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IAS 32  Financial Instruments: Presentation 

 

INTRODUCTION  

 

Objective 
The stated objective of IAS 32 is to establish principles for presenting financial 
instruments as liabilities or equity and for offsetting financial assets and 
liabilities. 

Scope 

IAS 32 addresses this in a number of ways: 
 clarifying the classification of a financial instrument issued by an entity 

as a liability or as equity 
 prescribing the accounting for treasury shares (an entity's own 

repurchased shares) 
 prescribing strict conditions under which assets and liabilities may be 

offset in the SFP 

Application 

IAS 32 applies to those contracts to buy or sell a non-financial item that can be 
settled net in cash or another financial instrument, except for contracts that 
were entered into and continue to be held for the purpose of the receipt or 
delivery of a non-financial item in accordance with the entity's expected 
purchase, sale or usage requirements. 
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DEFINED TERMS  

 

Financial 
instrument 

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

Financial 
asset 

any asset that is: 
 cash; 
 an equity instrument of another entity; 
 a contractual right; 

 to receive cash or another financial asset from another entity; or 
 to exchange financial assets or financial liabilities with another entity 

under conditions that are potentially favourable to the entity; or 
 a contract that will or may be settled in the entity's own equity instruments 

and is: 
 a non-derivative for which the entity is or may be obliged to receive a 

variable number of the entity's own equity instruments 
 a derivative that will or may be settled other than by the exchange of a 

fixed amount of cash or another financial asset for a fixed number of the 
entity's own equity instruments. For this purpose the entity's own equity 
instruments do not include instruments that are themselves contracts 
for the future receipt or delivery of the entity's own equity instruments 

 puttable instruments classified as equity or certain liabilities arising on 
liquidation classified by IAS 32 as equity instruments 

Financial 
liability 

any liability that is: 
 a contractual obligation; 

 to deliver cash or another financial asset to another entity; or 
 to exchange financial assets or financial liabilities with another entity 

under conditions that are potentially unfavourable to the entity; or 
 a contract that will or may be settled in the entity's own equity instruments 

and is: 
 a non-derivative for which the entity is or may be obliged to deliver a 

variable number of the entity's own equity instruments 
 a derivative that will or may be settled other than by the exchange of a 

fixed amount of cash or another financial asset for a fixed number of the 
entity's own equity instruments. For this purpose the entity's own equity 
instruments do not include instruments that are themselves contracts 
for the future receipt or delivery of the entity's own equity instruments 

 puttable instruments classified as equity or certain liabilities arising on 
liquidation classified by IAS 32 as equity instruments 

Equity 
instrument 

Any contract that evidences a residual interest in the assets of an entity after 
deducting all of its liabilities. 

Fair value 
is the price that would be received to sell an asset or paid to transfer a liability in an 
orderly transaction between market participants at the measurement date. 

Puttable 
instrument 

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 
occurrence of an uncertain future event or the death or retirement of the instrument 
holder. 
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CLASSIFICATION AS LIABILITY OR EQUITY  

 

Substance 

The fundamental principle of IAS 32 is that a financial instrument should be 
classified as either a financial liability or an equity instrument according to the 
substance of the contract, not its legal form, and the definitions of financial 
liability and equity instrument.  

Exceptions 

Two exceptions from this principle are certain puttable instruments meeting 
specific criteria and certain obligations arising on liquidation. The entity 
must make the decision at the time the instrument is initially recognised. The 
classification is not subsequently changed based on changed circumstances. 

Preference 
shares 

If an entity issues preference (preferred) shares that pay a fixed rate of 
dividend and that have a mandatory redemption feature at a future date, the 
substance is that they are a contractual obligation to deliver cash and, 
therefore, should be recognised as a liability. In contrast, preference shares 
that do not have a fixed maturity, and where the issuer does not have a 
contractual obligation to make any payment are equity. In this example even 
though both instruments are legally termed preference shares they have 
different contractual terms and one is a financial liability while the other is 
equity. 

Issuance of 
fixed monetary 
amount of 
equity 
instruments 

A contractual right or obligation to receive or deliver a number of its own shares 
or other equity instruments that varies so that the fair value of the entity's own 
equity instruments to be received or delivered equals the fixed monetary 
amount of the contractual right or obligation is a financial liability. 

