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Emal: CommentL etters@iash.org.uk
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Dear Ms Thompson

EXPOSURE DRAFT OF PROPOSED AMENDMENTS TO IAS 39 - FINANCIAL
INSTRUMENTS: RECOGNITION AND MEASUREMENT, THE FAIR VALUE OPTION

In response to your request for comments on the exposure draft on the proposed amendments to
IAS ® - Financial Instruments. Recognition and Measurement, The Fair Value Option, please
find atached the comment letter prepared by the South African Inditute of Chartered
Accountants (SAICA). Pleae note that SAICA is not only a professond body, but dso
secretariat for the Accounting Practices Board (APB), which is the officid accounting standard
setting body in South Africa

We draw your atention to the fact that this comment letter was compiled using the comments
from the SAICA Banking Interest Group and the SAICA Life Insurance Interest Group. Both
of these groups are represented by preparers from these indudtries, regulators and auditors.

We thank you for the opportunity to provide comments on this document. Please do not
hegtate to contact me should you wish to discuss any of our comments.

Y ours sincerdly

Sue Ludolph
Project Director — Accounting

ccC: Doug Brooking (Chairman of the Accounting Practices Board)
Geoff Everingham (Chairman of the Acocounting Practices Committee)



SAICA COMMENT ON PROPOSED AMENDMENTSTO IAS39 ON THE FAIR VALUE OPTION

GENERAL COMMENTS

South Africa has adopted Internationd Financid Reporting Standards (IFRS) and issued the
origind 1AS 39 a a South African Statement of Genedly Accepted Accounting Practice
(GAAP), AC 133, with an effective date for periods commencing on or ater 1 July 2002. Prior
to issuing AC 133, the South African accounting standards body, The Accounting Practices
Boad, early adopted the far vaue option, as currently contained in IAS 39 (revised and issued
in December 2003). The reasons for the incdluson of the option permitting entities to designate
irrevocably on initid recognition any finandd asst or finendd liability as hdd for trading
and thus to be measured a far vaue with gains and losses recognised in profit or loss, was for
the same reasons expressed by the IASB. South African companies have therefore been
applying the far vaue option in ther gpplication of AC 133. In our expeience, we have not
found the far vaue option being used ingppropriatdly. As such, we do not support the
proposed amendments to limit the gpplication of the far vadue opton as st out in this
exposure draft.

Our ressons for not supporting the proposed amendments to limit the application of the far
vaue option, as st out in this exposure draft, are listed below:

1 We condder that the requirement to dassfy financid assats and liabilities under the fair
vaue option only on initid recognition and the prohibition on tranders into and out of
this classfication (subject to our comments under Question 6) are sufficient to prevent
abuse. The introduction of further limitations on the use of the far vaue option so as to
combat the potentid abuse and manipulation by preparers of finenda dSaements is in
our opinion, unfounded.

2  The introduction of the far vaue option has in fact resolved some of the incondstencies
inherent in the mixed messurement modd of IAS 39 and we propose that it remans
unchanged in IAS 39 (revised). This is especidly rdevant for the financid services
sector, induding banks and insurers.

3  An ettty should be permitted to designate any finandd insrument irrevocably a initid
recognition as an indrument that is measured a far vaue with changes in far vaue
recognised in profit or loss.  This reduces companies need for complex hedging
documentation where there is a naturd hedge as wel as permits conggent accounting
where nontderivaive asssts and liabilities have offsatting risks. The use of the far vdue
option to recognise the economic effects of naturd hedges is gpplied widdy by
corporates and, in particular, by the banking and insurance sectors.

4. Imposng a st of rules to limit the use of the far vadue option is incondgent with the
Framework (for example, the concept of verifiability is inconsgent with the quditaive
characterigic of rdiability) and the objectives of the Improvements Project. We do not

condder the arguments in the Basis of Conclusons to be sufficiently strong or persuasive
to judify this proposed amendment to IAS 39. The arguments seem to be basad on
concerns around auditability rather than on sound accounting principles.

5 The exposure draft proposes rules and terminology which cannot be traced back to
IAS 39 (revised). We pedificdly refer you to the following:
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SAICA COMMENT ON PROPOSED AMENDMENTSTO IAS39 ON THE FAIR VALUE OPTION

Subgantidly offsst: Wha will qudify as being subgtantid? Is 51%, 80% or 90%
regarded as subgtantid? 1AS 39 AG 40 datempts to darify the meaning of the word
“substantially”. The paragraph refers to examples where an entity has retained
subdantidly dl the risks and rewards of ownership. Subgtantidly offsst does not
have the same meaning as that described in IAS 39 AG 40. If the term were to be
retained in the standard, it would need to be darified.

