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INVITATION TO COMMENT

In response to the | ASB I nvitation to comment, the Australian Accounting Standards
Board has prepared the following submission addressing the specific questions asked and
commenting on the proposalsin the |ASB ED.

The AASB wé)gorts the retention of the fair value option as articulated in the December 2003
verson of IAS 39. Further, the AASB supports extending the opportunity available to entities
to make use of the fair value gption, and encourages the IASB to remove the current
prohibition on redlassifying afinancia instrument into fair value through profit or losswhile
itisheld or issued (while retaining the current prohibition on redlassfying afinancid

ingrument out of fair vaue through profit or losswhileit is held or issued).

The AASB does not support the proposed amendmentsto IAS 39. The AASB’s most
sgnificant concerns regarding the IASB ED rdate to:

limiting the fair value principle through the proposed addition of rules;

the proposa that the fair vaue option can only be used where fair vdue is verifiable
implies that verifiability is not required when an entity classfies afinancia asset or
financid liability as hed for trading, or when an entity classfies afinancid asset as
available for sde and the gain or loss is recognised directly in equity;
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the proposa for loans or receivables would mean that many insurers would not be able
to apply the fair value option to non-quoted fixed interest assets held to back many of
thelr insurance ligbilities, as well as some annuity and investment contract business,

the notions “contractud link” and “subgtantidly offset” are not clearly articulated,

compromising financia reporting outcomes as a response to the concerns of a
prudential supervisor; and

the proposed effective date not being consstent with the IASB’ s commitment to
maintaining a‘ stable platform’ of unchanged Standards during the period to 2005 when
many companies adopt IFRSs for the firgt time;

IASB ED PROPOSED AMENDMENTS TO IAS 39 FINANCIAL INSTRUMENTS:
RECOGNITION AND MEASUREMENT — THE FAIR VALUE OPTION

INVITATION TO COMMENT

The International Accounting Standards Board invites comments on the changes to IAS 39 proposed
in this Exposure Draft. It would particularly welcome answers to the questions set out below.
Comments are most helpful if they indicate the specific paragraph or group of paragraphs to which
they relate, contain a clear rationale and, when applicable, provide a suggestion for alternative
wording.

The Board is not requesting comments on matters other than those set out in this Exposure Draft.

Comments should be submitted in writing so as to be received no later than 21 July 2004.

Question 1 — Proposals in this Exposure Draft

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

The AASB wspgorts the retention of the fair value option as articulated in the December 2003
verson of IAS 39. Further, the AASB supports extending the opportunity available to entities
to make use of the fair value option, and encourages the IASB to remove the current
prohibition on reclassfying afinancid instrument ifto fair value through profit or losswhile

it ishdd or issued (while retaining the current prohibition on redassfying afinencd

ingrument out of fair vaue through profit or losswhileit is held or iSsuéd). The AASB does
not support the proposed amendmentsto IAS 39 for the following reasons.

Principlesv Rules. The AASB understands that the IASB has along-term Strategic
commitment to developing principles-based standards. The AASB notes that thé
revised 2000 verson of IAS 39 sgnificantly incressed the use of fair valuein
acocounting for financid ingruments, and that the December 2003 verson of 1AS 39
continuesthis aPproach. Paragraph BC74(e) comments that one of the reasons for
introducing the fair value option was thet it *de-emphasises interpretive issues around
what conditutestrading”. The AASB has dways conddered far vduetobean
important principlein TAS 39. The AASB conSdersthat the IASB’ s proposd to limit
the fair vaue principle through the proposed addition of many rulesis not consistent
with the IASB’ s commitment to developing principles-b standards. In addition,
Imﬂmgthefarvdueoggron reg the v uestion thet the inclusion of the fair
vaue option in December 2003 version of TAS 39 was intended to resolve — what
condtitutes trading?

