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Responding to the Credit Crisis:

IASB response to the FSF report as at 17 September 2008

Accounting and disclosure standards for off-balance sheet entities
Recommendation III.4 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.

IASB Response

In response to the recommendations of the FSF and the recent economic turmoil, we have accelerated our work on the consolidations project and the derecognition project.  
Consolidations project

The IASB recognises the importance of issuing clear guidance on a single control model, which can be applied by all entities, and the disclosure requirements for off balance sheet entities as soon as possible.  We have decided to publish an exposure draft (draft standard), rather than a discussion paper, as the first formal consultation document.  The FSF supported this approach.   

Consolidation involves identifying the circumstances in which an entity should combine its financial statements with those of another entity, including special purpose entities and structured investment and securitisation vehicles.  Our work on a revised control definition has focused on the consolidation of structured entities.  

Other issues we have sought to address include assessing whether reputational risk is an appropriate basis for consolidation.  We have also looked to improve the guidance in relation to power with less than a majority of the voting rights; potential voting rights; veto rights; economic dependence and applying the control concept to fiduciaries.

Our draft proposals on disclosures aim to provide users of financial statements with information about:

(a)
the judgements made by management when reaching decisions to consolidate or not;

(b)
the nature and financial effect of restrictions on assets and liabilities resulting from legal entity boundaries that exist within the reporting group; and

(c)
the nature of, and risks associated with, the reporting entity’s significant involvement with legal entities that it does not consolidate.

We released a staff draft of the consolidations standard as part of the Observer Notes for the IASB meeting on 23 July.  By making the staff draft publicly available on the IASB’s Website, we are attracting comments on the draft proposals that will help us to formulate a robust exposure draft. 

The staff draft was presented to the IASB in July.  The draft is based upon the tentative decisions made to date by the IASB and on the basis that the existing guidance on the control model is not fundamentally flawed.  The IASB’s discussions at that meeting focused on whether there was general agreement with the core principles included in the staff draft. 

In addition to discussing the draft with the IASB, the staff have met several other parties, including users, preparers and the major accounting firms, as the first step in reviewing the staff draft to test the concepts included in that draft. 

The IASB held a public round table to discuss the staff draft on Wednesday 17 September 2008.  The participants in the round table were a selection of users, preparers, auditors and other interested parties.  From those consultations, the IASB will prepare an exposure draft for formal public comment.  If the initial review indicates that the proposal is an appropriate starting point, the IASB expects to publish the exposure draft in the fourth quarter of this year.

Whilst the consolidations project is not yet a joint project with the FASB, we are taking steps to plan for a common solution.  As part of this process, the FASB staff attended the round table on 17 September.  We also continue to share information with the FASB as the consolidations project progresses.
Derecognition project

While the FSF recommendation III.4 specifically identifies off-balance sheet vehicles, the IASB has also accelerated our derecognition project given the concerns regarding the originate-to-distribute business model.  Derecognition addresses when assets should be removed from the balance sheet of an entity.
The staff had undertaken a research project in recent years to develop a new approach to derecognition with an initial focus on financial assets that would be an improvement to both, IAS 39 Financial Instruments: Recognition and Measurement and SFAS 140 Accounting for Transfers and Servicing of Financial Assets and Extinguishments of Liabilities.  The staff had also been directed to consider as a part of that research project the feasibility of developing a broader derecognition standard that would apply to all types of assets.

The accelerated derecognition project currently underway is applying the efforts of the research project to securitized financial assets and the treatment of servicing contracts.  In addition, the accelerated derecognition project is assessing other possible approaches to derecognition of financial assets to assess whether they would represent a significant improvement to existing requirements

The staff will be presenting an update of their work to the Boards at their joint meeting in October 2008, which follows shortly after the Trustees’ meeting.  As noted previously, the IASB recognises the importance of improving the derecognition requirements in IAS 39 and (as suggested by the FSF) we have decided to publish an exposure draft, rather than a discussion paper, as the first formal consultation document.  It is expected that an exposure draft on the derecognition proposals will be published shortly after the consolidations exposure draft is published.
Valuation
Recommendation III.5 The IASB will strengthen its standards to achieve better disclosures about valuations, methodologies and the uncertainty associated with valuations.
Recommendation III.6 The IASB will enhance its guidance on valuing financial instruments when markets are no longer active. To this end, it will set up an expert advisory panel in 2008.

