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REGULAR WAY PURCHASE OR SALE OF FINANCIAL ASSETS
Ind AS 109 defines a regular way purchase or sale as:

a) a purchase or sale of a financial asset

b) under a contract
c) whose fterms require delivery of the asset

d) within the time frame & Tan , 744, T+Y Aoyl "’
e) established generally by regulation or convention in the market place concerned

Financial Assets

|/ Regular way Purchase/Sale of

«
Trade Date Accounting ’ ‘ I?e‘rﬂemen‘r Date Accounting

Trade Date: Date that an entity commits itself to purchase or sell an asset

Settlement Date: Date that an asset is delivered to or by an entity

For instance, on the Bombay Stock Exchange in India, all transactions in all groups of securities in the
Equity segment, Fixed Income securities and Government securities are settled on "T+2" basis. In thig
case, "T" is the trade date and "T+2" is the settlement date i.e., exchange of monies and securities

between the buyers and sellers respectively takes place on second business day (excluding Saturdays,

Sundays, bank and Exchange trading holidays) af ter the trade date.

It follows that if a confract is entered into with a broker for purchase or sale of securities which is

normally traded on the Bombay Stock Exchange, with a settlement period that differs from the norms

mentioned above, it would not be regarded as a regular way purchase or sale.

When trade date accounting is applied:

The buyer of a financial asset recognises the financial asset and its liability to pay on the trade date
itself. Correspondingly, the seller derecognises the financial asset and recognises any gain or loss on
sale on the trade date. The buyer subsequently measures the financial asset in accordance with its
classification category.

When settlement date accounting is applied:

A buyer of financial asset accounts for any change in the fair value of the asset to be received during
the period between the trade date and the settlement date in the same way as it accounts for the
acquired asset.
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Illustration 3: Reqular way purchase of financial assefg

On 1 January 20X1, X Ltd. enters into a contract to purchase a financial asset for 10 lakhs, which
is its fair value on trade date. On 4 January 20X1 (settlement date), the fair value of the asset is
10.5lakhs. The amounts to be recorded for the financial asset will depend on how it is classified and
whether trade date or settlement date accounting is used. Pass necessary journal entries.
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Example 3: Extinguishment accounting

On 1 January 20X0, XYZ Ltd. issues 10 year bonds for ¥ 10,00,000, bearing interest at 10%
(payable annually on 31st December each year). The bonds are redeemable on 31 December
20X9 for ¥ 10,00,000. No costs or fees are incurred. The effective interest rate is therefore
10%. On 1 January 20X5 (i.e. after 5 years) XYZ Ltd. and the bondholders agree to a
modification in accordance with which:

e the termis extended to 31 December 20Y1;

e interest payments are reduced to 5% p.a.;

e the bonds are redeemable on 31 December 20Y1 for ¥ 15,00,000; and
e legal and other fees of ¥ 1,00,000 are incurred.

XYZ Ltd. determines that the market interest rate on 1 January 20X5 for borrowings on similar
terms is 11%.
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Example 4: Modification accounting \y 107 \AY fls

On 1 January 20X0, XYZ Ltd. issues 10 year bonds for ¥ 1,000,000, bearing interest at 10%
(payable annually on 31st December each year). The bonds are redeemable on 31 December
20X9 for ¥ 1,000,000. No costs or fees are incurred. The effective interest rate is therefore
10%. On 1 January 20X5 (i.e. after 5 years) XYZ Ltd. and the bondholders agree to a
modification in accordance with which:

e no further interest payments are made
o the bonds are redeemed on the original due date (31 December 20X9) for ¥ 1,600,000;
« fees paid by the borrower to lender ¥ 50,000
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Doot hon Fauwhy Swoowps -
Example 5: Extinguishment of part of a financial liability through issue of equity
instruments

JK Ltd. has an outstanding unsecured loan of ¥ 90 crores to a bank. The effective interest rate
(EIR) of this loan is 10%. Owing to financial difficulties, JK Ltd. is unable to service the debt and
approaches the bank for a settlement.

