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Dear Sr or Madam
PROPOSED AMENDMENTSTO IAS32 AND IAS 39

The Fnancdd Repoting Sandads Boad (FRSB) of the Inditute of Chartered
Accountants of New Zedand is pleased to submit its comments on the Exposure Draft of
Proposed Amendments to IAS 32, Financial Instruments. Disclosure and Presentation
and IAS 39 Financial Instruments. Recognition and Measurement (issued June 2002).

Although the FRSB focussed on the spedific questions raised in the ED, comments are
adso provided in respect of some of the proposas not specificdly addressed by the
questions.

If you have any queries, or require daificaion of any matters in the submisson, please
contact Sand Tomlinson (sand_tomlinson@icanz.co.nz) or me
(tony vanzijl @icanz.co.nz) at the Ingtitute of Chartered Accountants of New Zedland

Y ours fathfully

Tony ven Zijl
CHAIR —FINANCIAL REPORTING STANDARDS BOARD



IAS 32 FINANCIAL INSTRUMENTS: DISCLOSURE AND PRESENTATION

Question 1 - Probabilities of different manners of settlement (paragraphs 19, 22, and
22A)

Do you agree that the dassfication of a financd indrument as a lidbility or as equity in
accordance with the subgstance of the contractud arangements should be made without
regard to probabilities of different manners of satlement? The proposed amendments
diminge the notion in paragraph 22 that an insrument that the issuer is economicaly
compdled to redeem because of a contractudly accderaing dividend should be
classfied as a financd ligbility. In addition, the proposed amendments require a financid
ingrument that the issuer could be required to settle by ddivering cash or other financid
asets, depending on the occurrence or non-occurrence of uncertain future events or on
the outcome of uncertain circumstances that are beyond the control of both the issuer and
the holder of the indrument, to be dassfied as a financd liahility, irrespective of the
probability of those events or circumstances occurring (paragraph 22A).

The FRSB agreed with the proposed amendments to clarify that a financial instrument
should be classified as a liability or as equity in accordance with the substance of the
contractual arrangement.

However, the FRSB does not support the proposed deletion of the example in paragraph
24. The FRSB considers that the example provides helpful guidance in respect of the
classification of complex items, where the substance is not apparent. If the IASB does not
agree with the current example, it should replace it with other relevant examples.

The FRB further consders that the illustration in paragraph 22A deals with a
compound instrument and to require classfication as a financial liability contradicts the
principle in paragraph 23. The FRSB recommends that paragraph 22A be amended to
reflect the principle in paragraph 23.

Question 2 -- Separation of liability and equity dements (par agraphs 28 and 29)

Do you agree that the options in IAS 32 for an issuer to measure the liability dement of a
compound financid indrument initidly ether as a resdud amount &fter separaing the
equity dement or based on a rddivefar-vdue method should be diminated and,
indead, any asset and liability dements should be separated and measured first and then
the resdud assigned to the equity dement?

The FRSB agrees with the proposal.




Question 3 -- Clasdfication of derivatives that relate to an entity’s own shares
(paragraphs 29C - 29G)

Do you agree with the guidance proposed about the dassfication of derivatives that
relate to an entity’ s own shares?

The FRB condiders that the classification of a financial instrument should be based on

the conceptual framework, in particular the definitions of a financial asset, a financial
liability and equity instrument.

The FRSB disagrees with the proposal to classfy equity-based derivatives as equity
instruments only where they are to be settled by exchanging a fixed number of the entity’s
own equity instruments for a fixed amount of cash or other financial assets. Furthermore,
derivatives that are to be settled with the entity’s own equity instruments do not meet the
definition of a financial liability and to require such derivatives to be treated as financial
liabilities contradicts the classification principle in paragraph 18.

The FRSB also agrees that equity-based derivatives which are to be settled on a net basis
with cash or other financial assets should be classified as financial liabilities or financial
assets because it is congistent with the definitions of a financial liability and a financial
asset.

