Accounting treatment: where are we?
There has been much publicity lately around recent accounting developments. David Barnes and Simon Stephens of Deloitte look at IFRS, US and UK GAAP, and progress on convergence
The securitization market has developed significantly since the 1980s. It is now a widespread financing and/or risk-transfer technique that is used throughout North America, Europe, Asia and Australasia. This globalization has made it desirable to harmonize the accounting and regulatory treatment of these transactions.

Accounting treatment has never been the main driving force behind securitizations, but it does remain an important consideration, particularly as the regulatory treatment in many markets is still linked in some form to the accounting treatment. This may change from 2007 with Basel II, but there remains a keen interest in the accounting both per se and the knock-on impacts.

UK GAAP

In the UK, the relevant accounting pronouncement has been FRS 5 Substance of Transactions. FRS 5 was issued in 1994 and introduced the concept of linked presentation and quasi-subsidiaries. The concept of linked presentation has been readily understood by preparers and users of financial statements and was applied to many UK securitization transactions.

However the conception of linked presentation has been attacked on three fronts:

· Such a concept does not exist under IFRS and UK entities with listed securities applying IFRS for accounting periods from 2005 will need to follow IAS 39 and SIC-12, which in many cases is likely to mean continued recognition. 

· Recent changes to UK GAAP and company law have amended and widened the definition of a subsidiary undertaking to be more closely aligned to the equivalent definition in IFRS. The result of this is that many special purpose entities that were previously accounted for as quasi subsidiaries under UK GAAP will now need to be fully consolidated as subsidiary undertakings. Under the provisions of FRS 5, linked presentation is not available in consolidated financial statements for legal subsidiaries. 

· The ASB has decided to implement the derecognition criteria as set out in IAS 39 into FRS 26 and UK GAAP. This will only apply to listed companies in their company-only financial statements or those applying fair value accounting. However the ASB does intend to converge UK GAAP to IFRS and so further changes to UK GAAP are likely to remove the availability of linked presentation for financial assets altogether. Full convergence is expected by the end of 2009.

There is also a view among some standard setters that linked presentation results in a meaningless net asset that contains a variety of components such as mortgage assets, derivatives, cash, other assets and liabilities.

International Financial Reporting Standards (IFRS)

Those companies with securities listed on EU stock exchanges that are regulated markets are required to present group financial statements in accordance with IFRS for accounting periods that began on or after January 1 2005.

Companies with just listed debt do fall within the scope of this EU regulation, although it only applies to consolidated accounts and many SPVs that only have listed debt are single companies that are not required to prepare consolidated accounts.

In the UK for solo (as opposed to consolidated) accounts there is a choice for accounting periods beginning on or after January 1 2005 brought in by changes to the Companies Act. This will mean a choice between applying IFRS or UK GAAP. This choice will also apply to companies that produce consolidated accounts but that are not caught by EU regulation because that company has no listed securities.

Under IFRS, the relevant standards are:

· IAS 27(Revised), which, among other things, details the accounting principles under which an entity should consolidate another entity; 

· SIC-12, which is interpretation guidance focussing on the consolidation of SPVs; and 

· IAS 39(Revised), which covers the recognition, measurement and derecognition of financial assets and liabilities.
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IAS 39 (Revised) introduced the decision tree shown in Figure 1, which illustrates how to evaluate whether and to what extent a financial asset is derecognized. Under IAS 39 (Revised), derecognition principles and tests apply both at consolidated and entity level (that is, at the consolidated level it is necessary to apply SIC-12 before considering derecognition).The decision tree in Figure 1 illustrates the order in which the principles of risks and rewards and control must be considered, removing any ambiguity.

Although the revised IAS 39 was helpful in removing some of the ambiguities, there are still areas that are open to interpretation and where further guidance is required or standard market practice needs to evolve.

Towards the end of 2004, the European Securitization Forum wrote to the International Financial Reporting Interpretations Committee (IFRIC) at the IASB seeking clarifications of how the derecognition provisions should be applied to practical securitization considerations. In its September 2005 newsletter IFRIC provided responses on two of these issues (on revolving structures and retention of servicing responsibilities). IFRIC is still considering the other queries.

