REDUCING COMPLEXITY IN REPORTING FINANCIAL INSTRUMENTS

Appendix E

Questions for respondents

Section 1 Problems related to measurement

Question 1

Do current requirements for reporting financial instruments, derivative instruments and similar items require significant change to meet the concerns of preparers and their auditors and the needs of users of financial statements? If not, how should the IASB respond to assertions that the current requirements are too complex?
Absolutely, current requirements are complex and frequently inconsistent. There are too many ways in which financial instruments are measured (point 1.2 is a good example) but the main problem is the following:
* There are different ways to measure different financial assets, liabilities and firm commitments, but additionally, once a method is applicable, the accounting method may vary again depending on whether hedging accounting is applicable or not.

Avoiding volatility has been taken into account in excess in fixing current standards, being detrimental to the objectivity, consistency and usefulness of the financial statements. 

Section 2 Intermediate approaches to measurement and related problems

Question 2

(a) Should the IASB consider intermediate approaches to address complexity arising from measurement and hedge accounting? Why or why not? If you believe that the IASB should not make any intermediate changes, please answer questions 5 and 6, and the questions set out in Section 3.
Yes, intermediate changes (but advanced enough) should be made to address complexity and improve standards as well.
(b) Do you agree with the criteria set out in paragraph 2.2? If not, what criteria would you use and why?
YES. Particularly paragraph 2.2 (d) is essential.
Question 3

Approach 1 is to amend the existing measurement requirements. How would you suggest existing measurement requirements should be amended? How are your suggestions consistent with the criteria for any proposed intermediate changes as set out in paragraph 2.2?
I suggest Approach 2, as stated in question 4 below.

Question 4

Approach 2 is to replace the existing measurement requirements with a fair value measurement principle with some optional exceptions.
I agree with this approach.

(a) What restrictions would you suggest on the instruments eligible to be measured at something other than fair value?
I suggest the following criteria:

1) All derivatives (including firm commitments which normally are OTC derivatives) should be measured at fair value if the underlying can be either measured at market price or estimated in accordance with accepted formula using only observable variables. (Please note that in the comments below the word “derivatives” includes firm commitments.)  
2) Generally, other financial assets and liabilities that can be either measured at market price or estimated in accordance with accepted formula using only observable variables, should be measured at fair value. See exceptions in point 4 below. 

3) Only a) derivatives having an underlying without objective measurement and b) other financial assets and liabilities without objective measurement, should be measured at cost less impairment. 
4) Optional exceptions to the point 2 above (measurement at fair value in non-derivatives instruments when objective measurement is possible) should be: 

· Changes in credit risk of non-traded liabilities representing the entity’s own debt.
· Traded or non-traded liabilities linked with investments measured at cost less amortization and impairment.
5) When a non-derivative financial asset or liability is traded in an active market, quotation takes in consideration both market and credit risk. However, most OTC derivatives as well as some financial assets and many financial liabilities are not traded in an active market. In the last case, when fair value is applicable, market price (interest rate, currency, etc.) and credit risk should be measured separately.
6) It is important to separate market and credit risk evaluation for measurement purposes in non-traded instruments, because credit risk should be taken in consideration in most cases, in fair value for measurement purposes and also in cost for impairment assessment. 
How are your suggestions consistent with the criteria set out in paragraph 2.2?
The above suggestions are fully in accordance with the criteria set out in paragraph 2.2: They represent a significant improvement and simplification.
 (b) How should instruments that are not measured at fair value be measured?
Financial instruments not measured at fair value should be measured at amortized cost less impairment.
(c) When should impairment losses be recognised and how should the amount of impairment losses be measured?
Impairment losses should be recognised in the following cases:

