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Background

Introduction

The Exposure Draft proposes improvements to IAS 32 “Hnandd  Indruments
Didosure and Presentation” and IAS 39 “Hnandd Indruments Recognition and
Measurement”, with the objective of daifying ard adding guidance, diminging internd
inconggencies, and incorporaing key dements of Standing Interpretation  Committee
(8C) Intepretations and 1AS 39 implementation guidance. The Internaiond
Accounting Standards Board (IASB) is not conddering changes to the badc principles in
the Standards a thistime,

IAS 32 deds with the presentation and disclosure of finencid insruments and 1AS39
dedls with the recognition and measurement of financid indruments  While there is
curently no Audrdian dandard deding with the recognition and messurement of
financid ingruments, AASB 1033 deds with the presentation and disdosure of financid
indruments.

Statement of Overall Opinion

The Nationd Inditute of Accountants (NIA) wedcomes the opportunity to meke a
submisson on the IASB Exposure Draft of Proposed Improvements to Internaiond
Accounting Standards.

The NIA supports the IASB’s Program of Improvements to Internationd Accounting
Sandards and its empheds on the internationa convergence of accounting Standards.
We goplaud the IASB’s decison to reduce or diminate dternatives, redundancies and
conflictswithin existing sandards and make other improvements to them.

Further, we support the Audrdian Accounting Standards Board's (AASB) dlegiance to
international  convergence and harmonisation of accounting dandards, and are oursdlves
committed to working with the AASB and IASB towards achieving the god of a sngle
st of high qudity accounting standards for world-wide use.

Our overdl conclusons in reation to the proposed changes to IAS 32 and IAS 39 ae
gven bdow. This is followed by dealed commentary in reaion to severd of the
questions contained in the Invitation to Comment. We hope that you find our comments
ussful when preparing the find drafts of these revised Standards. If you require any
further aboration on our remarks, please do not hesitate to contact the writer.



Overall conclusions about the proposed changes to Standards

IAS 32, Financid Indruments Disclosure and Presentation

We agree with the proposd to fird separate and meesure liadility eements of financid
ingruments, with the resdud to equity. However, we dissgree with the requirements theat
will result in resetting preference shares and units in unit trusts to be dassfied as debt
rather than equity. There are practicd implications of these changes that should not be
ignored or underestimated.

IAS 39, Financid Indruments. Recognition and Measurement

While we ae genedly in agreement with the mgority of the proposed changes we
disagree with the proposas in quegions 8 and 9 in rdation to hedges Both of these

proposed changes appear to introduce unnecessary complexity into the accounting
requirements.

Further, we would like to suggest a broadening of the proposd to irrevocably designate
any financid ingrument as ‘held for trading’. That is we prgpose that entities should be
able to irrevocably dedgnate any financid indrument as ether ‘hed for trading or
‘avalldble for €. Our ddaled judification for this suggestion is contaned in our
response to question 4.



Detailed Commentary on Proposed Changes to Particular Standards

IAS 32 “Financial Instruments: Disclosure and Presentation”

Our response to the IASB’s Invitaion to Comment on IAS 32 focuses on the particular
guestions pertaining to the issues of most concern to NIA members.

Q1 Should the classfication of a financial instrument as a liability or equity be made
without regard to the probabilities of different manners of settlement?

We disagree with the proposd to dassfy financid indruments as ether ligbility or equity
without regard to the probabilities of different manners of sttlement.  In particular, the
proposed changes will have dggnificant reporting implications for many  Audrdian
companies. That is, reseting preference shares and units in unit trusts will need to be
reclassfied from equity to debt.

While dassfication in accordance with substance over form is conceptudly superior, the
practicd implications of such a change should not be ignored or underestimated. For
exanple, the recent introduction of the Canadian standards for financid indruments
requiring retractable preferred shares be classfied as debt caused Canadian companies to
reduce the amount of these shares and/or other ligbilities outstanding, and/or to increase
the amount of equity outdanding (see Murdoch, 1998). Prefarred shares play a vauable
role induding the provison of venture cepitd (Triantis 2001), and accounting
requirements that lead to a reduction in their use will impose cogs on entities that would
otherwise benefit from ising this paticular type of cgpitd. The same potentid
implications of such arule gpply to unitsin unlisted unit truss.

Q2 Should the equity component of a compound financial insrument be measured as
the resdual amount after deduction of the amount determined for the liability
component?

We agree with the proposd thet any lidbility dement of a compound financid instrument
should be separated and messured firg and then the resdud assgned to the equity
dement.  This is conggent with the requirements of IAS 39 and will ensure that the
liability component of the compound ingrument reflects the far vaue of the contractud
obligation.



IAS 39 “Financial Instruments: Recognition and Measurement”.

Our response to the IASB’s Invitation to Comment on IAS 39 focuses on the particular
guestions pertaining to the issues of most concern to NIA members.

Q4 Should an entity be able to irrevocably designate any financial insrument as one
that ismeasured at fair value with changesin fair value recognised in profit or l0ss?

We agree with the flexibility dlowed by this proposd. Indeed, we would like to suggest
a broadening of the ‘dasdficaion by desgnaion’ concept embodied in this proposd
change. Our suggedion is tha, in addition to making the rules rdaed to ‘avalable for
sd€ financd indruments optiond, the rules rdated to ‘hdd for trading’ financd
ingdruments should dso be made optiond. Tha is there should be an option to dassfy
some currently ‘held for trading’ items as ‘avaldble for sd€. This dternative would
dlow the dimination of atificd volaility in profit or loss and equity that results when
matched postions of assts and lidbilities are not messured congdently.  Further, it
overcomes some of the anomdies that result from different messurement etributes in the
Standard, thereby achieving the desired result of smplifying the application of IAS 39.

