 32 or whose
share capital is not equity as defined irSIA82.
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The Standard retains and clarifies the proposal in the Exposure Draft that
terms and conditions of a financial instrument may indirectly create an
obligation.

The Exposure Draft proposed to incorporate in IAS 32 the conclusion
previouslyin SIC-5. This is that a financial instrument for which the manner

of settlement depends on the occurrence or-aumurrence of uncertain
future events or on the outcome of uncertain circumstances that are beyond
the control of both the issuer and thedw®ol is a financial liability. The
Standard clarifies this conclusion by requiring contingent settlement
provisions that apply only in the event of liquidation of an entity or are not
genuine to be ignored.

The Exposure Draft proposed that a derivatcontract that contains an
option as to how it is settled meets the definition of an equity instrument if
the entity had all of the following: (i) an unconditional right and ability to
settle the contract gross; (ii) an established practice of sucbenseti; and

(iii) the intention to settle the contract gross. These conditions have not been
carried forward into the Standard. Rather, a derivative with settlement options
is classified as a financial asset or a financial liability unless all the settlemen
alternatives would result in equity classification.

The Standard provides explicit guidance on accounting for the repurchase of
a convertible instrument.

The Standard provides explicit guidance on accounting for the amendment of
the terms ba convertible instrument to induce early conversion.

The Exposure Draft proposed that a financial instrument that is an equity
instrument of a subsidiary should be eliminated on consolidation when held
by the parent, or presented in the conscéidabalance sheet within equity
when not held by the parent (as a minority intergsparate from the equity

of the parent). The Standard requires all terms and conditions agreed between
members of the group and the holders of the instrument to be causider
when determining if the group as a whole has an obligation that would give
rise to a financial liability. To the extent there is such an obligation, the
instrument (or component of the instrument that is subject to the obligation)
is a financial liabiliy in consolidated financial statements.

[Deleted]
[Deleted]
In August 2005, the IASB issued IFRS-ihancial Instruments: Disclosures

As a result, disclosures relating to financial instruments, if still relevant, were
relocated to IFRS 7.

" In January 2008 the IASB issuad amended IAS 2Zonsolidated an@epara¢ Financial

Statements

which amended &nwmmrotrr dlyl ii mg eirretsé roe ¢ tos 6
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Amendments for some puttable instruments and somestruments
that impose on the entity an obligation todeliver to another party a
pro rata share of the net assets dhe entity only on liquidation

Amendment for puttable instruments

BC50 As discussé in paragraphs BC7 and BC8, puttable instruments meeefirétion of
a financial liability and the Board concluded that all sum$truments should be
classified as liabilities. However, constituemtised the following concerns about
classifying suchinstruments afinancial liabilities if they represent the residual claim
to the net assets tie entity:

(a) On an ongoing basis, the liability is recognised at not less thaantbant
payable on demand. This can result in the entire mag@talisdion of the
entity being recognised as a liabililepending on the basis for which the
redemption value of thigtnancial instrument is calculated.

(b) Changes in the carrying value of the liability are recognisgutafit or loss.
This results in coumet-intuitive accounting (if theedemption value is linked
to the performance of the entityecause:

(i) when an entity performs well, the present value of gbttlement
amount of the liabilities increases, and a losgt®gnised.

(i) when the enty performs poorly, the present value of gwtlement
amount of the liability decreases, and a gaie@®gnised.

(c) It is possible, again depending on the basis for whiclhetlemption value is
calculated, that the entity will report negativeet a&sets because of
unrecognised intangible assets and goodwily because the measurement of
recognised assets and liabilitiegy not be at fair value.

(d) The i ssuing entityods st at e mentity as o f final
wholly, or mostly, dbt funded.

(e) Distributions of profits to shareholders are recognised as expétsmse, it
may appear that profit or loss is a function of thstribution policy, not

performance.

Furthermore, constituents contended that additional disclosuressdapding the
format of the statement of comprehensive incomesaattment of financial position
did not resolve these concerns.

BC51 The Board agreed with constituents that many puttable instruntssgite meeting
the definition of a financial liabilit, represent a residualterest in the net assets of
the entity. The Board also agreed wibnstituents that additional disclosures and
adapting the formatofthent i t y6s financi al statements di
the lack ofrelevance and undgandability of that current accounting treatment.
Therefore, the Board decided to amend IAS 32 to improve the finaepialting of
these instruments.

BC52 The Board considered the following ways to improve the finan@pbrting of
instruments thatepresent a residual interest in the amtets of the entity:
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(a) to continue to classify these instruments as financial liabilities,aménd
their measurement so that changes in their fair valosld not be

recognised,;

(b) to amend |IAS 32 to requd separation of all puttable instrumemt a put
option and a host instrument; or

(c) to amend IAS 32 to provide a limited scope exception so fthahcial
instruments puttable at fair value would be classifie@@sty, if specified
conditions wee met.

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

The Board decided against this approach because:

BC54

(a) it is_inconsistent with the principle in IAS 32 and IAS 39 tbaly equity
instruments are not remeasured after their inidabgnition;

(b) it retains the disadvantage that entities whose instruments apet&ble
would have no equity instruments; and

(c) it introduces a new category of financial liabilitits IAS 39, andthus
increases complexity.

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

The Board concluded that conducting further research into an apgteecsplits a

BC55

puttable share into an equity component andvritten put option component
(financial liability) would duplicate efforts of th8 o a r d 6 stermi prajegt eom
liabilities and equity. Consequently, tB®ard decided not to proceed with a project
at this stage to determinghether a puttable share shwuie split into an equity
component and @ritten put option component.

Classify as equity instruments puttable instruments that represesidual interest
in the entity

The Board decided to proceed with proposals to amend IAS 32 to remitiaele

BC56

financial instruments that represent a residual interest inghassets of the entity to

be classified as equity provided that specifimhditions are met. The proposals
represented a limited scope exceptiorthe definition of a financial lialily and a
shortterm solution, pendinthe outcome of the longéerm project on liabilities and
equity. In June?2006 the Board published an exposure draft proposing that financial
instruments puttable at fair value that meet specific criteria shouldabsified as

equity.

In response to comments received from respondents to that exdosiiy¢he Board

amended the criteria for identifying puttablestruments that represent a residual
interest in the entity, to thosiecluded in paragraphs 16And 16B. The Board
decided on thoseonditions for the following reasons:

(a) to _ensure that the puttable instruments, as a class, represemsithgal
interest in the net assets of the entity;
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(b) to ensure that the proposed amendments are comnsigtbra limited scope
exception to the definition of a financial liabilitgnd

(c) to reduce structuring opportunities that might arise as a resutheof
amendments.

BC57 The Board decided that the instrument must entitle the holder to matprelare of
the net assets on liquidation because the net asselisjuigation represent the
ultimate residual interest of the entity.

BC58 The Board decided that the instrument must be in the clagstofiments that is
subordinate to all other classesimgtruments ofiquidation in order to represent the
residual interest in the entity.

BC59 The Board decided that all instruments in the class that is subordinalieather
classes of instruments must have identical contractual #nohgonditions.d order
to ensure that the class of instruments ashale is the residual class, the Board
decided that no instrument holdér that class can have preferential terms or
conditions in its position asn owner of the entity.

BC60 The Board decided thathé puttable instruments should contain cantractual
obligation to deliver a financial asset to another entity othan the put. That is
because the amendments represent a limited seageption to the definition of a
financial liability and extendinghat exception to instruments that also contain other
contractual obligationss not appropriate. Moreover, the Board concluded that if the
puttableinstrument contains another contractual obligation, that instrumamgtnot
represent the residual interémsicause the holder of the puttalstrument may have
a claim to some of the net assets of the entipréfierence to other instruments.

BC61 As well as requiring a direct link between the puttable instrument thed
performance of the entity, the Bokhalso decided that there shoudd no financial
instrument _or _contract with a return that is meesidual. The Board decided to
require that there must be no otfieancial instrument or contract that has total cash
flows basedsubstantially on the pErmance of the entity and has the effect of
significantly restricting or fixing the return to the puttable instruntesitiers. This
criterion was included to ensure that the holders opthtable instruments represent
the residual interest in the nesats ofthe entity.

BC62 An instrument holder may enter into transactions with the issuing entigy role
other than that of an owner. The Board concluded thatiriaispropriate to consider
cash flows and contractual features relatethinstrumenholder in a norowner
role when evaluating whether financial instrument has the features set out in
paragraph 16A oparagraph 16C. That is because those cash flows and contractual
featuresare separate and distinct from the cash flows and contrdeaiates ofthe
puttable financial instrument.

BC63 The Board also decided that contracts (such as warrants andletivatives) to be
settled by the issue of puttable financial instrumshtsuld be precluded from equity
classification. That is becagisthe Boardnoted that the amendments represent a
limited scope exception to thaefinition of a financial liability and extending that
exception to suchontracts is not appropriate.
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Amendment for obligations to deliver to another partya pro
rata share of the net assets of the entity only olguidation

Issues similar to those raised by constituents relating to classificatipatiaible

BC65

financial instruments apply to some financial instruments ¢hedite an obligation
only on liguidation of he entity.

In the exposure draft published in June 2006, the Board propos&dltmie from the

BC66

definition of a financial liability a contractuabligation that entitles the holder to a
pro rata share of the net assetshef entity only on liquidion of the entity. The
liquidation of the entitymay be:

(a) certain to occur and outside the control of the entity (limiteceliities); or

(b) uncertain to occur but at the option of the holder (for exampdene
partnership interests).

Regondents to that exposure draft were generally supportive ofpibeosed

BC67

amendment.

The Board decided that an exception to the definition of a finaledidity should be

BC68

made for instruments that entitle the holder to arpta share of the nesssets of an
entity only on liguidation if particularrequirements are met. Many of those
requirements, and the reasons fioem, are similar to those for puttable financial
instrumentsThe differences between the requirements are as follows:

(a) thereis no requirement that there be no other contraciiaations;

(b) there is no requirement to consider the expected total cash thossghout
the life of the instrument;

(c) the only feature that must be identical among the instrumenteinlas is
the obligation for the issuing entity to deliver to timder a pro rata share of
its net assets on liquidation.

