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Guidance on implementing  
SB-FRS 109 Financial Instruments 
 
This guidance accompanies, but is not part of, SB-FRS 109. The numbers used for the questions are 
carried forward from the implementation guidance accompanying SB-FRS 39 Financial Instruments: 
Recognition and Measurement. 
 
Section A Scope 
 
A.1 Practice of settling net: forward contract to purchase a 
commodity 
 
Entity XYZ enters into a fixed price forward contract to purchase 1 million kilograms of copper 
in accordance with its expected usage requirements. The contract permits XYZ to take 
physical delivery of the copper at the end of twelve months or to pay or receive a net 
settlement in cash, based on the change in fair value of copper. Is the contract accounted for 
as a derivative? 
 
While such a contract meets the definition of a derivative, it is not necessarily accounted for as a 
derivative. The contract is a derivative instrument because there is no initial net investment, the 
contract is based on the price of copper, and it is to be settled at a future date. However, if XYZ 
intends to settle the contract by taking delivery and has no history for similar contracts of settling net 
in cash or of taking delivery of the copper and selling it within a short period after delivery for the 
purpose of generating a profit from short-term fluctuations in price or dealer’s margin, the contract is 
not accounted for as a derivative under SB-FRS 109. Instead, it is accounted for as an executory 
contract (unless the entity irrevocably designates it as measured at fair value through profit or loss in 
accordance with paragraph 2.5 of SB-FRS 109). 
 
A.2 Option to put a non-financial asset 
 
Entity XYZ owns an office building. XYZ enters into a put option with an investor that permits 
XYZ to put the building to the investor for CU150 million. The current value of the building is 
CU175 million.1  The option expires in five years. The option, if exercised, may be settled 
through physical delivery or net cash, at XYZ’s option. How do both XYZ and the investor 
account for the option? 
 
XYZ’s accounting depends on XYZ’s intention and past practice for settlement. Although the contract 
meets the definition of a derivative, XYZ does not account for it as a derivative if XYZ intends to settle 
the contract by delivering the building if XYZ exercises its option and there is no past practice of 
settling net (paragraph 2.4 of SB-FRS 109; but see also paragraph 2.5 of SB-FRS 109). 
 
The investor, however, cannot conclude that the option was entered into to meet the investor’s 
expected purchase, sale or usage requirements because the investor does not have the ability to 
require delivery (SB-FRS 109, paragraph 2.7). In addition, the option may be settled net in cash. 
Therefore, the investor has to account for the contract as a derivative. Regardless of past practices, 
the investor’s intention does not affect whether settlement is by delivery or in cash. The investor has 
written an option, and a written option in which the holder has a choice of physical settlement or net 
cash settlement can never satisfy the normal delivery requirement for the exemption from SB-FRS 
109 because the option writer does not have the ability to require delivery. 
 
However, if the contract were a forward contract instead of an option, and if the contract required 
physical delivery and the reporting entity had no past practice of settling net in cash or of taking 
delivery of the building and selling it within a short period after delivery for the purpose of generating a 
profit from short-term fluctuations in price or dealer’s margin, the contract would not be accounted for 
as a derivative. (But see also paragraph 2.5 of SB-FRS 109). 

 
1 In this guidance, monetary amounts are denominated in ‘currency units’ (CU). 
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Section B Definitions 
 
B.1 Definition of a financial instrument: gold bullion 
 
Is gold bullion a financial instrument (like cash) or is it a commodity? 
 
It is a commodity. Although bullion is highly liquid, there is no contractual right to receive cash or 
another financial asset inherent in bullion. 
 
B.2 Definition of a derivative: examples of derivatives and 
underlyings 
 
What are examples of common derivative contracts and the identified underlying? 
 
SB-FRS 109 defines a derivative as follows: 
 
A derivative is a financial instrument or other contract within the scope of this Standard with 
all three of the following characteristics. 
 
(a) Its value changes in response to the change in a specified interest rate, financial 

instrument price, commodity price, foreign exchange rate, index of prices or rates, 
credit rating or credit index, or other variable, provided in the case of a nonfinancial 
variable that the variable is not specific to a party to the contract (sometimes called 
the ‘underlying’). 

 
(b) It requires no initial net investment or an initial net investment that is smaller than 

would be required for other types of contracts that would be expected to have a 
similar response to changes in market factors. 

 
(c) It is settled at a future date. 
 

Type of contract Main pricing-settlement variable (underlying 
variable) 

Interest rate swap Interest rates 

Currency swap (foreign exchange swap) Currency rates 

Commodity swap Commodity prices 

Equity swap Equity prices (equity of another entity) 

Credit swap Credit rating, credit index or credit price 

Total return swap Total fair value of the reference asset and 
interest rates 

Purchased or written treasury bond option  
(call or put) 

Interest rates 

Purchased or written currency option  
(call or put) 

Currency rates 

Purchased or written commodity option  
(call or put) 

Commodity prices 

Purchased or written stock option (call or put) Equity prices (equity of another entity) 

Interest rate futures linked to government debt 
(treasury futures) 

Interest rates 

Currency futures Currency rates 

Commodity futures Commodity prices 
continued… 
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Type of contract Main pricing-settlement variable (underlying 
variable) 

Interest rate forward linked to government debt 
(treasury forward) 

Interest rates 

Currency forward Currency rates 

Commodity forward Commodity prices 

Equity forward Equity prices (equity of another entity) 
 
The above list provides examples of contracts that normally qualify as derivatives under SB-FRS 109. 
The list is not exhaustive. Any contract that has an underlying may be a derivative. Moreover, even if 
an instrument meets the definition of a derivative contract, special provisions may apply, for example, 
if it is a weather derivative (see paragraph B2.1 of SB-FRS 109), a contract to buy or sell a non-
financial item such as commodity (see paragraphs 2.5–2.7 and BA.2 of SB-FRS 109) or a contract 
settled in an entity’s own shares (see paragraphs 21–24 of SB-FRS 32). Therefore, an entity must 
evaluate the contract to determine whether the other characteristics of a derivative are present and 
whether special provisions apply. 
 
B.3 Definition of a derivative: settlement at a future date, interest 
rate swap with net or gross settlement 
 
For the purpose of determining whether an interest rate swap is a derivative financial 
instrument under SB-FRS 109, does it make a difference whether the parties pay the interest 
payments to each other (gross settlement) or settle on a net basis? 
 
No. The definition of a derivative does not depend on gross or net settlement. 
 
To illustrate: Entity ABC enters into an interest rate swap with a counterparty (XYZ) that requires ABC 
to pay a fixed rate of 8 per cent and receive a variable amount based on three-month LIBOR, reset on 
a quarterly basis. The fixed and variable amounts are determined on the basis of a CU100 million 
notional amount. ABC and XYZ do not exchange the notional amount. ABC pays or receives a net 
cash amount each quarter based on the difference between 8 per cent and three-month LIBOR. 
Alternatively, settlement may be on a gross basis. 
 
The contract meets the definition of a derivative regardless of whether there is net or gross settlement 
because its value changes in response to changes in an underlying variable (LIBOR), there is no 
initial net investment, and settlements occur at future dates. 
 
B.4 Definition of a derivative: prepaid interest rate swap (fixed rate 
payment obligation prepaid at inception or subsequently) 
 
If a party prepays its obligation under a pay-fixed, receive-variable interest rate swap at 
inception, is the swap a derivative financial instrument? 
 
Yes. To illustrate: Entity S enters into a CU100 million notional amount five-year pay-fixed, receive-
variable interest rate swap with Counterparty C. The interest rate of the variable part of the swap is 
reset on a quarterly basis to three-month LIBOR. The interest rate of the fixed part of the swap is 10 
per cent per year. Entity S prepays its fixed obligation under the swap of CU50 million (CU100 million 
× 10% × 5 years) at inception, discounted using market interest rates, while retaining the right to 
receive interest payments on the CU100 million reset quarterly based on three-month LIBOR over the 
life of the swap. 
 
