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FASB Abandons Converged Approach
to Classification and Measurement

by Magnus Orrell, Abhinetri Velanand, and Shahid Shah, Deloitte & Touche LLP

The FASB is no longer pursuing a converged approach to the classification and
measurement of financial instruments. At its meeting on January 29, 2014, the FASB
tentatively decided to abandon the approach that it had developed with the IASB for
assessing the business model in which financial assets are managed. This decision,
combined with the Board's previous decision in December 2013 to abandon the
contractual cash flow characteristics test that it had developed with the IASB, represents a
significant change in the direction of the FASB's classification and measurement project.

This Heads Up discusses the FASB's recent decisions and anticipated next steps related to
its classification and measurement project.

Background

On February 14, 2013, in an effort to improve and increase convergence of the FASB's
and IASB's respective accounting standards for financial instruments, the FASB released
for public comment a proposed ASU" on the recognition, classification, measurement,
and presentation of financial instruments.? Under that proposal, the classification and
measurement of financial assets would have been determined on the basis of the assets’
contractual cash flow characteristics (i.e., whether their contractual cash flows are solely
payments of principal and interest under the so-called SPPI test) and the business model
in which the assets are managed. An entity would have been required to classify financial
assets as (1) amortized cost, (2) fair value through other comprehensive income, or

(3) fair value through net income. The proposal would have eliminated the requirement
to analyze embedded features in hybrid financial assets for bifurcation; instead, an entity
would have been required to classify a hybrid financial asset in its entirety on the basis
of the asset’s contractual cash flow characteristics and the entity’s business model for
managing the asset.

In the second half of 2013, in response to comments on the proposal, the FASB and IASB
made several tentative decisions aimed at clarifying the SPPI and business model tests.

In particular, the boards focused their discussions on clarifying the meaning of principal
and interest and how de minimis and nonsubstantive features would be considered when
entities applied the SPPI test. While some differences between the U.S. GAAP and IFRS
approaches would have remained, the FASB’s proposal would have resulted in greater
convergence of those standards for classifying and measuring financial instruments.

' FASB Proposed Accounting Standards Update, Recognition and Measurement of Financial Assets and Financial Liabilities.
2 See Deloitte’s February 14, 2013, Heads Up for more information about the proposed ASU.


http://www.fasb.org/cs/ContentServer?pagename=FASB%2FDocument_C%2FDocumentPage&cid=1176160958278
http://www.iasplus.com/en-us/publications/us/heads-up/2013/hu-prop-asu-classifying-measuring
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Recent Decisions

In December 2013, in a radical departure from the original FASB-IASB proposal, the FASB
tentatively decided not to move forward with the boards’ jointly developed SPPI test,
noting that the test would be swapping known complexity (i.e., the bifurcation guidance
in ASC 815-153) for unknown complexity (i.e., SPPI). In light of this decision, the FASB also
decided to retain the bifurcation requirements under current U.S. GAAP for embedded
derivatives in hybrid financial assets.

The following month, the FASB tentatively decided not to proceed with the business
model test. In addition, it directed its staff to further analyze, and consider targeted
improvements of, current requirements related to the classification and measurement of
loan receivables and investments in securities under U.S. GAAP.

Editor’s Note: Under U.S. GAAP, several models are used to classify and measure
financial instruments:

» ASC 310 contains guidance on accounting for loans and trade receivables,
under which loans are classified and measured as either held for investment
(amortized cost) or held for sale (cost or fair value, whichever is lower).

+ ASC 320 addresses the classification and measurement of investments in debt
and marketable equity securities. Under this guidance, entities classify and
measure investments in securities as either trading (fair value through net
income), available for sale (fair value through other comprehensive income),
or held to maturity (amortized cost).

» ASC 323 governs accounting for equity method investments (unless the fair
value option is elected) and investments in nonmarketable equity securities.

+  ASC 325-40 delineates special accounting requirements related to beneficial
interests in securitized financial assets.

Because some stakeholders view loans and debt securities as economically similar
instruments that should not be subject to different accounting models solely because
of their legal form, an objective of the FASB’s February 2013 proposal was to replace
the various classification and measurement models under current guidance with a
single approach.

Next Steps

The Board's recent decisions may lead to one of the following outcomes:

+ The Board develops a single classification and measurement model for both loans
(including trade receivables) and investments in debt securities. Such a model
would most likely be based on the existing guidance in ASC 320 on investments
in securities.

» The Board retains the separate accounting guidance under U.S. GAAP for
classifying and measuring investments in debt securities and loans. This
alternative would result in limited changes, if any, to the current accounting
models.

In either case, the Board is expected to consider (1) potential refinements to the tainting
guidance in ASC 320 on investments in held-to-maturity securities and (2) the extent to
which reclassification between the classification and measurement categories should be
permitted or required.