One party has a 
choice over 
how an 
instrument is 
settled 

When a derivative financial instrument gives one party a choice over how it is 
settled (for instance, 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 settlement alternatives would result in it being an equity 
instrument. 

Contingent 
settlement 
provisions 

If, as a result of contingent settlement provisions, the issuer does not have an 
unconditional right to avoid settlement by delivery of cash or other financial 
instrument (or otherwise to settle in a way that it would be a financial liability) 
the instrument is a financial liability of the issuer, unless: 

 the contingent settlement provision is not genuine or 
 the issuer can only be required to settle the obligation in the event of the 

issuer's liquidation or 
 the instrument has all the features and meets the conditions of IAS 

32.16A and 16B for puttable instruments 

Classifications 
of rights issues 

If such rights are issued pro rata to an entity's all existing shareholders in the 
same class for a fixed amount of currency, they should be classified as equity 
regardless of the currency in which the exercise price is denominated. 
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RELATED GAIN OR LOSS 

Related to 
financial 
liability 

Interest, dividends, relating to a financial instrument or a component that is a 
financial liability shall be recognised as income or expense in profit or loss. 

Related to 
equity 

Distributions to holders of an equity instrument shall be debited by the entity directly 
to equity, net of any related income tax benefit. 

Example 
For example, dividends paid on redeemable preference shares are recognised in 
profit or loss as finance costs while dividend paid on ordinary shares are reported in 
statement of changes in equity 

 

EXAMPLE 32A 

Identify the following items as a financial asset, a non-financial asset, a financial liability, a non-
financial liability or an equity instrument. 

ITEMS ANSWER 

Creditors  

Investment in loan notes of another entity  

Bank loan obtained  

Ordinary shares issued  

Irredeemable preference shares issued  

Unfavourable forward currency contract  

Share options issued  

Redeemable preference shares issued  

Investment in redeemable preference shares  

Current tax payable  

Exchange of variable cash with market value of 
variable number of equity instrument on net basis  

 

Inventory  

Liability (share based payment)  

Pension liability under defined benefit plan  
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COMPOUND FINANCIAL INSTRUMENTS  

 

Compound 
instruments 

Some financial instruments, called compound instruments, have both a liability 
and an equity element. 

Requirement 
In this case, IAS 32 requires the component parts to be separated from each 
other, with each part accounted for and presented separately according to its 
substance. 

Example 

For example, a convertible debenture has two components: 
 one is the financial liability, the issuer’s (entity’s) contractual obligation to 

pay cash (principal and interest); 
 the other is an equity instrument, a call option to convert the debt 

security into equity shares. 
 

Another example is debt issued with detachable share purchase warrants. 

Timing 

The separation of components is made at the time the instrument is issued 
and is not subsequently revised as a result of a change in interest rates, share 
price, or other event that changes the likelihood that the conversion option will 
be exercised. 

Transaction 
costs 

Transaction costs on compound financial instrument will be allocated on pro-
rata basis of initially recognized amounts. 

 

EXAMPLE 32B 

On 1 January 2011 David Limited issued a $50m three-year convertible bond at par. There were 
no issue costs. The coupon rate is 10%, payable annually in arrears on 31 December. The bond is 
redeemable at par on 1 January 2014. Bondholders may opt for conversion. The terms of 
conversion are two 25-cents equity shares for every $1 owed to each bondholder on 1 January 
2014. 
 
Bonds issued by similar entities without any conversion rights currently bear interest at 15%. 
 
Split the proceeds of bond at inception into liability and equity component. 

 

EXAMPLE 32C 

ABC Limited issues a $ 10 million 4% three year convertible debenture on 1 January 2011. The 
market rate of interest for a similar loan without conversion rights is 8%. The conversion terms are 
one equity share of $ 1 for every $ 2 of debenture. Conversion or redemption at par shall take 
place on 31 December 2013.  
 
