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Dear Lay Wee

COMMENTS ON _IASB EXPOSURE DRAFT: PROPOSED AMENDMENTS TO IAS
39: FINANCIAL INSTRUMENTS: RECOGNITION AND MEASUREMENT —THE
FAIR VALUE OPTION

Thank you for your invitation to comment on IASB ED: Proposed Amendments to IAS 39
Financial Instruments: Recognition and Measurement — The Fair Value Option (ED The Fair
Value Option).

The Commission has consdered the Exposure Draft and our main comments are given below.
We have included our detailed responses to the Questions contained in the Discusson Paper
in the attached Schedules. We note that in making these comments our perspective focuses
on thefinancia reporting undertaken by issuers.

We support the incluson of the far vaue option in IAS 39 Financial Instruments:
Recognition and Measurement (IAS 39) as a means to smplify the Standard’s application,
and to ensure tha economicaly matched postions are appropriately reflected in an entity’s
financial statements. We do not, however, support the IASB’s current proposals to amend the
fair value option as contained in the Exposure Draft.

Whils we are cognisant that there are some gpplication difficulties in relaion to use of far
vaue measurement concepts, our overdl view is that the IASB should work to resolve these
issues in future by teking a holisic agpproach, rather than adjuging the <tandards for
goplication of far vadue measurement in particular sets of financid reporting circumstances
arigng in the context of gpplying IAS 39. We bdieve that the proposed amendments to IAS
39 st out in the Exposure Draft demongrate the latter approach.

We Dbdieve the proposed amendments introduce an additiond level of complexity to an
dready complex standard and may not achieve the outcomes that the introduction of the fair
vaue option was intended to achieve.

Furthermore, we have concerns about the IASB’s proposd to introduce a new recognition
criterion — verifiability — for gpplication to those financid indruments to which the fair vaue
option is applied. We are of the view that the conceptud principle of relidble measurement,



which encompasses the attributes of representational faithfulness, neutrdity and verifiability,
should be gpplied conggently across dl financid assets or financid liabilities measured a
far vaue. We a0 believe that certain aspects of the proposed amendments require further
clarification. For example, further guidance is required on how to gpply the principle of
subgtantia offset, and dlarification is required of the term contractua link.

Our detalled comments in reation to the IASB's Quedtions and the FRSB's Specific
Quedtions are outlined in the Schedules attached. You will note that we have dso sent a copy
of thisletter directly to the IASB.

We trug that the comments we have submitted are of assistance to the FRSB, and to the
IASB. If you require daification of any of the views expressed in this submisson please do
contact us.

Yours sincerdy

Jane Diplock AO
Charman

Copy to: Sandra Thompson
Senior Project Manager, IASB



SCHEDULE 1

New Zealand Securities Commission Responses to Questions contained in the Request for
Comment on Discussion Paper and | ASB Exposure Draft of Proposed
Amendmentsto | AS 39 Financial I nstruments:

Recognition and Measurement - The Fair Value Option

IASB Question 1

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

We support the incluson of the fair vaue option in IAS 39. Our support is based on the
premise that the far vaue option smplifies the practicd gpplication of 1AS 39 and addresses
those dtuaions in which, without the fair vaue option, IAS-39's mixed measurement model
could result in increesed voldility in the financid datements of an entity holding postions
that may be economicaly matched.

We are concerned that the proposds to amend the far value option introduce a new
recognition criterion (“verifigbility”) for gpplication to some financid indruments to which
the far vaue option is goplied, that those the entity desgnates, irrevocably on initid
measurement, to be measured a far vaue. We note that this is different to the recognition
criterion (“reliable measurement”) that would apply for other financid instruments covered by
IAS 39 (such as financid assats and liabilities hed for trading (including derivatives) and
avaladble for sde financid assts). We bdieve that this deviaion from the conceptud
framework for measurement of selected financid instrumentsiis problemétic.

The IASB’s proposed amendments for paragraph 9 of IAS 39 (December 2003) raise the
prospect, as an unintended consequence, that the verifiability concept may be de-emphasized
when an entity classfies a financdd asset or financid ligbility as hed for trading, or when an
entity classfies a financid asst as avalable for sde and the gain is recognised in equity. In
our view the principle of reliable measurement should be required to be gpplied consigtently
to any category of financid asset or financid liability measured at fair vaue.

We agree tha the IASB should seek, in its development of Standards addressing the issue of
what is consdered to be reliable measurement, to dign wherever reasonably possible with the
requirements of regulators, including prudentid supervisors — However, in our view, the
IASB’s objective of findisng a sable platform of Internationd Standards reedy for adoption
in various jurisdictions by 1 January 2005 is an overriding priority. Consequently there is a
need to findise 1AS 39, and measurement consderations such as the ones raised in this set of
proposed amendments (which are one example of many such issues) are perhgps more
appropriately left to be addressed in a holistic context as part of the IASB’s continuing project
to refine the finanda reporting for financid ingruments.



IASB 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 eligible.

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

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

The Commisson has no commerts to make in ration to this question. However, we will be
interested to see responses given by other financid services industry participants, such as
insurers, and other market participants who far vaue finandd ingruments.

