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Taking advantage of the rela tive c a lm c oming from the IASB, this month we offer 

a  p rogress report on the Leases p rojec t ahead  of the pub lic a tion of an exposure 
d ra ft on this sub jec t. We a lso p resent the sec ond  part of our ana lysis of the IASB 

projec t on the impa irment of financ ia l assets. 

 
This ed ition a lso g ives us an opportunity to g ive our warmest wishes for suc c ess to 

Franç oise Flores, a  regula r member of our ed itoria l team, on her appointment to 

the c ha ir of the TEG a t EFRAG. 
 

Enjoy your read ing! 

 

Mic hel Barbet-Massin     Jean-Louis Lebrun  

 Contents  
����  ����  ����  ����   Highlights  

IFRS News page 2 
 

����  ����  ����  ����   Closer Look 

Leases: where a re we now?  page 4 
 

Exposure d ra ft on Financ ia l instruments: 

Amortised  Cost and  Impairment: the ma in 
d isc ussion points page 9 

 

 

����  ����  ����  ����  Events and FAQs page 14 

News 
�

Mazars partner Franç oise Flores to head the TEG at 
EFRAG 

 

Mazars partner Franç oise Flores has been appointed  c ha ir of 

the Tec hnic a l Expert Group  (TEG) a t the European Financ ia l 
Reporting  Advisory Group  (EFRAG). She will take up  her 

position a t the beg inning of April 2010 for a  three year period , 

suc c eed ing Stig  Enevoldsen. 
 

EFRAG is a  body estab lished  in 2001 whic h supports and  

advises the European Commission in the app lic a tion of IFRSs 
in Europe and  whic h leads the ac c ounting  deba te in Europe 

with the c oopera tion of na tiona l standard -setters. EFRAG a lso 

c oord ina tes the European response to c a lls for c omment 
issued  by the IASB or the IFRIC. 

 

EFRAG princ ipa lly opera tes via  the TEG, the tec hnic a l 
c ommittee whic h b rings together 12 European experts from 

d ifferent p rofessiona l and  geographic a l bac kgrounds. On 

1 April 2010, the c omposition of the TEG will c hange 
signific antly with the appointment of five new members, 

inc lud ing Nic olas de Pa illerets (Franc e Telec om). 
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�  Derec ognition of "repos"  

The p rinc ip le set out by the IASB for the derec ognition of 

financ ia l instruments would  lead , if it were app lied  without 
exc ep tion, to the trea tment of a  loan guaranteed  by the 

sa le of assets with the ob liga tion to repurc hase ("repos"), 

not as a  deb t guaranteed  by assets, but as a  sa le of assets 
ac c ompanied  by a  forward  purc hase.  

 

In February 2010, the IASB has dec ided  to a llow an 
exc ep tion to the derec ognition p rinc ip le for “ repos” . 

�  Public ation of draft standard on 
provisions 

On 19 Februa ry 2010, the IASB pub lished  a  'working  d ra ft' 

IFRS whic h will rep lac e IAS 37, Provisions, during  the 3rd  

quarter of 2010.  
 

This d ra ft inc orpora tes a ll the p roposa ls of the exposure 

d ra ft entitled  Measurement of liab ilities in IAS 37 pub lished  
on 5 January 2010. There a re no new developments to 

report sinc e the pub lic a tion of the spec ia l study in the 

January 2010 ed ition of Beyond  the GAAP.  
 

This doc ument, whic h a ims to g ive readers a  genera l idea  

of the future standard , c an be ac c essed  a t: 
http :/ / www.iasb .org / NR/ rdonlyres/ 3C00FC6B-F8E3-4826-

82B4-3580989B31EA/ 0/ IFRSLiab ilitiesWorkingDra ftFeb10.pd f 

�  IFRS adoption in the US... in 2015 at the 
earliest! 

During  its meeting  of 24 February, the SEC returned  to the 

question of c onvergenc e with IFRSs.  

�
The SEC repea ted  tha t it still believes tha t a  sing le, high 

qua lity, g loba l c orpus of ac c ounting  standards would  be 

of benefit to US investors.  
 

It ac knowledges, inter a lia , tha t IFRSs a re the best p lac ed  

to fill the role of g loba l standards, and  c ontinues to 
enc ourage the c onvergenc e of US GAAP and  IFRSs.  

�  Consolidation exemption for investment 
entities 

The p lanned  c onvergenc e with the FASB has overc ome the 

IASB's often-repea ted  determina tion to refuse any 

c onsolida tion exemptions to investment c ompanies. 
 

Investment c ompanies meeting  c erta in c ond itions – b road ly 

insp ired  by the existing  US standards – will be ab le to 
measure a t fa ir va lue shares in entities over whic h they have 

exc lusive c ontrol. 

�  The sc ope of the future standard on 
revenue rec ognition has been defined 

Orig ina lly, the revenue rec ognition p rojec t was to app ly to 

a ll ac tivities of wha tsoever kind . However, the d isc ussion 
paper, without adop ting  any position, revea led  some 

possib le exc ep tions.  