However, the FRB does not agree with such classification (as financial asset/liability)
where the equity-based derivatives are to be settled net with the entity's own equity
instruments. The substance of an equity-based derivative that is to be settled on a net
basis with the entity’s own eguity instruments is the same as another that is to be settled
on a gross basis. To treat them differently is to allow the classification of a financial
instrument being governed by its form and not its substance. Accordingly, the FRSB
considers that equity-based derivatives that are to be settled net with the entity’s own
equity instruments should be classified as equity.

The FRSB also considers that paragraph 29E(b) should be deleted, as an issuer that has
never issued a similar kind of instrument, would not be able to satisfy this criterion and
would therefore be required to classify the item as a derivative asset/liability as opposed
to an equity instrument.

Question 4 - Consolidation of the text in IAS 32 and |AS 39 into one comprehensive
Sandard

Do you bdieve it would be ussful to integrate the text in IAS 32 and IAS 39 into one
comprehnendve Standad on the accounting for financdd indruments? (Although the
Boad is not proposng such a change in this Exposure Draft, it may condder this
possihility in findisng the revised Standards,)




Although this would lead to a lengthy standard, the FRSB agrees that for ease of
reference, the two standards should be integrated.



IAS 39 FINANCIAL INSTRUMENTS: RECOGNITION AND MEASUREMENT

Question 1 -- Scope: loan commitments (paragraph 1(i))

Do you agree that a loan commitment that cannot be settled net and the entity does not
designate as held for trading should be excluded from the scope of IAS 39?

The FRSB agrees that for practical reasons (as opposed to conceptual reasons), such
loan commitments should be excluded from the scope of |AS 39.

Question 2 -- Derecognition: continuing involvement approach (par agr aphs 35-57)

Do you agree that the proposed continuing involvement approach should be established
as the principle for derecognition of financid assats under 1AS 397 If not, what gpproach

would you propose?

The FRSB considers that the continuing involvement approach is an appropriate interim

measure. It has the advantages of components being derecognised where there is no
more continuing involvement and eliminating problems with having a dual model of
control and the risks and rewards approach, but the FRSB considers that it could be

prone to manipulation.

The FRSB recommends that the full components approach, developed by the Joint
Working Group, should be further developed and field tested.

Question 3 -- Derecognition: pass-through arrangements (par agraph 41)

Do you agree that assats trandferred under pass-through arangements where the cash
flows are passed through from one entity to another (such as from a specid purpose
entity to an invesor) should qudify for derecognition based on the conditions st out in
paragraph 41 of the Exposure Draft?

The FRSB supports the proposals, but considers that it should rather be expressed in
terms of a principle, than a rule for specific circumstances. The FRSB noted from the
basis for conclusions that, in the circumstances specified in paragraph 41, the financial
asset does not meet the definition of an asset of the transferor and the financial liability
does not meet the definition of a liability. In these circumstances no asset and liability
should be recognised. This is sensible, but it should apply wherever an instrument fails
to meet the definitions.

More specifically, the FRSB considers that paragraph C51 of the Basis for Conclusions
should clarify whether both the originator and the SPE could be regarded as
"transferors’ and that both could apply pass-through accounting.




Question 4 -- M easurement: fair value designation (paragraph 10)

Do you agree that an entity should be permitted to desgnae any financid instrument
irrevocably a initid recognition as an indrument that is messured a far vdue with
changesin far value recognised in profit or loss?

The FRSB agrees that designation of measurement at fair value should be irrevocable.
However, the FRSB considers that such designation should be required for classes of
financial instruments as opposed to each individual financial instrument to ensure
consstent treatment of smilar items. The FRSB consders that entities should be
permitted to designate measurement at fair value at any time (i.e. not only at initial
recognition), because it would promote the longterm objective of recognising all
financial instruments at fair value.

The FRSB considers that the last sentence of the definition of the * held-for-trading”
category should be moved to the start of the definition. Also, given that entities are
required to classify financial nstruments designated to be measured at fair value as a
separate category (as per paragraph C57), it would be helpful for the standard to reflect
five categories of financial instruments, that is:
. Financial instruments held for trading;

Held-to- maturity investments;

Loans and receivables originated by the entity;

Availablefor-sale financial assets, and

Financial instruments designated to be measured at fair value.