The reason for the differences is the timing of settlement aftihgation. The life of

the financial instrument is the same as tlie lof the issuing entity; the
extinguishment of the obligation can occur onligtidation. Therefore, the Board
concluded that it was appropriate fiocus only on the obligations that exist at
liguidation. The instrumenmust be subordinate to all othelasses of instruments
and represent theesidual interests only at that point in time. However, if the
instrumentcontains other contractual obligations, those obligations may need to be
accounted for separately in accordance with the requirementS&2A

Non-controlling interests

The Board decided that puttable financial instruments or instrurtfetsmpose on

the entity an obligation to deliver to another party arpta share of the net assets of
the entity only on liquidation should lmassified as equity in the separate financial
statements of the issuertifey represent the residual class of instruments (and all the
relevantrequirements are met). The Board decided that such instrumentaatéhe
residual interest in the consolidd financial statements antherefore that
nontcontrolling interests that contain an obligationttansfer a financial asset to
another entity should be classified anancial liability in the consolidated financial
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statements.

Analysis of costs andenefits

BC69 The Board acknowledged that the amendments made in FebruaryaP@0&ot
consistent with the definition of a liability in tHegamework or with the underlying
principle of IAS 32, which is based on that definitioBonsequently, those
amendments added complexity to IAS 32 anttoduced the need for detailed rules.
However, the Board also notélsht IAS 32 contains other exceptions to its principle
(and the definitionof a liability in the FrameworR that require instruments to be
classifed asliabilities that otherwise would be treated as equity. Those exceptions
highlight the need for a comprehensive reconsideration ofligiections between
liabilities and equity, which the Boardumdertaking in its londgerm project.

BC70 In theinterim, the Board concluded that classifying as equityits&uments that
have all the features and meet the conditionspamagraphs 16A and 16B or
paragraphs 16C and 16D would improve ¢benparability of information provided to
the users of financiatatements. That is because financial instruments that are largely
equivalent to ordinary shares would be consistently classified adiftesent entity
structures (eg some partnerships, limited life entities aodperatives). The
specified instrumentdiffer from ordinary shares ione respect; that difference is the
obligation to deliver cash (or anothfamancial asset). However, the Board concluded
that the othercharacteristics of the specified instruments are sufficiently similar to
ordinary share for the instruments to be classified as eq@nsequently, the Board
concluded that the amendments will result financial reporting that is more
understandable and relevant to the uséfsancial statements.

BC71 Furthermore, in developing themendments, the Board considered twsts to
entities of obtaining information necessary to determiner¢eired classification.
The Board believes that the costs of obtaining mew information would be slight
because all of the necessary informasbpuld be readily available.

BC72 The Board also acknowledged that one of the costs and riskatroflucing
exceptions to the definition of a financial liability is thucturing opportunities that
may result. The Board concluded thfihancial strualiring opportunities are
minimised by the detailed criterigequired for equity classification and the related
disclosures.

BC73 Consequently, the Board believed that the benefits of the amendowwisigh the
costs.

BC74 The Board took the view thain most cases, entities should be ableapply the
amendments retrospectively. The Board noted that IA®cBounting Policies,
Changes in Accounting Estimates and Errprevides reliefwhen it is impracticable
to apply a change in accounting policetraspectively as a result of a new
requirement. Furthermore, the Boaabk the view that the costs outweighed the
benefits of separating@mpound financial instrument with an obligation to deliver a
pro ratashare of the net assets of the entity only gmidlation when the liability
component is no longer outstanding on the date of initial applicatience, there is
no requirement on transition to separate such compiostrdiments.
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Dissenting opiniors

Dissent of James J Leisenringirom the issue of IAS 32 in
December 2003

DO1 Mr Leisenring dissents from IAS 32 because, in his view, the conclusions about the
accounting for forward purchase contracts
equity instruments that require physical settlement in exehalog cash are
inappropriate. IAS 32 requires a forward purchase contract to be recognised as though
the future transaction had already occurred. Similarly it requires a written put option
to be accounted for as though the option had already been exeiigbdf these
contracts result in combining the separate forward contract and the written put option
with outstanding shares to create a synthetic liability.

DO2 Recording a liability for the present value of the fixed forward price as a result of a
forward contract is inconsistent with the accounting for other forward contracts.
Recording a liability for the present value of the strike price of an option results in
recording a liability that is inconsistent with tkeameworkas there is no present
obligation for the strike price. In both instances the shares considered to be subject to
the contracts are outstanding, have the same rights as any other shares and should be
accounted for as outstanding. The forward and option contracts meet the dedinition
a derivative and should be accounted for as derivatives rather than create an exception
to the accounting required by IAS 39. Similarly, if the redemption feature is
embedded in the equity instrument (for example, a redeemable preference share)
ratherthan being a frestanding derivative contract, the redemption feature should be
accounted for as a derivative.

DO3 Mr Leisenring also objects to the conclusion that a purchased put or call option on a
fixed number of an i s baneagsdl. Jheeights createdby nst r u m
these contracts meet the definition of an asset and should be accounted for as assets
and not as a reduction in equity. These contracts also meet the definition of
derivatives that should be accounted for as such coridystégth IAS 39.
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Dissent of Mary E Barth and Robert P Garnettfrom the issue
of Puttable Financial Instruments and Obligations Arising on
Liquidation (Amendments to IAS 32 and IAS 1) in February
2008

DO1 Professor Barth and Mr Garnett voted againstpihigication of theAmendments to
IAS 32 Financial Instruments: Presentation and IA®résentation of Financial

Statements Puttable Financial Instruments ar@bligations Arising on Liquidatian
The reasons for their dissent are setibmiow.

DO2 These Bard members believe that the decision to permit entitiegssify as equity
some puttable financial instruments and some financgtuments that entitle the
holder to a pro rata share of the net assetshefentity only on liquidation is
inconsistat with the Framework The contractual provisions attached to those
instruments give thholders the right to put the instruments to the entity and demand
cash.TheF r a me waefinkidn of a liability is that it is a present obligationtlogé
entity arisng from a past event, the settlement of which is expeciedsult in an
outflow of resources of the entity. Thus, finandretruments within the scope of the
amendments clearly meet ttefinition of a liability in theFramework

DO3 These Board mebers do not agree with the Board that an exceptiorth&o
Frameworkis justified in this situation. First, the Board has an agpirgect on the
Framework which will revisit the definition of a liability. Although these Board
members agree that standam®jects can preceddecisions in theFramework
project, the discussions to date in #rameworkproject do not make it clear that the
Board will modify the existing elements definitions in such a way that these
instruments woulde equity. Second, thareendments would require disclosure of
the expected cash outflow on redemption or repurchase of putiatieiments
classified as equity. These disclosures are similar to thoséngoicial liabilities;
existing standards do not require similar disclosfme equity instruments. The
Boar dés deci sion t o revealg uts implicit tvieve shese di s cl| o0 s
instruments are, in fact, liabilities. Yet, tReameworkis clear that disclosure is not a
substitute for recognitioT hird, these Board memberseseo cosbenefit or practical
reasons formaking this exception. The amendments require the same or similar
information to be obtained and disclosed as would be the case if dbkgations
were classified as liabilities. Existing standards offeeserdtion alternatives for
entities that have no equity under #rameworlds definitions.

DO4 These Board members also do not agree with the Board that theberesfis to
issuing these amendments. First, paragraph BC70 in the Basi®nclusions states
that the amendments will result in more relevamd understandable financial
reporting. However, as noted above, thémard members do not believe that
presenting as equity items that mtet Frameworlés definition of a liability results
in relevant iformation. Also as noted above, existing standards offer presentation
alternativeghat result in understandable financial reporting.

DO5 Second, paragraph BC70 states that the amendments would irayegeaability by
requiring more consistent classdtion of financialinstruments that are largely
equivalent to ordinary shares. These Boareéimbers believe that the amendments
decrease comparability. Thesgstruments are not comparable to ordinary shares
because thesénstruments oblige the entity taahsfer its economic resources;
ordinary shares do not. Also, puttable instruments and instruments that émétle
holder to a pro rata share of the net assets of the entity orlguatiation will be
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classified as equity by some entities and as ligslity other entities, depending on

whether the other criteria specified in tlnendments are met. Thus, these
amendments account similarly foeconomically different instruments, which

decreases comparability.

DO6 Finally, these Board members do notidee that the amendments drased on a
clear principle. Rather, they comprise several paragraptstafled rules crafted to
achieve a desired accounting result. Althotlgh Board attempted to craft these rules
to minimise structuringopportunities, th lack of a clear principle leaves open the
possibility thateconomically similar situations will be accounted for differently and
economically different situations will be accounted for similarly. Bothtlaése
outcomes also result in lack of comparailit
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Appendix A

Amendment to Basis for Conclusions onHK AS 3 Classification of
Rights Issuegissued in October 2009} effective for annual periods
beginning on or after 1 February 2010

The following sets out amendment required for this Basis for Csinokl resulting from
amendment to HKAS 32 thatnot yet effective. Once effective, the amendment set out below
will be incorporated into the text of this Conclusions and this appendix will be deleted. In the
amended paragraphs shown below, new texhiterlinedand deleted text is struck through.

\ After paragraph BC4 a heading and paragraphs BBCAK are added. \

Foreign currency denominated pro rata rights issues

BC4A In 2005 the International Financial Reporting Interpretations Committee (IFRIC) was
asked whether the equity conversion option embedded in a convertible bond

denomi nated in a foreign currency met I AS
equity instrument. IAS 32 states that a derivative instrument relating to the purchase
orissueofa entitybé6s own equity instruments is ¢

in the exchange of a fixed number of equity instruments for a fixed amount of cash or

other assets. At that time, the IFRIC concluded that if the conversion option was
denominated n a <currency other than the issuing
amount of cash to be received in the functional currency would be variable.
Consequently, the instrument was a derivative liability that should be measured at its

fair value with chanes in fair value included in profit or loss.