 
This time, the IASB has defined  the sc ope of app lic a tion of 

the future standard . It will exc lude those insuranc e 

c ontrac ts, financ ia l instruments, leases and  guarantees 
whic h c urrently fa ll within the sc ope of IFRS 4 (Insuranc e) 

and  IAS 39 (Financ ia l instruments). 

�  Disc losures on investments exc luded from 
IAS 39 

Existing standards and  the c urrent exposure d ra fts whic h 

add ress the issue of investments in c ontrolled  entities 
(subsid ia ries), in joint c ontrolled  entities (jo int ventures) and  

entities under signific ant influenc e (assoc ia tes) require the 

same type of d isc losures in the notes.  
 

To make this informa tion c learer and  more ra tiona l, the IASB 

has dec ided  to b ring  together a ll the d isc losures to be 
p rovided  in the notes on these investments into a  separa te 

standard , whic h will a lso c over d isc losures on opera tions 

under joint c ontrol (ED 9).  

IFRS News 
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Ac c ord ing ly, the SEC has asked  its sta ff to d ra ft and  c arry 

out a  work p lan whic h, in c ombina tion with the c ompletion 
of existing  FASB and  IASB c onvergenc e p rojec ts, should  

enab le it to take a  dec ision in 2011 on the adop tion of 

IFRSs by US listed  c ompanies.  
 

At the very earliest, these c ompanies should  be ob liged  to 

app ly IFRSs in p resenting  their ac c ounts from the financ ia l 
year 2015. 

 

The SEC's sta tement supporting  c onvergenc e towards 
g loba l ac c ounting  standards c an be ac c essed  a t: 

http :/ / www.sec .gov/ rules/ other/ 2010/ 33-9109.pd f 

�  Public ation of the new IASCF c onstitution 

On 15 Februa ry 2010 the IASCF pub lished  an amended  
version of its c onstitution. This announc ement b rings to a  

c lose the revision of the IASCF c onstitution whic h began in 

2008, not least in order to reflec t the spread  of IFRSs to 
more than 100 c ountries.  

 

The issues of the organisa tion's transparenc y and  pub lic  
responsib ility were the key to the ob jec tives of the p rojec t, 

whic h was c a rried  out in two stages. 

 
The first phase of the revision of the IASCF's c onstitution 

introduc ed  a  Monitoring  Board  c onsisting of 

representa tives of the European Commission, the SEC, the 
Japanese regula tor (FSA) and  the Interna tiona l 

Organiza tion of Sec urities Commissions (OICV-IOSCO). 

 
The role of the Monitoring  Board  is to ensure tha t members 

of the IASCF ac t in ac c ordanc e with the c onstitution, and  

to approve the appointment (or re-appointment) of its 
Trustees. 
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The c onstitution was a lso amended  in order to revise the 

geographic a l d istribution of the 15 members of the IASB.  

�
The ma in c hanges in the sec ond  stage of the review, 

whic h take effec t as of 1 Marc h 2010, a re as follows:  

�  introduc tion of three-yearly pub lic  c onsulta tions 
on the p rogramme of work; 

�  a  c ommitment to a  'p rinc ip le-based ' approac h 
to ac c ounting  standards; 

�  the introduc tion of an emergenc y p roc edure for 
d ra fting  standards under exc ep tiona l 

c irc umstanc es, and  only a fter approva l by a t 
least 75% of the Trustees. 

�
The IASC Founda tion has a lso dec ided  to c hange its 

name to the IFRS Foundation. Likewise, the IFRIC and  the 
SAC respec tively will in future be known as the IFRS 

Interp reta tion Committee and  the IFRS Advisory Counc il. 

However, the IASB will reta in its existing  name.  

�
Fina lly, the Trustees announc ed  their intention to c a rry out 

the following p rojec ts in the nea r future:  

�   a  review of the stra teg ic  of the IFRS Foundation 
(formerly IASCF); 

�  an assessment of the reforms to the IFRS Advisory 
Counc il (formerly SAC); 

�  a  review of Trustee oversight effec tiveness. 
 

The revised  c onstitution is ac c essib le using  the following 
Internet link: 

http :/ / www.iasb .org / NR/ rdonlyres/ B611DD9A-F4FB-4A0D-

AEC9-0036F6895BEF/ 0/ Constitution2010.pd f 
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Beyond  the GAAP, MAZARS’  monthly newsletter on ac c ounting  standards is 100% free.  

To subsc ribe, send  an e-ma il to doc trine@mazars.fr inc lud ing: 
Your first and  last name, 

Your c ompany, 

Your e-mail add ress 

You will begin rec eiving  Beyond  the GAAP the following month by e-mail in pd f format. 
 

 

If you no longer wish to rec eive Beyond  the GAAP, send  an e-mail to doc trine@mazars.fr with “ unsubsc ribe”  as the sub jec t of your message. 
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Leases: where are we now? 

In Marc h 2009, as part of a  joint p rojec t, the IASB and  the FASB pub lished  a  Disc ussion Paper (DP) entitled  Leases: 

Preliminary Views. This DP mainly add ressed  the ac c outing  for leases in the lessee's financ ia l sta tements, the two Boards 
having deferred  c onsidera tion of lessor ac c ounting  (for more deta ils of the DP, see Beyond  the GAAP No 21 - Marc h 

2009).  