Question 5 -- Fair value measurement consder ations (par agr aphs 95-100D)

Do you agree with the requirements about how to determine fair values that have been
included in paragraphs 95---100D of the Exposure Draft? Additiond guidance is induded
in paragraphs A32---A42 of Appendix A. Do you have any suggesions for additiond
requirements or guidance?

The FRSB condders that entities should not be required to follow the suggested
hierarchy in determining fair values. However, entities should be allowed, for cost-
benefit reasons, to use the “level” that is most relevant to the entity provided that
(subject to materiality) the method adopted meets the fair value measurement objective.
In addition to cost-benefit reasons, entities could, in some circumstances, for example,
markets with limited liquidity, obtain a more reliable measure of fair value by using a
lower “level” of the hierarchy even if some information is available from one of the
higher “levels’. For example, the models used by the New Zealand Treasury to value
their US Dollar Yankee Bonds provide better evidence of fair value than recent market
transactions.




The FRSB considers that entities should be required to disclose the assumptions and
evidence supporting the appropriateness of the chosen “level” in their financial
Satements.

The FRB also suggests that additional guidance be included under the cash flow
adjustment approach to indicate that entities could also apply this approach by adjusting
the expected value of the cash flows for uncertainty by either subtracting a margin or

adjusting the probabilities and then discounting at the risk-freerate.

Question 6 -- Collective evaluation of impair ment (paragraphs 112 and 113A--113D)

Do you agree that a loan assat or other financid asset measured & amortised cogt that has
been individualy assessed for imparment and found not to be individudly impared
should be included in a group of assets with Smilar credit risk characterigics tha are
collectively evduaed for imparment? Do you agree with the methodology for measuring
such impairment in paragrgphs 113A-113D7

The FRSB supports the proposals.

Question 7 -- Imparment of investments in availablefor-sale financial assets
(paragraphs 117--119)

Do you agree that impairment losses for invesments in debt and equity instruments that
are classfied as available for sde dould not be reversed?

The FRSB disagrees with the proposal because it is inconsistent with other guidance on
impair ment.

Question 8 -- Hedges of firm commitments (par agraphs 137 and 140)

Do you agree that a hedge of an unrecognised firm commitment (a far vaue exposure)

should be accounted for as a far vaue hedge indead of a cash flow hedge as it is a
present?

The FRSB disagrees with the proposal because there is no material difference between a
forecasted transaction and a firm commitment. The teatment should therefore not be
different, i.e. both should be treated as cash flow hedges.

Question 9 -- ‘Bass adjustments (paragraph 160)

Do you agree that when a hedged forecast transaction results in an assst or lidbility, the
cumulative gan or loss tha had previoudy been recognised directly in equity should




reman in equity and be rdeased from equity consgently with the reporting of gans or
losses on the hedged asset or ligbility?

The FRB disagrees with the proposal and considers that the previous requirements were
more practical (i.e. adjust againgt the asset). The proposal would result in inconsistent
treatments in respect of hedged firm commitments and hedged forecast transactions.
Entities would be prohibited to basis adjust for a hedged forecast transaction because it
is treated as a cash flow hedge, but would be required to basis adjust for a hedged firm
commitment because it is treated as a fair value hedge. It would also create an onerous
administrative burden for entities, as they would have to keep track of the gains or losses
for every cash flow hedging transaction.

Question 10-- Prior derecognition transactions (paragraph 171B)

Do you agree that a financid asst tha was derecognised under the previous
derecognition requirements in IAS 39 should be recognised as a financid asst on
trangtion to the revised Standard if the asset would not have been derecognised under the
revised derecognition requirements (ie that prior derecognition transactions should not be
grandfathered? Alternaively, should prior derecognition transactions be grandfathered
and disclosure be required of the balances that would have been recognised had the new
reguirements been gpplied?

