INTRODUCTION TO FINANCIAL INSTRUMENTS (IFRS 9, IAS 32 & IFRS 7)

Objective & Scope
Three standards deal with financial instruments.
· IFRS 9 Financial instruments specifies recognition & derecognition, measurement, impairment and hedging accounting.
· IAS 32 Financial instruments: Presentation specifies the presentation of financial instruments as liabilities or equity and compound instruments (those that are both debt & equity).
· IFRS 7 Disclosure of financial instruments specifies the disclosure of financial instruments.

Definitions (IAS 32)
A financial instrument is any contract that gives rise to both a financial asset of one entity and a financial liability or equity instrument of another entity. 

A financial asset is:
· Cash e.g. in the bank for a customer.
· An equity instrument of another entity.
· A contractual right to:
· Receive cash or another financial asset from another entity 
· Exchange financial assets or financial liabilities under potentially favourable conditions.

· Include trade receivables, loans receivable, bonds receivable and investments in shares.

A financial liability is a contractual obligation:
· To deliver cash or another financial asset to another entity or
· To exchange financial assets or financial liabilities under potentially unfavourable conditions.

· Include trade payables, loans payable and redeemable preference shares.

An equity instrument is any contract that evidences a residual interest in the assets of an entity after deducting all of its liabilities e.g. an entity’s equity shares, non-cumulative irredeemable preference shares. 

· Assets or liabilities like PPE, leased assets, intangible assets, prepayments, deferred revenue without a contractual right to receive or an obligation to give cash (or another asset) are not financial instruments.
 
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.

Presentation (IAS 32)
· Issuers of financial instruments must classify them as liabilities or equity based on substance of the contract.
· A financial instrument is a liability if the issuer has an obligation to deliver cash or another financial asset.
     Redeemable preference shares are liabilities as there is an obligation to redeem them at a particular date.

· A financial instrument is equity if the issuer has no obligation to deliver cash or another financial asset.
Irredeemable preference shares are equity as there is no obligation to make a distribution to equity holders.

· A compound financial instrument (e.g. a convertible bond) has characteristics of equity and liability and is split into both (explained later).
· Interest, dividends, losses and gains relating to a financial instrument classified as a financial liability are recognised as income or expense in profit or loss.

· Dividends paid to ordinary shareholders are debited directly to equity by the issuer in the SOCE.
· Transaction costs of an equity transaction are deducted from equity, usually debited to the share premium.
· Financial assets and financial liabilities are offset only when the entity has a legally enforceable right to do so.

Recognition and derecognition (IFRS 9) 
· A financial asset or financial liability is recognized when an entity becomes party to the contractual obligations of the instrument.
· A financial asset is derecognized when:
· The contractual rights to the cash flows from the financial asset expire, or
· It transfers substantially all the risks and rewards of ownership to another party.
· A financial liability is derecognised when it is extinguished, i.e. when the obligation in the contract is either discharged or cancelled or expires. 

[bookmark: _Hlk111023049]Classification and measurement 
Classification is done using the:
· Entity's business model approach for managing the financial assets and liabilities:
· The objective is to collect or collect cash flows and sell the financial asset or liability.
· Contractual cash flow characteristics:
· Cash flows are solely payments of principal and interest (SPPI).

Financial assets
	
	Initial measurement
	Subsequent measurement

	1) Investments in debt instruments:
· Held to collect contractual cash flows only
That are solely payments of principal and interest
· Held to collect or to collect and sell cash flows
Cash flows are solely principal and interest**
	
Fair value + 
Transaction costs

Fair value + 
Transaction costs
	
Amortised cost*

· Fair value through OCI
With reclassification to P/L on derecognition
· Interest revenue to P/L 

	2) Investments in equity instruments not held for trading*** OR
An irrevocable election made at initial recognition to measure them at fair value through OCI
	
Fair value + 
Transaction costs
	· Fair value through OCI
No reclassification to P/L on derecognition
· Dividend income to P/L.