 
During  the c omment period , the DP a ttrac ted  muc h a ttention, the two Boards rec eiving no fewer than 302 c omment 

letters whic h c an be c onsulted  on the IASB website a t the following add ress: 

http :/ / www.iasb .org / Current+Projec ts/ IASB+Projec ts/ Leases/ Disc ussion+Paper+and+Comment+Letters/ Comment+Lette
rs/ Comment+Letters.htm 

 

Sinc e the pub lic a tion of the DP, the IASB and  the FASB have been working  on the issue of lessor ac c ounting , and  have 
fine-tuned  their approac h to lessee ac c ounting . An exposure d ra ft on these two aspec ts is expec ted  to be pub lished  in 

the sec ond  quarter of 2010 and  the fina l standard  is antic ipa ted  in the first ha lf of 2011. This standard  should  not be of 

manda tory app lic a tion before 2013. 
 

Given the importanc e of this p rojec t, Beyond  the GAAP has dec ided  to p rovide an upda te on the p rogress of the 

tenta tive dec isions taken by the IASB, a lone or in c onc ert with the FASB, in the run-up  to the pub lic a tion of the exposure 
d ra ft. 

�  In brief, what d id the c omment letters say? 

The ana lysis of the c omment letters rec eived  in response to the DP was p resented  by the sta ff during  the IASB meeting  

of Sep tember 2009. This ana lysis shows tha t the respondents a re genera lly in favour of to the p rojec t in c erta in of its 
struc turing aspec ts, suc h as: 

�  the rec ognition of a ll leases identic a lly, 

�  op tions to extend  the lease inc luded  in the measurement of the assets and  liab ilities of the initia l c ontrac t, 

�  subsequent measurement of the asset and  the liab ility a t amortised  c ost and  c hanges in the liab ility rec ognised  
as an ad justment to the c arrying amount of the asset.  

 
However, some points were strong ly rejec ted :  

�  the period ic  reassessment of the lessee’s inc rementa l borrowing ra te, 

�  the op tion to measure the liab ility a t fa ir va lue,  

�  the rec ognition of c ontingent renta ls,  

�  the measurement of c ontingent renta ls using  a  p robab ility-weighted  approac h. 

 

Fina lly the responses highlighted  the need  to trea t lessee ac c ounting  and  lessor ac c ounting  in para llel��
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�  Sc ope of the exposure draft  

Definition of a lease 

At this stage in d isc ussions, the two Boards have defined  a  lease as ‘ a  c ontrac t in whic h the right to use a  spec ified  
asset is c onveyed , for a  period  of time, in exc hange for c onsidera tion’ . 

Exc lusions 

The two Boards have dec ided  to exc lude the following from the sc ope of the future standard : 

�  intangib le assets, 

�  na tura l resourc es (mining , gas and  oil p roduc tion), 

�  b iolog ic a l assets. 
 

The two Boards have a lso determined  tha t c ontrac ts tha t represent purc hase or sa le a re not leases and  have dec ided  

to exc lude them from the future standard . However, the future standard  will spec ify tha t a  c ontrac t is a  c ontrac t for 
purc hase or sa le if the lessor transfers c ontrol of the underlying  asset to the lessee (i.e. the residua l interest in the asset). 

Tha t this would  be the c ase in the following situa tions: 

�  c ontrac ts in whic h the title of the underlying  asset transfers to the lessee automatic a lly, 

�  c ontrac ts tha t inc lude a  barga in purc hase op tion, if it is reasonab ly c erta in tha t the op tion will be exerc ised , 

�  c ontrac ts in whic h the return tha t the lessor rec eives is fixed , 

�  c ontrac ts in whic h it is reasonab ly c erta in tha t the c ontrac t will c over the expec ted  useful life of the asset, and  
in whic h any risks or benefits assoc ia ted  with the underlying  asset reta ined  by the lessor a t the end  of the 
c ontrac t a re not expec ted  to be more than trivia l. 

 

The two boards have a lso dec ided  tha t very long leases of land  would  not be c onsidered  purc hases or sa les. However, 
the boards have instruc ted  the sta ff to develop  possib le c riteria  for exc lud ing very long leases of land  from the sc ope of 

the p roposed  new leases requirements. 

�  The Board 's proposals for the rec ognition of leases in the lessee's financ ia l statements  

The p roposa ls p resented  in the DP based  lessee ac c ounting  on the 'right-of-use' p rinc ip le, the lessee rec ognising  the 
right to use the leased  item aga inst the ob liga tion to renta ls. The two Boards have dec ided  to reta in this model for a ll 

leases in the lessee’s financ ia l sta tements. 

Measurement of the liability  

The initia l measurement of the liab ility would  be equa l to the va lue of the lease payments, d isc ounted  using  the lessee's 

inc rementa l borrowing ra te. The interest ra te imp lic it in the lease may be a  good  ind ic a tion of the ra te tha t the entity 

would  ob ta in on the market for an equiva lent loan.  
 

