FINANCIAL ASSETS (INSTRUMENTS)
According IFRS9 Financial assets classification is based upon two tests:

· Cash flow characteristic test – Is it a simple loan?

· Business model test – What the entity intend to do: To keep or to trade?

If one of the tests fails then the assets are measured at Fair value (use journals)

If the asset succeeds both tests then amortised cost is used (table)
June 2009 Q2 mix

i) 100 bonds, interest paid arrears 6%, without conversion 9%, issue cost $1m, at maturity converted to 25m shares of $1.
FINANCIAL LIABILITY
IFRS asks the following question:
What is the intend of the company: to keep (amortised cost) or to trade (fair value) the liability?
However, the intend to trade the financial liability is very rare. Therefore, financial liability almost always carried at amortised cost.

INITIAL VALUE

The initial value of debt comes from DCF:


Year
cash flow (6%)
discount factor (1/1.0938)      present value


1
6,000
0.9142

5485.46



2
6,000
0.8358

5014.81

3
106,000
0.7641

8,0997.26



                  Initial value:
91,498
CASH FLOW

But initial cash flow is greater giving the following:

DR BANK (100-1)

$99m

CR DEBT (liability)
$91.5m
CR EQUITY

$7.5m (conversion reserve)

UNWINDING

The debt then unwinds as following:


Year
opening
interest (I/S)9.38%
instalment(CFS)
closing (B/S)


1
91,498
8,583
(6,000)
94,081

2
94,081
8,825
(6,000)
96,906

3
96,906
9,157
(6,000)
100,000

CONVERSION

At maturity all the bond were converted

DR DEBT (liability)

$100m

CR SHARE CAPITAL (nominal)

$25m  - given always
CR SHARE CAPITAL (premium)
$75m 

CONVERSION RESERVE

Of course this must go at the point of conversion (maturity)

Conversion
Transfer
Yes

to share capital (premium)
No

to retained earnings

So the following is recorded

DR CONVERSION RESERVE

$7,5m

CR SHARE CAPITAL (premium)
$7.5m
ii) Aron held 3% of shares in Smart FV $5m, Smart was taken over by Given, Given offered $5.5m for the shares. Cumulative gain $0.4
STRATEGIC EQUITY

This strategic equity (shares) is carried FVTOCI.

GAIN (Given point of view)

The take over causes a leap in share value over the final day of the year:

DR INVESTMNET (Smart) 

$0.5m

CR STRATEGIC EQUITY GAIN          $0.5m

SHARE SWAP

Then we have the shares swap

DR INVESTMNET (Given) 

$5.5m

CR INVESTMNET (Smart) 
             $5.5m

TRANSFER

Finally, we transfer the accumulated unrealised gain into realised reserve

DR STRATEGIC EQUITY RESERVE (B/S)(OCE)          $0.9m

CR RETAINED EARNINGS (B/S) (RE)

  $0.9m

iii) Foreign sub Gao held financial instruments that rise from 10mzl to 12mzl
IFRS 9 – test

Gao’s intend is to trade the financial instruments (speculative basis) and not to keep (collective basis). 

Therefore, the debt will be carried at fair value by Gao because the asset fails the Business model test.

YEAR END JOURNAL

The rise in value is increased as follows:

DR INVESMENT (FVTPL)

2m zloty   (gain on FI)

CR FINANCING (I/S)


2m zloty

GROUP FS
This effects the group as follows:

FS
rate

B/S
closing

I/S
average

B/S

So the year end asset would be:

INVESMENT (12zl/2)

$6m

I/S

And the gain would be

GAIN (2zl/2.5)


$0.8m

iv) $10m interest free loan to its employees, interest rate 6%

IFRS9 - tests

1. Cash flow characteristic test - this is a simple loan with interest rate (0%) and principal repayment ($10m) and nothing else.

2. Business model test – the intend must be to keep the asset (collection basis) because loans to individual employees are unassailable.
Hence, the assets will be carried at amortised cost.
INITIAL FAIR VALUE

We use discounted cash flow:


Year
cash flow
discount factor (1/1.06)      present value


1
0
0.943

0


2
10,000
0.890

8,900



                  Initial value:
8,900

UNWINDING

Then the asset unwinds as follows:


Year
opening
interest (I/S)
instalment(CFS)
closing (B/S)

1
8,900
534
(0)
9,434


2
9,434
566
(0)
10,000

