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HOW TO USE

PPC's GUIDE TO GAAP

)PC's Guide to GMP can be used as a desktop practice tool, library refer
mce source, or training tool for staff members. It provides clear, concise
;overage of generally accepted accounting principles in an easy-to-use topi
;al format. The Guide is divided into the following major sections:

, GENERAL STANDARDS discusses the generally accepted accounting
principles that apply to most entities. The chapters are arranged alphabeti
cally, by topic, with each chapter containing an overview, accounting
requirements section, disclosure requirements section, and references to
authoritative literature and related topics.

, INDUSTRY STANDARDS covers the more specialized pronouncements
that apply to not-for-profit organizations and entities operating in certain
industries.

, CROSS-REFERENCE TO AUTHORITATIVE LITERATURE lists all of the
Accounting Research Bulletins, APB Opinions, FASB Statements, .FASB
Technical Bulletins, and FASB Interpretations that have been issued and
refers to the chapters in the Guide in which they are discussed.

• DISCLOSURE CHECKLISTS summarizes the primary disclosures that
should be included in financial statements of nongovernmental entities.
Although the main focus of this section is on the disclosures required by
generally accepted accounting principles, the checklists presented also
cover the disclosures normally made in practice but not specifically
required by GAAP.

VVhile every effort has been made to make PPC's Guide to GM? as accurate
:tnd reliable as possible, it should be emphasized that the Guide is not a
substitute for a careful study of authoritative technical literature or the profes
sional judgment that must be applied by practitioners. Consequently, refer
ences are made throughout the Guide's accounting requirements and
disclosure requirements sections to original authoritative pronouncements.
The references, which appear in parentheses at or near the end of most
paragraphs, refer to specific paragraphs in Accounting Research Bulletins
(ARBs), APB Opinions (APBs), FASB Statements of Financial Accounting
Standards (SFASs), FASB Interpretations (FASBls), FASB Technical Bulletins
(FTBs), consensus positions of the FASB Emerging Issues Task Force
(EITFs), AICPA Statements of Position (SOPs), and FASB Staff Positions
(FSPs).

GAP 10/04

Organization of the Guide

The beginning of each major section of the Guide contains a page marker to
make it easy to find. To locate a particular major section, refer to the table of
contents printed on the back cover, gently bend the pages in half, and look
along the page edges for the corresponding black page marker.

Each paragraph of the Guide has been assigned a four or five digit para
graph number (X.XXX or XX.XXX). The first digit (or two digits in a five digit
number) relates to the chapter number. The last three digits relate to sections
within the chapter. (Numbers 100-199 refer to paragraphs in the overview
section, numbers 200-499 refer to paragraphs in the accounting require
ments section, and numbers 500-599 refer to paragraphs in the disclosure
requirements section.) Chapter tables of contents and the topical index refer
to paragraph numbers. Paragraph numbers also are presented on the bot
tom of each page.

Pages in PPC's Guide to GMP are numbered consecutively within each
chapter. The page numbers begin with the chapter number followed by a
dash and the individual page number, for example, 1-1, 1-2, etc. Page num
bers appear on the top of each page.

Your Comments and Suggestions

The authors encourage users of this Guide to contact PPC at
ppc.thomson.com to offer any comments or suggestions that they may have
to improve the usefulness of future editions. Of special interest are your
comments about the usefulness of individual chapters and recommendations
for additions to the Guide.



23500 A financial instrument is cash, eviclence of ownership in an t
a contract that- en Ity, or

DISCLOSURE REQUIREMENTS

WHAT ARE FINANCIAL INSTRUMENTS?

a, i~Poses on one entity an obligation to (1) deliver cash or a finan
~Ial Instrument to another entity or (2) exchange financial
Instruments on potentially unfavorable terms with another entity
and '

23-3Financial Instrument Disclosures

(2) Financial option contracts such as fixed-rate loan commit
ments, mortgage loans with prepayment rights, and
convertible debt (A financial option contract is a financial
instrument only if it is potentially unfavorable to the option
writer, however,)

CI) Conditional anel unconditional receivable-payable con
tracts such as trade and notes receivable, short-term and
long-term notes payable, and accrued receivables and
payables (Contracts that will not be settleel through the
transfer of a financial instrument are not financial instru
ments, however For example, a loan to a stockholder is not
a financial instrument if it will be settled through a charge to
compensation or a dividend because it cloes not involve the
transfer of a financial instrument)

practical Consideration (Continued).

GAP 10/04
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Financial Instrument Disclosures

b, conveys to the other entity the right to (1) receive cash or another
financial Instrument from the first entity or (2) exchange other
fln~nclal Instruments on potentially favorable terms with the first
entity (SFAS 107, par, 3)

23-2

Practical Consideration. The definition is necessarily broad so that it COvers
the variety of financial Instruments used today or expected to be used in the
future, Basecl on the cleflnltlon, financial instruments include the following:

a, Cash. The authors believe cash for this purpose is the same as
discussed in Chapter 4 in connection with the statement of
cash flows, Therefore, it includes currency on hand, demancl
depOSits, ancl other accounts that have the general character
IStiCS of demancl deposits in that the customer may deposit or
withdraw additional funds at any time, Although cashequiva
lents are not cash, they usually are financial Instruments
because they are contracts with the characteristics described
In the preceding paragraph,

(3) Financial guarantees or other conditional exchanges such
as a guarantee of third-party indebtedness (Such contracts
are financial instruments only if the event causing the trans
fer is outside of the control of both parties, however,)

(4) Financial forward contracts such as a contract under which
a corporation agrees to buy back a prescribed number of
its shares at a price that will be cletermined based on the
value of the company at the purchase date (If the contract
is not limited to the exchange of financial instruments, how
ever, it is not a financial instrument. For example, a commit
ment to acquire inventory at a fixed price is not a financial
instrument because it requires an exchange of cash for
inventory instead of for a financial instrument.)

b, Evidence of ownership in an entity Common stock, preferred
stock,partnershlp agreements, certificates of interest or par
tiCipation, and warrants and options to subscribe to or pur
chase stock from the Issuing entity are examples of financial
Instruments that provide evidence of ownership in an entity,

c, Contracts requiring the exchange of cash or other financial
Instruments, Contracts that meet this criteria anel are consid
ered financial instruments include the following

DISCLOSURES ABOUT CONCENTRATIONS OF CREDIT RISK

23,501 Concentrations of credit risk of financial instruments occur if their
holders would be similarly affected by changes in economic or other conditions
in meeting their contractual obligations. For example, a concentration of finan
cial instruments with credit risk would exist if an entity generates a significant
number of credit sales and most of its customers are in the same geographical
region, Similarly, a concentration would exist if an entity has a significant
amount of receivables from entities in a particular industry (for example, from
defense contractors),The following must be disclosed about each significant
Concentration of financial instruments with credit risk: (SFAS 107, par. 15, as
amended by SFAS 133, par. 531)



Practical Consideration. Cash deposits with banks, broker-dealers, and
other financial entities are financial instruments with credit risk. Significant con
centrations of credit risk can result when cash is deposited in a single financial
entity or in two or more financial entities located in the same geographic region,
In such cases, the authors believe the amount of credit risk that should be dis
closeel is the cash balance reported by the financial entity (ie" the bank state
ment balance) The objective of the disclosure requirement is to disclose
concentrations of credit risk that result from maintaining cash deposits in finan
clal entities, Thus, the amount that is at risk is the amount for which the financial
entity is responsible, which generally does not include deposits in transit or
outstanding checks.

Current literature does not address whether the amount of credit risk for cash
deposits that is disclosed can be reduced by deposit Insurance such as that
provided by the Federal DepOSit Insurance Corporation or the Securities
Investor Protection Corporation, Some accountants argue that it should not
They believe that Insurance merely decreases the likelihood of loss, but has
no effect on the overall amount of credit risk. (In other words, there is still a risk
that the insurance may not be COllected) While that may be conceptually cor
rect, the authors believe that credit risk for cash deposits should be reduced
by amounts that are federally insured. Federal insurance will fail only in the
event of a national financial catastrophe, and such a negligible risk should be
Ignored for purposes of disclosing concentrations of credit risk.

a. Infornmtion about the activity, region, or economic characteristic
that identifies the corlcentration

23-5Financial lnstrument Disclosures

• Financial instruments of a pension plan,lncluding plan assets,
when subject to the accounting and reporting requirements of
SFAS No, 87, Employers' Accounting for Pensions (SFAS No. 87's
requirements are discussed in Chapter 41.)