1) Possible impairment losses of all derivatives (both measured at amortized cost less impairment or measured at fair value in respect of the market risk) should be assessed before issuing financial statements unless the derivative itself is traded in an active and important market. It is important to remark that derivatives having an underlying traded in an active and important market can be easily measured at fair value in respect of their market risk, but the involved credit risk should be assessed additionally taking into account the solvency or changes in the solvency of the counterparty. The results of these assessments should be recognized in the financial statements.
2) Possible impairment losses and changes of other assets and liabilities (both measured at amortized cost less impairment or measured at fair value in respect of the market risk) should be assessed before issuing financial statements unless the instrument is traded in an active and important market. The results of the assessments should be recognized in the financial statements.
3) The amount of impairment losses should be measured in accordance with the following principles:
a. Credit risk can be estimated individually (contract by contract) or on a homogeneous portfolio basis, using both retrospective statistical information and current information in respect of the counterparty solvency as well as general credit market conditions. Entities should explain and justify the measurement criteria adopted.

b. The amount of impairment losses of traded non-financial instruments (under the rules of financial instruments standards) should be estimated individually taking into account physical damages, changes in the distance from a spot market, etc. This assessment should be made in addition to the market measurement. Entities should explain and justify the measurement criteria adopted.
(d) Where should unrealised gains and losses be recognised on instruments measured at fair value?
All unrealized gains and losses should be recognized in earnings in all cases.
 Why?
It is a fact that preparers strongly demand that standards avoid the earnings volatility produced by unrealized gains and losses. They ask for special hedge accounting or other special accounting treatment to avoid any apparently inappropriate volatility. However, there are good reasons to account for unrealized gains and losses in earnings.
a. The main principle of fair value measurement refers to the goal of increasing the relevance of the information. If changes in fair value are not recognized in earnings the relevance will be much lower.

b. Two entities should present different earnings if only one of them entered in a particular contract.

c. Additional reasons will be presented later on in respect of hedge accounting comments.
How are your suggestions consistent with the criteria set out in paragraph 2.2?
Absolutely.

(e) Should reclassifications be permitted? What types of reclassifications should be permitted and how should they be accounted for? How are your suggestions consistent with the criteria set out in paragraph 2.2?
In accounting for fair value gains and losses in earnings there is no need for reclassifications. The suggestion is fully consistent with the criteria set out in paragraph 2.2.
Question 5

Approach 3 sets out possible simplifications of hedge accounting.

(a) Should hedge accounting be eliminated? Why or why not?
Hedge accounting should be eliminated (with minimal exceptions), for several reasons:
1) I concur with most of the explanations set out in the document issued by the Joint Working Group of Standard Setters (JWG) in December 2000. Particularly those related with hedges. (Basis for Conclusions – Hedges, Point 7.16, pages 260-261). In summary:
a. It may be impossible to distinguish speculation or “position taking”. 
b. There may be almost unlimited combinations of streams of future transaction cash flows that will expose the enterprise to various future price risks.
c. Hedging is not objective. Management may choose to designate a particular hedge for special hedge accounting, or may elect not to present and disclose it as a hedge.
d. For a hedge to be effective, the future risk must not be expected to already be reduced by some other existing risks or likely future offsetting risk exposures. However, for practical reasons, standard setters have concluded to eliminate the “assessment on a total enterprise basis” qualifying condition set out in SFAS 80.

2) There are some misunderstandings in the use of the term “risk”. It would be possible to replace the term “risk” with other alternatives such as “uncertainty” or “sensitivity” or “variability” when referring to market risk in order to limit the use of the term “risk” to refer to the downside of the “uncertainty” and the term “opportunity” to the positive side. The need to differentiate both results, inter alia, from the special characteristics of some derivatives (for example, some options) which make it possible to eliminate one of these components at a certain cost without the other being affected. This terminology obscures the understanding of the economic substance of some financial instruments, mainly derivatives. 
For example, using current terminology, an entity with a debt at variable interest rate can hedge its exposure to future cash flows risk in respect of interest trough a swap “pay fixed rate, collect variable rate”. However the economic substance of this swap is the following: “If actual interest rates increase the swap will be useful, if the interest rates go down the swap will be harmful”.
Thus, the economic substance of the swap of this example is the following: The swap only hedges the exposure to “increases in interest rates”. That is, the swap changes the exposure to an increase of the interest rate for an exposure to a decrease of the interest rate. In practice, an intermediate approach (to hedge only 50 percent of the debt) can be a sensible decision whatever are the accounting rules to be applied.
Another way to explain the economic substance of the above mentioned swap example can be: The swap eliminates “the uncertainty” (in both sides: opportunity and risk) –not only the risk.

