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To: Members of the Hong Kong Institute of CPAs
All other interested parties

INVITATION TO COMMENT ON IASB EXPOSURE DRAFT OF PROPOSED
AMENDMENTS TO IAS 39 AND IFRS 7 - DERECOGNITION

Comments to be received by 10 July 2009

The Hong Kong Institute of Certified Public Accountants’ (Institute) Financial Reporting
Standards Committee (FRSC) is seeking comments on the IASB Exposure Draft which
has been posted on the Institute’s website at:
www.hkicpa.org.hk/professionaltechnical/accounting/exposuredraft/content.php.

Derecognition is when an entity removes a financial instrument from its financial
statements. This occurs if the entity no longer controls a financial asset or no longer has
an obligation to settle a financial liability.

The objective of this Exposure Draft is to improve the derecognition requirements for
financial instruments and also to enhance disclosure requirements, especially in situations
where an entity continues to have an ongoing involvement in a financial asset that would
be derecognised under the proposals. The additional disclosures would allow users to
make a better assessment of the risks associated with such an asset.

A summary prepared by the IASB on the Exposure Draft is set out in the attached
Appendix.

The proposals are part of the IASB’s comprehensive review of off balance sheet activities
and follow the publication of proposals in December 2008 to strengthen and improve the
requirements for identifying which entities a company controls, known as consolidation.

The IASB and the US Financial Accounting Standards Board have already announced
their intention that these will become joint projects once the FASB has completed short-
term amendments to its existing standards.

In accordance with the Institute’s Convergence Due Process, comments are invited from
any interested party. The FRSC would like to hear from both those who do agree and
those who do not agree with the proposals contained in the IASB Exposure Draft.

Comments should be supported by specific reasoning and should be submitted in written
form.

To allow your comments on the IASB Exposure Draft to be considered, they are
requested to be received by the Institute on or before 10 July 2009.
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Comments may be sent by mail, fax or e-mail to:

Steve Ong

Director, Standard Setting

Hong Kong Institute of Certified Public Accountants
37" Floor, Wu Chung House

213 Queen’s Road East

Wanchai, Hong Kong

Fax number (+852) 2865 6776
E-mail: commentletters@hkicpa.org.hk

Comments may be made available for public review unless otherwise requested by the
contributor.
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April 2009 Appendix

Exposure Draft

Snapshot: Derecognition
(Proposed amendments to IAS 39 and IFRS 7)

This snapshot is a brief Project objective:  The proposals are aimed at improving the current
introduction to proposed requirements for the derecognition of financial assets
and liabilities. They seek to improve the assessment

of when a financial asset should be derecognised and
are also aimed at providing users of financial statements

amendments to IAS 39
Financial Instruments: Recognition

and Measurement and IFRS 7 with more and better information about an entity’s
Financial Instruments: Disclosures. risk exposure.

It provides an overview of the ———— — -
core proposals presented by  Project stage: In response to the global financial crisis and following the
the International Accounting conclusions of the G20 and the recommendations of the

Financial Stability Forum, the IASB accelerated its project
worlk and decided to proceed directly to the publication
of an exposure draft (ED). The purpose of an ED is to

The proposals form part of seek public input on the proposed amendments.
the IASB’s response to the
G20 conclusions and the
recommendations of the

Standards Board (IASB) in the
exposure draft.

Comment deadline: The ED is open for public comment until 31 july 2009.

Financial Stability Forum. | ' o ‘ A
v Next steps: The IASB intends to hold public round tables to discuss g : ,
the proposals in June or July 2009. The IASB expects to Ub
issue final amendments to IAS 39 and [FRS 7 in the first International
Accounting Standards
half Of 2010. Board®

The snapshot has been prepared by staff and is not
an official rechnical document of the JASB or the FASB. —_—




Why is the IASB
undertaking this project?

The derecognition
requirements in IAS 39
determine when a financial
asset or a financial liability
should be removed from

an entity’s statement of
financial position

(balance sheet).

