DERECOGNITION OF FINANCIAL INSTRUMENTS
Derecognition is a term used for the removal of an asset or liability from the balance sheet. IAS 39 sets out the criteria for derecognition of financial assets and liabilities and the consequential accounting treatment.

DERECOGNITON OF FINANCIAL ASSETS:
An entity shall derecognize a financial asset when and only when:

(a) the contractual right to the cash flows from the financial asset expire; or

(b) it transfers the financial asset and the transfer qualifies for derecognition as stated in the IAS 39.
An entity transfers a financial asset if and only if, it either:

(a) Transfers the contractual rights to receive the cash flows of the financial asset; or

(b) Retains the contractual rights to receive the cash flows of the financial asset, but assumes a contractual obligation to pay the cash flows to one or more recipients in an arrangement that meets the conditions stated in the paragraph below:
(a) The entity has no obligation to pay amounts to the eventual recipients unless it collets equivalent amounts from the original asset. Short- term advances by the entity with the right of full recovery of the amount lent plus accrued interest at market rates do not violate this condition.

(b) The entity is prohibited by the terms of transfer contract from selling or pledging the original asset other than as security to the eventual recipients for the obligation to pay them cash flows.

(c) The entity has an obligation to remit any cash flows it collets on behalf of the eventual recipients without material delay. In addition this entity is not entitled to reinvest such cash flows, except for investments in cash or cash equivalents during the short settlement period from the collection date to the date of required remittance to the eventual recipients, and interest earned on such investments is passed to the eventual recipients.
When an entity transfers a financial asset it shall evaluate the extent to which it retains the risks and rewards of ownership of the financial asset. In this case:

(a) If the entity transfers substantially all risks and rewards of ownership of the financial asset, the entity shall derecognize the financial asset and recognize separately as assets or liabilities any rights and obligations created or retained in the transfers.

(b) If the entity retains substantially all risks and rewards of ownership of the financial asset, the entity shall continue to recognize the financial asset.

(c) If the entity neither transfers nor retains substantially all risks and rewards of ownership of the financial asset, the entity shall determine whether it has retained control of the financial asset, In case:
i. if the entity has not retained control, it shall derecognize the financial asset and recognize separately as assets or liabilities any rights and obligations created or retained in the transfer.
ii. if the entity has retained control, it shall continue to recognize the financial asset to the extent of its continuing involvement in the financial asset.
	CONCEPT CAPSULE: TRANSFER OF RISK AND REWARD

	 Transfer of risk and rewards is evaluated by comparing the entity’s exposure before and after the transfer, with the variability in the amounts and timing of the net cash flows of transferred asset. An entity has retained substantially all the risks and rewards of ownership of asset if its exposure to the variability in the present value of the future net cash flows from the financial asset does not change significantly as a result of the transfer (e.g. because the entity has sold a financial asset subject to an agreement to buy it back at fixed price or the sale price plus a lender’s return). An entity has transferred substantially all the risks and rewards if its exposure to such variability is no longer significant in relation to the variability of the total variability in the present value of the future net cash flows associated with the financial asset (e.g. because the entity has sold a financial asset subject only to an option to buy back at its fair value at the time of repurchase).



	CONCEPT CAPSULE: RETENTION OF CONTROL

	Whether the entity has retained control of the transferred asset depends on the transferee’s ability to sell the asset. If the transferee has the practical ability to sell the asset in its entirety to an unrelated party and is able to exercise that ability unilaterally, the entity has not retained control. In all other cases, the entity has retained control.




	CONCEPT CAPSULE: CONTINUING INVOLVEMENT

	The extent of the entity’s continuing involvement in the transferred asset is the extent to which it is exposed to changes in the value of the transferred asset. For example, when the entity’s continuing involvement takes the form of guaranteeing the transferred asset, the extent of the entity’s continuing involvement is the lower of the carrying amount of the asset and the guarantee amount.
When an entity continues to recognize an asset to the extent of its continuing involvement, the entity also recognizes an associated liability. Despite the other measurement requirements, the transferred asset and the associated liability are measured on a basis that reflects the rights and obligations that the entity has retained.

