31 July 2009
International Accounting Standards Board
30 Cannon Street
London
EC4M 6XH
United Kingdom
Dear Sir/Madam
Re: Exposure Draft Derecognition: Proposed amendments to IAS 39 & IFRS 7
On behalf of the European Financial Reporting Advisory Group (EFRAG) I am writing to
comment on the Exposure Draft Derecognition: Proposed amendments to IAS 39 and
IFRS 7 (the ED). This letter is submitted in EFRAG’s capacity of contributing to IASB’s
due process and does not necessarily indicate the conclusions that would be reached in
its capacity of advising the European Commission on endorsement of the definitive
amendments on the issues.
Our detailed comments on the proposals in the ED are set out in the appendices to this
letter but, to summarise:
The strategy being adopted in this project
•

Although we share many of the concerns raised in the ED about the existing IAS 39
requirements for derecognition, we believe that the focus of the IASB’s work on
derecognition should at this time be to address the crisis-related issues arising from
the existing derecognition model and to make whatever other incremental changes
can be made to the existing requirements that will clearly improve the quality of
information provided and/or make them easier to apply. It is our understanding that
the main crisis-related issue arising from the IASB’s existing derecognition model
relates to disclosure.

•

We believe that, having completed that short-term piece of work, a more
comprehensive piece of work on derecognition needs to be undertaken. In our view
that work would need to address at a conceptual level issues such as the asset
definition, the unit of account, the role of risks and rewards and the purpose of the
balance sheet. There would need to be a comprehensive debate of these issues
and thorough field testing of any resulting proposals.

The proposed new approach to derecognition
•

We have considered the main changes the ED is proposing to the existing
derecognition requirements. Our major comments are:
•

We are not convinced that the proposed new, broader definition of a transfer
represents an improvement and are uncomfortable about introducing this
change at this stage.
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•

•

We are very concerned about the proposal that the existing risks and rewards
tests should be replaced by the continuing involvement test. Firstly, although
we understand the IASB’s desire to move away from a model that it believes
mixes elements of two completely different derecognition approaches, we are
not convinced that the ED is achieving this. Rather, we think that, in practice,
the continuing involvement test comes down to a binary risks and rewards
test. Secondly, we do not believe that such major changes should be made
via a curtailed consultation process—and without further debate and fieldtesting—unless it is necessary in order to address crisis-related issues.

•

We think that testing for control by focusing on the transferee’s practical ability
to transfer the transferred asset is a flawed approach. We accept that that is
also the approach in the existing standard, but ‘the practical ability to transfer’
test plays a much more important role in the ED’s proposed approach than it
does in the existing approach, and we do not believe the test is robust enough
to bear that additional burden.

•

Although we think the disclosures should focus on the nature and extent of
the risks associated with the entity’s continuing involvement in assets and on
the main judgement calls made in preparing the financial statements, our
assessment is that the proposed disclosures go beyond that. We also think
that they encourage a ‘checklist mentality’.

Bearing all this in mind, we do not think that any of the definitional, recognition or
measurement changes described in the ED’s proposed approach should be taken
forward at this time.

The Alternative Approach mentioned in the ED
•

Although we think the Alternative Approach has merits and is worthy of further
consideration, we are against it being taken forward and implemented unless and
until further work has been carried out on it.
•

In our view the Alternative Approach goes far beyond the crisis-related issues
and incremental changes that we believe there is an urgent need to address.
For that reason, we are not in favour of it being fast-tracked.

•

In our view, if fundamental changes of the kind envisaged by the Alternative
Approach are to be made, there needs first to be a comprehensive
consideration of the issues involved. In particular, if it is to be developed into
the long term way forward on derecognition, it is very important that the
decision-usefulness of financial information resulting from its application is
carefully evaluated. (Our concern is that the approach’s implementation
might not improve the decision-usefulness of the information provided.) It is
therefore essential that, if the IASB ultimately decides to move forward with
the Alternative Approach, it should be the subject of a separate consultation.

We hope that you find our comments helpful. If you wish to discuss them further, please
do not hesitate to contact Svetlana Boysen, Emmanuel Gagneux or me.
Yours sincerely

Stig Enevoldsen
EFRAG, Chairman
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Appendix 1
A general comment on the ED
In our view the focus of the fast-tracked proposals should mainly be disclosure
1

Derecognition is one of the issues that has been identified, as a result of the
financial crisis, as in need of urgent review.1 The IASB is trying to respond in a
timely manner and has as a result foregone the discussion paper stage of the
project and issued an exposure draft with a shortened comment period.

2

We have been and continue to be strong supporters of the IASB’s efforts to deal
quickly with crisis-related issues. On the other hand, we also recognise that trying to
do things very quickly does have risks. For that reason we generally favour crisisrelated issues being identified and dealt with separately from non-crisis-related
issues so that the former can be dealt with urgently whilst the latter can be dealt
with following full consideration and debate.

3

We think derecognition-related disclosure is a crisis-related issue, because users of
financial statements have clearly been surprised at the size of some of the losses
that have arisen from some off-balance sheet risks. We agree that this issue needs
to be addressed as a matter of priority. However:
(a)

although we understand that the US consolidation and derecognition models
have been widely criticised during the crisis, we are not aware of similar
criticism being levelled at IFRS. For example, although there is no doubt that,
from a conceptual point of view, IAS 39’s existing approach to derecognition
has some significant weaknesses, the ED makes no reference to any crisisrelated issues having arisen from such weaknesses;

(b)

although we understand that the IASB has been told that the existing
approach is giving rise to implementation problems, we are again not aware
of any suggestion that this has given rise to particular problems during the
crisis; and

(a)

although there have been calls for the IASB and FASB to accelerate their
convergence work so that high-quality, consistent approaches to
derecognition can be achieved, we are not aware of any evidence that the
absence of converged derecognition standards has been a major crisisrelated issue.

4

So, as we believe that the main crisis-related issue arising from the derecognition
requirements concerns disclosure, we think the focus of the proposals being fasttracked at the moment should be to address those disclosure concerns.

5

We agree that a comprehensive piece of work does need to be carried out in order
to address the conceptual and implementation issues arising from the existing
derecognition requirements and to develop a high-quality global solution on the
subject, but in our view that work should not be rushed. Derecognition is a complex
issue and it is very important that any substantial change to the existing approach
needs thorough debate and comprehensive field testing. (For example, in our view,

1

For example, the Financial Stability Forum stated, in its April 2008 Report on Enhancing Market and
Institutional Resilience to the G7 Ministers and Central Bank Governors (the FSF Report), that “the IASB
should improve the accounting and disclosure standards for off-balance sheet vehicles on an accelerated
basis and work with other standard setters toward international convergence.”
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in order to build a sound foundation for a more principle-based approach to
derecognition criteria, further work and debate is required at a conceptual level on
issues like the asset definition, the role of risks and rewards and the purpose of the
balance sheet. The decision-usefulness of showing positions ‘net’ compared to
showing them ‘gross’ is another key issue that needs to be explored fully.)
6

Having said that, we would in general be supportive of other relatively minor
(incremental) changes being made to the existing requirements through the existing
fast-track project if they would clearly improve the quality of information provided
and/or make the requirements easier to apply.

7

Therefore, to summarise, we think that the only changes that the IASB should be
making through this shortened consultative process are changes necessary to
address the disclosure weaknesses identified as a result of the crisis and to make
other incremental changes that would clearly improve things for users and/or
preparers.

The Alternative Approach proposes fundamental changes, raises fundamental
issues and more time is needed if those issues are to be considered properly
8

The approach described in the ED as the Alternative Approach involves major
changes to existing requirements that, we believe, go far beyond what is necessary
to address the crisis-related issues that have arisen. Therefore, although we would
be very happy to discuss that approach as a possible long- or mid-term way
forward, we are against it being implemented at this time without much more
extensive debate and consideration than time currently permits.