The bank offers the following terms which are accepted by JK Ltd.:

[ : . . : - .
ABM of the debt is unsustainable and hence will be converted into 70% equity interest in JK
Ltd. The fair value of net assets of JK Ltd. is ¥ 80 crores. %U’\/

e . 1/3 of the debt is sustainable and the bank agrees to certain moratorium period and

“Wdecrease in interest rate in initial periods. The present value of cash flows as per these
revised terms calculated using original EIR is ¥ 25 crores. The fair value of the cash flows
as per these revised terms is ¥ 28 crores.
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Question 3@ g@"‘l \W\U;) Lo un
Wheel Co. Limited borrowed 500,000,000 from a bank on 1 January 20X1. The original ferms of the
loan were as follows: ‘
- Interest rate: 1% ——  ASome montel” sete. o inttnest = e
Repayment of principal in 5 equal instalments
Payment of interest annually on accrual basis
Upfront processing fee: X 5,870,096
Effective interest rate on loan: I%QMW—N‘\ Mpnao ()

On 31 December 20X2, Wheel Co. Limited approached the bank citing liquidity issues in meeting the
cash flows required for immediate instalments and re-negotiated the terms of the loan with banks
as follows: Ao o 2yt Ged oy Takonestr oyt mede -

- Interest rate 15%

- Repayment of outstanding principal in 10 equal instalments starting 31 December 20X3

- Payment of interest on an annual basis

Record journal entries in the books of Wheel Co. Limited till 31 December 20X3, after giving effect
of the changes in the terms of the loan on 31 December 20X2.
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Question 2 (Similar Q asked in PP Jan'21) gg
Wheel Co. Limited has a policy of providing subsidized loans to its employees for the purpose of
buying or building houses. Mr. X, who's executive assistant to the CEO of Wheel Co. Limited, took a
loan from the Company on the following terms:

- Principal amount: 1,000,000

- Interest rate: 4% for the first 400,000 and 7% for the next 600,000

- Start date: 1 January 20X1

- Tenure: 5 years

- Pre-payment: Full or partial pre-payment at the option of the employee

- The principal amount of loan shall be recovered in 5 equal annual instalments and will be first

applied to 7% interest bearing principal

- The accrued interest shall be paid on an annual basis

- Mr. X must remain in service till the ferm of the loan ends
The market rate of a comparable loan available to Mr. X, is 12% per annum.

Following table shows the contractually expected cash flows from the loan given to Mr. X:

Inflows |

Date Outflows Principal Interest Interest Principal outstanding
income 7% lincome 4%

1-Jan-20X1 (1,000,000) 1,000,000
31-Dec-20X1 200,000 42,000 16,000 800,000
31-Dec-20X2 200,000 28,000 16,000 600,000
31-Dec-20X3 200,000 14,000 16,000 400,000
31-Dec-20X4 200,000 - 16,000 200,000
31-Dec-20X5 200,000 - 8,000 -

Mr. S, pre-pays X 200,000 on 31 December 20X2, reducing the outstanding principal as at that date
to X 400,000.
Following table shows the actual cash flows from the loan given to Mr. X, considering the pre-

payment event on 31 December 20X2: (amount in X)
Inflows

Date Outflows  [Principal Interest Interest incomePrincipal outstanding

income 7% 4%

1-Jan-20X1 (1,000,000) 1,000,000

31-Dec-20X1 200,000 42,000 16,000 800,000

31-Dec-20X2 400,000 28,000 16,000 400,000

31-Dec-20X3 200,000 - 16,000 200,000

31-Dec-20X4 200,000 - 8,000 -

31-Dec-20X5 - - - -

Record journal entries in the books of Wheel Co. Limited considering the requirements of Ind AS
109.
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Illustration 34 (OLD SM 33) Optionally convertible redeemable preference shares (continued from

Illustration 31) gg

The amortisation schedule of the instrument is set out below:

Dates Cash flows  |[Finance cost at effective interest rate [Liability |Equity
1 July 20X1 1,000,000 | 9,24,061 (75,939
30 June 20X2 (60,000) 83,165 9,47,226 [75939
30 June 20X3 (60,000) 85,250 9.72,476 [75939
30 June 20X4 (10,60,000) (87,524 - 75,939

Assume that D Ltd. has an early redemption option fo prepay the instrument at X 11 lakhs and on 30
June 20X3, it exercises that option. At 30 June 20X3, the interest rate has changed. At that time,
D Ltd. could have issued a one- year (i.e., maturity 30 June 20X4) non-convertible instrument at 5%.
Calculate the value of the liability and equity components.
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EMBEDDED DERIVATIVES
An embedded derivative is:
1. acomponent of a hybrid contract
2. that also includes a non-derivative host
3. with the effect that some of the cash flows of the combined instrument vary in a way similar
to a stand-alone derivative.
An_embedded derivative is required fo be separated from the host contract and accounted for
separately as a financial instrument provided all the below conditions are satisfied:
1. Economic characteristics and risks of the embedded derivative are not closely related to those
of the host.
2. A separate instrument with the same terms as the embedded derivative would meet the
definition of a derivative.
3. Hybrid contract not measured at fair value through profit or loss.

