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FINANCIAL INSTRUMENTS WORKBOOK 

There are 3 standards we will be referring to in the lectures.  They ALL DEAL with FINANCIAL 

INSTRUMENTS: 

1. IFRS 9 (this is the “Foundation standard”) as it explains the manner in which different categories 

of financial instruments are recognised and measured (including impairments). 

2. IAS 32 defines financial instruments, financial assets and liabilities.  It also describes the 

principles behind classifying and presenting financial instruments as either equity or liability 

from the perspective of the issuer.  

3. IFRS 7 describes three main features of financial instruments that should be disclosed (viz. 

categories, fair value and exposure to financial risks).  It also provides important def initions of  

financial risk and illustrates how such risks should be disclosed qualitatively and quantitatively.   

 

IFRS 9:  Financial Instruments 

IFRS 9 is organised into chapters (1 to 7).  The important chapters for this part of your course include 

chapters 1, 2, 4 and 5, although a basic understanding is required of the “derecognition” principles in 

chapter 3.  There are definitions in Appendix A and an application guidance in Appendix B which are 

important and must be read together with the individual chapters.   

IFRS 9 also has some illustrative examples.  I would not go into depth on all of the examples.  The ones 

worth reviewing are IE 1 - 6, examples 1, 2, 3, 4, 8, 11, 12 and 13.  Furthermore there is an interesting 

summary on impairments between IE102 and IE103.  

Lastly, IFRS 9 has an implementation guidance with short explanations and examples.  It is worth 

reviewing this. 

Exclusions:  Students are NOT required to study financial guarantee contracts or loan commitments.  

These financial instruments have been excluded from the SAICA syllabus.  

 

IAS 32: Presentation of financial instruments 

This standard begins with important definitions of what constitutes a financial instrument, a f inancial  

asset and liability.  It then expands to discuss the presentation and classification of financial instruments 

from the perspective of the issuer (in other words whether such instruments should be presented as 

equity or as liabilities).  IAS 32 is followed by both an application guidance (AG’s) which is integral to the 

standard, as well as illustrative examples (IE).  The illustrative examples that are pertinent to you include 

IE 1 to IE 31 (examples 1 to 6).  Do not worry about Example 7 and 8 (IE 32-33) or about examples 10 to 

12.  Example 9 however shows the accounting for a compound financial instrument and is important. 

Exclusions: Students are NOT required to study puttable financial instruments and obligations arising on 
liquidation as per IAS 32, para 16A–16F.  This section has been excluded from the SAICA syllabus.   
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The “reading summary” below depicts a broad outline of the sections that will be covered in class and 

which you need to read.  The examples in this workbook cover most of the sections outlined below but 

may not cover those sections exhaustively. 

1 IFRS 9 Objective 
2 IFRS 9 Chapter 2: Scope (compare to scope in IAS 32) 

3 IAS 32 Definitions of financial instruments and AG1 to AG 12 
4 IFRS 9 Appendix A: definition of derivative instrument 

5 IFRS 9 Chapter 3: Recognition: para 3.1.1 

6 IFRS 9 Chapter 4: Classification of financial assets including appropriate definitions in 
Appendix A 

7 IFRS 9 Chapter 5:  Measurement and impairments of financial assets including 
appropriate definitions in Appendix A 

8 IFRS 7 Appendix A: definition of credit risk 
9 IFRS 9 Chapter 4: Classification of financial liabilities 

10 IFRS 9 Chapter 5: Measurement of financial liabilities 
11 IAS 32 Read in its entirety except for para 16A-16F.   

References to chapters in IFRS 9 above MUST also be read in conjunction with the relevant sections 

in Appendix B. 

 

 

 

This workbook is divided into 4 parts to assist your learning of Financial Instruments, as follows: 

PART 1:   Classification of financial instruments 

PART 2: Initial and subsequent measurement of financial assets 

PART 3:   Impairment of debt instruments 

PART 4: Measurement of financial liabilities followed by the distinction made between financial 

liabilities and issued equity instruments. 

 

 

This workbook has examples, questions and suggestions to facilitate  your study of IFRS 9, IAS 32 and 

IFRS 7.  It is recommended that you use it as a tool to get to grips with the relevant standards but 

understand that this workbook is not an adequate substitute for the standards. 
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PART 1:  

CLASSIFICATION OF FINANCIAL 
INSTRUMENTS (IAS 32: para 11, AG 1 to AG 12, IFRS 9: Chapter 2, Appendix A) 

Example 1: Statement of financial position of Macaroon for the year ended 31 December 2015 

                          $ Standard for recognition 

& measurement 

Impairment & 

De-recogntiion 

Stated Capital 1 000   

Preference shares 100   

Revaluation Surplus 45   

Mark to market reserve on Investments in 

XY shares 

82   

Retained earnings 954   

Total Equity 2 181   
    

    

Liabilities    

Long term loan from Green Bank 150   

Convertible debentures issued 75   

Provision for decommissioning liability 100   

Income received in advance 17   

SARS Liability 85   

Deferred tax liability 98   

Accounts payable 40   

Bank overdraft 50   

Lease payable 89   

Total Liabilities 704   
    

Total Equity and Liabilities 2 885   
    

Assets    

Goodwill 47   

Property, Plant and Equipment 1 343   

Investment in XY shares (5%) 247   

Investment in Sub shares (60%) 255   

Investment in BT bonds 263   

Inventory 285   

Account receivable 248   

Lease Receivable 67   

Net receivables from purchased options 78   

Prepaid expenses 10   

Cash in bank 42   

Total Assets 2 885   
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You are required to: 

Identify the standards that govern the measurement and recognition of the accounts stipulated above.  

Furthermore, you are required to identify which standard would deal with the impairment of the assets 

above. 

 

Example 2:  Identification of derivative instruments within the scope of IFRS 9  

Macaroon entered into the following contracts during 2015: 

Contract 1:  Purchase of cocoa beans at a fixed price in the future – gross settlement 

Macaroon uses cocoa beans in the manufacture of its finished product (inventory).   However, 

Macaroon is concerned that the price of cocoa beans imported from Brazil is going to increase and 

consequently, on 31 October 2015 Macaroon entered into a contract to purchase 1,000 tons of cocoa 

beans for BRL (Brazilian Real) 100 per ton. 

Settlement date and date of delivery of the cocoa beans is 31 March 2016.  

 

 

 

 

 

 

Contract 2:  Purchase of gold at fixed price in the future – net settlement  

Macaroon also believes that the price of gold is expected to increase over the next few months and has 

entered into a contract to purchase 1 000 ounces of gold for a fixed price of €1 700.  Macaroon entered 

into the contract on 30 November 2015 with Empire Inc (an American corporation) and the settlement 

date is 30 April 2016. 

Macaroon and Empire will never actually exchange physical quantities of gold but simply settle the 

difference between agreed price (of €1 700) and spot price at 30 April 2016. 

 

 

 

 

 



Page 5 of 38 
 

 

Contract 3:  Written call options over Macaroon shares 

On 1 May 2015, Macaroon sold 10 000 written call options over its own shares to existing shareholders  

for $8 000.  The options give the holders the right to purchase 10 000 ordinary shares in Macaroon for 

$10 each on 30 April 2016.  The share price of Macaroon was $10 on 1 May 2015 and $25 on 31 

December 2015. 

 

 

 

 

 

 

You are required to: 

1. Discuss whether each of the contracts above meet the definition of a derivative  in terms of IFRS 9 

Appendix A. 