IASB Response

Background

As part of its fair value measurement project the IASB formed an expert advisory panel in May 2008 to identify valuation and disclosure issues encountered in practice in the current market environment.  The panel met for the first time on 13 June and since then the panel and subgroups of the panel have met six times.  A further meeting is planned for the beginning of October.
Purpose of the panel

The panel will assist the IASB in:

· reviewing best practices in valuation techniques, and 

· formulating any necessary additional guidance on valuation methods for financial instruments and related disclosures when markets are no longer active. 

The discussions of the panel members will provide input for the IASB’s work on financial instruments and fair value measurement and give the IASB insight into whether there is a need for additional guidance.  The remit of the panel is to address how to measure the fair value of financial instruments when markets are no longer active.  The panel will not discuss whether fair value is an appropriate measurement basis for a particular financial instrument or class of financial instruments.  The IASB is addressing this in its work on financial instruments and has published a discussion paper Reducing Complexity in Reporting Financial Instruments, inviting comment by 19 September 2008.  (The press release and proposal is attached for the Trustees’ information.)
Panel members

The expert advisory panel comprises experts from preparers and users of financial statements, as well as regulators and auditors.  Participants have been selected on the basis of their practical experience with the valuation of financial instruments in the current market environment. 

Representatives from the following organisations are participating in the panel:

· A. C. Sondhi & Associates, LLC 

· American International Group 
· Basel Committee on Banking Supervision 
· BNP Paribas 
· Capital International Research Inc. 
· Citigroup 
· Deloitte 
· Deutsche Bank 
· Ernst & Young 
· Financial Stability Forum 
· Fitch Ratings 
· Goldman Sachs 
· HSBC 
· International Association of Insurance Supervisors 
· International Organization of Securities Commissions  
· KPMG 
· Mizuho Financial Group, Inc. 
· Northwestern University Kellogg School of Management 
· Pioneer Investments 
· PricewaterhouseCoopers 
· Swiss Re 
· UBS 
· Financial Accounting Standards Board (staff observer) 
Meetings summary
 

Measurement

The panel meetings suggest that the requirements and guidance in IAS 39 about fair value measurement are generally clear and well understood, and that there is much consistency in the approaches, and thought processes, used to arrive at a fair value measurement. 
However, this does not mean that entities find it straightforward to apply the requirements in IAS 39 in all cases. For example, some entities, particularly smaller financial institutions and corporates, might benefit from education about possible approaches to fair value measurement in markets that are no longer active. Describing how the panel members have dealt with these issues in practice might provide some help and reassurance to those entities. The draft document seeks to do this.
Disclosures
Market practice under IFRS 7 continues to evolve and that some entities prepare disclosures for IFRS 7 with the objective of improving consistency with US GAAP, particularly FASB Statement of Financial Accounting Standards No. 157 Fair Value Measurements (SFAS 157). For example, in response to requests from users, some entities are using a hierarchy for fair value disclosures under IAS 39 and IFRS 7 that is similar to that in SFAS 157.
Users of financial statements need clear and consistent presentation of the information about those fair value measurements subject to the greatest uncertainty and subjectivity.  As a result, at its September 2008 meeting the IASB discussed proposed amendments to IFRS 7’s fair value disclosure requirements to improve consistency and comparability across entities and GAAPs. The proposed amendments:
· clarify the fair value hierarchy in IFRS 7,

· recommend tabular format for quantitative disclosures, and

· require a reconciliation from period to period for fair value measurements using unobservable inputs.
Next steps

 

On 16 September the IASB posted a draft document on its website, inviting interested parties to provide feedback by 3 October. Any comments received will be discussed by the panel at its next meeting in October and the document will be finalised shortly thereafter. The final document will be posted on the IASB website and included in the financial instruments volume education publication (expected to be published in November). 

The discussions of the panel will be considered in the IASB’s deliberations in the fair value measurement project. Some of the discussions about disclosures have already been discussed by the IASB at its September meeting (see Meeting Summaries – Disclosures above). 
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