"A call, put, or prepayment option embedded in a host debt contract or host insurance contract
is not closely related to the host contract unless:
a) the option's exercise price is approximately equal on each exercise date to the amortised cost
of the host debt instrument or the carrying amount of the host insurance contract; OR
b) the exercise price of a prepayment option reimburses the lender for an amount up to the
approximate present value of lost interest for the remaining term of the host contract. Lost
interest is the product of the principal amount prepaid multiplied by the interest rate
differential. The interest rate differential is the excess of the effective interest rate of the
host contract over the effective interest rate the entity would receive at the prepayment date
if it reinvested the principal amount prepaid in a similar contract for the remaining term of the
host contract.
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Entity A (an X functional currency entity) enters intfo a USD 1,000,000 sale contract on 1 January
20X1 with Entity B (an X functional currency entity) to sell equipment on 30 June 20X1.

Spot rate on 1 January 20X1: X/USD 45

Spot rate on 31 March 20X1: Z/USD Dz
Three-month forward rate on 31 March 20X1: X/USD ( 45\)
Six-month forward rate on 1 January 20X1: X/USD ( "5‘5/)
Spot rate on 30 June 20X1: X/USD B0

Assume that this contract has an embedded derivative that is not closely related and requires
separation. Please provide detailed journal entries in the books of Entity A for accounting of such
embedded derivative until sale is actually made.
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g.ls’rraﬁon 42(OLD SM TILL 43): 12 month expected credit loss - Probability of default approach
Entity A originates a single 10- year amortising loan for CU1 million. Taking into consideration the
expectations for instruments with similar credit risk (using reasonable and supportable information
that is available without undue cost or effort), the credit risk of the borrower, and the economic

outlook for the next 12 months, Entity A estimates that the loan at initial recognition has a
probability of default (PoD) of 0.5 per cent over the next 12 months. Entity A also determines that
changes in the 12-month PoD are a reasonable approximation of the changes in the lifetime PoD for
determining whether there has been a significant increase in credit risk since initial recognition.
Loss given default (LGD) is estimated as 25% of the balance outstanding. Calculate loss allowance.

Solution
At reporting date, no change in 12-month POD and entity assesses that there is no significant increase
in credit risk since initial recognition - therefore lifetime ECL is not required to be recognised.

Particulars Details

Loan % 1,000,000 (A)
LGD 25% (B)

PoD - 12 months 0.5% (C)

Loss allowance (for 12-months ECL) % 1,250 (A*B*C)
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Question 3 (RTP Nov'19/MTP Mar'21)

An entity purchases a debt instrument with a fair value of X 1,000 on 15th March, 20X1 and
measures the debt instrument at fair value through other comprehensive income. The instrument
has an interest rate of 5% over the contractual term of 10 years, and has a 5% effective interest
rate. At initial recognition, the entity determines that the asset is not a purchased or original

credit- impaired assef.

On 31st March 20X1 (the reporting date), the fair value of the debt instrument has decreased to
% 950 as a result of changes in market interest rates. The entity determines that there has not
been a significant increase in credit risk since initial recognition and that ECL should be measured

at an amount equal to 12 month ECL, which amounts to X 30.

On 1st April 20X1, the entity decides to sell the debt instrument for X 950, which is its fair value

at that date.

Pass journal entries for recognition, impairment and sale of debt instruments as per Ind AS 109.

Entries relating to interest income are not to be provided.

Solution:

On Initial recognition

Financial asset-FVOCI

Dr.

% 1,000

To Cash

X 1,000

%|On Impairment of debt instrument

Impairment expense (P&L) e

Dr.

%30

Other comprehensive income g

Dr.

% 20

To Financial asset-FVOCI

<50

The cumulative loss in other comprehensive income at the reporting date was X 20. That amount
consists of the total fair value change of X 50 (that is, X 1,000-X 950) offset by the change in the
accumulated impairment amount representing 12-month ECL, that was recognized (X 30).

