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by email: ed.accounting@cpacanada.ca 
 
Ms. Rebecca Villmann  
Director, Accounting Standards  
Accounting Standards Board 
277 Wellington Street West 
Toronto, ON  M5V 3H2 
 
Dear Ms. Villmann:  

Re: Invitation to Comment on Post-Implementation Review: Section 3856, Financial Instruments. 

We appreciate the opportunity to respond to the Accounting Standards Board (“AcSB”) Post-
Implementation Review: Section 3856, Financial Instruments issued in October, 2014.   

Please find attached our comments to the specific questions raised in the Post-Implementation Review 
(“PIR”).  If you require any further information, please contact Diana De Acetis at 416-601-6203 or Brian 
Devereux at 604-640-4994.   

Yours truly, 

 

 
Julie Corden 
National Professional Practice Director 
Private Companies, Public Sector and Not-for-Profit Organizations 
Deloitte LLP 
  

 



Post-Implementation Review: Section 3856, Financial Instruments 
February 9, 2015 
Page 2 
 

 

1. Are there challenges in practice in determining the initial fair values of financial assets and 
liabilities? If so, for what types of transactions is determining fair value difficult? How 
common are these transactions and what factors make it difficult to determine fair value? 
 
Yes, there can be challenges with determining the initial fair value of financial instruments.   
 
Private entities may receive loans on terms that are favourable relative to market (e.g. below 
market interest or interest free loans).  These loans may be received from: [1] non-arm’s length 
parties such as friends, neighbours, or relatives who do not meet the technical definition of a 
“related party” under Section 3840 or [2] arm’s length parties, such as certain government 
agencies which provide such loans as an incentive to undertake or continue certain activities.   
 
In both cases, the requirements are the same – these loans are required to be measured at fair 
value in accordance with Section 3856.07.  Section 3856. A8 states that fair value “can be 
estimated as the present value of all future cash receipts discounted using the prevailing market 
rates of interest for a similar instrument (similar as to currency, term, type of interest rate, or 
other factors) with a similar credit rating.”  For entities which do not have third-party, arm’s 
length financing obtaining a prevailing market rate of interest for a similar instrument with a 
similar credit rating may be difficult and costly to determine. This situation is common among 
private companies, including those in the development stage.   In addition, similar complexities 
exist for entities with debt with a demand feature or debt with no stated repayment terms, for 
which Section 3856 requires discounting from the first date payment could be demanded.  (see 
Section 3856.A12 and A13)  For companies in these situations, many will seek assistance from 
their accounting advisors and/or valuation specialists to access such information.  
 

2. (a) Do you agree that equity securities quoted in an active market should be measured at 
fair value, while equity securities not quoted in an active market are measured at cost and 
debt securities are measured at amortized cost, unless the entity elects to measure them at 
fair value? If not, why not?  

Yes 

2. (b) Are there challenges in practice in determining when an equity security is required to be 
measured at fair value (i.e., when it is considered to be quoted in an active market vs. a 
thinly traded market)? If so, please describe these challenges.  

 
Yes.  A challenge exists for not-for-profit entities which invest in pooled funds. The pooled funds 
may hold investments in money market securities, bonds or equity securities which are publicly 
traded.  The pooled funds are not listed on a stock exchange but the funds publish their net asset 
values (“NAV”) per unit on a daily, weekly or monthly basis.  In some cases, the units are 
redeemable on a daily basis at the published NAV, and in other cases, the requests for unit 
redemptions are accumulated and the redemptions are made on a weekly or monthly basis.  A 
question arises as to whether the units in the pooled funds are considered to be similar to equity 
instruments that are traded in an active market and, therefore, are required to be measured at fair 
value in accordance with Section 3856.12(a). 
 
The Basis for Conclusions to Part II states that: “The AcSB noted that judgment is necessary in 
some cases to determine whether a particular security is an equity instrument that is traded in an 
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active market.  For example, the AcSB observed that investments that are conduits for traded 
securities, such as pooled or mutual fund units, might meet the criteria for fair value 
measurement if the investments are liquid and prices for the units reflect the net asset value of the 
underlying pool.  The ability to elect fair value measurement for any financial instrument at 
initial recognition makes it easier to measure investments with similar characteristics in the same 
manner when some are actively traded and others are not.” (paragraph 73)  
 
It is not clear whether evaluating the “liquidity” of the underlying investments held by a pooled 
fund would necessarily be indicative of whether the pooled fund units are considered to be 
“actively traded”.  This would seem to focus the analysis on the nature of the investments held in 
the pooled fund rather than on how readily an investor in the pooled fund could redeem its units 
relative to how readily a shareholder could sell its shares in an active market.  Consideration may 
be given to providing guidance that focuses on:  

• whether the units in a pooled fund are redeemable on a daily basis (without restriction) 
• whether the redemptions are required to be made at the published daily NAV and 
• the extent of discretion available to the fund to refuse or defer redemption requests.   

