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and focuses on an investor's intent (which already is addressed in criterion (a) above), while the
latter would have a narrower application and focuses on an investor’s ability. We believe the latter
(i.e., will have to sell) would be more operational for preparers to apply and for auditors to assess.
Accordingly, we recommend the Board amend proposed FSP 115-a te consistently use the phrase
“"have to.”

Application of proposed FSP 115-a to equity securities

We observe that the scope of propesed FSP FAS 115-a includes both debt and equity securities, We
also note in paragraph 7 of proposed FSP FAS 115-a that the severity and duration of the impairment
and near-term prospects of the issuer are factors that still must be considered in determining
whether a security is other-than-temporarily impaired. However, proposed FSP FAS 115-a does not
provide further guidance on evaluating equity securities for other-than-temporary impairment when
an entity does not have anintent to sell or when it is more-likely-than-not that the entity will not be
required to sell the equity security. Accordingly, we recommend the Board amend proposed FSP FAS
115-a toinclude additional guidance about equity securities, including factors such as the severity
and duration of the decline in value, that shouid be considered, individually or in combination, to
determine whether an impairment is other than temporary.

Definition and application of credit risk and credit losses

The amendments to paragraph 15(b) of FSP FAS 115-1/124-1 require a reporting entity to separate
an impairment loss into " (1) the amount of the total impairment related to credit losses [Emphasis
added] and (2} the amount of the total impairment related to all other factors.” Paragraph 15(b) of
proposed FSP FAS 115-a continues and states that in determining the amount of the total

impairment related to credit losses that the reporting entity should “use its best estimate of the
amount of the impairment that relates to an increase in the credit risk associated with a specific
instrument” and that “one way of estimating that amount would be to consider the measurement
methodology described in paragraphs 12-16 of FASB Statement No. 114, Accounting by Creditors for
Impairment of a Loan.” We believe proposed FSP 115-a, as written, uses the terms credit losses and
credit risk interchangeably. In our view, these terms dencte differing concepts and measurement
attributes.

We consider the term credit losses to be analogous to incurred losses, as described, for example, in
Statement 114. However, the term credit risk refers to the uncertainty of a holder receiving all
contractual amounts promised in a debt arrangement and, in pricing, relates to the premium over
risk-free rates that an investor requires, among other considerations, 1o take on the uncertainty of
repayment. Thus, as used in proposed FSP 115-a, it would suggest that the amount that should be
recognized in earnings is the portion of the unrealized loss relating to changes in the risk premium
rather than estimates of the actual estimated incurred losses at the reporting date. The use of both
terms in the proposed FSP is confusing and, as aresult, it is unclear how the credit-related portion of
the impairment loss should be determined. Additionally, we recognize that many contend that credit
risk (as described above) cannot be calculated separately. Therefore, we believe the use of the
incurred loss approach outlined in Statement 114 should be required for determining the credit
portion of an impairment loss for debt securities, with the exception of beneficial interests in
securitized financial assets that are within the scope of EITF 99-20. For these securities, we believe
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the amount of total impairment related to credit losses should be determined in accordance with
paragraph 12 (b) of EITF 99-20, as described in proposed FSP 115-a, We believe such an appreach
would result in greater consistency in the accounting models applicable to debt securities and loan
assets under US GAAP.

Impairment recognized in OCI for HTM securities

For held-to-maturity securities, we observe that proposed FSP 115-a will require the portion of the
other-than-temporary impairment not related to credit to be recegnized in other comprehensive
income and subsequently amortized through other comprehensive income over the remaining life of
the debt security. However, we believe it would be preferable to recognize only the amount related to
credit losses for held-to-maturity securities, which would be reported in earnings. That is, we believe
the portion of the other-than-temperary impairment not attributable to credit should not be
recognized or included in other comprehensive income as cutlined in the proposed FSP. This
approach would avoid the additional effort to record and amortize the non-credit loss component in
other comprehensive income, which we believe would not provide meaningful information to financial
statement users. Rather, we believe the proposed requirements to disclose the key inputs used to
measure the portion of the total impairment that relates to credit, as described in paragraph A3 (h)
of the proposed FSP, along with a requirement to disclose the fair value of any other-than-
temporarily impaired held-to-maturity securities, will provide adequate information about such
securities, Additionally, such an approach - that is, recognizing only the credit loss component - that
would be aligned with |AS 39, Financial Instrurments: Recognition and Measurement,

Reversals of other-than-temporary impairments

We observe that Statement 115 prohibits the recognition of a subsequent reversal of other-than-
temporary impairment losses for securities within its scope. Rather, subsequent increases in fair
value of available for sale securities are included in other comprehensive income. Conversely,
impairments of loans held for investment and measured under Siatement 114 and Statement 5 are
allowed to be reversed in subsequent periods by adjusting the valuation allowance. Additionally, IFRS
permits reversals of previously recognized impairment losses of debt securities in a subsequent
period if the amount of the impairment l0ss decreases and the decrease can be objectively related to
an event occurring after the impairment 10ss was recognized in earnings.

We note that the Board announced at its 15 December 2008 meeting its intention to consider at a
future meeting whether an entity should be permitted to reverse, through earnings, a previously
recognized other-than-temporary impairment loss when evidence exists that a loss has reversed. At
that 15 December 2008 meeting, the Board decided that the scope of the project should include ali
debt securities classified as held-to-maturity and available-for-sale and that such a change should be
coordinated with the IASB to allow for consistency of accounting standards internationally. We
encourage the Board to consider permitting reversals of impairments as part of proposed FSP 115-a
so that entities that previously recognized impairment losses will be placed on the same footing as
those that recognize impairment losses after adoption of the FSP. We believe such reversals would
result in greater consistency in the accounting models applicable to debt securities and loan assets
under US GAAP and reduce differences between US GAAP and IFRS,
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If it is not feasible to provide for reversals of other-than-temperary impairments in the time
contemplated by the FASB for issuance of a final FSP, we recommend that the FASB consider
permitting the adoption of proposed FSP 115-a through a cumulative effect of a change in
accounting principle (effectively permitting entities to reverse previously recognized impairment
losses to the extent that they would not be recognized upon application of the model in proposed FSP
115-a) and continue with its separate project in the short-term and complete it as soon as
practicable.

Also, as part of the [ASB and FASB's joint project on reducing complexity, in conjunction with
considering when to recognize an other-than-temporary impairment on an equity security, we
recommend that the Boards consider whether to permit reversals of other-than-temporary
impairments on equity securities.

Presentation of other comprehensive income

Under current US GAAP, changes in fair value from period to period are generally reported either in
income or in accumulated other comprehensive income, depending on the nature of the item. When
presenting other comprehensive income, FASB Statement No. 130, Comprehensive income, does not
require a specific format except for the display of net income as a component of comprehensive
income. Although there is no required format, Statement 130 does provide three example formats
that can be used: (i) a one statement approach with other comprehensive income items added to the
bottom of a Statement of Income after net income, (i} atwo statement approach with a Statement
of Income and a separate Statement of Comprehensive Income presented, and (iii) a Statement-of-
Changes-in-Equity approach that displays net income in such a way that it can be added to the
companents of other comprehensive income to arrive at total comprehensive income.

Based on our observations, most entities present other comprehensive income using the Statement-
of-Changes-in-Equity approach, which we helieve provides the least visibility to the comprehensive
income effects of items reported at fair value. Accordingly, we encourage the Board, either as part of
its recently announced financial instruments project or its project on Financial Statement
Presentation, to continue to consider amending Statement 130 to increase the prominence of other
comprehensive income. Such a change would enhance transparency and provide a more consistent
framework for reporting both impairment losses and alf changes in the carrying amount of all items
measured at fair value in a single financial statement.