Veifidble We bdieve that the requirement for the verification of far vaue should
be removed from the exposure draft as it is contradictory to the requirements for
measuring the far vaue of other financid ingruments in terms of IAS 39 (revised).
We ae concened as to why the Board has decided to place more onerous
requirements for measuring far vaue on financid indruments which are designated
to be caried a far vadue where this requirement is not impossd on the
determination of the far vadue of avaldble-for-sde securities, whose far vaues
may differ subgtantidly depending on the vauation modd used. This creates an
unacceptable two-tier threshold for reliable measurement.

The ddfinition of a verifidble far vaue as defined in paragrgoh 48B is framed with
finencd assts in mind, raher then financd ligbilittes  The longterm insurance
indugry incurs financid liabilities on invetment contracts  The cash flows of thee
finencid liabilities are contractudly linked to the peformance of the assts that ae
messured a far vaue, and therefore qualify under paragraph 9b(ii) for designdtion a fair
value through profit and loss. The far vadue of these ligbilities equates to the far vadue
of the assts to which they are contractudly linked. If the far vaue of the financid
lidbility or linked assts is not conddered verifidble then there is a mismach in
accounting trestment.  We believe that the verifidble tet should not be required if the
requirements of 9b(ii) are met.

Paragraph 9b(iii) permits the use of the fair vaue option if the exposure to changes in the
far vdue of the financid ast or finencd liability is subgtantidly offset by the exposure
to the changes in far vadue of another financid asst or liability. For the insurance
indugry, permitting the far vaue desgnatiion without redriction dlows insurers to match
the accounting treatment for the mgority of ther financid assets and insurance lidhilities,
which are carried a far vdue At the very leas, the option should be extended to include
financid assets offsetting insurance ligbilities (for example, insurance polices backed by
mortgage or palicy loans).

The exposure draft dso seems to be trying to address the requirements of regulators or
prudentid supervisors rather than deding with accounting principles. The daement in
paragraph BC 11 (b) “the powers of the relevant prudential supervisor may include
oversight of the application of the requirements in IAS 39" is in our opinion,
overdepping into prudentid supervisors  dffars and is migplaced within an accounting
dandard. We firmly believe tha accounting Sandards should not in any way prescribe or
give powers to regulators.

This exposure draft will unnecessxrily complicate the applicability of the far vaue
option and may undermine the objectives and reassons for the indudon of the far vadue
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SAICA COMMENT ON PROPOSED AMENDMENTSTO IAS39 ON THE FAIR VALUE OPTION

option in IAS 39 (revised) in the firg place. As IAS 39 is dready a complex standard,
adding further levels of complexity to the Sandard will impede its implementation.

10. The exposure dréft is not conggtent in its definiion of far vdue Far vaue should be
defined consgtently in dl accounting sandards and for dl financid instruments.

In summary, the exposure draft represents a step backwards in the accounting of financia
indruments and we bdieve IAS 39 (revised) should reman unchanged in s0 far as the fair
vaue option is concerned. However, additiond disclosure rdating to the sdection and use of
the fair vaue option may be incdluded in IAS 32 to darify, judify and explan the use of the far
vaue option by preparers of financid satements.

SPECIFIC COMMENTS
Quedtion 1

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

We do not agree with the proposds in this exposure draft for the reasons noted in the Generd
Comments above and are of the view that the exposure draft should be withdravn. We are not
aware of the widespread abuse suggested by the Board and the concerns now raised by the
Boad were in exigence when the far vaue option was fird exposed in 2002. The exposure
draft proposes a saies of rules and introduces new terminology and a dricter test of
“verifiability” for far vaue tha is not required for avalablefor-sde securities or for the
disclosures of far vdue  As such, IAS 39 (revised) should reman unchanged. However,
should the Board continue with these proposds, our responses to the questions beow indicate
areas where we believe changes should be made.

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 were revised as set out

in this Exposure Draft? If so:

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

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

(©0 how would applying the fair value option to the instrument(s) smplify the practical
application of IAS 39?

(@) & (b) Examples of instruments which would not be eligible and is the fair value verifiable

1. Fixed rate commercial property finance (CPF) or other structured finance
transactions, as well as interest rate swaps to hedge its interest rate risk in
respect of thesetransactions

Due to the longterm nature of these transactions and various other reasons, it is
not feasble to meet dl hedge accounting requirements (eg. demondrate hedge
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SAICA COMMENT ON PROPOSED AMENDMENTSTO IAS39 ON THE FAIR VALUE OPTION

effectiveness over the full term) and hedge accounting cannot be gpplied. The
far vaue option is therefore utilised to recognise the economic hedge that has
been entered into for the transaction. The option to far vaue these types of
transactions will no longer be dlowed under this exposure draft due to the credit
component of the fair vaue adjustment not being verifiable.