9

In our view a key issue to consider before the Alternative Approach can be
considered to be a genuine possibility as a long- or mid-term way forward is the
decision-usefulness of the information that will result from its application. We think
that the effect of the Alternative Approach is uncertain, although we think it will
probably result in the presentation net of a number of arrangements that are
currently presented gross (some would describe this as involving more
derecognition). It seems likely also to have an effect on the measurement of
balance sheet items, and on the timing of the recognition in profit or loss of gains
and losses. We think it is important to consider carefully whether these changes will
improve the information provided. We are particularly concerned about the
increased amount of ‘net items’, because our understanding is that it is difficult to
make such items as transparent as users need them to be.

10

We have not carried out a full evaluation of the Alternative Approach because it has
been described in the ED in outline only. For that reason, if it is to be taken forward
it is important that it is written up more fully in a second ED and subject to its own
due process. In the meantime, we have only a few comments on the approach.
(a)

We are very concerned about its implications for collateral transferred through
sale and repurchase agreements. In our view treating such transactions as
involving the sale of the collateral would not provide decision-useful
information to users. We believe that it is often only when one tests proposals
against transactions that one can form a view as to whether those proposals
have the appropriate conceptual underpinning, and the implications of the
Alternative Approach for repos causes us to wonder whether its underpinning
is appropriate.
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(b)

We note that the current thought is that the definition of a transfer in the ED
would also be used in the Alternative Approach. As can be seen from
Appendix 2, we have concerns about that definition.

(c)

We note that the derecognition test adopted in the Alternative Approach—that
a financial asset should be derecognised if the transferor does not have
present access to the cash flows from the asset for its own benefit—sounds to
be more about possession (ie what the transferor has or does not have) than
about control (ie what does the transferor control or not control). However, the
asset definition is based on control. We are therefore uncertain if the
derecognition test will ensure that things that are still controlled will continue to
be recognised and things that are not will be derecognised.

(d)

We believe that the treatment of a retained interest should be consistent with
that of the original asset in order to avoid accounting arbitrage opportunities.
In other words, we think for example that a retained interest in an instrument
originally carried at cost should be also carried at cost unless it loses the basic
loan features of the original asset.

5
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Appendix 2
EFRAG’s responses to questions asked in the invitation to comment
Question 1: Assessment of ‘the Asset’ and ‘continuing involvement’ at reporting
entity level—Do you agree that the determination of the item (ie the Asset) to be
evaluated for derecognition and the assessment of continuing involvement should
be made at the level of the reporting entity (see paragraphs 15A, AG37A and
AG47A)? If not, why? What would you propose instead, and why?
EFRAG View
•

We agree with the proposal that these determinations should be made at the level
of the reporting entity.

11

The reporting entity notion is not discussed in any detail in IFRS at the moment, and
the recent Framework Discussion Paper on the subject was very tentative on a
number of important issues. It could be argued therefore that it is premature to
base so much significance in this ED on the notion. On the other hand, there is no
doubt that a principle on this issue is needed, because the issue can make a big
difference to whether and what is derecognised. EFRAG also believes it is logical
to apply the tests from the perspective of the reporting entity.

12

Therefore, EFRAG agrees with the proposal that the derecognition requirements
should be applied—and the determination of the item to be evaluated for
derecognition and the assessment of continuing involvement should be made—at
the level of the reporting entity.

13

Moreover, while the proposed approach is the same as that required currently by
IAS 39, we find that the ED expresses the notion better than existing IAS 39, which
seems to assume that the derecognition requirements will be applied only in
consolidated financial statements.

Question 2: Determination of ‘the Asset’ to be assessed for derecognition—Do you
agree with the criteria proposed in paragraph 16A for what qualifies as the item (ie
the Asset) to be assessed for derecognition? If not, why? What criteria would you
propose instead, and why?
EFRAG View
•

The ED is proposing only minor changes to the existing requirements on this issue.
We support that proposal, although we have some detailed comments on the
guidance and wording proposed.

•

We do not favour the Alternative Approach’s proposals. They are too significant a
change to be made without a more thorough consideration of the issues involved.

14

The ED is proposing only minor changes to the existing requirements on this issue;
the Alternative Approach proposes some much more significant changes. As stated
earlier, we do not support significant changes being made to the derecognition
approach in existing standards unless such change is needed to address a crisisrelated issue. And—although we agree that the existing and proposed new
approaches do not have a strong conceptual foundation—we do not think this is an
issue that requires an urgent resolution to respond to the financial crisis. Therefore,
we favour no significant change being made to the existing requirements at the
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current time; in other words, we support the approach taken in the ED and we do
not support the approach in the Alternative Approach.
15

The ED is also proposing to clarify some application issues that have arisen in
practice. We provide our comments on those clarifying proposals below.

Proposed changes in the area of the definition of the asset
Interest rate swaps
16

The ED is proposing that the guidance in paragraph AG41A on swaps should be
added to IAS 39. The guidance states that, because a swap can be an asset or a
liability over its term, if one leg of a swap is transferred, it should not be possible to
derecognise that whole swap and recognise instead just the remaining leg. Only if
both legs (the receive leg and the pay leg) meet derecognition criteria can the swap
be derecognised.

17

We agree that transferring one leg of a swap should not lead to derecognition of
that leg and continued recognition of the other leg. However, we are confused by
the rationale for this conclusion given in the ED and therefore think it should be
clarified. In particular, although the application guidance (paragraph AG41A) seems
to argue that the reasoning behind the guidance in paragraph AG41A is that such
instruments potentially can be assets or liabilities over their terms, the Basis for
Conclusions (paragraph BC36) argues that it is because “the cash flows relating to
the asset part of the instrument are likely to be netted with the cash flows relating to
the liability part. Accordingly, the ‘specifically identified cash flows’ from the
instrument that would be observable in this case would be net flows, and thus they
would be different from, and less than the cash flows relating to the asset part only.”
We have several concerns here.
(a)

It seems to us that the rationale given in the ED (ie in paragraph AG41A) is
different from the one given in the Basis for Conclusions.

(b)

There does not seem to be anything in the basic principles set out in
paragraph 16A of the ED (which talks about specifically identified cash flows
and proportionate shares of the cash flows) that leads to the conclusion that,
if an instrument can change from being an asset to being a liability or vice
versa, those basic principles should not be applied. Hence, either it is a rule
or the principle is not right.

(c)

We wonder whether the rationale in the Basis for Conclusions that refers to
cash flows that are likely to be netted would have implications for other
arrangements that involve netting. For example if Entities A and B owe each
other amounts that are subject to a legal right of set off and Entity A transfers
its receivables from Entity B to Entity C, we wonder whether the reasoning
would have implications for the subsequent accounting.

Groups of financial assets
18

We note that, when the existing derecognition requirements set out what is an asset
in the context of a group of financial assets, they refer to a “group of similar financial
assets” [emphasis added]. (See paragraph 16 of existing IAS 39.) The proposals in
the ED, on the other hand, refer only to “a group of financial assets”. For example,
assume that an entity has debt and equity securities included in a single portfolio
and transfers a right to fully proportionate cash flows coming from that portfolio to a
third party. Under the existing requirements that right would not represent an asset
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for the purpose of applying derecognition criteria; but, under a strict reading of the
ED, it would represent an asset.
19

The Basis for Conclusions makes no reference to this amendment, so we are
unsure whether the ED intended there to be a change. We think this needs to be
clarified.

20

Furthermore, although we can understand why a change along these lines might
have some appeal—it could be argued that the existing requirements in this area
are somewhat simplistic, because mixed portfolios are common—we are concerned
that it would create opportunities to ‘structure around’ other parts of the
derecognition model. Therefore, if it is an intentional change to the existing
requirements, we think it is a change that needs to be explored further. We
therefore do not support the change being implemented via this fast-track project.
The performance of the part retained not depending on the performance of the part
transferred

21

Another difference between the existing requirements in this area and the proposals
in the ED relates to the words underlined in the extract from paragraph 16A of the
ED shown below:
An entity applies paragraphs 17A and 18A to a part of a financial asset (or a part of a group
of financial assets) only if that part comprises specifically identified cash flows or a
proportionate share of the cash flows from that financial asset (or that group of financial
assets) (ie the performance of the part retained does not depend on the performance of the
part transferred, and vice versa).