BC4B However, the IFRIC also concluded that this outcome was not consistent with the
Boardbés approach when it introduced the o6fi
the IFRIC decided to recommend thate tBoard amend IAS 32 to permit a
conversion or standlone option to be classified as equity if the exercise price was
fixed in any currency. In September 2005 the Board decided not to proceed with the
proposed amendment.

BC4C In 2009 the Board was askbg the IFRIC to consider a similar issue. This issue was
whet her a right entitling the holder to re
own equity instruments for a fixed amount of a currency other than the issuing
entityds f un creignourrendy) sleould be acnocnged forfa®a derivative
liability.

BC4D These rights are commonly described as 6rig
warrants. Laws or regulations in many jurisdictions throughout the world require the
use of rigls issues when raising capital. The entity issues one or more rights to
acquire a fixed number of additional shares pro rata to all existing shareholders of a
class of norderivative equity instruments. The exercise price is normally below the
current markt price of the shares. Consequently, a shareholder must exercise its
rights if it does not wish its proportionate interest in the entity to be diluted. Issues
with those characteristics are discussed in IFRSh&ebased Paymerdand IAS 33
Earnings per Bare

BC4E The Board was advised that rights with the characteristics discussed above were being
issued frequently in the current economic environment. The Board was also advised
that many issuing entities fixed the exercise price of the rights in ciesenitier than
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their functional currency because the entities were listed in more than one jurisdiction

and might be required to do so by law or regulation. Therefore, the accounting
conclusions affected a significant number of entities in many jurisdgctio addition,

because these are usually relatively large transactions, they can have a substantial
effect on entitiesd financial statement amo

BCAF The Board agreed with the | FRIC6s 2005 con
price denominatd in a foreign currency would not result in the entity receiving a
fixed amount of cash. However, the Board also agreed with the IFRIC that classifying
rights as derivative liabilities was not consistent with the substance of the transaction.
Rights issuesre issued only to existing shareholders on the basis of the number of
shares they already own. In this respect they partially resemble dividends paid in
shares.

BC4G The Board decided that a financial instrument that gives the holder the right to
acquie a f i xed number of the entitydés own equ
any currency is an equity instrument if, and only if, the entity offers the financial
instrument pro rata to all of its existing owners of the same class of its own
nontderivative equity instruments.

BC4H In excluding grants of rights with these features from the scope of IFRS 2, the Board
explicitly recognised that the holder of the right receives it as a holder of equity
instruments, ie as an owner. The Board noted that 1A%8e%entation of Financial
Statementgequires transactions with owners in their capacity as owners to be
recognised in the statement of changes in equity rather than in the statement of
comprehensive income.

BC4l Consistently with its conclusion in IFRS the Board decided that a pro rata issue of
rights to all existing shareholders to acquire additional shares is a transaction with an
entityb6s owners in their capacity as owner
be recognised in equity, not comprelie income. Because the Board concluded
that the rights were equity instruments, it decided to amend the definition of a
financial liability to exclude them.

BC4J Some respondents to the exposure draft expressed concerns that the wording of the
amendmen was too opemended and could lead to structuring risks. The Board
rejected this argument because of the extremely narrow amendment that requires the
entity to treat all of its existing owners of the same class of its owrdeodvative
equity instrumentgqually. The Board also noted that a change in the capital structure
of an entity to create a new class of fo@mivative equity instruments would be
transparent because of the presentation and disclosure requirements in IFRSs.

BC4K The Board decided mdo extend this conclusion to other instruments that grant the
hol der t he right t o pur chase t he entityos
conversion feature in convertible bonds. The Board also noted thatldded foreign
currency rights issues aretrrimarily transactions with owners in their capacity as
owners. The equal treatment of all owners of the same class of equity instruments was
also the basis on which, in IFRIC Distributions of Norcash Assets to Ownerthe
IFRIC distinguished nonedprocal distributions to owners from exchange
transactions. The fact that the rights are distributed pro rata to existing shareholders is
critical to the Boardbés conclusion to prov
concept in IAS 32 as this is a naw targeted transaction with owners in their
capacity as owners.
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Dissenting opinions(2009 Amendment)

Dissent of James J Leisenring and John T Smith from the issue
of Classification of Rights Issues

DO1 Messrs Leisenring and Smith disserdni the amendmerlassification of Rights
Issuedor the reasons set out below.

DO2 Mr Smith agrees with the concept of accounting for a rights issue as equity in
specified circumstances and supports both the IFRIC recommendation and staff
recommendatio i n July 2009 that the Board make 0c¢
to IAS 32 to deal with this issue. However, he dissents because he believes the
change is not extremely narrow and will provide a means for an entity to use its
equity instruments as a wdyg engage in speculative foreign currency transactions
and structure them as equity transactions, a concern identified by the Board in the
Basis for Conclusions on IAS 32.

DO3 In their comment letters on the exposure draft, some respondents expressedsconc
that the wording of the amendment was too epeted and could lead to structuring
risks. Mr Smith believes that these concerns are-fimetided because there is no
limitation on what qualifies as a class of equity. Without some limitation, an entity
could, for example, establish a foreign currency trading subsidiary, issue shares to a
nortcontrolling interest and deem the shares to be a class of equity in the consolidated

group.

DO4 The staff acknowledged the concerns expressed in comment lettesitha class of
equity could be created for the purpose of obtaining a desired accounting treatment.
However, the Board decided not to attempt to limit such structuring opportunities.
The Board was concerned that a requirement that a pro rata offehisf mmist be
made to all existing owners (rather than only all existing owners of a particular class)
of equity instruments would mean that the amendment would not be applicable to
most of the transactions to which the Board intended the amendment to apply.

DO5 Instead of trying to narrow the amendment, the Board simply acknowledged that

under the amendment , O6You coul d set up a ne
later issue shares to that class and ... speculate in foreign currency without it going
tr ough the income statement. o6 Mr Smith bel

other alternatives. Mr Smith believes that the Board should have sought solutions that
could in fact provide a means of narrowing the amendment to limit structuring while
accommalating appropriate transactions.

DO6 Mr Smith believes that structuring opportunities could be curtailed significantly if
some limitations were placed on the type of class of equity instruments that qualify
for the exemption. There are a number of factorindicators that could have been
incorporated into the amendment that would limit the exception. For example, the
amendment could have specified that seontrolling interests do not constitute a
class. The amendment could have further required théificaigon for the exemption
is limited to those classes of equity instruments in which (a) ownership in the class is
diverse or (b) the class is registered on an exchange and shares are exchanged in the
marketplace or (c) shares in that class when isaeed offered to the public at large
and sold in more than one jurisdiction and there was no agreement to subsequently
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offer rights to shares of the entity; and the amount of capital provided by the class is
substantial relative to the other classes of tgg@@learly, some combination of these
and other alternatives could have been used to limit structuring opportunities. Mr
Smith believes that a better solution could have been found and without introducing
some limits around the type of class of equityrinsients that qualify, the Board did

not produce an extremely narrow amendment.

DO7 Mr Leisenring agrees that when an entity issues rights to acquire its own equity
instruments those rights should be classified as equity. However, he does not accept
thatthe issue must be pro rata to all existing shareholders of a class-démative
equity instruments. He does not accept that whether or not the offer is pro rata is
relevant to determining if the transaction meets the definition of a liability.

DO8 Paagraph BC4J suggests that the Board limited its conclusion to those transactions
issued on a pro rata basis because of concerns about structuring risks. If that is of
concern t he suggestions contai ned in Mr
effective anddesirable than introducing a precedent that transactions such as this
rights offering must simply be pro rata to be considered a transaction with owners as
owners.

DO9 Mr Leisenring would have preferred to conclude that a right granted for a fixed

amounto f a currency was a O0fixed for fixedo
conditions to the determination of a liability.
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Appendix C

Amendments resulting from other Basis for Conclusions

The following sets out amendments required for this Basi€dmclusions resulting from

other newly issued HKFRSs that are not yet effective. Once effective, the amendments set out
below will be incorporated into the text of this Basis for Conclusions and this appendix will

be deleted. In the amended paragraphsashbelow, new text isnderlinedand deleted text

is struck through.

HKFRS 9 Financial Instruments(issued in November 2009) effective
for annual periods beginning on or after 1 January 2013

I n paragraph BC2 t h dinancialf lestruenents &ecognition @hdA S 39
Measuremert i s f oot noted as foll ows:

* In November 2009 the Board amended some of the requirements of IAS 39 and
relocated them to IFRSEinancial Instruments

I n paragraph BC25 the referencellowso 61 AS 39, pa
* In November 2009 the requirements of IAS 39, paragraph 43 relating to the initial
measurement of financial assets were relocated to paragraph 5.1.1 of IFRS 9

Financial Instruments

I n paragraphs BC26, BC29 andrebdmmtedaafpllowst he r ef e

* In November 2009 the requirements on measurement of assets within the scope of
IAS 39 were moved from IAS 39 to IFRSFhancial Instruments
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Appendix D

Amendments to Basis for Conclusions ol AS 3 Offsetting Financial
Assés and Financial Liabilities (issued in December 2011) effective
for annual periods beginning on or after 1 January 2014

The following sets out amendments required for this Basis for Conclusions resulting from
amendments to IAS 32at are not yet efféwe. Once effective, the amendments set out below
will be incorporated into the text of this Basis for Conclusions and this appendix will be
deleted. In the amended paragraphs shown below, new tartigslinedand deleted text is
struck through.

\ After paragraph BC74, headings and paragraphs BBZ4%20 are added. \

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

Background

BC75 Following requests from users of financial statements and recommendations from the
Financial Stability Board, in June 2010 the IASB and the US national stasekied,
the Financial Accounting Standards Board (FASB), added a project to their respective
agendas to improve, and potentially achieve convergence of, the requirements for
offsetting financial assets and financial liabilities. The boards made this decision
because the differences in their requirements for offsetting financial assets and
financial liabilities cause significant differences between amounts presented in
statementsof financial position prepared in accordance with IFRSs and amounts
presented in statements of financial position prepared in accordance with US GAAP.
This is particularly so for entities that have large amounts of derivative activities.