2. Discuss whether a derivative can also meet the definition of a financial asset or of a financial liability. 

3. Establish whether the contracts are within the scope of IFRS 9 

 

Definition of a derivative per IFRS 9, Appendix A 

 

 

 

 

 

 

1. Value of the contract changes due to change in market prices relative to fixed price. 

2. Little or no initial investment to enter into the contract 

3. Settled at a future date 

 

Fixed price of 

underlying variable 

Market price of underlying variable 
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The definition of a derivative per IFRS 9 makes no mention of “net- settlement”.  Therefore, regardless 

of whether a contract is net settled or gross (physically) settled in the future, it can still meet the 

definition of a derivative.   

PART 2:  FINANCIAL ASSETS (IFRS 9: Chapters 4 & 5) 

This section focuses only on the classification and the measurement of financial assets (i.e. equity 

instruments of another entity, debt instruments and derivative assets).  Part 3 will then specifically look 

at the credit loss allowances (previously called “provision for bad debt/ impairments”) relating to debt 

instruments. 

 

The examples in this section are listed below: 

Example 3:  Measurement of equity instruments of another entity 

Example 4:  Classification of debt instruments 

Example 5:  Measurement of fixed rate debt instrument at amortised cost 

Example 6:  Measurement of floating rate debt instrument at amortised cost 

Example 7:  Effect of transaction costs on financial assets  

Example 8:  Debt instrument measured at fair value through “other comprehensive income”  

Example 9:  Measurement of derivative instruments 

Example 10:  Hybrid contract with financial asset host 

 

Financial assets are normally initially measured at fair value (not necessarily at the amount of cash paid 

or at cost).  However, subsequently they can be measured at: 

1. Amortised cost or 

2. Fair value through “other comprehensive income” or 

3. Fair value through profit or loss 

 

The default or “catch-all” measurement category is to measure financial assets at “fair value through 

profit or loss”.  The reason for this is that there are very specific criteria that need to be met  before a 

financial asset can be measured using the amortised cost model or the fair value through “other 

comprehensive income” model (refer to IFRS 9 para 4.1.1, 4.1.2 and para 4.1.2A). 

At this point, it is important to study why certain financial assets (and particularly debt instruments) are  

measured at amortised cost or at fair value through other comprehensive income.   
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Briefly, the reasoning for this measurement is based on the objective of the business model of the 

entity.  In other words, what is the purpose of those debt instruments in an entity? Or why has the 

entity invested in them?  Are they held to collect contractual cash flows of interest and principle  only 

(“hold to collect” business model)?  Are they held to collect contractual cash flows and for future sale?  

Or are they held speculatively (or partly speculatively) where the cash flows generated fluctuate in l ine 

with market conditions?  The evidence of an entity’s business model is not based on the entity’s 

intention, but in what the entity actually does or has done in the past (in other words it is a “de facto” 

type of evidence). 

 

Why are financial assets not all measured at fair value through profit or loss? 

The fair value model does not always provide the best and most correct or reliable information to users.  

What benefit or understanding would a user gain from knowing the fluctuations in the market  price  of  

an instrument, when such fluctuations do not represent a change to the cash flows that the enti ty  wi l l 

be collecting?  In such a case, the amortised cost model provides more relevant and useful information 

about the amounts, timing and uncertainty of the contractual cash flows that will be collected.  Selling a 

financial asset when concerns arise about the collectability of the contractual cash flows (increase in the 

credit risk of the issuer) does not preclude the asset from being measured at amortised cost.   

 

Where however, the cash flows are not purely interest and principle (i.e. speculative cash flows) or the 

asset is in fact held for trading or even for sale, it would make more sense to hold such an asset at fai r 

value.  This would provide users with information on the expected (but unknown) future cash f lows of  

the asset and of the “worth” of those assets should they be sold. 

 

 

Please note that the measurement of financial asset differs to the measurement of financial liabilities  

where the default or “catch-all” approach is to measure financial liabilities at amortised cost.  There are  

only certain types of liabilities that are in fact measured at fair value through profit or loss (eg. 

derivatives or contingent consideration payable in a business combination) or those specifically 

designated as such in order to mitigate an accounting mismatch (para 4.2.1) or because they form part 

of an embedded derivative(para 4.3.5).  

 

Why does this seemingly strange disparity exist between the manner in which financial assets  and 

financial liabilities are measured? 
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MEASUREMENT OF EQUITY INSTRUMENTS OF ANOTHER ENTITY 

 (IFRS 9 para 4.1.4; 5.7.5; B5.7.1) 

 

Example 3:  Measurement of equity instruments of another entity  

On 1 January 2014, Company C purchased a 5% investment in Turmeric Limited for $100 000. The fair 

value of the 5% investment at 31 December 2014 was $120 000.  Transaction costs amounted to $1 000 

on 1 January 2014. 

 

You are required to: 

Prepare the journal entries that Company C is required to process in respect of the purchased 

investment for the year ended 31 December 2014 assuming: 

1. The investment is measured at fair value through profit/loss 

2. Company C has elected to measure the investment at fair value through other comprehensive 

income 

 

Part 1 

  DR CR 

1 Dr Investment in equity 100 000  
 Cr Bank  100 000 

 Initial recognition of investment at fair value (which is normally cost) 
    

2 Dr Other expenses (P/L) 1 000  

 Cr Bank  1 000 
 Transaction costs expensed immediately    

    
3 Dr Investment in equity 20 000  

 Cr Fair value adjustment (P/L)  20 000 
 Adjusting investment to fair value at year end   
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Part 2 

  DR CR 
1 Dr Investment in equity 100 000  

 Cr Bank  100 000 
 Initial recognition of investment at fair value (which is normally cost)  

    
2 Dr Investment in equity 1 000  

 Cr Bank  1 000 

 Transaction costs recognised as part of the asset   
    

3 Dr Investment in equity 19 000  
 Cr Fair value adjustment (OCI)**  19 000 

 Adjusting investment to fair value at year end   
** Upon sale/de-recognition of an equity investment, this mark to market reserve / fair value adjustment is 

NOT reclassified to profit or loss (B5.7.1). 

 

 

1. When can entities irrevocably elect for equity instruments of another entity to be measured at 

fair value through other comprehensive income (IFRS 9: para B5.7.1)? 

 

 

 

2. What would be the tax implications on an equity instrument that is not held for trading from 

the perspective of SARS? 
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CLASSIFICATION AND MEASUREMENT OF DEBT INSTRUMENTS 

Example 4:  Classification of debt instruments (IFRS 9: para 4.1.1 – 4.1.2A; B4.1.1 – B4.1.19) 

Business Model 1 

Macaroon holds certain debt investments to collect their contractual cash flows of interest 

and principle.  The funding needs of the company are predictable and the maturity of such 

financial assets is matched to Macaroon’s estimated funding needs. Macaroon performs 

credit risk management activities with the objective of minimising credit losses.  

In the past, Macaroon has sold some of its debt investments when the credit risk of the 

financial assets increased beyond the acceptable levels of risk as documented in the 

company’s investment policy. In addition, infrequent sales have occurred as a result of 

unanticipated funding needs. 

Reports to key management personnel focus on the credit quality of the financial assets and 

the contractual return (B4.1.2B). 

