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This Standard replaces SSAP-26: Accounting for Defeasance of Debt (1990);
although that Statement will continue to apply until the completion of
accounting periods which begin prior to 1 September 1995.

This Sandard should be read in the context of the Explanatory Foreword to
General Purpose Financial Reporting published by the Council,
Institute of Chartered Accountants of New Zealand.

The Accounting Standards Review Board (the Board) has approved FRS-26:
Accounting for Defeasance of Debt, for the purposes of the Financial Reporting
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Act 1993, to apply to reporting entities, the Crown and all departments, Offices of
Parliament and Crown entities (each of which is defined in the Act).

The Board has also approved this Standard to apply to local authorities
(as defined in the Act) from 1 July 1998.

1 INTRODUCTION

COMMENTARY

1.1 This Standard deals with the circumstances irchvtiie liability of a debtor
for a debt may be considered extinguished by dafezes the accounting methods
to be employed, and the required disclosure ineetspf debt defeasance.

1.2 TheSatement of Concepts for General Purpose Financial Reporting defines

a liability as a future sacrifice of service potahor of future economic benefits
that the entity is presently obliged to make toeotkntities as a result of past
transactions or other past events. In this Stahdlae word liability is used
interchangeably with the word debt.

1.3 The liability of a debtor may be extinguished:

(@) by repayment or replacement with another lighili

(b) through legal defeasance, including forgivenassumption of the obligation
by a third party or legal judgement; or

(c) through an in-substance defeasance.

1.4 The Financial Reporting Standards Board ressgnihat in a number of
cases there may be differences betweenSthtement of Concepts for General
Purpose Financial Reporting and the specific requirements of particular finahc
reporting standards. This Standard requires aallst certain condition regarding
non-reassumption of debt servicing obligationsdcshtisfied before a liability can
be considered defeased. This degree of certasnsyhigher level of probability
than that required for recognition under tBatement of Concepts for General
Purpose Financial Reporting and is considered justified to enhance reliabterazl
financial reporting.

1.5 This Standard does not cover the circumstairceghich it is appropriate
for amounts of assets and liabilities to be setiofthe statement of financial
position. These are dealt with in FRS-Right of Set-off. The set-off of assets
and liabilities should not be confused with the mytiishment of a debt. Set-off is
a disclosure issue, that is, how certain recognésseits and recognised liabilities
should be presented in a statement of financiatipps In contrast, extinguishment
is a recognition issue, that is, whether an aseet bability exists and whether
continued recognition is warranted in the stateroéfihancial position.

1.6 Financial reporting standards are paragraphslahtype-face in this Standard.
Where appropriate, interpretive commentary pardgrap plain type-face follow the
financial reporting standards.
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2 APPLICATION

STANDARD

2.1 This Standard applies to the general purposerfancial reports of all
entities.

2.2 The financial reporting standards set out in tis Standard shall apply to
all financial reports where such application is ofmaterial consequence. A
statement, fact, or item is material if it is of seh a nature or amount that its
disclosure, or the method of treating it, given ful consideration of the
circumstances applying at the time the financial rport is completed, is likely
to influence the users of the financial report in making decisions or
assessments.

2.3 This Standard applies to financial reports cowing periods beginning on
or after 1 September 1995.

3 STATEMENT OF PURPOSE

COMMENTARY

3.1 The purpose of this Standard is to specify:

(@) the circumstances when a debt is to be considerdinguished by
“defeasance”;

(b) the accounting methods to be employed when tislelefeased; and

(c) the disclosures required about the defeasandeld in the financial report.

4 DEFINITIONS

STANDARD
The following terms are used in this Standard witithese meanings:

4.1 “Cash balances” means balances which are held:

(@) with a creditworthy bank which is unrelated to the debtor; and

(b) by a trust (that qualifies in terms of paragraph 5.4) for meeting debt
servicing requirements or the costs of administerig the trust

for the minimum period practicable, usually not exeeding seven days, for the

purpose of matching the maturities of the securitis acquired with the debt

servicing requirements and the costs of administeng the trust.

4.2 “Creditworthy bank” means a deposit-taking insttution rated by an
internationally recognised credit rating agency asn investment grade risk.

COMMENTARY

4.3 Moody's and Standard and Poor’s are considertednationally recognised
credit rating agencies for the purposes of thisi&ied.
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STANDARD

4.4 “Creditworthy government” means a government wih a credit rating
from an internationally recognised credit rating agency, no less than the rating
afforded to the long-term foreign currency denominged debt securities of the
New Zealand Government.