IASB ED PROPOSED AMENDMENTS TO IAS 39 FINANCIAL INSTRUMENTS:
m RECOGNITION AND MEASUREMENT — THE FAIR VALUE OPTION

SR Page 1



Submission of Comments by the AASB to the IASB

Verifiability: The AASB has dways understood the reliability of a measureto res on
three attribUtes. representationd faithfulness, neutrality and vérifigbility. The AASB
consders that the |ASB’s pro that the fair value option can only be used where
far vdueis verifidble means that the IASB does not share the AASB’ s view that
verifiadility is one of the attributes of reliable measurement.

However, the AASB notes that the ED does not propose that verifiability operate in
addition to the principle of reliable measurement when an entity classfies afinancd
asxt or financid liability as held for trading (even when the financid ingtrument’s
market is not liquid), or when an entity classfies afinancid assat as available for de
and the gain or lossis recognised directly in equity. The AASB congders that the
IASB’s proposal may giverise to the unfortunate implication thet verifigbility is not
required when an entity classfies afinancid asset or financid liability asheld for
trading, or when an entity classfies afinancid assat as available for'sde and the gain
or losSis recognised directly in equity, or aternatively, the attributes of reliable
measurement vary depending on the item being measured _([_and for some specified
financid instrumeénts the proposd introduces anew recognition criterion — veifiability
— in addition to the recognition criteria that are currently articulated in IAS 39).

The AASB consdersthat the attributes of reliable measurement are the same for each
item being measured, and include the attribute of verifiability. Put another way, the
AASB congders thet the principle of reliable measurement should be consstently
goplied to any financid assat or financid ligbility remeasured at fair vaue.

In addition, the AASB congders that the expression “verifiability” is problematic,

because the expression is used in auditing to refer to information that'is auditable, and

\écheéjherdl g&otrmatl on is auditable should not be a determining factor for an accounting
andar er.

Loans or receivables: Many insurers hold non-quoted fixed interest assets to back
many of their insurance ligbilities, as well as some annuity and investment contract
business. The AASB understands that many insurers would categorise non-quoted
fixed interest assets as loans and receivables. The ED’s pro Smean that these
insurers would not be able to gpply the fair value option to these assets unless they

meet the requirement of the propdsed paragraph 9 b)Fu). For non-quoted fixed interest
asxts backlng enerd insurance liabilitiesit’is very unlikely thet the requirement of
paragraph %m%l) can be satisfied. For non-quoted fixed Interest assets backing life
Insurance liabilitiés the requirement of paragraph _9(b)$|]|) will only be sometimes met.
The AASB notes this limitation on insLrers gpplying the ) '
continues even when a non-quoted fixed interest asset is measurable using a valuation
technique whose variables include primarily observable market transactions in the
same ingrument (i.e. without modification or repackaging) or to other observable
current market data, because the non-gquoted fixed interest asset is held to back certain
products not covered by paragraphs 9(b)(ii) and (iii).

Contractud link: The AASB consders that the expression “contractua link” is
problematic (because the expression describes a potentialy wide range of
arrmg_ements including for example, debentures secured through a floating charge).
In addition, the ED is not clear on whether the link between “afinancid ligbility —
whose amount is contractualy linked to the performance of assets measured at fair
vaue’ must be alink to a spécific asset or a ific pool of assets, or could beto a
pool of assets when some or dl of the assets that comprise the pool can be varied.

The AASB notesthat, if the link must be to a pecific asset or a specific pool of assets
that cannot be varied, when afinancid ligbility islinked to a pool of assets that

be sold or replaced with other assets as occurs with managed investments, an enti
could not apply the fair value option to the financid liability.

Subgtantia offset: The AASB notes that the ED does not propose guidance on how to
implement the principle of subgtantial offset. The AASB congders that some
economic variables will be common to amatched financid asset and financid

ligbility. The AASB condders that other economic varigbles will not be common to a
matcheéd financia asset and financid liability (for example, a change in the credit-
worthiness of the issuer will affect the fair vaue of itsfinandd lighility but will not

affect thefair vdue of itsfinancid asset), Accordingly, the AASB expects that for
some matched financia assets and financid liabilities an entity will not be eble to

apply the fair value option because there is no substantial offset.