22

We understand that there is some confusion about the meaning of the underlined
words. For example, if a financial instrument is split into an interest only strip and
principal only strip, the ED clearly intends each strip should qualify as an asset, yet
some would argue that the value of an interest only strip is dependent upon the
outstanding principal. Perhaps the reference to the ‘performance’ rather than ‘value’
makes a difference here. However, to avoid any confusion, it would be helpful if the
IASB could be clearer in its reasoning.

A more comprehensive piece of work on this aspect of the derecognition model would be
welcome
23

As noted earlier, the existing derecognition requirements are complex and rather
rule based. The requirements governing definition of an asset for derecognition
purposes requirement are an example of that. Therefore, we would support the
IASB continuing its work on developing a robust principle-based approach to the
issue.

24

The choice of what can be an item for derecognition analysis is very important
because it has a significant effect on how easy it will be to derecognise assets from
the balance sheet and to recognise new assets and what these new assets will be.
However, there are significantly different views on the issue. The basis for
conclusions in the ED explains that this difference of view goes back to the debate
about the unit of account; a subject about which the IFRS literature says little.

25

EFRAG agrees that financial assets are bundles of rights and obligations and that
transfer transactions unbundle those rights and obligations and rebundle them in
different ways. EFRAG also agrees with much of the criticism levelled at the
proposals in the ED (and therefore the existing approach) by the Dissenters. In
particular, we agree that the argument advanced in paragraph BC23 (that, if the
8
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Alternative Approach were adopted, entities would be able to derecognise a
transferred part of an asset even though the part transferred included some of the
risks and rewards of the part retained) is at best incomplete and perhaps even
conceptually flawed, because there is nothing in the Framework or existing IFRS
literature that states that an asset’s performance cannot be linked to the
performance of some other asset. Indeed, that is exactly what a derivative is. In
effect, what the IASB is arguing is that there needs to be some sort of notion of
separability and, although the Framework’s of some standard-setters have
suggested that there should be such a notion, it is not mentioned in the IASB’s
existing Framework.
26

On the other hand, we have significant concerns with the way the Dissenters
characterise their approach, which is that the whole of the asset has been
transferred and sold, and a new asset acquired. It seems to us that it is a matter of
fact that what has actually happened is that a part of the old holding has been
transferred and part has been retained.

27

Furthermore, it is important not to lose sight of the fact that financial statements
exist to convey information. Financial instruments represent bundles of rights to
future cash flows that might have very different risks, and it is important that the
derecognition approach used should not allow the resulting balance sheet positions
to obscure those risks.

Question 3: Definition of a transfer—Do you agree with the definition of a transfer?
If not, why? How would you propose to amend the definition instead, and why?
EFRAG View
•

We do not support the proposed new definition of a transfer. We do not think it is
simpler and easier to apply than the current definition, and we think its application is
unclear in some circumstances.

28

The IASB explains in the Basis for Conclusions that the proposed definition is
broader than the existing definition and will ensure that all transactions that are
economically transfers of financial assets should be assessed for derecognition and
that, irrespective of their form, qualifying transactions will be assessed for
derecognition. While EFRAG supports any attempt to ensure that IFRS focuses
more consistently on the substance of transactions rather than their form, we are
not aware of any suggestion that the existing definition is the cause of any crisisrelated weaknesses.

29

We are also not convinced that the proposed definition achieves the stated
objective.
(a)

We are not convinced that the proposal will simplify the derecognition
requirements and make them easier to apply.

(b)

Moreover, we question whether broadening the definition of a transfer in the
current economic situations is the right thing to do when concerns about the
lack of information about off balance sheet risks that are considered as one of
the underlying causes of the current financial crisis. In particular:
(i)

it seems that many more transactions will be treated as involving a
transfer. Of course, this does not mean that “many more” assets will be
derecognised, but it seems likely to involve at least some additional
items being derecognised.
9
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(ii)

30

the effect of broadening the definition is that more emphasis will be
placed on the derecognition tests. The question then becomes whether
the derecognition tests can deal satisfactorily with the complexities and
produce outcomes that adequately capture the economics of the
transaction without creating other complexities. (These issues are the
subject of the questions that follow.)

Furthermore, we do not think it is clear how the proposed definition of a transfer
should be applied in certain situations. In particular:
(a)

Our understanding is the phrase “when one party passes, or agrees to pass,
to another party some or all of the economic benefits underlying one or more
of its asset” was included in the proposed new definition of a transfer to
ensure the definition encompasses arrangements that involve an entity
agreeing with another party to pass to that party all the flows the entity
receives from a specified asset. However, the wording seems also to
describe the situation in which an entity holding a debt instrument enters into
agreement with a third party to transfer cash receipts from that debt
instrument in a year from now. Under the existing pass-through transfer
arrangements, the entity is required to pass on the flows received “without
material delay”. It would appear acceptable now for the entity to hold the
flows for an extended period of time before passing them on. This means that
the entity’s credit risk is an important factor for the party that is the eventual
recipient of the flows, and in effect means that, from the entity’s perspective,
the obligations taken on will not offset the rights to the same degree as under
the pass-through transfer provisions. We think these two arrangements are
very different in nature and it is not clear to us whether the intention is that
both should be treated as transfers under the proposed new definition.

(b)

Paragraphs AG44A, AG45A and AG52L contain guidance on how to apply
the definition of a transfer. We think this guidance establishes some further
criteria on what qualifies as a transfer and what does not. For instance, the
wording in the example in paragraph AG52L(f) establishes that the transferee
should be obliged to hold the asset for the arrangement to qualify as a
transfer. However, it is not clear how this follows from the proposed definition
of transfer.

(c)

We think it is also not ideal for criteria for determining whether something is a
transfer in the application guidance to be established through examples. It
means, for example, that it is not clear whether those criteria should be
applied to other cases that are not addressed in the application guidance.

Question 4: Determination of ‘continuing involvement’—Do you agree with the
‘continuing involvement’ filter proposed in paragraph 17A (b), and also the
exceptions made to ‘continuing involvement’ in paragraph 18A? If not, why? What
would you propose instead, and why?
EFRAG View:
•

We do not support the proposal in the ED, which is that the existing ‘risks and
rewards’ tests should be replaced by a single ‘continuing involvement’ test. In our
view, the existing risks and rewards tests have been a source of strength rather
than weakness over the last few years. We would encourage the IASB to explore
in a more comprehensive manner the role that risks and rewards should have in
financial reporting before reaching conclusions on the matter.
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•

In our view the ED’s proposals as to types of involvement that should be excluded
from the continuing involvement definition either are inappropriate or they highlight
that the rationale for having a continuing involvement test is incorrect and/or that
there is something wrong with the proposed control test.

•

We also have two detailed concerns about the proposed exclusions.

31

The objective of the continuing involvement test in the proposed model is broadly
similar to the objective behind the risk and rewards tests in the existing model.
However:

32

(a)

the IASB is proposing to eliminate completely the part of the test that says
that, if the transferor has retained substantially all the risks and rewards of
ownership of the transferred asset, it shall continue to recognise that asset
(and shall treat the transaction as a loan); and

(b)

the IASB is proposing to replace the part of the existing model that says that,
if the transferor has transferred substantially all the risks and rewards of
ownership of the transferred asset, it shall derecognise the asset with a
requirement that, if the transferor has no continuing involvement in the
transferred asset (in other words, has no interest at all in its future
performance), it shall derecognise the asset.

EFRAG has significant reservations about these proposals. We explain those
reservations in the paragraphs below.