Transition and effective date

While the challenges of implementing proposed FSP 115-a likely will not be as great as those
associated with implementing proposed Statement 157-e, we naonetheless believe that the fact that a
final standard will not be issued until after 31 March 2009 will make it difficult for many public
companies to implement proposed FSP 115-a in the first quarter of 2009, Accordingly, we
recommend that mandatory adoption be delayed at least one quarter.
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Specific recommendations related to proposed FSP 157-e

As discussed above, while we support the FASB's efforts to provide clarifying guidance on
determining when markets are not active and transactions are not orderly, we are concerned that the
measurement described in proposed FSP 157-e is not consistent with the definition of fair value in
Statement 157 and do not support issuance of the FSP as drafted. However, if the FASB proceeds
with an FSP similar to proposed FSP 157-e, we recommend that the Board address the following
items to make proposed FSP 157-e more understandable and operational.

Scope

The scope of proposed FSP 157-e is limited to financial assets. We recommend the scope be
expanded to include financial liabilities. While we understand that the FASB is currently deliberating
guidance on measuring the fair value of liabilities more broadly, we question whether that guidance
will adequately address the issue of liquidity when measuring financial liabilities in markets that are
not active (e.qg., certain derivative contracts). We generally do not believe there should be different
measurement objectives for derivative assets and derivative liabilities, or for individual derivative
contracts that can “flip” from an asset to a liahility or vice versa.

Factors that indicate a market is not active

Paragraph 11 (e) indicates that “abnormal (or significant increases in) liguidity risk premiums or
implied yields for quoted prices when compared with reasonable estimates (using realistic
assumptions) of credit and other nonperformance risk for the asset class” may indicate that a market
is not active. Likewise, paragraph 11 (f) refers to “abnormally wide bid-ask spreads” as another
indicator. We believe that the use of terms “abnormal” and “realistic” without further clarification will
not prove operational. For example, shouid one evaluate abnormality based on changes from
historical levels? How should one determine when assumptions being made by participants in the
current market environment are deemed to be “unrealistic?” As such, we recommend the Board
provide additional clarification of these terms,

Consideration of quoted prices associated with distressed transactions

The Board should explicitly clarify the extent to which distressed transactions are to be considered in
estimating fair value. While it is clear distressed transactions are not determinative of fair value,
some believe that distressed transactions should be ignored completely. However, the illustrative
example provided seems to imply a distressed transaction may represent one of “the goal posts” in
estimating the hypothetical bid-ask spread that exists between willing buyers and willing sellers. In
order to avoid confusion we suggest the Board explicitly clarify whether (i) distressed transactions
should be completely ignored (i.e., “thrown out”) when estimating fair value or (ii} distressed
transactions represent a data point constituents need to consider but a fair value measurement
would require significant adjustments be made to this data point.
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Relevant inputs when estimating fair value

In addressing the determination of fair value in markets that are not active, we believe it is important
for the Board to reemphasize the notion that relevant observable data may be obtained from active
markets for similar assets or liabilities.* When active markets exist for similar assets and liabilities,
quoted prices from these markets may represent relevant observable inputs that should be
considered in estimating fair value. While these prices would need to be adjusted for any differences
between the instruments, they should not be ignored even when the two-step approach outlined in
proposed FSP 157-e results in the reporting entity using an alternative valuation technique. For
example, even though the secondary market for various securitized assets may be inactive, reporting
entities should not ignore pricing information associated with the initial issuance of similar assets.
Likewise, market multiples determined from quoted prices for public equities that trade in active
markets should not be ignored when estimating the fair value of similar private equity holdings.

Fair value based on other valuation technigues

Paragraph 15 of proposed FSP 157-e states that when a quoted price is determined to be associated
with a distressed transaction, “the reporting entity must use a valuation technigue other than one
that uses that quoted price without significant adjustment.” Some have suggested this guidance
could be read to preclude an entity from estimating fair value using another vatuation technigue
(e.g., income approach using a model) that produces a fair value result that is substantially similar to
the quoted price presumed to be distressed. We believe the FASE should clarify whether that is the
intent of the guidance. That is, could a model-based estimate that results in a value that is not
significantly different from a quoted price presumed to be distressed represent a reasonable estimate
of fair value?

Broker quotes and pricing services

Proposed FSP 157-e's presumption regarding distressed transactions applies to guoted prices,
thereby encompassing pricing information received from brokers and pricing services. Paragraph
9(c) of FSP 157-3 provides guidance for assessing the relevance of pricing information provided by
brokers or pricing services, noting that when “weighing a broker quote as an input to a fair value
measurement, an entity should place less reliance on guotes that do not reflect the result of market
transactions.” However, under the guidance in proposed FSP 157-¢, lacking evidence to assert
otherwise, broker quotes and pricing service information that reflect the results of market
transactions in inactive markets would be presumed to be associated with distressed transactions. As
such, one could assert that broker (or pricing service} quotes determined using models may provide
more refevant information than quotes based on actual transactions that occur in inactive markets. In
order to avoid confusion and potential diversity in practice, we suggest the FASB clarify its guidance
for assessing the relevance of broker quotes and pricing service information in light of the proposed
guidancein FSP 157-e.

4 paragraph 28a of Statement 157 specifically states that Level Z inputs include quoted prices for similar assets or liabilities in active
markets.
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Multipie Bidders

Proposed FSP 157-e notes that the presence of multiple bidders for an asset is one of the factors
required to rebut the presumption that a quoted price in an inactive market is distressed. In order to
make ifs guidance more understandable and operational, we recommend the FASB clarify whether
the multiple bidder criteria would be satisfied if the asset were simply exposed to a number of
potential buyers or instead requires firm bids to be received from multiple buyers.
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Technical Directors 3 October 2008
International Accounting Standards Board

First Fioor

30 Cannon Street

London

EC4M 6XH

Financial Accounting Standards Board
401 Merritt 7

Norwalk, Connecticut 06856

United States of America

Dear Sirs/Madams

Comments on:

IASB Discussion Paper — Reducing Complexity in Reporting Financial Instruments

and

FASBE Invitation to Comment — Reducing Complexity in Reporting Financial Instruments

The global organisation of Ernst & Young is pleased to submit its comments on the Discussion
Paper (DP) Reducing Complexity in Reporting Financial instruments. 1t will always be a
challenging project to determine an approach to reporting financial instruments that reflects both
the needs of users and the variety of reasons for which the instruments are issued or held. This
challenge has become greater in recent years, with more instruments issued that have highly
variable cash flows and yet cannot be easily valued. These difficulties have been compounded by
the decreased liquidity of the markets at this time.

To balance these competing concerns, we propose an alternative intermediate approach in which
all financial instruments are recognised at fair value, with unrealised changes in fair value
recognised either through profit or loss or in equity through other comprehensive income (OCI),
depending on the nature of the instrument. This alternative approach would provide an expanded
use of fair value for financial instruments compared with current requirements, yet present
revaluation gains and losses in a useful manner.

Unrealised changes in fair value would be recognised in profit or loss, to the extent that they relate
to financial instruments held for trading, derivatives not designated as hedging instruments, quoted
equity instruments, or instruments designated to be held at fair value through profit or loss (FVPL).
For all other instruments, including unquoted equities, unrealised gains and losses would be
recognised in equity through OCI, but impairment, interest income or expense, dividend income,
foreign exchange revaluation and realised gains and losses would be recognised in profit or loss.
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This distinction would allow a clear separation of revaluation gains and losses which are likely to
affect cash flows in the near term and those that may not.

Hedge accounting would continue to be applied, by recognising the effective portion of the gain or
loss on a designated hedging instrument in equity.

Impairment would be calculated on a consistent basis for all debt instruments that are not
recorded at fair value through profit or loss (ie, available-for-sale {AFS) debt instruments, loans
and receivables, loan commitments and financial guarantees), based on projected cash flows
rather than fair value losses as determined by the market, so as to be consistent with the objective
to report separately those gains and losses that are likely to be realised as cash flows and those
that may not.