	3) All other financial assets OR
Financial assets designated at FV to eliminate or significantly reduce an accounting mismatch from using different measurement bases 
	
Fair value
Transaction costs to P/L
	
Fair value through P/L
(FVTPL)



· Reclassification is permitted only for debt instruments where an entity changes its business model.
      Equity instruments must be classified as measured at fair value.
*The amount at which the financial asset or financial liability is measured at initial recognition minus the principal repayments, plus or minus the cumulative amortisation using the effective interest method of any difference between that initial amount and the maturity amount and, for financial assets, adjusted for any loss allowance.

**An insurance company may invest in bonds to generate finance income but the bonds may be sold anytime to raise cash to compensate customers. 

*** E.g. Equity investments made primarily for non-financial benefits like strategic alliances.

Financial liabilities
	
	Initial measurement
	Subsequent measurement

	1) Debt instruments 
· Issued to pay contractual cash flows till maturity
· That are solely payments of principal and interest
	
Fair value less  
Transaction costs
	
Amortised cost
Interest expense to P/L 

	2) All other financial liabilities held for trading or
On initial recognition are designated at FVTPL 
	Fair value
	Fair value through P/L




· Debt instruments (corporate bonds & treasury bonds) have an effective interest rate and cash coupon rate.
· Debt instruments are bought/issued or redeemed at par, at a premium or at a discount.
· The effective interest rate is the rate that exactly discounts estimated future cash payments or receipts through the expected life of the financial instrument to the net carrying amount.

Example 1
Vision Ltd purchased corporate bonds with a nominal value of Shs 10 million at January 1 2023 at Shs 9 million. Transaction costs in relation to the acquisition are Shs 800,000. The bonds have a 5% coupon, which is paid out annually on the nominal amount and an effective interest rate of 5.47%. The bonds are to be held up to maturity in five years at the end of 2027. Prepare the bonds amortization schedule for Vision Ltd over the five years. Account for the bonds in the financial statements of Vision Ltd for the period ended 31 December 2023. Prepare the necessary journal entries 

Solution 
The bonds are measured at amortised cost as they are held to collect cash flows up to maturity.
Initially recognized at fair value of Shs 9m plus transaction costs of Shs 800,000 = 9,800,000.
The effective interest rate of 5.47% p.a.
Cash is paid at a coupon rate of 5% p.a of par value of Shs 10m.

Bonds amortization schedule (Shs) 
Period	              Amortised cost 	        Finance income (5.47%)     (Cash received (5%)*	   Amortised cost
ended                 at start of period							   at period end
31.12.2023	     9,800,000		       536,060		        (500,000)		       9,836,060
31.12.2024	     9,836,060	      	       538,032		        (500,000)		       9,874,092
31.12.2025	     9,874,092		       540,113		        (500,000)		       9,914,205	   
31.12.2026	     9,914,205	    	       542,307		        (500,000)		       9,956,512
31.12.2027	     9,956,512		       544,621		   (10,500,000)               		   -

Journal entries of Vision Ltd (not required by the question):
At initial recognition of a financial asset at 1.1.2023:   Dr    Bonds receivable              9,800,000
  		      Cr    Bank			   9,800,000
To record finance income in profit or loss at 31.12.2023:   Dr    Bonds receivable      536,060   
Cr    Finance income	  536,060   
							    
To record receipt of cash at 31.12.2023:   Dr     Bank       		       500,000
	 				 Cr     Bonds receivable         500,000 
Financial assets under non-current assets in the SOFP at 31.12.2023:  Shs 9,836,060. 

Example 2 
On 5 March 2024, Babu purchased 20,000 Shs 100 listed equity shares in DFCU at a price of Shs 600 per share. Transactions costs were Shs 200,000. On 31 December 2024 the shares were trading at Shs 750. A dividend of Shs 20 per share was received on 31 October 2024. Account for the investment in shares in the financial statements of Babu for the year ended 31 December 2024.

a) If the shares were bought for trading.
b) If an irrevocable election was made at inception to classify the shares as measured at FVTOCI. 

Solution 
a) As the shares are held for trading, they are classified as measured at FVTPL. 
Transaction costs are charged to profit or loss.