The areas in need of clarification fall broadly into the following two categories:

· queries relating to the pass-through tests set out in paragraph 19 of the standard; and 

· queries relating to the definition of substantially all the risks and rewards under paragraph 20 of the standard.

Queries relating to the pass-through tests
What is the original asset?
Under the pass-through test the entity must have no obligation to pay investors unless it collects equivalent amounts from the original asset. There is some ambiguity as to what the original asset is and whether in addition to the asset being securitized (for example, the pool of mortgages) it includes, for example:

· derivatives/hedging instruments with third parties entered into by either the originator or the SPV; 

· credit guarantees; or 

· mortgage indemnity guarantees.

The entity might have an obligation to pay the recipients from the proceeds from both the pool and mortgages and the proceeds of an interest swap. If this interest swap is determined not to be part of the original asset, the structure might well fail this requirement.

What is material delay?
Another requirement of the pass-through tests is that the cashflows are remitted to the investors without material delay. This requirement also restricts re-investment in anything but cash or cash equivalents.

It appears that it will not be a material delay to hold cash collected at the beginning of a quarter in a bank account until the next interest payment date. On the flip side there is no ambiguity (as confirmed by IFRIC in September 2005) in relation to traditional revolving structures where the cash is reinvested in further receivables, which will fail derecognition as a result of this test.

There is however some ambiguity in relation to other typical structural features. For example it is unclear whether retaining some cash in a reserve fund will lead to failure of this requirement. What about bullet or reinvestment structures? If a structure has a reinvestment period followed by an amortization period will it fail the pass through tests during the re-investment period but pass them in the amortization period?

Queries relating to the definition of substantially all
What does substantially all mean?
The transfer of risks and rewards is set out in IAS 39 as the change to the exposure to the variability in the present value of the net cashflows. If there is no change in exposure to variability before and after the transaction, substantially all the risks and rewards have been retained. Conversely if its exposure to this variability is no longer significant in relation to the total variability in the present value of future net cashflows then it can show it has transferred substantially all the risks and rewards.

If neither is true (that is, the entity has neither transferred nor retained substantially all the risks and rewards) then continuing involvement might apply.

The standard does not provide a definition of substantially all or significant or provide quantitative benchmarks or any rebuttable presumption. So there is no hard and fast rule. However the standard does provide some guidance. It is clear that to avoid retaining substantially all risks and rewards, some economic risk transfer from the originator to a third party is required as a minimum.

One strong indication of risk is the pricing of the relevant tranches. What price, if any, is being paid for an investor to assume risk?

In many traditional structures the senior notes achieve AAA ratings and the originator retains all the junior notes. The senior note holders are bearing almost no risk and consequently the risk is taken by the originator and derecognition is not appropriate. In other cases where third party investors do purchase the junior or mezzanine tranches there might be an argument that the originator has not retained substantially all the risks and rewards and further analysis is required.

The standard does not specify what statistic should be used to measure variability and does not provide an example of such a model. Until interpretation and market practice have led to a universally accepted model, there will inevitably remain a degree of uncertainty and subjectivity in the application of paragraph 20.

The graph in Figure 2 indicates one way that risks and rewards might be analysed in determining whether recognition, derecognition or continuing involvement are appropriate.
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Figure 2 compares the before loss cashflows to those after each of transactions 1 to 3. Looking at these in turn:

Transaction 1: only catastrophic risk has been transferred to third party investors and continued recognition is appropriate.

Transaction 3: examining the variability in cashflows before and after the transactions, one might conclude that substantially all risks and rewards have been transferred and therefore derecognition is appropriate.

Transaction 2: there has been neither transfer nor retention of substantially all the risks and rewards so, assuming control has been retained, continuing involvement might be appropriate.

When there is exposure to variability of cashflows, should hedging instruments be included?
As with the pass-through tests there is some ambiguity as to whether or not hedging/risk management instruments used in relation to the transferred asset before the transfer should be included when assessing exposure to variability in cashflows before and after the subsequent transfer. When assessing the entities' exposure before and after the transfer the incorporation or exclusion of interest rate swaps or credit default swaps will have an impact on the outcome.

US GAAP

Traditionally US GAAP has had more of a controls bias. However this is changing and conceptually US rules lean towards a risk-and-reward analysis, although the practice can remain somewhat different. An example of this is the EITF's inability to reach a consensus on 04-07 on beneficial interests under FIN 46R. As a result it is still not clear how to identify, measure or attribute variable interests with the precision needed for securitization transactions.

