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IASB Exposure Draft Financial Instruments: Amortised Cost and Impairment 

Consultation on Operational Effects 

Confidentiality: All of the information that you provide to EFRAG in response to this questionnaire and in interviews with the staff will remain confidential.  Information received will be presented in such a way that to ensure it is not attributable to any individual entity.    
This Questionnaire has been prepared by EFRAG staff.  
Responses (written or by interview) are invited by 15 April 2010.  
Please contact the EFRAG staff members identified at the end of this Questionnaire to arrange an interview or to forward a written response.  
Introduction

1 In November 2009, the IASB published the Exposure Draft Financial Instruments: Amortised Cost and Impairment (‘the ED’) with comments to be received by 30 June 2010.
2 The ED proposes to set out clearly the objective of amortised cost measurement and how it should be calculated.  Impairment of financial assets is an integral component of the amortised cost measurement model.  The proposals would also result in consequential amendments to other IFRSs and to the guidance on those IFRSs.

3 The IASB have tentatively agreed that the proposed standard should provide a clear objective of amortised cost measurement based on well-articulated principles and provide concise application guidance.  In addition, certain issues will be discussed with the Impairment Expert Advisory Panel (EAP).  Examples of such issues include the determination of the initial expected spread, practical aspects of applying the effective interest method and interaction with Basel II.
Background

4 On 22 February 2010, EFRAG (the European Financial Reporting Advisory Group) published a draft comment letter for public comment (‘the DCL’).  In the DCL EFRAG cautiously supported the proposals on conceptual grounds, but considered that the practical and implementation issues relating to the proposals would have to be investigated. It therefore proposed an outreach program to understand the operational difficulties inherent to the proposals more clearly. 

Approach of this consultation

5 The approach adopted in this consultation is to interview constituents who will be affected by the proposals in the ED and ask them for their views about the operational implications of implementing the new standard. This paper includes a questionnaire that asks a number of broad questions that aim at stimulating reflection and providing a structure to the interview we would like to have with each respondent either by telephone or face-to-face. Staff members from EFRAG will conduct the interviews. 

6 The results of this consultation will be considered by EFRAG at its meeting in early May 2010.  Although TEG members will be provided with a list of constituents who participated, all information provided to EFRAG staff during this consultation will remain confidential and responses will be circulated in a summarised form.  No response or comment will be attributed to any individual or entity. 

7 The questionnaire included in the section below asks questions about the areas that EFRAG thinks comprise the more significant proposals in the ED. However, should you have significant concerns about other areas covered by the ED, kindly include a note of these at the end of the questionnaire or raise your concerns during the interview with EFRAG staff. 

Summary of the proposed changes in the ED 

8 The ED proposes that the objective of amortised cost measurement is “to provide information about the effective return on a financial asset or financial liability by allocating interest revenue or interest expense over the expected life of the financial instrument”.
9 The proposed standard clarifies that amortised cost is a measurement that combines current cash flow information at each measurement date with a valuation of those cash flows that reflects conditions on initial recognition of the financial instrument.  
10 To achieve this objective, the IASB proposes three main measurement principles:
(a) Amortised cost shall be calculated using the effective interest method.  Therefore, it is the present value calculated using the expected cash flows over the remaining life of the financial instrument and the effective interest rate as the discount rate.

(b) The estimates for the cash flow inputs are the probability-weighted expected values.

(c) The effective interest method is the allocation mechanism for interest revenue and interest expense.  

Expected cash flows

11 The ED clarifies that the expected cash flows are the probability-weighted possible outcomes of both amount and timing.  These cash flows shall be estimated considering:

(a) all contractual terms of the financial instrument (e.g. prepayment, options etc);

(b) fees and points paid or received between parties to the contract that are an integral part of the effective interest rate to the extent they are not included in the initial measurement of the financial instrument; and

(c) for financial assets, credit losses over the entire life of the asset.

For financial liabilities, an entity will not consider the possibility that it will default on any contractual payments in estimating the amortised cost of a financial liability.
12 For the purpose of calculating the expected cash flows an entity may base the estimate on either a collective or individual basis, providing the approach provides the best estimate of future cash flows and does not result in the double-counting of credit losses.  

