
Financial Instruments Standards A Guide
On Ias 32 Ias 39 And Ifrs 7

Financial  Instruments  Standards:  A
Guide  on  IAS 32,  IAS  39,  and IFRS 7
Understanding  financial  instruments  is  crucial  for  businesses  operating  in  a  globalized
economy. Navigating the complex world of financial reporting standards, particularly those
concerning financial instruments, requires a clear grasp of key pronouncements like IAS 32,
IAS 39, and IFRS 7. This guide provides a comprehensive overview of these standards,
clarifying  their  applications  and  highlighting  their  interrelationships.  We'll  explore  the
classification  of  financial  instruments,  hedge  accounting,  and  the  crucial  disclosures
mandated  under  IFRS  7.  Key  areas  include  financial  asset  classification,  debt  versus
equity, impairment of financial assets, and hedge accounting effectiveness.

Introduction to Financial Instrument Standards
International Financial Reporting Standards (IFRS) aim to harmonize accounting practices
worldwide. Three standards are particularly crucial for understanding how to account for
financial instruments:

IAS  32,  *Financial  Instruments:  Presentation*:  This  standard  dictates  how
financial  instruments  should  be  classified  as  either  financial  assets  or  financial
liabilities,  and  how  they  should  be  presented  in  the  financial  statements.  It
distinguishes  between  equity  and  debt  instruments.  A  core  aspect  of  IAS  32  is
determining  whether  a  financial  instrument  is  a  liability  or  equity.  For  instance,  a
convertible  bond  might  have  characteristics  of  both.
IAS  39,  *Financial  Instruments:  Recognition  and  Measurement*
(Superseded): While superseded by IFRS 9, understanding IAS 39 is crucial as many
companies still operate under its principles, and it provides valuable context for IFRS
9.  IAS  39  detailed  the  recognition,  measurement,  and  derecognition  of  financial
instruments, covering topics such as impairment and hedge accounting. This standard
was complex, leading to the development of IFRS 9.
IFRS  7,  *Financial  Instruments:  Disclosures*:  This  standard  sets  out  the
minimum  disclosure  requirements  for  financial  instruments.  It  mandates  detailed
information  about  the  nature  and  risk  exposures  arising  from  financial  instruments.
Effective  disclosures  are  vital  for  users  of  financial  statements  to  understand  the
financial  risks  and  position  of  the  entity.

Classifying Financial Instruments: The Heart of IAS 32
and IFRS 9
IAS  32  establishes  the  foundation  for  classifying  financial  instruments.  The  primary
distinction  is  between  financial  assets  and  financial  liabilities.  Financial  assets  represent
rights  to  receive  cash  or  another  financial  asset,  while  financial  liabilities  represent
obligations  to  deliver  cash  or  another  financial  asset.

This classification is not simply about the instrument's label, but its substance. For example,
a financial instrument labeled as a loan might actually represent equity if its terms give the
holder rights equivalent to equity ownership. This determination is fundamental for accurate
presentation and understanding of an entity's financial position. The subsequent accounting
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treatment  will  vary  significantly  depending  on  this  classification.  IFRS  9  builds  upon  this
foundation,  providing a more refined approach to the classification of  financial  assets  into
three categories:

Amortized Cost: Used for financial assets held primarily for collection of contractual
cash flows, where credit risk is low.
Fair  Value  Through  Other  Comprehensive  Income  (FVOCI):  Used  for  financial
assets held for both collection of contractual cash flows and selling purposes, where
the credit risk is not significant.
Fair  Value  Through  Profit  or  Loss  (FVTPL):  Used  for  financial  assets  held  for
trading purposes or those designated as FVTPL.

This  classification  impacts  the  measurement  and  reporting  of  these  assets  within  the
financial  statements.

Hedge Accounting Under IAS 39 and IFRS 9
Hedge accounting aims to offset gains and losses from hedging instruments with gains and
losses from hedged items. This is intended to provide a more accurate representation of an
entity’s  risk  management  strategy  and  its  impact  on  earnings.  IAS  39  established  a
framework  for  hedge  accounting,  requiring  rigorous  documentation  and  justification  for
designating hedges. The criteria for hedge accounting are stringent to prevent manipulative
practices.

IFRS 9 continues to permit hedge accounting but has streamlined some aspects of the
requirements.  Effective  hedge  accounting  requires  precise  documentation  and
demonstrable  effectiveness  in  mitigating  risk.  For  example,  a  company  might  use  a
currency swap to hedge against foreign exchange risk on a foreign currency loan. If the
criteria  for  hedge  accounting  are  met,  the  gains  and  losses  from  the  swap  will  be  offset
against gains and losses on the loan in the income statement. However, demonstrating
effectiveness requires ongoing monitoring and evaluation.