3) Exceptions. Only genuine hedging should be eligible for hedge accounting. “Genuine hedging” refers to an appropriate hedging instrument –generally a derivative- that is able to match two main operations to ensure a fixed margin. When a hedging instrument is linked with only one main operation, normally that instrument is only able to change the risk profile of the main operation but cannot ensure a fixed margin. Some examples of genuine hedging:
a. A bank has a financial asset receiving interest at a fixed rate plus some basic points. Additionally, it has a financial liability with the same amount and maturity paying interest at a variable rate less some basic points. In this example, the bank could enter into a swap (pay fixed rate, collect variable rate) having the maturity and notional amount of the mentioned asset/liability. 
In this case, the swap ensures that the bank obtains a margin (basic points of the asset plus basic points of the liability) whatever the future trend of the interest rate. This is a genuine hedging in accordance with the economic substance of the derivative in respect of the interest risk. Possible credit risk should be assessed separately.

b. An industrial company signs a contract with a client to provide some manufactured goods at a fixed price, in a future date. The industrial company has estimated the price to be invoiced to the client taking into account the current price of some tons of a particular commodity to be acquired 6 months later to be utilized in the process of production of the good. At the same time, the mentioned company enters into a forward contract (OTC, firm commitment or future in a commodity market) to buy 6 months later the same quantity of this particular commodity.
Assuming that only the commodity price is subject to market risk, the company has ensured its margin in the operation. This is a genuine hedging in accordance with the economic substance of the derivative in respect to the market risk of the commodity. Possible credit risk should be assessed separately.

d. Proposed accounting treatment for genuine hedging.

Prepares should choose between two approaches:

· Measurement of all involved financial assets and liabilities (including derivatives, firm commitments, commodity contracts, etc.) at fair value, recognizing gains and losses in earnings.
· Designation of a special hedge accounting to allocate in earnings the net estimated margin of the operation for the period along which the main operation should be recognized in accordance with its normal accounting treatment.  
(b) Should fair value hedge accounting be replaced? Approach 3 sets out three possible approaches to replacing fair value hedge accounting. 

(i) Which method(s) should the IASB consider, and why?

(ii) Are there any other methods not discussed that should be considered by the IASB? If so, what are they and how are they consistent with the criteria set out in paragraph 2.2? If you suggest changing measurement requirements under approach 1 or approach 2, please ensure your comments are consistent with your suggested approach to changing measurement requirements.
I agree with point a) above: Hedge accounting should be eliminated with minimal exceptions.
Question 6

Section 2 also discusses how the existing hedge accounting models might be simplified. At present, there are several restrictions in the existing hedge accounting models to maintain discipline over when a hedging relationship can qualify for hedge accounting and how the application of the hedge accounting models affects earnings. This section also explains why those restrictions are required.

(a) What suggestions would you make to the IASB regarding how the existing hedge accounting models could be simplified?

(b) Would your suggestions include restrictions that exist today? If not, why are those restrictions unnecessary?
(c) Existing hedge accounting requirements could be simplified if partial hedges were not permitted. Should partial hedges be permitted and, if so, why? Please also explain why you believe the benefits of allowing partial hedges justify the complexity.

(d) What other comments or suggestions do you have with regard to how hedge accounting might be simplified while maintaining discipline over when a hedging relationship can qualify for hedge accounting and how the application of the hedge accounting models affects earnings?
I agree with point a) Question 5 above: Hedge accounting should be eliminated with minimal exceptions.