COMMENTARY

4.5 If the credit rating of the government issumrgguaranteeing the risk-free
securities falls below the New Zealand Government gatirecause either their
own or the New Zealand Government rating has chanatigbvernment will no
longer be a creditworthy government for the purpagdbis Standard.

STANDARD

4.6 “Debt servicing requirements” means obligationgor principal, interest,
other related liabilities under the debt, and includes any related foreign exchange
exposure.

COMMENTARY

4.7 Entities that incur liabilities assume the ghtion for the repayment of

principal, interest, and certain fees and assatiaepenses. Whenever such
amounts are denominated in a foreign currency, sehbicing obligations for the

purposes of this Standard include all the costma¥iding the currency equivalent
of the amount ultimately paid or to be paid in pijral, interest, and when

applicable, fees and other associated expenshs forteign currency.

STANDARD

4.8 “Defeasance” means the release of a debtor frotime primary obligation
for a debt other than by repayment.

COMMENTARY

4.9 The debtor may be released in a defeasanaggarreent from debt servicing
requirements of the total principal and interedigattions or of the whole or part
of either principal or interest. Partial defeasaigcwhen part of the total principal
and interest obligation is defeased; this is careid in paragraphs 5.7 to 5.12.

STANDARD

4.10 “In-substance defeasance” means a defeasancthep than a “legal
defeasance” in which the debtor effectively and imvocably achieves release
from the primary obligation for a debt, by either:

(&) having a risk-free entity assume the debt; or
(b) by employment of a trust
in accordance with paragraphs 5.3 and 5.4 respectly.
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COMMENTARY

4.11 Under this Standard, in-substance defeasansgbjsect to strict conditions
before the liability is to be considered extingeidhfor accounting purposes and
removed from the statement of financial positioh.debt is not to be treated as
extinguished, nor is it to be removed from theestant of financial position as a
consequence of an in-substance defeasance unlessiitually certain that the
debtor will not be required either to assume aghae drimary obligation for the
debt servicing requirements, or to satisfy any gngses, indemnities, borrowing
covenants or the like for the debt servicing reguients.

STANDARD

4.12 “Legal defeasance” means a defeasance in whithe release of the
debtor from the primary obligation for a debt is either:

(@) acknowledged formally by:

(i) the creditor; or

(i) aduly appointed trustee or agent of the credor; or
(b) established by legal judgment.

COMMENTARY

4.13 A legal defeasance may occur where the debesdasexist, or when the
creditor formally acknowledges that the original @etno longer has the primary
obligation for the debt. In this latter circumstana legal defeasance need not
constitute the full legal settlement of debt.

4.14 A debt is not to be treated as extinguishedisi@rto be removed from the

statement of financial position as a consequence lefjal defeasance unless it is

virtually certain that the debtor will be neithequéred to:

(&) assume again the primary obligation for thet debvicing requirements; nor
required to

(b) satisfy any guarantees, indemnities, borrowiogeoants, or the like for the
debt servicing requirements.

STANDARD

4.15 “Primary obligation” for a liability comprises the debt servicing
requirements and associated fees contracted for hve¢en debtor and creditor
parties or agencies thereof.

4.16 “Risk-free assets” means monetary assets heturisk-free securities and
cash balances.

4.17 “Risk-free entity” means a creditworthy goverrment or a body guaranteed
by a creditworthy government.

4.18 “Risk-free securities” means the securities @ creditworthy government
or securities guaranteed by a creditworthy governmet.
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COMMENTARY

4.19 Risk-free securities are restricted to securitiea oreditworthy government
and securities guaranteed by a creditworthy goventyras only governments have
the coercive power to tax.

STANDARD

4.20 “Secondary obligations” for a liability comprise undertakings that
support the performance of a debtor under specifiprimary obligations.

COMMENTARY

4.21 Secondary obligations would normally includdemnities and guarantees,
and may include various forms of borrowing covenantgledges.

5 FINANCIAL REPORTING

Extinguishment of Debt

STANDARD

5.1 A debt shall be accounted for as having been éguished when, and

only when, the debt is:

(a) settled through repayment or replacement by artber liability; or

(b) subject to a legal defeasance which meets thenclitions set out in
paragraph 5.2; or

(c) subject to an in-substance defeasance in whielrisk-free entity assumes
responsibility for the debt servicing requirementsin a manner which
satisfies paragraph 5.3; or

(d) subject to an in-substance defeasance employiagrust which meets the
conditions set out in paragraph 5.4.