Assessing whether or not a financial asset
or a financial liability may be derecognised
is often straightforward. However, the
assessment can be very difficult when
dealing with very complex legal and other
structures, such as special purpose vehicles

used for the securitisation of financial assets.

Over the past years, the use and complexity
of such structures has increased
considerably. The potential effects have
been highlighted by the financial crisis.
Financial reporting standards need to

respond to the changed environment by
providing requirements that can be

widely understood and consistently applied
to complex structures. The standards also
need to provide users with more information
about the risk to which an entity is exposed
by complex legal and other structures.

The IASB has accelerated its project and the
proposals are aimed at addressing the issues
arising from the existing requirements, in
particular:

Existing requirements are
complex and internally
inconsistent. This makes them
difficult to understand and
apply consistently.

The complexity of the current requirements
results from a mixture of different concepts
being used to assess whether an asset should
be derecognised. The current requirements

in IAS 39 combine elements of various
derecognition concepts, such as risks and
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rewards, control and continuing
involvement. This complexity is
further increased by the fact that these
different approaches must be applied
in a specified order.

Current disclosure requirements
do not provide sufficient
information to allow users to
assess the ongoing risks related
to off balance sheet assets.

The financial crisis has demonstrated

that current disclosure requirements need
improvement. Specifically, users need more
information to be able to assess any

remaining risks that arise from assets that
have been removed from the balance sheet.

Creating a global set of
requirements is crucial to
regaining users’ confidence.

The current approaches to derecognition of
financial assets in [FRSs and US standards

are substantially different. US standards

are also internally inconsistent and difficult
to apply. The derecognition requirements
are therefore part of the convergence
programme of the IASB and the US Financial
Accounting Standard’s Board (FASB)

detailed in the boards’ Memorandum of
Understanding. As a result of the financial
crisis, the FASB is making some short-term
amendments to its existing requirements
(SFAS 140) while the IASB has accelerated its
project in response to the recommendations
of the G20 and the Financial Stability Forum.
Therefore the proposed amendments were
not published as a joint exposure draft.
However, both boards recently
re-emphasised their commitment to
continue their work towards joint
derecognition requirements.

What is the scope of the project?

The proposed amendments would replace
derecognition and related disclosure
requirements within IAS 39 and IFRS 7.



What is the IASB proposing?

The ED proposes a new
approach for derecognition
and improved disclosure
requirements in IFRS 7.

A single approach to
derecognition based on ‘control’

The ED proposes a revised approach

for assessing whether financial assets or
financial liabilities should be removed from
the balance sheet. Rather than combining
elements of several derecognition concepts
(ie risks and rewards, control, and continuing
involvement) the proposed approach to the
derecognition of financial assets is based on a
single concept - ‘control’.

Under the proposed approach an entity
should derecognise a financial asset when:

* the contractual rights to the cash flows
from the financial asset expire;

 the entity transfers the financial asset and
has no continuing involvement in it; or

 the entity transfers the financial asset and
retains a continuing involvement in it but
the transferee (the entity that buys the
financial asset) has the practical ability
to transfer the financial asset for
the transferee’s own benefit.

Improved and expanded
disclosures

The ED proposes to extend and improve

the current derecognition-related
disclosures for both transferred assets

that remain on the balance sheet and those
that are derecognised to allow users of
financial statements:

* to understand better the relationship
between transferred financial assets that
are not derecognised and the associated
liabilities; and

* to evaluate an entity’s risk exposure
associated with its ongoing involvement
in derecognised financial assets, ie any
residual exposure arising from assets that

have been removed from the balance sheet.

The proposed approach can be depicted as follows:

Evaluate derecognition at the
level of the reporting entity

Determine whether the derecognition principles
are to be applied to a part or all of a financial asset
(or of a group of financial assets) (the ‘Asset’)

Yes
Have the rights to the cash flows >

from the Asset expired?

vNo

Derecognise the Asset

Do not derecognise the Asset.
Recognise a liability for the
proceeds received (if any)

Has the entity transferred the Asset?

v Yes

Does the entity have any continuing

involvement in the Asset? Derecognise the Asset

Derecognise the Asset.
Recognise any new assets or
liabilities created in the transfer

Does the transferee have the
practical ability to transfer
the Asset for its own benefit?

vNo

Do not derecognise the Asset

Recognise a liability for the proceeds received
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What might be the effects
of the proposed changes?