3 For titles of FASB Accounting Standards Codification references, see Deloitte’s “Titles of Topics and Subtopics in the FASB
Accounting Standards Codification.”
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http://www.iasplus.com/en-us/publications/us/other/codtopics/file
http://www.iasplus.com/en-us/publications/us/other/codtopics/file
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Editor's Note: Like classification and measurement, impairment of debt instruments is
governed by various models* under U.S. GAAP. The FASB's proposed current expected
credit loss (CECL) model is based on a concept of expected credit losses and would
apply regardless of the form of the asset (e.g., loan or debt security). It remains to be
seen whether the proposed CECL model will govern impairment accounting for both
loans and securities if the Board decides to go down the path of retaining two separate
classification and measurement models for loans and securities, respectively.

Other Key Issues

Thus far, the FASB's redeliberations have been predominantly focused on the classification
and measurement of financial assets. The Board has not yet deliberated other aspects of
its proposed ASU, such as classification and measurement of financial liabilities, equity
investments, and recognition of instrument-specific credit risk on financial liabilities for
which a fair value option has been elected. Under the proposed ASU:

« Financial liabilities would be accounted for at amortized cost, with certain
exceptions.

- Equity investments would be accounted for at fair value through net income
unless (1) they result in consolidation, (2) the equity method of accounting
applies, or (3) the investment does not have a readily determinable fair value and
the entity has elected to apply a practicability exception.

+ Instrument-specific credit risk on financial liabilities for which a fair value option
has been elected would be recognized in other comprehensive income rather
than in net income.

It remains to be seen what course of action the FASB will take on these other key issues.

4 Impairments related to debt instruments are accounted for by applying the models in ASC 310-30 (formerly SOP 03-3), ASC
310-40 (formerly FAS 114), ASC 320-10-35 (formerly FSP FAS 115-2), ASC 325-40 (formerly EITF 99-20), and ASC 450-20
(formerly FAS 5), respectively.



Subscriptions

If you wish to receive Heads Up and other accounting publications issued by Deloitte’s Accounting Standards and Communications
Group, please register at www.deloitte.com/us/subscriptions.

Dbriefs for Financial Executives

We invite you to participate in Dbriefs, Deloitte’s webcast series that delivers practical strategies you need to stay on top of
important issues. Gain access to valuable ideas and critical information from webcasts in the "Financial Executives" series on the
following topics:

+ Business strategy and tax. + Financial reporting for taxes. « Transactions and business events.
« Driving enterprise value. + Governance and risk.
+ Financial reporting. « Technology.

Dbriefs also provides a convenient and flexible way to earn CPE credit — right at your desk. Subscribe to Dbriefs to receive
notifications about future webcasts at www.deloitte.com/us/dbriefs.

Registration is available for this upcoming Dbriefs webcast. Use the link below to register:

« EITF Roundup: Highlights From the March Meeting (March 18, 2 p.m. (EST)).

Technical Library and US GAAP Plus

Deloitte makes available, on a subscription basis, access to its online library of accounting and financial disclosure literature. Called
Technical Library: The Deloitte Accounting Research Tool, the library includes material from the FASB, the EITF, the AICPA, the
PCAOB, the IASB, and the SEC, in addition to Deloitte’s own accounting and SEC manuals and other interpretive accounting and
SEC guidance.

Updated every business day, Technical Library has an intuitive design and navigation system that, together with its powerful
search features, enable users to quickly locate information anytime, from any computer. Technical Library subscribers also receive
Technically Speaking, the weekly publication that highlights recent additions to the library. For more information, including
subscription details and an online demonstration, visit www.deloitte.com/us/techlibrary.

In addition, be sure to visit US GAAP Plus, our new free Web site that features accounting news, information, and publications
with a U.S. GAAP focus. It contains articles on FASB activities and updates to the FASB Accounting Standards Codification™ as well
as developments of other U.S. and international standard setters and regulators, such as the PCAOB, the AICPA, the SEC, the IASB,
and the IFRS Interpretations Committee. Check it out today!

Heads Up is prepared by the National Office Accounting Standards and Communications Group of Deloitte
as developments warrant. This publication contains general information only and Deloitte is not, by means of
this publication, rendering accounting, business, financial, investment, legal, tax, or other professional advice
or services. This publication is not a substitute for such professional advice or services, nor should it be used
as a basis for any decision or action that may affect your business. Before making any decision or taking any
action that may affect your business, you should consult a qualified professional advisor.

Deloitte shall not be responsible for any loss sustained by any person who relies on this publication.
As used in this document, “Deloitte” means Deloitte & Touche LLP, a subsidiary of Deloitte LLP. Please see
www.deloitte.com/us/about for a detailed description of the legal structure of Deloitte LLP and its subsidiaries.

Certain services may not be available to attest clients under the rules and regulations of public accounting.

Copyright © 2014 Deloitte Development LLC. All rights reserved.
Member of Deloitte Touche Tohmatsu Limited.


http://www.deloitte.com/us/about
https://deloitte.zettaneer.com/Subscriptions/?aoi=a0930000003EafAAAS&sub=a0C300000021TYbEAM+a0C300000021TYdEAM+a0C300000021TYeEAM+a0C300000021TYfEAM+a0C300000021TYgEAM
http://www.deloitte.com/us/dbriefs
http://www.deloitte.com/us/dbriefs
http://www.usdbriefs.com/calendar/thyme/thyme/event_view.php?eid=14784&instance=2014-3-18
http://www.deloitte.com/us/techlibrary
http://www.usgaapplus.com