5.3.2024          20,000 X 600 = 12m
31.12.2024      20,000 X 750 = 15m
		     Fair value gain to P/L = 15m – 12m = 3m

      Statement of profit or loss for the year ended 31 December 2024
   Shs 000
      Fair value gain				3,000
      Transaction costs			 	  (200)
      Dividend income (20,000 x 20)		   400

	Statement of financial position as at 31 December 2024
     Shs 000
      Non-current assets
      Investment in shares (20,000 x 750)   	15,000	

b) As there is an irrevocable election to measure shares at FVTOCI, they are initially measured at fair value plus transaction costs = (20,000 x 600) + 200,000* = Shs 12,200,000.
Statement of profit or loss for the year ended 31 December 2024
Shs 000
Dividend income 				    400
Other comprehensive income
Gain on investment in equity shares
(20,000 x 750) – 12,200,000  	              2,800


      Statement of financial position as at 31 December 2024
          Shs 000
Non-current assets
Investments in equity shares
((20,000 x 750)		 	           15,000

*Added only on initial recognition.

Example 3
MTN issued a 5% bond on 1 January 2023 at its face value of Shs 200 million. Direct costs of the issue were Shs 5 million. The bond will be redeemed on 31 December 2026. The effective interest rate applicable is 10% per annum. Account for the bond in the financial statements of MTN for the period ended 31 December 2023.

Solution     
The bond is classified as measured at amortised cost as it is to be held to maturity.
    Shs 000
Initially recorded at amortised cost less transaction costs on 1.1.2023: (200m – 5m)    195,000
Add finance costs at 31.12.2023 to profit or loss (195m x 10%)  		                    19,500
Less cash payment at 31.12.2023: (200m × 5%)  				     	      (10,000)
Financial assets – bond payable (at amortised cost) in SOFP at 31.12.2023	     204,500

[bookmark: _Hlk117418184]Issue of equity shares
· Equity shares issued are recorded at nominal value.
· Excess cash received is recorded as share premium.
· Issue costs are first written off against share premium. 
· No changes in equity shares are subsequently re-measured by the investee (MTN).
· Any change in the fair value of the shares is only recognised by the investor (NSSF). 
· Dividends paid are deducted from retained earnings and have no effect on the carrying value of equity.
· Reclassification of equity is not permitted.

[bookmark: _Hlk117418256]MTN issued shares on 1/1/2024
Market price		200	Dr	Bank			200
Nominal value		    1	Cr	Equity shares		    1
Share premium		199	Cr	Share premium		199

Issue costs		    5	Dr         Share premium 		    5
				Cr         Bank			    5

NSSF 1/1/2024    
Dr   Investment in MTN shares       200
Cr   Bank			     200

31/12/2024 	Market price     	    180
MTN     No readjustment, equity share remains at Sh 1.

NSSF:  Dr	Fair value loss (P/L)	          20
	Cr         Investment in MTN shares      20
            Investment in MTN share (SOFP)      180
Compound financial instruments
· Compound financial instruments contain both a financial liability and an equity element which is an option to convert the financial liability into the entity’s ordinary shares on redemption.
· IAS 32 requires the components to be recognized separately as follows:
· Liability component = Present value of future cash flows discounted at the market rate of interest.
· Equity component = Cash to be received on redemption – Liability component (see example below).

· Convertible financial instruments are measured at FVTPL because of the conversion option, which does not represent payment of principal and interest.

Example 4
OTC Co issued Shs 10 million 5% convertible loan notes on 1 January 2023. These will either be paid at par on 31 December 2025 or converted into shares on that date. Equivalent loan notes without the conversion carry an interest rate of 8%. Relevant discount rates are shown below.
                                                       5% 	     8%	
End of year 		2023	0·952 	   0·926
 			2024	0·907       0·857
2025	0·864 	   0·794

Account for the loan notes in the financial statements of OTC Co for the year ended 31.12.2023.	
Show journal entries assuming the holders of the loan notes convert them into shares on maturity.  

Solution 
Future cash flows are cash paid annually at the coupon rate = 10,000,000 x 5% = Shs 500,000, payment of Shs 10 million on 31 December 2025

Present value of future cash flows discounted at the market rate of interest of 8%:
    Year ending        Cash flow     Discount factor at 8%     Present value of cash flows
	 2023		500,000		   0.926			     463,000
	 2024		500,000		   0.857			     429,000
	 2025		500,000		   0.794			     397,000
		        10,000,000	   	   0.794			  7,940,000
	Liability element						  9,229,000
	Equity element (balancing figure)				     771,000	
    	Proceeds of the loan notes issue				10,000,000
				
OTC Co receiving cash on 1.1.2023:  Dr   Cash 			10,000,000
         Cr    Loan notes payable	  9,229,000
         Cr    Equity option 	     	     771,000
The equity option remains fixed until conversion. 