IASB Question 3

Do the proposals contained in the 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 believe that the proposals introduced to address the concerns in BC9 are problematic, and
will introduce further complexity to IAS 39. In paticula, we have concerns about the
following:

(& The exposure draft does not propose guidance on how to implement the principle of
subgantial  offset.  While some economic varidbles will be common to a matched
financial assat and liability, others will not. For example, a change in creditworthiness
of the issuer will affect the far vaue of its financd lidbility but will not affect the far
vaue of its financid asst. The concern that arises is that for some matched financid
asts and financid liabilities an entity will not be adle to goply the far vadue option
because thereis no substantial offset.

(b) The term “contractud link” requires clarification because it is not clear whether the
contractud link must be a link to a specific asset or specific pool of assets or whether
this could be to a pool of assets when some or dl of the assats comprisng thet pool may
vary. For example, if the link must be to a specific asset or a pecific pool of asss,
then when a financid liability is linked to a pool of assets that may be sold or replaced
with other assets as occurs with managed invesments, an entity could not apply the far
vaue option to the financid liability.

IASB Question 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 1AS 39 requires the embedded derivative to be separated. The Board proposes this
category for the reasons set out in paragraphs BC6(a) and BC16-18 of the basis for
conclusions 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 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 requiresto be separated?

We support the proposd in paragraph 9(b)(i) as it has the effect of smplifying the practica
goplication of IAS 39 and has the objective of ensuring that postions that are economicaly
meatched do not result in volatility in an entity’ sfinencid Statements.

IASB Question 5

IASB Quedtion 5 addresses trandgtiond provisons proposed for entities that have aready
adopted 1AS 39 (December 2003). We note that the FRSB has pointed out that this question
is not relevant to New Zedand condituents as the NZ equivdent of 1AS 39 may only be
adopted in 2005. Therefore, it is highly unlikely that any NZ entity would have adopted IAS
39 (2003).

IASB Question 6
Do you have any other comments on the proposals?
Credit Risk

We understand the concerns expressed by prudentid supervisors of banks, insurers and
securities companies that it is undedrable for entities to recognise gains or losses in the profit
and loss account for changes in an entity’s own creditworthiness. However, we support the
IASB’s current stance as outlined in BC87-92 of IAS 39 (December 2003) which confirms
that credit risk should be teken into condderation when far vauing financid liabilities and
that disclosure is the best method of providing information which is both ussful to users and
helps to dleviate the concerns expressed by certain congtituents.

As we have expressed in our response to IASB Question 1 above, this issue is one of many
goplication issues asociated with use of far vadue measurement principles, and it should be
consdered as pat of the IASB’s wider project to refine financid reporting for financid
ingruments. At the present time we believe that it is a priority that the IASB’s stable platform
of internationa standards be findised, including IAS 39 (as approved in December 2003).

Application Date

Notwithstanding our disagreement with the proposed amendments to IAS 39 as outlined
above, should the IASB decide that it will adopt the proposed changes to the fair vaue option
as st out in this Exposure Dréft, then te Commission supports the proposed 1 January 2005
gpplication date for those amendments. We would be concerned if the Stuation arose where
entities were required to comply with IAS 39 (December 2003) for financid years beginning
on or ater 1 January 2005 but would then have to make further changes to their accounting
trestments in a subsequent period when the amended version of IAS 39 becomes applicable.

We do not envisage that the gpplication date of 1 January 2005 will be a problem for the
mgority of New Zedand entities reporting under New Zedand equivdents to IFRS, given
that in New Zedand the proposed amendments would not be effective until 1 January 2007
with the ability for any entity that chooses to, to adopt early from 2005.



SCHEDULE 2

New Zealand Securities Commission Responses to the Specific Questions of the Financial
Reporting Standards Board, contained in the Request for Comment on Discussion Paper
and | ASB Exposure Draft of Proposed Amendmentsto I AS 39 Financial I nstruments:
Recognition and Measurement - The Fair Value Option

FRSB Question 1

Should ED: The Fair Value Option contain any additional material to allow public-benefit
entities to comply with the proposed requirements?

In submitting comments to the FRSB, the Commisson's perspective focuses on the financia
reporting undertaken by issuers. The Commission has no comments to make in respect of the
goplication of ED: The Fair Value Option to public benefit entities.

FRSB Question 2

Are there any regulatory issues or other issues arising in the New Zealand environment that
may affect the implementation of the proposals, particularly any issues relating to:

@ public-benefit entities
(b) public sector profit-oriented entities; and
(© the Privacy Act 1993

Refer to our comments for FRSB Question 1 above. We are not aware of any issues under
the Privacy Act 1993 that the proposals to amend the fair value option might raise.

FRSB Question 3

I's the adoption of the proposed amendments to NZ IAS 39, in the IASB’s ED: The Fair Value
Option, in the best interests of users of general purpose financial reportsin New Zealand?

We do not believe this is the case. We have a number of concerns in relation to the IASB’s
proposed amendments to the fair vaue option contained in IAS 39, as set out in our responses
to the IASB’ s Questions 1-6 above.