13 The requirement to consider future credit losses on an expected cash flow basis is a significant change to the current impairment model for financial assets under IFRS.  The IASB recognises that estimation of expected credit losses may necessitate the use of significant assumptions and judgement by management.  
Effective interest rate

14 “Effective interest rate” is defined (in Appendix A of the ED) as 

“the rate that (or spread that, in combination with the interest rate components that are reset in accordance with the contract) exactly discounts estimated future cash payments or receipts through the expected life of the financial instrument to the net carrying amount of the financial asset or financial liability”.  

15 Therefore:

(a) for a fixed rate financial instrument the effective interest rate is the discount rate that results in a present value of the expected cash flows that equals the carrying amount (i.e. the initial measurement) of the financial instrument (initial effective interest rate).

(b) for a floating rate financial instrument that resets a benchmark interest component (e.g.  LIBOR plus 100 basis points) the effective interest rate is not determined as a single constant rate.  Instead, a combination of the spot (zero coupon) curve for the benchmark interest rate and a spread is used for discounting.  This spread is derived by iteration so that the present value of the expected cash flows equals the carrying amount (i.e. the initial measurement) of the financial instrument (initial effective spread).

16 In itself, this definition clarifies rather than changes current guidance.  However, the requirement to recognise credit losses expected on initial recognition using the effective interest method is a significant proposed change.  
17 The use of the effective interest rate as the discount rate distinguishes the amortised cost measurement from a fair value that would have used current market rate.  To the extent that the discount rate is not reset to current conditions, it reflects inputs in the initial measurement and in conjunction with expected cash flows, provides information on the effective return of the instrument.  

The amortised cost model

18 The proposed approach in the ED would require an entity to include the initial estimate of the expected credit losses for a financial asset in determining the effective interest rate, thereby spreading the initially estimated expected credit losses over the expected life of the financial asset.  This approach would not result in an impairment loss on initial recognition.  This is because the fair value of the instrument reported on initial recognition will includes expectations of future credit losses.

19 A reporting entity would review its estimate of future cash flows (including credit losses) at each measurement date.  A change in an estimate of future credit losses associated with a financial asset would result in an impairment gain or loss.  An impairment loss would be recognised as the difference between the carrying amount of the financial asset before the change in estimate and the present value of the expected cash flows of that asset after including the change in estimate.  An impairment ‘gain’ would result from a favourable change in the estimate of expected credit losses.  

20 A summary of the main requirements proposed is provided at the start of each accounting issue as discussed below in the section “Questions for Constituents”. 

Questions to Constituents
1. Pricing financial assets 

The IASB considers that the proposed approach would reflect lending decisions more faithfully than existing requirements because it would not include any indicators or triggering events as a threshold for considering estimates of credit losses.  Hence, the initial estimate of expected credit losses would be included in determining the effective interest rate.  
(ED.BC31)
21 Are expected credit losses taken into account when pricing (or purchasing) financial assets held at amortised cost?  If so, how? Does it differ for different types of financial assets?  
	     

	     

	     


2. Estimating Cash Flows (including credit losses) 

The ED provides that amortised cost is calculated as the expected cash flows over the remaining life of the financial instrument discounted using the effective interest rate.  Expected cash flows are probability-weighted estimates of both amounts and timing.  
(ED.6,8)

Current Treatment under IAS 39  

22 How do you currently determine whether an impairment loss has been incurred?  Please specify if this differs between different types of financial assets.  
	     

	     

	     


23 Once you have determined that an impairment loss has been incurred, how do you currently estimate impairment losses on financial assets held at amortised cost?  
	     

	     

	     


Proposed Approach  

24 The requirements of the ED apply to all financial assets that will be held at amortised cost.  Estimates of future cash flows over the life of the asset (including credit losses) should relate to both amounts and timing.  Can you please elaborate on the operational problems you may have finding appropriate data to support these estimates?  Again please specify if these problems differ between different types of financial assets.  
	     