The initial net investment in the interest rate swap is significantly less than the notional amount on 
which the variable payments under the variable leg will be calculated. The contract requires an initial 
net investment that is smaller than would be required for other types of contracts that would be 
expected to have a similar response to changes in market factors, such as a variable rate bond. 

…continued 
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Therefore, the contract fulfils the ‘no initial net investment or an initial net investment that is smaller 
than would be required for other types of contracts that would be expected to have a similar response 
to changes in market factors’ provision of SB-FRS 109. Even though Entity S has no future 
performance obligation, the ultimate settlement of the contract is at a future date and the value of the 
contract changes in response to changes in the LIBOR index. Accordingly, the contract is regarded as 
a derivative contract. 
 
Would the answer change if the fixed rate payment obligation is prepaid subsequent to initial 
recognition? 
 
If the fixed leg is prepaid during the term, that would be regarded as a termination of the old swap and 
an origination of a new instrument that is evaluated under SB-FRS 109. 
 
B.5 Definition of a derivative: prepaid pay-variable, receive-fixed 
interest rate swap 
 
If a party prepays its obligation under a pay-variable, receive-fixed interest rate swap at 
inception of the contract or subsequently, is the swap a derivative financial instrument? 
 
No. A prepaid pay-variable, receive-fixed interest rate swap is not a derivative if it is prepaid at 
inception and it is no longer a derivative if it is prepaid after inception because it provides a return on 
the prepaid (invested) amount comparable to the return on a debt instrument with fixed cash flows. 
The prepaid amount fails the ‘no initial net investment or an initial net investment that is smaller than 
would be required for other types of contracts that would be expected to have a similar response to 
changes in market factors’ criterion of a derivative. 
 
To illustrate: Entity S enters into a CU100 million notional amount five-year pay-variable, receive-fixed 
interest rate swap with Counterparty C. The variable leg of the swap is reset on a quarterly basis to 
three-month LIBOR. The fixed interest payments under the swap are calculated as 10 per cent times 
the swap’s notional amount, ie CU10 million per year. Entity S prepays its obligation under the 
variable leg of the swap at inception at current market rates, while retaining the right to receive fixed 
interest payments of 10 per cent on CU100 million per year. 
 
The cash inflows under the contract are equivalent to those of a financial instrument with a fixed 
annuity stream since Entity S knows it will receive CU10 million per year over the life of the swap. 
Therefore, all else being equal, the initial investment in the contract should equal that of other 
financial instruments that consist of fixed annuities. Thus, the initial net investment in the pay-variable, 
receive-fixed interest rate swap is equal to the investment required in a non-derivative contract that 
has a similar response to changes in market conditions. For this reason, the instrument fails the ‘no 
initial net investment or an initial net investment that is smaller than would be required for other types 
of contracts that would be expected to have a similar response to changes in market factors’ criterion 
of SB-FRS 109. Therefore, the contract is not accounted for as a derivative under SB-FRS 109. By 
discharging the obligation to pay variable interest rate payments, Entity S in effect provides a loan to 
Counterparty C. 
 
B.6 Definition of a derivative: offsetting loans 
 
Entity A makes a five-year fixed rate loan to Entity B, while B at the same time makes a five-
year variable rate loan for the same amount to A. There are no transfers of contractual par 
amount at inception of the two loans, since A and B have a netting agreement. Is this a 
derivative under SB-FRS 109? 
 
Yes. This meets the definition of a derivative (that is to say, there is an underlying variable, no initial 
net investment or an initial net investment that is smaller than would be required for other types of 
contracts that would be expected to have a similar response to changes in market factors, and future 
settlement). The contractual effect of the loans is the equivalent of an interest rate swap arrangement 
with no initial net investment. Non-derivative transactions are aggregated and treated as a derivative 
when the transactions result, in substance, in a derivative. Indicators of this would include: 
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• they are entered into at the same time and in contemplation of one another 
 
• they have the same counterparty 
 
• they relate to the same risk 
 
• there is no apparent economic need or substantive business purpose for structuring the 

transactions separately that could not also have been accomplished in a single transaction. 
 
The same answer would apply if Entity A and Entity B did not have a netting agreement, because the 
definition of a derivative instrument in SB-FRS 109 does not require net settlement. 
 
B.7 Definition of a derivative: option not expected to be exercised 
 
The definition of a derivative in SB-FRS 109 requires that the instrument ‘is settled at a future 
date’. Is this criterion met even if an option is expected not to be exercised, for example, 
because it is out of the money? 
 
Yes. An option is settled upon exercise or at its maturity. Expiry at maturity is a form of settlement 
even though there is no additional exchange of consideration. 
 
B.8 Definition of a derivative: foreign currency contract based on 
sales volume 
 
Entity XYZ, whose functional currency is the US dollar, sells products in France denominated 
in euro. XYZ enters into a contract with an investment bank to convert euro to US dollars at a 
fixed exchange rate. The contract requires XYZ to remit euro based on its sales volume in 
France in exchange for US dollars at a fixed exchange rate of 6.00. Is that contract a 
derivative? 
 
Yes. The contract has two underlying variables (the foreign exchange rate and the volume of sales), 
no initial net investment or an initial net investment that is smaller than would be required for other 
types of contracts that would be expected to have a similar response to changes in market factors, 
and a payment provision. SB-FRS 109 does not exclude from its scope derivatives that are based on 
sales volume. 
 
B.9 Definition of a derivative: prepaid forward 
 
An entity enters into a forward contract to purchase shares of stock in one year at the forward 
price. It prepays at inception based on the current price of the shares. Is the forward contract a 
derivative? 
 
No. The forward contract fails the ‘no initial net investment or an initial net investment that is smaller 
than would be required for other types of contracts that would be expected to have a similar response 
to changes in market factors’ test for a derivative. 
 
To illustrate: Entity XYZ enters into a forward contract to purchase 1 million T ordinary shares in one 
year. The current market price of T is CU50 per share; the one-year forward price of T is CU55 per 
share. XYZ is required to prepay the forward contract at inception with a CU50 million payment. The 
initial investment in the forward contract of CU50 million is less than the notional amount applied to 
the underlying, 1 million shares at the forward price of CU55 per share, ie CU55 million. However, the 
initial net investment approximates the investment that would be required for other types of contracts 
that would be expected to have a similar response to changes in market factors because T’s shares 
could be purchased at inception for the same price of CU50. Accordingly, the prepaid forward contract 
does not meet the initial net investment criterion of a derivative instrument. 
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B.10 Definition of a derivative: initial net investment 
 
Many derivative instruments, such as futures contracts and exchange traded written options, 
require margin accounts. Is the margin account part of the initial net investment? 
 
No. The margin account is not part of the initial net investment in a derivative instrument. Margin 
accounts are a form of collateral for the counterparty or clearing house and may take the form of cash, 
securities or other specified assets, typically liquid assets. Margin accounts are separate assets that 
are accounted for separately. 
 
B.11 Definition of held for trading: portfolio with a recent actual 
pattern of short-term profit-taking 
 
The definition of a financial asset or financial liability held for trading states that ‘a financial 
asset or financial liability is classified as held for trading if it is … part of a portfolio of 
identified financial instruments that are managed together and for which there is evidence of a 
recent actual pattern of short-term profit-taking’. What is a ‘portfolio’ for the purposes of 
applying this definition? 
 
Although the term ‘portfolio’ is not explicitly defined in SB-FRS 109, the context in which it is used 
suggests that a portfolio is a group of financial assets or financial liabilities that are managed as part 
of that group (Appendix A of SB-FRS 109). If there is evidence of a recent actual pattern of short-term 
profit-taking on financial instruments included in such a portfolio, those financial instruments qualify as 
held for trading even though an individual financial instrument may in fact be held for a longer period 
of time. 
 