Amortization of the financial liability over the 3 years:
 Year	   Amortised cost 	    Finance cost 	  	Cash paid at 5%	   Amortised cost 
   at start of year  	           at 8%  					   at year end	 
             Shs 	    	             Shs 		            Shs  	                       Shs  
2023	        9,229,000		          738,000		        (500,000)		       9,467,000
2024	        9,467,000		          757,000		        (500,000)		       9,724,000
2025	        9,724,000		          776,000		        (500,000)		     10,000,000
SOPL for the year ended 31.12.2023    (Shs) 
Finance cost  		        	         738,000

SOFP at 31.12.2023 (Shs)
Equity 
Equity option	  	     	         771,000
Non-current liability
8% Convertible loan notes payable   9,467,000

On 31.12.2025 OTC Co will either redeem the loan notes at Shs 10m or turn them into shares.

When cash is paid: Dr   Convertible loan notes payable	10,000,000
     Cr   Bank				10,000,000

On conversion into shares: Dr     Convertible loan notes payable     10,000,000
			    Cr     Share capital	         		  10,000,000

When loan notes are converted into shares, the equity option of Shs 771,000 becomes share premium.
			    Dr     Equity option	              771,000 
			    Cr     Share premium	              771,000 

[bookmark: _Hlk117418084][bookmark: _Hlk117418284]Factoring of receivables
· This where receivables are sold to a factor.
· The business model test is used to consider whether the entity is holding receivables to collect the contractual cash flows or has sold them.
· Consider whether control of debts has been passed on to the factor or whether the factor is, in effect, providing a loan on the security of the receivable balances. 
· Indications that receivables are not an asset of the seller: 
· The transfer is for a single non-returnable fixed amount.
· There is no recourse to the seller for the losses (factored without recourse)
· Factor is paid all amounts received from the factored debts (and no more). Seller has no rights to further sums from the factor.

· Seller has retained no significant risks and rewards relating to the debts and has no obligation to repay amounts received from the factor.
· Receivables are removed from the SOFP and no liability shown for the proceeds received from the factor.
· A profit or loss (carrying amount of debts minus proceeds received) is recognized. 

· Indications that receivables are an asset of the seller: 
· Finance cost varies with speed of collection of debts e.g. seller pays interest on the difference between the amounts advanced to him and the amounts that the factor has collected.
· There is full recourse to the seller for losses (seller bears the risks of non-payment by the debtor (factored with recourse).
· Seller is required to repay amounts received from the factor on or before a set date, regardless of timing or amounts of collections from debtors.


· Seller retains significant benefits and risks.
· All receivables are shown in the SOFP of the seller.
· A liability for the proceeds received from the factor is shown in the SOFP of the seller. 
· Interest and other charges by the factor are recognised as they accrue in profit or loss by seller.

Example 5
On 1 January 2023 Leya sold Shs 200m of trade receivables to Easy Finance for Shs 180m. Easy Finance will charge a monthly fee of 4% on any uncollected receivables and any unpaid receivables after four months would be sold back to Leya.  Account for the receivables in the financial statements of Leya for the year ended 31 December 2023.

Solution
· The receivables have been factored 'with recourse', so Leya still bears the risks and rewards.
· Leya should not derecognise the receivables of Shs 200m but instead treat Shs 180m as a loan (current liability) secured on the receivables.
· The 4% monthly fee should be expensed in Leya’s SOPL for the year ended 31.12.2023.
Control not transferred
Dr	Bank			180m
Dr	Loan payable		180m

If control had been transferred:
Dr    Bank		          180m
Dr    Loss on factoring rec          20m
Cr    T Rec		          200m

Impairment of financial assets (only an overview)
· The impairment model in IFRS 9 is based on providing for expected losses rather than incurred losses.
· Expected losses apply to financial assets held at amortised cost and FVTOCI, as for financial assets carried at FVTPL, any impairment loss is always recognised in profit or loss.
· On initial recognition, an entity creates a credit loss allowance equal to 12 months' expected credit losses.
· Allowance for credit losses = Probability of default x Expected credit losses x Exposure at default.
· If credit risk increases significantly after, an allowance for lifetime expected credit losses is needed.
· If credit quality improves latter, the 12-month credit loss basis is reinstated.
· The movement in the allowance is recognised as an impairment gain or loss in profit or loss.  