Business Model 2 

Macaroon holds certain debt investments with specified contractual cash flows of interest 

and principle.  These debt instruments are held to collect contractual cash flows until such 

time as their sale is necessary to fund any cash shortfalls for capital expenditure or until such 

time that the opportunity arises to sell the financial assets in order to re-invest the cash in 

financial assets with a higher return. 

Many of the financial assets have contractual lives that exceed Macaroon’s anticipated 

investment period. 

The managers responsible for the portfolio are remunerated based on the overall return 

generated by the portfolio (B4.1.2B). 

 

You are required to: 

Identify and give reasons for the appropriate classification of the debt instruments under: 

1. business model 1 and ; 

2. business model 2 
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Solution 

Business model 1 

 

 

 

 

Business model 2 

 

 

 

 

Example 5:  Measurement of fixed rate debt instrument at amortised cost (IFRS 9 para 4.1.1; 4.1.2; 

5.1.1; 5.2.1; B5.1.2A) 

 

ST Bank granted a $1 million loan to Company A on 1 January 2015 at par.  The loan is repayable in 2 

years’ time and bears annual interest of 7%.  A similar loan in the market normally bears interest at 9% 

per annum (as at 1 January 2015), however ST Bank is willing to receive a lower yield on the loan as 

Company A has agreed to transfer all other banking requirements solely to ST Bank.  On 31 December 

2015 a similar loan yields 9.5% interest. 

You are required to: 

1. Prepare the journal entries that ST Bank is required to process in respect of the loan for the year 

ended 31 December 2015. 

2. Calculate the interest income that would accrue to ST Bank during 2016. 

 

Part 1 

  DR CR 
1 Dr Loan to Company A 964 818  

 Dr Day-one loss (P/L) 35 182  
 Cr Bank  1 000 000 

 Loan is recognised at fair value (present value of future cash flows).   
FV=1 million; Pmt = 70 000; i = 9%; n = 2; PV = 964 818 
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2 Dr Loan to Company A 86 834  
 Cr Interest Income  86 834 

 Interest earned (964 818 x 9%)   
    

3 Dr Bank 70 000  

 Cr Loan to Company A  70 000 
 Payment received from Company A in lieu of agreed interest rate (7%) 

 

 

Part 2: 

The interest income earned in 2016 is based on the original effective interest rate and would be 

calculated as follows: 

Carrying amount at 1 January 2016 =$ 981 652 x 9% = $88 349 

[964 818 + 86 834 (PY interest income) – $70 000 (PY repayment)] 

 

 

1. The financial asset is initially recognised at its fair value (not at par) in terms of para 5.1.1.  

2. As the fair value can be calculated (by using observable market data), the difference between the 

fair value and the transaction price (of R1 million) is a “day-one” loss recognised in terms of 

paragraph B5.1.2A. 

3. The financial asset is subsequently measured at amortised cost as it is held in a business model to 

receive interest and principle contractual cash flows (para 4.1.1 & 4.1.2). 

4. The main difference in using the amortised cost model and the fair value model to measure the 

financial instrument is that the asset is measured by discounting the contractual cash f lows using 

the original effective interest rate in the amortised cost model.  To determine the fair value of a 

financial instrument at any point in time, the prevailing market rates must be used  when 

discounting future cash flows.  

{See also definitions of ‘amortised cost’ and ‘effective interest rate’ under appendix A} 
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Example 6:  Measurement of floating rate debt instrument at amortised cost (IFRS 9 para B5.4.5) 

Entity X purchased 5 year bonds on 1 January 2010 for $1 million.  The bonds are held to collect interest 

of prime plus 2% (received semi-annually in arrears) and the principle amount of $1 million on 31 

December 2014.   The interest rates receivable on the bonds are market-related for bonds of  a simi lar 

nature and credit quality. 

The prime interest rates were as follows: 

1 January 2011:    10% 

1 July 2011:           11% 

At 1 January 2011 the prime interest rate was projected to remain at 10% until 2015. This expectation 

changed on 1 July 2011 when the prime interest rate was now expected to be 11% f or 12 months and 

thereafter increase to 11.5%. 

 

You are required to: 

Prepare the journal entries required to account for the bond for the year ended 31 December 2011. 

 

  DR CR 
1 Jan 2011 Dr Investment in bonds 1 000 000  

 Cr Bank  1 000 000 

 Loan is recognised at fair value (present value of future cash flows).   
FV=1 million; expected Pmt = 60 000; i = 6%; n = 5; PV = 1 000 000 

    

30 June 2011 Dr Investment in bonds 60 000  
 Cr Interest Income  60 000 

 Interest earned (1 000 000 x 6%)   
    

 Dr Bank 60 000  
 Cr Investment in bonds  60 000 

 Payment received from Company X in lieu of agreed interest rate (prime = 2%  
semi-annual) 

    

31 Dec 2011 Dr Investment in bonds 66 800  

 Cr Interest Income  66 800 
 Interest earned (1 000 000 x 6.68%)   

    
 Dr Bank 65 000  

 Cr Investment in bonds  65 000 
 Payment received from Company X in lieu of agreed interest rate (prime = 2%  

semi-annual) 
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Calculation of effective interest rate: 

Calculation using expected cash flows Period At 1 January 2011 
$ 

At 1 July 2011 
$ 

Amount paid for bonds/Carrying amount at 
beginning of period (1 Jan or 1 Jul) 

0  (1 000 000) (1 000 000)* 

Expected coupon 1 60 000 65 000 
Expected coupon 2 60 000 65 000 

Expected coupon 3 60 000 67 500 
Expected coupon 4 60 000 67 500 

Expected coupon 5 60 000 67 500 
Expected coupon 6 60 000 67 500 

Expected coupon 7 60 000 67 500 

Expected coupon 8 60 000 67 500 
Expected coupon 9 60 000 1 067 500 

Expected coupon and principle 10 1 060 000  
    

Effective interest rate (IRR function)  6% 6.68% 
*Carrying amount of bonds at 1 July happens to also be R1 mill ion as both the coupon and the discount rate 

(effective interest rate) were 6% for the prior 6 months.  

 

Example 7:  Effect of transaction costs on financial assets (IFRS 9 para 5.1.1; B5.4.1-B5.4.3, B5.4.8; 

Appendix A) 

On 1 January 2014, Company B purchased 100 5 year, R100 bonds from TP Limited at par.  The bonds 

are redeemable at par and bear interest at 5% per annum.  The market rate on equivalent bonds i s 5% 

on 1 January 2014 and 4.2% on 31 December 2014.   

On 1 January 2014, Company B incurred direct costs on this transaction of R1 000. 

 

You are required to: 

1. Prepare the journal entries that Company B is required to process in respect of the purchased 

bonds for the year ended 31 December 2014 assuming the asset is held at amortised cost. 

2. Assume that the financial asset has been irrevocably designated as being measured at fair value 

through profit or loss (as this treatment would eliminate an accounting mismatch). Prepare the 

journal entries that Company B is required to process in respect of the purchased bonds for the 

year ended 31 December 2014. 