BC76 Consequentlyjn January 2011 the Board published the exposure @H$etting
Financial Assets and Financial Liabilitie$he proposals in the exposure draft would
have established a common approach with the FASB. The exposure draft also
proposed disclosures aboutdincial assets and financial liabilities that are subject to
setoff rights and related arrangements (such as collateral agreements), and the effect
of those rights and arrangements on an

BC77 As a result of the feedback recedlvon the exposure draft, the IASB and the FASB
decided to maintain their current offsetting models. However, the boards noted that
requiring common disclosures of gross and net information would be helpful for users
of financial statements. Accordinglyhd boards agreed on common disclosure
requirements by amending and finalising the disclosures that were initially proposed
in the exposure draft. The amendmebisclosure$ Offsetting Financial Assets and
Financial Liabilities (Amendments to IFRS 7) werssiued in December 2011.

BC78 In addition, the IASB decided to add application guidance to IAS 32 to address
inconsistencies identified in applying some of the offsetting criteria. This included

clarifying the meani ng ofrigliofgetorf & ndt |ayn dh at sh aat

some gross settlement systems may be considered equivalent to net settlement.
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Requirements for offsetting financial assets and financial
liabilities

Criterion that an entity o6écurrently h
the recognised amountso (paragraph 42

To meet the criterion in paragraph 42(a) of IAS 32, an entity must currently have a

legally enforceable right to set off the recognised amounts. However, IAS 32 did not

previously provide guidance on what wase a nt by 6currently ha:
enforceabl e right t o set of f 6. Feedback
inconsistencies in the application of this criterion by IFRS preparers. Consequently,

the Board decided to include application guidance in IAS 3aragraphs

AG38Ai AG38D) to clarify the meaning of this criterion.

The Board believes that the net amounts of financial assets and financial liabilities
presented in the statement of financi al p O S
in the normalcourse of business and its exposure if one of the parties will not or
cannot perform under the terms of the contract. The Board therefore clarified in
paragraph AG38B that to meet the criterion in paragraph 42(a) of IAS 32 a right of
setoff is required & be legally enforceable in the normal course of business, the
event of default and the event of insolvency or bankruptcy of the entity and all of the
counterparties. The right must exist for all counterparties so that if an event occurs for
one of the conterparties, including the entity, the other counterparty or parties will
be able to enforce the right of swf against the party that has defaulted or gone
insolvent or bankrupt.

If a right of setoff cannot be enforced in the event of default andhe event of
insolvency or bankruptcy, then offsetting would not reflect the economic substance of

the entityds rights and obligations and wc
of fsetting in paragraph 43 ofventoA@®&fadt2. The E
and in the event o f i nsolvency or bankrupt

will not or cannot perform under the contract.

The use of the word édcurrently6é in paragr aj
setoff cannot be entingent on a future event. If a right of-e& were contingent or

conditional on a future event an entity would not currently have a (legally enforceable)

right of setoff. The right of sebff would not exist until the contingency occurred, if

at all.

In addition, the Board believes that the passage of time or uncertainties in amounts to
be paid do not preclude an entity from currently having a (legally enforceable) right
of setoff. The fact that the payments subject to a right coffetvill only arise at a

future date is not in itself a condition or a form of contingency that prevents offsetting
in accordance with paragraph 42(a) of IAS 32.

However, if the right of sedff is not exercisable during a period when amounts are
due and payab| then the entity does not meet the offsetting criterion as it has no
right to set off those payments. Similarly, a right ofafétthat could disappear or

that would no longer be enforceable after a future event that could take place in the
normal coure of business or in the event of default, or in the event of insolvency or
bankruptcy, such as a ratings downgrade, would not meet the currently (legally
enforceable) criterion in paragraph 42(a) of IAS 32.
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BC85 The applicati on o faragrdple42(a)oflAS 3% was moraesautcd y 6 i n
of inconsistency in practice but rather a question that arose as a result of the wording
in the exposure draft. Consequently, the Board decided that further application
guidance was only required for the legal ecéability part of the criterion.

BC86 In developing the proposals in the exposure draft, the Board concluded that the net
amount represents the entityods right or ob
insist on net settlement or to enforce ndtlsment in all situations (ie the exercise of
that right is not contingent on a future event), (b) that ability is assured, and (c) the
entity intends to receive or pay a single net amount, or to realise the asset and settle
the liability simultaneously.

BC87 Some respondents were concerned that the te
assuredé as referred to in paragraph BC86
The Board however believes that theconclusions in the exposure draft are
consigent with the offsetting criteria and principle in IAS 32, specifically paragraphs
42, 43, 46 and 47. In addition, the application guidance in paragraph AG38B of IAS
32 addresses respondents6é concerns by clari

shod d be able to net (i e what 6in all situ
enforceability in such circumstances, a term commonly used in applying IAS 32
today.

Applicability to all counterparties

BC88 The proposals in the exposure draft required thetrtbht of sebff be legally
enforceable in the event of default and in the event of insolvency or bankruptcy of
6one of the counterpartiesé (including the
to whether the requirement that the right ofafétmust be enforceable in the event of
the entityés defaul't and/ or i nsolvency or
today.

BC89 Some respondents disagreed that the right eéféehust be enforceable in the events
of default and insolvency or bankregtof the entity. Although consideration is given
to enforceability today to achieve offsetting in accordance with IAS 32, some have
only focused on the effects of the insolvency or bankruptcy of the counterparty. These
respondents questioned whether leginions as to enforceability in the event of
their own insolvency or bankruptcy could be obtained and considered this to be a
change in practice from IAS 32 that could increase costs and the burden for preparers.
They also believed that such a requiremeould be inconsistent with the going
concern basis of preparation for financial statements.

BC90 Ot her respondent s, however, agreed that, t
times, the right of sebff must be enforceable in the insolvency ankruptcy of all
of the counterparties to the contract.

BC91 The Board believes that limiting the enforcement of the right ebf¢b the event of
default and the event of insolvency or bankruptcy of the counterparty (and not the
entity itself) is not onsistent with the principle and objective of offsetting in IAS 32.

BC92 If a right of setoff cannot also be enforced in the event of default and in the event of
insolvency or bankruptcy of the entity, then offsetting would not reflect the economic
substace of the entityds rights and obligatio
(ie offsetting would not refl ect an entity
two or more separate financial instruments in accordance with paragraph 43 of IAS
32) and would therefore not meet the objective of offsetting in IAS 32.
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BC93 Consequently, the Board decided to clarify that, to meet the offsetting criterion in
paragraph 42(a) of IAS 32, a right of sdt must be enforceable in the event of
default and in th event of insolvency or bankruptcy of both the entity and its
counterparties (paragraphs AG38A and AG38B of IAS 32).

t y O6intends e

it [ e
t heaphd4(®pi | ity s

Criterion that an e h e
| mu |

t
t he asset and sett i

n
e
BC94 In the exposure draft the boards noted that offsetting financial assets and financial

liabilities is appropriate and reflects the financial position of an entity only if the

entity has, in effect, a right to, or an obligation for, only ilee amount (ie the entity

has, in effect, a single net financial asset or net financial liability). The amount

resulting from offsetting must also reflect

settling two or more separate financial instrumentsis Tif consistent with the
principle in paragraph 43 of IAS 32.

BC95 When developing that principle the boards understood that entities may currently
have a legally enforceable right and desire to settle net, but may not have the
operational capabilities teffect net settlement. The gross positions would be settled
at the same moment such that the outcome would not be distinguishable from net
settlement. As a result the boards included simultaneous settlement as a practical
exception to net settlement. Siltaineous settlement was intended to capture
payments that are essentially equivalent to actual net settlement. The proposals in the
exposur e dr aft al so defined si multaneous
mo ment 6.

BC9% Si multaneous tslee¢ ts@amenmomesnto@ti s already a
48 of IAS 32 that enables an entity to meet the criterion in paragraph 42(b) of IAS 32.
However, feedback received during outreach indicated that there was diversity in
practice related to the interpretath o f 0si multaneous settl emer
preparers and accounting firms have interpreted paragraph 48 of IAS 32 to mean that
settlement through a clearing house always meets the simultaneous settlement
criterion even if not occurring at the same nemin

BC97 Respondents also noted that settlement of two positions by exchange of gross cash
flows at exactly the same moment (simultaneously) rarely occurs in practice today.
They argued that 6si multaneousd is not ope
that are established to achieve what is economically considered to be net exposure.

BC98 Some preparers also indicated that settlement through some gross settlement
mechanisms, though not simultaneous, effectively results in the same exposure as in
net sétlement or settlement at the same moment and are currently considered to meet
the requirements in | AS 32, wi t h oFkot actuall
particular settlement mechanisms, once the settlement prom®ssences, the entity
is not eyposed to credit or liquidity risk over amdbove the net amount and therefore
the process is equivalent to settlement.

BC99 Paragraph 48 of | AS 32 states exposmretosi mul t ar
credit or | i qui dationg ther Boaraodsidered gross detiemene d el i b e
mechanisms with features that bdth eliminate credit and liquidity risk; and (ii)
process receivables amdiyables in a single settlement process. The Board agreed
that grosssettlement systems with such tigas are effectively equivalent toet
settlement.
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BC100 To clarify the application of the IAS 32 offsetting criteria and to rediieersity in
practice, the Board therefore clarified the principle behigtdsettlement and included
an example of a grossettlement systerwith characteristics that would satisfy the
IAS 32 criterion for nesettlement in paragraph AG38F of IAS 32.

BC101 However, the Board decided not to refer specifically to clearing housesntral
counterparties when describing systethat may be treated axuivalent to net
settlement for the purposes of the-sitcriterion. Systems that meet the principle in
paragraph AG38F of IAS 32 may Weferred to by different names in different
jurisdictions. Referring tespecific types of ddement systems may exclude other
systems that aralso considered equivalent to net settlement. In addition, the Board
did not want to imply that settlement through specific systems would almegs the
net settlement criterion. Entities must determiiether asystem meets the principle
in paragraph AG38F of IAS 32 by determinimtpether or not the system eliminates
or results in insignificant crediand liquidity risk and processes receivables and
payables in the sansettlement process or cycle.