• Unconditional purchase obligations subject to the disclosure
requirements of SFAS No. 47, Disclosure of Long-term
Obligations (SFAS No. 47's requirements generally only apply to
noncancelable agreements negotiated in connection with
arranging financing for the facilities that will provide the con

tracted goods or services.)

• Employers' and plans' obligations for pension benefits, postre
tirement health care and life insurance benefits, employee stock
option and stock purchase plans, and other forms of deferred

compensation arrangements

• Insurance contracts

FAIR VALUE DISCLOSURES

• Warranty obligations and rights

23.503 Optional Disclosures about Market Risk. An entity IS encouraged
(but is not required) to make disclosures of quantitative information about the
market risks of financial instruments Such disclosures should be consistent
with the way the company manages or adjusts market risks For example, mar
ket risk disclosures could include (a) more details about current pOSitions and
actiVity during the period, (b) hypothetical effects of possible changes In mar
ket prices on comprehensive income, (c) the duration of the financial instru
ments, (d) an analysis of interest rate repricing or maturity dates, or (e) the
company's value at risk from derivatives at the balance sheet date and the aver
age value at risk during the year. (SFAS 133, par. 531)

23.502 Financial Instruments Excluded from the Disclosure Require
ments. The following financial instruments are excluded from all of the disclo
sure requirements discussed in Paragraph 23501: (SFAS 107, par. 15, as

amended by SFAS 133, par. 531)

GAP 10/04GAP 10/04Financial Instrument Disclosures

c. The entity's policy of requiring collateral or other security to sup
pM financial instruments subject to credit risk, information about
the entity's access to that collateral or other security, and the
nature and a brief description of the collateral or other security
supporting those financial instruments

b The maximum amount of loss due to credit risk the entity would
incur if parties to the financial instruments that make up the con
centrationfailed completely to perform according to the terms of
the contracts and the collateral or other security, if any, for the
amount due proved to be of no value

23-4

d The entity's policy of entering into master netting arran~Jements

to mitigate the credit risf, of financial instruments, information
about the master netting arrangements to which the entity is a
party, and a brief description of the terms of master netting
arrangements, including the extent to which they would reduce
the entity's maximum amount of loss clue to credit (Isk

23.504 An entity must disclose the fair values of its financial instruments if It-

a is publicly held;

b. has total assets on the financial statement date of $-\ 00 million or
more; or (SFAS 126, par. 2)
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c. has any instrument that, in whole or in part, is accounted for as
a derivative instrument under SFAS No. 133, other than commit
ments to originate mortgage loans to be held for sale, during the
reporting period. (SFAS 133, par. 537 and SFAS 149, par 38)

he disclosure, which may be made in the body of the financial statements or
1 the notes, also should include the methods and significant assumptions used
) estimate fair value. (SFAS 107, par. 10) (See Paragraph 23.508, however, for

listing of financial instruments specifically excluded from the fair value
isclosure requirement.) In addition, the following considerations apply when
reparing the disclosures:

• If the information is disclosed in more than one note, one of the
notes must include a summary table that includes the fair value
and related carrying amounts of all financial instruments. The
table also should include cross-references to the other fair value
disclosures. (SFAS 133, par. 532)

• Fair value disclosures should be presented in a manner that
makes it clear whether the reported amounts represent assets or
liabilities and how the carrying amounts relate to what is reported
in the balance sheet. (SFAS 133, par. 532)

• Fair values of nonderivative financial instruments should not be
combined, aggregated, or netted with fair values of derivative
financial instruments except where netting is allowed under FASB
Interpretation No. 39, Offsetting of Amounts Related to Certain
Contracts or FASB Interpretation No. 41, Offsetting of Amounts
Related to Certain Repurchase and Reverse Repurchase
Agreements. (Offsetting amounts under FASB Interpretation
Nos. 39 and 41 is discussed in Chapter 39.) (SFAS 133, par. 531)

3.505 When it is not practicable to estimate the fair value of a financial instru
ent (or class of financial instruments), fair value need not be disclosed. (It is
'acticable to estimate fair value if the estimate can be made without incurring
(cessive costs.) Instead, information pertinent to estimating fair value, such
; the financial instrument's carrying amount, effective interest rate, and
aturity, should be disclosed. In addition, the entity should disclose the rea
ms why it is not practicable to estimate fair value. (SFAS 107, par. 14)

etermining Fair Value

l.506 Financial Instruments with Quoted Market Prices. The fair value
a financial instrument is the amount at which the instrument could be

:changed in a current transaction between willing parties, other than in a

forced or liquidation sale. Ouoted market prices are the best evidence of the
fair value offinanciallnstruments. If a price is quoted for a financial Instrument
on a number of markets, the price in the most active market should be used.

(SFAS -107, paras. 11 and 20)

23.507 Financial Instruments without Quoted Market Prices. When a
quoted market price is not available, fair market val~eshould be estimated
based on either (a) the quoted market price of a financial Instrument With similar
characteristics or (b) the results of a valuation technique, such as the present
value of estimated future cash flows using a discount rate commensurate With
the risks involved, current replacement cost, or pricing models. (SFAS 107,

par. 11)

Financial Instruments Excluded from Fair Value Disclosure

Requirements

23.508 The following financial instruments are specifically excluded from the
fair value disclosure requirements discussed in Paragraph 23.504: (SFAS 107,

par. 8)

,. Employers' and plans' obligations for pension benefits, other
postretirement benefits including health care and life Insurance
benefits, postemployment benefits, employee stock option and
stock purchase plans, and other forms of deferred compensation

arrangements

• Substantively extinguished debt subject to the disclosure
requirements of SFAS No. 140, Accounting for Transfers and Ser
vicing of Financial Assets and Extinguishments of LlabJlitles-a
replacement ofFASB Statement No. 125 (Extinguishment of debt

is discussed in Chapter -\ 4.)

• Insurance contracts

• Lease contracts

• Warranty obligations and rights

• Unconditional purchase obligations subject to the disclosure
requirements of SFAS No. 47, Disclosure of Long-Term Obliga
tions (SFAS NO.47's requirements generally only apply to non
cancelable agreements negotiated in connection With arranging
financing for the facilities that will provide the contracted goods

or services.)
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Chapter 18-Derivative Instruments and Hedging ActiVities
Chapter 21-Equity Method Investments
Chapter 37-Marketable Securities . .
Chapter 54-Transfers and Servicing of Financial Assets

Financial Instrument Disclosures

• Equity investments in consolidated subsidiaries

• Investments accounteclfor under the equity method in accor
dance with the requirements of APB Opinion 1\10. 18, The Equity
Method of Accounting for Investments in Common Stock (Equity
method investments are discussed in Chapter 2'1 .)

• Minority interests in consolidated subsidiaries

• Equity instruments issued by the entity and classified in stock
holders' equity in the balance sheet

SFAS No. 137, Accounting for Derivative Instruments and Heclging Activities
Deferral of the Effective Date of FASB Statement No. 133

SFAS No. 140, Accounting for Transfers and Servicing of Financial Assets and
Extinguishment of Liabilities-a replacement of FASB Statement No. 125

FASB Interpretation No. 45, Guarantors Accounting and Disclosure Require
ments for Guarantees, Including Indirect Guarantees of Indebtedness of
Others

EITF Issue No. 84-5, Sale of Marketable Securities with a Put Option
EITF Issue No. 84-8, Variable Stock Purchase Warrants Given by Suppliers to

Customers
EITF Issue No. 85-9, Revenue Recognition on Options to Purchase Stocl< of

Another Entity
EITF Issue No. 86-'15, Increasing-Rate Debt
EITF Issue No. 86-28, Accounting Implications of Indexed Debt Instruments
EITF Issue No. 88-18, Sales of Future Revenues
EITF Issue No. 99-1 ,Accounting for Debt Convertible into the Stock ofa Consol

idated Subsidiary
EITF Issue No. 99-2, Accounting for Weather Derivatives

SFAS NO.1 07, Disclosures about Fair Value of Financial Instruments
SFAS No. 126, Exemption from Certain Required Disclosures about Financial

Instruments for Certain Nonpublic Entities
SFAS No. 133, Accounting for Derivative Instruments and Hedging Activities

In addition, the fair value disclosures do not apply to trade receivables and pay
abies unless their carrying values do not approximate fair value.