Under this alternative approach, the IASB and the FASB may determine that it is appropriate for
certain instruments to be recorded at amortised cost, because of the practical difficulties of
deriving fair values on a timely, recurring basis. If this approach were adopted, it would be applied
ohly on initial recognition to instruments that are not held for trading and not for any instruments
that are currently required to be recognised at fair value. It would be limited to when external
values are not readily observable and inputs to valuation models are not based on observable
market data, because the nature of the instruments are such that they are usually held by the
issuer/purchaser and seldom traded on an individual instrument basis. Commentary on why these
instruments are not recorded at fair value along with the estimated fair values would be disclosed.

In the longer term, this approach might evolve to a model in which all financial instruments are
recognised at fair value through profit or loss. This will depend on the development of markets and
valuation techniques, evolving views on the objectives of financial reporting and how performance
is assessed, and on the needs of users, preparers and other key stakeholders.

Most of the changes suggested by the DP as an intermediate approach would not, we believe,
significantly reduce complexity, or be heipful for users of financial information. Some form of
hedging will continue to be needed in any mixed attribute model. However, we accept that,
consistent with our proposed intermediate approach, all hedge accounting could be recognised
using a cash flow hedge accounting medel, through equity. Also, we welcome the suggested
removal of quantified testing of hedge effectiveness. We believe that the ability to hedge
designated risks or portions of cash flows or changes in fair value should not only be retained, but
extended to hedges of non-financial items.

We believe that there are a number of other causes of complexity in the reporting of financial
instruments, not identified in the DP, many of which reflect the way that IAS 39 has developed over
the years. A number of these should be addressed in the short term, including the way that the
effective interest rate is calculated, the separation of embedded derivatives and when non-
financial items are included in the scope of the Standard.
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Any longer term solution to reduce complexity in financial instrument reporting needs to be
coordinated with a number of other projects, such as the review of the conceptual framework,
revenue recognition, reporting performance, disclosures, and insurance phase |1. In particular, it is
not possible to conclude on the long term treatment of financial instruments without having
established how performance shouid be measured. Aiso, there will, throughout, be a need to
coordinate the activities of the IASB with those of the FASB - any changes should be consistent
with convergence, Changes to the current hedge accounting model should be vetted through a
joint FASB and 1ASB project aimed at the appropriate conceptual model for hedging activities.
Also, as recognised by the IASB, the terms fair value and financial instrument need to be better
defined, while recognition/derecognition and scope, (areas that contribute too much o the
practical complexity with the application of IAS 39), must be addressed.

Our detailed responses to the guestions in the DP are included in Appendix 1.

We would be pleased to discuss our comments further with the Boards at your convenience.
Please contact either Tony Clifford on +44 207 951 2250 or David Holman on +1 212 773 2326).

Yours faithfully
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Appendix 1 — Responses to Questions
Section 1 Problems related to measurement
Question 1:

Do current requirements for reporting financial instruments, derivative instruments and similar
items require significant change to meet the concemns of preparers and their auditors and the
needs of users of financial statements? If not, how should the IASB respond to assertions that the
current requirements are too complex?

The DP indicates that the primary source of complexity in the reporting of financial instruments is
the diversity of methods used to measure them. While we would concede that a greater number of
models complicates financial reporting, we do not view the diversity of methods as the most
pressing problem in the short term.

In practice, much of the complexity in accounting for financial instruments stems from the
ambiguity in, and conflicts caused by, the standards themseives. Areas of IAS 39, for example,
that are difficult to apply include those that deal with:

i) the application of the effective interest rate (EIR) and the separation of embedded
derivatives (see Appendix 2)

iy impairment (see our response to Question 4c¢)

iii) hedge accounting (as recognised by the DP — see our responses to Questions 5
and Question 6)

iv) the scope of IAS 39 (see our response to Question 7).

While the first and second of these items (and for hedges of fixed rate financial instruments, the
third) would be avoided by a full fair value through profit or loss (FVPL} model, a number of
amendments should be made in the short term, that would serve to simplify reporting for financial
instruments.

Financial instruments are complex and are held for a variety of reasons. Depending upon whether
financial instruments are held for trading, to maturity or otherwise, the cash flow implications of
gains or losses due to changes in fair value can be very different. Consequently, in our response
to Question 3, we set out a proposed intermediate approach for accounting for financial
instruments which simplifies the number of categories used to recognise financial instruments, but
still retains the distinction between those classified as FVVPL and those that are not. This would
enable a distinction to be made between those changes in fair value that are likely to affect cash
flows in the near term and those that may not. From this intermediate approach, a tong term
solution would naturally evolve.
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Section 2 Intermediate approaches to measurement and related problems
Question 2:

a) Should the IASB consider intermediate approaches fo address complexity arising from
measurement and hedge accounting? Why or why not? If you believe that the IASB
should nof make any intermediate changes, please answer questions 5 and 6, and the
questions set out in Section 3.

In the short term, it is appropriate to consider implementing several amendments to IAS 39 as
summarised in our response to Question 1. Also, we set out in our response to Question 3, an
alternative approach for the intermediate term. Further, irrespective of whether short, intermediate
or long term, any changes to IAS 39 should not be made without regard to convergence of IFRS
and US GAAP.

b) Do you agree with the criteria set out in paragraph 2.27 If not, what criteria would you
use and why?

Yes. However, an appropriate conceptual model for hedging activities should also result in
accounting that aligns IFRS and US GAAF more closely rather than forcing them further apart.

Question 3:

Approach 1 is to amend the existing measurement requirements. How would you suggest existing
measurement requirements should be amended? How are your suggestions consistent with the
criteria for any proposed intermediate changes as set ouf in paragraph 2.27?

There are two main sources of concern that market participants raise about a full fair value through
profit or loss measurement model. These are:

i) The practical concern that not all financial instruments can be refiably measured,

iiy The theoretical concern that current market prices are not necessarily a relevant
indicator of future cash flows for all types of entities.

Taking each of these issues in turn:

i} Many market participants are concerned that there are many financial instruments which
cannot currently be valued reliably, given that markets are either not established or else are
illiquid. Many believe these would include most loans. They would contend that a fult fair
value through profit or loss model, therefore, may only be achievable in the long term and,
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arguably, should only be adopted on an incremental basis as more instruments can be
valued with greater reliability.

However, the distinction made by the IASB in paragraphs 3.59 to 3.71 of the DP, between
instruments with highly variable and less variable cash flows is refevant. For derivative and
equity instruments, fair value is, arguably, sufficiently relevant, that they should be
recognised at fair value even if these fair values cannot be established as reliably as those
instruments with active markets. Also, it is a reasonable presumption that a trader will oniy
buy or sell a financial instrument that they have the capability of valuing to an acceptable
level of accuracy, and most traders can be expected to have invested in sophisticated
valuation systems and processes. For non-traded debt instruments, on the other hand, the
need for fair value may be less pressing since the amertised cost model may provide a
reasenable approximation of expected cash flows (especially for those entities whose
business models entail long-term holdings of these investments), and, therefore, there is
less need to use fair values if it is indeed the case that they cannot be measured as reliably
as for investments that are more actively traded.

i) The relevance of changes in market value cannot be disconnected from the purpose for
which financial instruments are held. Changes in fair value of financial instruments that are
held for trading should, without doubt, be recognised in profit or loss, as it is likely that a
change in fair value will have consequences for near-term cash flows. However, some
market participants would not argue that changes in the fair value of non-trading instruments
should be recognised in profit or loss. In particular, for a debt instrument that is held until
maturity, a change in fair value due only to changes in the risk free interest rate will have no
effect on future cash flows. It is not necessarily helpful for users of financial information if all
fair value gains and losses are recognised together in profit or loss, as this would combine
gains or losses that are expected to be reflected in an entity’s future cash flows and those
that are due only to changes in the market discount rate (having no effect on future cash
flows).