B.24 Definition of gross carrying amount: perpetual debt 
instruments with fixed or market-based variable rate 
 
Sometimes entities purchase or issue debt instruments that are required to be measured at 
amortised cost and in respect of which the issuer has no obligation to repay the gross 
carrying amount. The interest rate may be fixed or variable. Would the difference between the 
initial amount paid or received and zero (‘the maturity amount’) be amortised immediately on 
initial recognition for the purpose of determining amortised cost if the rate of interest is fixed 
or specified as a market-based variable rate? 
 
No. Since there are no repayment of the gross carrying amount, there is no amortisation of the 
difference between the initial amount and the maturity amount if the rate of interest is fixed or 
specified as a market-based variable rate. Because interest payments are fixed or market-based and 
will be paid in perpetuity, the amortised cost (the present value of the stream of future cash payments 
discounted at the effective interest rate) equals the gross carrying amount in each period. 
 
B.25 Definition of gross carrying amount: perpetual debt 
instruments with decreasing interest rate 
 
If the stated rate of interest on a perpetual debt instrument decreases over time, would the 
gross carrying amount equal the contractual par amount in each period? 
 
No. From an economic perspective, some or all of the contractual interest payments are repayments 
of the gross carrying amount. For example, the interest rate may be stated as 16 per cent for the first 
10 years and as zero per cent in subsequent periods. In that case, the initial amount is amortised to 
zero over the first 10 years using the effective interest method, since a portion of the contractual 
interest payments represents repayments of the gross carrying amount. The gross carrying amount is 
zero after Year 10 because the present value of the stream of future cash payments in subsequent 
periods is zero (there are no further contractual cash payments in subsequent periods). 
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B.26 Example of calculating the gross carrying amount: financial 
asset 
 
How is the gross carrying amount calculated for financial assets measured at amortised cost 
in accordance with SB-FRS 109? 
 
The gross carrying amount is calculated using the effective interest method. The effective interest rate 
inherent in a financial instrument is the rate that exactly discounts the estimated cash flows 
associated with the financial instrument through the expected life of the instrument or, where 
appropriate, a shorter period to the gross carrying amount at initial recognition. The computation 
includes all fees and points paid or received that are an integral part of the effective interest rate, 
directly attributable transaction costs and all other premiums or discounts. 
 
The following example illustrates how the gross carrying amount is calculated using the effective 
interest method. Entity A purchases a debt instrument with five years remaining to maturity for its fair 
value of CU1,000 (including transaction costs). The instrument has a contractual par amount of 
CU1,250 and carries fixed interest of 4.7 per cent that is paid annually (CU1,250 × 4.7% = CU59 per 
year). The contract also specifies that the borrower has an option to prepay the instrument at par and 
that no penalty will be charged for prepayment. At inception, the entity expects the borrower not to 
prepay (and, therefore, the entity determines that the fair value of the prepayment feature is 
insignificant when the financial asset is initially recognised). 
 
It can be shown that in order to allocate interest receipts and the initial discount over the term of the 
debt instrument at a constant rate on the carrying amount, they must be accrued at the rate of 10 per 
cent annually. The table below provides information about the gross carrying amount, interest 
revenue and cash flows of the debt instrument in each reporting period. 
 
Year (a) (b = a × 10%) (c) (d = a + b – c) 

 

Gross carrying 
amount at the 

beginning of the 
year 

Interest revenue Cash flows Gross carrying 
amount at the 

end of the year 

20X0 1,000 100 59 1,041 

20X1 1,041 104 59 1,086 

20X2 1,086 109 59 1,136 

20X3 1,136 113 59 1,190 

20X4 1,190 119 1,250 + 59 – 
 
On the first day of 20X2 the entity revises its estimate of cash flows. It now expects that 50 per cent of 
the contractual par amount will be prepaid at the end of 20X2 and the remaining 50 per cent at the 
end of 20X4. In accordance with paragraph B5.4.6 of SB-FRS 109, the gross carrying amount of the 
debt instrument in 20X2 is adjusted. The gross carrying amount is recalculated by discounting the 
amount the entity expects to receive in 20X2 and subsequent years using the original effective 
interest rate (10 per cent). This results in the new gross carrying amount in 20X2 of CU1,138. The 
adjustment of CU52 (CU1,138 – CU1,086) is recorded in profit or loss in 20X2. The table below 
provides information about the gross carrying amount, interest revenue and cash flows as they would 
be adjusted taking into account the change in estimate. 
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Year (a) (b = a × 10%) (c) (d = a + b – c) 

 

Gross carrying 
amount at the 

beginning of the 
year 

Interest revenue Cash flows Gross carrying 
amount at the 

end of the year 

20X0 1,000 100 59 1,041 

20X1 1,041 104 59 1,086 

20X2 1,086 + 52 114 625 + 59 568 

20X3 568 57 30 595 

20X4 595 60 625 + 30 – 
 
B.27 Example of calculating the gross carrying amount: debt 
instruments with stepped interest payments 
 
Sometimes entities purchase or issue debt instruments with a predetermined rate of interest 
that increases or decreases progressively (‘stepped interest’) over the term of the debt 
instrument. If a debt instrument with stepped interest is issued at CU1,250 and has a maturity 
amount of CU1,250, would the gross carrying amount equal CU1,250 in each reporting period 
over the term of the debt instrument? 
 
No. Although there is no difference between the initial amount and maturity amount, an entity uses the 
effective interest method to allocate interest payments over the term of the debt instrument to achieve 
a constant rate on the carrying amount. 
 
The following example illustrates how the gross carrying amount is calculated using the effective 
interest method for an instrument with a predetermined rate of interest that increases or decreases 
over the term of the debt instrument (‘stepped interest’). 
 
On 1 January 20X0, Entity A issues a debt instrument for a price of CU1,250. The contractual par 
amount is CU1,250 and the debt instrument is repayable on 31 December 20X4. The rate of interest 
is specified in the debt agreement as a percentage of the contractual par amount as follows: 6.0 per 
cent in 20X0 (CU75), 8.0 per cent in 20X1 (CU100), 10.0 per cent in 20X2 (CU125), 12.0 per cent in 
20X3 (CU150), and 16.4 per cent in 20X4 (CU205). In this case, the interest rate that exactly 
discounts the stream of future cash payments through maturity is 10 per cent. Therefore, cash interest 
payments are reallocated over the term of the debt instrument for the purposes of determining the 
gross carrying amount in each period. In each period, the gross carrying amount at the beginning of 
the period is multiplied by the effective interest rate of 10 per cent and added to the gross carrying 
amount. Any cash payments in the period are deducted from the resulting number. Accordingly, the 
gross carrying amount in each period is as follows: 
 
Year (a) (b = a × 10%) (c) (d = a + b – c) 

 

Gross carrying 
amount at the 

beginning of the 
year 

Interest revenue Cash flows Gross carrying 
amount at the 

end of the year 

20X0 1,250 125 75 1,300 

20X1 1,300 130 100 1,330 

20X2 1,330 133 125 1,338 

20X3 1,338 134 150 1,322 

20X4 1,322 133 1,250 + 205 – 
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B.28 Regular way contracts: no established market 
 
Can a contract to purchase a financial asset be a regular way contract if there is no 
established market for trading such a contract? 
 
Yes. SB-FRS 109 refers to terms that require delivery of the asset within the time frame established 
generally by regulation or convention in the marketplace concerned. Marketplace is not limited to a 
formal stock exchange or organised over-the-counter market. Instead, it means the environment in 
which the financial asset is customarily exchanged. An acceptable time frame would be the period 
reasonably and customarily required for the parties to complete the transaction and prepare and 
execute closing documents. 
 
For example, a market for private issue financial instruments can be a marketplace. 
 
B.29 Regular way contracts: forward contract 
 
Entity ABC enters into a forward contract to purchase 1 million of M’s ordinary shares in two 
months for CU10 per share. The contract is with an individual and is not an exchange-traded 
contract. The contract requires ABC to take physical delivery of the shares and pay the 
counterparty CU10 million in cash. M’s shares trade in an active public market at an average of 
100,000 shares a day. Regular way delivery is three days. Is the forward contract regarded as a 
regular way contract? 
 
