
 

www.iabcentre.com  2A Agatangeghosi St. 

Tel: (374 10) 544680 542311   Yerevan 0023, Armenia 

The end of financial assets as we knew them. 
 

At long last the International Accounting Standards Board (IASB) has produced some kind of 

solution to the constant complaints from the finance sector over the requirement in IAS 39 to 

value investments at year-end market values in their annual financial statements. The thrust of 

the complaints from the finance sector was that the fall in market values as a result of the 

financial crisis was making it necessary for companies to report losses that were not realised, and 

might never be realised since the company had no intention of selling the investments. 

 

IFRS 9, which will eventually replace IAS 39, was published by IASB in November 2009. At this 

stage it deals only with the classification and measurement of financial assets, the standard on 

financial liabilities and other issues concerning financial instruments such as derecognition, 

hedge accounting and impairment will follow at a later date. IASB intends to replace IAS 39 with 

IFRS 9 completely by the end of 2010. IASB considered that a new standard on financial assets 

was a priority since it was this part of IAS 39 that has been the subject of much public comment 

during the recent financial crisis. 

 

Some parts of the new standard will be welcome; the increased opportunities to use amortised 

cost rather than fair value will be a relief to many entities in the finance sector. Other parts, such 

as the elimination of the original cost basis for unquoted securities, might result in an increased 

cost of creating the information needed. Although the new standard is not effective until 1 

January 2013, earlier application is permitted and so entities could apply it for 2009. However, 

some inconsistencies (usually called accounting mismatch) might arise if assets are dealt with 

according to IFRS 9 and liabilities according to IAS 39. Insurance companies in particular will 

probably wish to wait until the work on IFRS 4 is completed before considering the application of 

IFRS 9. It seems that the IASB have determined this long lead time so as to allow some countries 

time to translate the new standard into the local language and to provide time for the remaining 

phases of the improvement project to be implemented. 

 

The old classifications of financial assets have gone completely; in particular there is no such 

thing as a ‘held to maturity investment ‘or ‘available for sale financial asset’ and the impact of 

management’s intentions on individual financial assets has been replaced by what is known as 

the ‘business model’ for managing financial assets. For example, some entities might hold 

investments with the objective of trading with them for profit; others might hold them so as to 

collect the contractual cash flows. These are two distinct business models that have a profound 

effect on how some securities are valued. 

 

One of the problems that entities had under IAS 39 was being allowed to classify their fixed 

interest securities as ‘held to maturity’ so that they could be valued at amortised cost. The 

‘tainting’ provisions in IAS 39 often meant that the occasional disposal of such securities resulted 

in having to classify all similar securities as ‘available for sale’ (rather than held to maturity) and 
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therefore having to suffer from the volatility that arises by revaluing the assets to market value 

at each year end even when there was no intention of selling them. Under the new rules the 

occasional sale of such securities is not inconsistent with the business model of holding assets to 

collect the contractual cash flows. IASB recognised that very few business models involve holding 

all instruments until maturity although frequent buying and selling of such securities suggests 

that the business model is one of trading rather than holding them to collect the contractual cash 

flows. 

 

Under IFRS 9, a financial asset shall be measured at amortised cost if both of the following 

conditions are met: 

(a) the asset is held within a business model whose objective is to hold assets in order to collect 

contractual cash flows. 

(b)  the contractual terms of the financial asset give rise on specified dates to cash flows that are 

solely payments of principal and interest on the principal amount outstanding. 

 

For the purposes of this provision, interest is consideration for the time value of money and for 

the credit risk associated with the principal amount outstanding during a particular period of 

time. 

 

If any financial asset cannot be measured at amortised cost under the above provisions, it must 

be measured at fair value. 

 

So, the different types of financial asset have gone and there are only the two options for 

measuring their carrying value; financial assets shall be measured at amortised cost if they satisfy 

the above conditions, otherwise they must be measured at fair value. Unfortunately, the old rule 

that allowed some securities with no active market to be valued at cost has gone and some effort 

will now have to be made to measure their fair value if they do not satisfy the requirements that 

allow them to be measured at amortised cost. 

 

A gain or loss on a financial asset that is measured at fair value must be recognised in profit or 

loss unless the financial asset is an investment in an equity instrument and the entity has elected 

to present gains and losses on that investment in other comprehensive income. The election to 

treat gains and losses on equity instruments as other comprehensive income is an irrevocable 

election that must be made on initial recognition but this election is not available if the asset is 

held for trading.  

 

The introduction of IFRS 9 has resulted in changes to other standards. In particular, some of the 

reclassification rules in IAS 1 have been deleted. The requirement in IAS 1 to reclassify to profit 

or loss the previously recognised gains on available for sale financial assets has been deleted. 

That particular reclassification was often referred to as ‘recycling’ and its deletion is partly a 

result of the fact that there is no longer a category of financial asset called available for sale. 

Example 
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Amortised cost or fair value 

The following example illustrates how the right to value fixed interest securities at amortised 

cost instead of fair value can have a significant impact on reported results. 

 

An entity has purchased some loan securities that have a nominal value of $100,000 and a 

coupon rate of interest of 8%. The securities are redeemable in 5 years from now at a premium 

of 10%. The market rate of interest on securities with the level of risk associated with these 

securities is 10%. Consequently, the amount paid by the entity to acquire these securities was 

$98,628. 

 

Under the rules that allow the securities to be carried at amortised cost, the securities would be 

valued at each year end as follows: 

 

Year 1 $100,490 

Year 2 $102,539 

Year 3 $104,793 

Year 4 $107,273 

Year 5 $110,000 

 

These amounts would also represent the fair values at each year end unless there was some 

change in market conditions. However, imagine that the market changed quite significantly at 

the end of Year 2 and under the new conditions an investor in this type of security would expect 

a return of 13%. It can be calculated that the securities would now have a fair value at the end of 

Year 2 of $95,125. If the entity holding these securities had been involved in other transactions 

that ‘tainted’ any claim of the intention to hold these securities until maturity, they would have 

to be carried at fair value under the rules in IAS 39. This would involve recognising a loss at the 

end of Year 2 of (102,539 – 95,125) $7,414.  

 

Under the new rules in IFRS 9 the test on whether or not amortised cost can be used will be 

related more to the business model of this entity rather than the effect of management’s 

transactions with similar securities. As stated by IASB, selling some securities before the maturity 

date is not necessarily inconsistent with the business model of holding assets in order to collect 

the contractual cash flows from those assets. However, the frequent buying and selling of such 

securities is an indication of trading and would require the assets to be carried at fair value. It 

remains to be seen how these new rules will be interpreted in practice. 
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