Recent developments in accounting for securitization transaction under US GAAP are as follows:

· The FASB has just released a minor modification (FAS 155 – an amendment to FAS 140) around hybrid instruments that dropped the special exemption that securitization structures had from derivatives accounting. FAS 155's main consequence might be to liberalize the use of synthetic structures. Investors might need to do some further analytical work to see if an instrument has an embedded derivative and, if so, mark it to market through the P&L. FAS 155 is unlikely to have any other effects on QSPEs in relation to their use of derivatives. 

· An amendment to servicing accounting is expected at the end of Q1 2006. Under the expected amendment all servicing assets and liabilities will be initially recorded at fair value. This will make the gain/loss calculation on securitization under US GAAP a little more complicated mechanically. The biggest change is that servicers will be able to elect to carry particular classes of servicing at fair value on a running basis and put any changes in fair value through the P&L. This is especially beneficial for those servicers who are hedging large servicing assets, because they would no longer have to qualify for hedge accounting to get the hedge and the servicing to line up on the P&L. They will now simply mark everything to market and see how well it turns out. 

· Lastly, a variety of further amendments to FAS 140 are expected in 2006. These amendments are expected to: (1) specify the conditions under which QSPE is required to achieve sale accounting; (2) eliminate some of the inconsistencies in FAS 140; and (3) address other issues related to transfers of financial assets that arose during deliberations on the amendment of FAS 140. These amendments are going to be the subject of substantial debate by the FASB. It is likely that these debates will continue into Q3 2006, when an as yet unnamed new board member is scheduled to join the FASB. Therefore, what the shape of that amendment finally turns out to be, or whether it even gets issued at all, could well rest in the hands of that new board member. One possibility would be to scrap the amendment altogether and focus all remaining securitization energies on a converged new standard.

Convergence

The 1990s saw FRS 5 issued in the UK, FAS 125 and then its replacement FAS 140 issued in the US and IAS 39 issued by the IASB. Although the past decade has seen many cross-border securitization transactions, the accounting treatment still differs depending on whether the originator draws up its financial statements under IFRS, US, UK or other national GAAP and, as shown above, areas of inconsistency and ambiguity remain.

In light of this and other issues, the standard-setting bodies began to review the relevant standards to give greater clarity and certainty about the appropriate accounting treatment for securitizations. These groups hope to move towards a single global framework at some point.

The IASB's Financial Instruments Working Group spent a full day at its January 2006 meeting discussing the way forward on derecognition where some of these issues were considered. The results of these discussions are being fed into the IASB's derecognition project.

In 2004 members of the European Securitization Forum, the American Securitization Forum, The Australian Securitization Forum and the Bond Market Association formed a Global Securitization Accounting Convergence Committee (GSACC). During the summer of 2005 the GSACC canvassed the membership of the various bodies on the subject of convergence with the objective of exploring common ground on some of these issues.

The results of this survey indicated (perhaps not surprisingly) a degree of dissatisfaction with both IFRS and US GAAP and a desire to explore the options for a next generation of accounting standard that might be applied globally. The survey considered two potential options for this next generation:

· Linked presentation – as historically applied under UK GAAP, this was seen to be a pragmatic approach with support from many market participants although perhaps not from the accounting purists. One possibility is a variation of UK GAAP whereby the assets and liabilities are fair valued and then linked on the face of the balance sheet. This variation might address these concerns while retaining some of the benefits of linked presentation under UK GAAP. 

· Financial components – the Joint Working Group originally suggested a financial components approach in their financial instruments paper issued in December 2000. Under this approach the securitized asset is derecognized and replaced by whatever interest is retained, whether it be in the form of deferred consideration or some sort of credit enhancement. This is similar to applying continuing involvement under the existing IAS 39 but without the risks and rewards/controls tests before derecognizing the asset.

Both of these have associated issues that need to be reviewed before the GSACC considers any definitive solution. The industry also needs to ensure there are no other workable solutions available and consider the consequences of any proposed solution on other financial instruments and markets.

It is clear that some progress is being made on the convergence agenda but much remains to be done.