No. The contract must be accounted for as a derivative because it is not settled in the way 
established by regulation or convention in the marketplace concerned. 
 
B.30 Regular way contracts: which customary settlement 
provisions apply? 
 
If an entity’s financial instruments trade in more than one active market, and the settlement 
provisions differ in the various active markets, which provisions apply in assessing whether a 
contract to purchase those financial instruments is a regular way contract? 
 
The provisions that apply are those in the market in which the purchase actually takes place. 
 
To illustrate: Entity XYZ purchases 1 million shares of Entity ABC on a US stock exchange, for 
example, through a broker. The settlement date of the contract is six business days later. Trades for 
equity shares on US exchanges customarily settle in three business days. Because the trade settles 
in six business days, it does not meet the exemption as a regular way trade. 
 
However, if XYZ did the same transaction on a foreign exchange that has a customary settlement 
period of six business days, the contract would meet the exemption for a regular way trade. 
 
B.31 Regular way contracts: share purchase by call option 
 
Entity A purchases a call option in a public market permitting it to purchase 100 shares of 
Entity XYZ at any time over the next three months at a price of CU100 per share. If Entity A 
exercises its option, it has 14 days to settle the transaction according to regulation or 
convention in the options market. XYZ shares are traded in an active public market that 
requires three-day settlement. Is the purchase of shares by exercising the option a regular way 
purchase of shares? 
 
Yes. The settlement of an option is governed by regulation or convention in the marketplace for 
options and, therefore, upon exercise of the option it is no longer accounted for as a derivative 
because settlement by delivery of the shares within 14 days is a regular way transaction. 
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B.32 Recognition and derecognition of financial liabilities using 
trade date or settlement date accounting 
 
SB-FRS 109 has special rules about recognition and derecognition of financial assets using 
trade date or settlement date accounting. Do these rules apply to transactions in financial 
instruments that are classified as financial liabilities, such as transactions in deposit liabilities 
and trading liabilities? 
 
No. SB-FRS 109 does not contain any specific requirements about trade date accounting and 
settlement date accounting in the case of transactions in financial instruments that are classified as 
financial liabilities. Therefore, the general recognition and derecognition requirements in paragraphs 
3.1.1 and 3.3.1 of SB-FRS 109 apply. Paragraph 3.1.1 of SB-FRS 109 states that financial liabilities 
are recognised on the date the entity ‘becomes a party to the contractual provisions of the instrument’. 
Such contracts generally are not recognised unless one of the parties has performed or the contract is 
a derivative contract not exempted from the scope of SB-FRS 109. Paragraph 3.3.1 of SB-FRS 109 
specifies that financial liabilities are derecognised only when they are extinguished, ie when the 
obligation specified in the contract is discharged or cancelled or expires. 
 
Section C Embedded derivatives 
 
C.1 Embedded derivatives: separation of host debt instrument 
 
If an embedded non-option derivative is required to be separated from a host debt instrument, 
how are the terms of the host debt instrument and the embedded derivative identified? For 
example, would the host debt instrument be a fixed rate instrument, a variable rate instrument 
or a zero coupon instrument? 
 
The terms of the host debt instrument reflect the stated or implied substantive terms of the hybrid 
contract. In the absence of implied or stated terms, the entity makes its own judgement of the terms. 
However, an entity may not identify a component that is not specified or may not establish terms of 
the host debt instrument in a manner that would result in the separation of an embedded derivative 
that is not already clearly present in the hybrid contract, that is to say, it cannot create a cash flow that 
does not exist. For example, if a five-year debt instrument has fixed interest payments of CU40,000 
annually and a contractual payment at maturity of CU1,000,000 multiplied by the change in an equity 
price index, it would be inappropriate to identify a floating rate host contract and an embedded equity 
swap that has an offsetting floating rate leg in lieu of identifying a fixed rate host. In that example, the 
host contract is a fixed rate debt instrument that pays CU40,000 annually because there are no 
floating interest rate cash flows in the hybrid contract. 
 
In addition, the terms of an embedded non-option derivative, such as a forward or swap, must be 
determined so as to result in the embedded derivative having a fair value of zero at the inception of 
the hybrid contract. If it were permitted to separate embedded non-option derivatives on other terms, 
a single hybrid contract could be decomposed into an infinite variety of combinations of host debt 
instruments and embedded derivatives, for example, by separating embedded derivatives with terms 
that create leverage, asymmetry or some other risk exposure not already present in the hybrid 
contract. Therefore, it is inappropriate to separate an embedded non-option derivative on terms that 
result in a fair value other than zero at the inception of the hybrid contract. The determination of the 
terms of the embedded derivative is based on the conditions existing when the financial instrument 
was issued. 
 
C.2 Embedded derivatives: separation of embedded option 
 
The response to Question C.1 states that the terms of an embedded non-option derivative 
should be determined so as to result in the embedded derivative having a fair value of zero at 
the initial recognition of the hybrid contract. When an embedded option-based derivative is 
separated, must the terms of the embedded option be determined so as to result in the 
embedded derivative having either a fair value of zero or an intrinsic value of zero (that is to 
say, be at the money) at the inception of the hybrid contract? 
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No. The economic behaviour of a hybrid contract with an option-based embedded derivative depends 
critically on the strike price (or strike rate) specified for the option feature in the hybrid contract, as 
discussed below. Therefore, the separation of an option-based embedded derivative (including any 
embedded put, call, cap, floor, caption, floortion or swaption feature in a hybrid contract) should be 
based on the stated terms of the option feature documented in the hybrid contract. As a result, the 
embedded derivative would not necessarily have a fair value or intrinsic value equal to zero at the 
initial recognition of the hybrid contract. 
 
If an entity were required to identify the terms of an embedded option-based derivative so as to 
achieve a fair value of the embedded derivative of zero, the strike price (or strike rate) generally would 
have to be determined so as to result in the option being infinitely out of the money. This would imply 
a zero probability of the option feature being exercised. However, since the probability of the option 
feature in a hybrid contract being exercised generally is not zero, it would be inconsistent with the 
likely economic behaviour of the hybrid contract to assume an initial fair value of zero. Similarly, if an 
entity were required to identify the terms of an embedded option-based derivative so as to achieve an 
intrinsic value of zero for the embedded derivative, the strike price (or strike rate) would have to be 
assumed to equal the price (or rate) of the underlying variable at the initial recognition of the hybrid 
contract. In this case, the fair value of the option would consist only of time value. However, such an 
assumption would not be consistent with the likely economic behaviour of the hybrid contract, 
including the probability of the option feature being exercised, unless the agreed strike price was 
indeed equal to the price (or rate) of the underlying variable at the initial recognition of the hybrid 
contract. 
 
The economic nature of an option-based embedded derivative is fundamentally different from a 
forward-based embedded derivative (including forwards and swaps), because the terms of a forward 
are such that a payment based on the difference between the price of the underlying and the forward 
price will occur at a specified date, while the terms of an option are such that a payment based on the 
difference between the price of the underlying and the strike price of the option may or may not occur 
depending on the relationship between the agreed strike price and the price of the underlying at a 
specified date or dates in the future. Adjusting the strike price of an option-based embedded 
derivative, therefore, alters the nature of the hybrid contract. On the other hand, if the terms of a non-
option embedded derivative in a host debt instrument were determined so as to result in a fair value of 
any amount other than zero at the inception of the hybrid contract, that amount would essentially 
represent a borrowing or lending. Accordingly, as discussed in the answer to Question C.1, it is not 
appropriate to separate a non-option embedded derivative in a host debt instrument on terms that 
result in a fair value other than zero at the initial recognition of the hybrid contract. 
 