   
This approach would appear to more closely align with the guidance in paragraph 3856.A9 for 
evaluating whether an equity instrument is traded in an “active market”.  When an entity elects to 
apply the fair value option, it need not determine whether an “active market” exists, but it would 
need to be satisfied that the NAV represents fair value, and accordingly, the first two conditions 
above may be relevant to such analysis. 
 

 
3. How common is it that private enterprises measure financial instruments, other than equity 

securities quoted in an active market, at fair value? Is there sufficient guidance on how to 
determine fair value? If not, what additional guidance should be provided? 
 
In our experience, it is not common for private enterprises to avail themselves of the option to 
record financial instruments other than equity securities quoted in an active market at fair value. 
 
 

4. Are there challenges in determining whether to apply Section 3840 or Section 3856 to 
aspects of accounting for financial assets or liabilities besides initial measurement? If so, 
please describe these challenges. 
 

Yes.  Several challenges exist with respect to the accounting for financial instruments in related 
party transactions.  These include: 

1) How to account for a newly issued financial instrument in a related party transaction 

In some circumstances a financial instrument may be originated as part of the related party 
transaction.  For example, a parent could transfer land to its wholly-owned subsidiary in exchange 
for a newly issued loan.  Assume the transaction is accounted for at its carrying amount in 
accordance with Section 3840.08.  Section 3840 defines “carrying amount” as “the amount of an 
item transferred, or cost of services provided, as recorded in the accounts of the transferor, after 
adjustment, if any, for amortization or impairment of value”.  Therefore, it is clear that the 
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carrying amount of the land that is recorded by the subsidiary is the carrying amount recorded by 
the parent (transferor), however, the carrying amount of the newly issued loan is less clear.   

The carrying amount of the loan may depend on the terms of the loan.  For example, if the loan 
has no specified terms of repayment or the loan is repayable on demand, it would appear to be 
appropriate for it to be recorded at its face amount (as is suggested by Example 11 of Section 
3840).  If the terms of the loan are such that it bears a below market rate of interest and has a 
fixed repayment date, it is unclear whether the loan would be initially recognized at its face 
amount or the present value of such payments computed using the below market rate of interest.  
These are the types of considerations that exist when determining the initial accounting for a 
newly issued loan. 

If the consideration transferred is not a loan but rather redeemable preferred shares issued in a tax 
planning arrangement that fall within the scope of paragraph 3856.23, a potential “mismatch” 
exists between the accounting applied by the issuer and the holder.  The issuer would record the 
redeemable preferred shares at their par, stated or assigned value in accordance with paragraph 
3856.23, which often is a nominal amount.  However, a question arises as to whether the holder 
would record the investment in the redeemable preferred shares at the amount due on demand, on 
the basis that it has the right to demand and receive such payment anytime at its option, or at an 
alternative amount.  As a result, the application of paragraph 3856.23 could result in a substantial 
difference between the amounts payable and receivable recorded by the counterparties to the 
same transaction.    

Given the lack of explicit guidance in Section 3840 and the frequency with which related party 
transactions occur in private companies, it would be helpful to provide guidance on how an entity 
should determine the “carrying amount” of a newly issued financial instrument in Section 3840.   

2) How to subsequently account for a financial instrument in a related party transaction   

In some cases, an entity may transfer an existing financial instrument in a related party 
transaction.  For example, a parent may transfer a loan receivable due from a third party, which is 
carried at amortized cost, to its wholly-owned subsidiary for no consideration.  The transaction 
qualifies for measurement at carrying value in accordance with Section 3840.08.  Therefore, the 
parent would de-recognize the loan receivable and record an offsetting entry to equity; the 
subsidiary would record the loan receivable at its carrying amount recorded by the parent with an 
offsetting entry in equity.  