Offsetting collateral amounts

BC102 The proposals in the exposure draft specifically prohibited offsettasgts pledged
as collateral (or the right to reclaim the collateral pledgedhe obligation to return
collateral sold with the associated finana@ssets and financial liabilities. A number
of respondents disagreed with the proposed treatment of collateral and noted that the
proposedprohibition was more restrictive than the offsetting criteria in paragraph 42
of IAS 32.

BC103 The offsetting criterian IAS 32 do not give special consideration to iteeferred to
as Ocoll ateral 6. T h e Bfnancial instriomert riefermecetal t hat a
as collateral should be set off againstrflated financial asset or financial liability in
the statement of financialposition if, and only if, it meets the offsetting criteria in
paragraph 42 ofAS 32. The Board also noted that if an entity can be required to
return orreceive back collateral, the entity would not currently have a legally
enforceableight of setoff in all of the following circumstances: in tm®rmal course
of business, the event of default and the evemsuflvency or bankruptcy of one of
the counterparties.

BC104 Because no particular practice concerns or inconsistencies werghbtouthe
Boar dés attenti on rel at e d actomlance lwigh ther eat me n
offsetting criteria in IAS 32, and as the concerns tatse originated from the
proposals in the exposure draft, the Board wid consider it necessary to add
apdication guidance for the treatmentaillateral.

Unit of account

BC105 Neither IAS 32 nor the exposure draft specifies the unit of accounthich the
offsetting requirements should be applied. During dtéreach performed on the
exposure draft, it beane apparent that themeas diversity in practice regarding the
unit of account that was used faffsetting in accordance with IAS 32.

BC106 Entities in some industries (for example, energy producers and tragply) the
offsetting criteria to identifinle cash flows. Other entities apphe offsetting criteria
to entire financial assets and financial liabiliti€éor those entities (for example,
financial institutions), applying theffsetting criteria to individual identifiable cash
flows (portions offinancial assets and financial liabilities) within contracts would be
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impractical and burdensome, even though requiring application obffletting
criteria to entire financial instruments results in less offsetitinthe statement of
financial positia.

BC107 The Board acknowledged that the focus of the offsetting modelise ent i t yé6s n
exposure and expected future cash flows from settling riHated financial
instruments.

BC108 The Board also noted that some of the entities for whom the offgettijunirements
are most relevant are those that would have the miggtificant operational
challenges with applying the model to individuzdsh flows (such as financial
institutions with large derivative activitieshhis is important to consider becaus&
32 requires offsetting if theffsetting criteria are met.

BC109 On the other hand, if the application of the offsetting criterimdividual cash flows
was prohibited, entities in some industris example, energy producers and traders)
that appty the criteria inlAS 32 to individual cash flows of financial instruments, and
achievesetoff on that basis today, would no longer be permitted to do so.

BC110 The Board considered clarifying the application guidance in IAS 38dicate that
offsetting should apply to individual cash flows of finandiastruments. However, if
it made such clarification, the Board felt thatnibuld be necessary to consider an
exemption from this requirement dine basis of operational complexity. This would
result inthe offsettingrequirements still being applied differently between entities.

BC111 Although different interpretations of the unit of account are apptidey, the Board
concluded that this does not result in inappropriggp@lication of the offsetting
criteria. The benefits of amending IAS 8®uld not outweigh the costs for preparers
and therefore the BoamEecided not to amend the application guidance to IAS 32 on
this subject.

Cost-benefit considerations

BC112 Before issuing an IFRS or an amendmerdaridFRS, the Board seeksdnsure that it
will meet a significant need and that the overall benefitthefresulting information
will justify the costs of providing it. The BoaissuedOffsetting Financial Assets and
Financial Liabilities (Amendments tdAS 32) to eliminate inconsistencies in the
application of the offsettingriteria in paragraph 42 of IAS 32 by clarifying the
meani ng o has éa legally erdoncéable/right of @ef f 6 and t hat S 0 me
settlemensystems may be considered ealint to net settlement.

BC113 Some respondents were concerned that requiring a right off setbeenforceable in
the event of default and in the event of insolvencpamkruptcy of the entity would
increase the cost of applying tbéfsetting critera in IAS 32, if, for example, they
needed to obtaimdditional legal opinions on enforceability. However, the Board
noted that without this clarification the offsetting criteria would continueb®
applied inconsistently, and the resulting offsetting wohé inconsistent with the
offsetting objective in IAS 32. This would also reduce comparability for users of
financial statements. Consequenthlye Board concluded that the benefit of clarifying
this criterionoutweighed the cost to preparers of applytimgse amendments.
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BC114 During redeliberations the Board also considered feedback receivitbé pnoposals
in the exposure draft related to the treatment of collatenal unit of account.
However, as described in greater detail in ofeations of thi8asis for Conclusions,
the Board did not consider ritecessary to add application guidance for the treatment
of these items.

BC115 The amendments to the IAS 32 application guidance (paragfdpB8AI AG38F of
Il AS 32) are i nt end e dctive dorthe loftsattindg cyiteria ind Boar d 6
therefore eliminate inconsistencies notedpplying paragraph 42 of IAS 32.

BC116 Based on the considerations described in the Basis for Conclusiotisess
amendments, and summarised in paragraphs B&PL5, theBoard concluded
that the benefits of Offsetting Financial Assets and Financidliabilities
(Amendments to IAS 32) outweigh the costs to preparersapglying those
amendments.

Transition and effective date

BC117 During redeliberations, the Board originalldecided to requireretrospective
application of the application guidance in paragrapB88AI AG38F of IAS 32 for
annual periods beginning on or afterJanuary 2013. The Board did not expect
significant changes in practies a result of the clarificatis made to the application
guidance andhence aligned the effective date and transition of these amendments
with that of Disclosure® Offsetting Financial Assets and Financial Liabilities
(Amendments to IFRS 7), issued in December 2011.

BC118 However, the Bard received additional feedback from some prepatteas the
clarifications to the application guidance could change freictice. These preparers
indicated that they needed more timeet@luate the effects of the amendments. They
indicated that it wold bedifficult for them to make this assessment in time to allow
application ofthe amendments to the application guidance for the first comparative
reporting period.

BC119 Preparers therefore requested that the Board consider alignieffettitve dateof the
amendments with the revised effective date of IFR&irtancial Instruments(1l
January 2015), with earlier application allow&tiis would give them sufficient time
to determine if there would be ankiangedo their financial statements.

BC120 The Board believed that the amendments to the IAS 32 applicgti@m@ance should
be effective as soon as possible to ensure comparabflifynancial statements
prepared in accordance with IFRSs. In addititve, Board did not consider that the
effective dateneeded to be alignedith that of IFRS 9. However, the Board also
understood the concerns pfeparers. The Board therefore decided to require the
amendments to thHAS 32 application guidance to be effective for periods beginning
1 January 2014 with edat application permitted. This would providebalance
between the time needed to implement the amendmentghsitheed for consistent
application of the IAS 32 offsetting requirements.
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|AS 32Financial Instruments: Presentation
lllustrative examples

These examples accompany, but are not patb&,32.

Accounting for contracts on equity instruments of an entity

IE1  The following examplesillustrate the application of paragraphs 23 andIAS 39 to

the accounting for c 0 nt insgwnenss(otleenthaa the ent i t y 6
financial instruments specified iparagraphs 16A and 16B or paragraphs 16C and

16D).

Example 1: Forward to buy shares

IE2  This example illustrates the journal entries for forward purchase contracts on an
entitydés own shares that wild!l be settled (
delivering cash in exchange for shares. It also discusses the effect of séttlemen
options (see (d) below). To simplify the illustration, it is assumed that no dividends
are paid on the underlying shares (i.e. t h
value of the forward price equals the spot price when the fair value of tharfbr
contract is zero. The fair value of the forward has been computed as the difference
between the market share price and the present value of the fixed forward price.

Assumptiors

Contract date 1 February 282
Maturity date 31 January 2R3
Market price per share on 1 FebruaryX20 Ccu100
Market price per share on 31 DecembeX20 Cu110
Market price per share on 31 Januar¥X30 CuU106
Fixed forward price to be paid on 31 JanuariX20 Ccu104
Present value of forward price on 1 Februar}20 CuU100
Number of shares under forward contract 1,00C
Fair value of forward on 1 February 2P Ccuo
Fair value of forward on 31 December2d CU6,30C
Fair value of forward on 31 JanuaryX2® CU2,00C

(@) Cash for cash (6net cash settl ement 6

IE3 Int his subsection, the forward purchase con
settled net i n cash, i . e. there is no recei
settlement of the forward contract.

On 1 February 20X2, Entity A enters into anttact with Entity B to receive the fair

val ue of 1,000 of Entity Ads own Xuutstandi.
in exchange for a payment of CU104,000 in cash (i.e. CU104 per share) on 31

January 2R 3. The contract will be settled net in caElmtity A records the following

journal entries.

" In these examples, monetary amounts are denominatedinr r ency. uni t sdé ( CU)
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1 February 20X2

The price per share when the contract is agreed on 1 Februg2yi@CU100. The
initial fair value of the forward contract on 1 Februaryx2Qs zero.

No entry is required because therfaalue of the derivative is zero and no cash is
paid or received.

31 December 282

On 31 December 22, the market price per share has increased to CU110 and, as a
result, the fair value of the forward contract has increased to CU6,300.

Dr Forwardasset CU6,300
Cr Gain CU6,300

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

On 31 January 203, the market price per share has decreased to CU106. The fair
value of the forward contract is CU2,000 ([CU106,Q00]i CU104,000).

On the same day, the contract is settled net in cash. Entity A has an obligation to
deliver CU104,000 to Entity B and Entity B has an obligation to deliver CU106,000
(CU106 x 1,000) to Entity A, so Entity B pays the net amount of ,GQR2to Entity

A.