In practice, fair value gains and losses fall into three categories: (1) those that will affect near-term
future cash flows (eq if held for trading), (2) those that will not {eg changes in the risk free rate on
items which are held until maturity) and (3) those that might. However, to retain an accounting
methodology that differentiates between alt three categories would not reduce the current level of
complexity. Also, separation of those items that will not affect future cash flows and those that
might inevitably involves taking into account management intent. For these reasons, we do not
believe that it is appropriate to take this approach.

Financial instruments are different from other kinds of assets or liabilities, since they represent
rights to receive money or obligations to pay money (or to exchange instruments that are
themselves rights or obligations to receive or pay money). it is therefore appropriate that the
accounting for such transactions should give information as to the future cash flows and hence the
values of those rights or obligations. We advocate an approach in the intermediate term that is
simpler than the current requirements of IAS 39. In this approach we would require all financial
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instruments to be recognised at fair value, except potentially for certain ‘level 3’ instruments, as
described below. Changes in fair value for all instruments that are held for trading, all derivatives
that are not designated as hedging instruments, and all quoted equity instruments wouid be
recognised in profit or loss. Unrealised changes in fair value of all other financial instruments,
including non-quoted equities, would be recognised in equity through OCI, whilst realised gains
and losses, interest income and expense, dividend income and impairment on other financial
instruments would be recognised in profit or loss. The effect would be to recognise items in profit
or loss which are likely to have a near-term cash flow consequence and in equity where they are
less likely to have such an impact, without introducing the subjectivity of management intent. This
approach would retain the FVPL and AFS categories currently used in [AS 39, but would abolish
the ‘held-to-maturity’ category. Therefore, it would be consistent with one of the intermediate
proposals set out in the DP to reduce complexity in the short term (see paragraph 2.11). The
categories of ‘loans and receivables’ and ‘other liabilities’ would also be retained for items that are
covered by the potential ‘level 3" exemption.

Concerns continue to be raised by market participants about the reliability of measurement of
certain financial instruments. In particular the concerns involye those categorised as ‘level 3’ in
accordance with Statement of Financial Accounting Standards No. 157, Fair Value Measurements,
which is broadly consistent with those financial instruments which are valued using models whose
inputs are not observable market data, as described in paragraph AG76 of IAS 39 and paragraph
27(c) of IFRS 7 Financial Instruments: Disclosures. Responding to this concern, our proposed
intermediate approach would record at amortised cost, from initial recognition, those ‘level 3’
financial assets and liabilities that the IASB and the FASB might determine are too onerous to
designate at fair value. We would not recommend that this exception be made for instruments that
are held for trading or have been designated at FVPL. It would, therefore, be limited to those
instruments which we advocate should otherwise be recognised at fair value through equity, are
usually held by the issuer/purchaser and are seldom traded on an individual instrument basis. Nor
would it be applied to equity instruments, given the relevance of their fair values for users of
financial information; instead, we would propose the retention of the more limited exception for
non-quoted equity instruments contained in paragraph 46(c) of IAS 39. Any instruments not
recorded at fair value would be disclosed in the notes to the financial statements, with significant
explanatory detail as {o why they are not recorded at fair value plus an estimate of their fair value.

The number of financial instruments which are not recorded at fair value will presumably decline
over the lenger term, as valuation technigues become more developed and markets to trade such
instruments become more established and liquid.

We also believe that the definition of held-fer-trading should be amended. One of the reasons for
the need for the fair value option in IAS 39 was the definition of held for trading in IAS 39, which
refers to “selling or repurchasing in the near term” and “short term profit taking”. Traders do not
just hold financial instruments for the purposes of selling in the near term, but also for the longer
term, for instance, when part of an arbitrage activity. Also, as derivatives are frequently held until
maturity, financial instruments held as part of the same trading strategy will often also be held for
the longer term. However, in practice we anticipate that there wilf continue to be a need for the fair
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value option, due to the difficulty in comprehensively defining the held-for-trading category and to
permit entities to achieve an offset of gains and losses where they apply hedging technigues,
without the need to apply hedge accounting. There also needs to be an amendment of the
accounting treatment of syndicated loans — see Appendix 2.

We set out our views on the calculation of impairment in response to Question 4c,

The key advantage of our recommended approach is that the two chief components of gains or
losses on financial instruments — those that are likely to affect near-term cash flows and those that
may not - would be given adequate profile in the financial statements and, by being presented
separately {one in the income statement and the other in equity}, would enable easier cross
reference from any management commentary. A user of the financial information that is
uninterested in whether or not the instrument is classified so that fair value is recognised though
profit or loss, could simply combine the two amounts presented in the financial statements in order
to arrive at the overall performance in the year.

Application of our proposed approach results in changes in fair value of liabilities due only to
changes in credit risk being recognised in equity rather than profit or loss unless the instrument is
held for trading, as proposed in paragraph 2.49(c}, since it is very unlikely that the gain or loss
would be reflected in future cash flows.

Lastly, in applying our proposed intermediate approach, cash flow hedge accounting principles
would be applied to all hedge relationships (similar to a combination of the proposals set out in
paragraphs 2.44 to 2.54). In the case of hedges of changes in fair value this would mean that
gains and losses on derivatives designated as hedges would be recognised in equity to the extent
that they are effective, to offset the gains and losses recognised on the hedged item. For hedges
of financial instruments that meet the ‘level 3’ exemption, the gain or loss on the hedging
instrument, to the extent that it is an effective hedge, would be recognised in equity. For such
items, and for cash flow hedges, there would need to be retained the concept of hedging specific
risks or portions of cash flows or fair value changes, as restricted by paragraphs AG99E and
AGY9F of the recent amendment to IAS 39 (see our response to Question 6¢). This would mean
that a designated risk of a level 3’ financial instrument, or a portion of its cash flows or change in
fair value, would be eligible as a hedged itern only if the changes in the cash flows or fair value of
the risk or portion is reliably measurable.

This approach will obviously need to be adapted to reflect the completion of the financial reporting
project, since how these numbers would be presented is important. Under a model that allows for
changes in fair vaiue to be recognised through both profit or loss and equity, it is important that
both captions maintain equal prominence in the financial statements so that the performance of
financial instruments is transparent to users and easily understood.

Interest on debt instruments not held for trading would continue to be recognised at the effective
interest rate. Application guidance on this issue needs o be improved, as mentioned in our
response to Question 7 and in Appendix 2.
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Question 4:

Approach 2 is to replace the existing measurement requirements with a fair value measurement
principle with some optional exceptions.

a) What restrictions would you suggest on the instruments eligible fo be measured at
something other than fair value? How are your suggestions consistent with the cniteria in
paragraph 2.27

See our response to Question 3.
b) How should instruments that are not measured at fair value be measured?

See our response to Question 3.

c) When should impairment losses be recognised and how should the amount of impairment
losses be measured?

A number of amendments can be made to the impairment provisions in the short term, to reduce
the variety of approaches currently available in IAS 39. These amendments would also be relevant
for the intermediate approach we set out in response to Question 3, for debt instruments
recognised at fair vaiue through equity and any that are not recognised at fair value due to
application of the ‘level 3’ exemption.

One suggestion is {o recognise impairment on AFS debt securities on the same basis as that for
loans and receivables. |AS 39 currently specifies a test to determine if there are indicators of
impairment of AFS debt instruments which is consistent with that for loans and receivables but,
when an instrument is deemed to be impaired, requires the entire decline in fair value to be
recognised in profit or loss. Such an approach might be appropriate if market interest rates
comprised only the risk free rate pius a credit premium, but as has been seen over the last year,
they may also include a substantial liquidity premium. in practice, increases in market credit
spread cannot be disentangled from increases in liquidity premium. To transfer the entire fair value
change to profit or loss results in the recognition of increases in the liguidity premium required by
the market in the income statement, which may not necessarily be reflective of long term cash
flows when the instrument is not held for trading.