Regulatory problem: Paragraph 3 of the Background to the ED comments that

e far vaue option to assets
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“...prudential supervisors of banks, securities companies and insurer's, expressed
concerns that the fair value option might be used inappropriatey”. The lASB is
respongble for setting accounting standards for financid reporting. The AASB has
sympeathy with the IASB’ s god, 0f developing an accounting standard that on the
matter of reliable measurement isin harmony with the requirements of a prudentia
supervisor. However, the AASB conddersit inappropriate for the IASB to _
compromise financia reporting outcomes as a response to the concerns of a prudential
supervisor. The AASB note that the problem that the IASB is seeking to addressis
not an international problem, but anationd or regiond_problem. In Audrdia s case,
condraining the fair value option has the affect of Inhibiting the harmony between the
AASB’'s regw rements (including the requirements of the Audralian equivaent to the
December 2003 version of 1AS 39) and those of the Audtrdian prudential supervisor.
Accordingly, the AASB congders that the supervisor concerned with the December
2003 vergon of IAS 39 change its prudentia reporting requirements to mest its
concern that some financid instruments should not befair vaued.

Sable platform: The |IASB has previousIK articulated its commitment to provigigg, by
31 March 2004, a“ stable platform” for the trangition to IASB Standards in 2005.
Stable platform meansissling dl of the new and revised Standards that will be
required for entities adopti ng IASB Standardsin 2005. The AASB consdersthet the
proposal in the ED to amend the revised IAS 39 that was issued in December 2003

is effective for financid years beginning on or after 1 January 2005isnot
consstent with the IASB’ s commitment to astable platform. The AASB consders
that to enable the IASB to remain congstent with its stable platform policy, requires
any of the proposed amendmentsto IAS 39 that are approved by the IASB to be
applicable trom the first annua reporting period beginning on or ater 1 January 2006,
with an entity able to elect to early adopt the revised Standard. The AASB note that
its proposal is consstent with the approach proposed by the IASB in ED Proposed
Amendments to |AS 39 Financid Instruments. Recognition and Measurement — Cash
Flow Hedge Accounting of Forecast Intragroup Transactions. Paragraph BC16 to
that ED comments“..the Board considered what should be the effective date of the
proposed claification. The Board is committed to maintaining a ‘ stable platform’_of
unchanged Standards during the period to 2005 when many corgPanm adopt IFRSs
for thefirg time. Accordi ngrl1¥_, it decided that the effective date of the proposed
amendment would be accounting periods beginning on or after 1 Jawuagl 006.
However, given the widespread and practical relevance of the issue, it aso decided to
permit early gpplication”.

Should the IASB amend the fair vaue option as articulated in the December 2003 version of
IAS 39, the AASB suggests that the proposed tgaggraph 9(b) referencesto fair value be
expanded to encompass references to market-based measurement ap roachsséor example the
margin on service (MoS) approach to measuring insurance liabilities. The AASB congders

that Such a change would enable insurers that use MoS to measure their insurance ligbilities to
far vdue ther financid assts.

Question 2 — Financial instruments no longer eligible for the fair value option

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 IAS 39?

For close to a decade, Audtraia has effectively had universal application of market vaue for
al assets of lifeinsurers and dl investment asSets of genera insurers (which encompassesa
very diverse range of asset ty;m). The AASB understands that the proposed amendment will
impact on the measurement of some of these assets.