Questions arise as to how the loan receivable recorded by the subsidiary would be accounted for 
subsequent to initial recognition.  For instance, would the subsidiary be required to accrete the 
loan receivable up to its face amount on maturity in accordance with paragraph 3856.11; would 
such accretion be recognized in the income statement in accordance with paragraph 3856.15.  In 
addition, would the loan receivable be required to be assessed for impairment in accordance with 
the requirements of Section 3856.   

The questions arise because Section 3856 indicates under the sub-heading “Initial measurement” 
that “when a financial asset is originated or acquired or a financial liability is issued or assumed 
in a related party transaction, an entity shall measure it in accordance with Related Party 
Transactions, Section 3840.”  Because Section 3840 does not contain guidance on the subsequent 
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measurement of related party transactions, the question arises for financial instruments issued in a 
related party transaction whether an entity would follow the guidance in Section 3856. 

In Part V, paragraph 3855.60 provided helpful guidance in this regard indicating that “When the 
financial asset or financial liability transferred in a related party transaction is classified as a held-
to-maturity investment, a loan or receivable, or a financial liability other than one held for trading, 
the amount determined in accordance with Section 3840 provides the basis for subsequent 
measurement at amortized cost.”  This guidance provided direction in stating that even though the 
financial instrument was not initially measured at fair value in accordance with Section 3856 that 
does not preclude Section 3856 from being applied subsequently to such instrument.  Section 
3855.61 contains similar guidance when a financial instrument is originated in a related party 
transaction – stating that “When the financial asset or financial liability that originated in a related 
party transaction is classified as a held-to-maturity investment, a loan or receivable, or a financial 
liability other than one held for trading, the amount determined in accordance with Section 3840 
provides the basis for subsequent measurement at amortized cost”.   

Consideration should be given to providing guidance that would clarify whether the subsequent 
measurement of financial instruments in a related party transaction would follow the guidance in 
Section 3856 (as was suggested in Part V, Section 3855).   This would apply to financial 
instruments originated in a related party transaction as well as those pre-existing financial 
instruments that are transferred in a related party transaction.  

3) How to account for the subsequent impairment and forgiveness of a related party loan  

A question arises as to how to account for the subsequent impairment and forgiveness of a loan in 
a related party transaction.  Consider, for example, the situation where a parent has transferred a 
building to its wholly owned subsidiary in exchange for an intercompany loan of $5 million.  The 
transaction is a related party transaction which is accounted for at carrying amount in accordance 
with Section 3840.29.  Therefore, the parent would de-recognize the building and recognize the 
loan receivable, with any differential recognized in equity.   

Several years after the transfer, the parent determines that the subsidiary is unable to pay the full 
$5 million owing.  Due to the subsidiary’s financial condition, the parent determines that only $4 
million is collectible, but for tax planning or other strategic reasons, the parent decides to settle 
the outstanding balance for $2 million.   

Therefore, it appears there are two events occurring:  1) the subsequent impairment of the loan 
receivable and 2) a related party transaction to forgive or settle a portion of the remaining balance 
due from the subsidiary.  On the basis that the loan receivable would be accounted for in 
accordance with Section 3856 subsequent to its initial recognition, the parent would recognize an 
impairment loss of $1 million in income.  On the basis that the settlement or forgiveness of $2 
million of the loan is a related party transaction, it would appear that it would be recognized in 
equity (by analogy to the guidance in paragraph 3840.29 for the initial accounting for related 
party transactions).   However, given the lack of explicit guidance in Section 3840 for the 
subsequent accounting for financial instruments issued or acquired in related party transactions it 
is unclear whether transactions involving impairment and settlement are being separately 
distinguished or whether such transactions are being accounted for together through income or 
through equity.   
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It may be helpful to provide guidance that would clarify the application of Section 3856 and 3840 
when accounting for the subsequent impairment in a loan due from a related party and its 
forgiveness (settlement). 

5. (a) Are there challenges in practice in applying the impairment guidance in Section 3856? If 
so, please describe these challenges.  
 
No substantive challenges were noted.   
 

5 (b) If you are a user of financial statements, do you find the impairment information useful 
and timely? Are there ways in which the information could be made more useful?  
 
N/A (not a user) 
  

6 (a) Are there challenges in practice in applying the guidance to determine whether an 
instrument should be classified as a liability or equity? If so, how common is this and what 
are the challenges? Please provide examples.  
 