C.4 Embedded derivatives: equity kicker 
 
In some instances, venture capital entities providing subordinated loans agree that if and 
when the borrower lists its shares on a stock exchange, the venture capital entity is entitled to 
receive shares of the borrowing entity free of charge or at a very low price (an ‘equity kicker’) 
in addition to the contractual payments. As a result of the equity kicker feature, the interest on 
the subordinated loan is lower than it would otherwise be. Assuming that the subordinated 
loan is not measured at fair value with changes in fair value recognised in profit or loss 
(paragraph 4.3.3(c) of SB-FRS 109), does the equity kicker feature meet the definition of an 
embedded derivative even though it is contingent upon the future listing of the borrower? 
 
Yes. The economic characteristics and risks of an equity return are not closely related to the 
economic characteristics and risks of a host debt instrument (paragraph 4.3.3(a) of SB-FRS 109). The 
equity kicker meets the definition of a derivative because it has a value that changes in response to 
the change in the price of the shares of the borrower, it requires no initial net investment or an initial 
net investment that is smaller than would be required for other types of contracts that would be 
expected to have a similar response to changes in market factors, and it is settled at a future date 
(paragraph 4.3.3(b) and Appendix A of SB-FRS 109). The equity kicker feature meets the definition of 
a derivative even though the right to receive shares is contingent upon the future listing of the 
borrower. Paragraph BA.1 of SB-FRS 109 states that a derivative could require a payment as a result 
of some future event that is unrelated to a notional amount. An equity kicker feature is similar to such 
a derivative except that it does not give a right to a fixed payment, but an option right, if the future 
event occurs. 
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C.6 Embedded derivatives: synthetic instruments 
 
Entity A issues a five-year floating rate debt instrument. At the same time, it enters into a five-
year pay-fixed, receive-variable interest rate swap with Entity B. Entity A regards the 
combination of the debt instrument and swap as a synthetic fixed rate instrument. Entity A 
contends that separate accounting for the swap is inappropriate since paragraph B4.3.8(a) of 
SB-FRS 109 requires an embedded derivative to be classified together with its host instrument 
if the derivative is linked to an interest rate that can change the amount of contractual interest 
that would otherwise be paid or received on the host debt contract. Is the entity’s analysis 
correct? 
 
No. Embedded derivative instruments are terms and conditions that are included in non-derivative 
host contracts. It is generally inappropriate to treat two or more separate financial instruments as a 
single combined instrument (‘synthetic instrument’ accounting) for the purpose of applying SB-FRS 
109. Each of the financial instruments has its own terms and conditions and each may be transferred 
or settled separately. Therefore, the debt instrument and the swap are classified separately. The 
transactions described here differ from the transactions discussed in Question B.6, which had no 
substance apart from the resulting interest rate swap. 
 
C.7 Embedded derivatives: purchases and sales contracts in 
foreign currency instruments 
 
A supply contract provides for payment in a currency other than (a) the functional currency of 
either party to the contract, (b) the currency in which the product is routinely denominated in 
commercial transactions around the world and (c) the currency that is commonly used in 
contracts to purchase or sell non-financial items in the economic environment in which the 
transaction takes place. Is there an embedded derivative that should be separated under SB-
FRS 109? 
 
Yes. To illustrate: a Norwegian entity agrees to sell oil to an entity in France. The oil contract is 
denominated in Swiss francs, although oil contracts are routinely denominated in US dollars in 
commercial transactions around the world, and Norwegian krone are commonly used in contracts to 
purchase or sell non-financial items in Norway. Neither entity carries out any significant activities in 
Swiss francs. In this case, the Norwegian entity regards the supply contract as a host contract with an 
embedded foreign currency forward to purchase Swiss francs. The French entity regards the supply 
contact as a host contract with an embedded foreign currency forward to sell Swiss francs. Each 
entity includes fair value changes on the currency forward in profit or loss unless the reporting entity 
designates it as a cash flow hedging instrument, if appropriate. 
 
C.8 Embedded foreign currency derivatives: unrelated foreign 
currency provision 
 
Entity A, which measures items in its financial statements on the basis of the euro (its 
functional currency), enters into a contract with Entity B, which has the Norwegian krone as its 
functional currency, to purchase oil in six months for 1,000 US dollars. The host oil contract is 
not within the scope of SB-FRS 109 because it was entered into and continues to be for the 
purpose of delivery of a non-financial item in accordance with the entity’s expected purchase, 
sale or usage requirements (paragraphs 2.4 and BA.2 of SB-FRS 109) and the entity has not 
irrevocably designated it as measured at fair value through profit or loss in accordance with 
paragraph 2.5 of SB-FRS 109. The oil contract includes a leveraged foreign exchange 
provision that states that the parties, in addition to the provision of, and payment for, oil will 
exchange an amount equal to the fluctuation in the exchange rate of the US dollar and 
Norwegian krone applied to a notional amount of 100,000 US dollars. Under paragraph 4.3.3 of 
SB-FRS 109, is that embedded derivative (the leveraged foreign exchange provision) regarded 
as closely related to the host oil contract? 
 
No, that leveraged foreign exchange provision is separated from the host oil contract because it is not 
closely related to the host oil contract (paragraph B4.3.8(d) of SB-FRS 109). 
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The payment provision under the host oil contract of 1,000 US dollars can be viewed as a foreign 
currency derivative because the US dollar is neither Entity A’s nor Entity B’s functional currency. This 
foreign currency derivative would not be separated because it follows from paragraph B4.3.8(d) of 
SB-FRS 109 that a crude oil contract that requires payment in US dollars is not regarded as a host 
contract with a foreign currency derivative. 
 
The leveraged foreign exchange provision that states that the parties will exchange an amount equal 
to the fluctuation in the exchange rate of the US dollar and Norwegian krone applied to a notional 
amount of 100,000 US dollars is in addition to the required payment for the oil transaction. It is 
unrelated to the host oil contract and therefore separated from the host oil contract and accounted for 
as an embedded derivative under paragraph 4.3.3 of SB-FRS 109. 
 
C.9 Embedded foreign currency derivatives: currency of 
international commerce 
 
Paragraph B4.3.8(d) of SB-FRS 109 refers to the currency in which the price of the related 
goods or services is routinely denominated in commercial transactions around the world. 
Could it be a currency that is used for a certain product or service in commercial transactions 
within the local area of one of the substantial parties to the contract? 
 
No. The currency in which the price of the related goods or services is routinely denominated in 
commercial transactions around the world is only a currency that is used for similar transactions all 
around the world, not just in one local area. For example, if cross-border transactions in natural gas in 
North America are routinely denominated in US dollars and such transactions are routinely 
denominated in euro in Europe, neither the US dollar nor the euro is a currency in which the goods or 
services are routinely denominated in commercial transactions around the world. 
 
C.10 Embedded derivatives: holder permitted, but not required, to 
settle without recovering substantially all of its recognised 
investment 
 
If the terms of a combined contract permit, but do not require, the holder to settle the 
combined contract in a manner that causes it not to recover substantially all of its recognised 
investment and the issuer does not have such a right (for example, a puttable debt 
instrument), does the contract satisfy the condition in paragraph B4.3.8(a) of SB-FRS 109 that 
the holder would not recover substantially all of its recognised investment? 
 
No. The condition that ‘the holder would not recover substantially all of its recognised investment’ is 
not satisfied if the terms of the combined contract permit, but do not require, the investor to settle the 
combined contract in a manner that causes it not to recover substantially all of its recognised 
investment and the issuer has no such right. Accordingly, an interest-bearing host contract with an 
embedded interest rate derivative with such terms is regarded as closely related to the host contract. 
The condition that ‘the holder would not recover substantially all of its recognised investment’ applies 
to situations in which the holder can be forced to accept settlement at an amount that causes the 
holder not to recover substantially all of its recognised investment. 
 