Required: 
(a) Split the proceeds as debt and equity elements separately. 
(b) Extracts of financial statements for all three years before conversion or redemption 
(c) How should this be accounted for on 31 December 2013, if all holders elect for the 

conversion? 
(d) How should this be accounted for on 31 December 2013, if no holders elect for the 

conversion? 
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TRANSACTIONS IN OWN EQUITY  

 

Treasury 
shares 

If an entity reacquires (purchases) its own equity instruments, those instruments 
are called ‘treasury shares’. 

Presentation The treasury shares are presented as deduction from equity. 

Gain or loss No gain or loss shall be recognised in profit or loss on the purchase, sale, issue 
or cancellation of an entity’s own equity instruments. 

Consideration Consideration paid or received is recognised directly in equity. 

Related costs Costs of issuing or reacquiring equity instruments (other than in a business 
combination) are accounted for as a deduction from equity, net of any related 
income tax benefit. 

 

OFFSETTING  

 

 IAS 32 also prescribes rules for the offsetting of financial assets and financial liabilities. It 
specifies that a financial asset and a financial liability should be offset and the net amount 
reported when, and only when, an entity: 

 has a legally enforceable right to set off the amounts; and 
 intends either to settle on a net basis, or to realise the asset and settle the liability 

simultaneously. 
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ANSWER 32A 

Identify the following items as a financial asset, a non-financial asset, a financial liability, a non-
financial liability or an equity instrument. 

ITEMS ANSWER 

Creditors A financial liability 

Investment in loan notes of another entity A financial asset 

Bank loan obtained A financial liability 

Ordinary shares issued An equity instrument 

Irredeemable preference shares issued An equity instrument 

Unfavourable forward currency contract A financial liability 

Share options issued An equity instrument 

Redeemable preference shares issued A financial liability 

Investment in redeemable preference shares A financial asset 

Current tax payable A non-financial liability (statutory obligation) 

Exchange of variable cash with market value of 
variable number of equity instrument on net 
basis  

A financial asset or a financial liability 
(depends on favorability) 

Inventory A non-financial asset 

Liability (share based payment) A financial liability 

Pension liability under defined benefit plan A financial liability 

 

 

ANSWER 32B 

 

Date Description Cash flows $ 
Discount factor 

15% 
Present value 

$ 
31.12.11 Interest 5,000,000 1.15-1 4,347,826 
31.12.12 Interest 5,000,000 1.15-2 3,780,718 
31.12.13 Interest 5,000,000 1.15-3 3,287,581 
01.01.14 Principal 50,000,000 1.15-3 32,875,812 

Liability component 44,291,937 
Equity component β 5,708,063 

Total proceeds 50,000,000 

 

 

ANSWER 32C 

Part (a) 

Date Description Cash flows $ 
Discount factor 

8% 
Present value 

$ 
31.12.11 Interest 400,000 1.08-1 370,370 
31.12.12 Interest 400,000 1.08-2 342,936 
31.12.13 Interest 400,000 1.08-3 317,533 
31.12.13 Principal 10,000,000 1.08-3 7,938,322 

Liability component 8,969,161 
Equity component β 1,030,039 

Total proceeds 10,000,000 
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Part (b) 
 2011 2012 2013 
Statement of comprehensive income $ $ $ 
Interest expense 717,533 742,936 770,370 
    
Statement of financial position    
Equity component of convertible debentures 1,030,039 1,030,039 1,030,039 
    
Liability component of convertible debentures 9,286,694 9,629,630 10,000,000 
 
Working 

Year 
Opening balance 

$ 
Effective 

interest 8% 
Payments 

$ 

Closing 
balance 

$ 

2011 8,969,161 717,533 (400,000) 9,286,694 

2012 9,286,694 742,936 (400,000) 9,629,630 

2013 9,629,630 770,370 (400,000) 10,000,000 

 
Part (c) 

Date Particulars Dr. $ Cr. $ 

31.12.13 Liability component 10,000,000  
 Equity component 1,030,039  
  Share capital  5,000,000 
  Share premium β  6,030,039 

 
Part (d) 

Date Particulars Dr. $ Cr. $ 

31.12.13 Liability 10,000,000  
  Cash  10,000,000 

The equity component will remain in equity (usually it is transferred to some non-distributable 
reserve) 

 
 

Dated: 30 August 2016 