A challenge may exist in determining when it is appropriate to classify redeemable preferred 
shares as liabilities versus when it is appropriate to apply the exception in paragraph 3856.23.  
The challenge arises because the nature of the transactions intended to be captured by the 
exception in paragraph 3856.23 appears narrower than the types of transactions which could be 
effected through the sections of the Income Tax Act cited in the paragraph. 
  

6  (b) Are there challenges in practice in determining whether an instrument contains both a 
liability and an equity element? If so, how common is this and what are the challenges? 
Please provide examples.  
 

No substantive challenges were noted.  Any challenges identified appear to be mitigated by an 
entity’s decision to elect as a policy choice to measure the equity component of compound 
financial instruments at zero as permitted by paragraph 3856.22.  

 

6   (c) When an instrument is determined to be a compound instrument, are there challenges in 
practice in accounting for such instruments? If so, how common is this and what are the 
challenges? Please provide examples.  

 
No substantive challenges were noted.   

 
7 (a) Are there challenges in practice in applying Appendix B to determine how to account for 

transfers of receivables? If so, please describe these challenges.  

One of the challenges in practice relates to determining whether the transferred receivables have 
been “isolated” from the transferor – put presumptively beyond the reach of the transferor and its 
creditors, even in bankruptcy or other receivership in accordance with paragraph 3856.B5.  While 
the criteria for isolation in S. 3856, Appendix B are unchanged from those in Part V, AcG-12, 
Transfers of Receivables, the judgments involved and the nature of evidence considered when 
evaluating whether such condition was met in AcG-12 was aided by the existence of Assurance 
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Guideline AuG-28, that has since been withdrawn from the CPA Canada Handbook.  Assurance 
Guideline AuG-28, Using a legal opinion as audit evidence concerning a transfer of financial 
assets, provided guidance as to when the use of a legal specialist may be necessary to obtain 
competent evidential matter to support management’s assertion that the isolation criteria have 
been met in certain situations, and, where a legal opinion is obtained, provided guidance as to the 
types of language in such legal opinion that would support management’s assertion that the 
transferred receivables have been put presumptively beyond the reach of the transferor and its 
creditors as well as examples of language that would not support such assertion.  Consideration 
may be given to reviewing whether such guidance should be incorporated into Section 3856 of 
the Handbook in order to assist in the application of the requirements in Section 3856, Appendix 
B. 

 

7  (b) is there divergence in practice on when receivables are derecognized? If so, please 
describe the alternatives used.  

We have not been made aware of divergence in practice.  

 

7 (c) How common are securitization and factoring transactions for private enterprises in 
Canada  

 
In our experience, securitization transactions by private entities are uncommon.  Some private 
entities enter into factoring transactions (e.g. selling accounts receivable for a discount) but they 
are not considered common.    
 

8 (a) Are there challenges in practice in determining when a liability should be accounted for 
as an extinguishment versus a modification? If so, please provide examples of these 
challenges.  

Yes, a challenge identified is whether equity issued to a lender should be considered in the 10% 
test per S.3856.A52 for purposes of assessing whether the transaction results in an extinguishment 
or a modification.      

For example, an entity may issue warrants to a lender as consideration for the lender’s concession 
to extend the maturity of a debt obligation or otherwise modify its terms.  A question arises as to 
whether the fair value of such warrants should be included in the 10% test and, if so, how.  We 
understand that different views may exist as to how the warrants might be considered in the 10% 
test – for example, some may include the fair value of the warrants in the 10% test, whereas 
others may only include the fair value of the warrants if an initial test performed which does not 
consider such warrants indicates a change of less than 10% (as a change greater than 10% would 
be indicative that an extinguishment of the debt has occurred). 

A related question is when an entity has chosen as its accounting policy to measure the equity 
component of a financial instrument at zero as permitted by paragraph 3856.22, which extends to 
warrants detachable from a financial liability, would the entity be required to measure the fair 
value of the warrants issued for purposes of the 10% test.  If the answer to such question is “yes”, 
would the availability of such information on the fair value of the warrants, negate the entity’s 
ability to continue to apply the exemption in paragraph 3856.22 (as it now has an estimate of the 
fair value of the warrants).  The question arises because some view paragraph 3856.22 as an 
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accommodation to allow an entity not to have to measure the fair value of an equity component of 
a financial instrument, not an opportunity to not record the fair value of an equity component 
once one has already been determined (as may be the case in a  modification).   