2. A money market insrument for which quoted prices are not available, but
whose price is reliably determined with reference to quoted rates from
active markets

Such ingruments would consequently be dassfied as loans and receivables and
potentidly not meet the other criteria in 9(b), thereby precluding entities from
measuring these ingruments a fair value.

3. Private equity investments, private placement debt, guaranteed insurance
contracts and structure products that contain embedded derivatives (eg.
credit linked notes)

The requirement for veifidoility mekes it difficult to goply far vdue to

prepayable loans and these financid indruments are not quoted in an active
market.

4. The requirement for a contractual link between movements in the fair
value of loans and receivables and financial liabilities creates problems for

insurance companies

The linked ligbilities in these cases may be insurance contracts or discretionary
paticipating contracts which are excluded from the scope of the IAS 39
defintion of financid ligbilities and which are not yet cgpable of far vauation
under IFRS. Theefore, such entities will be unable to apply the far vaue
option to such loans and recaivables, even if they are capable of passng the test
of verifiability astheinsurance contracts are not permitted to be fair vaued.

5. Liabilities under insurance contracts or contracts with discretionary
participation featureslinked

Where an insurer has ligbilities under insurance contracts or contracts with
discretionary  paticipation festures linked to the peformance of gpecific asss,
it is uncler whether these assets can continue to be desgnated a far vaue
through profit or loss. The reason for this is that the ligbilities under these
contracts cannot currently be far vaued (as accepted by the IASB in IFRS
4AC 141) — Insurance Contracts) and therefore it is uncertain if the reated
assets can continue to be fair vaued through profit and loss,
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6. Valuation of aterm certain annuity contract in theinsurance industry

In such an indance, the insurance indudtry attempts to match the cash flows of
the annuity payments as cdosdy as possble with fixed interest sock. A
weighted average current yidd of the stock is used as the baess of vauation of
the lidblity, therefore the movement in the vduation of the assas is
ubgantidly offset by the movement in the vauation of the liabilities (and vice
versd). The vdue of the assts is dearly verifidble, snce the sock is traded, but
what proof is now needed or how does one prove thet the vdue of the liabilities
is verifiable? Further clarification is required.

7. Financial liabilitiesin respect of investment contractsissued by insurers

The amendment may result in the far vaue option not being avaladle for these
finendd lidbilities and they will have to be vaued a amortised cogt with the
resulting incondsent measurement and disdosure between the movement in the
far vdue of the ligdilities and the invesment return earned on the underlying
invesments. The migmetch in the vauation of the invetment contract liability
and the undelying assets will conditute a profit or loss resulting in atificd
voldility in earnings despite the fact that the assets and lidbilities may be fully
meatched.

8. The proposals limit the December 2003 improvement to IAS 28 —
Investments in Associates, as regards the option to measure investments in
associates at fair value, with changes in fair value recognised in profit or
loss

Such a limitation seems to conflict with the underlying resson for the IAS 28
option that far vadue information is congdered by the Board to be often reedily
avalable because far vadue measurements are a wdl-established practice in
venture capitd entities, mutud funds and unit trusts.

9. Invesment fund industry

The invesment fund indudry is able, under the exiging IAS 39, to adopt the
far vaue option in measuring both its fund lidbilities and it its fund assets  In
the case of invetment funds the cash flows of the fund's ligbility, on a unit-by-
unit basis, will not necessarily be contractudly linked to the peformance of a
paticular ast, which could be identified with thet ligbility and specified as
required by IAS 39. This is the case, as within many investment indudtries there
is a contractua obligation to redeem the unit a the net asset vaue of the funds
messured a mid-prices.  However, the reguirement within the exposure draft
currently is that designaion of the fund ligbility as a far vadue through profit or
loss on a portfolio basis would not be gppropriate.
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(c) Practical simplification of applying the fair value option in IAS 39

In South Africa we have been goplying the far vadue option snce July 2002, as
noted in our Generd Comments above. We have noted during this period that the
onerous requirements for hedge accounting have been samplified, especidly with
regards to the designation and effectiveness tegting required by 1AS 39. In addition,
the far vadue option has provided the opportunity for preparers of the financid
daements to cary embedded derivetives a far vdue and not to bifurcate the
embedded derivative out of the host contract.

With spedific reference to points made in (& and (b) above dthough it is possble
to hedge some of the far vdue risk inherent in mortgages for example, it is not
adways possble to meet the dringent hedge effectiveness testing required in 1AS 39.
Applying the fair vdue option in these circumstances has in fact decreased, rather

than increased the valatility within the income statement.
Quedtion 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?

In our view the proposas contained in this exposure draft ingppropriately limit the use of the
far vadue option and in fact contradict the concerns st out in paragraph BC 9 and the objective

of the exposure draft.