23-8



MARKETABLE SECURITIES

OVERVIEW

37.100 Certain marketable equity securities and all debt securities should be
lassified as either held-to-maturlty, trading, or available-far-sale. Debt securI

~es classified as held-to-maturity should be reported in the balance sheet at
amortized cost. Trading securities should be reported in the balance sheet at
fair value with realized and unrealized gains and losses included in current
period income. Available-far-sale securities also should be reported at fair
value. However, only realized gains and losses from available-for-sale securi
ties should be included in income. Unrealized gains and losses should be
.,..,n,"r+c,rl as other comprehensive income.

01 If the fair value of an available-for-sale or held-to-maturity security is
than its carrying amount and the decline is other than temporary, the carry

amount of the investment should be reduced to fair value through a charge
period income.

ACCOUNTING REQUIREMENTS

DEBT AND EQUITY SECURITIES

37.200 Marketable securities include both debt and equity securities. Debt
~ecurities represent a creditor relationship with another entity. Examples
Include bonds, bankers acceptances, U.S. Treasury notes, convertible debt,
and preferred stock that must be redeemed. Equity securities represent an
ownership interest in another entity (orthe right to buy or sell an ownership inter
est at a determinable price) . Examples of equity securities include common
and preferred stock, warrants, calls, and puts.

Practical Consideration. The guidance in this chapter applies to all invest
ments in equity securities that have readily determinable fair values and all
~vestments in debt securities. The fair value of equity securities is readily
Setermlnable if they are traded on a securities exchange registered with the

EC or In the over-the-counter market, and sales prices or bid-and-asked
qUot~tions are currently available. Similarly, the fair value of a mutual fund is
~.e~dIIY det~rminable if the fair value per share or unit is determined and pub
IS ed and IS the basis for current transactions
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Practical Consideration (Continued).

This chapter also provides guidance on accounting for investments in equity
securities accounted for using the cost method (i,e, cost method invest
ments), Cost method investments include investments in equity securities that
(a) do not have readily determinable fair values and (b) do not qualify for con
solidation (see Chapter 9) or the equity method (see Chapter 21), Accounting
literature provides only limited guidance on accounting for cost method invest
ments, Ordinarily, the investment is originally recorded at cost with dividends
recorded as income in the period received, If a cost method investment is
other-than-temporarily impaired, its carrying amount is reduced to fair value
through a charge to current period income (see paragraph 37.209),

The guidance in this chapter does not apply to the following investments:

• Equity securities accounted for under the equity method (See
Chapter 21,)

• Investments in consolidated subsidiaries (See Chapter 9,)

• Entities whose specialized accounting practices include
accounting for substantially all investments in debt and equity
securities at market or fair value, with changes in value recog
nized in earnings or the change in net assets (e,g" securities
brokers and dealers, defined benefit pension plans, and
investment companies)

• Not-for-profit organizations (See Chapter 64;)

• Derivative instruments and hedging activities (See Chap
ter 18,)

Classifying and Accounting for Marketable Securities

37.201 Accounting for marketable securities varies depending on
(a) whether the security is a debt or equity security and (b) the entity's intent and
3.bility to hold the security to maturity, Consequently, when a security is
3.cquired, it should be classified as either held-to-maturity, trading, or available
for-sale. (SFAS 115, par, 6) The following paragraphs discuss each classifica
tion in further detail. EXHIBIT 37-1 summarizes the general classification and
'eporting requirements,

EXHIBIT 37-1

ACCOUNTING FOR MARKETABLE SECURITIES

I Amount
Type of Reported in the Reporting Gains

Category Investment I Balance Sheet and Losses

Held-to-maturity Debt-Entity Amortized cost, Charge
has positive reduced for nontemporary
intent and ability nontemporary losses to
to hold to declines in fair earnings; do not
maturity value recognize other

unrealized gains
and losses

Trading Debt and Fair value Include
equity-Held unrealized gains
principally for and losses in

I sale in the near current period
term earnings

Available-for-sale Debt and Fair value Charge realized
equity- gains and losses
Securities not and
classified as nontemporary
held-to-maturity unrealized losses
or trading to earnings;

report other
unrealized gains

I and losses as
other
comprehensive
income

Practical Consideration. Recording unrealized gains and losses results in a
temporary difference between the GAAP and tax bases of debt and equity
securities since, for tax reporting, gains and losses are not recognized until
they are realized. As discussed further in Chapter 26, deferred taxes should
be provided for such temporary differences_

37202 Held-to-maturity Securities. A debt security for which the entity has
both the positive intent and ability to hold to maturity should be classified as
held-to-maturity and reported in the balance sheet at its amortized cost.
(SFAS 115, par. 7) If, however, contract terms allow for the debt security to be



prepaid or otherwise settled in such a way that results in the holder
recovering SUbstantially all of ItS recorded investment, the security may no not
clasSified as held-to-maturity (SFAS 140, par. 362) In addition debt t be
should not be classified as held-to-maturity if the entity intends' to hOldsethcuntles

I . d f' . . em for
on y an In e Inlte penod. Thus, forexample, a debt security should not be cia _
slfled as held-to-maturlty if the entity expects that it would be available for s s
In response to the following factors: (SFAS 1-15, ·par. 9) ale

a. Change,s in market interest rates and related changes in the
security s prepayment risk

b. Need for liquidity (for example, due to the withdrawal of deposits,
Increased demand for loans, surrender of insurance policies, or
payment of Insurance claims)

c. Changes in the availability of and the yield on alternative
investments

d. Changes in funding sources and terms

e. Changes in foreign currency risk

37.203 Certain circumstances that are isolated, nonrecurring, and unusual
th~t could not have been. reasonabl~ anticipated may cause an entity to change
ItS Intent to hold.~ secunty to matunty without calling into question its intent to
hold other .secuntles to maturity. Selling a security classified as held-to-maturity
would not Indicate that ItS onglnal classification was incorrect if the decision to
sell IS a result of one of the following factors: (SFAS 115, par. 8)

" The issuer's creditworthiness significantly deteriorates.

• A change in tax law eliminates or reduces the tax-exempt status
of Interest on the debt security.

" A major business combination or disposition necessitates the
sale or transfer of t~e security to maintain the entity's existing
Interest rate nsk position or credit risk policy.

" A regulator significantly increases the industry's capital require
ments causing the entity to downsize by selling the security.

• Therisk weights of debt securities used for regulatory risk-based
capital purposes Increase significantly.

" Events occur that could not be reasonably anticipated and are
Isolated, nonrecurring, and unusual for the entity.

37.205 Available-for-sale Securities. Investments not classified as held-to
maturity or trading should be classified as available-for-sale and reported in the
balance sheet at fair value. (SFAS 115, par. -12)

37·5Marketable Securities

Practical Consideration. The authors believe that, as a practical matter, most
debt securities will not meet the held-to-maturity criteria because they usually
represent the investment of excess funds as part of an entity's cash manage
ment policies. Consequently, they could be sold to meet the entity's cash
needs. SFAS No. -115, Accounting for Certain Investments in Debt and Equity
Securities, does permit entities to designate a portion of their debt securities
portfolio as unavailable to be sold as a part of their cash management policies,
however. In that circumstance, those securities could be designated as held
to-maturity and accounted for at amortized cost.

Practical Consideration. According to a FASB Special Report, A Guide to
Implementation of Statement -/-/5 on Accounting for Certain Investments in
Debt and Equity Securities, the sale of a held to maturity security in response
to a tender offer is not an isolated, nonrecurring, and unusual event and such
a sale may call into question an entity's intent to hold other debt securities to
maturity in the future

In addition, the sale of a debt security classified as held-to-m$turity is consid
ered a maturity if (a) it occurs so near the maturity date (typically within three
months) that changes in market interest rates would not have had an effect on
the security's fair value or (b) the entity has already collected at least 85% of
the principal that was outstanding when the security was acquired. (SFAS 115,
par. 11)

37.204 Trading Securities. Debt and equity securities with readily determin
able fair values should be classified as trading securities and reported in the
balance sheet at fair value if they are purchased and held principally for the pur
pose of selling them in the near term. Trading securities generally are involved
in active and frequent buying and selling with the objective of generating profits
on short-term differences in price. (SFAS 115, par. 12)

GAP 10/04
Marketable Securities37-4
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Practical Consideration (Continued).

