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Dear Sandra

The Fair Value Option: Proposed Amendmentsto |AS 39

JP. Morgan Chae & Co gppreciates the opportunity to comment on the Internationd
Accounting Standards Board's (“IASB” or the “Boad’) Exposure Draft of Proposed
Amendments to IAS 39: Recognition and Measurement — The Far Vdue Option (the
“Exposure Draft”).

We have been supportive of the ability under 1AS 39 Financial Instruments. Recognition
and Measurement (December 2003) (“IAS 39’), for entities to choose to far vdue
through profit or loss any finendd asst or financid ligbility. In our comment |etter
dated 30 October 2003, on the proposed improvements to IAS 39 we agreed with the
then proposd that an entity should be permitted to desgnate irrevocably a initid
recognition, any financid ingrument a far vadue through profit or loss (“the Far Vaue
Option” or “the Option”). Our view was based on the bdief that this choice would (i)
dleviae problems of eanings digortions that result from the current mixed measurement
modd, and (ii) diminae the complexity inherent in bifurcating financid insruments with
embedded derivatives  As a result it was with concern that we read the Exposure Draft
snce its proposals could limit these key benefits.

Although we undesand the issues rased by prudentid supervisors we beieve tha
explidtly limiting the gStuations in which the Far Vdue Option can be used is not the
mog effective means of addressng those issues and may result in redricting its



legitimate use. We condder that the concerns raised by prudentid supervisors could be
more gppropriately addressed via disclosure.

We have st out the reasons for our views in more detall by addressing the specific
questions raisad in the Exposure Draft below.

Question 1

Do you agree with the proposals in the Exposure Draft? If not, why not? What
changes do you propose and why?

We do rot agree with proposas in the Exposure Draft for three broad reasons:

1. The proposas will limit a vdid means by which entities can minimise the
asymmetry caused by the mixed measurement accounting modd and the burden
d bifurcating financid ingrumentswith embedded derivaives;

2. The proposds add a new category of “veifisble’ to IAS 39's far vdue
measurement condderations (“the Far Vadue Hierarchy”) that is not conceptudly
upportable and

3. Limiting the Far Vdue Option in the manner proposad will leed to unintended
consequences in gpplication.

1. Reducing Accounting Asymmetry and the Burden of Bifurcation

We ae supportive of the Far Vadue Option as currently drafted in IAS 39 because it
enables entities to minimise the asymmetry in financd datements caused by the mixed
measurement  accounting  modd. Asymmetry results in eanings digortions where a
podgtion is required to be measured a far vadue through profit or loss, but its offseting
risk pogtion is required to be measured a amortised cost.

The Far Vdue Option dso diminaes the complexity of bifurcating embedded
derivaives from hybrid indruments such as dructured notes issued by financid
inditutions.  Structured notes are designed to provide investors with exposure Smilar to
that found in a freetanding deivaive A common example is an equity-linked note,
where coupons and/or repayments of principd on the debt host reflect the performance of
a specific equity security or equity index. Unlike other debt issuances, these notes are not
issued to rase funds but are dructured to meet client needs. Structured notes form part of
an entity’s trading activities and are managed on a far vaue bass. Bifurcation of these
indruments results in an atificia dlocation of vaue to an implied debt host and does not
bext reflect the fact that amarket price may be available for the entire instrument.

In both these cases the Far Vdue Option increases trangparency by enabling entities to
aign risk management and financia reporting views.

2. Additional Category in the Fair Value Hierarchy



It is proposed in the Exposure Draft that a financid indrument can only be designated at
far vdue through profit or loss where that indrument's far vdue is “veifiddle’, as
defined in paragrgph 48B of the Exposure Draft. We do not congder thet there is any
conceptud basis for adding the additiond “verifiable’ tet and thus do not agree with the
proposds in the Exposure draft for the following reasons:

a. The far vadue measurement condderations contaned in paragraphs AGE9 to
AG82 dready provides aufficdent guidance on how an entity should far vaue
financid ingruments, and

b. The“veifidble’ test isnot consstently applied across dl financid ingruments.

If an entity issued dructured debt with a complex embedded derivative, in certain
circumgtances it may not meet the “veifiaoility” criteria.  This is because some of the
materid parameters used to modd a more complex deivaive dement may not be
obsarvable in the market. If the Fair Vaue Option is unavaladle the dructured notes
would be required to be bifurcated, with the debt host measured & amortised cost and the
embedded derivaive separady measured a far vaue through profit or loss  This result
is illogicd; it is the deriveive component of the dructured debt which is causng the
compound ingrument to be unverifidble and outsde scope of the Far Vdue Option, yet
it is ds the derivaive that will be messured a far vadue through profit or loss after
bifurcation.

