
G LO S S A RY

Professional Certificate in International Accounting Standards for Financial Instruments

Financial Instruments: Disclosures and Presentation

Financial Instruments: Disclosures and Presentation

Financial Instruments: Disclosures and Presentation refer to the requirements outlined in International
Accounting Standards (IAS) 32 and IAS 39 regarding the disclosure and presentation of financial
instruments in the financial statements of an entity.

These standards aim to provide users of financial statements with relevant information about the nature,
extent, and risks associated with an entity's financial instruments. They also help in improving transparency
and comparability between different entities.

Financial Instruments

Financial Instruments are contracts that give rise to a financial asset of one entity and a financial liability or
equity instrument of another entity. These instruments include cash, equity securities, bonds, derivatives,
and loans.

Financial instruments are classified into various categories such as financial assets, financial liabilities, and
equity instruments based on their characteristics and the entity's business model.

Disclosures

Disclosures refer to the information that entities are required to provide in their financial statements to
enable users to understand the nature and extent of their financial instruments. These disclosures help users
assess the risks and opportunities associated with the entity's financial instruments.

Disclosures include information about the significant accounting policies, fair value measurement, credit
risk, liquidity risk, and market risk related to financial instruments. Entities must also disclose any off-balance
sheet arrangements and contingent liabilities arising from financial instruments.

Presentation

Presentation refers to how financial instruments are presented in an entity's financial statements. Financial
instruments are typically classified into current and non-current categories based on their maturity and the
entity's intention to hold them for trading or investment purposes.

Entities must present financial instruments separately on the face of the balance sheet or in the notes to the
financial statements. They must also provide additional information about the carrying amount, fair value,
and any restrictions on the use of financial instruments.

International Accounting Standards (IAS)
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International Accounting Standards (IAS) are a set of accounting standards issued by the International
Accounting Standards Board (IASB) that provide guidance on the preparation and presentation of financial
statements. These standards are used by entities in over 120 countries to ensure consistency and
comparability in financial reporting.

IAS 32 and IAS 39 specifically address the accounting treatment of financial instruments, including their
recognition, measurement, and disclosure requirements. These standards aim to improve transparency,
reliability, and relevance of financial reporting related to financial instruments.

Recognition

Recognition refers to the process of including financial instruments in an entity's balance sheet. Financial
instruments are recognized when the entity becomes a party to the contractual terms of the instrument and
has control over the rights and obligations arising from it.

Entities must assess whether a financial instrument meets the criteria for recognition based on the specific
requirements outlined in IAS 32 and IAS 39. Once recognized, financial instruments are measured and
disclosed in accordance with the relevant accounting standards.

Measurement

Measurement refers to the method used to determine the value of financial instruments in an entity's
financial statements. Financial instruments are typically measured at either historical cost, fair value, or
amortized cost, depending on their classification and the entity's business model.

Fair value measurement is a key aspect of measuring financial instruments, as it provides users with
information about the current market value of the instruments. Entities must use reliable and relevant inputs
to determine the fair value of financial instruments in accordance with the requirements of IAS 39.

Classification

Classification refers to the categorization of financial instruments into different categories based on their
characteristics and the entity's business model. Financial instruments are classified as financial assets,
financial liabilities, or equity instruments, each with specific measurement and disclosure requirements.

Entities must carefully assess the classification of financial instruments based on the criteria outlined in IAS
32 and IAS 39. Misclassification of financial instruments can lead to incorrect measurement and disclosure,
impacting the reliability and relevance of the financial statements.

Financial Assets

Financial Assets are assets that are either cash, equity securities, bonds, or other contractual rights that give
rise to cash flows for the entity. These assets are classified into categories such as loans and receivables,
held-to-maturity investments, available-for-sale financial assets, and financial assets at fair value through
profit or loss.
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Entities must measure and disclose financial assets based on their classification and the specific
requirements of IAS 32 and IAS 39. Financial assets are subject to impairment testing and revaluation to
ensure their carrying amount reflects their fair value.