Eliminating the ‘substantially all the risks and rewards retained’ test
33

The proposed elimination of the ‘substantially all the risks and rewards retained’ test
that is in the existing model could have a fundamental impact on existing
accounting. Currently, it is often argued that, if the transferor has retained
substantially all the risks and rewards of ownership of the transferred asset, the
transfer has changed nothing of substance, so there should be no substantial
change in the way it accounts for the transferred asset. However, the ED in effect
says that it is wrong to assume that retaining substantially all the risks and rewards
of ownership of the transferred asset means that there should be no substantial
change in the way the transferred asset is accounted for.

34

There is another way of putting this same issue. Some would argue that the
existing model assumes that, if a transferor retains substantially all the risks and
rewards of ownership of a transferred asset, it will—by one means or another—still
have control of the transferred asset (because an entity will not expose itself to risk
of this kind without being able to manage it). The proposed approach puts this
assumption to the test; if having substantially all the risks and rewards of ownership
goes hand-in-hand with controlling the asset, then omitting the risks and rewards
test and relying exclusively on a control test should not make any difference to the
outcome. There are two problems with this argument.
(a)

The argument that relying exclusively on a control test should not make any
difference to the outcome is crucially dependant on the test of control that is
being used being a very good test of control. And, as can be seen from our
response to question 5, we are not convinced by the test of control the ED
proposes.
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(b)

35

It is questionable whether it is right to say that an entity will not expose itself
to substantially all the risks and rewards inherent in the ownership of a
financial asset unless it controls that asset. Business involves taking risks
and, involve it is to be hoped that those risks are commensurate with the
returns expected and are managed appropriately, that is not the same as
saying that entities only bear risks that they can control.

Whatever the correct way of looking at this issue, its implications can be illustrated
by considering the case of a simple sale-and-repurchase contract.
Entity A owns a listed —and very actively traded—debt instrument with a market price of
€100. It enters into an arrangement with Entity B whereby Entity A will transfer the
instrument to Entity B is exchange for €100 and 90 days later Entity B will return the
instrument to Entity A in return for a payment of €102 (which has a present value of €100).
All distributions from the instrument during those 90 days will be collected by Entity B and
passed immediately to Entity A.
Although Entity A has transferred the debt instrument to Entity B, it has retained
substantially all the risks and rewards of ownership. Therefore, under the existing model it
would continue to recognise the debt instrument and would also recognise cash of €100 and
a liability of €100. The additional €2 paid will be treated as interest.
Under the proposed model—and the definition of control that will be discussed in the next
question—Entity A will be treated as having sold the debt instrument. It will therefore
recognise the cash of €100 and a forward.

EFRAG does not agree with the proposal that such repos should be treated as
sales rather than secured loans.
36

Repos are just one example of the fundamental impact this proposal could have on
existing accounting. However, the proposal does not appear to be addressing a
crisis-related weakness identified in the existing derecognition model. Indeed, we
understand that many believe that during the crisis the risks and rewards tests in
existing IAS 39 have been a source of strength, not weakness.

37

We think this is too significant a change to make to the existing model through a
fast-track project. Instead, we would encourage the IASB to explore in a more
comprehensive manner the role that risks and rewards should have in financial
reporting before reaching conclusions on the matter.

Replacing the ‘substantially all the risks and rewards have been transferred’ test with the
continuing involvement test
38

While the ‘substantially all the risks and rewards have been transferred’ test and the
continuing involvement test are in some ways similar, the proposed new test is
perhaps tougher than the existing test (because the transferor might have a
continuing involvement even if it has transferred substantially all the risks and
rewards).

39

However, again this change does not seem to us to be addressing a crisis-related
issue. It is also tied up with the whole question of what if any role risks and rewards
should have in the derecognition model; a question that we have already said is
best tackled in a project that allows more time for comprehensive debate about the
fundamental differences of view underlying the different derecognition models.
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The meaning of ‘a continuing involvement’
40

The existing and proposed new descriptions of a ‘continuing involvement’ cover
both the potential exposures that the transferor has retained and any new
exposures acquired. However, we are aware that practitioners have encountered
quite a lot of implementation issues trying to apply the notion in the existing model
and, now that the proposal is that the notion will have a much more central role to
play, it seems certain that those issues will become significantly more troublesome.
We are concerned that, unless additional material is provided that draws out the key
attributes in the context of some of the complex arrangements that can be seen, the
inclusion of the continuing involvement test at the centre of the proposed new model
could result in considerable diversity in practice. We think that would be very
unfortunate at a time when users are looking to develop a better understanding of
what is on- and off-balance sheet and why.

Types of involvement excluded from the continuing involvement definition
41

The ED proposes three types of continuing involvement that should be excluded
from the continuing involvement definition. They are:
(a)

normal representations and guarantees;

(b)

the retention of the right to service the asset in a fiduciary or agency
relationship; and

(c)

a derivative contract associated with reacquiring the asset for which the
exercise price is the fair value of the asset.

42

The IASB explains in paragraph BC41 that some types of involvement in transferred
financial assets after the transfer are commonplace and consistent with the ED’s
‘control of an asset’s economic benefits’ principle. Therefore, the IASB decided to
exclude them from the ‘continuing involvement’ definition (even though technically
they would meet that definition).

43

Our understanding is that the continuing involvement test is intended to be a shortcut; it is designed to save the transferor from having to apply the whole of the
derecognition model to reach a conclusion that is obvious from the outset—which is
that the transferred asset should be derecognised. In other words, if the continuing
involvement test were deleted, the outcome should still be the same. Therefore, the
easiest way to test the appropriateness of the exclusions is to consider whether that
would indeed be the case. If it would, the exclusions are appropriate; and if it would
not, they are not appropriate—or the control test in the ED is in need of some
refinement. Yet:
(a)

according to paragraph BC42, “the consequence of not providing an
exception for normal representations and warranties could have been that
many transfers would not have qualified for derecognition (because they
might have failed the subsequent ‘practical ability to transfer’ test), even
though the only involvement a transferor would have after the transfer would
be those representations and warranties.” In other words, the outcome would
not have been the same in all cases regardless of whether the continuing
involvement test was applied.

(b)

similarly, on fiduciary (or agency) servicing, paragraph BC43 states that “if the
Board had not made such an exception, many transfers of financial assets to
securitisation vehicles would have failed derecognition (because those

13

EFRAG’s Comment Letter on the IASB ED ‘Derecognition’
vehicles are often prohibited from selling the assets or are required to remit
the cash flows generated by the assets to the investors in the vehicles, and
thus the transfers would not have met the ‘practical ability to transfer’ test),
even though the only role of the transferor after the transfer would be that of
an agent that acts on behalf of the vehicles or the investors in the vehicles.”
In other words, again the outcome would have been different.
(c)

if the transferor’s only continuing involvement was in the form of, say, a
forward repurchase agreement with an exercise equal to the fair value of the
transferred asset:
(i)

under the continuing involvement test, the transferred asset would be
treated as sold and therefore derecognised.

(ii)

under the control test proposed in the ED, the existence of the forward
would mean that the transferred asset would not be derecognised by
the transferor if it is not easily replaceable. The exercise price of the
repurchase agreement is completely irrelevant for this purpose.

Thus again the outcome is different.
44

45

EFRAG concludes from this that something is wrong with the proposed model.
(a)

One possibility is that the continuing involvement test is not a short-cut that
saves the transferor from having to apply the whole of the derecognition
model to reach a conclusion that is obvious from the outset. And, if is the
case, the only argument advanced in the ED for having a continuing
involvement test is incorrect.

(b)

Another possibility is that there is something wrong with the control test
proposed in the ED. We will discuss that test under question 5.

(c)

Another possibility is that the exemptions are not appropriate and should be
omitted from the model.