It is noteworthy that neither US GAAP nor IFRS appear to contain explicit guidance as to how 
the issuance of equity instruments such as warrants would be treated for purposes of the “10% 
test”.   

 

8  (b) Are there challenges in accounting for a modification or extinguishment of financial 
liabilities? If so, please describe these challenges.  
 
Challenges which exist flow from determining whether an entity’s election to account for the 
equity component of a newly issued financial instrument at zero, would impact the accounting for  
such instrument if the transaction was determined to be a modification or an extinguishment.   
 
 

9 (a) Are there challenges in practice in applying the hedge accounting requirements in 
Section 3856? If so, please provide detailed examples of these challenges.  

No substantive challenges have been noted.     

 

9 (b) Should hedge accounting be permitted for other types of hedging relationships and 
hedging items? If so, for what types of hedging relationships and hedging items should 
hedge accounting be permitted?  
 
We would encourage the AcSB to revisit whether the use of futures contracts may, in certain 
circumstances, qualify for hedge accounting.  We understand that certain entities in the 
agricultural sector use futures contracts in order to economically hedge adverse changes in 
commodity prices, however futures contracts, unlike forward contracts, are ineligible to be used 
as hedging items.  As indicated in the Basis for Conclusions June 2010, “the AcSB confirmed that 
special accounting for futures contracts and options used as hedging items would not be 
permitted.  Futures contracts rarely match the critical terms of a contract perfectly due to their 
standardized quantities and settlement dates.  An enterprises that hedges with futures contracts 
must account for those contracts at fair value …” (paragraph 107)  
 
At the time Section 3856 was developed, it is our understanding that it was designed to allow 
hedge accounting for a limited number of hedging instruments provided there was strict 
adherence to a number of qualifying conditions.  Since the issuance of Section 3856, some of the 
conditions necessary to achieve hedge accounting have been made more flexible, such as an 
increase in the maximum number of days between a hedged transaction and the maturity of a 
hedging forward contract from 14 to 30 days.  While this amendment provided for an increased, 
though tolerable level of ineffectiveness, for forward contracts, the AcSB did not revisit its 
position on futures contracts for which a lack of critical terms match was cited as one of the 
reasons for their inadmissibility.  Given that the AcSB has a project underway to develop 
accounting standards for Agriculture, we encourage them to take this opportunity to revisit 
whether the use of futures contracts would be eligible as hedging instruments to achieve hedge 
accounting, and, if so, the conditions under which this would be permissible.   
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9 (c) How common are transactions that involve these hedging relationships or hedging items 
for private enterprises? How would increasing the scope of hedge accounting improve the 
usefulness of financial reporting?  
 
As indicated in the response to question 9(b) above, these transactions are common among certain 
entities operating in the agricultural sector (e.g. hog producers).  It is possible that in some 
specific circumstances, the use of futures contracts may assist in achieving a better degree of 
matching between the recognition of the gains and loss on the futures contracts with the gains and 
losses incurred on the underlying anticipated transactions they are designed to hedge.  
 

10 (a) Do preparers and users think that the standard requires an appropriate level of 
disclosure?  
 
N/A (neither a preparer nor user) 

10  (b) Are there any challenges in practice complying with the disclosure requirements in 
Section 3856? If applicable, please provide examples of challenges and examples of 
disclosures you think do not result in useful information.  

No  

10 (c) Do preparers and users think that the disclosures on risks and uncertainties in 
paragraphs 3856.53-.54 provide useful financial information? If not, how could this 
guidance be improved to increase the usefulness of financial reporting taking into account 
the cost of applying such guidance?  
 
N/A (neither a user nor preparer).  We would however observe that the disclosures made 
concerning risks and uncertainties for financial instruments can at times be voluminous and/or 
generic.  Some form of instructive guidance or illustrative examples would be helpful in 
demonstrating how disclosures for risks and uncertainties can be tailored to focus on those risks 
and uncertainties that are most significant and specific to a company’s operations.   
 
Given that investments are often the most significant asset for not-for-profit organizations, some 
guidance may be helpful which would integrate the NFPO’s investment policies, and their 
compliance with such policies, together with the risk and uncertainties disclosures in a 
meaningful way.    
   

 
11 Do stakeholders have additional concerns on topics not covered by the above questions? If 

so, please provide details of these concerns, including examples if relevant. 

No 