ACCOUNTING FOR NONMONETARY TRANSACTIONS

• Transfers of financial assets accounted for in accordance with
the guidance in Chapter 54

38.203 Exceptions to the general rule exist related to like-kind exchanges,
lonreciprocal transfers to owners, and exchanges in which neither the fair
lalue of the asset given up nor the fair value of the asset received is determin
~ble. Those exceptions are discussed in the following paragraphs.

b. If the exchange involves monetary consideration-

(1) the entity receiving the monetary consideration should
recognize a portion of any gain on the transaction In the ratio
of cash received to totalconsicleration received (I.e., cash
plus the fair value of the asset received);

(2) the entity paying the monetary consideration should not
recognize any gain (i.e., the new asset should be recorded
at the surrendered asset's book value plus the cash pay-

ment); and

(3) any losses on the exchange should be recognized by the
entity receiving the monetary conSideration. (APB 29,

paras. 21-22)

Practical Consideration. An impairment loss should be recognized at the
date a long-lived asset is exchanged for a similar productive asset if the carry
ing amount of the asset exceeds its fair value See Chapter 35

The FASB has issued an Exposure Draft of a proposed statement that would
amend APB Opinion No. 29 to eliminate item (b) in paragraph 38204 from
treatment as a like-kind exchange. Under the proposed statement, an
exchange of productive assets not held for sale In the ordinary course of bUSi
ness for similar productive assets would be recorded based on the fair value
of the assets exchanged, unless the exchange lacks commerCial substance.
Consequently, a gain or loss would be recognized on the transaction, as diS
cussed in paragraph 38.202. The proposed statement is expected to be
issued in the fourth quarter of 2004 and would be effective for nonmonetary
asset exchanges in fiscal years beginning after December 15, 2004

exchange generally does not result in the culmination of the earnings process,

the following rules apply:

A like-kind exchange involving only nonmonetary assets should
a. be based on recorded amounts and no gain recognized. (A loss

should be recognized if indicated, however.) Thus, for example,
if a truck with a book value of $20,000 were exchanged for
another truck with a fair value of $25,000, the amount recorded
for the new truck would be $20,000, and no gain or loss would be

recognized.

25,000
10,000

35,000
Machinery-net
Gain on exchange

• Nonmonetary assets or services acquired by issuing the
entity's capital stock accounted for in accordance with the
guidance in Chapter 53

• Stock issued or received in stock dividends or stock splits that
are accounted for in accordance with the guidance in Chap
ter 53

Land

.ike-kind Exchanges

l8.204 In a like-kind exchange, (a) products or property held for sale in the
lrdlnary course of business is exchanged for products or property to be sold
1 the same line of bUSiness or (b) producing assets not held for sale in the
)rdinary course of business are exchanged for similar productive assets (or an
lquivalent interest in the same productive asset). Because a like-kind

38.202 As a general rule, nonmonetary transactions should be recorded the
same as monetary transactions. That is, they should be based on the fair values
of the assets or services involved. Consequently, the amount recorded for an
asset received in a nonmonetary exchange should be the fair value of the asset
given up (or the fair value of the asset received if it is more clearly evident), and
a gain or loss should be recognized on the transaction. (APB 29, par. 18) (The
gain or loss, if any, should be classified as part of continuing operations,
extraordinary items, etc., depending on the circumstances surrounding the
transaction. Chapter 25 discusses classifying transactions in the income state
ment in further detail.) For example, assume that a company exchanges
machinery with a net book value of $25,000 for land appraised at $35,000 and
that, because of the specialized nature of the machinery, there is no readily
:leterminable market value for it. The exchange would be recorded through the
following entry:
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a. An exchange is a like-kind exchange if products or properties
held for sale are exchanged (or similar productive assets are
exchanged) and the assets will be sold in the same line of
business.

Practical Consideration. To illustrate accounting for a like-kind exchange,
assume that ACE Manufacturing acquired a truck with a fair value of $25,000
(book value $21 ,000) from Monroe Company in exchange for a truck with a fair
value of $23,000 (net book value of $20,000) plus a cash payment of $2,000
The entries to record the trade would be as follows:

In EITF Issue 01-2, Interpretations of APB Opinion No. 29, the FASB Emerging
Issues Task Force concluded that the decision about whether an exchange of
nonmonetary assets is a like-kind exchange depends on whether the assets
received will be sold or used in the same line of business as the assets given
up. Thus, the following guidelines generally apply:

ACE Manufacturing
New truck

Old truck-net
Cash

Monroe Company
Cash
New truck

Old truck-net
Gain [($25,000 - $21,000) x

($2,000 -7- $25,000)]

22,000

2,000
19,320

20,000
2,000

21,000

320

Nonreciprocal Transfers to Owners

38.205 Generally, nonreciprocal transfers of nonmonetary assets to owners
should be recorded at fair value if the fair value of the assets distributed are
objectively measurable and could have been realized in an outright sale at or
near the time of the distribution. However, distributions in a reorganization or
liquidation (including spin-offs) or in a rescission of a prior business combina
tion should be based on recorded amounts less any necessary reduction for
impairment of value.

38.206 A prorata distribution to owners of the shares of a company that has
been or is being consolidated or accounted for under the equity method is
considered to be the equivalent of a spin-off. (APB 29, par. 23)

Practical Consideration. An impairment loss should be recognized at the
date a long-lived asset is distributed to owners in a spinoff if the carrying
amount of the asset exceeds its fair value. See Chapter 35.

Fair Value Not Determinable

38.207 The fair value of a nonmonetary asset should be based on sales of
similar assets, quoted market prices, independent appraisals, estimated fair
values of assets or services received, or other available evidence. If neither the
fair value of the asset given up nor the fair value of the asset received can be
determined within reasonable limits, the recorded amount of the asset trans
ferred should be used to measure the transaction. (APB 29, par. 26)

b. An exchange is not a like-kind exchange if a product or prop
erty held for sale is exchanged for a productive asset not held
for sale, even if both are used in the same line of business.
Thus, the transaction should be recorded at fair value.

The EITF also reached the following conclusions:

• If an exchange of nonmonetary assets involves monetary con
sideration of 25% or more of the fair value of the exchange, the
transaction should be considered a monetary transaction.
Consequently, both parties should record the transaction
based on the exchanged assets' fair values.

• If a company acquires control of a subsidiary through an
exchange of securities, the exchange should be accounted for
as a business combination following the guidance of SFAS
No. 141, Business Combinations. (See Chapter 3)

INVOLUNTARY CONVERSIONS OF NONMONETARY ASSETS TO
MONETARY ASSETS

38.208 A nonmonetary asset may involuntarily be converted to a monetary
asset (For example, a building may be totally or partially destroyed by fire or
other disaster.) In such cases, the involuntary conversion should be considered
a monetary transaction and a gain or loss recognized even if the entity reinvests
in a similar nonmonetary asset The gain or loss recognized on the conversion
is the difference between the carrying amount of the nonmonetary asset and
the monetary assets received, if any. (FASBI 30, paras. 1-2)

38209 The preceding guidance does not apply to the involuntary conversion
of a LIFO inventory layer at an interim reporting date (and thus a gain should
not be recognized) if the proceeds are reinvested in replacement inventory by
the end of the fiscal year. If the proceeds are not reinvested in replacement
InVentory by the end of the fiscal year, a gain still should not be recognized so
long as no gain is recognized for tax reporting. (FASBI 30, paras. 2 and 11)
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DISCLOSURE REQUIREMENTS
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OFFSETTING ASSETS AND LIABILITIES

38.500 An entity should disclose the nature of any nonmonetary transactions
that occur during the period, including the basis of accounting for the assets
transferred and gains or losses recognized. (APB 29, par. 28)
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OFFSETTING ASSETS AND LIABILITIES

OVERVIEW

39.100 Related assets and liabilities may be offset and presented in the bal
ance sheet as a net amount if a right of setoff exists. Generally, a right of setoff
exists if four conditions, established by FASB Interpretation No. 39, Offsetting
of Amounts Related to Certain Contracts, are met. FASB Interpretation No. 39
provides certain exceptions to that general rule, however, for fair value amounts
of conditional or exchange contracts executed with the same counterparty
under a master netting arrangement.