We have two further concerns about the proposed exclusions. The first relates to
the reasoning given in the ED for the exemption for forwards, options and contracts
associated with reacquiring the transferred asset for which the contract (or exercise)
price is the fair value of the transferred asset.
BC45 The Board concluded that even though a fair value forward or option that a transferor
obtains in connection with a transfer of a previously recognised financial asset is a new right
relating to the asset transferred and thus would be continuing involvement in accordance
with the proposed definition, the transferor in repurchasing the asset under the forward or
option is in the same economic position as a third party that purchases the asset from the
transferee. As a result, the transferee is able to obtain the full economic benefits of the asset
(albeit from the transferor and not a third party), thus meeting the Board’s derecognition
principle.

As the IASB itself acknowledges, there are many circumstances under both the
existing model and the proposed new model where two entities could be in exactly
the same economic position but still account for that position differently. Bearing
that in mind, it is not clear why the circumstance in described in paragraph BC45 is
so objectionable whilst the other circumstances are deemed to be things we can live
with, at least for now.
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46

Finally, the ED does not seem to discuss whether the proposed list of exemptions is
complete, nor whether the exemptions might have some unintended consequences.
We have, for example, be wondering whether the exclusion for fair value forwards,
options and contracts associated with reacquiring the transferred asset would
include contractual credit notes for volume discounts. We have also been
wondering how important it is that the exercise price is fair value. For example, we
think economically the position would be virtually the same if the repurchase was
required to take place at fair value minus a certain fixed amount. These are all
issues that need to be further explored if the exclusions are to be retained.

Question 5: ‘Practical ability to transfer for own benefit’ test—Do you agree with
the proposed ‘practical ability to transfer’ derecognition test in paragraph 17A(c)?
If not, why? What would you propose instead, and why?
(Note: Other than the ‘for the transferee’s own benefit’ supplement, the ‘practical
ability to transfer’ test proposed in paragraph 17A(c) is the same as the control test
in IAS 39.)
Do you agree with the ‘for the transferee’s own benefit’ test proposed as part of the
‘practical ability to transfer’ test in paragraph 17A(c)? If not, why? What would you
propose instead, and why?
EFRAG View
•

We think the ‘practical ability to transfer for own benefit’ test is flawed as a test of
control and that it is not appropriate for such a test to be given the central role in the
derecognition approach that the ED proposes to give it.

47

EFRAG believes that the ‘practical ability to transfer for own benefit’ test is flawed
as a test of control. We think that the equivalent test in the existing model is also
flawed, although the test does not play as central a role in the existing approach.
We think the greater role that the test will fulfil under the proposed new approach
will amplify its inadequacies. We explain below why we believe this is the case.

48

Under the proposals in the ED, the practical ability to transfer test would be applied
only when there has been a transfer but the transferor continues to have some sort
of continuing involvement in the transferred asset. The ED mentions that users
usually seem to support an approach that would not permit derecognition of a part
of the financial asset when the transferor retains substantial risks of ownership of
the underlying asset. Indeed, in such circumstances net cash flows and the
underlying gross exposures could involve fundamentally different risks. In our view
this raises some fundamental questions, including:

49

(a)

on which risks should the balance sheet focus in order to provide the most
useful information about those risks and the entity’s financial position
generally?

(b)

when and whether some contracts and investments should be recognised on
a gross basis instead of on a net position?

Unfortunately, the ED does not discuss these issues. Indeed, it argues (in
paragraph BC76) that the issue described in (b) is outside the scope of the
derecognition project. (This illustrates why we believe major changes to the existing
derecognition requirements should not be made at this time; because key issues
central to the subject have not been considered.)
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50

51

Instead, the proposals in the ED focus on determining who controls the asset and
they build the control test around the following parameters:
(a)

It is necessary to determine whether the transferee controls the asset
because if it does the transferor could no longer control the asset;

(b)

If the transferor has a continuing involvement in the asset, the transferee
controls the asset only if it has a practical ability to transfer the asset for its
own benefit;

(c)

The fact that the transferred asset is actively traded in the market would in
many cases mean that the transferee has a practical ability to transfer the
asset for its own benefit irrespective of the transferee’s involvement in the
asset.

We consider each of these in turn below.

It is necessary to determine whether the transferee controls the asset
52

The IASB has concluded that, because derecognition is assessed after a transfer
has taken place, it is reasonable to determine whether the transferor has given up
control of the transferred asset by considering the transferee’s position. If the
transferee has control, the transferor will not have it; and if the transferee does not
have control, the transferor must still have it. The ED therefore proposes that, in
order to determine whether the transferor should derecognise a transferred asset in
which it still has a continuing involvement, the transferor shall determine whether
the transferee has obtained control of the economic benefits of the transferred
asset.

53

We understand the logic behind the proposal in this part of the ED—and note that it
is identical to the approach adopted in the existing requirements. However, we
nevertheless have some concerns about the approach.
(a)

The question we are trying to answer is whether the transferor still has control
of the asset and in theory it should not matter whether we answer that
question by focusing on the position of the transferor or the position of the
transferee. Indeed, in theory the ED should suggest that entities focus on
whichever position is clearer. However, we are concerned that the practical
ability test proposed in the ED would not produce the same results were it
applied to the two parties. For example, it is not uncommon for entities to
have financial assets that they are not able to sell, yet still recognise them.
Yet, under these proposals if they transfer that asset and related restriction to
another party, the existence of the restriction would prevent the transferee
from recognising the asset.

(b)

We think that asking the transferor to focus on the position of the transferee
might not be as simple as it seems. For example, we wonder whether it is
reasonable to expect the transferor to know enough about the transferee in all
cases to be able to judge whether it has the practical ability to transfer the
asset for its own benefit. And, if it is concluded that initially the transferee
does not have that ability but the transferee subsequently gets itself into the
position where it does have that ability, is it reasonable to expect the
transferor to be aware of that. For example, if an entity transfers an asset but
at the same time enters into a forward to buy it back, that entity is not
bothered whether the transferee has the practical ability to transfer the asset
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to a third party—all the entity needs to know is that it will be getting the asset
back in due course.
If the transferor has a continuing involvement in the asset, the transferee controls the
asset only if it has a practical ability to transfer the asset for its own benefit
54

55

Under the proposals in the ED—and in the existing IAS 39—the transferee has
control of a transferred asset that the transferor still has a continuing involvement in
if it has the practical ability to transfer the transferred asset for its own benefit. This
test seems to be based on the argument that the main way by which an entity
obtains the economic benefits from a financial asset is via a transfer of that asset in
exchange for other assets, in settlement of a liability or as a distribution to the
entity’s owners. Thus, if an entity does not have the ability to do that, it cannot
control the asset. We think this is far too simplistic.
(a)

Transferring the asset is in fact is only one way of obtaining the economic
benefits from a financial asset. Another way is to hold the asset and collect
the flows from it. It is not uncommon for an entity to hold an asset that, for
various reasons related either to the asset or to the entity’s circumstances, it
is not able to sell. Yet, we do not usually account for that asset as if the
holder does not control it, so it is not clear why we make an exception here.
In other words, although an entity that is ‘free and able to do what it likes’ with
an asset almost certainly controls that asset, an entity that is not so free and
able might still control the asset because controlling the economic benefits
that would arise if an asset is sold is not the same as controlling the economic
benefits inherent in the asset.

(b)

Furthermore, the approach assumes that, if the transferee does not have the
practical ability to transfer the asset, a key aspect of the asset has not been
transferred to the transferee. Yet the reason why the transferee cannot
transfer the asset might not have anything to do with the transferred asset.
For example, the transferee might be a SPE whose bylaws preclude it from
transferring the loans it holds. We would not have thought that such a
restriction would mean that the transferor still controls the transferred assets.

(c)

It is not clear why it is necessary for the transferee to have the this practical
ability to transfer the asset for its own benefit only when the transferor has a
continuing involvement. Nor why it is not always necessary for the transferee
to have that ability if it is to be deemed to control the asset. Nor why it is
necessary for the transferee to have that ability when it was not necessary for
the transferor to have the same ability prior to the transfer in order or it to
recognise the asset. These seem to be inconsistencies in the approach being
proposed.