The liab ility would  be subsequently measured  a t amortised  c ost. The d isc ount ra te would  remain unc hanged  

throughout the lease c ontrac t. In the event of c hanges in the expec ted  lease term, the lessee's d isc ount ra te would  not 
be revised . The fa ir va lue measurement op tion would  not be authorised . 
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Measurement of the right-of-use asset 

The right of use of the leased  asset would  be measured  a t c ost. The c ost would  be equa l to the initia l va lue of the 
liab ility. Initia l d irec t c osts a ttributab le to the negotia tion and  c onc lusion of a  lease would  be added  to the c ost of the 

asset. 

 
During  the c ourse of the lease, the right of use would  be amortised  and  the amortisa tion would  be p resented  in the 

sta tement of c omprehensive inc ome (and  not as rent expense). As rights of use a re c onsidered  as intang ib le assets, IAS 

38 should  be c onsulted  in order to determine whether the fa ir va lue op tion c an be app lied . In view of the c ond itions 
listed  in tha t standard , the fa ir va lue op tion will a lmost never app ly. Add itiona lly, IAS 36 should  be c onsulted  to identify 

whether the right-of-use asset should  be impa irmed . 

Ac counting treatment of extension and termination options  

The lease term would  be the longest lease term tha t is more likely than not to oc c ur, based  on an ana lysis of 

c ontrac tua l c ond itions, a ll relevant ec onomic  fac tors and  the intentions of the management.  

 
Taking ac c ount of the management intentions, whic h was exp lic itly exc luded  in the DP, has been approved  with 

d iffic ulty by some members of the IASB. No doub t when the exposure d ra ft is d rawn up  tha t there will be an a ttempt to 

set out the c ontext of these intentions (for example when the intention not to extend  the lease appears c ontra ry to the 
ec onomic  interests of the entity). 

 

The lease term would  have to be revised  if c ond itions c hanged . However, in order to avoid  the systematic  review of a ll 
leases a t eac h reporting  period , the exposure d ra ft will suggest tha t suc h a  review should  only be c onduc ted  if the 

c hanges tha t have oc c urred  a re likely to amend  the p revious assessment. The c hange in the liab ility as a  result of a  

c hange in the lease term would  be rec ognised  as an ad justment to the c arrying  amount of the asset. 

�  The Board 's proposals for the rec ognition of leases in the lessor's financ ia l statements 

The transposition of model p roposed  by the two Boards from the point of view of the lessee – the lessee ac quires the 

right of use of the leased  asset for the whole lease term – should  log ic a lly have led  to a  model of tota l d isposa l of the 

right-of-use asset from the point of view of the lessor. No suc h thing ! A ma jority of members of the two Boards have 
dec ided  instead  to adop t a  ‘ performanc e ob liga tion’  approac h.  

 

In this model, the lessor reta ins the leased  asset in its sta tement of financ ia l position, rec ognises an asset for its right to 
rec eive renta l payments from the lessee and  rec ognises a  liab ility for its performanc e ob liga tions under the lease. The 

liab ility represents the lessor's ob liga tion to transfer the right of use to the lessee, throughout the lease term. The 

reduc tion over time of this performanc e ob liga tion would  genera te the lessor's revenue. 

Measurement of the receivable 

The initia l va lue of the rec eivab le would  equa l the p resent va lue of the expec ted  payments. The d isc ount ra te would  

be the interest ra te imp lic it in the lease. Initia l d irec t c osts inc urred  would  be taken into ac c ount. 
 

During  the lease term, the rec eivab le would  be measured  a t amortised  c ost in ac c ordanc e with the effec tive interest 

ra te method . In the event tha t the lease term is reassessed , the interest ra te imp lic it in the lease would  not be revised . 
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Measurement of the performanc e obligation 

The lessor's performanc e ob liga tion would  be initia lly measured  a t the transac tion p ric e, tha t is, the va lue of the 
rec eivab le to be rec overed . 

 

During  the c ourse of the lease, the performanc e ob liga tion would  dec line, reflec ting  dec reases in the lessor’ s ob liga tion 
to permit the lessee to use the leased  asset over the lease term. The performanc e ob liga tion would  dec rease using  a  

stra ight-line method , with revenue being rec ognised  in the same way. However, should  the lease permit the lessee to 

use the leased  item a t an irregula r ra te over time, the measurement of the performanc e ob liga tion should  reflec t this 
partic ula r ra te. 

Ac counting for options to renew or terminate the lease 

The IASB app lies simila r p rovisions to the lessor as to the lessee: the lease term is thus assessed  on the basis of the longest 
term tha t is more likely than not to oc c ur. The assessment of the lease term would  be based  on an ana lysis of the 

c ontrac tua l c ond itions, any relevant ec onomic  fac tors and  the behaviour of the c ustomer type in question. The lease 

term would  have to be revised  if the c ond itions c hanged . Changes in the lease rec eivab le resulting  from a  
reassessment of the lease term should  be rec orded  as an ad justment to the performanc e ob liga tion. 