ACCOUNTING REQUIREMENTS

GENERAL RULE

39.200 Assets and liabilities should not be offset in a statement of financial
position (i.e" reported at a net amount) unless a right of setoff exists, (APB 10,
par. 7) The right of setoff exists when a debtor has a legal right, by contract or
otherwise, to discharge all or a portion of the debt owed to another party by
applying against the debt an amount that the other party owes to the debtor,
A right of setoff exists when all of the following conditions are met:

a, Each of two parties owes the other a determinable amount.

b. The reporting party has the right to set off the amount it owes
against the amount owed by the other party.

c. The reporting party intends to set off.

d. The right of setoff is legally enforceable. (FASBI 39, par, 5)

Practical Consideration. Insurance proceeds should not be offset against
related litigation liabilities because the receivable and payable are not
between the same two parties, Thus, the circumstance does not meet the crite
rion that each of two parties owe the other determinable amounts.

39201 When determining whether assets and liabilities may be offset,
accountants should note the following:

• The reporting party must actually intend to set off amounts owed.
Thus, even though the ability to offset may exist, assets and
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liabilities should not be offset if the reporting party does not Intend
to set off.

• Because the right of setoff must be enforceable at law, situations
involving state laws and the U.S. Bankruptcy Code, may modify
or restrict the reporting party's right of set off.

• Assets and liabilities need not be denominated in the same cur
rency or bear interest at the same rates to be offset. If an asset
and liability have different maturities, however, only the party with
the earlier maturity may offset since the party with the longer
maturity must settle in the manner the other party selects at the
earlier maturity date.

Practical Consideration. GAAP permits, but does not require, assets and lia
bilities to be offset when a right of setoff exists. Thus, in the authors' opinion,
presenting accounts at their gross amounts would not be a GAAP departure
even though the accounts qualify for offsetting.

OFFSETTING SECURITIES AGAINST TAXES PAYABLE

39.202 Generally, a government's securities should not be offset against
taxes and other liabilities owed to it. The only exception to that rule is when it
is clear that the security purchase is, in effect, an advance payment of taxes
that will be owed in the near future (for example, if a government issues securi
ties that it designates as acceptable for the payment of taxes). (APB 10, par. 7)

OFFSETTING FORWARD, INTEREST RATE SWAP, CURRENCY SWAP,
OPTION, AND OTHER CONDITIONAL OR EXCHANGE CONTRACTS

39.203 Questions have been raised about offsetting conditional or exchange
contracts that are measured at fair value rather than notional amounts or
amounts to be exchanged. FASB Interpretation No. 39 clearly states that the
carrying amount for such contracts is fair value. Thus, so long as the conditions
in Paragraph 39.200 are met, the fair value of contracts in a loss position may
be offset against the fair value of contracts in a gain position. (FASBI 39, par. 8)

Master Netting Arrangements

39.204 Under a master netting arrangement, individual contracts are effec
tively consolidated into a single agreement between the parties. Failure to
make one payment under the master netting arrangement entitles the other
party to terminate the entire arrangement and demand the net settlement of all
contracts. Such arrangements typically do not meet the conditions for offsetting
because the right to set off is conditional (i.e., a party must default). However,

because the FASB believes that presenting aggregate fair values of the individ
ual contracts does not provide information that is more useful than presenting
net amounts, FASB Interpretation No. 39 makes an exception to the general
rule It allows an entity to offset the fair value amounts of forward, interest rate
swap, currency swap, option, and other conditional or exchange contracts that
are executed with the same counterparty under a master netting arrangement.
(FASBI 39, par. 10)

39205 The FASB Interpretation No. 39 exception applies only to fair value
amounts recognized for conditional or exchange contracts executed with the
same counterparty under a master netting arrangement. It does not apply to
other contracts not recorded at fair value (for example, repurchase agreements
and reverse repurchase agreements) that are executed under master netting
arrangements. The FASB concluded that the gross amounts recorded for such
assets and liabilities provide useful information about the timing and amount
of future cash flows that would be lost if the amounts were offset. Thus, such
contracts may not be offset solely because they are executed under a master
netting arrangement; they may be offset only if they meet the conditions in Para
graph 39.200. (FASBI 39, par. 22)

OFFSETTING RECEIVABLES AND PAYABLES FROM REPURCHASE
AND REVERSE REPURCHASE AGREEMENTS

39.206 Amounts recognized as payables under repurchase agreements
may be offset against amounts recognized as receivables under reverse repur
chase agreements if all of the following conditions are met:

a. The repurchase and reverse repurchase agreements are exe
cuted with the same counterparty

b. The repurchase and reverse repurchase agreements have the
same explicit settlement date specified at the inception of the
agreement.

c. The repurchase and reverse repurchase agreements are exe
cuted in accordance with a master netting arrangement. (See
Paragraphs 39.204-.205.)

d. The securities underlying the agreements exist in "book entry"
form and can be transferred only by means of entries in the
records of the transfer system operator or securities custodian.
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f. The reporting entity intends to use the same account at the clem
ing bank or other financial institution at the settlement date to
transact both (1) the cash inflows from settlement of the reverse
repurchase agl'eement and (2) the cash outflows from settlement
of the offsetting repurchase agreement.

e. The agreements will be settled on a securities transfer system
that requires the security's owner of record to initiate the transfer
by notifying its custodian to transfer the security. In addition, an
associated banking arrangement is in place that requires each
party to maintain available cash on deposit only for the amount
of any net payable unless it fails to instruct its securities custodian
to transfer securities to its counterparty. It must be probable that
the associated banking arrangement will provide sufficient day
light overdraft or other intraday credit at the settlement date for
each of the parties.
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The reporting party may offset related receivables and payables regardless of
whether it actually intends to set off the amounts. (FASBI 41, par. 3) Thus, the
requirements provide an exception to the general rule discussed in Para
graph 39.200.

CIRCUMSTANCES NOT COVERED BY FASB INTERPRETATION NO. 39

39.207 FASB Interpretation No. 39 does not apply to offsetting cash balances
on deposit in banks and other financial institutions because it states that
amounts on deposit should not be considered to be amounts owed to the
depositor. Accordingly, the condition in item a. in Paragraph 39.200 is not met.

39.208 The Interpretation also does not address derecognition or nonrecog
nition of assets or liabilities. Derecognition is the removal of a recognized asset
or liability, for example, by sale of the asset or extinguishment of the liability, and
generally results in a gain or loss. Nonrecognition, on the other hand, involves
not recognizing assets or liabilities (commonly known as off-balance-sheet
financing) and, therefore, results in no gain or loss. The Interpretation clarifies
that offsetting relates solely to the display of a recognized asset or liability, III

contrast to derecognition or nonrecognition, which relates to the measurement
of assets or liabilities. (FASBI 39, par. 5)

39.209 FASB Interpretation No. 39 does not supersede or amend ot~er

pmnouncements that require a particular accounting treatment in speCifiC
circumstances. (FASBI 39, par. 7)



ACCOUNTING REQUIREMENTS

DEFINITION OF A FINANCIAL ASSET

a. receive cash or another financial instrument from the first entity
or

54-1

OVERVIEW

TRANSFERS AND SERVICING OF
FINANCIAL ASSETS

54.200 A financial asset is cash, evidence of ownership in an entity, or a con
trElct that conveys to another entity the right to-- (SFAS 107, par. 3)

54.102 In addition, in certain circumstances in which a secured party has the
right to resell or repledge a financial asset pledged as collateral, the debtor
should reclassify the pledged asset and report it separately from unencum
bered assets in the statement of financial position. The secured party (lender)
should not recognize the pledged asset unless the debtor defaults.

b. exchange other financial instruments on potentially favorable
terms with the first entity.

54.101 A transferor has surrendered control over transferred assets if (a) the
transferred assets have been isolated from the transferor, (b) each transferee
(or holder of beneficial interests if the transferee is a qualifying special-purpose
entity) has the right to pledge or exchange the assets, and no condition
constrains that right and provides more than a trivial benefit to the transferor,
and (c) the transferor does not maintain effective control over the transferred
assets through a repurchase agreement or the ability to unilaterally make the
holder return specific assets (other than through a cleanup call).