If the transferred asset is measured at amortised cost, the associated liability cannot be designated as a financial liability as at fair value through profit or loss. The associated liability is measured in such a way that the net carrying amount of the transferred asset and the associated liability is:

a) The amortised cost of the rights and obligations retained by the entity, if the transferred asset is measured at amortised cost; or

b) Equal to the fair value of the rights and obligations retained by the entity when measured on a stand-alone basis, if the transferred asset is measured at fair value.

An Entity should continue to recognize any income arising on the transferred asset to the extent of its continuing involvement and should recognize any expense incurred on the associated liability,

For the purpose of subsequent measurement, recognized changes in the fair value of the transferred asset and the associated liability are accounted for consistently with each other and should not be offset.



Many derecognition structures uses entities (for example trusts and partnerships) that have been specifically set up for the acquisition of the transferred assets. The transfer of assets to such an entity might qualify as legal sale. However, if the relationship between the transferor and the transferee suggests that the transferor controls the transferee, the transferor needs to consolidate the transferee.

The derecognition principles therefore have to be applied on a consolidated level.

The above concepts can be easily understood using a flow chart as given below:

[image: image1]



[image: image2]
SERVICING ASSET/LIABILITY
If an entity transfers a financial asset in a transfer that qualifies for derecognition in its entirety and retains the right to service the financial asset for a fee, it shall recognize either a servicing asset or servicing liability for that servicing contract. If the fee to be received is not expected to compensate the entity adequately performing the servicing, a servicing liability for that servicing obligation shall be recognized at its fair value. If the fee to be received is expected to be more than adequate compensation for the servicing, a servicing asset shall be recognized for the servicing right at an amount determined on the basis of an allocation of the carrying amount as will be discussed under Partial transfers.
If as a result of a transfer, a financial asset is derecognized in its entirety but the transfer results in the entity obtaining a new financial asset or assuming a new financial liability, or a servicing liability, the entity shall recognize the new financial asset, financial liability or servicing liability at fair value.

On derecognition of the financial asset in its entirety, the difference between

(a) the carrying amount (measured at the date of derecognition) and,
(b) the consideration received (including any new asset obtained less new liability assumed)

shall be recognized in profit or loss.

If a transfer does not result in derecogniton because the entity has retained substantially all the risk and rewards of ownership of the transferred asset, the entity shall continue to recognize the transferred asset in its entirety and shall recognize financial liability for the consideration received. In subsequent periods, the entity shall recognize any income on the transferred asset and any expense incurred on the financial liability.

DERECOGNITON OF FINANCIAL LIABILITY

An entity shall remove a financial liability (or a part of a financial liability) from its statement of financial position when and only when, it is extinguished i.e. obligation specified in the contract is discharged or cancelled or expires.

An exchange between an existing borrower and lender of debt instruments with substantially different terms shall be accounted for as an extinguishment of the original financial liability and the recognition of a new financial liability. Similarly, substantial modification of the terms of an existing financial liability or a part of it (whether or not attributable to financial difficulty of the debtor) shall be accounted for as an extinguishment of the original financial liability and the recognition of a new financial liability.

The difference between the carrying amount of a financial liability (or a part) extinguished or transferred to another party and the consideration paid, including any non- cash assets transferred or liabilities assumed, shall be recognized in profit or loss.

POST DERECOGNITION RIGHTS AND OBLIGATION:
When a financial asset is derecognized on transfer, rights and obligations created or retained in the transfer should be recognized separately as assets and liabilities.

If, as a result of a transfer, a financial asset is derecognized in its entirety but the transfer results in the entity obtaining a new financial asset or assuming a new financial liability, or a servicing liability, the entity should recognize the new financial asset, financial liability or servicing liability at fair value.