We see no conceptud bass for adding the verifidble threshold and would therefore
recommend that it is removed. We condder that required adherence to the fair vaue
measurement condderations contained in paragrgphs AG6E9 to AG82 of IAS 39 and the
disclosure requirements of paragraph 92 of IAS 32 would be sufficent to ensure
appropriate recognition of profit or loss

If the IASB decides to retain the “verifiability” proposas in the Exposure Draft, then we
would recommend that the “verifidble’ test does not goply where a financid indrument’'s
far vaue is not verifidble due to a component of a hybrid insrument thet is required to
be measured a fair vaue through profit or lossin any case.

3. Unintended Consequences- Irrevocable Designation

We condder that adding redrictions to the Far Vdue Option could lead to unintended
consaquences in gpplication.  We have highlighted one unintended consequence here: the
impact of paragrgph 50 on irrevocable designation.

We agree with the concept of irrevocable designation, however we are concerned with
the additional offsst criteria in paragrgph (jii) which must dso be met & the inception of
the finandd indrument or an entity canot goply the Far Vdue Option. This prohibition
applies even if upon initid recognition of the finendd indrument, the entity knows it
will meet the conditions of the Fair Vaue Option in the near future.

For example, as pat of its warehousng activities, an entity may build-up loans on its
bdance sheet for trander a a laer dae into a securitisation vehicle. It will hedge that



postion with derivatives, however the derivatives and the loans may not be purchased at
the same time; i.e hedges may be goplied periodicdly to cover portfolios only once they
have accumulated to a certain Sze. Under the proposds in the Exposure Draft, an entity
would be uneble to utilise the Far Vdue Option, because a initid recognition of the
loans there is no offsatting risk pogition.

In this example hedge accounting would be the only mechanism by which the entity
could minimise the earnings digtortion caused by carying the derivative a far vaue and
the warehoused loans a amortised cost.  This result contradicts one of the IASB's
intended uses for the Far Vdue Option as dealed in paragraph BC6(c)(i)) of the
Exposure Draft, namdy as an dternative to hedge accounting.

JPM C Suggested Changes

In light of the inconddencies detalled above and our view tha the impact of Exposure
Draft will be detrimentd rather than hepful, it is our recommendation thet the Far Vdue
Option be retained as currently drafted in IAS 39.

We condder that a more gppropriate mechanism to address the prudentid supervisor's
concerns is to enhance the disclosure contained in 1AS 32.94(e) & (f) regarding the use of
the Far Vdue Option. We propose that entities usng the Far Vaue Option should not
only disclose the carrying amounts of financid asssts and liahilities where the Ogption has
been usad, but should dso provide detals, & an gppropriate leve, as to why the Option
has been invoked. Such disclosure would provide usars of finencdd dSaements with
ingght into both the reasons and pervasiveness of the Option’s use.

Question 2

Are you aware of any financial instruments to which entities are applying, or are
intending to apply, the fair value option that would not be eligible for the option if it
wererevised as set out in this Exposure Draft? If so:

(a) please give details of the instrument(s) and why it (they) would not be digible.

(b) is the fair value of the instrument(s) verifiable (see paragraph 48B) and if not,
why not?

(c) how would applying the fair value option to the instrument(s) smplify the
practical application of IAS39?

We refer to the examples given to support our concerns raised in Quedion One above. In
addition, we wish to highlight one further, sgnificant indance where we are concerned
ue of the Far Vdue Option may be indigible; the gpplication of the “subgantidly
offset” criteriato hedges of credit risk.

It is the intention of the Board, as set out in paragraph BC10 and BC6(c)(ii), that the Fair
Vdue Option can be usad to dleviae the earnings mismach where derivatives fal to



meet the hedge effectiveness criteria Our concan is that “subgtantidly offset” will be
equated with the hedge effectiveness criteria in IAS 39. If this was the case, there are

number of legitimate offset Stuations where the Fair Vaue Ogption could not be utilised.

For example, a hedge of the credit risk on a sngle name loan may not meet the hedge
effectiveness criteria under 1AS 39 because of the bass risk between the credit derivetive
and the hedged item. This basis risk arises because the sandard credit default swap terms
often reference credit events in the form of bankruptcy, default on specified obligations,
gic. and do not reflect the actud hedged loan. If the “subgtantidly offset” condition
digns with hedge effectiveness rules, this hedge reationship may fdl outsde bah the
hedge accounting provisons and the Fair Vdue Option.