The FRSB supports recognition of financial assets on transition to the Standard where
such financial assets would not have been derecognised had the Sandard been applied.




APPENDI X
The FRSB condders that paragraphs A18 to A24 could be improved asfollows:

Relationship between Discount Rates and Projected Cash Flows

Al18. The present vdue of projected cash flows may be estimaed using a discount rate
adjustment approach or a cash flow adjustment approach, as appropriate.

A19. Discount rate adjustment approach. Under the discount rate adjustment gpproach,
the dream o contracted cash flows forms the bass for the present vaue computation,
and the rate(s) used to discount those cash flows reflects the uncertainties of the cash
flows. This gpproach is mogt readily goplied to financid indrument contracts to receive
o pay fixed cash flows at fixed future times ie indruments for which the only sgnificant
uncertaintiesin amount and timing of cash flows are caused by credit risk.

A20. The discount rate adjusment gpproach is condgtent with the manner in which
assets and liabilities with contractudly specified cash flows are commonly described (as
in ‘a 12 par cent bond) and it is useful and wdl accepted for those ingruments.
However, because the discount rate adjusment approach places the emphass on
determining the interest rate, it is more difficult to aoply to complex financid instruments
where cash flows ae conditiond or optiond, and where there ae uncertainties in
addition to credit risk that affect the amount and timing of future cash flows.

A21. Cash flow adjustment approach. Under the cash flow adjustment agpproach, the
projected cash flows for a financd indrument reflect the uncertainties in timing and
amount, ie they are weighted according to the probability of ther occurrence, and
adjugted—disounted  to  reflect the market’'s evauation of the nondiverdfiddle risk
relaing to the uncertainty of those cash flows. The cash flow adjusment gpproach has
advantages over the discount rate adjustment approach if an indrument’'s cash flows ae
conditiorel, optiond, or othewise paticularly uncertan for ressons other than credit
risk.

Paragraph A21 reads as if the cash flow adjustment gpproach condgts of firdly taking the
expected vaue of the cash flows and then subtracting a margin for non-diversfiadle risk.
However, the example in paragraph A22 makes it dear that wha was intended was
cdculation of expected vadue followed by discounting a a rate commensurate with the
levd of nondiverdfidble risk. The intent of paragraph A21 can be achieved by
subdtituting the word “ discounted” for the word “adjusted”.

A22.  To illugrae this, suppose that an entity holds a financid asset such as a derivative
that has no specified cash flows and the entity has edtimated will receive 300. Further,
suppose tha the cash flows are expected to occur one year from the measurement date
regardless of the amount. The expected cash flow is then 10 per cent of 100 plus 60 per
cent of 200 plus 30 per cent of 300, which gives a totd of 220. The discount rate used to
edimate the instrument's fair vaue based on that expected cash flow would then be the




basc (‘risk-freg) rate adjused for the premium that market participants would be
expected to receve for bearing the uncertainty of expected cash flows with the same levd
of non-diversfiablerisk. |

A23. The cash flow adjusment gpproach dso can incorporate uncertainties with respect
to the timing of proected cash flows For example, if the cash flow in the previous
example was certain to be 200, and there was a 50 per cent chance it would be received in
one year and a 50 per cent chance it would be received in three years, the present vaue
computation would weight those posshilities accordingly. Because the interet rate for a
twoyear indrument is not likey to be the weighted average of the rates for one-year and
three-year instruments, two separate present vaue computations would be required. One
computation would discount 200 for one year & the basc interest rate for a one-year
indrument and the other would discount 200 for three years a the basic interest rate for a
three-year ingrument. The ultimate result would be determined by probability weighting
the results of the two computations. Since the probabilities of each are 50 per cent, the
far vaue would be the sum of 50 per cent of the results of each present vaue
computetion, after adjusment for the edimated effect of any nondivergfisdle risk
related to the uncertainty of the timing of the cash flow.

A24. The discount rate adjusment gpproach would be difficult to apply in the previous
example because it would be difficult to find a discount raie that would reflect the

uncartaintiesin timing.