Dr Loss CuU4,300
Cr Forward asset CU4,300

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

Dr Cash CuU2,000
Cr Forward asset CuU2,000

To record the settlement of theviard contract.
(b) Shares for shares (6net share settl el

IE4  Assume the same facts as in (a) except that settlement will be made net in shares
instead of net in cash. Entity Ads journal
above, exceptdr recording the settlement of the forward contract, as follows:

31 January 203

The contract is settled net in shares. Entity A has an obligation to deliver CU104,000
(CU104 x 1,000) worth of its shares to Entity B and Entity B has an obligation to
deliver CU106,000 (CU106 x 1,000) worth of shares to Entity A. Thus, Entity B
delivers a net amount of CU2,000 (CU106,00@€U104,000) worth of shares to
Entity A, i.e. 18.9 shares (CU2,000 / CU106).

Dr Equity CuU2,000
Cr Forward asset CuU2,000
© Copyright 4
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To record the settlement of the forward contract.
(© Cash for shares (6gross physical set |

IE5  Assume the same facts as in (a) except that settlement will be made by delivering a
fixed amount of cash and receiving a fixed number of EntdysA s har es . Simila
(a) and (b) above, the price per share that Entity A will pay in one year is fixed at
CU104. Accordingly, Entity A has an obligation to pay CU104,000 in cash to Entity
B (CU104 x 1,000) and Entity B has an obligation to deliver @,000 f Entity A0
outstanding shares to Entity A in one year. Entity A records the following journal
entries.

1 February 20X2

Dr Equity CuU100,000

Cr Liability CU100,000
To record the obligation to deliver CU104,000 in one year at its presdoe \Gf
CU100,000 discounted using an appropriate interest rate (8& 39, paragraph
AG64).

31 December 282
Dr Interest expense CU3,660
Cr Liability CU3,660

To accrue interest in accordance with the effective interest method on the lilpility
the share redemption amount.

31 January 203

Dr Interest expense Cu340
Cr Liability Cu340

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

Entity A delivers CU104,00icash to Entity B and Entity B delivers 1,000 of Entity
Abs shares to Entity A.

Dr Liability CU104,000
Cr Cash CU104,000
To record the settlement of the obligation

(d) Settlement options

IE6  The existence of settlement options (such as net in cash, net in shares or by an
exchange of cash and shares) has the result that the forward repurchase contract is a
financial asset or a financial liability. If one of the settlement alternatives is to
exchange cash for shares ((c) above), Entity A recognises a liability for the obligation
to deliver cash, as illustrated in (c) above. Otherwise, Entity A accounts for the
forward contract as a derivative.
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Example 2: Forward to sell shares

IE7 Thisexampe il lustrates the journal entries for
own shares that will be settled (a) net in cash, (b) net in shares or (c) by receiving
cash in exchange for shares. It also discusses the effect of settlement options (see (d)
below). To simplify the illustration, it is assumed that no dividends are paid on the
underlying shares (i.e. the O6carry returnbd
forward price equals the spot price when the fair value of the forward contract is zero.
The fair value of the forward has been computed as the difference between the market
share price and the present value of the fixed forward price.

Assumptiors

Contract date 1 February 282
Maturity date 31 January 2R3
Market price per share dnFebruary 282 CuU100
Market price per share on 31 Decembex20 CuU110
Market price per share on 31 JanuarX30 CuU106
Fixed forward price to bpaidon 31 January 203 Ccu104
Present value of forward price on 1 Februar)20 CuU100
Number of sharesnder forward contract 1,00C
Fair value of forward on 1 FebruaryXp Ccuo
Fair value of forward on 31 DecembernZd CuU(6,300
Fair value of forward on 31 JanuaryX2® CuU(2,000

(@) Cash for cash (6net cash settl ement 6
IEB  On 1 February 202, Entity A enters into a contract with Entity B to pay the fair

value of 1,000 of Entity Ads own Xutstandi!

in exchange for CU104,000 in cash (i.e. CU104 per share) on 31 JanX&yT2te

contract will be settled nehicash. Entity A records the following journal entries.

1 February 20X2

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

31 December 2% 2

Dr Loss CuU6,300
Cr Forward liability CU6,300

To record the decrease in the fair value of the forward contract.
31 January 203

Dr Forward liability CU4,300
Cr Gain CU4,300

To record the increase in the fair value of the forward contract (i.e. CU4,300 =
CU6,300i CU2,000).
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The ontract is settled net in cash. Entity B has an obligation to deliver CU104,000 to
Entity A, and Entity A has an obligation to deliver CU106,000 (CU106 x 1,000) to
Entity B. Thus, Entity A pays the net amount of CU2,000 to Entity B.

Dr Forward liability CuU2,000
Cr Cash CuU2,000

To record the settlement of the forward contract.
(b) Shares for shares (6net share settl el

IE9  Assume the same facts as in (a) except that settlement will be made net in shares
instead of netincash. Enty AO0s jour nal entries are the ¢
except:

31 January 20X3

The contract is settled net in shares. Entity A has a right to receive CU104,000
(CU104 x 1,000) worth of its shares and an obligation to deliver CU106,000 (CU106
x 1,0) worth of its shares to Entity A. Thus, Entity A delivers a net amount of
CU2,000 (CU106,000 CU104,000) worth of its shares to Entity B, i.e. 18.9 shares
(CU2,000 / CU106).

Dr Forward liability CuU2,000
Cr Equity CuU2,000
To record the sdtte me n t of the forward contract. The

is treated as an equity transaction.
(c) Shares for cash (6gross physical set

IE1I0 Assume the same facts as in (a), except that settlement will be made by receiving a
fixed a mount of cash and delivering a fixed n
Similarly to (a) and (b) above, the price per share that Entity Apaifleceivein one
year is fixed at CU104. Accordingly, Entity A has a right to receive CU104,000 in
cash (CU104 1,000) and an obligation to deliver 1,000 of its own shares in one year.
Entity A records the following journal entries.

1 February 20X2

No entry is made on 1 February. No cash is paid or received because the forward has

an initial fair value ofzero A f or war d contract to deliver
own shares in exchange for a fixed amount of cash or another financial asset meets

the definition of an equity instrument because it cannot be settled otherwise than
through the delivery of shasén exchange for cash.

31 December 282
No entry is made on 31 December because no cash is paid or received and a contract

to deliver a fixed number of Entity Ads owr
cash meets the definition of an equityiastent of the entity.
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31 January 20X3
On 31 January 203, Entity A receives CU104,000 in cash and delivers 1,000 shares.

Dr  Cash CU104,000
Cr  Equity CU104,000

To record the settlement of the forward contract
(d) Settlement options

IE11 The existence of settlement options (such as net in cash, net in shares or by an
exchange of cash and shares) has the result that the forward contract is a financial
asset or a financial liability. It does not meet the definition of an equity mstru
because it can be settled otherwise than by Entity A repurchasing a fixed number of
its own shares in exchange for paying a fixed amount of cash or another financial
asset. Entity A recognises a derivative asset or liability, as illustrated in (gb)nd
above. The accounting entry to be made on settlement depends on how the contract is
actually settled.

Example 3: Purchased call option on shares

IE12 This example illustrates the journal entries for a purchased call option right on the
e nt iotvryshages that will be settled (a) net in cash, (b) net in shares or (c) by
delivering cash in exchange for the entitydé
settlement options (see (d) below):

Assumptions:

Contract date 1 February 282
Exercise date 31 January 2R3
(European terms, ie it can

exercised only at maturit

Exercise right holder Reporting entity (Entity A
Market price per share on 1 February20 Ccu100
Market price per share on 31 DecembexX20 Ccu104
Market price r share on 31 JanuaryX® cu104
Fixed exercise price to be paid on 31 JanuaX¥/0 Ccu102
Number of shares under option contract 1,00C
Fair value of option on 1 FebruaryXp CU5,00C
Fair value of option on 31 Decembend CU3,00C
Fair value doption on 31 January X(B CuU2,00C
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(@) Cash for cash (6énet cash settl ement 6

IE13 On 1 February 202, Entity A enters into a contract with Entity B that gives Entity B
the obligation to deliver, and Entity A the right to receive the fair vafue@D0 of
Entity AO6s own or di naX3ynexhaage ®rsCUEZ00@iN 31 Jar
cash (i.e. CU102 per share) on 31 JanuaX3R0f Entity A exercises that right. The
contract will be settled net in cash. If Entity A does not exercise its nghpayment
will be made. Entity A records the following journal entries.

1 February 20X2

The price per share when the contract is agreed on 1 Februg2yi@CU100. The

initial fair value of the option contract on 1 Februar)X2Gs CU5,000, which Bity

A pays to Entity B in cash on that date. On that date, the option has no intrinsic value,
only time value, because the exercise price of CU102 exceeds the market price per
share of CU100 and it would therefore not be economic for Entity A to ex¢éheise
option. In other words, the call option is out of the money.

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

To recognise the purchased call option.

31 December 282

On 31 December 2@, the market price per share has increased to CUlie fair
value of the call option has decreased to CU3,000, of which CU2,000 is intrinsic
value ([CU104i CU102] x 1,000), and CU1,000 is the remaining time value.

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

To record the decrease in tFadr value of the call option.

31 January 203

On 31 January 203, the market price per share is still CU104. The fair value of the
call option has decreased to CU2,000, which is all intrinsic value ([CUID4102]

x 1,000) because no time value rensain

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

To record the decrease in the fair value of the call option.

On the same day, Entity A exercises the call option and the contract is settled net in
cash. Entity B has an obligation to deliv&104,000 (CU104 x 1,000) to Entity A in
exchange for CU102,000 (CU102 x 1,000) from Entity A, so Entity A receives a net
amount of CU2,000.

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

To record the settlement of the option contract.
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(b) Shares for shares (6net share settl el

IE14 Assume the same facts as in (a) except that settlement will be made net in shares
instead of net in cash. Entity Ab6s journal
except for recording the settlemaitthe option contract as follows:

31 January 20X3

Entity A exercises the call option and the contract is settled net in shares. Entity B has

an obligation to deliver CU104, 000 (CU104
Entity A in exchange for CU®®, 000 (CU102 x 1, 000) worth o
Thus, Entity B delivers the net amount of CU2,000 worth of shares to Entity A, i.e.

19.2 shares (CU2,000 / CU104).