On Sale of debt instrument

On Initial recognition
Cash A/c Dr. X 950
To Financial Asset-FVTOCI % 950
Loss on Sale(P&L) (ID\QMM/\lrQ " P\\/D Dr. K 20
To Other Comprehensive Income \ e X 20
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Question 6 (RTP May'21, MTP Nov'21) @@

On 1 April 20X1, Sun Limited guarantees a X 10,00,000 loan of Subsidiary - Moon Limited, which
Bank STDK has provided to Moon Limited for three years at 8%.

Interest payments are made at the end of each year and the principal is repaid at the end of the
loan term.

If SunLimited had not issued a guarantee, Bank STDK would have charged Moon Limited an interest
rate of 11%. Sun Limited does not charge Moon Limited for providing the guarantee.

On 31 March 20X2, there is 1% probability that Moon Limited may default on the loan in the next
12 months. If Moon Limited defaults on the loan, Sun Limited does not expect to recover any amount
from Moon Limited.

On 31 March 20X3, there is 3% probability that Moon Limited may default on the loan in the next
12 months. If Moon Limited defaults on the loan, Sun Limited does not expect to recover any amount
from Moon Limited.

Provide the accounting treatment of financial guarantee as per Ind AS 109 in the books of SunLtd.,
on initial recognition and in subsequent periods till 31 March 20X3.
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Question 6 Hedge Accounting (MTP April'21) @@

Besides construction activity, Buildings & Co. Limited is also engaged in the trading of Copper. On
1st April, 20X1, it had 100 kg of copper costing Rs. 70 per kg - totalling Rs. 7000. The Company has
a scheduled delivery of these 100 kgs of copper to its customer on 30th September, 20X1 at the
rate of USD 100 on that date. To protect itself from decline in currency exchange rate (USD to
Rs.), the entity hedges its position by entering into currency futures contract for equivalent
currency units at Rs. 76 / USD. The future contract mature on 30th September, 20X1. The
management performed an assessment of hedge effectiveness and concluded that the hedging
relationship qualifies for cash flow hedge accounting. The entity determines and documents that
changes in fair value of the currency futures contract will be highly effective in offsetting
variability in cash flow of currency exchange. On 30th September, 20X1, the entity closes out its
currency futures contract. On the same day, it also sells its inventory of copper at USD 100 when
the spot rate is Rs. 72 / USD.

You are required to prepare detailed working and pass necessary journal entries for the sale of
copper and the corresponding hedge instrument taken by the company. Pass the journal entries as
on the initial date (i.e., 1st April 20X1), first quarter end reporting (i.e. 30th June 20X1) and date
of sale of copper and settlement of forward contract (i.e. 30th September 20X1).

Assume the exchange rates as follows and yield @ 6% per annum. {
Date Future price for 30th September 20X1 delivery (Rs. / USD)
1 st April, 20X1 76 (fuhine 42U )
30th June, 20X1 74 ’
30th September, 20X1 71
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Whether the entity has retained control of the fransferred asset depends on the
transferee's ability to sell the asset. If the transferee,
a) Has the practical ability to sell the asset in its entirety to an unrelated third party, and

b) Is able to exercise that ability unilaterally and without needing fo impose additional

restrictions on the transfer the entity has not retained control.
Inall other cases, the entity has retained control.
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ACCOUNTING TREATMENT OF TRANSFER THAT QUANTIFY FOR DERECOGNITION

If the arrangement results in de-recognition of the financial asset in its entirety:

any new financial assets obtained, financial liabilities assumed and any servicing obligations are
recognised at fair value new asset is part of the proceeds of sale.

Any liability assumed, even if it is related fo the transferred asset, is a reduction of the sales proceeds
the difference between the carrying amount and the consideration received is recognised in the
statement of comprehensive income.

In the case of assets included in the "fair value through other comprehensive income" category,
any gain or loss previously recorded in equity is recycled to the statement of comprehensive
income.
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TRANSFER THAT DOES NOT QUALIFY FOR DERECOGNITION
If a transfer does not result in derecognition because the entity has retained substantially all the
risks and rewards of ownership of the transferred asset (for example, in a situation when the
transferor guarantees fransferee against any default losses), the entity shall:

a) continue to recognise the transferred asset in its entirety,

b) recognise a financial liability for the consideration received, recognised at fair value
less any transaction costs incurred.