IFRS  7:  Transparency  in  Financial  Instrument
Disclosures
IFRS  7  significantly  enhances  the  transparency  of  financial  reporting  by  demanding
comprehensive  disclosures  regarding  financial  instruments.  The  disclosures  focus  on
providing users of financial statements with insights into the nature, risks, and management
of financial instruments. Key disclosures include:

Overview of the entity's financial risk profile:  This gives a broad picture of  the
organization's exposure to various risks.
Information  on  individual  financial  instruments:  Detailed  information  on
significant categories of financial assets and liabilities.
Qualitative  and  quantitative  information  on  financial  risk  management:
Explaining the entity's approach to managing financial risks.
Information regarding credit risk, liquidity risk, and market risk: A detailed
breakdown of the entity's exposure to these risks.

The primary goal of IFRS 7 is to improve the transparency of financial reporting by enabling
users  to  evaluate  an  entity's  financial  risk  profile.  Without  adequate  disclosures,  financial
statement  users  may  struggle  to  understand  an  entity's  true  financial  position  and  its
potential  vulnerabilities.

Conclusion: Navigating the Complexities of Financial



Financial Instruments Standards A Guide On Ias 32 Ias 39 And Ifrs 7

Financial Instruments Standards A Guide On Ias 32 Ias 39 And Ifrs 7
3

Instrument Standards
The standards governing financial instruments – IAS 32, IAS 39 (now superseded), and IFRS
7 – present considerable complexities. However, understanding their core principles and
their  interrelationships  is  crucial  for  accurate  financial  reporting.  Proper  classification  of
instruments,  rigorous  hedge  accounting  practices,  and  comprehensive  disclosures  are
essential for providing a transparent and fair picture of an entity's financial position and risk
profile.  The  ongoing  evolution  of  these  standards  underscores  the  importance  of  staying
updated  with  the  latest  requirements  and  interpretations  to  ensure  compliance  and
effective financial reporting.

FAQ
Q1: What is the difference between IAS 39 and IFRS 9?

A1:  IAS  39  was  the  previous  standard  for  the  recognition  and  measurement  of  financial
instruments. IFRS 9 replaced IAS 39, primarily to address concerns regarding the complexity
and inconsistencies in the application of IAS 39, particularly relating to impairment and
hedge  accounting.  IFRS  9  introduced  a  simplified  impairment  model  and  more  focused
hedge  accounting  criteria.

Q2: How does IFRS 7 impact financial statement users?

A2:  IFRS  7  enhances  transparency  by  mandating  detailed  disclosures  about  financial
instruments.  This  enables  users  to  better  understand  an  entity's  financial  risk  profile,
including its exposures to credit risk, liquidity risk, and market risk. It  allows for more
informed decision-making by investors, creditors, and other stakeholders.

Q3: What are the penalties for non-compliance with these standards?

A3:  Penalties  for  non-compliance  vary  by  jurisdiction  but  can  include  significant  financial
fines,  reputational  damage,  and  legal  action.  Inaccurate  financial  reporting  can  lead  to
investor  distrust  and  potentially  impact  access  to  capital  markets.

Q4: How are financial assets measured under IFRS 9?

A4:  IFRS  9  introduces  three  measurement  categories  for  financial  assets:  Amortized  cost,
FVOCI (Fair Value through Other Comprehensive Income), and FVTPL (Fair Value through
Profit  or  Loss).  The  choice  of  measurement  category  depends  on  the  business  model  for
managing the asset and the contractual terms.

Q5: What is the role of management judgment in applying these standards?

A5:  Management  judgment  plays  a  significant  role,  particularly  in  classifying  financial
instruments under IAS 32 and IFRS 9 and in determining the suitability of hedge accounting
under IFRS 9.  The application of  these standards requires careful  consideration of  the
substance over form of transactions.

Q6:  Are  there  any  specific  industries  where  these  standards  are  particularly
critical?

A6:  These  standards  are  critical  for  all  industries,  but  they  hold  particular  significance  for
financial  institutions  (banks,  insurance  companies),  as  well  as  companies  with  substantial
exposure to foreign currency risk, interest rate risk, or credit risk.

Q7: How often are these standards updated?

A7: The International Accounting Standards Board (IASB) continually reviews and updates
IFRS standards to reflect changes in the business environment and to address any emerging
issues. Therefore, staying current with updates is crucial for compliance.
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Q8: Where can I find more information about these standards?

A8:  The  official  source  for  IFRS  standards  is  the  IASB  website  (www.ifrs.org).  Many
accounting  firms  and  professional  bodies  also  offer  resources  and  guidance  on  the
application  of  these  standards.