Bearing this in mind, we think a better test of control than this practical ability to
transfer test needs to be found. We note for example that the IASB considered a
test that would focus on the transferor’s exposure to the risks and rewards of the
transferred asset, but rejected that test on the grounds of complexity and
implementation difficulty. We have said before that we think that such problems are
overstated and that, if as much time was invested in developing the risks and
rewards notion as is invested in developing the control notion, it might be possible
to overcome those problems. Of course, there is the wider issue of whether risks
and rewards should play a role in determining who controls the asset. As we have
already said, we think this possibility is worthy of further consideration.
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Emphasis on the notion of ‘actively traded in the market’
56

The existing derecognition model uses a similar practical ability to transfer test, but
only requires it to be applied where the transferor neither has retained nor
transferred substantially all risks and rewards from the transferred financial asset.
As a result of this difference in the way the test is used, many transfers of readily
available financial assets that would not be derecognised under the existing model
(because they fail the risks and rewards test) would qualify for derecognition under
the proposed model. For example:
(a)

a sale and repurchase transaction where the repurchase price is a fixed price
or the sale price plus a lender’s return (for example, a repo or securities
lending agreement);

(b)

a sale of a financial asset together with a total return swap that transfers the
market risk exposure back to the entity; and

(c)

a sale of a financial asset together with a deep in-the-money put or call option
(that is, an option that is so far in the money that it is highly unlikely to go out
of the money before expiry).

57

On the other hand, some transfers of readily available financial assets that would be
derecognised under the existing model would not qualify for derecognition under the
proposed model. For example, under the existing model it is possible to fully
derecognise (if substantially all risks and rewards are transferred) or partially
derecognise (ie recognise only to the extent of the continuing involvement)
receivables that are sold by an entity to a factorer (eg a bank) with the entity
remaining involved in the transferred assets in some way (eg by subordinating
some of its interest retained in a transferred asset, providing a guarantee of latepayment risk or providing a guarantee of reimbursement for credit losses above a
certain level). Our understanding is that under the proposed model, derecognition
will most likely not be possible.

58

This emphasis on the notion of “actively traded” raises a number of questions and
concerns:
(a)

What does ‘actively’ traded actually mean? Would defining the notion of
readily obtainable in terms of actively traded in an accessible market preclude
derecognition for Level 2 assets, if the transferor requires them to be
returned? In fact there is a continuum between highly active markets and
highly inactive markets and hence a continuum of economic disincentive to
buy them with a short notice. Moreover, what matters is not the level of
activity of the market (for which there is some guidance, in particular the
concepts behind the 3 categories of inputs in IFRS 7), but the importance of
the disincentive that gives rise to a practical inability to transfer. The ED
proposes no guidance as to how high the disincentive should be in order to
create a ‘practical inability’.

(b)

In the example in paragraph AG52L(c), when the transferor provides credit
enhancement through retaining a subordinated interest in the asset it is
considered that the transferee does not have the practical ability to transfer
the asset irrespective of whether the transferred asset is readily obtainable or
not. On the other hand, in the situation described in paragraph AG52L(e)
where the transferor provides a credit enhancement by way of a guarantee,
whether the asset is readily obtainable or not makes a difference in
determining whether the transferee has a practical ability to transfer the asset.
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We question whether the difference in the accounting treatment in these two
examples is justified.
(c)

We note that the ED proposes that, if the market for asset becomes active
subsequently, the asset should be derecognised at that point in time.
However, if the market becomes less active later on, the asset is not to be rerecognised. We think this is inconsistent, rules-based, and makes it even
more difficult for users to understand the accounting result.

The purpose of the balance sheet
59

As mentioned above, the ED acknowledges that there is an important issue to
resolve concerning the purpose of the balance sheet. The ED also links that to the
unit of account issue, but then concludes that the issues are outside the scope of
this project. We believe however that this is a fundamental question in the
derecognition debate and, unless and until the question is answered, it is unwise to
make major changes to the derecognition model, particularly if those changes are
being made in a hurry. Indeed, unless and until the question is properly addressed,
almost any set of derecognition proposals seem likely to have significant conceptual
problems and other inconsistencies.

60

For example, the Dissenters argue that the proposed derecognition model will result
in recognising assets and liabilities that do not meet the definitions of those
elements in the Framework.

61

(a)

Although there will only rarely be any disagreement that the obligation to
make payments exists; the issue will be whose obligation is it and, in the
context of derecognition, that often becomes two questions: out of which
asset will those cash outflows be paid, and whose is that asset. If the asset is
the transferor’s, then the liability is the transferor’s too.

(b)

The issue of whether things that are not assets are being recognised as
assets seems more complex. Some stakeholders argue that any test based
on risk and rewards (and it could be argued that the continuing involvement
test is an example of that) will cause inconsistencies with the Framework,
because the Framework definition of an asset makes no reference to risks
and rewards. However, others argue that the use of a risks and rewards test
in combination with other criteria is merely trying to ensure that a sufficiently
sophisticated view of control is applied—and thus it is consistent with the
Framework and only things that are assets are being recognised as assets.

The Dissenters also argue that the order in which the transactions are carried out
matters under the proposed model.
For example, if an entity acquired a subordinated position in the market place it would
recognise only a net position. Similarly, if an entity has written a guarantee on receivables
that it did not previously own, it will recognise the guarantee but not the receivables on its
balance sheet. However, if the entity first owned the underlying financial assets, it will
continue to recognise them.

This is referred to as ‘stickiness’ (or as ‘history matters’).
62

As already mentioned, we believe that in order to resolve the above concerns
satisfactorily one has to consider what the purpose of the balance sheet is. Yet,
neither the ED’s proposals nor the alternative view do that. Instead, the ED in effect
proposes that entities should provide information on ‘potential derecognition
transactions’ on both and net and gross basis, thus focusing on leverage and risks
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in those cases where the transferee does not have full flexibility as to how to use
the asset.
BC79 The Board believes the proposed approach faithfully represents the position of an
entity by clearly depicting an entity’s leverage and risk relating to that leverage in the
statement of financial position. Indeed, if an entity transferred a part of a financial asset and
retained the most subordinated interest in it, it would have a leveraged position in the
underlying asset. The proposed approach would not obscure that leverage by showing only
the net position in the statement of financial position.

Entities will furthermore be required to disclose the “opposite” information in the
notes: for transfers that qualify for derecognition (ie that result in a net presentation
in the primary financial statements) they will be required to disclose (gross)
information about the risks the transferor continues to be exposed to; and for
transfers that do not result in derecognition (ie that result in gross presentation in
the primary financial statements) , entities will be required to disclose information
about the relationship between the assets and the associated liabilities (ie provide
‘net’ disclosures).
63

64

However, it is hard to see how the proposed approach will satisfy users information
needs because, as the ED itself states, users prefer an approach that would not
permit derecognition of a part of the financial asset when the transferor retains
substantial risks of ownership of the underlying asset:
(a)

For example, where the transferor retains substantially all risks and rewards
of ownership of the transferred asset but nevertheless derecognises that
asset because the asset is actively traded, the risks of the net position
recognised in the balance sheet will be fundamentally different to the risks of
the underlying gross exposures. It is not clear why the needs of users would
be better served by the balance sheet focusing on the net positions.

(b)

On the other hand, in some factoring transactions where the transferor
transfers the most risks and rewards of ownership of the underlying
contractual rights and obligations but the asset is precluded from
derecognition because the asset is not actively traded, the ED requires gross
presentation of underlying assets and liabilities. Again, it is not clear—if the
focus of the users is on the risks of ownership—how the proposed approach
would satisfy these needs.

We are very uncomfortable about proceeding with proposals that neither seem to be
based on a full analysis of the underlying issues nor to take properly into account
the information needs of users.