Legal Defeasance
STANDARD

5.2 The condition to be met before a debt shall baccounted for as having

been extinguished by legal defeasance is that itahbe virtually certain that

the debtor will be neither required to:

(&) assume again the primary obligation for the detservicing requirements;
nor required to

(b) satisfy any secondary obligations for the deldervicing requirements.

In-substance Defeasance by Assumption of Debt

STANDARD

5.3 The conditions to be met before a debt shall Eccounted for as having
been extinguished through an in-substance defeasaninvolving assumption
of that debt by another entity are:
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(b)
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the assuming entity is a risk-free entity or, Wwen the assuming entity is
not a risk-free entity the assumption is unconditioally guaranteed by a
creditworthy government; and

it is virtually certain that the debtor will not be required to assume again
the primary obligation for the debt servicing requirements or to satisfy
any secondary obligations for the debt servicing iguirements.

In-substance Defeasance Employing a Trust

STANDARD

5.4 A debt shall be accounted for as extinguished itugh an in-substance
defeasance employing a trust only when all the falwing conditions are met:

(@)

(b)

(©

(d)

(e)

risk-free assets are irrevocably transferred t@ trust when:

(i) the trustees are independent of and remain ingeendent of the
entity, and

(i) the trust is used solely to administer thoseisk-free assets to meet
the debt servicing requirements of the debt;

the risk-free assets transferred to the trustisall provide cash flows from
interest and principal sufficient to match approximately in timing and
amount the debt servicing requirements of the debteing defeased,;

the risk-free assets transferred to the trusttsall be denominated in the
same currency as the debt being defeased; if thisedomination is
achieved with a financial instrument, the counter-prty shall be a risk-
free entity;

the risk-free assets transferred to the trust Isall be fixed or variable
interest rate securities that match the interest pofile of the debt; if this
matching is achieved with a financial instrument, he counter-party shall
be a risk-free entity; and

it is virtually certain that the debtor will not be required either to
assume again the primary obligation for the debt s®icing requirements
or to satisfy any secondary obligations for the ddtservicing requirements.

Reinstatement of Debt

STANDARD

5.5 When a debt has been considered as extinguishfed financial reporting
purposes, but subsequently the conditions in paragphs 5.2, 5.3 or 5.4, which
allowed the defeasance, cease to be met, both trebtdand the assets shall be
reinstated in the statement of financial position.

COMMENTARY

5.6 An example of when reinstatement of an extingdstiebt is required is
when assets in a trust cease to be risk-free dasetsns of paragraph 4.16.
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Partial Extinguishment of Debt
STANDARD

5.7 Whenthe amount to be defeased, in accordance with paregphs 5.2, 5.3
or 5.4, is equal to some or all of the principal o& debt or is equal to some or
all of the interest on a debt, the defeasance shdlé accounted for as a partial
extinguishment of debt (partial defeasance).

5.8 When there is partial extinguishment of a debtthe outstanding liability
shall be determined by discounting the remaining d& servicing requirements
at the original interest rate or original interest rates implicit in the original
debt arrangement.

COMMENTARY

5.9 Whatever the legal form of a partial extinguigmt, the economic substance
is defeasance of a part of the principal and ttexést on that part.

5.10 When only the principal of a debt has beeratdd, the debtor has still to
pay the interest and so has a liability for theilest. This liability is calculated by
discounting the amounts still to be paid at therest rate implicit in the original
debt servicing requirements. Thus, although tlgalléorm of the arrangement is
that no principal remains payable, the economictuite is that the defeasance
has extinguished only part of the principal togetivéh the interest on that part.
An amount of debt can be treated as defeased otiig ilebtor has no further debt
servicing requirements for that amount of debt.

5.11 When only the interest of a debt has beenadefk an interest component
remains in the amount of legal principal to be paidthe future. As in
paragraph 5.10 the amount of the remaining ligbi§tcalculated by discounting
the future payments at the interest rate implinitthhe original debt servicing
arrangement. Thus, although the legal form ofatirangement is that no interest
remains payable, the economic substance is thaddfeasance has extinguished
part of the principal together with the interesttioat part.

5.12 The undefeased principal and interest in digbadefeasance are to be
accounted for on the basis of the reduction inpifeesent value of the outstanding
balance at each balance date.

Instantaneous Defeasance

STANDARD

5.13 An instantaneous defeasance, whether legal ar-substance, shall be
recognised and shall be accounted for when the imsitaneous defeasance
meets the conditions in any of paragraphs 5.2, 5@ 5.4.