As dated previoudy in this letter, we bdieve that there should be no further redtrictions
placed on the Far Vaue Option. However, if the IASB were to retain the proposds in
the Exposure Draft, we urge the Board to daify within the body of IAS 39 that
“subgtantialy offset” does not equate to “ hedge effectiveness’.

Question 3

Do the proposals contained in this Exposure Draft appropriately limit the use of the
fair value option so as to address adequately the concerns set out in paragraph BC9?
If not, how would you further limit the use of the option and why?

We ae not convinced that the proposds in the Exposure Draft are the most appropriate
means to address the concerns st out in paragraph BCO.

BC9(a) sets out the concern tha the vdudion of financid ingruments with non-verifigole
far vaues is subjective and coud inappropriately impact profit or loss. We congder that
edimating far vaue requires informed judgement.  Consgent gpplication of the fair
vdue higachy in IAS 39 ooupled with clear corporate governance, control, price
verification and audit practices is the best way to ensure the objectivity, consstency and
integrity of farr vauation and accounting practices.

BCIO(b) sats out the concern that use of the Far Vadue Option might increase rather than
decrease voldility in profit or loss, for example if an entity gpplied the Option to only
one pat of a mached postion. We congder that this should not be a sgnificant issue
where meaningful disclosure mekes use of the Option trangparent to usars of financid
datements.  In addition, requiring far vaue desgnations to be irrevocably made a the
inception of an indrument should hdp to mitigae this concan.  Hndly, snce the
proposds in the Exposure Draft limit a vdid means of reducing the earnings digortions
caused by the mixed messurement accounting model, the proposas in the Exposure Draft
may increase rather than decrease earnings voltility.



Question 4

Is the proposal in paragraph 9(b)(i) appropriate? If not, should this category be
limited to a financial asset or financial liability containing one or more embedded
derivatives that paragraph 11 of IAS 39 requires to be separated?

As daed above, we condder that the Far Vaue Option should not be redricted as
proposed in the Exposure Draft If conditions are placed on its use we would be

supportive of broader rather than narrower conditions.

Questions 5

We have no comment.

Question 6

Do you have any other comments on the proposal ?

The proposds in the Exposure Draft mean tha the definition of “hdd for trading” in
paagraph 9 of IAS 39 has increased dgnificace  Prior to the proposds, an entity
wanting to far vaue a financd indrument was not condrained by whether it met the
definition of “hdd for trading” since it was &dle to reflect its intention to had the
ingrument as part of itstrading busness by utilisng the Fair Vaue Option.

We note that the definition of “held for trading” is narrower in scope than US GAAP and
is based primarily on being able to demondrate an intention to sdl or repurchase in the
ner tem. Per Saement of Fnancid Accounting Sandards (“SFAS’) No. 115,
Accounting for Certain Investments in Debt and Equity Securities, cdlassfication of a
security as trading is not precluded smply because the entity does not intend to sl it in
the near teem. However, the decison to cdassfy a security as trading should occur a
acquisition (see Hnenda Accounting Standards Board Implementation Guide- SFAS No.
115 quedtion 35).

As a reault of the proposds in the Exposure Dreft, we are concerned that an entity may
not be able to far vaue a financid indrument (or portfalio) that it intends to manage on a
far vaue bass as pat of its trading busness because the ingrument will be hed for the
medium to longterm.  For example an entity may hold a non-marketable cash security
for the longer teem with a derivative as pat o a rdative vdue abitrage Srategy in its
trading portfolio.  If the far vdue of the security was not verifigble, the entity would not
be adle to desgnate the security a fair vaue or dassfy it as hdd for trading. As a result,
the ingdrument wauld be dassfied as avaldbile for sde  Because of the accounting
asymmelry between the cash security and the derivative it is hedging, the entity would



auffer earnings and equity voldility.  We condder that this overdl drategy is more
aopropriately reflected on afair vdue bass.

Should the IASB proceed with its proposas in the Exposure Draft, then we would
drongly recommend that the IASB revigt the “hdd for trading” definition with a view to
digning with it US GAAP.  This recommendation is not made soldy with a view to
convergence, but dso to enable entities to more accurady reflect the trading nature of

cartan activities.

* * %

In concluson, we beieve the Exposure Draft as currently written will limit rather than
increase the potentid for trangparency tha the Fair Vaue Option previoudy gave. For
this reason, we strongly urge the Board to consider the commentsin this letter.

We agppreciae the opportunity to submit our views and would be pleased to discuss our

comments with you a your convenience. If you have any quedions, please contact me
on+1 212.270.7559.

Sncerdy,

Joseph Sclafani, EVPCC
JP. Morgan Chase

c.C.
Simon Peerless - Project Director
Accounting Standards Board