54.100 After a transfer of financial assets, an entity recognizes the financial
and servicing assets it controls and liabilities it has incurred. When control of
financial assets has been surrendered, the entity removes the financial assets
from its balance sheet. A transfer of financial assets in which the transferor has
surrendered control over those assets is accounted for as a sale to the extent
consideration other than beneficial interests in the transferred assets is
received in exchange.

GAP 10/04



ACCOUNTING FOR TRANSFERS OF FINANCIAL ASSETS

Practical Consideration. Financial assets are types of financial instruments,
which are discussed further in Chapter 23.

54.202 Control over transferred assets has been surrendered if all of the fol
lowing conditions have been met: (SFAS 140, par. 9)

54-3Transfers and Servicing of Financial Assets

a. The SPE must be demonstrably distinct from the transferor

(2) Passive derivatives that pertain to beneficial interests (other
than another derivative) issued or sold to parties other than
the transferor, its affiliates, or its agents.

(1) Passive financial assets transferred to it.

b. The SPE's permitted activities must be (1) significantly limited,
(2) entirely specified in the legal documents that created the SPE
or the beneficial interests in the transferred assets that it holds,
and (3) significantly changed only by approval of the holders of
at least a majority of the beneficial interests held by entities other
than the transferor and its affiliates (or agents).

c. An SPE may hold only:

Practical Consideration. A financial asset or derivative is passive only if
holding the asset does not involve the holder in making decisions other than
those related to servicing. An equity instrument is not passive if the qualifying
SPE can use the voting rights and determine how to vote. An investment is not
passive if the SPE or related entity can exercise control or significant influence
over the investee.

Practical Consideration. Many kinds of entities, such as banks, insurance
companies, pension plans, or investment companies, have powers that can
not be sufficiently limited to meet all the conditions for a qualifying SPE.

Practical Consideration. For an SPE to be demonstrably distinct from the
transferor, it cannot be unilaterally dissolved by any transferor, its affiliates, or
agents. Also, either (1) parties other than any transferor or its affiliates or agents
must hold at least 10% of the fair value of the beneficial interests or (2) the trans
fer must be a guaranteed mortgage securitization. Some of the ways in which
an SPE could be unilaterally dissolved include holding sufficient beneficial
interests to demand that the trustee dissolve the SPE, the right to call all the
assets transferred to the SPE, and a right to call or prepay the beneficial inter
ests held by other parties.

GAP 10104GAP 10104Transfers and Servicing of Financial Assels

a. The transferred assets have been isolated from the transferor
(that is, put beyond the reach of the transferor and its creditors,
even if the transferor is in bankruptcy or receivership).

b. Each transferee [or holder of beneficial interests if the transferee
is a qualifying special-purpose entity (SPE)] has the right to
pledge or exchange the transferred assets (or beneficial inter
ests) it received, and no condition both (1) constrains the trans
feree (or holder) from taking advantage of that right (2) provides
more than a trivial benefit to the transferor.

Practical Consideration. In some industries, such as the mortgage banking
industry, it is common for the transferor to secure financial assets and retain
all of the beneficial interests in the qualifying special purpose entity as securi
ties. The retained securities provide the transferor with more financial flexibility
because they can more easily be sold or pledged as collateral on borrowed
funds than the transferred assets. However, the transfer does not meet the cri
teria to be accounted for as a sale (discussed in Paragraph 54.201) because
the transferor has not received consideration other than the beneficial interests
in the transferred assets. Consequently, the transfer should be accounted lor
as a secured borrowing and pledge of collateral. (See Paragraph 54.214.)

c Effective control over the transferred assets is not maintained by
the transferor through (1) an agreement that both entitles and
obligates the transferor to repurchase or redeem the assets
before their maturity or (2) the ability to unilaterally cause the
holder to return specific assets (other than through a clean-up
call).

54.203 A qualifying special-purpose entity (discussed in Paragraph 54.202,
item b.) is a trust or other legal vehicle that meets all of the following criteria
(SFAS 140, par. 35):

54.201 A transfer of financial assets in which the transferor surrenders control
over the financial assets should be accounted for as a sale to the extent that
consideration (other than beneficial interests in the transferred assets) is
received in exchange.

54-2



Practical Consideration. A derivative pertains to beneficial interests only if it:

Practical Consideration. An example of a permitted disposal is adefault by
the obligor. An example of a disposal that would not be permitted IS a power
that allows the SPE to choose whether to dispose of or hold transferred assets
due to a decline in fair value or a default.

54·4 Transfers and Servicing of Financial Assets

a. Is entered into when the qualifying SPE issues beneficial inter
ests to parties other than the transferor, its affiliates or agents
or when a passive derivative needs to be replaced when an
event or circumstance outside the control of the transferor, affili
ates or agents and specified in the SPE's legal documents
occurs.

GAP 10/04 GAP 10/04 Transfers and Servicing of Financial Assets

of those transferred assets by a specified degree below the
fair value of those assets when obtained by the SPE.

54·5

54.204 After financial assets are transferred, the transferor should continue
to carryon its balance sheet any retained interest in the transferred assets The

(3) The transferor exercises a call or removal-of-accounts pro
vision (ROAP) specified in the legal documents that created
the SPE, transferred assets to the SPE, or created the bene
ficial interest in the transferred assets that it holds

(4) The SPE terminates or the beneficial interests in those finan
cial assets mature on a fixed or determinable date stated at
inception.

Qualifying SPEs should not be consolidated in the transf~ror's (or affiliates')
financial statements. In addition, a variable interest holder In a qualifying SPE
should not consolidate the SPE unless the variable interest holder can unilater
ally liquidate or change the SPE so that it no longer meets the preceding crite
ria. [FASBI 46(R), par. 4d]

A beneficial interest holder (other than the transferor or its
affiliates or agents) exercises a right to put that holder's
beneficial interest back to the SPE.

(2)

Practical Consideration. A previously qualifying SPE that does not meet one
or more of the conditions in paragraph 54.203 should continue to be conSid
ered a qualifying SPE if it maintains its qualifying status based on prevIous
accounting standards, does not issue new beneficial Interests after the effec
tive date, and does not receive assets it was not already committed to receive

The FASB has issued an exposure draft of a proposed Statement that would
clarify and amend the provisions of SFAS No. 140 related to the issuance of
beneficial interests and commitments to provide additional assets to fulfill
obligations to the beneficial interest holders. The proposed Statement would
discourage conversion of certain entities to qualifying SPEs to avoid the con
solidation rules related to variable interest entities. The proposed Statement
would apply prospectively to transfers occurring after the beginning of the first
interim or annual period following its issuance. A revised exposure draft IS
expected in the first quarter of 2005.

(4) Servicing rights for the financial assets that it holds

b. Has a notional amount that is initially not greater, and is not
expected to be greater, than the amount of those beneficial
interests.

(3) Financial assets, such as guarantees or rights to collateral,
that would reimburse it if others failed to service financial
assets transferred to it, or pay obligations due to it, and that
it entered into when it was established, when assets were
transferred to it, or when beneficial interests (other than
derivatives) were issued by the SPE.

(5) Nonfinancial assets (if held temporarily) that are acquired in
connection with the collection of financial assets that it holds

c. Has characteristics that relate to some risk associated with
those beneficial interests or related transferred assets, and
partially or fully (but not excessively) counteracts them.

(6) Cash collected from assets that it holds and appropriate
investments, such as money-market or other relatively risk
free instruments without options and with maturities no later
than the expected distribution date, bought with such cash
for distribution to holders of beneficial interests.