The liability is subsequently measured at Amortised Cost using the effective interest method and
in subsequent periods, recognise any income on the transferred asset and any expense incurred on
the financial liability.
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Tllustration 12A: Debt factoring with recourse - continuing involvement asse‘rgg

Entity C agrees with factoring company D fo enter into a debt factoring arrangement. Under the
terms of the arrangement, the factoring company D agrees o pay X 91.5 crores, less a servicing
charge of X 1.5 crores (net proceeds of X 90 crores), in exchange for 100% of the cash flows from
short-term receivables.

The receivables have a face value of X 100 crores and carrying amount of X 95 crores.

The customers will be instructed to pay the amounts owed into a bank account of the factoring
company. Entity C also writes a guarantee to the factoring company under which it will reimburse
any credit losses upto X 5 crores, over and above the expected credit losses of X 5 crores. The
guarantee is estimated to have a fair value of X 0.5 crores.

Calculate the amount of continuing involvement assef.




Debt factoring with recourse - associated liability
Continuing illustration 12A, calculate the amount of associated liability.

Tllustration 128: @9

Tilustration 12¢: @9
Tllustration 12C: gg

Debt factoring with recourse - gain or loss on derecognition
Continuing illustration 12A and 12B, pass the necessary Journal Entry.
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DERECOGNITION OF FINANCIAL LIABILITIES

TIMING OF DERECOGNITION

An entity shall remove a financial liability (or a part of a financial liability) from its statement of
financial position when, and only when, it is extinguished i.e., when the obligation specified in the
contract is discharged or cancelled or expires.

A financial liability (or part of it) is extinguished when the debtor either:
a) discharges the liability (or part of it) by paying the creditor, normally with cash, other financial
assets, goods or services; or
b) is legally released from primary responsibility for the liability (or part of it) either by process
of law or by the creditor.
(If the debtor has given a guarantee this condition may still be met.)
a debtor pays a third party to assume an obligation and notifies its creditor that the third party has
assumed its debt obligation, the debtor does not derecognise the debt obligation unless the condition
in paragraph B3.3.1(b) is met.
If the debtor pays a third party to assume an obligation and obtains a legal release from its creditor,
the debtor has extinguished the debt.
However, if the debtor agrees to make payments on the debt to the third party or direct to its original
creditor, the debtor recognises a new debt obligation to the third party. (Paragraph B3.3.4 of Ind AS
109)

ACCOUNTING TREATMENT FOR EXTINGUISHMENT

The difference between the carrying amount of a financial liability (or part of a financial liability)
extinguished or transferred fto another party and the consideration paid, including any non-cash
assets transferred or liabilities assumed, shall be recognised in profit or loss.

Further, in some cases, a creditor releases a debtor from its present obligation fo make payments, but
the debtor assumes a guarantee obligation to pay if the party assuming primary responsibility defaults.
In these circumstances the debtor: 4

a) recognises a new financial liability based on the fair value of its obligation for the guarantee
and,

b) recognises a gain or loss based on the difference between (i) any proceeds paid and (ii) the
carrying amount of the original financial liability less the fair value of the new financial liability.
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Tllustration 6: Proportionate “pass through"” arrangement

Entity A makes a five-year interest-bearing loan (the 'original asset') of X 100 crores to Entity B.
Entity A setftles a Trust and transfers the loan to that Trust. The Trust issues participatory notes
to an investor, Entity C that entitle the investor to the cash flows from the asset.

As per Trust's agreement with Entity C, in exchange for a cash payment of 90 crores, Trust will
pass to Entity C 90% of all principal and interest payments collected from Entity B (as, when and if
collected). Trust accepts no obligation o make any payments to Entity C other than 90% of exactly
what has been received from Entity B. Trust provides no guarantee to Entity C about the
performance of the loan and has no rights fo retain 90% of the cash collected from Entity B nor
any obligation to pay cash to Entity C if cash has not been received from Entity B. Compute the
amount to be dercognised.

Solution

If the three conditions are met, the proportion sold is derecognised, provided the entity has
transferred substantially all the risks and rewards of ownership. Thus, Entity A would report a loan
asset of X 10 crores and derecognise X 90 crores.
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