�  Contingent renta ls 

General princ ip les 

The lessor's rec eivab le and  the lessee's liab ility should  reflec t c ontingent renta ls.  
 

Contingent renta ls would  be initia lly measured  using  a  p robab ility-weighted  approac h, without nec essarily taking  into 

ac c ount a ll possib le outc omes. This ra ises the p rinc ip le of remeasurement a t eac h reporting  da te. However, 
remeasurement would  only be nec essary when c hanges tha t had  oc c urred  during  the period  were likely to c hange 

the rec eivab le or the liab ility to a  signific ant extent.  

Changes in estimates 

For lessees, c hanges in amounts payab le under c ontingent renta l a rrangements a rising  from c urrent or p rior periods 

would  be rec ognised  in p rofit or loss. All other c hanges would  be rec ognised  as an ad justment to the lessee’s right-of-

use asset. Changes in amounts payab le under residua l va lue guarantees would  be rec ognised  in the same way as 
c ontingent renta l a rrangements. 

 

For lessors, c hanges in amounts rec eivab le under c ontingent renta l a rrangements should  be trea ted  as ad justments to 
the orig ina l transac tion p ric e and  should  be a lloc a ted  to the lessor’ s performanc e ob liga tion. If a  c hange is a lloc a ted  

to a  sa tisfied  performanc e ob liga tion, the c hange would  be rec ognised  as revenue. If a  c hange is a lloc a ted  to an 

unsa tisfied  performanc e ob liga tion, the c arrying  amount of the lessor’ s performanc e ob liga tion would  be ad justed . 

�  Sale and leasebac k  

All sa le and  leasebac k transac tions tha t lead  the seller/ lessee to transfer c ontrol of the asset to the purc haser/  lessor 

would  be trea ted  as a  sa le followed  by the c onc lusion of a  lease. This sa le would  thus g ive rise to the rec ognition of a  

ga in or loss on d isposa l, ad justed  as app ropria te if the sa le p roc eeds or the terms of the leasebac k a re not a t market 
va lue. 
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�  The Board 's proposal for spec ific  lease types 

What about short-term leases? 

Short-term lease should  enjoy a  simplified  ac c ounting trea tment. The two Boards have defined  short-term leases as 
leases with a  maximum possib le lease term of less than 12 months. 

 

In the lessee's sta tement of financ ia l position, a  short-term lease would  lead  to the rec ognition of a  liab ility for the gross 
amounts payab le, and  a  c orrespond ing right-of-use asset. The asset and  liab ility would  be amortised  using a  stra ight-

line method . The renta ls would  be rec ognised  in p rofit or loss, without any nec essity to d istinguish between amortisa tion 

and  financ ia l c osts. This simp lified  trea tment would  app ly even if the entity makes regula r use of leases for equipment of 
the same type (photoc op iers, c onstruc tion equipments, c a rs etc .). 

 

A simplified  trea tment would  a lso be ava ilab le to the lessor as an op tion. 

How should a lessor ac count for leases of investment properties? 

Under IAS 40, a  lessor may c hoose to measure its investment p roperties either a t c ost or a t fa ir va lue. 

 
The two Boards have dec ided  tha t, if a  lessor of investment p roperties measures its investment p roperties a t c ost, the 

new standard  on leases would  app ly. However, if a  lessor of investment p roperties measures its investment p roperties a t 

fa ir va lue, the new standard  on leases would  not app ly. In this event, no rec eivab le and  no performanc e ob liga tion 
would  be rec ognised , and  the renta l expense would  be rec ognised  in p rofit and  loss, using  a  stra ight-line method  over 

the lease term.  

�  Proposed transition provisions  

At the da te of first app lic a tion of the future standard , the two Boards have dec ided  tha t the lessee should  app ly the 
new standard  to a ll existing  leases (with an exc ep tion for financ e leases, under c erta in c ond itions). At this da te, the 

liab ility would  be measured  a t the p resent va lue of the rema ining lease payments, d isc ounted  using  the lessee’s 

inc rementa l borrowing ra te. The right-of-use asset would  be measured  on the same basis, sub jec t to any ad justments 
required  to reflec t impa irment. 

 

The transitiona l p rovisions for lessor ac c ounting  have yet to be d isc ussed . 

�  Next steps 

The two Boards will c ontinue d isc ussing lease ac c ounting  issues over the c oming months, with the ob jec tive of 

pub lishing  an exposure d ra ft by the end  of June 2010, dea ling  with both lessee and  lessor ac c ounting . In partic ula r, the 

two Baords will d isc uss: 
 

�  sa le and  leasebac k, p resenta tion and  d isc losures in the financ ia l sta tements of the lessee, 

 
�  impa irment of assets (the leased  asset and  the rec eivab le), derec ognition of the rec eivab le and  subsequent 

measurement of the performanc e ob liga tion in the financ ia l sta tements of the lessor. 
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The January 2010 ed ition of Beyond  the GAAP outlined  the p rinc ip les behind  the exposure d ra ft entitled  "Financ ia l 

Instruments: Amortised  c ost and  Impairment". This month, Beyond  the GAAP returns to the sub jec t and  takes a  look a t 
the main points c ausing c ontroversy. 