Financial Liabilities

Financial Liabilities are obligations to transfer cash or other financial assets to another entity, resulting in a
financial outflow for the entity. These liabilities include trade payables, loans, bonds, and other contractual
obligations arising from financial instruments.

Financial liabilities are classified based on their characteristics and the entity's business model, such as
financial liabilities measured at amortized cost and financial liabilities at fair value through profit or loss.
Entities must disclose the carrying amount and fair value of financial liabilities in their financial statements.

Equity Instruments

Equity Instruments represent ownership interests in an entity, such as shares or stock options, that give
holders the right to a share of the entity's profits and assets. Equity instruments are not financial liabilities
and do not require the entity to transfer cash or other financial assets to the holders.

Entities must disclose the details of equity instruments issued, including the number of shares outstanding,
dividends paid or declared, and any changes in ownership interests. Equity instruments are presented
separately from financial assets and financial liabilities in the balance sheet.

Fair Value Measurement

Fair Value Measurement is the process of determining the current market value of financial instruments
based on the price that would be received to sell an asset or paid to transfer a liability in an orderly
transaction between market participants. Fair value measurement provides users with information about the
value of financial instruments and the risks associated with them.

Entities must use relevant and reliable inputs to determine the fair value of financial instruments, such as
quoted prices in active markets, observable market data, and valuation techniques. Fair value measurement
is a key aspect of financial reporting under IAS 39 to ensure transparency and comparability.

Credit Risk

Credit Risk is the risk that a counterparty will fail to meet its obligations under a financial instrument,
resulting in financial loss for the entity. Credit risk arises from lending money, issuing credit, or entering into
financial contracts with other parties.

Entities must assess and disclose the credit risk associated with financial instruments based on the
creditworthiness of the counterparty, historical payment patterns, and economic conditions. Credit risk
management is essential to mitigate potential losses and ensure the stability of the entity's financial
position.
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Liquidity Risk

Liquidity Risk is the risk that an entity will be unable to meet its short-term financial obligations due to a
lack of available cash or liquid assets. Liquidity risk arises from mismatches between assets and liabilities,
unexpected cash outflows, or sudden changes in market conditions.

Entities must assess and disclose the liquidity risk associated with financial instruments to ensure they have
sufficient cash reserves to meet their obligations. Liquidity risk management involves monitoring cash flows,
maintaining adequate liquidity buffers, and diversifying funding sources to mitigate potential risks.

Market Risk

Market Risk is the risk that the value of financial instruments will fluctuate due to changes in market
conditions, such as interest rates, exchange rates, and commodity prices. Market risk affects the value of
assets and liabilities and can result in financial losses for the entity.

Entities must assess and disclose the market risk associated with financial instruments based on the
sensitivity of their values to market fluctuations. Market risk management involves hedging strategies,
diversification of investments, and monitoring of market trends to minimize potential losses.

Off-Balance Sheet Arrangements

Off-Balance Sheet Arrangements are financial transactions or obligations that are not recorded on an
entity's balance sheet but may impact its financial position and performance. These arrangements include
contingent liabilities, lease commitments, and derivative contracts that expose the entity to potential risks.

Entities must disclose off-balance sheet arrangements in the notes to the financial statements to provide
users with a complete picture of their financial position. Failure to disclose off-balance sheet arrangements
can lead to misinterpretation of the entity's financial health and performance.

Contingent Liabilities

Contingent Liabilities are potential obligations that may arise from past events and depend on the
occurrence of future events outside the entity's control. These liabilities include legal claims, warranties,
guarantees, and pending litigation that may result in financial loss for the entity.

Entities must disclose contingent liabilities in the notes to the financial statements to inform users about
potential risks and uncertainties. Contingent liabilities are not recognized on the balance sheet but may
require disclosure if they are material and could have a significant impact on the entity's financial position.