COMMENTARY

5.14 On occasions a defeasance may occur eitheftaimaausly with, or shortly
after, the original debt is incurred. These tratisas are referred to as instantaneous
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defeasance transactions. Certain jurisdictiong/ e principal purpose of such
transactions is often to borrow and invest to aahibenefits rather than to
extinguish existing debt.

5.15 This Standard takes the view that debt is teeb®ved from the statement of
financial position of the debtor only when the prignabligation of the debtor has
been discharged or the debtor has been placedtiraly the same position as if
the debt has been discharged. Thus, althouglyitite possible to distinguish the
circumstances of a normal defeasance from thoaa ofstantaneous defeasance, it
may not be possible to distinguish the positiorthef debtor in terms of subsequent
lack of primary obligation. Accordingly, this Stéard does not preclude accounting
for an instantaneous defeasance as an extinguishpreriding the conditions set
out in any of paragraphs 5.2, 5.3 or 5.4 for defees are met.

Cost of Defeasance

STANDARD

5.16 Any costs incurred in arranging a defeasance dibt shall be recognised
as an expense at the time of entering into the defeance arrangement.

5.17 When there are on-going costs to be incurredh iadministering a trust
employed for an in-substance defeasance, either:

(@) those costs shall be met by transferring suffient risk-free assets to the
trust to meet those costs in addition to the debiesvicing obligations; or

(b) the debtor shall recognise a liability and expese for those costs at the
time of entering the defeasance arrangement.

Gains and Losses on Defeasance of Debt

STANDARD

5.18 When the carrying amount of an asset given uip defeasance of a debt
differs from the carrying amount of the debt, the dfference shall be

recognised as a gain or loss on defeasance in thatement of financial

performance, as at the time of entering into the deasance arrangement. Any
expense recognised in accordance with paragraph %.1lor 5.17 shall be
included in the determination of that gain or loss. When the application of

this financial reporting standard results in the ranstatement of a liability and

asset, the difference between the amount of the higity and the asset

reinstated shall be recognised at the time of reitstement as a gain or loss on
reinstatement.

COMMENTARY

5.19 The amounts of assets and liabilities to beowaated for in terms of
paragraph 5.18 are to be calculated by discouritieg future cash flows at the
rates of interest implicit in the arrangements myyirise to those assets and
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liabilities. When a defeasance of debt leads ® dtjustment of the carrying
amount of assets and liabilities, these adjustmamtdo be included in the gain or
loss on defeasance.

5.20 In some in-substance defeasances, the adsets p by the debtor will
achieve a higher rate of return than the rate t&fr@st on the debt being defeased
and therefore a gain arises from the differencevben the carrying amount of the
assets and the carrying amount of the debt beifeaded. When this happens, the
extinguishment of the debt and the giving up of #ssets together result in a
realised gain. This gain is to be recognised imately in the statement of
financial performance.

5.21 In some defeasance arrangements, including kefeasance, the debtor
may forgo the stipulated interest receivable ocorgiterm receivable as part of the
arrangement. Before determining the gain or losgefeasance, it is necessary in
these cases to bring to account a discount inioaldb the receivable, which is
determined by discounting the sum receivable inftinere (at the rate implicit in

the arrangement giving rise to the receivablejg@iincipal equivalent at the time
of the defeasance. The amount of the decreasbkeircdrrying amount of the
receivable, together with the amount of any othesetagjiven up, are then
compared with the carrying amount of the debt tewheine the gain or loss on the
defeasance.

Disclosures

STANDARD
5.22 The financial report shall disclose:

@)

(b)

(©

in the period in which the defeasance takes pia:

(i) the aggregate carrying amount of assets givenpufor the purpose
of defeasance;

(i) the aggregate carrying amount of debt extingushed by defeasance;

(iii) the net gain or loss on defeasance recogniséad the statement of
financial performance;

in the period in which amounts previously dereognised are reinstated:
(i) the aggregate amount of the assets reinstated;
(i) the aggregate amount of the liability reinstaed;

(iii) the net gain or loss on reinstatement recogeed in the statement of
financial performance;

(iv) the reason for the entity having to reinstatehe liability;
for any debt defeased by an in-substance defease, details of:

(i) any amounts defeased but as yet unsettled andheir maturity
dates;
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(i) any outstanding secondary obligations with themaximum exposure
of these secondary obligations; and
(d) for any debt defeased by a legal defeasancetaits of any outstanding
secondary obligations with the maximum exposure ofhese secondary
obligations.