Section D Recognition and derecognition 
 
D.1 Initial recognition 
 
D.1.1 Recognition: cash collateral 
 
Entity B transfers cash to Entity A as collateral for another transaction with Entity A (for 
example, a securities borrowing transaction). The cash is not legally segregated from Entity 
A’s assets. Should Entity A recognise the cash collateral it has received as an asset? 
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Yes. The ultimate realisation of a financial asset is its conversion into cash and, therefore, no further 
transformation is required before the economic benefits of the cash transferred by Entity B can be 
realised by Entity A. Therefore, Entity A recognises the cash as an asset and a payable to Entity B 
while Entity B derecognises the cash and recognises a receivable from Entity A. 
 
D.2 Regular way purchase or sale of a financial asset 
 
D.2.1 Trade date vs settlement date: amounts to be recorded for a purchase 
 
How are the trade date and settlement date accounting principles in SB-FRS 109 applied to a 
purchase of a financial asset? 
 
The following example illustrates the application of the trade date and settlement date accounting 
principles in SB-FRS 109 for a purchase of a financial asset. On 29 December 20X1, an entity 
commits itself to purchase a financial asset for CU1,000, which is its fair value on commitment (trade) 
date. Transaction costs are immaterial. On 31 December 20X1 (financial year-end) and on 4 January 
20X2 (settlement date) the fair value of the asset is CU1,002 and CU1,003, respectively. The 
amounts to be recorded for the asset will depend on how it is classified and whether trade date or 
settlement date accounting is used, as shown in the two tables below. 
 

Settlement date accounting 

Balances Financial assets 
measured at 

amortised cost 

Financial assets 
measured at fair 

value through 
other 

comprehensive 
income 

Financial assets 
measured at fair 

value through 
profit or loss 

29 December 20X1    

Financial asset – – – 

Financial liability – – – 

31 December 20X1    

Receivable – 2 2 

Financial asset – – – 

Financial liability – – – 

Other comprehensive income (fair 
value adjustment) – (2) – 

Retained earnings (through profit or 
loss) – – (2) 

4 January 20X2    

Receivable – – – 

Financial asset 1,000 1,003 1,003 

Financial liability – – – 

Other comprehensive income (fair 
value adjustment) – (3) – 

Retained earnings (through profit or 
loss) – – (3) 
 



SB-FRS 109 IG 

18 

Trade date accounting 

Balances Financial assets 
measured at 

amortised cost 

Financial assets 
measured at fair 

value through 
other 

comprehensive 
income 

Financial assets 
measured at fair 

value through 
profit or loss 

29 December 20X1    

Financial asset 1,000 1,000 1,000 

Financial liability (1,000) (1,000) (1,000) 

31 December 20X1    

Receivable – – – 

Financial asset 1,000 1,002 1,002 

Financial liability (1,000) (1,000) (1,000) 

Other comprehensive income (fair 
value adjustment) – (2) – 

Retained earnings (through profit or 
loss) – – (2) 

4 January 20X2    

Receivable – – – 

Financial asset 1,000 1,003 1,003 

Financial liability – – – 

Other comprehensive income (fair 
value adjustment) – (3) – 

Retained earnings (through profit or 
loss) – – (3) 
 
D.2.2 Trade date vs settlement date: amounts to be recorded for a sale 
 
How are the trade date and settlement date accounting principles in SB-FRS 109 applied to a 
sale of a financial asset? 
 
The following example illustrates the application of the trade date and settlement date accounting 
principles in SB-FRS 109 for a sale of a financial asset. On 29 December 20X2 (trade date) an entity 
enters into a contract to sell a financial asset for its current fair value of CU1,010. The asset was 
acquired one year earlier for CU1,000 and its gross carrying amount is CU1,000. On 31 December 
20X2 (financial year-end), the fair value of the asset is CU1,012. On 4 January 20X3 (settlement 
date), the fair value is CU1,013. The amounts to be recorded will depend on how the asset is 
classified and whether trade date or settlement date accounting is used as shown in the two tables 
below (any loss allowance or interest revenue on the financial asset is disregarded for the purpose of 
this example). 
 
A change in the fair value of a financial asset that is sold on a regular way basis is not recorded in the 
financial statements between trade date and settlement date even if the entity applies settlement date 
accounting because the seller’s right to changes in the fair value ceases on the trade date. 
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Settlement date accounting 

Balances Financial 
assets 

measured at 
amortised 

cost 

Financial 
assets 

measured at 
fair value 

through other 
comprehensive 

income 

Financial 
assets 

measured at 
fair value 

through profit 
or loss 

29 December 20X2    

Receivable – – – 

Financial asset 1,000 1,010 1,010 

Other comprehensive income (fair value 
adjustment) – 10 – 

Retained earnings (through profit or loss) – – 10 

31 December 20X2    

Receivable – – – 

Financial asset 1,000 1,010 1,010 

Other comprehensive income (fair value 
adjustment) – 10 – 

Retained earnings (through profit or loss) – – 10 

4 January 20X3    
Other comprehensive income (fair value 
adjustment) – – – 

Retained earnings (through profit or loss) 10 10 10 
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Trade date accounting 

Balances Financial 
assets 

measured at 
amortised 

cost 

Financial 
assets 

measured at 
fair value 

through other 
comprehensive 

income 

Financial 
assets 

measured at 
fair value 

through profit 
or loss 

29 December 20X2    

Receivable 1,010 1,010 1,010 

Financial asset – – – 

Other comprehensive income (fair value 
adjustment) – – – 

Retained earnings (through profit or loss) 10 10 10 

31 December 20X2    

Receivable 1,010 1,010 1,010 

Financial asset – – – 

Other comprehensive income (fair value 
adjustment) – – – 

Retained earnings (through profit or loss) 10 10 10 

4 January 20X3    

Other comprehensive income (fair value 
adjustment) – – – 

Retained earnings (through profit or loss) 10 10 10 
 
D.2.3 Settlement date accounting: exchange of non-cash financial assets 
 
If an entity recognises sales of financial assets using settlement date accounting, would a 
change in the fair value of a financial asset to be received in exchange for the non-cash 
financial asset that is sold be recognised in accordance with paragraph 5.7.4 of SB-FRS 109? 
 
It depends. Any change in the fair value of the financial asset to be received would be accounted for 
under paragraph 5.7.4 of SB-FRS 109 if the entity applies settlement date accounting for that 
category of financial assets. However, if the entity classifies the financial asset to be received in a 
category for which it applies trade date accounting, the asset to be received is recognised on the 
trade date as described in paragraph B3.1.5 of SB-FRS 109. In that case, the entity recognises a 
liability of an amount equal to the carrying amount of the financial asset to be delivered on settlement 
date. 
 
To illustrate: on 29 December 20X2 (trade date) Entity A enters into a contract to sell Note Receivable 
A, which is measured at amortised cost, in exchange for Bond B, which meets the definition of held for 
trading and is measured at fair value. Both assets have a fair value of CU1,010 on 29 December, 
while the amortised cost of Note Receivable A is CU1,000. Entity A uses settlement date accounting 
for financial assets measured at amortised cost and trade date accounting for assets that meet the 
definition of held for trading. On 31 December 20X2 (financial year-end), the fair value of Note 
Receivable A is CU1,012 and the fair value of Bond B is CU1,009. On 4 January 20X3, the fair value 
of Note Receivable A is CU1,013 and the fair value of Bond B is CU1,007. The following entries are 
made: 
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29 December 20X2 

Dr Bond B CU1,010  

 Cr Payable  CU1,010 
 

31 December 20X2 

Dr Trading loss CU1  

 Cr Bond B  CU1 
 

4 January 20X3 

Dr Payable CU1,010  

Dr Trading loss CU2  

 Cr Note Receivable A  CU1,000 

 Cr Bond B  CU2 

 Cr Realisation gain  CU10 
 
Section E Measurement 
 
E.1 Initial measurement of financial assets and financial liabilities 
 
E.1.1 Initial measurement: transaction costs 
 
Transaction costs should be included in the initial measurement of financial assets and 
financial liabilities other than those at fair value through profit or loss. How should this 
requirement be applied in practice? 
 
For financial assets not measured at fair value through profit or loss, transaction costs are added to 
the fair value at initial recognition. For financial liabilities, transaction costs are deducted from the fair 
value at initial recognition. 
 