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

To record the settlement ofettoption contract. The settlement is accounted for as a
treasury share transaction (ie no gain or loss).

(c) Cash for shares (0gross physical set:
IE15 Assume the same facts as in (a) except that settlement will be madeebying a

fixed nunber of shares and paying a fixed amount of cash, if Entity A exercises the

option. Similarly to (a) and (b) above, the exercise price per share is fixed at CU102.

Accordingly, Entity A has a right to recei

shares in exhange for CU102,000 (CU102 x 1,000) in cash, if Entity A exercises its
option. Entity A records the following journal entries.

1 February 20X2

Dr Equity CU5,000
Cr Cash CU5,000

To record the cash paid in exchange for the righttorecéivet i t y A6s own sha
one year for a fixed price. The premium paid is recognised in equity.

31 December 282

No entry is made on 31 December because no cash is paid or received and a contract

that gives a right to receive a fixed number of EnttysA own shares i n exch
fixed amount of cash meets the definition of an equity instrument of the entity.

31 January 203

Entity A exercises the call option and the contract is settled gross. Entity B has an

obligation to deliver 1,000 of Entitx6 s s hares i n exchange for C
Dr Equity CU102,000
Cr Cash CuU102,000

To record the settlement of the option contract.
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(d) Settlement options

IE16 The existence of settlement options (such as net in cash, net in shdrgsan
exchange of cash and shares) has the result that the call option is a financial asset. It
does not meet the definition of an equity instrument because it can be settled
otherwise than by Entity A repurchasing a fixed number of its own shares in
exchange for paying a fixed amount of cash or another financial asset. Entity A
recognises a derivative asset, as illustrated in (a) and (b) above. The accounting entry
to be made on settlement depends on how the contract is actually settled.

Example 4: Written call option on shares

IE17 This example illustrates the journal entries for a written call option obligation on the
entitydés own shares that wild!l be settled (
delivering cash in exchange for shares. |#oadiscusses the effect of settlement
options (see (d) below).

Assumptions:

Contract date 1 February 282
Exercise date 31 January 2R3
(European terms, ie it can

exercised only at maturit

Exercise right holder Counterparty (Entity B
Market price per share on 1 February20 Ccu100
Market price per share on 31 DecembexX20 Ccu104
Market price per share on 31 Januar¥X30 Ccu104
Fixed exercise price to eceivedpaidon 31 January 203 Ccu102
Number of shares under option contract 1,00C
Fair value of option on 1 FebruaryXp CU5,00C
Fair value of option on 31 Decembend CU3,00C
Fair value of option on 31 January)X® CuU2,00C

(@) Cash for cash (Anet cash settl ement o

IE18 Assume the same facts as in Example 3(a) alexeept that Entity A has written a
call option on its own shares instead of having purchased a call option on them.
Accordingly, on 1 February 22 Entity A enters into a contract with Entity B that
gives Entity B the right to receive and Entity A thdigdtion to pay the fair value of
1,000 of Entity Ab6s own orX8inmahayge ferhar es a
CU102,000 in cash (i.e. CU102 per share) on 31 Janua8,2DEntity B exercises
that right. The contract will be settled net in cash. If fgrl8 does not exercise its
right, no payment will be made. Entity A records the following journal entries.

1 February 20X2

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

To recognise the written call option.
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31 December 282

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

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

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

To record the decrease in the fair value of the aptio

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

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

To record the settlement of the option contract.
(b) Shares for shares (O6net share settl el

IE19 Assume the same facts as in (a) except that settlement will be metdie shares
instead of net in cash. Entity Abés journal
except for recording the settlement of the option contract, as follows:

31 January 203

Entity B exercises the call option and the contract is satdeih shares. Entity A has

an obligation to deliver CU104, 000 (CU1O04
Entity B in exchange for cui02, 000 (cCcU102
Thus, Entity A delivers the net amount of CU2,000 worth of shar&ntity B, i.e.

19.2 shares (CU2,000 / CU104).

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

To record the settlement of the option contract. The settlement is accounted for as an
equity transaction.

(c) Cash f or shairceasl (so6egtrtolsesmepnhtyds)

IE20 Assume the same facts as in (a) except that settlement will be made by delivering a
fixed number of shares and receiving a fixed amount of cash, if Entity B exercises the
option. Similarly to (a) and (b) above, the exercise ppigeshare is fixed at CU102.
Accordingly, Entity B has a right to recei
shares in exchange for CU102,000 (CU102 x 1,000) in cash, if Entity B exercises its
option. Entity A records the following journal entries.
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1 February 20X2

Dr Cash CU5,000
Cr Equity CU5,000

To record the cash received in exchange for the obligation to deliver a fixed number

of Entity A6s own shares in one year for
recognised in equity. Upoexercise, the call would result in the issue of a fixed

number of shares in exchange for a fixed amount of cash.

31 December 282

No entry is made on 31 December because no cash is paid or received and a contract
to deliver a f i sew sharesimberchange for aEixed amount oA 0
cash meets the definition of an equity instrument of the entity.

31 January 20X3

Entity B exercises the call option and the contract is settled gross. Entity A has an
obligation to deliver 1,000 shareserchange for CU102,000 in cash.

Dr Cash CuU102,000
Cr Equity CuU102,000

To record the settlement of the option contract.
(d) Settlement options

IE21 The existence of settlement options (such as net in cash, net in shares or by an
exchange of cash and shares) has the result that the call option is a financial liability.
It does not meet the definition of an equity instrument because it can be settled
otherwise than by Entity A issuing a fixed number of its own shares in exchange for
recaving a fixed amount of cash or another financial asset. Entity A recognises a
derivative liability, as illustrated in (a) and (b) above. The accounting entry to be
made on settlement depends on how the contract is actually settled.

Example 5: Purchasedput option on shares

IE22 This example illustrates the journal entr i e
own shares that will be settled (a) net in cash, (b) net in shares or (c) by delivering
cash in exchange for shares. It also discussesfiibet of settlement options (see (d)
below).

Assumptions:

Contract date 1 February 282
Exercise date 31 January 2R3
(European terms, ie it C

be exercised only .

maturity)
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Exercise right holder Reporting entity (Entity A)
Market priceper share on 1 FebruaryXp Cu100
Market price per share on 31 Decembex20 CuU95
Market price per share on 31 Januar¥X30 CuU95
Fixed exercise price to eceivedpaidon 31 January 203 cu98
Number of shares under option contract 1,00C
Far value of option on 1 February 20 CU5,00C
Fair value of option on 31 Decembend CuU4,00C
Fair value of option on 31 JanuaryX® CuU3,00C
(€)) Cash for cash (6net cash settl ementd

IE23 On 1 February 202, Entity A enters into a contract with tiig B that gives Entity A
the right to sell, and Entity B the obligation to buy the fair value of 1,000 of Entity
Adbs own outstanding ordi XZaatw strikdforiceceof as of
CU98,000 (i.e. CU98 per share) on 31 January 2003, if Entiéyekcises that right.
The contract will be settled net in cash. If Entity A does not exercise its right, no
payment will be made. Entity A records the following journal entries.

1 February 20X2

The price per share when the contract is agreed on Li&gh20K2 is CU100. The

initial fair value of the option contract on 1 FebruarX2Gs CU5,000, which Entity

A pays to Entity B in cash on that date. On that date, the option has no intrinsic value,
only time value, because the exercise price of CU98sts than the market price per
share of CU100. Therefore it would not be economic for Entity A to exercise the
option. In other words, the put option is out of the money.

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

To recognise the purchasedtpption.

31 December 282

On 31 December 2@ the market price per share has decreased to CU95. The fair
value of the put option has decreased to CU4,000, of which CU3,000 is intrinsic
value (JCU98i CU95] x 1,000) and CU1,000 is the remaining tiraéue.

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

To record the decrease in the fair value of the put option.
31 January 203
On 31 January 203 the market price per share is still CU95. The fair value of the put

option has decreased @U3,000, which is all intrinsic value (JCU98 CU95] x
1,000) because no time value remains.
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Dr Loss CuU1,000
Cr Put option asset CU1,000

To record the decrease in the fair value of the option.

On the same day, Entity A exercises the gution and the contract is settled net in
cash. Entity B has an obligation to deliver CU98,000 to Entity A and Entity A has an
obligation to deliver CU95,000 (CU95 x 1,000) to Entity B, so Entity B pays the net
amount of CU3,000 to Entity A.

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

To record the settlement of the option contract.
(b) Shares for shares (6net share settl el

IE24 Assume the same facts as in (a) except that settlement will be made net in shares
instead of net in cés. Entity Ads journal entries are t

31 January 20X3

Entity A exercises the put option and the contract is settled net in shares. In effect,
Entity B has an obligation to delityAyer CU98,
and Entity A has an obligation to deliver C
x 1,000) to Entity B, so Entity B delivers the net amount of CU3,000 worth of shares

to Entity A, ie 31.6 shares (CU3,000 / CU95).

Dr Equity CU3,000
Cr Putoption asset CU3,000

To record the settlement of the option contract.

(c) Cash for shares (06gross physical set:

IE25 Assume the same facts as in (a) except that settlement will be made by receiving a
fixed amount of cash and deliverinda x ed number of Entity AO6s
exercises the option. Similarly to (a) and (b) above, the exercise price per share is
fixed at CU98. Accordingly, Entity B has an obligation to pay CU98,000 in cash to
Entity A (CU98 x 1,000) in exchange far, 0 00 o f Entity AO0s out st
Entity A exercises its option. Entity A records the following journal entries.

1 February 20X2

Dr Equity CU5,000
Cr Cash CU5,000

To record the cash received in exchange for the righttoddivert i t y A&s own sh
in one year for a fixed price. The premium paid is recognised directly in equity. Upon

exercise, it results in the issue of a fixed number of shares in exchange for a fixed

price.
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31 December 282

No entry is made on 31 Decemlibercause no cash is paid or received and a contract
to deliver a fixed number of Entity AOG0s owr
cash meets the definition of an equity instrument of Entity A.