 

Part 1 

  DR CR 

1 Dr Financial Asset (Investment in bonds) 10 000  
 Cr Bank  10 000 

 Bonds are recognised at fair value (present value of future cash flows).   
FV=R10 000; Pmt = R500; i = 5%; n = 5; PV = -R10 000 
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2 Dr Financial Asset (Investment in bonds) 1 000  

 Cr Bank  1 000 
 Transaction costs recognised as part of carrying amount of bond   

    

3 Dr Financial Asset (Investment in bonds) 311  
 Cr Interest Income  311 

Interest earned (R11 000 x 2.83%) 
Effective interest rate must be re-calculated due to recognition of transaction costs as part of 
asset. FV= R10 000; Pmt = R500, n=5; PV = -R11 000, therefore i =2.83% 

    

4 Dr Bank 500  
 Cr Financial Asset (Investment in bonds)  500 

 Coupon received on bonds 
 

Part 2 

  DR CR 
1 Dr Financial Asset (Investment in bonds) 10 000  

 Cr Bank  10 000 

 Bonds are recognised at fair value (present value of future cash flows).   
FV=R10 000; Pmt = R500; i = 5%; n = 5; PV = -R10 000 

    

2 Dr Other expenses (P/L) 1 000  
 Cr Bank  1 000 

 Transaction costs expensed immediately    
    

3 Dr Bank 500  
 Cr Financial Asset (Investment in bonds)  500 

 Coupon received on bonds   

    
4 Dr Financial Asset (Investment in bonds) 789  

 Cr Fair value adjustment (P/L)  789 
Adjusting carrying amount of financial asset to its fair value 
Fair value at year end = R10 289 { FV=R10 000; Pmt = R500; i = 4.2%;  n = 4; PV = -R10 289} 
Carrying amount at year end = R10 000 – R500 (coupon) = R9 500 
Fair value adjustment (R10 289 – R9 500) 

 

1.  Transaction costs are capitalised as part of the asset when the asset is measured at amortised cost, 

but NOT when the financial asset is measured at fair value through profit or loss.  Why? 

 

2. When measuring the asset at fair value through profit or loss it is NOT correct to also calculate and 

present interest income on the financial instrument.  Why? 
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Example 8:  Debt instrument measured at fair value through “other comprehensive income” (IFRS 9: 

para 4.1.2A; 5.2.1-5.2.2; 5.7.10-5.7.11; B5.2.2; B5.7.1A) 

Using the information from the example 7 above, assume that the bonds purchased are held under the 

business model whose objective is achieved by collecting contractual cash flows of interest and principle 

AND selling the financial asset. 

The market rate on equivalent bonds is 3.5% on 31 December 2015.   

 

You are required to: 

Prepare the journal entries that Company B is required to process in respect of the purchased bonds for 

the years ended 31 December 2014 and 2015. 

 

  DR CR 

31 Dec 
2014 

   

1 Dr Financial Asset (Investment in bonds) 10 000  
 Cr Bank  10 000 

 Bonds are recognised at fair value (present value of future cash flows).   
FV=R10 000; Pmt = R500; i = 5%; n = 5; PV = -R10 000 

    

2 Dr Financial Asset (Investment in bonds) 1 000  
 Cr Bank  1 000 

 Transaction costs recognised as part of carrying amount of bond  
    

3 Dr Financial Asset (Investment in bonds) 311  

 Cr Interest Income  311 
Interest earned (R11 000 x 2.83%) 
Effective interest rate must be re-calculated due to recognition of transaction costs as part of 
asset. FV= R10 000; Pmt = R500, n=5; PV = -R11 000, therefore i =2.83% 

    
4 Dr Bank 500  

 Cr Financial Asset (Investment in bonds)  500 
 Coupon received on bonds   

    
5 Dr Fair value adjustment (OCI) 522  

 Cr Financial Asset (Investment in bonds)  522 

Adjusting carrying amount of financial asset to its fair value 
Fair value at year end = R10 289 { FV=R10 000; Pmt = R500; i = 4.2%;  n = 4; PV = -R10 289} 
Carrying amount at year end = R10 000 + R1 000 +  R311 – R500 (coupon) = R10 811 
Fair value adjustment (R10 289 – R10 811) 
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  DR CR 
31 Dec 

2015 
   

6 Dr Financial Asset (Investment in bonds) 306  
 Cr Interest Income  306 

 Using the “amortised cost” carrying amount of the asset at the beginning of the year.  
Interest income = R10 811 x 2.83% 

    

7 Dr Bank 500  
 Cr Financial Asset (Investment in bonds)  500 

 Coupon received on bonds   

    
8 Dr Financial Asset (Investment in bonds) 471  

 Cr Fair value adjustment (OCI)**  471 
Adjusting carrying amount of financial asset to its fair value 
Fair value at year end = R10 566 { FV=R10 000; Pmt = R500; i = 3.5%;  n = 3; PV = -R10 566} 
Carrying amount at year end = R10 289 (CA ‘Fair value’ at BOY) +  R306 (interest) – R500 (coupon) 
= R10 095 
Fair value adjustment (R10 566 – R10 095) 

** Upon sale/de-recognition of a debt investment measured at fair value through other comprehensive income, 

this mark to market reserve / fair value adjustment is reclassified to profit or loss (B5.7.2). 

 

 

Because of the dual nature of a debt instrument measured at fair value through other comprehensive  

income (i.e. being held with the objective of receiving contractual cash flows of interest  and principle 

AND being held “for sale”), the recognition of this asset in the financial statements must reflect this dual 

nature.  Firstly, all the entries that normally would be processed through profit/loss had the asset been 

held solely on the amortised cost model must still be shown (i.e. interest income using the effective 

interest rate).  In the statement of financial position, however, it is necessary to reflect the asset at fai r 

value as it is also held “for sale”.  To the extent that the carrying amount of the asset differs to its fair 

value (at year end), the re-measurement adjustment must be shown through “other comprehensive 

income”.  (See also IFRS 9 para B5.7.2). 

 

 

MEASUREMENT OF DERIVATIVE INSTRUMENTS 

There are two broad-categories of derivatives, these being 1) forward contracts to fix a future price and 

2) options (or the right to) buy or sell a particular instrument in the future at a specified price.    

Derivatives are often (but not always) settled net in cash. 

Forward contracts normally do not have any value at inception.  This is because they are structured in 

such a way that the present value of the anticipated future net cash flows is zero.  (Swaps and Forward 

exchange contract are a type of forward contract). 
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Options do normally have a value at inception as the holders of the option have the right to walk away 

from the transaction if it is unfavourable to them, leaving the issuer to bear the full loss.  In other words, 

the present value of the anticipated future net cash flows does not necessarily equal zero at inception, 

as the holder does not bear any potential future losses.  To compensate the issuer for any potential 

future loss on the option, the value of the option calculated at inception is payable by the  holder.  This is 

referred to as the option premium. 

 

Example 9: Measurement of derivative instruments (IFRS 9: para 4.1.4, 5.1.1, 5.2.1) 

Company M believes that the price of gold is expected to increase over the next few months and has 

entered into a contract to purchase 1 000 ounces of gold for a fixed price of $1 700.  Company M 

entered into the contract on 30 November 2015 and the settlement date is 30 April 2016.  The contract 

will be net settled (by the difference between the agreed price of $1 700 and the spot price at 30 Apri l  

2016). 

The fair value of the contract at year end (31 December 2015) is $200. 

Assume a constant exchange rate of R14:$1. 

 

You are required to: 

Prepare the journal entry that company M is required to process for the year ended 31 December 2015. 

  DR CR 

1 Dr Forward contract (receivable) 2 800  
 Cr Gain on forward contract (P/L)  2 800 

 Recording derivative at fair value at year end, with changes in fair value to profit or loss  
$200 x R14 =R2 800 

 

 

 

What are the implications of a forward contract (or option contract) being settled net or gross (i.e. by 

taking physical delivery)? 