For financial instruments that are measured at amortised cost, transaction costs are subsequently 
included in the calculation of amortised cost using the effective interest method and, in effect, 
amortised through profit or loss over the life of the instrument. 
 
For financial instruments that are measured at fair value through other comprehensive income in 
accordance with either paragraphs 4.1.2A and 5.7.10 or paragraphs 4.1.4 and 5.7.5 of SB-FRS 109, 
transaction costs are recognised in other comprehensive income as part of a change in fair value at 
the next remeasurement. If the financial asset is measured in accordance with paragraphs 4.1.2A and 
5.7.10 of SB-FRS 109, those transaction costs are amortised to profit or loss using the effective 
interest method and, in effect, amortised through profit or loss over the life of the instrument. 
 
Transaction costs expected to be incurred on transfer or disposal of a financial instrument are not 
included in the measurement of the financial instrument. 
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E.3 Gains and losses 
 
E.3.2 SB-FRS 109 and SB-FRS 21—financial assets measured at fair value 
through other comprehensive income: separation of currency component 
 
A financial asset measured at fair value through other comprehensive income in accordance 
with paragraph 4.1.2A of SB-FRS 109 is treated as a monetary item. Therefore, the entity 
recognises changes in the carrying amount relating to changes in foreign exchange rates in 
profit or loss in accordance with paragraphs 23(a) and 28 of SB-FRS 21 and other changes in 
the carrying amount in other comprehensive income in accordance with SB-FRS 109. How is 
the cumulative gain or loss that is recognised in other comprehensive income determined? 
 
It is the difference between the amortised cost of the financial asset2  and the fair value of the 
financial asset in the functional currency of the reporting entity. For the purpose of applying paragraph 
28 of SB-FRS 21 the asset is treated as an asset measured at amortised cost in the foreign currency. 
 
To illustrate: on 31 December 20X1 Entity A acquires a bond denominated in a foreign currency (FC) 
for its fair value of FC1,000. The bond has five years remaining to maturity and a contractual par 
amount of FC1,250, carries fixed interest of 4.7 per cent that is paid annually (FC1,250 × 4.7% = 
FC59 per year), and has an effective interest rate of 10 per cent. Entity A classifies the bond as 
subsequently measured at fair value through other comprehensive income in accordance with 
paragraph 4.1.2A of SB-FRS 109, and thus recognises gains and losses in other comprehensive 
income. The entity’s functional currency is its local currency (LC). The exchange rate is FC1 to LC1.5 
and the carrying amount of the bond is LC1,500 (= FC1,000 × 1.5). 
 

Dr Bond LC1,500  

 Cr Cash  LC1,500 
 
On 31 December 20X2, the foreign currency has appreciated and the exchange rate is FC1 to LC2. 
The fair value of the bond is FC1,060 and thus the carrying amount is LC2,120 (= FC1,060 × 2). The 
amortised cost is FC1,041 (= LC2,082). In this case, the cumulative gain or loss to be recognised in 
other comprehensive income and accumulated in equity is the difference between the fair value and 
the amortised cost on 31 December 20X2, ie LC38 (= LC2,120 – LC2,082). 
 
Interest received on the bond on 31 December 20X2 is FC59 (= LC118). Interest revenue determined 
in accordance with the effective interest method is FC100 (= FC1,000 × 10 per cent). The average 
exchange rate during the year is FC1 to LC1.75. For the purpose of this question, it is assumed that 
the use of the average exchange rate provides a reliable approximation of the spot rates applicable to 
the accrual of interest revenue during the year (see paragraph 22 of SB-FRS 21). Thus, reported 
interest revenue is LC175 (= FC100 × 1.75) including accretion of the initial discount of LC72 (= 
[FC100 – FC59] × 1.75). Accordingly, the exchange difference on the bond that is recognised in profit 
or loss is LC510 (= LC2,082 – LC1,500 – LC72). Also, there is an exchange gain on the interest 
receivable for the year of LC15 (= FC59 × [2.00 – 1.75]). 
 

Dr Bond LC620  

Dr Cash LC118  

 Cr Interest revenue  LC175 

 Cr Exchange gain  LC525 

 Cr Fair value change in other comprehensive income  LC38 
 
 

 
2 The objective of this example is to illustrate the separation of the currency component for a financial asset that is measured 

at fair value through other comprehensive income in accordance with paragraph 4.1.2A of SB-FRS 109. Consequently, for 
simplicity, this example does not reflect the effect of the impairment requirements in Section 5.5 of SB-FRS 109. 
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On 31 December 20X3, the foreign currency has appreciated further and the exchange rate is FC1 to 
LC2.50. The fair value of the bond is FC1,070 and thus the carrying amount is LC2,675 (= FC1,070 × 
2.50). The amortised cost is FC1,086 (= LC2,715). The cumulative gain or loss to be accumulated in 
other comprehensive income is the difference between the fair value and the amortised cost on 31 
December 20X3, ie negative LC40 (= LC2,675 – LC2,715). Thus, the amount recognised in other 
comprehensive income equals the change in the difference during 20X3 of LC78 (= LC40 + LC38). 
 
Interest received on the bond on 31 December 20X3 is FC59 (= LC148). Interest revenue determined 
in accordance with the effective interest method is FC104 (= FC1,041 × 10%). The average exchange 
rate during the year is FC1 to LC2.25. For the purpose of this question, it is assumed that the use of 
the average exchange rate provides a reliable approximation of the spot rates applicable to the 
accrual of interest revenue during the year (see paragraph 22 of SB-FRS 21). Thus, recognised 
interest revenue is LC234 (= FC104 × 2.25) including accretion of the initial discount of LC101 (= 
[FC104 – FC59] × 2.25). Accordingly, the exchange difference on the bond that is recognised in profit 
or loss is LC532 (= LC2,715 – LC2,082 – LC101). Also, there is an exchange gain on the interest 
receivable for the year of LC15 (= FC59 × [2.50 – 2.25]). 
 

Dr Bond  LC555 

Dr Cash  LC148 

Dr Fair value change in other comprehensive 
income 

 
LC78 

 Cr Interest revenue   LC234 

 Cr Exchange gain   LC547 
 
E.3.3 SB-FRS 109 and SB-FRS 21—exchange differences arising on translation 
of foreign entities: other comprehensive income or profit or loss? 
 
Paragraphs 32 and 48 of SB-FRS 21 state that all exchange differences resulting from 
translating the financial statements of a foreign operation should be recognised in other 
comprehensive income until disposal of the net investment. This would include exchange 
differences arising from financial instruments carried at fair value, which would include both 
financial assets measured at fair value through profit or loss and financial assets that are 
measured at fair value through other comprehensive income in accordance with SB-FRS 109. 
 
SB-FRS 109 requires that changes in fair value of financial assets measured at fair value 
through profit or loss should be recognised in profit or loss and changes in fair value of 
financial assets measured at fair value through other comprehensive income should be 
recognised in other comprehensive income.  
 
If the foreign operation is a subsidiary whose financial statements are consolidated with those 
of its parent, in the consolidated financial statements how are SB-FRS 109 and paragraph 39 of 
SB-FRS 21 applied? 
 
SB-FRS 109 applies in the accounting for financial instruments in the financial statements of a foreign 
operation and SB-FRS 21 applies in translating the financial statements of a foreign operation for 
incorporation in the financial statements of the reporting entity. 
 
To illustrate: Entity A is domiciled in Country X and its functional currency and presentation currency 
are the local currency of Country X (LCX). A has a foreign subsidiary (Entity B) in Country Y whose 
functional currency is the local currency of Country Y (LCY). B is the owner of a debt instrument, 
which meets the definition of held for trading and is therefore measured at fair value through profit or 
loss in accordance with SB-FRS 109. 
 