However, contray to dams in this Exposure Draft, we do not beieve tha the proposed
change will overcome issues related to embedded derivatives. It gopears that the
proliferation of embedded derivatives in the United Staes is a credive response to
requirements of FASB Statement 133 in reation to assets desgnated as held for trading.
Our suggetion to meke the ‘hdd for trading rules optiond would overcome this
problem.

Our oppogtion to the mandatory requirement to cdassfy certan financid insruments as
‘held for trading derives from our view that gains associated with redtaing finandd
ingruments a ther far vaues should not be induded in income until they ae redised.
A mandated requirement to recognise far vaue increases in the income datement in the
reporting periods in which they aise is inconsgent with both currenly accepted
accounting practices for other types of assets and the conservaive nature of accounting.
The combining of far vdue income for financid ingruments with higtoricd cost income
for nonfinancid items results in a hybrid measure of income that is neither conceptudly
nor practicaly superior to income caculated using conservative higtorica cogt principles

On the other hand, there are advantages to recognisng unredised gains outsde of the
income daement (or indeed requiring mere disclosure of these gains in the footnotes)
over recognition within the income datement. These advantages pertain to concerns that
the gan will not be redised. If enterprises ae dlowed to, or indeed required to,
recognise unredised gans in the income satement, the degree of rdiance that financid
datement users are aile to place upon the accounts will be reduced. In paticular, the
adlity of the income daement to facllitate the Stewardship of management will be
compromised. While we agree that management should be held accounteble for its
decisons to hold and owe finandad assts and ligdilities this can be best achieved



through the immediate recognition of losses in the income datement and the disclosure of
gans outsde of the income statement until they are redlised.

Therefore, we propose that entities should be able to irrevocably designate any financid
ingrument as either:
(@) one that is measured a far vaue with changes in far vaue recognised in profit
or loss, or
(b) onethat ismeasured a far vaue with:
» losses recognised in the income daement in the reporting periods in
which they arise; and
» gans recognised directly in equity until the financa asset is derecognised,
when the gain is taken to net profit or loss for the period.

Q6 Should assets that are not individually impaired be grouped with smilar assets and
collectively evaluated for impairment using the methods outlined?

We agree that a loan asset or other financid asset measured a amortised cogt that has
been individudly assessed for imparment and found not to be individudly impared
should be included in a group of assats with amilar credit risk characteridics that are
collectively evduaed for imparment. Such a tretment is necessay to ensure that
normd degrees of non-payment that exist for groups of loans or receivables are provided
for, even though there is no objective evidence of imparment. Moreover, we agree tha
the occurrence of an event or a combination of events should not be a precondition for
including an asset in agroup of assatsthet are collectively evaduated for impairment.

We ds0 agree with the propossd methodology for messuring imparment outlined in
paragraphs 113A to 113D.

Q7 Should impairment losses for available-for-sale investments be reversed?

We agree with the proposd not to permit reversals of these imparment losses to be made.
Any subsequent incresses in the far vdue of avalable-for-sde invetments should be
trested condgtently with the requirements pertaining to dl other incresses in far vadue of
these invesments. That is, to credit them directly to an equity account and transfer them
to the income statement once they are redised.

This trestment is congstent with our preferred method of accounting for ALL avalladle-

for-sdeinvestments. That is

(@ Unredised losses should be recognised in the income datement in the reporting
periodsin which they arise.

(b) Unredlised gains should be defered in a specid caegory of equity, and only
recognised in the income stateent when they are redlised.



Our judtification for this view is provided in our response to question 4 above.

Q8 Should hedges of unrecognised firm commitments be accounted for as fair value
hedgesinstead of cash flow hedges?

We disagree with the proposd to account for hedges of unrecognized firm commitments
as far vadue hedges indead of cash flow hedges We acknowledge that, in concept,
hedges of firm commitments represent exposures to changes in far vaue. However, the
redity of induding increeses in the vadue of unrecognised commitments in the caculation
of net income appears unnecessarily complex.

We disagree with the broad concept of requiring unredlised gains to be teken to the
income daement.  When the assats or lidilities that these unredlised gains pertain to are
not themseves recognised in the accounts, it gppears unnecessary to require tha
associated, unredlised gains be induded in the calculation of net income.

In relation to unredised losses on firm commitments We can see a case for requiring
these to be taken to the income datement. However, it these items were not hedged, the
unredised loss would not gppear in the income datement until the firm commitment was
recognised as an asset a the time of the purchase transaction. Cash flow hedging will
achieve the same outcome.

Q9 Should gains and losses relating to hedged forecast transactions be recognised
directly in equity and be released from equity consstently with the reporting of gains or
losses on the hedged asset or liability?

We disagree with this proposd, and recommend the retention of the bads adjusment
method of accounting for these gans and losses  The proposad would introduce
unnecessaty  complexity and subjectivity into the accounting requirements.  Further, an
adjugment to the initid carrying amount a the time of the purchese or sde reflects the
intention of the hedge. That is, to hedge againgt changesin the purchase or sde price.
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