PARTIAL TRANSFER:
Derecognition criteria should be applied to whole of a financial asset in all cases except when a part of financial asset satisfies any one of the following conditions:
a) The part comprises only specifically identified cash flows from a financial asset. Consider the case of a bond. A bond gives rise to two identifiable cash flows, viz. cash flows for principal repayments and cash flows for interests. Value of a bond comprise of principal strip and interest strip. If interest strip of a bond is transferred, the transferee gets the right to receive the interests but not the principals. When an entity transfers interest strip, the derecognition criteria are applied to the interest strip.

b) The part comprises only a proportionate share of all cash flows from a financial asset. For example, when an entity transfers a bond in such way that the transferee obtains the rights to receive 90% share of all cash flows from the bond, the derecognition criteria are applied to 90% of those cash flows.

c) The part comprises only a proportionate share of specifically identified cash flows from a financial asset. For example, when an entity transfers interest strip of a bond in such a way that the transferee gets the right to receive 90% of interest cash flows the derecognition criteria are applied to 90% of interest cash flows.

GAINS/LOSSES ON PARTIAL DERECOGNITION:
If the transferred asset is part of a larger financial asset (e.g., interest strip), and the part transferred qualifies for derecognition in its entirety, the previous carrying amount of the larger financial asset should be allotted between the part that continues to be recognized and the part that is derecognized, based on the relative fair values of those parts on the date of the transfer. For this purpose, a retained servicing asset should be treated as a part that continues to be recognized.

In case of financial assets available-for-sale, the cumulative gain or loss that had been recognized in Investment Revaluation Reserve is allocated between the part that continues to be recognized and the part that is derecognized, based on the relative fair values of those parts. The difference between the carrying amounts allocated to the part derecognized and consideration received (plus allocated cumulative gain/loss recognized in Investment Revaluation Reserve) for that part should be recognized in the statement of profit and loss.

When an entity continues to recognize a part of financial asset due to its continuous involvement, the carrying amount of the financial asset is allocated between part recognized and part derecognized on the basis of relative fair values. Gains/Losses on derecognition is computed in the way as indicated above and should be recognized in the profit and loss.

Illustration:

A Ltd. has lent Rs 50000 yielding 18% p.a. for 10 years. The company transferred the right to receive principal Rs 50000 on maturity and the right to receive 14% interest p.a. Of the balance 4% interest, 2% is due to the transferor, i.e. A Ltd. as service fee for collection of principal and interest. The expected cost of collection etc. is Rs 400. A  Ltd. has retained the right to receive the remaining 2% interest p.a.


Show important accounting entries in the books of A Ltd. Assume expected yield rate 13% p.a.
Solution:

	Particulars
	Int. Transferred
	Principal Transferred 
	Int. Retained
	Retained Service Fee

	
	In `
	In `
	In `
	In `

	Cash Inflow
	7000
	50000
	1000
	1000

	Less: Cost of Service loan
	 - 
	 - 
	 - 
	400

	Net Cash Flow
	7000
	50000
	1000
	600

	Year
	1-10
	10
	1-10
	1-10

	DF (13%)
	5.426
	0.2946
	5.426
	5.426

	Fair Value
	37982
	14730
	5426
	3256

	Allocation of CA
	29877
	11587
	4268
	2561


	Journal Entries in the Books of A.Ltd.
	 
	 

	 
	
	
	
	 

	Particulars
	Dr.
	Cr.
	Details

	
	Amount
	

	
	In `
	In `
	

	Cash A/c
	Dr.
	52712
	 
	(37982+14730)

	            To Loan A/c
	 
	41464
	(29877+11587)

	            To Profit & Loss A/c
	 
	11248
	 

	 
	 
	 
	 
	 

	 
	 
	 
	 
	 

	Servicing Asset A/c
	Dr.
	2561
	 
	 

	Interest Strip A/c
	Dr.
	4268
	 
	 

	            To Loans A/c
	 
	6829
	 

	 
	 
	 
	 
	 


TRANSFERS NOT QUALIFYING FOR DERECOGNITION:

If a transfer does not qualify for derecognition, the entity should continue to recognize the transferred asset and should recognize a financial liability for the consideration received. In subsequent periods, the entity should recognize any income on the transferred asset and any expense incurred on the financial liability.

If a transferred asset continues to be recognized, the asset and the associated liability should not be offset. Similarly, the entity should not offset and any income arising from

the transferred asset with any expense incurred on the associated liability.
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