Financial Instruments Standards: A Guide on IAS 32, IAS 39, and IFRS 7

Understanding the nuances of financial reporting can feel like traversing a thick jungle. For
companies dealing with a broad spectrum of financial instruments, the challenge becomes
even  more  substantial.  This  guide  will  illuminate  the  key  standards  governing  the
recognition  and  disclosure  of  financial  instruments  under  International  Financial  Reporting
Standards (IFRS): IAS 32, IAS 39, and IFRS 7. We will deconstruct these standards, providing
practical insights and examples to aid your understanding.

IAS 32: Financial Instruments: Presentation

IAS  32  forms  the  base  for  understanding  financial  instruments.  Its  primary  goal  is  to
establish criteria for designating financial instruments as either financial assets or financial
liabilities, and to specify how they should be displayed in the financial statements.

The essential  distinction lies in the attributes of  the agreement's  contractual  terms.  A
financial asset is a legally binding right to receive cash or another financial asset. A financial
liability,  conversely,  represents  a  legally  binding  obligation  to  deliver  cash  or  another
financial asset. Determining this distinction is essential for accurate financial reporting.

Consider  a  basic  example:  a  bank  loan.  For  the  borrower,  this  is  a  financial  liability  –  an
obligation to repay the principal and interest. For the lender (the bank), it's a financial asset
–  a  right  to  receive  future  cash  flows.  This  seemingly  simple  example  emphasizes  the
importance of correctly identifying financial instruments based on their underlying nature.

IAS 39: Financial Instruments: Recognition and Disclosure

IAS 39, superseded by IFRS 9, provided a comprehensive framework for the reporting,
assessment, and disclosure of financial instruments. While largely replaced, understanding
its  principles  remains  useful  for  past  financial  statements  and  for  comprehending  the
evolution  of  IFRS.

IAS 39 categorized financial instruments into four main categories based on their designed
use:

Held-to-maturity investments: Debt securities intended to be held until maturity.
Available-for-sale  financial  assets:  Securities  not  held  to  maturity  or  designated
as trading securities.
Loans and receivables: Financial assets that are not quoted in an active market.
Trading securities: Securities acquired principally for the purpose of selling in the
near term.

Each  category  had  specific  valuation  requirements.  For  example,  held-to-maturity
investments were measured at amortized cost, while trading securities were measured at
fair value with changes recognized in profit or loss. The complexity of IAS 39 arose from the
numerous measurement models and disclosure requirements applicable to each category.

IFRS 7: Financial Instruments: Presentations

IFRS  7  focuses  solely  on  the  disclosure  of  financial  instruments.  It  mandates  thorough
disclosures to allow users of financial statements to comprehend an company's exposure to
financial risk.

IFRS 7 requires information on the following:
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The nature and extent of an entity's financial instruments.
The risks arising from those instruments.
The entity's policies and processes for managing those risks.

The aim is transparency and to give users with sufficient information to judge the financial
health and stability  of  the reporting entity.  This  standard highlights the importance of
complete risk management and its impact on financial reporting.

Conclusion

IAS 32, IAS 39 (now superseded), and IFRS 7 form a critical part of the IFRS structure for
financial  reporting.  While  understanding  these  standards  can  be  challenging,  their  proper
application is crucial for exact and transparent financial reporting. By conforming with these
standards, companies enhance their credibility and develop trust with investors and other
stakeholders. The uniform application of these standards encourages consistency across
financial reports, simplifying better informed financial decision-making.

Frequently Asked Questions (FAQs)

Q1: What is the difference between IAS 39 and IFRS 9?

A1: IFRS 9 replaced IAS 39. The key difference lies in the classification and measurement of
financial assets, with IFRS 9 introducing a more principles-based approach and focusing on
the  entity's  business  model  and  the  contractual  cash  flow  characteristics  of  the  financial
asset.

Q2: Why are financial instrument disclosures so important?

A2: Detailed disclosures are vital for transparency and allow users to assess the entity's
financial risk exposure and its ability to manage that risk. This enhances informed decision-
making by investors and other stakeholders.

Q3: How can companies ensure compliance with these standards?

A3: Companies should invest  in robust  accounting systems,  develop clear policies and
procedures,  and  seek  professional  advice  when  needed  to  ensure  accurate  classification,
measurement,  and  disclosure  of  their  financial  instruments.  Regular  internal  audits  and
reviews  are  also  crucial.

Q4: What happens if a company doesn't comply with these standards?

A4: Non-compliance can lead to inaccurate and misleading financial statements, impacting
investor  confidence,  potentially  leading  to  penalties  from  regulatory  bodies,  and  harming
the company's reputation.
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