Impairment Testing

Impairment Testing is the process of assessing whether the carrying amount of a financial asset exceeds its
recoverable amount, resulting in an impairment loss. Impairment testing is required for financial assets
measured at amortized cost, held-to-maturity investments, and available-for-sale financial assets.
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Entities must conduct impairment testing regularly to ensure the carrying amount of financial assets reflects
their recoverable amount based on their creditworthiness, market conditions, and expected cash flows.
Impairment losses are recognized in the income statement to reflect the decline in the value of financial
assets.

Revaluation

Revaluation is the process of restating the carrying amount of financial instruments to their current fair
value based on market conditions. Revaluation is typically used for financial assets measured at fair value
through profit or loss to reflect changes in market prices and valuations.

Entities must revalue financial instruments regularly to ensure their carrying amount reflects their fair value
and market conditions. Revaluation gains and losses are recognized in the income statement to provide
users with information about the fluctuations in the value of financial instruments.

Derivatives

Derivatives are financial instruments whose value is derived from an underlying asset, index, or rate, such as
futures, options, swaps, and forwards. Derivatives are used for hedging, speculation, and investment
purposes to manage risks and enhance returns.

Entities must disclose the details of derivatives held, including the notional amount, fair value, and gains or
losses recognized in the income statement. Derivatives are subject to specific accounting requirements
under IAS 39 to ensure transparency and consistency in financial reporting.

Hedging

Hedging is a risk management strategy used by entities to offset the potential losses or gains from changes
in the value of financial instruments. Hedging involves entering into derivative contracts or other financial
instruments to protect against adverse movements in market prices.

Entities must disclose their hedging activities in the financial statements to provide users with information
about the risks mitigated through hedging. Effective hedging strategies can help entities reduce volatility,
protect against market risks, and enhance the stability of their financial position.

Financial Reporting

Financial Reporting is the process of preparing and presenting financial information about an entity's
financial performance and position to external users. Financial reporting includes the preparation of
financial statements, notes to the financial statements, and disclosures required by accounting standards.

Entities must comply with the requirements of IAS 32 and IAS 39 to ensure accurate and transparent
financial reporting related to financial instruments. Financial reporting helps users assess the entity's
financial health, make informed decisions, and compare its performance with other entities.

Transparency
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Transparency refers to the clarity and openness in an entity's financial reporting, providing users with
relevant and reliable information about its financial position and performance. Transparency is essential for
building trust, attracting investors, and enhancing the credibility of the entity's financial statements.

Entities must disclose all material information related to financial instruments in the financial statements to
ensure transparency and accountability. Transparent financial reporting helps users assess risks, make
informed decisions, and evaluate the entity's ability to meet its obligations.

Comparability

Comparability refers to the ability to compare the financial statements of different entities or periods to
identify trends, similarities, and differences. Comparability is essential for users to assess the performance,
financial position, and risks of an entity relative to others in the same industry or market.

Entities must follow the requirements of IAS 32 and IAS 39 to ensure consistency and comparability in
financial reporting related to financial instruments. Comparability enables users to make meaningful
comparisons, evaluate investment opportunities, and assess the entity's financial stability.

Challenges

Challenges related to Financial Instruments: Disclosures and Presentation include the complexity of
accounting standards, the subjectivity of fair value measurement, the impact of market risks, and the need
for transparency and comparability in financial reporting. Entities may face challenges in applying the
requirements of IAS 32 and IAS 39 to their specific financial instruments and business operations.

Entities must address these challenges by implementing robust accounting policies, adopting best practices
in fair value measurement, managing market risks effectively, and enhancing transparency and
comparability in financial reporting. Overcoming these challenges can help entities improve the quality of
their financial statements and meet the information needs of users.

In conclusion, Financial Instruments: Disclosures and Presentation play a crucial role in providing users of
financial statements with relevant information about an entity's financial instruments. By following the
requirements of IAS 32 and IAS 39, entities can enhance transparency, comparability, and reliability in
financial reporting, enabling users to make informed decisions and assess the risks and opportunities
associated with financial instruments.
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