Non-quoted fixed interest assets. The AASB understands that the requirement for
veifidbility has particular implications for life insurers investing in non-quoted fixed interest
asdsthet are commonIP/ offered on the Audtralian market. Most of these financid
indruments are externdly credit rated at inception, and life insurerswould typicaly have an
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interna process for establishing a credit rating for ongoing vauation purposes. Further, the
AASB undergtands that the various val uation techniques Used in Audtralia are consstent with
the va uation techni owes set out in paragraphs AGE9-AG72 of the Appendix to IAS39. The
AASB undergtands that the verifiability test would make it difficult for life insurersto gpply
thefar value option to these tyf)m of instruments, especialy those that are long dated (€.0. an
instrument to match the long tall of an annuity portfolio) or have sgnificant levels of
subordination. In Audrdiathereis ascarcnx of long-duration rafed corporate and
government bonds (in excess of 20 years). Accordingly, it is quite common for life insurers
to purchase Pa't of the top tranche of infrastructure bonds to back the long tail of an annuity
portfolio as they provide long-duration fixed interest returns which makes thlsty?e of
instrument awél suited match to the annuity portfolio. The AASB understandS thet, in the
Stuation described, verifiahility is problematic.

Annuity portfolios. The AASB understands that life insurers: annuity porrfoliosgafter _
alowing for expected default/credit risk) are typically matched with'non-quoted fixed interest
assets and prima-facie this would seem to dlow a substantial offset to be established.
However, the substantia offset condition requires both sides then to be fair vaued (and be
subject to the verifiability test). The substantial offset condition precludes an entity
desgnating afinancid instrument as at fair vaue through profit or loss when one Sde of the
offs&t cannot be fair valued, for example:

Non-quoted fixed interest assets due to verifiability; and

lighilities measured using MoS (in those Situations when MoS s not fair vaue.
Although the AASB considers MoS to be a market- based measurement approach, and
one of the best currently available, however, the AASB acknowledges that it would be
difficult to maintain tha MoS gives afair vaue for insurance ligbilities).

Accordingly, the AASB_congders that the substantia offset condition is not likely to be an
effective means of enabling an entity to make use of the fair value option in repect of an
annuity portfolio with non-quoted fixed interest assets on either:

the asset Sde in respect of non-quoted fixed interest assets; or

the liability sidein respect of term annuities (which qudify as investments contracts
and not insurance contracts).

Investment asset pools contal ning non-quoted investments: The AASB understands that non-
quoted fixed interest assets are often held by life insurersin a pool that m%ba:k a
combination of participating business, nonparticipating business and shareholder capital and
retained profits,. Establishing a substantia offset would gppear to require segregation of the
RIOOl into specific assets backing participating business and policyholder retained profits.
on-quoted fixed interest assets backing shareholder retained profits would not qualify for the
fair vaue option which could cause sgniticant problemg g]ven that Audrdian life insurance
legidation treats investment returns on policyholder and shareholder retained profits as co-

mingled and requires the total income to be split in accordance with agreed profit shares.

Assats backing insurance contracts. The AASB understands one Poter_ltiai_ problem arisng
from the identiTication of a substantia offset, is when the offsetting liability is an insurance
contract or an investment contract with discretionary participating features. IFRS 4 Insurance
Contracts grandfathers exigting local practice.. In Austrdia, this means thet alife insurer will
measure the liability usng MoS (and in those Stuations when MoSis not fair value, or when
itisfar vaue but not verifigble), it is not possble to fair vaue the assets backing

participating business or lifetime annuities.

This subgtantialy detracts from the benefits that m@/ have arisen from having insurance
contract accounting (MoS) grandfathered under IFRS 4

Own debt: Some Audrdian entities that are not insurers presently fair value most or al of
their financia ingtruments for which afar vaue can be reliably measured. Thiswould
include applying the fair value option to their issued debt (which isamaterid amount). The
AASB understands that issued debt would not be digible to be measured &t fair value asit,
does not fall within the specified ingtances where fair value measurement is allowed (and it is
not held for trading).

IASB ED PROPOSED AMENDMENTS TO IAS 39 FINANCIAL INSTRUMENTS:
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Question 3 — Concerns set out in paragraph BC9

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?