�  "Point in time (PIT)" vs. "Through the c yc le" (TTC)  

An approac h based  on expec ted  losses nec essarily involves having a  method  of estimating  losses. An entity c an do this 

in one of two ways: 

�  the first c onsists of assessing the c urrent stage in the ec onomic  c yc le in order to estimate the c orrespond ing 
ra te of expec ted  losses. This approac h, based  on an understand ing of the ec onomic  environment a t a  g iven 

time, is known as 'point in time', PIT ; 

�  the sec ond  c onsists of app lying  an average ra te observed  over the whole of an ec onomic  c yc le as the ra te of 
p rovision. This approac h is c a lled  'through the c yc le', TTC. 

 

To illustra te these two c onc ep ts, let us take the following sc enario: a  series of c onsumer c red its a re granted  for a  3-year 

period . The sta tistic a l average of losses on this type of loan portfolio over the last 15 years stands a t a round  5%. In times 
of ec onomic  p rosperity, the level of losses fa lls to 2% while in times of ec onomic  c risis it rises to 10%. 

 

Under the 'point in time' approac h the loss ra te app lied  is: 

�  2%, if the business c yc le is c onsidered  good ; 

�  c lose to 10%, if the business c yc le is c onsidered  poor. 
 

Under the 'through the c yc le' approac h, the loss ra te app lied  is 5%. 

 

Merits and limitations of the ‘point in time' approac h 

 

The ma in benefit of this approac h is the fac t tha t it c onsists of app lying  the most p rec ise expec ted  loss ra te possib le for 
a  g iven genera tion of loans.  

 

However, it a lso has a  number of limita tions:  

�  firstly, it relies on an entity's ab ility to antic ipa te c hanges in the ec onomic  environment. For example, one may 
well wonder how many entities would  have been ab le to p red ic t tha t a  3-year loan made in 2006 would  run 

into a  period  of deep  ec onomic  c risis; 

�  sec ond ly, it is a lso c ritic ised  for its p ro-c yc lic a l na ture. Assuming tha t entities suc c eed  in identifying  c orrec tly the 
sta te of the business c yc le, they would  then make more p rovision (and  thus c lear less p rofit, or c harge more for 
their risk) when the business c yc le is poor. This c ould  p lay a  part in ac c elera ting  the c risis. 

 

Exposure Draft on Financ ia l Instruments: Amortised 
Cost and Impairment: the main d isc ussion points 
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Merits and limitations of the 'through the c yc le' approac h 

The merits of this approac h c losely mirror the limita tions of the 'point in time' approac h. This approac h: 

�  does not require any judgment of the business c yc le. It is unnec essary to identify whether the business c yc le has 
reac hed  a  high or low phase, as long as the ra te app lied  is an average ra te over the leng th of the c yc le; 

�  has the advantage of being, a  p riori, c ontrac yc lic a l insofa r as it leads entities to make the same ra te of 
p rovision regard less of the sta te of the business c yc le.  

 
However, this approac h a lso ra ises some c ritic isms:  

�  firstly, it assumes tha t it is possib le to measure the length of the business c yc le, and  tha t the future c yc le will 
behave in the same way as past c yc les; 

�  sec ond ly, though it is appropria te for long-term loans, it is more d iffic ult to adap t the method  to short-term loans 
whic h by definition will not c ontinue throughout an entire business c yc le. In this instanc e, the ana lysis has to 
take ac c ount of the fac t tha t the entity will ma inta in its short-term loan ac tivities over a  long period  of time, 

and  tha t there is a  kind  of solida rity between loan genera tions. Critic s of this approac h thus c onsider tha t it 

leads to the c rea tion of p rovision for future financ ia l assets whic h a re not yet p resent on the entity's ba lanc e 
sheet. 

 

Through a  number of examples and  the Basis for Conc lusions to the exposure d ra ft, the IASB ind ic a tes tha t 'point-in-time' 
estimates should  be used  ra ther than the 'through-the-c yc le' model. There c an be no doub t tha t this c hoic e will be 

ana lysed  by the stakeholders, who will defend  their p referenc es in their c omment letters. 

�  'Closed' portfolio vs. 'Open' portfolio 

 These terms c onc ea l a  simp le but struc tura l aspec t of p rovision:  

�  a  'c losed ' portfolio approac h c onsists of c rea ting  a  portfolio for eac h genera tion of homogeneous loans issued  
by an entity. The p rovision c rea ted  for this portfolio is extinguished  a t the end  of the life of the portfolio (tha t is, 

when a ll the loans c omposing it reac h maturity or default); 

�  an 'open' portfolio approac h instead  c onsists of c ontinuously renewing the portfolio with newly granted  loans. 
Thus the portfolio is only c losed  if the entity dec ides to c ease the ac tivity in question. In this system, p rovision is 
made on the basis of c onstantly rep lac ed  loans. 

 

Here aga in, the two approac hes both have their advantages and  d isadvantages, the c hief of whic h we will exp lore 
below. 