Question 7

Do you have any other intermediate approaches for the IASB to consider other than those set out in Section 2? If so, what are they and why should the IASB consider them?
NO
Section 3 A long-term solution—a single measurement method for all types of financial instruments

Question 8

To reduce today’s measurement-related problems; Section 3 suggests that the long-term solution is to use a single method to measure all types of financial instruments within the scope of a standard for financial instruments. Do you believe that using a single method to measure all types of financial instruments within the scope of a standard for financial instruments is appropriate? Why or why not? If you do not believe that all types of financial instruments should be measured using only one method in the long term, is there another approach to address measurement-related problems in the long term? If so, what is it?
I agree with the long-term solution: to use a single method to measure all types of financial instruments.
Question 9

Part A of Section 3 suggests that fair value seems to be the only measurement attribute that is appropriate for all types of financial instruments within the scope of a standard for financial instruments.

(a) Do you believe that fair value is the only measurement attribute that is appropriate for all types of financial instruments within the scope of a standard for financial instruments?

 (b) If not, what measurement attribute other than fair value is appropriate for all types of financial instruments within the scope of a standard for financial instruments? Why do you think that measurement attribute is appropriate for all types of financial instruments within the scope of a standard for financial instruments? Does that measurement attribute reduce today’s measurement-related complexity and provide users with information that is necessary to assess the cash flow prospects for all types of financial instruments?
I believe that fair value is the only measurement attribute that is appropriate for all types of financial instruments within the scope of a standard for financial instruments.
Question 10

Part B of Section 3 sets out concerns about fair value measurement of financial instruments. Are there any significant concerns about fair value measurement of financial instruments other than those identified in Section 3? If so, what are they and why are they matters for concern?
I agree with the analysis set out in part B of Section 3 relating to three concerns. Particularly:
* I think that fair value measurement improves the relevance of the financial statements.

* I think that unrealised gains and losses should be recognized in earnings. This is the best accrual procedure. 
* When an objective fair value measurement is not possible, because there is no market-based information, the financial instruments should be measured at amortized cost less impairment.
Actually, in respect of the fair value hedge, gains and losses on the hedging instrument are expected to offset losses and gains attributable to changes in fair value of the hedged item. If the hedge is perfectly effective, gains and losses on the hedging instrument and hedged item offset in earnings. 
Therefore, the main concern relating to full fair value measurement refers to the cash flow hedging. Supporters of the current cash flow hedge accounting believe that full measurement at fair value would produce inappropriate volatility of earnings, since changes in the hedging instruments cannot be offset by changes in the forecasted transaction. However, that statement is arguable since the hedging instrument itself can produce gains or losses depending on the market changes. Point 7.17 of the Basis for Conclusions, pages 261-263, in the document issued by the JWG (December 2000) provides excellent comments to justify fair value measurement with changes in earnings even in the case of hedging instruments in cash flow hedging.
Question 11

Part C of Section 3 identifies four issues that the IASB needs to resolve before proposing fair value measurement as a general requirement for all types of financial instruments within the scope of a standard for financial instruments. 

(a) Are there other issues that you believe the IASB should address before proposing a general fair value measurement requirement for financial instruments? If so, what are they? How should the IASB address them?

(b) Are there any issues identified in part C of Section 3 that do not have to be resolved before proposing a general fair value measurement requirement? If so, what are they and why do they not need to be resolved before proposing fair value as a general measurement requirement?
In the case that the IASB decides not to follow my suggestion to eliminate –with minimal exceptions– the hedge accounting (see question 5), I propose the following:

· Partial hedging should be admitted since good hedging strategies are based on partial hedging. (Please se my comments to: Question 5, point 2)

· For cash flow hedges of non-financial items I agree with the proposal (IASB proposal, point 2.98) to eliminate the existing choice in IAS 39 which permits the basis adjustment. In fact, basis adjustments result in adjusting the initial carrying amount of the asset or liability away from its fair value. Eliminating this choice would reduce complexity and improve comparability, avoiding equity volatility as well.
Question 12

Do you have any other comments for the IASB on how it could improve and simplify the accounting for financial instruments?
I suggest that the scope of a future standard for financial instruments includes without limitations every inventory or contract relating to non-financial instruments (mainly commodities) with a clear market price.
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