The changes should make

it easier for users to
understand and evaluate an
entity’s decision about on
and off balance sheet items.

Unlike IAS 39, the proposed approach
does not combine elements of several
derecognition concepts but focuses on a
single notion of control.

The absence of:

° an explicit risks and rewards test;
e pass-through requirements; and

* arequirement for a transferor (the entity
transferring or selling the asset) to recognise
and measure a financial asset to the extent
of its continuing involvement

should result in derecognition requirements
that are easier for preparers to understand
and apply consistently. The changes should
make it easier for users to understand and
evaluate an entity’s decision about on and
off balance sheet items.

Additional information should
allow for a better understanding
of an entity’s risk exposure
arising from transferred assets
that are not derecognised.

The proposed amendments would allow
users to understand better the relationship
between transferred financial assets that
remain on the balance sheet, and the
associated liabilities. Specifically, the
proposed disclosures would provide users
with better information about the extent
to which an entity can benefit from an
asset that has been transferred but remains
on the balance sheet. Access to these
benefits may be limited because the entity
(transferor) may be obliged to pass some of
the economic benefits of the asset to the
entity to which the asset was transferred.

Moreover, the proposed disclosures should
improve the ability of a user to identify
liabilities that will be settled entirely
from the proceeds received from specific
assets without recourse to any other assets
of the entity.
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The IASB’s proposals
seek to improve the

existing derecognition
and disclosure
requirements.

Enhancing the disclosure
requirements for derecognised
financial assets would allow
users to better assess the risk
exposure of an entity resulting
from its continuing involvement
in derecognised assets.

In particular, users should benefit from the
proposed disclosure of the nature, timing,
ranking, amount and uncertainty of any
obligations or cash outflows relating to

the entity’s continuing involvement in
transferred assets and the details about
those assets.

Aligning the derecognition
requirements for financial
liabilities will contribute to
greater clarity

The IASB’s proposals also address the
derecognition for financial liabilities.
These amendments are aimed at mirroring
the proposals for the derecogntion of assets.
Doing so would increase the symmetry of
the requirements and thus contribute to
making the guidance easier to understand
and apply. However, the IASB expects that
the proposals would not significantly
change current practice for derecognising
financial liabilities.




Areas of discussion

The IASB is seeking input on
all the proposals presented
in the ED.

In particular, the IASB had detailed
discussions about the assessment of
control and the conditions under which
a financial asset or a financial liability
should be derecognised. It is therefore
especially interested in feedback on

this area.

Is the ability to transfer a
financial asset a sufficient
indicator for control?

Some Board members think that the
transferee’s ability to transfer a financial
asset is only one aspect of control.
Accordingly, they favour an approach
(‘alternative approach’) that focuses on
whether the entity that transfers an asset

retains access to all the economic benefits of
that financial asset after the transfer. Under
this approach, if an entity transfers an asset
and does not retain access to all

the economic benefits of that financial

asset after the transfer, the transferor

would derecognise the transferred asset

and recognise the rights and obligations
either retained or obtained in the

transfer transaction.

For example, forward contracts, puts, calls,
guarantees or disproportionate involvement
with respect to transferred cash flows would
not result in failed sales and would not
result in the recognition of a liability for the
proceeds received. However, the transferor
would recognise any involvement and
measure that involvement at the date

of transfer at fair value.

How can I comment

on the ED?

The ED includes questions related to the
IASB’s proposals. Respondents are invited to
comment on any or all of those questions
and to comment on any other issue that the
boards should consider in finalising their
proposals. The IASB’s deliberations will, as
usual, take place in public board meetings as
announced on the IASB website.

www.iasb.org

www.iasb.org/financial+crisis
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International Accounting Standards Committee Foundation (IASC Foundation)
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