This suggestion for measurement of impairment on AFS debt instruments would also remove a
number of cases where application of IAS 39 is currently unclear, when fair value recovers or
shows further decline. With the existing requirements, it is unclear whether it is possible to release
any of the impairment provision if there is a subsequent increase in fair value, resuiting from a
cormbination of an improvement in credit standing and other factors, such as a change in the risk-
free rate. It is also unclear whether further impairment charges need to be taken after an AFS debt
instrument has already been written down, where the fair value is reduced further only because of
movements in the risk-free interest rate.
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Although we believe that this amendment would reduce complexity, by reducing the number of
impairment models, we are aware that it might be more difficult to apply for entities that do not
have systems and processes for assessing impairment of loans and receivables. Our
recommendation to the IASB is that a choice is given so that entities could retain the existing
requirement to measure impairment according to the fair value if they wanted to.

A related amendment to the impairment guidance would be that the expected cash flows to be
reflected in the calculation should take into account the intent and the ability of the entity to
continue to hold the debt instrument to anticipated recovery. Hence any fair value losses on an
AFS debt instrument should be recognised if they are expected to be realised, as may be the case
if the entity does not have the funds or the capital to hold the instrument until anticipated recovery,
or has pilanned a transaction that would require the near-term sales of such securities.

A second suggestion is that a similar approach to impairment should be applied to financial
guarantees and loan commitments as is applied to loans and receivables, rather than referring to
IAS 37 Provisions, Contingent Liabilities and Contingent Assels.

The effect of these two suggestions would be that impairment is calculated on a similar basis for
all debt instruments that are not measured at fair value through profit or loss.

In the longer term, complexity could also be reduced if the incurred loss impairment model were
replaced by a model based on expected, rather than incurred losses. (An expected loss model
would differ from fair value mainly in that expected cash flows would be discounted at a rate based
on the original EIR, not a market rate that includes a liquidity premium.)

We do not recommend changing the impairment requirements for unquoted equity instruments.

d) Where should unrealised gains and losses be recognised on instruments measured at fair
value? Why? How are your suggestions consistent with the criteria set out in paragraph
2.27

See Question 3, above.

e) Should reclassification be permifted? What types of reclassifications should be permitted
and how should they be accounted for? How are your suggestions consistent with the
criteria sef out in paragraph 2.27?

Both in the intermediate and longer term, the held for trading category should be defined so as to
reflect the factual circumstances. It is possible that items may start to be traded, or may cease to
be traded, and we believe this shouid be reflected in their accounting treatment. To minimise
abuse,

i) such a reclassification would not be available to derivative instruments (but see discussion
of ‘own use’ contracts, in our response to Question 7);
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i) any reclassification of a financial asset from held for trading should be to AFS, not to held to
maturity or loans and receivables; and

iy any reclassification would be at fair value.

The option to apply fair value should continue to be available only at initial recognition and be
irreversible.

Question 5:
Approach 3 sets out possible simplifications of hedge accounting.
a) Should hedge accounting be eliminated? Why or why not?

No, we believe hedge accounting is necessary, with & mixed-measurement model, to provide
information that is relevant and understandahle for users. We would also retain it in our proposed
intermediate approach, as set out in response to Question 3. There is also the risk that, without
the possibility of hedge accounting, some entities will reduce their hedging activities in order to
avoid profit or loss volatility, so increasing their exposure to movements in cash flows or fair value
to a level which is inconsistent with their underlying business strategy.

b) Should fair value hedge accounting be replaced? Approach 3 sets out three possible
approaches fo replacing fair value hedge accounting.

i) Which method(s) should IASB consider, and why?

ii) Are there any other methods not discussed that should be considered by the IASB? If so,
what are they and how are they consistent with the criteria set out in paragraph 2.27? If you
suggest changing measurement requirements under approach 1 or approach 2, please
ensure your comments are consistent with your suggested approach to changing
measurement reguirements.

In our response to Question 3, we support the replacement of fair value hedge accounting with
what i, in effect, a cash flow hedge accounting model. Our views on each of the suggestions set
out in the DF are as follows:

Paragraphs 2.37 to 2.43

These paragraphs suggest replacing of the fair value hedge accounting model with a fair value
option. This would be less flexible than hedge accounting as it would not be possible to hedge
specific risks, as the entire hedged item would be measured at fair value and hedge accounting
could only be applied on initial recognition and would be irreversible.
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It is common that entities seek to hedge a component of price risk that is tradable and so capable
of being measured at fair value, and do not seek to hedge those components that are not. An
accounting model that would require all changes in the fair value of a hedged item to be
recognised in profit or loss would:

iy introduce significantly more measurement complexity, and reduce reliability, if the hedged
item is eligible for the ‘level 3' exemption (as previously described in response to Question
3), as there will be little or no market for the non-hedged components, and

i) make financial information less relevant and understandable, if it results in profit or loss
volatility (due to changes in fair value that are not economically hedged, such as changes in
credit spread) that potentially could be greater than had no form of hedge accounting been
applied at all.

Additionally, replacement of fair value hedging with the fair value option would not help to reduce
complexity for hedges of non-financial items.

The fair value option should be retained, however, to:

i} deal with areas where the ‘held for trading’ definition fails to encompass entities that are
trading, in nature, and

i) to enable entities to achieve an effect similar to hedge accounting, on the majority of the
variability of the fair value or cash flows of the hedged item.

Paragraphs 2.44 fo 2.48

These paragraphs propose that unrealised gains and losses on hedging instruments could be
recognised outside earnings similar to cash flow hedges. While we support reducing the number of
hedge accounting techniques, the reduction in complexity would be modest, as stated in
paragraph 2.48, however it would be consistent with the approach we set out in response to
Question 3, for any 'level 3’ items which are exempt from being measured at

fair value.

Paragraphs 2.49 to 2.54

This section of the DP suggests that with ali financial instruments measured at fair value, the entity
may elect to recognise unrealised gains and unrealised losses on certain instruments in either
earnings or OCI. This would retain some of the flexibility provided by the existing hedge
accounting provisions since the election may be made on an instrument-by-instrument basis and
would be revocable.

From an intermediate and longer term perspective, we support more financial instruments being
measured at fair value, and, in this context, the proposal is worthy of further consideration. It is
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consistent, in some respects, with the approach we set out in our response to Question 3.
However, it is unclear what is intended by the statement in paragraph 2.49(c) that an ‘entity could
choose to report a specified percentage of the gains or losses ... in earnings...’ and why this
would reduce complexity.

Cash flow hedges

In practice we see more complexity with the application of the cash flow hedge accounting model
than with the fair value model. Some of the difficulties in the appilication of IAS 39 stem from the
lack of clarity of the basic underlying principle of cash flow hedging, further confused by the
application guidance in situations when the cash flows of the hedging instrument do not
necessarily coincide with those of the hedged item. We recommend that this is an area that the
Boards spend more time to identify ways o reduce complexity.

Question 6:

Section 2 also discuses how the existing hedge accounting models might be simplified. At
present, there are several restrictions in the existing hedge accounting models to maintain
discipline over when a hedging relationship can qualify for hedge accounting and how the
application of the hedge accounting models affects eamings. This section also explains why those
restrictions are required.

a) What suggestions would you make fto the IASB regarding how the existing hedge
accounting models could be simplified?