The AASB considers the concerns set out in paragraph BC9 to be unfounded and is concerned
that the proposed amendments will compromise financid reporting outcomes, be that by
creating the illuson of a matched position when amatched position does not exig, or, in the
case of lifeinaurers, artificidly increasing income statement volatility (given that IFRS 4 will
require Audrdian life insurers to measure the liability usng MoS when it might be not

ble to fair vaue the assets backing participating businiess or lifetime annuities). The
AASB notes that the |ASB’ s concern apout the level of income statement volatility thet would
result from widespread use of the fair value option might be more appropriately addressed by
advancing the “Reporting Comprehensive Income Prgject” (as the current proposal to
reformat the income statément to separate the remeasurement of assets and liabilities from
ogllg_ I|_rt1yc)ome and expense items may significantly reduce concerns about income statement
voldility).

Question 4 — Embedded derivatives

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 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
requires to be separated?

The AASB suggorts the retention of the fair value option as articulated in the December 2003
verson of IAS 39. Accordingly, the AASB supports the proposa that the fair value option
could be used for afinancid asset or financid ligbility that contains one or more embedded
derivatives, whether or not paragraph 11 of 1AS 39 requires the embedded derivative to be

Separated.
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Question 5 — Transitional requirements

Paragraph 103A proposes that an entity that adopts early the December 2003 version of IAS 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 previously 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 loss is deemed to be its cost or amortised cost.

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

Augdrdian entities will be adopting the Austrdian equivaentsto IFRSs from 1 January 2005
and trangtion will be governed by the Audrdian equivdent to IFRS 1 First-time AdoP]tlon of
International Financial Reporting Standards. Accordingly, if the IASB gpproved the
proposed amendmentsto IAS 39 with an effective date of 1 January 2005, no Austraian
entity is able to apply the trangtiond requirementsin IAS 39. However, if the IASB
approved the proposed amendments with an effective date of 1 January 2006 with early
gpplication, an Austrdian entity could dect to early apply the Standard._In this scenario, the
Augrdian entity would need to make use of trangfiond requirements. The AASB considers
the trangtional requirements to be practica.

Question 6 — Other comments

Do you have any other comments on the proposals?

The AASB understands that one of the likely outcomes of the proposal is increased voltility
in theresults of lifeinsurers and areduction in the relevance and understandability of
financid reporting, which could:

adversdy i QB)PGC[ on the cogt of shareholder capital (egr.1 to make the information more
undergandable, Audtrdian listed life insurers fed the need to publish )
supplementary financid information, whereas other life insurers competing for capita
in‘an internationd market will not be affected in the same way by these iSsues);

cregte further divisons between financid and regulatory reporting in some
jurisdictions, for example Audtraia, where the prudentia supervisor has clearly
articulated a policy for regulatory reporting based on market vaues, and

result in amove to more conservative business approach — for example, matching
annuities usng only quoted fixed interest assets, and life funds not participating in non-
quoted ventures, and consequent adverse implications for:

cogt of private funding for infrastructure; and
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supply and attractiveness of annuities offered to retirees.

The AASB notes that IFRS 4.45 comments that a change in accounting policy will alow an
insurer to reclassfy some or dl of itsfinancid assets as a fair vaue through profit or loss,
Under the revised Insurance standards in Audtraia, that will take effect from 1 January 2005
insurers will be required to use a“risk-freg” discount rate in messuring their insurance
ligbilities. This represents a change in accounting policy that Ia:p sto be contemplated
IFRS 4.45. Proposed paragraph %%v) is congstent with IFRS 4.45. However, the AASB
notes that paragraph 9Ft?)r requires thet the fair value of the reclassified financid asset be
verifidble. Accordingly, to the extent that the test of verifiability is satisfied, Audtrdian

insurers will presu y be able to gpply the fair vaue option 1o non-quoted fixed interest
assts. However, the AASB remains concerned about the verifiability criterion.

Alternative solution

In the process of adopting IASB Standardsin Austraia, the AASB has been removi n%é)ptions
from ards that it consdersingppropriate in the Audtrdian environment. The AA
consdersthat, if in the European environment the fair vaue option is considered _
ingppropriate, the European Commisson could adopt IAS 39 without the fair value option. In
doing so the European Standard would till be IFRS compliant.
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