	     

	     


25 Is there any consistency between the expected loss approach to impairment proposed in the ED and the way credit risk is measured as a component of fair value? 
	     

	     

	     


26 Please describe any potential benefits you see resulting from the use of expected cash flows to measure impairment of financial assets as proposed in the ED.   
	     

	     

	     


3. Effective interest method/allocation mechanism 

The ED proposes that the initial estimate of expected credit losses for a financial asset is included in determining the effective interest rate.  The effective interest method then allocates interest (including a margin for expected future credit losses expected on initial recognition) over the remaining life of a financial asset.  
Impairment losses result after initial recognition of a financial asset from an adverse change in the estimate of expected losses.  A gain would result from a favourable change in the estimate of expected losses.  The effect of a change in estimate would be recognised in profit or loss in the period of the change.  
(ED.10, Appendix A.B11 – B14, BC.25, BC.34)

Current Treatment under IAS 39 

27 In terms of systems, how do you currently calculate the effective interest rate?  Is it:
(a)  embedded in your systems; 

(b) an overlay; or

(c) do you apply some practical expedient based on materiality?  

	     

	     

	     


28 To what extent would your current way of calculating the effective interest rate (i.e. excluding credit losses) need to change to accommodate the proposals in the ED?      
	     

	     

	     


Proposed Approach in the ED 
29 The ED provides that future credit losses estimated on initial recognition should be allocated over the life using the effective interest method.  Can you please elaborate on any operational difficulties/concerns regarding providing for this allocation in your systems? 
	     

	     

	     


30 The ED provides that gains or losses resulting from changes in estimates of future credit losses are recognised in profit or loss in the period of the re-estimate.  Can you please elaborate on any operational concerns or difficulties you may have with implementing this proposal?  
	     

	     

	     


31 Please describe any potential benefits you consider may result from the revenue recognition/allocation model proposed in the ED?   
	     

	     

	     


4. Practical expedients

The ED proposes application guidance on practical expedients for calculating amortised cost.  Practical expedients may be used if the overall effect is immaterial and should be consistent with certain specified principles.    
ED.B15-B17
32 Do you consider the proposals on practical expedients are useful? 
	     

	     

	     


33 Are there any other practical expedients that would be appropriate? 
	     

	     

	     


5. Presentation and Disclosure  

The ED proposes that the presentation and disclosure objective for amortised cost is that an entity shall disclose information that enables users of financial statements to evaluate the financial effect of interest revenue and expense, and the quality of financial assets including credit risk.

The ED proposes that the statement of comprehensive income shall include separate line items for gross interest revenue; the portion of initial expected credit losses allocated to the period; net interest revenue; gains or losses due to changes in estimates; and interest expense.    

Disclosures proposed include an allowance account; explanations of estimates and changes in estimates (including a ‘loss triangle’ disclosure); stress testing in certain circumstances; credit quality of financial assets; and origination and maturity information.  

(ED.11-22 )

34 Do you have any views on the overall presentation and disclosure proposals?    

	     

	     

	     


35 Do you have any operational concerns about any individual presentation or disclosure proposal?    

	     

	     

	     


6. Alternative impairment models 

36 Would you suggest any alternatives to the general overall approach proposed in the ED?  If so, please provide details.    

	     

	     

	     


7. Overall View and any other matters

37 Overall, do you consider that the operational cost of implementing the proposals outweigh the benefits?  Please provide the basis for this assessment and a brief explanation to support your response.
	     

	     

	     


38 Do you have any other comments you would like to make? 

	     

	     

	     

	


[image: image2.png]BEFRAG

European Financial Reporting Advisory Group




European Financial Reporting Advisory Group

Avenue des Arts 13-14

1210 Brussels

Belgium
EFRAG Contacts for this project:

Project managers: 

Kristy Robinson: 

kristy.robinson@efrag.org 

Marius Van Reenen 
marius.vanreenen@efrag.org 
Acting Technical Director:
Mario Abela

Mario.abela@efrag.org
EFRAG Consultation 

Page 9