 

A 'c losed ' portfolio approac h has the advantage of making it very stra ightforward  to monitor the use of the p rovision. At 
the end  of life of a  portfolio, an entity is in a  position to know whether it has made too muc h or too little p rovision in the 

light of the inc urred  losses. This approac h thus makes it very muc h easier to verify impa irment assumptions (bac k-

testing ). However, in some c ases, it involves c rea ting  and  monitoring  very la rge numbers of portfolios. 
 

Let us take a  simplified  example: a t the end  of its first year of opera tions, an entity genera ting  three types of loan eac h 

month (c onsumer c red it, mortgages and  loans to pub lic  authorities) would  have to manage 36 c losed  portfo lios and  as 
many assoc ia ted  p rovisions. If a ll the loans have term of over three years, the entity will have more than a  hundred  

portfolios to manage by the end  of three years. The c omplexity of suc h an approac h for an interna tiona l entity ac tive in 

severa l b ranc hes c an read ily be imagined . 
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An 'open' portfolio approac h automatic a lly reduc es the number of portfolios to be managed . There is no need  to 

c rea te a  portfolio for eac h genera tion of loans, bec ause eac h new loan is added  to the open portfolio to whic h it is 
a ttac hed . However, this simp lic ity of management g rea tly c omplic a tes the work of monitoring  p rovision and  of verifying 

the qua lity of the assumptions (bac k-testing ). Bec ause the portfolio is never extinguished , the assoc ia ted  p rovision is 

c onstantly ad justed . Tha t c an make it d iffic ult to monitor over time.  
 

Fina lly, a  link c an be estab lished  between how expec ted  losses a re determined  and  the portfolio type used . A 'through 

the c yc le' approac h, resting  on solida rity between genera tions of homogeneous loans, is muc h more read ily app lied  to 
the open portfolios in whic h these genera tions a re grouped , than to c losed  portfolios c omprising only assets of the 

same genera tion. Conversely, it is more na tura l to app ly the 'point-in-time' approac h to c losed  portfolios than to open 

portfolios. 
 

Here aga in, the two approac hes a re c ontrasting , and  c ommenta tors will doub tless express their p referenc es. It is 

p robab le tha t points of view will va ry depend ing on the p riority ob jec tives of ind ividua l c ommenta tors. In any event, this 
c hoic e is struc tura l in the management of c red it risk p rovision, so it is important to make the link with the management 

model developed  by p repa rers of ac c ounts. 

�  What is the interac tion between expec ted losses and inc urred losses? 

To illustra te this point, let us return to the example from the spec ia l study in the January 2010 ed ition of Beyond  the 
GAAP. 

 

The example takes a  loan with a  nomina l va lue of 100, redeemab le a t par a fter five years and  with a  c ontrac t ra te of 
5%. To keep  things simple, it was assumed  tha t the loan has been issued  without fees and  tha t early redemption was not 

expec ted .  

 
Moreover, the management expec ted  a  loss of 2 on the interest to be rec eived  in year 3. The c a lc ula tion below shows 

the effec tive interest ra te inc lud ing expec ted  losses will be 4.6%. 

 
4,60%

Year
Expec ted  c ash flows 

inc lud ing c red it losses
Present va lue d isc ounted  
a t effec tive interest ra te

1 5,00                             4,78                                    

2 5,00                             4,57                                    

3 3,00                             2,62                                    

4 5,00                             4,18                                    

5 105,00                         83,85                                  

100,00                                

Effec tive interest ra te c a lc ula ted

 
 
 
If the management's c ash flow forec asts a re ac c ura te, the app roac h p roposed  by the exposure d ra ft would  enta il 

rec ognition of the following impac ts: 
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Year
Amortised  c ost a t 

beg inning of period
Impac t on p rofit 

or loss
Cash flows

Amortised  c ost a t 
end  of period

1 100,00                     4,60                         5 99,60                       

2 99,60                       4,58                         5 99,18                       

3 99,18                       4,56                         3 100,75                     

4 100,75                     4,64                         5 100,38                     

5 100,38                     4,62                         105 -                            
 
It c an be seen here tha t rec ognition of the inc urred  loss in year 3 is staggered  over the 5-year period . The rec ognition of 

this loss in p rofit or loss is thus partly deferred .  

 
Some have suggested  tha t the expec ted  losses approac h should  be supp lemented  with a  requirement tha t the 

amount of p rovision should  a lways be higher than or equa l to the inc urred  losses. This would  have the effec t of 

removing any deferred  rec ognition of the inc urred  losses.  
 

Simp le in p rinc ip le, this a lterna tive may prove c omplex in p rac tic e. It is not read ily c ompa tib le with the effec tive interest 

ra te mec hanism. Introduc ing minimum provision equa l to inc urred  losses would  automatic a lly lead  to a  revision in the 
initia l effec tive interest ra te of the instrument. This c hange of effec tive interest ra te is in c ontrad ic tion with the p rovisions 

p roposed  by the exposure d ra ft and  would  thus involve a  c hange in the method  of c a lc ula ting  amortised  c ost.  

�  How should c hanges in estimates be rec ognised? 