The contract would meet the definition of a derivative, per IFRS 9, regardless of whether it was settled 

gross (i.e. by physical delivery of the underlying item) or net (i.e. the difference between the agreed 

price and the spot price at date of settlement, either settled in cash or another financial instrument) .  

However, where the contract is settled by physical delivery of a non-financial instrument (e.g. gold), this 

falls out of the scope of IFRS 9 as it is an executory contract.  Derivative contracts that are settled NET 

(in cash or other financial instrument) are normally within the scope of IFRS 9 and are measured at fai r 

value through profit or loss. 
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HYBRID CONTRACTS WITH FINANCIAL ASSET HOST 

Example 10:  Hybrid contract with financial asset host (IFRS 9 para 4.3.2) 

On 1 January 2015 Company D purchased 1 000 7% convertible debentures in FZ Limited at R1 000 each.  

The debentures are convertible into 1 000 ordinary shares of FZ limited, at the option of the holder 

(Company D) on 31 December 2019.    

The market related interest offered on similar debentures (without the conversion option) is 8% on         

1 January 2015.  The market related interest on the FZ Limited’s convertible debentures is 7% on             

1 January 2015 and 6.4% on 31 December 2015. 

 

You are required to: 

Prepare the journal entries that Company D is required to process for the year ended 31 December 

2015. 
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WORKINGS (not all are required for your solution): 

 

Convertible debenture   

Debenture 
(without conversion option) 

 
BOY EOY   BOY EOY 

Future value            1 000 000             1 000 000            1 000 000         1 000 000  

Payment                  70 000                   70 000                 70 000               70 000  

n 5 4   5 4 

interest 7% 6.4%   8% 8% 

   
  

  Present value R -1 000 000 R -1 020 602   R -960 073 R -966 879 
 

 

PART 3:  
IMPAIRMENT OF DEBT INSTRUMENTS 
(IFRS 9: Chapter 5.5) 

 

This section deals specifically with the impairment of debt instruments.  The impairment model 

described in IFRS 9, chapter 5.5 applies only to debt instruments measured in accordance with either 

the amortised cost model or at fair value through other comprehensive income (which includes the 

amortised cost model).  Furthermore, the impairment model does not apply to any instrument that i s 

fully measured at fair value through profit or loss.  This is because the fair value of a financial asset is an 

exit “selling” price that already includes the effect of assumptions that market participants would have 

made regarding credit risk.   

 

The examples in this section are listed below: 

Example 11:  Expected credit loss allowance where change in level of credit risk, from date of purchase 

of instrument, is insignificant. 

Example 12:  Life-time expected losses  

Example 13:   Trade receivables 

Example 14: Credit impaired financial asset – no modification of contractual terms 

Example 15:   Purchased credit-impaired financial asset 

Example 16:   Originated credit impaired financial asset – Modification of contractual terms 

Example 17:   Re-negotiated financial asset with no credit-impairment 
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Table 1 and 2 below depict a brief summary of the section on impairments.  

Table 1:  Implications of increases in significant levels of credit risk (from the initial recognition of the 

financial asset)*.   

*except for trade receivables / lease receivables or contract assets  

No significant increase in 
credit risk 

Significant increase in credit 
risk 

Credit – impaired financial 
asset (detrimental event has 

occurred) 
 5.5.3  

Performing Under-performing Non-performing (eg defaulted 
on payments) 

 
Expected credit loss allowance calculated as follows: 

12 month Lifetime Lifetime 

 

Interest revenue recognised from the date of change in credit risk: 
On gross carrying amount On gross carrying amount On amortised carrying amount 

(gross less expected credit loss 
allowance) 

 
Discount rate used to calculate interest revenue: 
Original effective interest rate Original effective interest rate Original effective interest rate 

Example 11 Example 12 Example 14 
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Table 2:  Effect of modifications 

 Modifications that DO NOT 
result in de-recognition of 

assets 

Modifications resulting in de-recognition 
of financial assets 

  Assets that are NOT 
credit-impaired 

Credit-impaired 
assets 

Assessment of 
whether modification 
was due to under-
performing/ credit-
impaired assets 

No change in the fair value of 
the asset before and after the 

modification 

Value of asset after the modification must 
be less than the value of the asset before 

the modification. 

P/L impact of 
modification 

New discounted contractual 
cash-flows may be different 

to the carrying amount of the 
asset.  The difference is 

recognised as a modification 
gain/loss 

Difference between carrying amount and 
fair value of the asset must be recognised 

as an impairment loss and a de-
recognition event 

Effect on cash flows New contractual cash flows New contractual cash flows 
Effect of modification 
on original financial 
asset 

Original financial asset is 
merely re-measured 

Deemed to be a new financial asset 
recognised at fair value 

Date of initial 
recognition 

Initial recognition is original 
date of purchase 

Initial recognition is the date of 
modification 

Effective interest rate 
used 

Original effective interest 
rate used 

Effective interest 
rate recalculated as 
the rate to discount 

the new 
contractual cash 
flows to the fair 
value at date of 

modification 

Credit- adjusted 
effective interest 
rate calculated as 

the rate to discount 
the new expected 
cash flows to the 

fair value at date of 
modification 

Interest revenue based 
on gross/net carrying 
amount 

Dependent on change in level 
of credit risk (table 1 above) 

Dependent on 
change in level of 
credit risk (table 1 

above) 

Calculated on 
amortised cost 

Expected credit loss 
allowances 

Expected credit loss 
allowance re-calculated at 

each reporting date 

Expected credit loss 
allowance re-

calculated at each 
reporting date 

Changes to life-
time expected 

credit loss 
allowance only. 

 Example 17  Example 16 
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Example 11: Expected credit loss allowance where change in level of credit risk, from date of purchase 

of instrument, is insignificant (IFRS 9 para 5.2.2, 5.5.1, 5.5.5, 5.5.8-5.5.10, 5.5.17) 

(Based on example 7 and example 8 above, with the additional complexity of the expected credit loss 

allowance) 

On 1 January 2014, Company B purchased 100 5 year, R100 bonds from TP Limited at par.  The bonds 

are redeemable at par and bear interest at 5% per annum.  The market rate on equivalent bonds i s 5% 

on 1 January 2014 and 4.2% on 31 December 2014.   

On 1 January 2014, Company B incurred direct costs on this transaction of R1 000. 

 

In this example, the following assumption has been made: 

On 1 January 2014, the risk of TP defaulting on payments to Company B was assessed as low (2%).  At 

the end of the year (31 December 2014) the risk of default remained low, at 4%. 

 

You are required to: 

1. Prepare the journal entries that Company B is required to process in respect of the purchased 

bonds for the year ended 31 December 2014 assuming the asset is held at amortised cost. 

2. Prepare the journal entries that Company B is required to process in respect of the purchased 

bonds for the year ended 31 December 2014 assuming the asset is held at fair value through 

other comprehensive income. 

(See also IFRS 9: 5.5.2, 5.7.10; IE 78 - Example 13) 

 

Solution: 

Part 1:  Measurement:  Amortised cost 

  DR CR 
1 Dr Financial Asset (Investment in bonds) 10 000  

 Cr Bank  10 000 
 Bonds are recognised at fair value (present value of future cash flows).   

