IAS 32: FINANCIAL  INSTRUMENTS:  PRESENTATION
A financial instrument is any contract that gives rise to both a financial asset of one entity and a financial liability or equity instrument of another entity

 LIABLITIES AND EQUITY

When an entity issues a financial instrument it should be classified as either equity or a liability. The classification should be based upon the substance of the instrument, not its legal form.

The instrument will be classified as a liability if the issuer has a contractual obligation;

(
to deliver cash (or another financial asset) to the holder


(
to exchange financial instruments on potentially unfavourable terms

This is consistent with the definition of a liability in that “an essential characteristic of a liability is that the entity has a present obligation to act or perform in a particular way”.
If the obligations above do not exist, then the instrument will be treated as an equity instrument.
Redeemable Preference Shares

When a preference share provides for mandatory redemption by the issuer for a fixed or determinable amount at a fixed or determinable future date, or gives the holder the right to require the issuer to redeem the share at or after a particular date for a fixed or determinable amount, the instrument meets the definition of a financial liability and is classified as such.
This is different from the traditional method of classifying such shares as part of shareholders’ funds.
CLASSIFICATION OF COMPOUND INSTRUMENTS

A compound instrument is one which has a liability and an equity component. For example, the value of a convertible bond consists of a liability component, the bond, and an equity component, the value of the right to convert in due course to equity

All such compound instruments must be shown in the balance sheet with the liability and equity components separated

INTEREST, DIVIDENDS, LOSSES AND GAINS

The accounting treatment of interest, dividends, gains and losses relating to a financial instrument follows the accounting treatment of the instrument itself

In other words interest, dividends, gains and losses attributable to a financial instrument classified as a liability must be reported in the income statement as expense or income, while distributions to holders of a financial instrument classified as equity must be debited direct to equity