Question 6: Accounting for retained interests—Do you agree with the proposed
accounting (both recognition and measurement) for an interest retained in a
financial asset or a group of financial assets in a transfer that qualifies for
derecognition (for a retained interest in a financial asset or group of financial
assets, see paragraph 21A; for an interest in a financial asset or group of financial
assets retained indirectly through an entity, see paragraph 22A)? If not, why? What
would you propose instead, and why?
(Note: The accounting for a retained interest in a financial asset or group of
financial assets that is proposed in paragraph 21A is not a change from IAS 39.
However, the guidance for an interest in a financial asset or group of financial
assets retained indirectly through an entity as proposed in paragraph 22A is new.)
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EFRAG View
•

EFRAG broadly agrees with the proposal, but has some concerns that it could
result in some derivatives being measured at amortised cost.

•

We think compliance with paragraph 22A will sometimes be impracticable and that
therefore a practicality an exception is needed

65

It seems logical in many ways that the retained interest (which would be either
specifically identified cash flows or proportionate cash flows of the original financial
asset) should be measured on the same basis as immediately prior to the
derecognition event, which is what the ED proposes.

66

However, we think in some cases it is possible for an entity holding a non-derivative
financial asset or financial liability to transfer a part of that asset or liability and, as a
consequence, be left with what is in effect an instrument with an embedded
derivative. If that is correct, this proposal might enable entities to carry such
derivatives at cost. An example is when the entity separates an instrument into the
interest-only strip and the principal-only strip and retains one of them, because the
performance of the retained element will to some extent be dependent on the
transferred element. To address this problem, we think that it might be necessary
to stipulate that reassessment under IFRIC 9 Reassessment of Embedded
Derivatives would need to be triggered if the entity derecognises a part of the “old”
asset and retains on its balance sheet what is considered to be a part of an “old”
asset.

67

The only part of the proposal that is new is the guidance in paragraph 22A
concerning an interest in a financial asset or group of financial assets that is
retained indirectly through an entity. The Dissenters argue that the guidance might
not be operational because the transferor may not have access to the information
about all the assets and liabilities in the transferee. We share those concerns. We
do not think that this affects the conclusion (that the retained part should be treated
as part of the “old” asset); just that, for situations where the required split in
paragraph 22A is impracticable, we think an exception needs to be granted,
supplemented perhaps by the disclosure of that fact.

Question 7: Approach to derecognition of financial assets—Having gone through
the steps/tests of the proposed approach to derecognition of financial assets
(Questions 1–6), do you agree that the proposed approach as a whole should be
established as the new approach for determining the derecognition of financial
assets? If not, why?
Do you believe that the alternative approach set out in the alternative views should
be established as the new derecognition approach instead, and, if so, why? If not,
why? What alternative approach would you propose instead, and why?
EFRAG View
•

EFRAG is not in favour of the development from this ED of a standard based on the
proposed approach or the Alternative Approach. In our view, the standard
developed from this ED should be one that involves a limited number of incremental
changes to the derecognition model in existing IFRS.

•

We would nevertheless encourage the IASB to continue its work on finding a better
model. The Alternative Approach might be a good starting point for that work.

21

EFRAG’s Comment Letter on the IASB ED ‘Derecognition’
68

There are in effect four options on the table: the existing approach, the proposed
approach, the Alternative Approach, or some other (so far unspecified approach).

69

As stated in Appendix 1, while we are happy to consider the Alternative Approach
as a possible longer-term solution, in our view the changes it makes go far beyond
what is necessary to address the crisis-related issues that have arisen over the last
couple of years. Accordingly, in our view it would not be appropriate to make such
changes without a more comprehensive consideration of the issues, more extensive
field-testing of the possible implications, and more thorough due process. We are
also concerned that, at a time when we are hearing complaints from users about
them not being sufficiently aware of the type or extent of the risks to which entities
are exposed, the alternative approach would result in much more derecognition
than at present. Whatever the technical merits of such an approach, we are not
sure such a change is appropriate in the current economic climate. We therefore do
not favour the development from this ED of a standard based on the Alternative
Approach. In our view if the Alternative Approach is to be pursued, more work is
needed on the approach first and it should also be subject to further consultation.

70

As will be apparent from our responses to the preceding questions, we also have a
number of significant reservations about the approach proposed in the ED.
(a)

The proposed new definition of a transfer concerns us and the proposal that
the existing risks and rewards tests should be replaced by the continuing
involvement test concerns us greatly.

(b)

We think that testing for control by focusing on the transferee’s practical ability
to transfer the transferred asset is a flawed approach. While those flaws exist
in the existing requirements, making the test play central role in the
derecognition model will amplify its shortcomings.

As a result, we would not favour the IASB implementing the model proposed in the
ED either.
71

Our preferred approach would be for the existing model to be largely retained, albeit
with some incremental improvements identified as a result of the work on this ED.
For example:
(a)

We found the way the ED presented the issue about the level at which the
derecognition assessments should be made (the reporting entity level) clearer
than existing IFRS, so we would encourage the IASB to incorporate this
material into the existing model.

(b)

Furthermore, although we have raised some concerns about the proposed
guidance in the ED on determining what is an asset where interest rate swaps
are involved, we think that it would be worth sorting this guidance out and
introducing it into existing model.

(c)

We would add to the existing standard the material in paragraph 22A of the
ED, with an additional provision that, where meeting such a requirement is not
practically possible, an exception can be applied.

In our view, these changes would clarify some aspects of the existing model where
there has been uncertainty, thus reducing the diversity in current practice and
creating greater confidence in the accounting information being provided.
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72

We also think the disclosures in existing IFRS are in need of improvement in order
to meet the needs of users especially in the current economic environment.
Disclosure is discussed in more detail later in this letter.

73

Although we think that the IASB should for the time being make only the
incremental changes described above to the existing model, as we said at the
beginning of this letter we do share the concerns that the IASB has raised about the
weaknesses of the existing model and would therefore encourage work to continue
on finding a better model. In our view it will only be by thoroughly exploring some of
the fundamental issues underlying the derecognition debate that we will find the
way forward to a high-quality global standard on the subject. The Alternative
Approach might be a good starting point for that. However, that approach would
need to be developed in light of resolving the issues of the unit of account and the
purpose of the balance sheet.

Question 8: Interaction between consolidation and derecognition—In December
2008, the Board issued an exposure draft ED 10 Consolidated Financial
Statements. As noted in paragraphs BC28 and BC29, the Board believes that its
proposed approach to derecognition of financial assets in this exposure draft is
similar to the approach proposed in ED 10 (albeit derecognition is applied at the
level of assets and liabilities, whereas consolidation is assessed at the entity
level). Do you agree that the proposed derecognition and consolidation
approaches are compatible? If not, why?
Should the Board consider any other aspects of the proposed approaches to
derecognition and consolidation before it finalises the exposure drafts? If so,
which ones, and why?
If the Board were to consider adopting the alternative approach, do you believe
that that approach would be compatible with the proposed consolidation
approach?
EFRAG View
•

In our view there are as many differences as similarities between the IASB’s
proposed approaches to consolidation and derecognition. However, we do not see
that as a concern and as we not think that it is important for the approaches to
consolidation and derecognition to be broadly similar.

•

We agree though that it is important that the two models together produce sensible
and understandable results for structured entities. However, we find this difficult to
assess, and suggest that it might be necessary to carry out field-testing on the
issue.

74

EFRAG is aware that, over the years, there has been much discussion about how
important it is that the consolidation and derecognition models adopt broadly the
same approach.
(a)

Some stakeholders argue that they are separate issues and therefore can be
debated and concluded upon separately. Others argue that the tests should
be as similar as possible.