FV=R10 000; Pmt = R500; i = 5%; n = 5; PV = -R10 000 

    
2 Dr Financial Asset (Investment in bonds) 1 000  

 Cr Bank  1 000 
 Transaction costs recognised as part of carrying amount of bond   

    

3 Dr Financial Asset (Investment in bonds) 311  
 Cr Interest Income  311 

Interest earned (R11 000 x 2.83%) 
Effective interest rate must be re-calculated due to recognition of transaction costs as part of 
asset. FV= R10 000; Pmt = R500, n=5; PV = -R11 000, therefore i =2.83% 
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4 Dr Bank 500  

 Cr Financial Asset (Investment in bonds)  500 
 Coupon received on bonds 

    

5 Dr   

 Cr   

    

 Recognition of expected credit losses   

 

Part 2: Measurement:  Fair value through other comprehensive income  

  DR CR 

1 Dr Financial Asset (Investment in bonds) 10 000  
 Cr Bank  10 000 

 Bonds are recognised at fair value (present value of future cash flows).   
FV=R10 000; Pmt = R500; i = 5%; n = 5; PV = -R10 000 

    
2 Dr Financial Asset (Investment in bonds) 1 000  

 Cr Bank  1 000 
 Transaction costs recognised as part of carrying amount of bond  

    
3 Dr Financial Asset (Investment in bonds) 311  

 Cr Interest Income  311 

Interest earned (R11 000 x 2.83%). Effective interest rate must be re-calculated due to recognition 
of transaction costs as part of asset. FV= R10 000; Pmt = R500, n=5; PV = -R11 000, thus i =2.83% 

    

4 Dr Bank 500  
 Cr Financial Asset (Investment in bonds)  500 

 Coupon received on bonds   
    

5 Dr Fair value adjustment (OCI) 522  
 Cr Financial Asset (Investment in bonds)  522 

Adjusting carrying amount of financial asset to its fair value. Fair value at year end = R10 289          
{FV=R10 000; pmt = R500; i = 4.2%;  n = 4; PV = -R10 289}. Carrying amount at year end = R10 000 + 
R1 000 +  R311 – R500 (coupon) = R10 811. Fair value adjustment (R10 289 – R10 811) 
    

6 Dr   

 Cr   

    

 Recognition of expected credit losses (IFRS 9, para 5.5.2)   
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1.  Would you be required to determine an expected credit loss allowance if asset was measured 

at fair value through profit or loss?  Why? 

 

 

 

 

2. With debt instruments measured at fair value through other comprehensive income, why would 

the credit side of the expected credit loss journal be recognised to “other comprehensive 

income” instead of to the “expected credit loss allowance”? 

 

 

 

3.  What would happen to any amount previously recognised to “other comprehensive income” i f  

the financial asset measured at fair value through other comprehensive income was sold? 

 

 

Example 12: life-time expected losses (IFRS 9, para 5.5.3 – 5.5.4, 5.5.17) 

On 1 January 2014, Company B purchased 100 5 year, R100 bonds from TP Limited at par.  The bonds 

are redeemable at par and bear interest at 5% per annum.  The market rate on equivalent bonds i s 5% 

on 1 January 2014 and 4.2% on 31 December 2014.   

On 1 January 2014, Company B incurred direct costs on this transaction of R1 000. 

 

In this example, the following assumption has been made: 

On 1 January 2014, the risk of TP defaulting on payments to Company B was assessed as low (2%).  At 

the end of the year (31 December 2014) the risk of default increased significantly to 20%. 

 

You are required to: 

Prepare the journal entries that Company B is required to process in respect of the expected credit 

losses for the year ended 31 December 2014 assuming the asset is held at amortised cost. 
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  DR CR 
1 Dr impairment 2 162  

 Cr Expected Credit Loss Allowance  2 162 
 Life time expected credit losses   

 

Calculation of present value of life-time expected credit losses 

Expected loss on future value = R2 000 (R10 000 x 20%) 

Expected loss on future payments = R100 (R500 x 20%) 

n = 4 

i = 2.83% 

PV = -R2 162 

 

 

How would the expected credit loss allowance be measured (i.e. lifetime or 12 month) if in the following 

year (31 December 2015), the credit risk reduced back to 2% (IFRS 9, para 5.5.5; 5.5.7 & 5.5.8)? 

 

 

 

Example 13:  Trade receivables (IFRS 9: para 5.5.15, IE 74 - example 12) 

On 31 December, Macaroon had trade receivables totalling R20 000 000.  There is no significant 

financing component on the receivables.   

Below is a “provision matrix” depicting the age of all the receivables with the exception of R300  000 

which was identified as irrecoverable. 

Macaroon uses the following provision matrix to determine the lifetime ECL for all trade receivables.  

 Not past 

due 

1 – 30 

days past 

due 

31 – 60 

days past 

due 

61 – 90 

days past 

due 

> 90 days 

past due 

TOTAL 

Gross carrying amount 

 

R6,500,000 R4,600,000 R4,800,000 R2,000,000 R1,800,000 R19 700 000 

Lifetime expected credit 

loss (%) 

0.5% 1.5% 3.5% 7% 10.5%  

Lifetime expected credit 

loss  (R) 

R32,500 R69,000 R168,000 R140,000 R189,000 R598 500 
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You are required to: 

1.  Prepare the journal entries required on 31 December 2014 relating to the impairment of trade 

receivables 

 

  Dr Cr 

1 Dr   
 Cr   

    
    

2 Dr   
 Cr   

    

 

 

Example 14:  Credit impaired financial asset – no modification of contractual terms (IFRS 9: para 5.4.1 

(b), 5.4.4, Appendix A) 

On 1 January 2014, Company B purchased 100 5 year, R100 bonds from TP Limited at par.  The bonds 

are redeemable at par and bear interest at 5% per annum.  The market rate on equivalent bonds i s 5% 

on 1 January 2014 and 4.2% on 31 December 2014.   

On 1 January 2014, Company B incurred direct costs on this transaction of R1 000. 

 

In this example, the following assumption has been made: 

On 1 January 2014, the risk of TP defaulting on payments to Company B was assessed as low (2%).  At 

the end of the year (31 December 2014) the risk of default increased significantly to 20%.  Furthermore, 

TP defaulted on its first payment of R500 due on 31 December 2014. 

The risk of default remained at 20% for the year ended 31 December 2015. 

 

You are required to: 

1. Prepare the journal entry that Company B is required to process in respect of any impairment 

for the year ended 31 December 2014 assuming the asset is held at amortised cost. 

2. Prepare the journal entries that Company B is required to process for the year ended 31 

December 2015.  
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Part 1: 

  DR CR 
1 Dr impairment 500  

 Cr Financial Asset  500 
 De-recognition of R500 receivable at 31 December 2014   

    
2 Dr impairment 2 162  

 Cr Expected Credit Loss Allowance  2 162 

 Life time expected credit losses   
 

Part 2: 

  DR CR 
3 Dr Financial Asset (Investment in bonds) 245  

 Cr Interest Income  245 
 Amortised cost at year end = R8 649 (R10 811 – R2 162) 

Gross carrying amount = 10 811 (10 000 + 1 000 + 311 – 500) 
Interest income = R8 649 x 2.83% (this is because the asset is credit-impaired). 