COMMENTARY

5.23 Paragraph 5.2 requires that legal defeasameas be recognised only when
it is virtually certain that the debtor will not bequired either to assume again the
primary obligation for the debt servicing requirertss or to satisfy any guarantees
or indemnities for the debt servicing requirementdowever, legal defeasances
often include some form of indemnity or guaranté®m under some circumstances,
the original debtor is to assume again some @fale original obligations. When
it is virtually certain that the debtor will not iequired to assume again any of
the obligations, these arrangements may be acabunteas legal defeasances;
disclosure is made of such circumstances. Thisidata therefore requires a
statement of the maximum exposure under these fofimslemnity or guarantee.
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APPENDIX

Comparison of FRS-26 with International and Australian Accounting
Standards

This comparison appendix, which was prepared asMayl 1995 and deals only
with significant differences in the standards, isduced for information only and
does not form part of the standards in FRS-26.

The Australian Accounting Standard comparable with-2R$s:
. AASB 1014: Set-off and Extinguishment of Debt.

The International Accounting Standards Committee ri@sissued an accounting
standard comparable with FRS-26.

The following summarises the significant differenckstween FRS-26 and
AASB 1014.

Scope

AASB 1014 deals with both set-off and extinguishmédrdebt. FRS-26 deals only
with extinguishment of debt; set-off is dealt witlpagately in FRS-27:Right of
Set-off.

Definitions

FRS-26 includes in its definition of “cash balaricése requirement that cash
balances be held by a creditworthy bank which islated to the debtor. No such
requirement is contained in AASB 1014.

FRS-26 defines the term “creditworthy government” hwiteference to the
New Zealand Government and internationally recognisedlit rating agencies.
AASB 1014 has no corresponding definition.

The definition of “debt servicing requirements” BRS-26 includes foreign
exchange exposures and contractual fees withinailigs. AASB 1014 does not
included these items.

The term ‘“risk-free assets” is defined in both FE&S-and AASB 1014. A
difference arises between the two definitions throupke use of the term
“securities of a risk-free entity” in AASB 1014. Fhierm requires a body to be
guaranteed under statute by a creditworthy goverhii®5-26 does not have any
corresponding requirement.

Extinguishment of Debt

FRS-26 requires a “virtually certain” condition egding the non-reassumption of
debt servicing obligations to be satisfied befol@lkility can be accounted for as
having been defeased.
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The corresponding condition in AASB 1014 is that teassumption of debt
servicing requirements is “highly improbable”, whiis a lesser degree of probability
than that required under FRS-26.

In-substance Defeasance through use of a Trust

While the standards are substantially in agreenadmut the conditions to be
fulfilled for the recognition of a defeasance thghuhe use of a trust, the following
are the additional features in FRS-26

(&) The Standard requires specifically that thehclisws from the risk-free
assets transferred to the trust should match appately in timing and
amount the servicing requirements of the debt.

(b) The Standard requires specifically that th&-fise assets transferred to the
trust should be fixed or variable rate securitlest match the interest profile
of the debt. If this is achieved with a financiastrument, the counter-party
is to be a risk-free entity.

Gain/Loss Recognition on Reinstatement

FRS-26 (paragraph 5.18) specifies the accountemgritent of gains or losses that
may arise in the event that the application of FA8Syives rise to the reinstatement
of an asset or liability.

AASB 1014 is silent on the accounting treatment dhg®r losses arising from
reinstatement of an asset or liability.

Disclosure

FRS-26 requires disclosure of the following inforrmatwhich is not required to
be disclosed under AASB 1014:

. In respect of debt defeased by in-substance defeasa
— the maturity dates of any amounts defeased bygtasmsettled.
. In the period in which amounts previously derecegdiare reinstated:

— the aggregate amount of assets reinstated;
— the aggregate amount of the liability reinstated;

— the net gain or loss on reinstatement recogmiste statement of financial
performance; and

— the reason for the entity having to reinstatelitislity.
AASB 1014 requires disclosure of the following infotioa which is not required
in FRS-26:
. In respect of debt defeased by legal defeasance;

— disclosure of the amounts defeased which areamdtistg.

2-290.13



FRS-26

HISTORY

Previously issued accounting standards superseded by this Financial Reporting

Sandard:

SSAP-26:  Accounting for Defeasance of Debt (issued October 1990 and effective for
periods commencing on or after 1 April 1991).
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