We believe the hedge accounting requirements should be replaced by a conceptual model with
high level principles that are better aligned with risk management. As a short term improvement,
we support the simplified documentation and hedge effectiveness requirements suggested in
paragraph 2.84 and outlined in paragraphs 6-12 and 27 of the FASB ED. We do not support the
proposed simplified measurement and application requirements cutiined in the DP. We believe
that:

i) the need for a hedge to be ‘highly effective’’ and the 80-125% retrospective effectiveness?
requirement shouid be replaced with the ‘reasonably effective’ quaiitative assessment
proposed in the FASB ED:

i) measurement of any ineffectiveness should be recognised in profit or loss as it arises; and

' Paragraph AG105 (a) of IAS 39

2 Paragraph AG105(b) cf 1AS 39
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i) hedge relationships should continue to be documented before hedge accounting can begin
but this would no longer need to include how effectiveness is to be monitored.

Replacement of the current hedge effectiveness requirement with a qualitative test of reasonable
effectiveness would reduce and perhaps eliminate the need for entities to devote a
disproportionate amount of resources to performing quantitative statistical analyses such as
regression, to prove the effectiveness of relationships that can be easily assessed qualitatively
with a minimum amount of financial intuition. 'False’ hedge failures caused by the ‘small numbers
phenomenon’ when dollar offset is used to assess hedge effectiveness, would also be avoided, as
would the difficuity in achieving hedge accounting when a hedging instrument is designated
subsequent to initial recognition and has already acquired a non-zero fair value.

It is unlikely that entities would be motivated to abuse a regime requiring only ‘reasonably effective’
offset — most will, in any event, seek hedges which are as effective as is practically possible, to
minimise profit or loss accounting volatility and for prudent economic risk reduction purposes.

We believe this gualitative approach should also be applicable to hedges of portions of risk (see
our response to Question 6¢).

b) Would your suggestions include restrictions that exist today? If not, why are those
restrictions unnecessary?

See response to Question 6a above.

c) Existing hedge accounting requirements could be simplified if partial hedges were not
permitted. Should partial hedges be permitted and, if so, why? Please also explain why you
believe the benefits of allowing partial hedges justify the complexity.

Paragraph 2.71 suggests that requiring the entire risks inherent in the hedged item to be
designated as the hedged itemn would create more ineffectiveness but would reduce complexity
and improve comparability. However:

i} as with our response to Question 5, the component of risk that is, in practice, hedged is
often the only component for which a fair value can be readily obtained. The effect of the
proposal would be to require the measurement of changes in fair value for many illiquid
instruments, increasing the operational challenges and the complexity of processes;

i) it would be illogical if the assessment of the success or failure of a hedge relationship were
not based on how well the hedge accomplished what management designed the hedge to
accomphish; and

iii) many hedges which would achieve management's intentions would not qualify for hedge
accounting, and the resulting profit or loss volatility would often be difficult to explain and
confusing to users.
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In particular, we believe that any effort on the part of the Boards to reduce complexity of financial
instrument accounting must address a practical and rational way to deal with non-performance
risk. Non-performance risk is the primary unhedged risk that this proposal would introduce as new
ineffectiveness in financial hedges. Credit risk of a third party is not often managed with derivative
instruments. When the credit risk relates to the issuer’s own non-performance, there is not a
derivative available in the market place that the counterparty would be willing to provide to hedge
the risk.

For hedge relationships that are effective, under any GAAP, one must be able to expect that the
derivative cash flows will cceour as intended by the contract and the cash flows associated with the
hedged item will also occur; in other words, that non-performance risks, while present, are
negligible. Entities that apply hedge accounting should continue to be required to make such an
assessment and constantly monitor it. Accordingly, we suggest that for all hedging activities,
consideration of non-performance risk be at an overall comprehensive and largely qualitative level,
and that if ‘passed’, is not required to be included in the ongoing assessment of hedge
effectiveness for any hedge, fair value or cash flow. Requiring the ongoing effect of changes of
credit risk on the assessment of hedge effectiveness, while both elements of the hedge
relationship are still within the spectrum of a high expectation of performance overall, is infinitely
more complex, and arguably, of questionable benefit relative to the cost,

With respect to fair value hedges, non-performance risk associated with the derivative will never
correlate with the non-performance risk assaociated with the hedged item. The credit risk exposure
is fundamentally different for a ‘two-way’ derivative compared to a ‘one-way' hedged item, which is
why the all-in fixed rate of an interest rate swap will never match the fixed-rate of the hedged
financial instrument. We do not believe that these unavoidable differences should constitute hedge
ineffectiveness. Should this proposal be adopted, a tremendous amount of resources would be
required to capture it.

We believe that a portions approach to hedge accounting appropriately refiects the underlying
economic activity. We would permit the use of hedge accounting for any designated risks, or
portions of cash flows or fair value changes risk, as long as they can be separately identified and
can be reliably measured as required by the paragraphs AG39E and AG99F of the recent IAS 39
amendment.

We recommend that the ability to apply hedge accounting to designated risks or portions should
be extended to non-financial items, since changes in the cash flows or fair value attributable to the
specified risks or portions can often be reliably measured. An example would be where market
convention for pricing the non-financial item references one or mare financial instruments {eg
forward contracts on commadities that may be priced based on a futures price). Abalition of the
distinction between financial and non-financial items on this issue would help reduce complexity
and abolish what is seen as an arbitrary rule rather than a principle.

d) What other comments or suggestions do you have with regard to how hedge accounting
might be simplified whife maintaining discipline over when a hedging refationship can
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qualify for hedge accounting and how the application of the hedge accounting modefs
affects earnings?

Paragraph 2.64 suggests that constraints should be imposed on the frequency of hedge de-
designation and re-designation. We do not believe that this would significantly reduce the
complexity of financial reporting, nor that it is an appropriate approach. This would make it
impossible to pursue a dynamic hedging programme, and would require the continuation of hedge
accounting (for instance) when that is no longer the management intent, and so would result in a
derivative’s fair value volatility not being reported in profit or loss even when it is held as a
speculative position.

We are not aware that voluntary de-designations are a problem in practice, the source of diversity
of application, an issue with auditors or requiators, or a source of abuse. Any de-designation,
voluntary or required, cannot possibly anticipate either the direction or amount of change in fair
value of the derivative thereafter.

Paragraph 2.88 suggests introducing more flexible requirements for portfolic hedge accounting.
We do not believe this would reduce complexity.

Paragraph 2.91 suggests requiring gains and losses on hedging instruments to be reclassified to
earnings when the forecast item was originally expected to affect earnings, whether or not it
actually occurs or affects earnings as planned. Mistakes in forecasting will result in earnings
volatility. This could result in losses continuing to be deferred for a hedge of an item which is no
longer expected to occur, and s¢ would result in accounting that would be both counterintuitive
and imprudent. This proposal is unlikely to provide financial information which is easier to
understand or is more relevant for users.

Paragraph 2.98 suggests eliminating the choice of whether to permit cash flow hedge gains and
losses to be deferred in equity or treated as a basis adjustment to an acquired, nen-financial
asset. We do not believe that this option is a significant cause of complexity and its elimination
would do littie to help improve financial statement relevance or ease of understanding.

Question 7:

Do you have any other intermediate approaches for the IASB to consider other than those set out
in Section 2? If so, what are they and why should the [ASB consider them?

i} Impairment
See our response 1o Question 4c above.

iy Scope — non-financial instruments
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Paragraphs 5 to 7 of IAS 39, which set out when a non-financial item is within the scope of the
Standard, are complex and difficult to understand and apply. The basic principle, that a contract is
easily convertible into cash and is held for trading is sound, but a ‘past practice’ of selling or
settling net ‘'similar items’, introduces undefined terms. This results in an inconsistency of
application and thus contracts being included in IAS 39 where they were never entered into with
trading intent. For example, an energy entity may enter into long-dated forward purchase
agreements for an energy commodity with the view that future seasons’ weather will be consistent
with past seasons’ average temperatures. However, as a result of unexpected warmer weather,
the entity adjusts its expected needs and net settles some of its forward purchase agreements. We
believe the settling of the forward purchase agreementis in this context does not constitute
‘trading’. However, given that the energy entity now has a past practice of net settling forward
purchase agreements; one could argue that this activity would require similar instruments to be
considered derivative instruments, in accordance with paragraph 6 of IAS 39,

There are also difficulties of interpretation when entities enter into contracts to supply non-financial
items which can be readily converted into cash, in which the purchaser has an option to adjust the
volume. Applying paragraph 7 of IAS 39, there is diversity in view as to whether it is just the option
or the entire contract that is brought into the scope of IAS 39.