The IASB exposure d ra ft sta tes tha t c hanges in estimates should  be rec ognised  using  the ‘ c a tc h up ’  method . This 
method  leads to the immed ia te rec ognition in p rofit or loss of the d ifferenc e between the orig ina lly estimated  c ash 

flows d isc ounted  a t the initia l effec tive interest ra te and  the revised  c ash flows d isc ounted  a t the same effec tive interest 

ra te1. This method  of rec ognising  revised  estimates is d irec tly linked  to the retention of the initia l effec tive interest ra te of 
the instrument. 

 

However, some believe tha t the impac t of revised  estimates should  be spread  over the lifetime of the financ ia l asset. 
The ma in a rgument for staggering  the impac t is the symmetry in the rec ognition of inc ome and  expenses. Rec ognition 

of the marg in invoic ed  by the lender to c over the c red it risk is staggered , so it may therefore seem c onsistent to 

rec ognise the impac t of expec ted  losses due to c red it risk in an ana logous manner. However, it should  be noted  tha t 
this approac h involves amend ing the effec tive interest ra te whenever the estimate is revised . 

 

Fina lly, it should  be noted  tha t the trea tment of c hanged  estimates is more sensitive in the point-in-time approac h tha t 
in a  'through the c yc le' app roac h. In this sec ond  approac h, revisions a re p robab ly less frequent than in the first. 

  

 

1 See Beyond  the GAAP No30 - January 2010 for an example. 
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�  The approac h and effec tive interest rates 

As we have a lready desc ribed , the exposure d ra ft bases its approac h on an effec tive interest ra te whic h inc ludes 

expec ted  c red it losses. This exposure d ra ft app lies this effec tive interest ra te in the same way as the c urrent IAS 39. 
 

We have seen tha t some of the p roposed  a lterna tives a re inc ompatib le with the effec tive interest ra te mec hanism as 

put forward  in the exposure d ra ft. It is p robab le tha t the possib ility of d isc onnec ting  the p rovision mec hanism from the 
effec tive interest ra te will be a  top ic  frequently add ress in the deba tes. 

�  What’s next? 

The fina l da te for submissions in response to the exposure d ra ft is 30 June 2010. The next four months will p rovide an 

opportunity for stakeholders to c onsider in deta il the a lterna tive approac hes to the IASB's p roposa l and  their 
opera tiona l feasib ility.  

 

It will be a lso interesting  to see the result of the work of the Expert Advisory Panel2 and  the p roposa ls of the US regula tor 
whic h is p reparing  its own exposure d ra ft. 

 

Fina lly, for the readers who would  like to know more, EFRAG and  the FEE have jointly pub lished  a  guide to the IASB's 
p roposa l in Eng lish, ava ilab le a t the following add ress: http :/ / www.efrag .org / news/ deta il.asp?id=485 

 

 
2 The Expert Advisory Panel is an expert g roup  set up  by the IASB to examine the p rac tic a l issues ra ised  by the approac h p roposed  in the Exposure Dra ft. 
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�  Frequently asked questions 

IAS/ IFRS 

�  Impac t of the IFRIC 18 interp reta tion on c onnec tion 
transac tions; 

�  Contributions to a  joint venture: inc onsistenc y between 
the revised  IAS 27 and  SIC 13; 

�  Business c ombina tions under c ommon c ontrol; 

�  Puts on non-c ontrolling  interests: impac t of d isc ount 
reversa l 

�  Rec ognition of deferred  tax on the restruc turing  of 
hybrid  sec urities; 

�  Ac c ounting  trea tment of a  c onc ession by the grantor 

�  Ac c ounting  trea tment of a  d ilution due to an 
ac quisition by a  subsid ia ry pa id  in sec urities. 

Events and FAQ 

�  Events/ public ations  

Seminars on “ Current developments in IFRS”  

Mazars’  Tec hnic a l Department will host a  number of 

seminars throughout 2010 ded ic a ted  to c urrent 

developments in IFRS. These seminars, organised  by Franc is 
Lefèbvre Formation, will be held  on 26 Marc h, 25 June, 

24 Sep tember and  10 Dec ember 2010.  

 
To reg ister, p lease c ontac t Franc is Lefèbvre Formation – 

www.flf.fr, +33 (0)1 44 01 39 99. 
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 IASB IFRIC EFRAG  

 15 - 19 Marc h 2010 4 -5 Marc h 2010 24 - 26 Marc h 2010 

 19 - 23 April 2010 6 -7 May 2010 5 - 6 May 2010 

 17 - 21 May 2010 8 -9 July 2010 9 - 11 June 2010 

 

 

Beyond  the GAAP is pub lished  by Mazars. The purpose of this newsletter is to keep  readers informed of ac c ounting developments. Beyond  the GAAP may under no c irc umstanc es be 
assoc ia ted , in whole or in part, w ith an op inion issued  by Mazars. Desp ite the metic ulous c are taken in p reparing this pub lic a tion, Mazars may not be held  liab le for any errors or omissions it 

m ight c onta in. 
 

The d ra fting of the p resent ed ition was c ompleted  on 9 Marc h 2010 
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