Example 6
Capital Bank lent Shs 100m to Babu on 1 January 2023 for five years and estimated that the loan at initial recognition has a probability of default of 0.5% over the next 12 months. At the reporting date on 31 December 2023, there has been no change in the 12-month probability of default and the bank determined that there was no significant increase in credit risk since initial recognition. The bank determined that 25% of the gross carrying amount will be lost if Babu defaults on the loan payment. Account for the loan in the financial statements of Capital Bank for the year ended 31 December 2023.

Solution 
Allowance for credit losses = (0.5% x 25% x Shs 100m) = Shs 1,250,000.
Journal entry on 31.12.2023:   Dr    Expected credit losses (P/L)	      	        1,250,000
    			         Cr    Loss allowance for loans receivable              1,250,000
Financial asset in SOFP (loans receivable) = (100m – 1.25m) = Shs 98,750,000.  
[bookmark: _Hlk117418346]A simplified approach may be used for trade receivables without the IFRS 15 financing component and lease receivables.
· A provision matrix is used to compute the allowance for credit losses (see example below).
· The provision matrix is based on its historical observed default rates, adjusted for forward looking estimates.
· An allowance for credit losses are for lifetime expected credit losses.
· An increase or decrease in the allowance for credit losses is recognized in the subsequent periods. 

Ageing of receivables 
     Days overdue                   Expected loss         Gross carrying amount	     Allowance for credit losses
               rate		           (GCA)		     Expected loss rate × GCA
						         Shs 000		        	        Shs 000
     0				  0.5% 		          32,000 			             160
     1 to 30 days overdue    	  5% 		          16,000 				800
     31 to 60 days overdue  	  10% 		          10,000 			          1,000
     61 to 90 days overdue  	  15%		            7,000 			          1,050
     More than 90 days overdue      25% 		            3,000 				750
          68,000 		        	          3,760
     Adjusting journal entry: Dr    Expected credit losses 	                3,760,000
                     	                Cr    Allowance for trade receivables        3,760,000

     Trade receivables in the SOFP are Shs 68,000,000 – Shs 3,760,000 = Shs 64,240,000.

Discussion questions
Account for the following financial instruments in the financial statements of Ham Ltd for the year ended 31 December 2024.

1) Ham Ltd purchased a corporate bond for Shs 44,101400 on 1 January 2024. It will be redeemed on 31 December 2027 for Shs 60 million. Ham intends to hold the bond to maturity and it carries no interest coupon. The effective rate of return of the bond is 8%. 

2) On 1 January 2024 Ham Ltd purchased a loan note at a fair value of Shs 50 million. The loan note has a principal amount of Shs 55 million and is due to mature in five years. The loan note has a coupon rate of  6% paid annually in arrears and an effective interest rate of 8%. 

3) Ham Ltd issued a 5% bond on 1 January 2024 at its face value of Shs 200 million. Direct costs of the issue were Shs 2 million. The bond will be redeemed on 31 December 2027. The effective interest rate applicable is 10% per annum. 

4) On 1 January 2024 Ham Ltd purchased 40,000 Shs 200 listed equity shares at a price of Shs 1,000 per share. Transaction costs were Shs 3 million. At the year end of 31 December 2024 the shares were trading at Shs 1,500 per share.

5) On 1 January 2024 Ham Ltd purchased 40,000 Shs 200 listed equity shares at a price of Shs 1,000 per share. An irrevocable election was made to recognise the shares at fair value through other comprehensive income. Transaction costs were Shs 3 million. At the year end of 31 December 2024 the shares were trading at Shs 1,200 per share.