The effect of paragraphs 5 to 7 of IAS 39 is to include in the scope of the Standard many
transactions that were never considered to be financial instruments when entered into.
Consequently it expands significantly the scope of financial instrument accounting, creating
considerable complexity for preparers and auditors in interpreting and applying these paragraphs,
and for users in understanding the consequent financial statement effect. We believe that there
would be considerable reduction in complexity if paragraphs 5 to 7 of IAS 39 were reworded so as
to require non-financial instruments to be within the scope of IAS 39 only if both readily convertible
into cash and, in practice, held for trading.

fii) Loan commitments, EIR, asset and liability recognition, and embedded derivatives

We also suggest that complexity would be reduced by aligning the requirements for recognising
impairment on loans with those of loan commitments and financial guarantees. Our expanded
thoughts are detailed in Appendix 2. Also in Appendix 2, we further detait a number of other
sources of complexity which involve the calculation of EIR, asset and liability recognition and the
separation of embedded derivatives.
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Section 3 A long-term solution—a single measurement method for ali types of financial
instruments

Question 8:

To reduce today’s measurement-related problems, Section 3 suggests that the long-term solution
is to use a single method to measure all types of financial instruments within the scope of a
standard for financial instruments.

Do you believe that using a single method to measure all types of financial instrument within the
scope of a standard for financial instrument is appropriate? Why or why not? If you do not believe
that all types of financial instruments should be measure using only one method in the long term,
is there another approach fo address measurement-related problems in the long term? If so, what
is it?

In our response to Question 3 we propose an alternative intermediate approach for the
measurement of financial instruments. We suggest that the intermediate approach be allowed to
develop over time, as the markets for financial instruments, techniques for valuation and the use of
fair values all evolve. The proportion of financial instruments that would need to be covered by the
‘level 3' exception is likely to decline over time. Meanwhile, users may come to prefer a full fair
vaiue through profit or loss for all financial instruments, although it will probably be necessary for
the revaluation of financial instruments that are held for trading always to be reported in a separate
line from other fair value changes, reflecting the different cash flow implications. On the other
hand, if over an intermediate timeframe the market rejects a full fair value model for non-trading
financial instruments, then our intermediate approach could n fact become the long term model.

Clearly the long term solution wili be influenced by the completion of the Boards' conceptual
framework, as issues of whether financial instruments are revalued and where revaluation is
recognised will inevitably depend on how the revaluation will be reported.

In addition, we reiterate the point we made in response to Question 2, that any change to IAS 39
in the long term should be a joint project with the FASB.

Question 9.

Part A of Section 3 suggests that fair value seems to be the onlfy measurement attribute that is
appropriate for all types of financial instruments within the scope of a standard for financial
instrurments.

a) Do you beligve that fair value is the only measurement attribute that is appropriate for all
types of financial instruments within the scope of a standard for financial instruments?
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A desirable long term objective would be to recognise all financial instruments at fair value, as
suggested in our response to Question 3, although in our proposed intermediate approach we
differentiated between certain financial instruments whose changes in fair value would be
recognised in profit or loss and other instruments whose unrealised change in fair value would be
recognised in equity. However, as we noted, market participants have concerns as to the refiability
of measurement of ‘level 3’ instruments. As a result, our proposed intermediate approach does not
require fair values to be used for those ‘level 3’ assets and liabilities that the Boards may
determine are too onerous to record at fair value. As we describe in our response to Question 8,
the need for this exception may decline over time, with the development of markets, valuation
techniques and attitudes towards the use of fair value.

b) If not, what measurement attribute other that fair value is appropriate for all types of
financial instruments within the scope of a standard for financial instruments? Why do you
think that measurement attribute is appropriate for all types of financial instruments within
the scope of a standard for financial instruments? Does the measurement aftribute reduce
foday’s measurement-refated complexity and provide users with information that is
necessary to assess the cash flow prospects for al types of financial instruments?

There is no single measurement attribute other than fair value that would be appropriate for all
financial instruments. See our response to Question 3.

Not applicable.
Question 10

Part B of Section 3 sets out concems about fair value measurement of financial instruments. Are
there any sighificant concems about fair value measurement of financial instruments other than
those identified in Section 37 If so, what are they and why are they matters for concermn?

Part B of Section 3 correctly identifies the main concerns about the use of fair values. We accept
(paragraph 3.42) that volatility in fair values is a real economic phenomenon and should not fail to
be measured just because it is outside of management control. Undoubtedly fair vatues should be
disclosed, but in the intermediate term we believe fair value changes should not be recognised in
profit or loss unless they arise from trading activity, or when the fair value option has been applied,
or to the extent there is credit impairment, or they are realised. As we noted in our response to
Question 8, we would expect that our proposed intermediate approach will evolve as valuation
technigues develop and markets become more established in trading illiquid instruments such that
it may result in a long term full fair value through profit and loss approach.
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In response to the arguments against artificial stahility of earnings (paragraph 3.48), we would
coemment that:

i) Itis not necessary to measure instruments at fair value to be able to assess management's
decision to hold an instrument rather than sell it, as this information should be accessible
from the disclosures. Also, frequently it is not, practically, possible to sell or transfer the
financial instrument, so measurement of the gain or loss that has arisen because of the
decision to hold would only be hypothetical.

i) We agree that ‘plans change’, which is why we support the use of the AFS category for
financial assets that management is not committed to hold to maturity in the current
Standard and we accept that all financial instruments may be recognised at fair value
through profit or loss in the longer term (see our response to Question 8).

iii) We agree that cash flows are never certain, but the problem of uncertainty also affects
market prices, with the additional problem that market prices include a discount for
immediate liquidation which does not necessarily reflect many entities’ expected future cash
flows.

Qur comments on the other views set out in this section of the DP are as follows:

i) We do not agree that fair value hedge accounting for a single risk in a financial instrument
causes ‘artificial stability’ (paragraph 3.47), as the reduction in variability of fair value or cash
flows achieved through hedging is 'real'.

i) Disaggregation of changes in fair value (paragraph 3.50) will often be an extremely difficult
and expensive exercise unless already considered sufficiently useful that it is performed for
management reporting purposes.

i) We agree that fair value is not a forecast of an ultimate outcome and that (as required to be
calculated by IAS 39} it is ‘a current market price based on collective assessment of current
worth by market participants’ {paragraph 3.52). But there are concerns that:

1. often there is no such collective assessment available, and

2. where there is, it is only a collective assessment of what the instrument would be
worth if soid or transferred at that time, which is not necessarily the same as a
collective assessment of future cash flows. The current market price will also reflect
liquidity issues, so that it will fluctuate with supply and demand, for reasons only in
part connected with changing expectations of the instrument’s underlying cash flows.

iv) We agree that financial instruments with highiy variabte cash flows should be measured at
fair value (paragraph 3.62); since despite difficulties in estimation, fair value is the best
method of assessing future cash flows. However, we accept that there may be a need fo
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exempt certain ‘level 3’ equity securities from being recognised at fair value (see our
response to Question 3).