In B’s financial statements for year 20X0, the fair value and carrying amount of the debt instrument is 
LCY100 in the local currency of Country Y. In A’s consolidated financial statements, the asset is 
translated into the local currency of Country X at the spot exchange rate applicable at the end of the 
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reporting period (2.00). Thus, the carrying amount is LCX200 (= LCY100 × 2.00) in the consolidated 
financial statements. 
 
At the end of year 20X1, the fair value of the debt instrument has increased to LCY110 in the local 
currency of Country Y. B recognises the trading asset at LCY110 in its statement of financial position 
and recognises a fair value gain of LCY10 in its profit or loss. During the year, the spot exchange rate 
has increased from 2.00 to 3.00 resulting in an increase in the fair value of the instrument from 
LCX200 to LCX330 (= LCY110 × 3.00) in the currency of Country X. Therefore, Entity A recognises 
the trading asset at LCX330 in its consolidated financial statements. 
 
Entity A translates the statement of comprehensive income of B ‘at the exchange rates at the dates of 
the transactions’ (paragraph 39(b) of SB-FRS 21). Since the fair value gain has accrued through the 
year, A uses the average rate as a practical approximation ([3.00 + 2.00] / 2 = 2.50, in accordance 
with paragraph 22 of SB-FRS 21). Therefore, while the fair value of the trading asset has increased 
by LCX130 (= LCX330 – LCX200), Entity A recognises only LCX25 (= LCY10 × 2.5) of this increase in 
consolidated profit or loss to comply with paragraph 39(b) of SB-FRS 21. The resulting exchange 
difference, ie the remaining increase in the fair value of the debt instrument (LCX130 – LCX25 = 
LCX105), is accumulated in other comprehensive income until the disposal of the net investment in 
the foreign operation in accordance with paragraph 48 of SB-FRS 21. 
 
E.3.4 SB-FRS 109 and SB-FRS 21—interaction between SB-FRS 109 and SB-
FRS 21 
 
SB-FRS 109 includes requirements about the measurement of financial assets and financial 
liabilities and the recognition of gains and losses on remeasurement in profit or loss. SB-FRS 
21 includes rules about the reporting of foreign currency items and the recognition of 
exchange differences in profit or loss. In what order are SB-FRS 21 and SB-FRS 109 applied? 
 
Statement of financial position 
 
Generally, the measurement of a financial asset or financial liability at fair value or amortised cost is 
first determined in the foreign currency in which the item is denominated in accordance with SB-FRS 
109. Then, the foreign currency amount is translated into the functional currency using the closing 
rate or a historical rate in accordance with SB-FRS 21 (paragraph B5.7.2 of SB-FRS 109). For 
example, if a monetary financial asset (such as a debt instrument) is measured at amortised cost in 
accordance with SB-FRS 109, amortised cost is calculated in the currency of denomination of that 
financial asset. Then, the foreign currency amount is recognised using the closing rate in the entity’s 
financial statements (paragraph 23 of SB-FRS 21). That applies regardless of whether a monetary 
item is measured at amortised cost or fair value in the foreign currency (paragraph 24 of SB-FRS 21). 
A non-monetary financial asset (such as an investment in an equity instrument) that is measured at 
fair value in the foreign currency is translated using the closing rate (paragraph 23 (c) of SB-FRS 21). 
 
As an exception, if the financial asset or financial liability is designated as a hedged item in a fair 
value hedge of the exposure to changes in foreign currency rates under SB-FRS 109 (or SB-FRS 39 
if an entity chooses as its accounting policy to continue to apply the hedge accounting requirements in 
SB-FRS 39), the hedged item is remeasured for changes in foreign currency rates even if it would 
otherwise have been recognised using a historical rate under SB-FRS 21 (paragraph 6.5.8 of SB-FRS 
109 or paragraph 89 of SB-FRS 39), ie the foreign currency amount is recognised using the closing 
rate. This exception applies to non-monetary items that are carried in terms of historical cost in the 
foreign currency and are hedged against exposure to foreign currency rates (paragraph 23(b) of SB-
FRS 21). 
 
Profit or loss 
 
The recognition of a change in the carrying amount of a financial asset or financial liability in profit or 
loss depends on a number of factors, including whether it is an exchange difference or other change 
in carrying amount, whether it arises on a monetary item (for example, most debt instruments) or non-
monetary item (such as most equity investments), whether the associated asset or liability is 
designated as a cash flow hedge of an exposure to changes in foreign currency rates, and whether it 
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results from translating the financial statements of a foreign operation. The issue of recognising 
changes in the carrying amount of a financial asset or financial liability held by a foreign operation is 
addressed in a separate question (see Question E.3.3). 
Any exchange difference arising on recognising a monetary item at a rate different from that at which 
it was initially recognised during the period, or recognised in previous financial statements, is 
recognised in profit or loss in accordance with SB-FRS 21 (paragraph B5.7.2 of SB-FRS 109, 
paragraphs 28 and 32 of SB-FRS 21), unless the monetary item is designated as a cash flow hedge 
of a highly probable forecast transaction in foreign currency, in which case the requirements for 
recognition of gains and losses on cash flow hedges apply (paragraph 6.5.11 of SB-FRS 109 or 
paragraph 95 of SB-FRS 39). Differences arising from recognising a monetary item at a foreign 
currency amount different from that at which it was previously recognised are accounted for in a 
similar manner, since all changes in the carrying amount relating to foreign currency movements 
should be treated consistently. All other changes in the statement of financial position measurement 
of a monetary item are recognised in profit or loss in accordance with SB-FRS 109. For example, 
although an entity recognises gains and losses on financial assets measured at fair value through 
other comprehensive income in other comprehensive income (paragraphs 5.7.10 and B5.7.2A of SB-
FRS 109), the entity nevertheless recognises the changes in the carrying amount relating to changes 
in foreign exchange rates in profit or loss (paragraph 23(a) of SB-FRS 21). 
 
Any changes in the carrying amount of a non-monetary item are recognised in profit or loss or in other 
comprehensive income in accordance with SB-FRS 109. For example, for an investment in an equity 
instrument that is presented in accordance with paragraph 5.7.5 of SB-FRS 109, the entire change in 
the carrying amount, including the effect of changes in foreign currency rates, is presented in other 
comprehensive income (paragraph B5.7.3 of SB-FRS 109). If the non-monetary item is designated as 
a cash flow hedge of an unrecognised firm commitment or a highly probable forecast transaction in 
foreign currency, the requirements for recognition of gains and losses on cash flow hedges apply 
(paragraph 6.5.11 of SB-FRS 109 or paragraph 95 of SB-FRS 39). 
 
When some portion of the change in carrying amount is recognised in other comprehensive income 
and some portion is recognised in profit or loss, for example, if the amortised cost of a foreign 
currency bond measured at fair value through other comprehensive income has increased in foreign 
currency (resulting in a gain in profit or loss) but its fair value has decreased in foreign currency 
(resulting in a loss recognised in other comprehensive income), an entity cannot offset those two 
components for the purposes of determining gains or losses that should be recognised in profit or loss 
or in other comprehensive income. 
 
Section G Other 
 
G.2 SB-FRS 109 and SB-FRS 7—hedge accounting: statements of 
cash flows 
 
How should cash flows arising from hedging instruments be classified in statements of cash 
flows? 
 
Cash flows arising from hedging instruments are classified as operating, investing or financing 
activities, on the basis of the classification of the cash flows arising from the hedged item. While the 
terminology in SB-FRS 7 has not been updated to reflect SB-FRS 109, the classification of cash flows 
arising from hedging instruments in the statement of cash flows should be consistent with the 
classification of these instruments as hedging instruments under SB-FRS 109. 
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Appendix  
Amendments to guidance on other Standards 
 
The amendments in this appendix to the guidance on other Standards are necessary in order to 
ensure consistency with SB-FRS 109 and the related amendments to other Standards.  

* * * * * 
 
 
The amendments contained in this appendix when SB-FRS 109 was issued in 2014 have been 
incorporated into the guidance on the relevant Standards included in this volume. 
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