    
4 Dr Expected Credit Loss Allowance 39  

 Cr impairment  39 
 Adjustment to life-time expected credit losses   

 

Calculation of present value of life-time expected credit losses 

Expected loss on future value = R2 000 (R10 000 x 20%) 

Expected loss on future payments = R100 (R500 x 20%) 

n = 3 

i = 2.83% 

PV = -R2 123 

(R2 162 (PY ECLA) - R2 123 = Decrease of R39) 

 

 

Example 15:  Purchased credit-impaired financial asset (IFRS 9: para 5.4.1 (a), 5.4.4, 5.5.13, B5.4.7, 

Appendix A) 

Macaroon has purchased a loan owing to GMac. The principle amount of the loan is R100,000 and the 

interest rate charged is 15% p.a.  The loan falls due on 31 December 2017. 

GMac had been struggling to recover the interest payments on the loan and therefore sold the loan to 

Macaroon (who is known for their effective debt collection strategies).  Macaroon purchased this loan 

for its fair value of R80,000 on 1 January 2014 (being the gross carrying amount of R100,000 less 

expected credit losses of R20,000). 
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At 1 January 2014 Macaroon expected to recover R10 000 of the annual interest and 70% of the 

principle amount when it falls due.  At 31 December, Macaroon did in fact receive an interest payment 

of R10 000 on the loan. 

On 31 December 2014, Macaroon re-assessed the credit risk of the loan and estimated that only R8,000 

of interest would be received annually and only 65% of the principle will be recovered on due date.   

 

You are required to: 

Prepare the journal entries required by Macaroon for the year ended 31 December 2014.  

  DR CR 

1 Dr Financial Asset 80 000  
 Cr Bank  80 000 

 Purchase of loan for cash   
    

2 Dr Financial Asset 7 840  
 Cr Interest income  7 840 

Recognition of interest income on amortised cost using the credit adjusted effective interest rate 
(9.8% x R80,000) 

    
3 Dr Bank 10 000  

 Cr Financial Asset  10 000 
 Receipt of “interest” (coupon) payments   

    
4 Dr impairments 8 768  

 Cr Expected credit loss allowance  8 768 

 Only life-time expected credit losses on purchased credit-impaired assets. 
 

Using expected Cash flows: 

FV = R100 000 x 70% 

Pmt = R10 000 

N = 4 

PV = (R80 000) 

Therefore i (credit-adjusted effective interest rate) = 9.80% (rounded) 

 

Calculation of expected credit-loss allowance at 31 December 2015 

Expected change in cash-flows from initial recognition: 

FV = 100 000 x 5% (expectation that cash flows will decrease from 70% to 65%) 
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Pmt = R2 000 (expectation that interest payments will decrease from R10 000 to R8 000) 

N = 3 

i = 9.8% 

PV = R8 768 

 

Example 16:  Originated credit impaired financial asset – Modification of contractual terms (IFRS 9: 

para 5.4.1 (b), 5.5.13, B5.5.25-B5.5.26) 

On 1 January 2014, Company B purchased 100 5 year, R100 bonds from TP Limited at par.  The bonds 

are redeemable at par and bear interest at 5% per annum.  The market rate on equivalent bonds i s 5% 

on 1 January 2014 and 4.2% on 31 December 2014.   

On 1 January 2014, Company B incurred direct costs on this transaction of R1 000. 

 

In this example, the following assumption has been made: 

On 1 January 2014, the risk of TP defaulting on payments to Company B was assessed as low (2%).  TP 

defaulted on its first payment of R500 due on 31 December 2014.   At this stage, Company B and TP 

renegotiated the terms of bonds and agreed that TP would only pay the amounts due on 31 Decem ber 

2018 (ie. final payment of R500 + principle amount due of R10 000). 

The risk of default on the renegotiated payments was assessed at 20% on 31 December 2014 and at 

25% on 31 December 2015.  

Similar instruments (to the post-negotiated bonds) were yielding market related interest of  7.8% at 31 

December 2014.  

 

You are required to: 

1. Prepare the journal entry that Company B is required to process in respect of any impairment 

for the year ended 31 December 2014 assuming the asset is held at amortised cost. 

2. Prepare the journal entries that Company B is required to process for the year ended 31 

December 2015.  

 

Before answering this part of the question it is necessary to understand the following principles: 

1. A detrimental event has occurred (default in payment has occurred and significant risk of 

default remains once asset is modified).  This is therefore an originated credit- impaired asse t 

(IFRS 9 para B5.5.26). 
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2. The terms of the asset have been re-negotiated deeming the “resultant” asset to be a “NEW 

financial asset” (IFRS 9 para B5.5.25). 

3. The originated credit-impaired asset or “new financial asset that is measured at amortised cost  

has the following characteristics: 

a. Measured at fair value at inception (the original asset must therefore be impaired to 

fair value) - i.e. de-recognition. 

b. Effective interest rate is calculated (a new effective interest rate must be calculated on 

this asset). 

4. The effective interest rate used for this asset is called a “CREDIT-ADJUSTED” effective interest 

rate as it discounts the EXPECTED cash flows (as opposed to the contractual cash flows) to the 

fair value of the instrument at its origination. 

 

Part 1: 

31 Dec 2014  DR CR 

1 Dr impairment 4 591  
 Cr Financial Asset  4 591 

Fair value of new asset =R6 220 (CF0=0; CF1=0; CF2=0; CF 3=0; CF 4=(10 500 x 80%); i = 7.8%,  
NPV = R6 220).  Carrying amount of original asset = R10 811 (R10 000 + 1 000 + 311 – 500) 
 
De-recognition of R4 591 (R10 811 – R6 220) at 31 December 2014. 
 

Part 2: 

31 Dec 2015  DR CR 
3 Dr Financial Asset (Investment in bonds) 485  

 Cr Interest Income  485 

 Amortised cost at year end = R6 220 
Interest income = R6 220 x 7.8% (this is because the asset is credit-impaired). 

    

4 Dr Impairment 419  
 Cr Expected credit loss allowance  419 

 Life-time expected credit-loss allowance calculated as change in expected cash flows: 
(CF0=0; CF1=0; CF2=0; CF 3=(10 500 x 5%); i = 7.8%, NPV = R419). 
 

 

1. Is it possible for a financial asset to be re-negotiated, de-recognised, but not credit-impaired 

going forward (IFRS 9 para B5.5.26)? 

 

 

 

2. Is it possible for a financial asset to be re-negotiated but not de-recognised (IFRS 9 para 5.4.3)? 
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BRIEFLY DISCLOSURE 

In terms of IFRS 7, there are three main areas of disclosure.  Firstly, it is essential to disclose the 

category (or type of financial instrument one is dealing with, for example a debt or equity instrument, or 

what type of a debt instrument) and to disclose its impact on both the statement of financial  posi tion 

and statement of profit or loss and other comprehensive income.    Refer to IFRS 7 paragraphs 8, 20 and 

20A. 

Secondly, the basis of determining the fair value of the instrument must be discussed, as well as the fai r 

value of the instrument at the reporting date (if the instrument is not naturally measured at fair value) .   

Refer to IFRS 7 paragraphs 25 to 27 and 29 to 30. 

Finally, it is necessary to disclose the financial risks associated with the instrument.  These include credit 

risk, market risk, liquidity risks etc.  Refer to IFRS 7 paragraph 16, 36 – 38 and 31-34 for disclosures on 

credit risk.  

 

Briefly, the following questions should be discussed:  

Qualitative disclosures 
1. What is my exposure and how does it arise? 
2. What are my objectives, policies and processes for managing the risk? 
3. How do I measure the risk? 
4. Have any of the above changed since last year? 