v) We agree that disclosure of the process of estimation of fair values could be enhanced
(paragraph 3.64), and view this as an important issue to be addressed in the short term in
light of the credit crisis. However, we are also aware that it is not easy to provide such
information in a meaningful way without reporting masses of data or oversimplification of the
difficuities invalved. For instance, the current IFRS 7 reporting requirement to disclose the
effect of using reasonably possible alternative assumptions for ‘level 3" instruments, is not
very useful, since there is no consensus on what ‘reascnably possible’ means in this
context, and the disclosure of a single figure is of little value to the reader.

vi) Paragraph 3.65 ignores the market liquidity premium, which is relevant for deriving current
market-based valuations but not necessarily for determining longer term cash flows. Hence
while there is subjectivity in determining the credit component of a hypothetical market value
and an impairment allowance for an asset measured at cost (paragraph 3.67), the latter may
give a more relevant indicator of expected cash flows. Hence in our response to Question
4¢c we believe that impairment should not be based on market values for instruments not
measured at FVPL.

vii) Regarding the arguments put forward in paragraph 3.74 in respect of financial liabilities:

1. We do not agree there should be measurement symmetry between the investor and
issuer of an instrument. If there is an increase in market credit spread, an investor
who holds the instrument for trading is likely to suffer the cash flow consequences of
a loss in fair value, but the issuer, if it intends to hold the instrument to maturity, may
not. Even if the issuer is able to transfer or buy back the instrument at a gain, it will
most likely be compelled to borrow at the higher credit spread to finance the
repurchase, so any gain will reverse through higher interest costs in the future.
Symmetry in accounting treatment is only desirable where there is symmetry in the
economic rationale for investing in, or issuing, the instrument.

2. There is no intrinsic reason why there should be total consistency between the
accouniing treatment of an instrument on initial recognition and on subsequent
measurement.

3. While fair value gains on liabilities do not happen in a vacuum, most of the losses
incurred on assets or expected shortfalis in profit will nermally have cash flow
consequences, while market value gains on liabilities normally do not. Revaluation of
liabilities through profit or loss would also be an indirect and inefficient way to signal
that there has been a decline in the value of unrecognised assets.

4. The switch in economic value between equity holders and creditors is only achieved
once a debt instrument is renegotiated. To anticipate this transfer of vaiue through
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profit or loss before renegotiation is entirely hypothetical and is not consistent with the
going concern basis of preparation of financial statements.

Regarding paragraph 3.80, we repeat our concern that while there is difficulty and
uncertainty in estimating impairment losses for an impaired financial asset, the result of such
estimation will often be a more relevant indicator of future cash flows than current market
values, if derived from an illiquid market. On this issue the DP underestimates the difficulty
in determining meaningful market-based values for many financial instruments and
potentially their relevance if the instrument is not intended, nor required to be sold into the
market in the short term.
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Appendix 2 — Other Sources of Complexity
a) Loan commitments

IAS 39 includes within its scope commitments to make loans where there is a past history of
selling the resuiting loan shortly after drawdown. Meanwhile, loans that are advanced with the
intention of sale in the short term must be recognised as held for trading. This framework does not
deal well with syndicated loans, when a bank seeks to organise a consortium te lend money, with
the intention of taking on only a portion of the advance, but may be committed to make the entire
loan if the syndicate cannot be formed. In extreme cases, it is possible that the bank will fail to
syndicate the loan and will therefore take the entire loan onto its balance sheet. In such cases the
bank will subseguently seek to reduce its exposure by selling part of the loan. As worded, IAS 39
implies that when a bank enters into such business, all of its loan commitments in the same class
should be recognised at FVPL (as the bank has a history of selling assets resulting from loan
commitments®) and any excess position that it may hold should also be recognised at FVPL (since
it is due to be sold in the near term*). However, the bank does not hold the excess position for
trading; it will often anly sell the excess position if it can achieve a reasonable price. While we
agree that the excess position should not be treated as loans and receivables, it would be better
classified as AFS, rather than FVPL.

As we state in our response to Question 4¢, complexity would be reduced by bringing the
requirements for measuring impairment on loan commitments in line with those for loans, and
financial guarantees.

There are also issues concerning how loans that resuit from the drawdown on foan commitments
should be recognised. Are the loans ‘new’ financial instruments that on drawdown shouild be
recognised at fair value in accordance with paragraph 43 of IAS 397 Cr are they recognised at the
fair value as at the date of commitment (adjusted, where necessary for impairment)? If it is
necessary to measure lpans at fair value, then this would be inconsistent with the exclusion of loan
commitments from the scope of IAS 39, as a fair value loss should, presumably, be anticipated,
rather than recognised only on drawdown.

b} Effective interest rate

Paragraphs AG7 and AG8 of IAS 39 are unclear or otherwise unsatisfactory in several respects.

3 Paragraph 4(a) of TAS 39

* paragraph 9 of IAS 39 definition of loans and receivables (a)
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i) [tis not clear whether paragraph AG7 permits a floating rate instrument to be recognised so
that the interest in any period is just an accrual of the contractual amount due (so that, for
example, on a loan that pays LIBOR +2% the EIR would be LIBOR + 2%), or whether it is
necessary to determine the effective rate for the entire instrument (eg by determining the
forward LIBOR curve) and to continually update this calculation over the instrument's life.
This is not a material issue for many such instruments where the yield curve is relatively flat,
but could be if the yield curve slopes up or down significantly and so the average interest
rate over the instrument’s life differs significantly from the coupon currently payabie.
Diversity of application and complexity in practice would be reduced by clarifying that
entities only need to recognise the current interest rate on floating rate instruments.

iy ltis not clear how interest should be recognised on a structured product such as an ‘inverse
floater’ that manages to pass the various tests imposed by IAS 39 for separation of an
embedded derivative, such as paragraph AG33(a) of IAS 39. We believe that such
instruments should be measured using paragraph AG8. The wording of paragraph AG7
needs to he amended to state that it applies only to conventional, unlevered, floating rate
instruments, and paragraph AG8 adjusted to make it clear that it appiies to changes in rates
for all other debt instruments.

ii) It is not clear how amendments of contractual terms affect the recognition of interest.
Presumably paragraph AG 8 is designed only to deal with changes in ‘estimates’, not terms.
It would help if made clear that a change in terms reguires an amendment of the EIR.

c) Restructuring of financial assets and financial liabilities

It is not clear whether a substantial change in the terms of financial asset (unconnected with
restructuring when the issuer is in financial difficulty, which would be dealt with by the investor as
impairment) results in its derecognition and the recognition of a new asset, in a manner equivalent
to a liability. Paragraph 40 of IAS 39 requires that a liability be derecognised if there is substantial
modification of terms and paragraph AG62 of IAS 39 states that the terms are substantially
different if the discounted present value of the new cash flows is 10% different from that of the old.
Should the same logic be applied to assets, or will any amount of change in the terms of an asset
never result in it's derecognition? Alsa, it is not clear what would constitute a substantial change. Is
paragraph AG62 intended to be an example of the principle set cut in paragraph 40 oris it a
definition? That is, would a liability be derecognised for a substantive change (eg a change of
currency or the inclusion of an embedded derivative) other than one that meets the example in
paragraph AGG27
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d) Embedded derivatives

Some of the complexity in IAS 39 is caused by the guidance for separating an embedded
derivative; some of this is a series of rules rather than clarification of the principle and can lead to
some unusual outcomes. For instance, there is inconsistency in the treatment of extension® and
prepayment® options.

Rules such as those in paragraphs AG30(c). AG30(g), AG33(a) and AG33(e) of IAS 39 were
written before the introduction of paragraph AG8 of IAS 39 and are probably no longer needed,
especially if paragraph AG8 is amended as discussed in b) i) above. As a result, any option to
prepay or extend would be deemed to be closely related, but the requirement to re-estimate cash
flows, while maintaining the criginal EIR, will result in fluctuations in profit or loss.

* Paragraph AG30(c) of 1AS 39

® Paragraph AG30{g) of IAS 39