(b)

However, although control is currently the basis of the IASB’s consolidation
model and also the IASB’s asset definition, the IASB is working on a new
asset definition that makes no reference to control. So, even if similar notions
underpin consolidation and the asset definition at the moment, that will soon
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not be the case. That suggests to us that it might not be very important for
the approaches to be broadly similar.
75

It has been suggested to us that another aspect of this issue that is perhaps
important is that it should not be easier to derecognise an asset by transferring it to
a one asset structured entity than to any other counterparty. However, we do not
think that would be the case because neither the existing IFRS derecognition
requirements nor those proposed in the ED (nor indeed those set out in the
Alternative Approach) require different rules to be applied depending on the identity
of the counterparty.

76

So, we are not convinced that it is particularly important that the consolidation
model and derecognition need to be similar. We are, for example, very comfortable
with the idea that an entity might transfer a financial asset to a second entity and, in
the separate financial statements of the transferor, the result might be that the
transferred asset is derecognised; whilst, because the second entity is a group
entity, in the consolidated financial statements of the transferor, the transferred
asset will not be derecognised.

77

Having said that, we do not entirely agree with the statement in BC28 that the two
approaches are similar. In our view there are as many differences as similarities.
But, as we have just said, we do not see that as a concern.

78

The question also asks whether the two approaches are compatible. We think
compatibility is a difficult to assess, and is probably best assessed by carrying out
field-testing and considering whether the two models together produce sensible and
understandable results for structured entities, because it is there that the two
models work most closely together.

Question 9: Derecognition of financial liabilities—Do you agree with the proposed
amendments to the principle for derecognition of financial liabilities in paragraph
39A? If not, why? How would you propose to amend that principle instead, and
why?
EFRAG View
•

Although we agree that the liability derecognition approach should be consistent
with the liability definition, we do not think the proposals achieve that.

•

It would be helpful if the IASB could explain what it expects the change to the
information provided to be as a result of this proposed amendment

79

We agree that the liability derecognition approach should be consistent with the
liability definition. However, we do not think the proposed new definition is
consistent with the liability definition. We think the liability definition in the
Framework has two elements: there needs to be a present obligation; and the
settlement of that present obligation should be expected to result in an outflow from
the entity of resources embodying economic benefits. It follows that a liability that is
being recognised should be derecognised when either there ceases to be a present
obligation or it ceases to be the case that settlement of the present obligation
underpinning the liability is expected to result in an outflow from the entity of
resources embodying economic benefits. The proposal in the ED is that, for the
liability to be derecognised, it is necessary for both the present obligation to cease
to exist and for the entity to be no longer required to transfer economic resources in
respect of that obligation.
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80

We note that the ED states that the IASB does not expect that the proposed
changes will significantly change practice for derecognition of financial liabilities.
Indeed we have not identified any differences that could affect the substance of the
existing requirements. Nevertheless, it was unclear to us what changes, even if not
significant, the IASB expects to see as a result of these proposals. It would be
helpful if the Basis for Conclusions was clearer on this point.

Question 10: Transition—Do you agree with the proposed amendments to the
transition guidance in paragraphs 106 and 107? If not, why? How would you
propose to amend that guidance instead, and why?
EFRAG View
•

We do not support the proposal that the new standard should be applied
prospectively. We think it should require retrospective application, but permit
prospective application where retrospective application is too difficult.

•

We agree that earlier application should be permitted.

81

EFRAG is generally in favour of retrospective application because that maintains
the comparability of the information. Furthermore, if the choice is between early
implementation but on a prospective basis or later retrospective application, we
would generally favour the latter approach.

82

The Basis for Conclusions do not explain the IASB’s reasoning for requiring
prospective application but in some IASB observer notes IASB staff suggested that
the advantages of such an approach were that:
(a)

restating past derecognition transactions would be costly, especially if
restatement involves determining the fair value of retained servicing assets
and liabilities and other components retained in a complex securitisation;

(b)

it may be difficult to obtain information on financial assets held by transferees
that are not under the transferor’s control.

(c)

retrospective application would not result in consistent measurement, as
entities would need to recreate information about past transactions (including
measurements) with the benefit of hindsight.

83

We do not agree that with the concerns raised in (c) about the use of hindsight. In
our view the benefits for users in terms of comparability if an amendment to a
standard is applied retrospectively will usually far outweigh the risks to comparability
that can arise by allowing the use of hindsight.

84

However, we do accept that sometimes retrospective application can be
impracticable or too costly. We therefore think that the standard should require
retrospective application, but permit prospective application where retrospective
application is too difficult.

85

We agree with the proposal that earlier adoption should be permitted.
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Question 11: Disclosures—Do you agree with the proposed amendments to IFRS
7? If not, why? How would you propose to amend those requirements instead, and
why?
EFRAG View
•

In our view it is the disclosure aspects of the existing IFRS derecognition
requirements that most need enhancing in the light of the financial crisis.

•

We think the disclosures should focus on the nature and extent of the risks
associated with the entity’s continuing involvement in assets and on the main
judgement calls made in preparing the financial statements. We think the proposed
disclosures go beyond that. We also think that they encourage a ‘checklist
mentality’.

86

In our view it is the disclosure aspects of the existing IFRS derecognition
requirements that most need enhancing in the light of the financial crisis, because it
seems that users did not fully understand the nature or extent of some of the risk
entities were exposed to and did not understand why assets and liabilities that had
previously been derecognised seemed to be re-appearing on the statement of
financial position in the middle of the crisis.

87

For that reason we believe the disclosures proposed in the ED, together with those
already in existing IFRS, should have two main objectives:
(a)

to provide information that enables users to evaluate the nature and extent of
the risks associated with the entity’s continuing involvement in assets that are
derecognised and in assets that are recognised. The intention is to provide
users with information relevant in assessing the amount, timing and
uncertainty of the entity’s future cash flows and risks for stewardship
purposes; and

(b)

to provide some information about the main judgement calls made in
preparing the financial statements. It is important to emphasise that the
purpose of such disclosures is not to enable users to second guess
management; but to help users understand the key assumptions and
assessments on which the accounts have been prepared.

88

We think the proposed disclosures about transferred financial assets that have been
derecognised go much further than that. Indeed, in our view the proposed
disclosures give the impression that they are trying to make up for a derecognition
model that is flawed. If that is not the case, we do not understand why the
disclosures about transferred financial assets that have been derecognised are so
much more extensive than those required for transferred assets that are not
derecognised—after all, the objectives as we have described them are the same.

89

We are also not sure why similar sorts of disclosures are not required for assets that
that the entity did not previously have but now has in the form of a net position.

90

Subject to that, we are broadly happy with the objectives proposed for the new
disclosures (which are described in the second sentence of paragraph 42B and in
paragraph 42C) but are concerned that what then follows seems like a long list of
disclosures, only some of which are likely to provide useful information in any
particular circumstance. In our view lists of this kind encourage a checklist
mentality in exactly the circumstances in which thoughtful implementation is
needed. IFRS 7 tends to talk about “disclosures an entity might consider making in
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order to meet the objective”, and we think a similar formulation should be adopted
for these disclosures.
91

We suggest that the IASB’s priority should be to enhance the disclosure
requirements for certain net positions recognised in the statement of financial
position both as a result of derecognising previously recognised financial assets and
of acquiring net positions related to financial assets that the entity did not previously
own. For example, greater emphasis should be given in paragraphs 42C and 42D to
need to provide qualitative disclosures that explain the risks related to any offbalance sheet transactions in which the reporting entity has had involvements. This
may include information on the quantum of the associated assets and liabilities as
set out in the IASB ED and the legal set up of the structures. In the case of SIVs
and other securitizations, this would include information about:
(a)

the events that trigger defaults;

(b)

the legal clauses that lead to structures being automatically wound up e.g.
when assets fall below a certain threshold or the SIV’s credit rating declines;

(c)

the impact on the entity’s equity/debt ratio as a result of setting up the SIVs;

(d)

any ongoing support provided to the SIV by the entity;

(e)

puts held by investors in the notes issued by the SIV and events that lead to
these being exercised; and

(f)

the reporting entity’s underlying motivation in setting up the structures e.g.
balance sheet management or arbitrage purposes.
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