Concerns expressed regarding the increese in voldility within the income daement due to
goplication of the far vaue option to only one pat of a mached podtion are unfounded.
Preparers of financid datements do not seek volaility within ther financid daements any
more than do the regulators.

Quedtion 4

Paragraph 9(b)(i) proposes that the fair value option could be used for a financial asset or
financial liability that contains one or more embedded derivatives, whether or not
paragraph 11 of IAS 39 requires the embedded derivative to be separated. The Board
proposes this category for the reasons set out in paragraphs BC6(a) and BC16-BC18 of the
Basis for Conclusons on this Exposure Draft. However, the Board recognises that a
substantial number of financial assets and financial liabilities contain embedded derivatives
and, accordingly, a substantial number of financial assets and financial liabilities would
qualify for the fair value option under this proposal.

Is the proposal in paragraph 9(b)(i) appropriate? If rot, 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?

Whils we support the use of the fair vdue option to measure the entire ingrument at fair vaue
rather than attempting to separately measure the embedded derivatives, it is worth noting that
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SAICA COMMENT ON PROPOSED AMENDMENTSTO IAS39 ON THE FAIR VALUE OPTION

paragraph 9(b)(i) could encourage atificd financid engineering to overcome the redrictions
on usage of the far vaue option. Despite this concern, we neverthdess beieve the
verifigbility criterion would limit the extent of such abuse

Quegtion 5

Paragraph 103A proposes that an entity that adopts early the December 2003 version of 1AS
39 may change the financial assets and financial liabilities designated as at fair value through
profit or loss from the beginning of the first period for which it adopts the amendments in this
Exposure Draft. It also proposes that in the case of a financial asset or financial liability that
was previoudy designated as at fair value through profit or loss but is no longer so
designated:

(@) if the financial asset or financial liability is subsequently measured at cost or amortised
cost, its fair value at the beginning of the period for which it ceases to be designated as at
fair value through profit or lossis deemed to be its cost or amortised cost.

(b) if the financial asset is subsequently classified as available for sale, any amounts
previoudy recognised in profit or loss shall not be reclassified into the separate
component of equity in which gains and losses on available for-saleassets are
recognised.

However, in the case of a financial asset or financial liability that was not previously
designated as at fair value through profit or loss, the entity shall restate the financial asset or
financial liability using the new designation in the comparative financial statements.

Finally, this paragraph proposes that the entity shall disclose:

(@ for financial assets and financial liabilities newly designated as at fair value through
profit or loss, their fair value and the classification and carrying amount in the previous
financial statements.

(b) for financial assets and financial liabilities no longer designated as at fair value through
profit a loss, their fair value and the classification and carrying amount in the current
financial statements.

Are these proposed transitional requirements appropriate? If not, what changes do you
propose and why? Specifically, should all changes to the measurement basis of a financial
asset or financial liability that result from adopting the amendments proposed in this Exposure
Draft be applied retrospectively by restating the comparative financial statements?

Although we are of the opinion that the trandtiond proviSons are gopropriate in that they are
condgent with IAS 8, they are in contradiction to some of the trangtionad provisons of IAS
0.
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Question 6
Do you have any other comments on the proposals?
Disclosure of risk management policies

As indicated throughout this comment letter, we are of the opinion that the concerns expressed
aound potentid abuse of the far vdue option ae unfounded and the proposds in this
exposure draft are therefore unnecessry. We bdieve the 1ASB should rather consder
requiring additiond disdosure of the entity's risk management policdes and management
intentions in this regard.  Spedficdly, the assumptions and reasons behind the decison to
designate indruments a fair value should be disclosed.

From our experience in South Africa we have found that those finencid ingruments which had
been desgnated to be far vaued through the income Satement are not dearly disdosad in the
finencid datements. We bdieve that the IASB should require a split of inancid insruments
which are far vaued through the income datement into those hdd for trading in terms of the
definition in IAS 39 (revised) and those desgnated to be far vaued through the income
datement.  Further disclosure for those instruments classfied as desgnated to be far vaued
should be induded.

Reclassfications into and out of fair value

According to the IAS 39 (revised), reclassfications are prohibited into and out of the far vaue
through profit of loss category, but according to the previous IAS 39 reclassfications out of the
trading category ae prohibited, but recassficaions into the trading category are dlowed.
South African banks proposed that entities be dlowed to reclassfy financid assets into the
trading category (effectively a sub-category of the far vaue through profit or loss category), if
there is evidence of a recent actua pettern of short-teem profit taking that judifies such
reclassfications.  Placing such redrictions on the reclassfications into the trading category
could lead to digorted presentation of the true nature of, and management's intention with
respect to, financial assets.
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