31 January 20X3

Entity A exercises the put option atite contract is settled gross. Entity B has an
obligation to deliver CU98,000 in cash to Entity A in exchange for 1,000 shares.

Dr Cash Cu98,000
Cr Equity CuU98,000

To record the settlement of the option contract.
(d) Settlement options

IE26 The existence of settlement options (such as net in cash, net in shares or by an
exchange of cash and shares) has the result that the put option is a financial asset. It
does not meet the definition of an equity instrument because it can be settled
otherwise than by Entity A issuing a fixed number of its own shares in exchange for
receiving a fixed amount of cash or another financial asset. Entity A recognises a
derivative asset, as illustrated in (a) and (b) above. The accounting entry to be made
onsettlement depends on how the contract is actually settled.

Example 6: Written put option on shares

IE27 This example illustrates the journal entrie
shares that will be settled (a) net in cash, (b) nehares or (c) by delivering cash in
exchange for shares. It also discusses the effect of settlement options (see (d) below).

Assumptions:

Contract date 1 February 282
Exercise date 31 January 2R3
(European terms, i.e.

can be exercised only

maturity)
Exercise right holder Counterparty (Entity B
Market price per share on 1 February20 Ccu100
Market price per share on 31 DecembexX20 CuU95
Market price per share on 31 Januar¥X30 CuU95
Fixed exercise price to be paid on 31 Jan28X/3 cu9s
Present value of exercise price on 1 Februai¥/220 CuU95
Number of shares under option contract 1,00C
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Fair value of option on 1 FebruaryXP CU5,00C
Fair value of option on 31 Decemberx2d CuU4,00C
Fair value of option on 31 JanuaryX® CU3,00C

(@) Cash for cash (6énet cash settl ement &

IE28 Assume the same facts as in Example 5(a) above, except that Entity A has written a
put option on its own shares instead of having purchased a put option on its own
shares. Accordingly, on 1 Beuary 2(X2, Entity A enters into a contract with Entity
B that gives Entity B the right to receive and Entity A the obligation to pay the fair
val ue of 1,000 of Entity AO0s outX8tmanding o
exchange for CU98,000 in calk CU98 per share) on 31 Januar)30Qif Entity B
exercises that right. The contract will be settled net in cash. If Entity B does not
exercise its right, no payment will be made. Entity A records the following journal
entries.

1 February 20X2

Dr Cad CU5,000
Cr Put option liability CU5,000

To recognise the written put option.
31 December 282

Dr Put option liability CuU1,000
Cr Gain CU1,000

To record the decrease in the fair value of the put option.

31 January 203

Dr Put option liability CuU1,000
Cr Gain CU1,000

To record the decrease in the fair value of the put option.

On the same day, Entity B exercises the put option and the contract is settled net in
cash. Entity A has an obligation to deliver CUE®) to Entity B, and Entity B has an
obligation to deliver CU95,000 (CU95 x 1,000) to Entity A. Thus, Entity A pays the
net amount of CU3,000 to Entity B.

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

To record the settlement of the agpticontract.
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(b) Shares for shares (6net share settl el

IE29 Assume the same facts as in (a) except that settlement will be made net in shares
instead of net in cash. Entity A6s journal
for the following:

31 January 20X3

Entity B exercises the put option and the contract is settled net in shares. In effect,

Entity A has an obligation to deliver CU98,000 worth of shares to Entity B, and

Entity B has an obligation to deliver CU95,000 worth of Enitf s s hares (CU95
1,000) to Entity A. Thus, Entity A delivers the net amount of CU3,000 worth of

Entity AO6s shares to Entity B, ie 31.6 shar
Dr Put option liability CU3,000

Cr Equity CuU3,000
To record the settlement oftbept i on contract. The issue of

accounted for as an equity transaction.

(c) Cash for shares (0gross physical set:
IE30 Assume the same facts as in (a) except that settlement will be made by delivering a

fixed amount of ash and receiving a fixed number of shares, if Entity B exercises the

option. Similarly to (a) and (b) above, the exercise price per share is fixed at CU98.

Accordingly, Entity A has an obligation to pay CU98,000 in cash to Entity B (CU98

x1,000)inexcrmage for 1,000 of Entity Ads outstanc
its option. Entity A records the following journal entries.

1 February 20X2

Dr Cash CU5,000
Cr Equity CU5,000

To recognise the option premium received of CU5,000 ity

Dr Equity CU95,000
Cr Liability CU95,000

To recognise the present value of the obligation to deliver CU98,000 in one year, i.e.
CU95,000, as a liability.

31 December 2% 2

Dr Interest expense CuU2,750
Cr Liability CuU2,0

To accrue interest in accordance with the effective interest method on the liability for
the share redemption amount.
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31 January 20X3
Dr Interest expense CuU250
Cr Liability Cu250

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

On the same day, Entity B exercises the put option and the contract is settled gross.
Entity A has an obligation to deliver CU98,000 in cash to Entity B in exchange for
CU95,000 worth of shias (CU95 x1,000).

Dr Liability Cu98,000
Cr Cash Cu98,000

To record the settlement of the option contract.
(d) Settlement options

The existence of settlement options (such as net in cash, net in shares or by an
exchange of casand shares) has the result that the written put option is a financial
liability. If one of the settlement alternatives is to exchange cash for shares ((c)
above), Entity A recognises a liability for the obligation to deliver cash, as illustrated
in (c) abae. Otherwise, Entity A accounts for the put option as a derivative liability.

Entities such as mutual funds and Ccoperatives whost
share capital is not equity as Defined inl AS 32

IE32

Example 7: Entities with no equity

The following example illusatesan-income-statement-and-balance-sheet-foanat
format of astatemenif comprehensive income amthtemenof financial position

that may be used by entities such as mutual funds that do not have equity as defined
in IAS 32. Other formats are poskb

Statement of comprehensivéncomefor the year ended 31 December 201

20X1 20X0

CuU CuU

Revenue 2,956 1,718
Expenses (classified by nature or function) (644) (614)
Profit from operating activities 2,312 1,104
Finance costs i otherfinance costs 47) 47
I distributions to unitholders (50) (50)

Change in net assets attributable to unitholders 2,215 1,007
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Statement of financial positionat 31 December 2%1

20X1 20X0
CuU CuU CuU CuU

ASSETS
Nonrcurrent assetslassified in

accordance withAS 1) 91,374 78,484
Total non-current assets 91,374 78,484
Current assets (classified in

accordance withAS 1) 1,422 1,769
Total current assets 1,422 1,769
Total assets 92,796 80,253
LIABILITIES
Current liabilities (classified in

accordance withAS 1) 647 66
Total current liabilities (647) (66)
Non-current liabilities excluding net

assets attributable to unitholders

(classified in accordance witAS

1) 280 136

(280) (136

Net assets attributable to unitholders 91,869 80,051

Example 8: Entities with some equity

IE33 The following example illustratean-income-statement-and-balance-sheetfoamat
format of a statement of comprehensive income statemenbf finandal position
that may be used by entities whose share capital is not equity as defifesl 32
because the entity has an obligation to repay the share capital on damalods not
have all the features or meet the conditions in paragrEphsand 16B pparagraphs
16C and 16DOther formats are possible.

Statement of comprehensive incomfor the year ended 31 December 201

20X1 20X0

CuU CuU

Revenue 472 498
Expenses (classified by nature or function) (367) (396)
Profit from operating actities 105 102
Finance costs i other finance costs 4) 4)
1 distributions to members (50) (50)

Change in net assets attributable to members 51 48
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Statement of financial positionat 31 December 2%1

20X1 20X0
CuU CuU CuU CuU
ASSETS
Non-current assets (classified in
accordance withAS 1) 908 830
Total non-current assets 908 830

Current assets (classified in

accordance withAS 1) 383 350
Total current assets 383 350
Total assets 1,291 1,180

LIABILITIES
Current liabilities (classified in 372 338
accordance withAS 1)
Share capital repayable on
demand 202 161
Total current liabilities (574) (499)
Total assets less current
liabilities 717 681

Non-current liabilties (classified
in accordance withAS 1) 187 196
187 196

RESERVESOTHER COMPONENTS OF EQUITY ®
Reserves e.g. revaluatisarplus

retained earnings etc 530 485
530 485
717 681
MEMORANDUM NOTE 1 Total memberinterests
Share capital repayable on 202 161
demand
Reserves 530 485
732 646

@ In this example, the entity has no obligation to deliver a share of its reserit@snembers.
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Accounting for compoundfinancial instruments
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IE36

IE37

IE38

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

Paragraph 28 describesvihthe components of a compound financial instrument are
separated by the entity on initial recognition. The following example illustrates how
such a separation is made.

An entity issues 2,000 convertible bonds at the start of year 1. The bonds have
threeyear term, and are issued at par with a face value of CU1,000 per bond, giving
total proceeds of CU2,000,000. Interest is payable annually in arrears at a nominal
annual interest rate of 6 per cent. Each bond is convertible at any time up tiymatur
into 250 ordinary shares. When the bonds are issued, the prevailing market interest
rate for similar debt without conversion options is 9 per cent.

The liability component is measured first, and the difference between the proceeds of
the bond $sue and the fair value of the liability is assigned to the equity component.
The present value of the liability component is calculated using a discount rate of 9
per cent, the market interest rate for similar bonds having no conversion rights, as
shown kelow.

Cu

Present value of the principalCU2,000,000 payable at t

end of three years 1,544,367
Present value of the interéstCU120,000 payable annua

in arrears for three years 303,755
Total liability component 1,848,122
Equity component @pdeduction) 151,878
Proceeds of the bond issue 2,000,000

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

The following example illustrates the application of paragraph 31 to the separfation
the liability and equity components of a compound financial instrument with multiple
embedded derivative features.

Assume that the proceeds received on the issue of a callable convertible bond are
CUG60. The value of a similar bond without al calequity conversion option is CU57.
Based on an option pricing model, it is determined that the value to the entity of the
embedded call feature in a similar bond without an equity conversion option is CU2.
In this case, the value allocated to the linbicomponent under paragraph 31 is
CU55 (CU571 CU2) and the value allocated to the equity component is CU5
(CU607T CUS5).
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