(1) An event or circumstance occurs that is (a) specified in the
SPE's legal documents, (b) outside the control of the trans
feror or its affiliates or agents, and (c) causes, or is expected
(at the date of transfer) to cause a decline in the fair value

d. If permitted to dispose of noncash financial assets, an SPE may
do so only in response to one of the following conditions:

A derivative would not be passive if it includes an option that lets the SPE
decide to call or put other financial instruments.



d, Recognize any gain or loss on the sale,

The transferee should record any assets obtaineel and liabilities incurred at fair
value,

b, Record all assets received and liabilities incurred as proceeds
from the sale,

54-7Transfers and Servicing of Financial Assets

d The assets to be repurchased or redeemed are the same (or sub
, stantially the same) as the transferred assets,

GAP 10/04

~ actical Consideration. The assets transferred and the assets to be repur~
c~ased or redeemed are substantially the same If they have all of the follow
ing characteristics:

a. Generally, the same primary obligor (For debt guaranteed by a
government, central bank, or governmental agency, the guar
antor and the terms of the guarantee must be the same.)

b. Identical form and type, resulting in the same risks and rights

c, The same maturity (similar average weighted maturities that
result in the same approximate market yield for mortgage
backed pass-through and pay-through securities)

d. Contractual interest rates that are identical

e, Similar collateral

The same aggregate unpaid principal amounts or principal
f. amounts within accepted standards for the type of security

involved

Practical Consideration. The FASB has issued an Exposure Draft of a pro
posed statement that would provide guidance on measUring fair value, The
guidance would apply to determining fair value when quoted market pnces are
not available, The proposed statement would be effective for finanCial state
mentsfor periods beginning after June 15, 2005, With earlier application
encouraged,

Fair Value

54,208 Fair value of financial assets should be based on quoted market
rices when available, If quoted market prices are no~ available, fair value, I~

based on the best information available, Fair value of Similar assets and liabili
ties and the results of valuation techniques (such as the present value of esti
mated future cash flows using a discount rate commensurate With the risks
involved option pricing models, matrix pricing, option-adjusted spread mod
els, and' fundamental analysis) should be considered when estimating fair
value, (SFAS -140, par, 69)

Transfers and Servicing of Financial Assets
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previous carrying amount should be allocated between the assets solei and an
retained interests based on their relative fair values at the date of transfe~
(SFAS 140, par 10) ,

a, The transferor is able to repurchase or redeem the assets on sub
stantially the agreed upon terms even in the evenf of default by
the transferee,

c, Measure the assets received and liabilities incurred at fair value,
(See Paragraphs 54,208-210,)

54,205 For transfers that meet the conditions to be accounted for as a sale
(see Paragraph 54,201), the transferor (seller) should: (SFAS 140, par, -11)

a, Oerecognize (that is, remove from the balance sheet) all assets
sold,

54.206 If financial assets are exchanged for cash or other consideration, but
the transfer does not meet the criteria for sale discussed in Paragraph 54.201,
the transferor and transferee should account for the transfer as a secured
borroWing and pledge of collateral. (SFAS 140, par, 12) (See Para
graph 54,214,)

Agreements That Maintain Effective Control over Transferred Assets

54,207 When financial assets are transferred, the transferor may enter into an
agreement with the transferee that in substance results in the transferor main
taining effective control over the assets, If so, the transaction should be
accounted for as a secured borrowing. (See Paragraph 54,214,) An agreement
maintains the transferor's effective control over transferred assets if it both
entitles and requires the transferor to repurchase or redeem transferred assets
from the transferee and meets all of the follOWing conditions: (SFAS 140,
par, 47)

b. The agreement is for the repurchase or redemption of the assets
prior to maturity at a fixed or determinable price,

c, The agreement is entered into concurrently with the transfer,

Not Practicable to Estimate Fair Values

54.209 Assets obtained should be recorded at zero if it is not practicable for
the transferor to estimate their fair values, If it is not pra~tlcable for the transfero~
to estimate the fair values of liabilities incurred, no gain should be recognize



Servicing Assets and Liabilities

c. SerVicing assets purchased or servicing liabilities assumed
should be recorded at fair value.

d. SerVicing liabilities undertaken in a sale or securitization should
be recorded at fair value, if practicable.
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Loans sold
Servicing Asset
Interest-only strip

receivable

Total

Cash proceeds
Servicing asset
Interest-only strip receivable

Allocation of Carrying Amount Based on Relative Fair Values

Percentage Allocated
of Total Carrying

Fair Value Fair Value Amount
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EXHIBIT 54-1

ILLUSTRATION OF THE ACCOUNTING FOR A TRANSFER
OF FINANCIAL ASSETS WITH SERVICING RETAINED

To illustrate a transfer of financial assets with servicing retained, assume ABC,
Inc. originates $10,000 of loans that yield 10% interest income for their esti
mated lives of 9 years. ABC, Inc. sells the $10,000 principal plus the nght to
receive interest income of 8% to XYZ, Inc. for $10,000. Servicing of the loans
will continue to be handled by ABC, Inc. for compensation equal to half of the
interest income not sold. The remaining half of the interest income not sold is
considered to be an interest-only strip receivable. The fair value of the loans
and servicing is $11,000 at the date of transfer. ABC, Inc. estimates the fair
value of the servicing asset to be $400.

Fair Values

g. Servicing assets should be subsequently measu~ed for impair
ment. Impairment should be recognized by recording a valuation
allowance.

h. Servicing liabilities should be amortized into income in proportion
to and over the period of estimated net servicing loss. However,
if subsequent events (such as higher servicing expenses than
originally estimated) result in an increase in the fair value of the
servicing liability, the increased liability should be charged to
earnings.

EXHIBIT 54-1 illustrates accounting for a transfer of financial assets with
servicing retained.

Transfers and Servicing of Financial Assets

a. Servicing assets and servicing liabilities should be reported sep
'arately in the statement of financial position.

b. SerVicing assets retained in the sale or securitization of the assets
being serviced should be recorded at their allocated carrying
amount based on relative fair values (if practicable) at the date
of sale or securitization.

b. The amount that would be recognized under SFAS No. 5
Accounting for Contingencies as interpreted by FASBI 14, Rea~
sonable Estimation of the Amount of a Loss. SFAS No.5 requires
an entity to accrue a liability for loss contingencies that are both
probable and reasonably estimable. If a loss is probable, but only
a range of loss can be reasonably estimated, the minimum
amount of the range should be accrued unless another amount
is a better estimate. (See Chapter 10 for further guidance on
accounting for contingencies.)

e. Rights to future interest income from serviced assets in excess of
contractually specified servicing fees should be accounted for
separately from servicing assets.

f. SerVicing assets should be amortized into income in proportion
to and over the period of estimated net servicing income.

a. The excess, if any, of (1) the fair values of assets obtained less
the fair value of other liabilities incurred (that is, those liabilities for
which it is practicable to estimate fair value) over (2) the total car
rying value of the assets transferred.

54-8

on the transfer and the liabilities incurred should be recorded at the gre t
(SFAS 140, par. 71) a er of:

54.210 Wh.en an entity is obligated to service financial assets, it should recog
nize a seNlcing asset or a servicing liability for the servicing contract. The con
tract to service financial assets should be accounted for separately from the
financial assets as follows: (SFAS 140, par. 63)



54.211 Servicing Contracts Prior to January 1,1997. For servicing con
tracts entered into prior to January 1, 1997, previously recognized servicing
fights and excess servicing receivables (receivables for fees that do not
exceed servicing fees specified in the contract) should be combined (net of
any prevl?u~ly recorded servicing liabilities recorded under the contract) as an
asset or liability. Previously recognized servicing receivables that exceed fees
specified in the contr.act should be reclassified as interest-only strips receiv
able .. Resulting servIcing assets or liabilities should be subsequently measured
as discussed In Paragraph 54.210. Resulting interest-only strips receivable
should be subsequently measured as discussed in Paragraph 54.212.
(SFAS 140, par. 20)

Financial Assets Subject to Prepayment

54.212 Except for derivative instruments SUbject to the guidance in Chap
ter 18, financial assets (such as interest-only strips, other receivables, or
retained interests in securitizations) that contractually can be prepaid or other
wise settled In a manner that the holder would not recover substantially all of
Its carrying value should be SUbsequently measured like investments in debt
securities classified as available-far-sale or trading. (SFAS 140, par. 14) Conse
quently, changes in fair value (i.e., unrealized holding gains and losses) should
be accounted for as follows: (SFAS 115, par. 13)

54-11Transfers and Servicing of Financial Assets

b Available-for-sale securities. Unrealized gains and losses should
be reported as other comprehensive income. Realized gains and
losses should be included in income in the period they are
realized.

54.214 A debtor may grant a security interest in assets to a lender to serve
as collateral for its debt, and the lender may be allowed to sell or repledge the
collateral.

a. If the lender has the right (by contract or cllstom) to sell or
repledge the collateral, the debtor (transferor) should reclassify

a. Trading securities. Unrealized gains and losses should be
included in earnings in the period they arise

Practical Consideration. SFAS No. 133, Accounting for Derivative Instru
ments and rledging Activities, requires all or a portion of unrealized gains or
losses on an available-for-sale security designated as the hedged item in a
fair value hedge to be recognized in earnings during the period orthe hedge.
See Chapter 18.