6) Ham Ltd issued an 8% Shs 30 million convertible loan note on 1 January 2024 at par. Interest is payable in arrears on 31 December each year. The loan note is redeemable at par on 31 December 2028 or convertible into equity shares at the option of the loan note holders on the basis of 30 shares for each Shs 100 of loan. A similar instrument without the conversion option would have an interest rate of 10% per annum.

     The present values of Shs 1 receivable at the end of each year based on discount rates of 8% and 10% 
     are:
8%	10%
     End of year 1 		0.93 	0.91
       2			0.86	0.83
       3			0.79	0.75
Cumulative      		2.58      2.49

		









Solutions
1) Ham Ltd intends to hold the investment to collect the contractual cash flows that consists entirely of principal and interest till maturity. Therefore, it is classified and measured at amortised cost. Initial recognition is at fair value which is deemed to be the amount paid for the financial asset.												
										                   Shs              Financial asset initial cost at 1 January 2024					            44,101,400
Finance income to profit or loss at 31 December 2024 (44,101,400 x 8%)		  3,528,112
Financial asset	in SOFP at 31 December 2024					47,629,512				
    Journal entry at 31 December 2024:  Dr  Financial asset 			      3,528,112
       		           Cr  Profit or loss – Finance income	      3,528,112

2) Shs
Financial asset initial cost at 1 January 2024 				50,000,000
Finance income to profit or loss at 31 December 2024 (50m x 8%)          4,000,000
Cash interest received (55m × 6%) at 1 January 2024			 (3,300,000)
Financial asset	in SOFP at 31 December 2024			50,300,000

Journal entries at 31 December 2024:  Dr  Financial asset 		                   4,000,000
       		              Cr  Profit or loss – Finance income	      4,000,000

		              Dr  Bank		      3,300,000
		              Cr   Financial asset	      3,300,000

3) The bond is classified as measured at amortised cost as it is to be held to maturity.
										         Shs 000
Financial asset initial cost less transaction costs at 1 January 2024: (200m – 2m)        198,000
Finance cost to profit or loss at 31 December 2024 (198m x 10%))  		            19,800 
Cash interest payment at 31 December 2024: (200m × 5%)  			           (10,000)
Financial liability in SOFP at 31 December 2024			          	          207,800 

    Journal entries at 31 December 2024:  Dr  Profit or loss – Finance cost	      19,800,000
       		              Cr  Financial liability	      	      19,800,000

		             Dr  Financial liability		     10,000,000
		             Cr  Bank			     10,000,000

4) As the shares are for trading, they are measured at fair value through profit or loss with transaction costs to profit or loss.
										    	        Shs
Financial asset initial cost at 1 January 2024 (40,000 x 1,000)				40,000,000
Fair value gain to profit or loss at 31 December 2024					15,000,000
Financial asset	at fair value in SOFP at 31 December 2024 (40,000 x 1,500)         60,000,000

Journal entry at 31 December 2024:  Dr   Financial asset 			      15,000,000
       		            Cr   Profit or loss – Fair value gain	      15,000,000

Transaction costs of Shs 3m are debited to profit or loss.
5) As an irrevocable election was made, the shares are initially measured at fair value plus transaction costs. They are subsequently measured at fair value through other comprehensive income.
										      	       Shs
Financial asset initial cost at 1 January 2024 (40,000 x 1,000) + 	3m		43,000,000
Fair value gain to profit or loss at 31 December 2024					  5,000,000
Financial asset	at fair value in SOFP at 31 December 2024 (40,000 x 1,200)         48,000,000

Journal entry at 31 December 2024:  Dr   Financial asset 		      5,000,000
       		            Cr  Profit or loss – Fair value gain	      5,000,000

6)
This is a compound instrument that is both a liability and equity (Shs).				                      Interest years 1–3 (30m × 8% × 2.49) 	          5,976,000
Repayment year 3 (30m × 0.75) 		        22,500,000
Debt component 			        28,476,000
Equity option 				          1,524,000
Redemption amount 			        30,000,000

    Shs 
Financial liability initial cost at 1 January 2024:				  28,476,000		
Finance cost to profit or loss at 31 December 2024 (28,476,000 x 10%))  	    2,847,600 
Financial liability in SOFP at 31 December 2024			          	  31,323,600 

[bookmark: _GoBack]Equity option under equity in SOFP at 31 December 2024  	                 1,524,000
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