 

 

*This summary was obtained from a power point presentation in August 2012, by Elizabeth Schoonees 

of PriceWaterhouseCoopers. 
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PART 4:   
FINANCIAL LIABILITIES AND EQUITY 
The section that follows illustrates the distinction, classification and presentation of financial liabilities 

and equity instruments (issued/to be issued by the entity in question). 

 

The examples in this section are listed below: 

Example 18:  Credit losses in financial liabilities measured at FVTPL 

Example 19:  Hybrid contract with financial liability host 

Example 20:  Classification of preference shares 

Example 21: Written options over own shares (equity) 

 

 

 

Example 18:  Credit losses in financial liabilities measured at FVTPL (IFRS 9: para 5.7.7, IE 1 to IE 5) 

On 1 January 20X1, Entity A issued a 10-year bond with a par value of R150 000 and an annual fixed 

coupon of 8%, which is also the market rate for similar bonds at the date of issue.   The market rate  on 

these bonds (which is payable at 31 December) is based on the JIBAR of 5% + 3% “credit risk of entity 

A”. 

By the end of the year, JIBAR had decreased to 4.75% and consequently bonds with a similar credit ri sk  

to those issued at the beginning of the year were trading at 7.75% (JIBAR of 4.75% + 3% “credit risk”).   

The credit quality of Entity A deteriorated by the end of the year.  Consequently, its’ credit risk 

increased and Entity A’s bonds were in fact trading at 7.85% (JIBAR of 4.75% + 3.1%) on 31 December 

20X1. 

Assume that these bonds are measured at fair value through profit and loss. 

 

You are required to: 

prepare the journal entries of Entity A for the year ended 31 December 20X1.  
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  DR CR 
1 Dr Bank 150 000  

 Cr Bond Liability  150 000 
 Initial recognition of bond liability    

    

2 Dr Bond Liability 12 000  
 Cr Bank  12 000 

 Payment of coupon at year end   
    

3    
    

    

    
    

    
    

 

 

Workings 

 Fair value at 1 Jan 20X1 Fair value at 31 Dec 
20X1 (using original 
credit risk) 

Fair value at 31 Dec 
20X1 (using entity A’s 
credit risk at year end) 

Future value 150 000 150 000 150 000 
Payment 12 000 12 000 12 000 

No. periods 10 9 9 
Interest rate 8% 7.75% 7.85% 

Present value R -150 000.00 R -152 367.13 R -151 414.36 
 

 

The carrying amount of the financial liability at year end is R138 000 (R150 000 – R12 000 coupon). 

In terms of para B5.7.18 the difference between the carrying amount of R138 000 and the fair value 

using the “original credit risk” represents changes in fair value due to market fluctuations and should be 

recorded through P/L.  The difference between this fair value and the actual value of Entity A’s bonds i s 

a result of the deterioration in the credit quality of the bond and should therefore be recognised 

through OCI. 

 

  

1.  Why do you think the standard setters introduced this “seemingly disparate” manner in which 

to recognise the fair value movement in the issued bond?  In other words, why is a portion of 

the change in value recognised through P/L and the remaining portion recognised through OCI? 
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Example 19:  Hybrid contract with financial liability host (IFRS 9: para 4.3.2; IAS 32: para 28, AG 30 - 31 

and IE34 – 36 (Example 9). 

On 1 January 2015 FZ Limited issued 1 000 7% convertible debentures to Company D at par value of      

R1 000 each.  The debentures are convertible into 1 000 ordinary shares of FZ limited, at the option of 

the holder (Company D) on 31 December 2019.   If not converted, the options will be redeemed at par 

on 31 December 2019. 

The fair value of the debentures (without the conversion option) is R960 000 and R983 000 on            1 

January 2015 and 31 December 2015 respectively.  The fair value of the conversion option is R40 000 

and R37 000 on 1 January 2015 and 31 December 2015 respectively.   

 

You are required to: 

Prepare the journal entries that FZ limited is required to process for the year ended 31 December 2015. 

 

  Dr Cr 
 Dr Bank 1 000 000  

 Cr Financial Liability  960 000 
 Cr Equity  40 000 

 

 

1. How would the solution change if the debentures were convertible into a variable  number of  

shares in FZ Limited totalling the value of the outstanding principle amount of R1 million? 

 

 

 

 

 

2. How would the solution change if the debentures were convertible into shares of ABC Limited 

instead of shares in FZ Limited? 
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Example 20:  Classification of preference shares 

Entity P has approached you to assist them with the classification of the following financial instruments:  

1. One million 5%, non-cumulative, non-redeemable R1 preference shares.  Dividends are  at the 

discretion of the issuer (IAS 32 AG26). 

2. One million 2%, cumulative, redeemable R1 preference shares (IAS 32 AG25). 

3. One million 3%, non-cumulative, redeemable R1 preference shares.  Redemption is  

a. Mandatory (IAS 32 AG25 & AG 37) 

b. At the option of the holder (IAS 32 AG25 & AG 37) 

c. At the option of the issuer (IAS 32 AG25 & AG 37) 

 

4. One million 4%, non-cumulative R1 preference shares, convertible into R1 million worth of 

ordinary shares (IAS 32 AG37).  

 

Please note, that I have not included a scenario where the preference shares are cumulative and 

non-redeemable.  This is because these instruments should not exist in practice as companies are  

not normally keen on committing themselves to perpetual dividend payments. 

 

You are required to: 

Discuss how the dividend and the principle on the preference shares should be classified under each 

scenario above. 

 

 

1  

  

2  

  

3a  

  

3b  
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3c  

  

4  

  

 

Example 21:  Written options over own shares (IFRS 9:  Appendix A; IAS 32: para 22-23, IE 20 - example 

4, IE 30 - example 6) 

JTM Limited sold written option over its own shares as follows: 

1. 10 000 written call options were sold to existing shareholders on 1 January 2015 for R30 each.  

The options are exercisable on 1 January 2018 into 10 000 ordinary shares at R15 each.  The fai r 

value of the options at 31 December 2015 is R35 each. 

2. 5 000 written put options were sold to existing shareholders on 1 January 2015 for R18 each.  

The options have an exercise price of R65 and grant the holders the right to sell 5 000 ordinary  

shares back to JTM Limited on 1 January 2018.  The fair value of the options at 31 December 

2015 is R12 each. 

Where necessary assume a discount rate of 5%. 

If and when the options are exercised, they are settled by the physical delivery of the shares (gross 

settlement). 

 

You are required to: 

1. Prepare the journal entries that JTM Limited would be required to process for the year ended 

31 December 2015 relating to both the written call options and the written put options.  

 

Written call options 

  Dr Cr 

1 Dr Bank 300 000  
 Cr Equity  300 000 

 10 000 options x R30   
 

Discuss why the above entry was recognised and why no other entries were recorded?  
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Written put options 

  Dr Cr 
1 Dr Bank 90 000  

 Cr Equity  90 000 
 5 000 options x R18   

    
2 Dr Equity 280 747  

 Cr Liability  280 747 

 IAS 32, para 23 
FV = 5 000 x R65; n = 3; i = 5%, PV = R280 747 

  

    

3 Dr Finance charges 14 037  
 Cr Liability  14 037 

 R280 747 x 5%   
 

 

How would the above two scenarios change if the underlying derivative instrument was a forward 

contract and not an option contract?  Refer to IAS 32, example 1 (IE5) and example 2 (IE 10) for a similar 

example using forward contracts as opposed to options. 