54.215 The accounting for collateral depends on whether the lender has the
right to sell or repledge the collateral as follows: (SFAS 140, par. 15)

GAP 10/04

54.213 When an entity transfers receivables to another entity (the transferee),
it often does so with recourse. In such a case, the transferee has the right to
receive payment from the transferor or the transferor must repurchase the
receivables if the debtor defaults. Transfers of receivables with recourse must
meet the conditions in Paragraph 54.202 to be accounted for as a sale. The
effect of recourse provisions on the application of Paragraph 54.202 may vary
by jurisdiction. In some jurisdictions, the transfer of receivables with full
recourse may not place the transferred assets beyond the reach of the trans
feror and its creditors (however, transfers with limited recourse may). if the
transfer of receivables with recourse does not meet the conditions in Para
graph 54.202, the transfer should be accounted for as a secured borroWing.
(SFAS 140, par. 113) (Secured borrowings are discussed in Para
graph 54.214).

ACCOUNTING FOR SECURED BORROWINGS

Transfers of Receivables with Recourse

Chapter 37 discusses accounting for investments in marketable securities in
more detail.

GAP 10104
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EXHIBIT 54-1 (Continued)
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Gain on Sale

Cash
Loans
Gain on sale

Net proceeds
Carrying amount of loans sold
Gain on sale

Journal Entries

To record transfer
Servicing asset
Interest-only strip receivable

Loans

To record servicing asset and interest-only strip receivable.
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a. For collateral:

DISCLOSURE REQUIREMENTS

b. The nature of restrictions placed on assets set aside solely for sat
isfying scheduled payments on a specific liability.

54-13Transfers and Servicing of Financial Assets

(3) The key assumptions used to determine, at the tim~ of secu
ritization the fair value of retained interests (The disclosure
should i'nelude, at a minimum, quantitative information

A description of financial assets obtained or liabilities incurred
c. during the period for which it is not practicable to estimate the fair

value and the reasons why it is not practicable to estimate fair
value.

d. For all servicing assets and liabilities:

(1) The amounts of servicing assets and liabilities recorded and
amortized during the period.

(2) The fair value of recorded servicing assets and liabilities (for
which it is practicable to estimate fair value) and the method
and significant assumptions used in estimating fair value.

(3) For any valuation allowances for impairme~t of recorded
servicing assets, the beginning and ending balances,
aggregate additions charged to operations and the aggre
gate reductions credited to operations, and the aggregate
direct write-downs charge to the allowance for all periods in
results of operations are reported.

(4) The risk characteristics of the underlying financial assets
used to group recognized servicing assets for purposes of
measuring impairment (for example, whether servIcing
assets were grouped for impairment evaluation based on
the underlying assets' type, size, interest rate, term, etc.)

e. If the entity has securitized financial assets during any period pre
sented and accounts for that transfer as a sale, for each major
asset type (for example, mortgage loans, credit card receivables,
and auto loans):

(1) Its accounting policies for initially measuring the re.tained
interests, if any, including the method used to determine fair
value

(2) The characteristics of securitizations (i. e., a description of
the transferor's continuing involvement with the transferred
assets, including, but not limited to', servicing, recourse,
and restrictions on retained interests) and the gain or loss
from the sale of financial assets in securitizations

GAP 10/04GAP 10/04
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the asset and report the asset separately from unencumbered
assets in its statement of financial position.

(1) the entity's policy for requiring collateral or other security
interests for repurchase agreements or securities lending
transactions.

(2) as of the latest statement of financial position presented, the
carrying amount and classification of any assets that have
been pledged by the entity as collateral and are not reclas
sified and separately reported and

(3) if the entity has accepted any collateral that it is permitted
to sell or repledge, the fair value on the date of each state
ment offinancial position presented of that collateral and
any portion of it that has been sold or repledged. Informa
tion about the sources and uses of the collateral should also
be provided.

b. If the lender sells collateral pledged to it, the lender should recorel
the proceeds from the sale and the liability for returning the
collate ral.

c. A debtor that defaults under the terms of the secured borrowing
and is no longer entitled to redeem the pledged asset should
remove the pledged asset from its balance sheet. The lender
should record the collateral as an asset initially measured at fair
value. If the lender has already sold the collateral, it should
remove the obligation to return the collateral from its balance
sheet.

d. Except as allowed in item c., the debtor should continue to carry
the collateral as its asset, and the lender should not recognize the
pledged asset.
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54.500 The following information should be disclosed about transfers and
servicing of financial assets: (SFAS 140, par. 17)



(1) The entity's accounting policies for sUbsequently measur
Ing the retained interests, including the method used to
determine fair value

f. If the entity has retained interests in securitized financial assets
at the date of the last statement of financial position presented
for each major asset type (for example, mortgage loans, credit
card receivables, and auto loans):

(2) The, key assumpt,ions used in subsequently measuring the
retained Interests fair value (The disclosure should include
at a minimum, quantitative information about discount rates:
expected prepayments including the expected weighted
average life of, prepayable financial assets, and anticipated
credit losses, Including any expected static pool losses,)

(3) A sensitivity analysis or stress test shoWing the hypothetical
effect on the retained interests' fair value of two or more
unfavorable variations from the expected levels for each
key assumption that is reported under (2) above indepen
dentl~ f~om any change in another key assumption, (A
descnptlon of the objectives, methodology, and limitations
of the sensitivity analysis or stress test should be provided.)

(4) For securitized assets and any other financial assets man
aged with them (a) the total principal amount outstanding,
the portion derecognized, and the portion that continues to
be recognized in each category as reported in the financial
statements at the end of the period, (b) delinquencies at the
period's end, and (c) credit losses during the period, net of
recovenes,
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Disclosure of average balances during the period is encouraged,
but not required.

If the disclosures in Paragraph 54,500 relate to a variable interest
entity, they should be included in the same footnote as the disclo
sures about variable interest entities required by FASBI No. 46,
Consolidation of Variable Interest Entities, [FASBI 46(R), par, 25]
(See Chapter 9,)

AUTHORITATIVE LITERATURE AND RELATED TOPICS

RELATED PRONOUNCEMENTS

AUTHORITATIVE LITERATURE

SFAS No.1 07, Disclosures about Fair ~alue of Financial Instruments ,
SFAS No. 115, Accounting for Certain Investments In Debt and EqUity

Securities , , , ,
SFAS No, 140, Accounting for Transfers and Servicing of Financial Assets and

Extinguishments of Lfabilities-a replacement of FASB Statement ,No. 125
FASB Interpretation No. 46(R), Consolidation of Vanable Interest Entities ,
FASB Technical Bulletin 01-1, Effective Date for Certain Financial Institutions

of Certain Provisions of Statement 140 Related to the Isolation of Trans
ferred Financial Assets

EITF Issue No, 84-5, Sale of Marketable Securities with a Put Option
EITF Issue No, 84-20, GNMA Dollar Rolls
EITF Issue No, 84-39, Transfers of Monetary and Nonmonetary Assets among

Individuals and Entities Under Common Control
EITF Issue No, 86-8, Sale of Bad-Debt Recovery Rights
EITF Issue No. 87-30, Sale of a Short-Term Loan Made under a Long-Term

Credit Commitment , .
EITF Issue No. 88-20, Difference between Initial Investment and Pnnclpal

Amount of Loans in a Purchased Credit Card Portfolio ,
EITF Issue No. 88-22, Securitization of Credit Card and Other ReceIVable

Portfolios " . . th
EITF Issue No,' 90-18, Effect of a "Removal of Accounts ProvIsion on e,

Accounting for a Credit Card Securitization
EITF Issue No, 92-2, Measuring Loss Accruals by Transferors for Transfers of

Receivables with Recourse ,
EITF Issue No. 96-10, Impact of Certain Transactions on the Held-to-Matunty

Classification under FASB Statement No. 115

Transfers and Servicing of Financial Assets

about discount rates, expected prepayments including the
expected weighted-average life of prepayable financial
assets, and any anticipated credit losses,)

(4) Cash flows between the securitization SPE and the trans
feror, unless reported separately in the financial statements
or notes (The disclosure should include proceeds from new
sec,uritizations, or from collections reinvested in revolving
penod secuntlzatlons, purchases of delinquent or
foreclosed loans, servicing fees and cash flows received on
retained interests,)
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