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Introduction 

 

FMA reviewed the accounting classification and disclosure of financial instruments classified as hybrid 

instruments listed on the NZX debt market, as at 1 December 2012.  

This report outlines our findings and recommendations.  

In February, FMA announced that we would be performing a range of theme based monitoring projects on 

financial reporting.  The classification and disclosure of financial instruments was one of the key themes. 

We consider that the financial statement disclosures around hybrid financial instruments need improvement 

and ask that all issuers of hybrid financial instruments reconsider all their disclosures for these instruments.  
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Supporting investors in making informed decisions 

 

Hybrid financial instruments are often carefully structured and can adversely affect returns to other investors.  

Accounting for hybrid financial instruments is complex and can require significant judgments. The terms 

therefore, of the instrument and judgments made, need to be carefully disclosed to support investors in 

making informed decisions. 

Issuers should pay careful attention to disclosure of: 

 how the classification of the instrument as debt or equity was determined, linking this to critical 
terms of the instrument, explaining those terms and any significant judgments applied.  

 other critical terms that may impact returns to other investors, including dividend stoppers, whether 
interest is cumulative and any step-up penalties. 

FMA will continue to monitor financial instruments disclosure for improvements based on the findings 

contained in this report. 

 

FMA has received enquiries from investors about the classification and disclosure of financial instruments in 

financial statements.  Accounting standards contain complex rules to classify certain financial instruments, or 

components thereof, as debt or equity. These rules can, and do at times, conflict with directors’, investors’, 

and other regulatory framework assessments of those instruments.  

The terms of these financial instruments can impact the returns of other investors in the entity.  As a result, 

detailed disclosure is often necessary to facilitate informed investment decisions. 

 

Findings 

Instruments with a face value of $4.1 billion were listed as hybrid instruments on the NZX debt market as at 

December 2012. FMA reviewed the adequacy of the financial statement disclosures for all 21 issuers of those 

instruments.   Our review was performed using the prospectus, investment statement and the financial 

statements of each issuer. All issuers reported under NZ IFRS. The quality of disclosures varied from issuers, 

however, FMA considers that there is scope for all issuers to improve their disclosures. 
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Classification 

 

FMA wrote to five of the 21 issuers to gain a better understanding of the classification of their financial 

instruments. Based on information publicly disclosed, it appeared that under New Zealand Equivalent to 

International Accounting Standard 32: Financial Instruments Presentation (NZIAS32) these instruments had 

been misclassified.  

FMA held discussions with each issuer and we concluded that four issuers had correctly classified their 

instruments, while one had incorrectly classified its instrument. The issuer who had incorrectly classified its 

instrument has committed to amend the classification in its next financial statements.  We will liaise with this 

issuer and ensure that this is carried out. The remaining issuers have been written to and FMA expects them to 

enhance their future disclosure to meet expectations.  

FMA’s engagement with the five issuers is summarised below:  

One issuer had classified a perpetual debt instrument as part debt and part equity. However, the instrument 

has a contractual obligation to pay annual interest or be redeemed. This instrument should have been 

classified fully as a debt instrument with no equity component.  

Three issuers had classified a perpetual instrument as debt. However, the instrument appeared to be equity 

as there appeared to be no contractual obligation to pay interest or redeem, the entities could defer any 

returns and principal indefinitely. From discussions with the issuers, FMA was advised that in each case, the 

classification was due to a dividend stopper that was contingent on decisions made by either the issuer’s 

parent company or a related entity. This decision was considered out of the control of the issuer and 

therefore resulted in the instrument being classified as debt. This key term of the instrument was not made 

clear in the financial statements of these issuers. 

One issuer had classified a perpetual instrument as equity, when it appeared, based on the disclosures made, 

to be debt. While there was no contractual obligation to pay interest or principal, in the event of not paying 

interest, the holder is able to put back the security to the issuer for cash. After engaging with the issuer it 

became clear it was not the issuer who had the contractual obligation to pay the cash, but rather the issuer’s 

parent company.  

In each of the five cases where FMA was required to engage with the issuer concerning its accounting 

classification the financial statements did not provide effective disclosure for investors. If the issuers had been 

more transparent in their disclosures, FMA would not have had to engage with the issuers. 

We consider that where an issuer has applied significant judgments to classify an instrument these judgments 

should be specifically disclosed. This will enable investors to evaluate the issuers’ judgments.   
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Critical terms of the instrument should be clearly identified and linked to why issuers have classified it as either 

a debt or equity instrument. Call options, put options and events which trigger these, will typically contribute 

to the classification of the instrument.     

Where issuers have formed a view that for internal management purposes an instrument is considered debt 

when it is classified for accounting purposes as equity, or vice versa, the issuer should make this clear in its 

capital management disclosures. 

 

 

Disclosures 

More generally, issuers appropriately disclosed the payment terms, redemption options, payment dates and 

the term of the instrument. However, issuers did not disclose information well in relation to the relative 

ranking of the instrument, dividend stoppers, whether or not returns accumulate, or the ability to defer 

returns.  

FMA considers that the existence of dividend stoppers, accelerators or step up penalties, are highly likely to be 

material to potential equity investors and must be clearly disclosed. Where issuers have firm intentions to 

redeem the instruments this should also be disclosed. 

Our review also highlighted instances where good quality disclosure was initially provided in offer documents 

for the issue of new financial instruments.  However, some key terms of the instrument were not carried 

forward into the ongoing financial statement disclosures of the issuer.  

In some instances the disclosures of terms for instruments were spread throughout the financial statements, 

making it difficult to analyse. Issuers should consider centralising their disclosures on hybrid instruments or 

using cross references where possible. 

 

Conclusion 

Issuers may not necessarily breach the law if they do not follow the recommendations FMA has set out in 

this report. However, in our view, doing so will increase the likelihood of compliance with the regulatory 

requirements.  

FMA will continue to monitor financial instruments disclosure for improvements, based on the 

recommendations set out in this report.  
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