EFAA comment on draft Financial instruments: classification and measurement

EFAA, the European Federation of Accountants and Auditors for SMEs, is the European umbrella organisation for national accountants and auditors’ organisations whose individual members provide professional services primarily to SMEs. EFAA has 12 members throughout Europe representing over 200,000 accountants and auditors.

EFAA is pleased to submit its comments on the draft Financial instruments: classification and measurement. EFAA is interested because at some point in the future the proposed system is likely to be included in the IFRS for SMEs.

Q1: Does amortised cost provide decision-useful financial asset or financial liability that has basic loan features and is managed on a contractual yield basis? If not, why?

EFAA believes yes. Amortised cost is the yard stick to measure performance of management. Of course limited by the prudence principle.

Q2: Do you believe that the exposure draft proposes sufficient, operational guidance on the application whether an instrument has ‘basic loan features’ and ‘is managed on a contractual yield basis’? If not, why? What additional guidance would you propose and why?

We hope so. Presented guidance is rather detailed and could easily become rules in itself, where they should be no more than clarifying principles.

Q3: Do you believe that other conditions would be more appropriate to identify which financial assets or financial liabilities should be measured at amortised cost? If so etc.

No more comment than with Q2.

Q4: (a) Do you agree that the embedded derivative requirements for a hybrid contract with a financial host should be eliminated? If not, please describe any alternative proposal and explain how it simplifies the accounting requirements and how it would improve the decision-usefulness of information about hybrid contracts.

(b) Do you agree with the proposed application approach to contractually subordinated interests (i.e. tranches)? If not, what approach would you propose for such contractually subordinated interests? How is that approach consistent with the proposed classification approach? How would that approach simplify the accounting requirements and improve the decision-usefulness of information about contractually subordinated interests?

Ad (a): Yes, we agree. There is some concern that some sorts of loans might have features which are not on the list. For example, early repayment options are okay but extension options might not be. Put another way, any embedded derivative would put the whole instrument at fair value.

An alternative (and better) approach would be consistent valuation of main instruments and derivative instruments.

Ad (b): For us it is not clear what the intention is of this phenomenon and therefore we do not comment.

Q5: Do you agree that entities should continue to be permitted to desginate any financial asset or financial liability at fair value through P&L if such designation eliminates or significantly reduces an accounting mismatch? If not, why?

Yes we agree, although we see the problems: potentially very wide and would allow more liabilities to be at fair value where this can undesirable. A better approach to reduce an accounting mismatch would be consistent valuation of main instruments and derivative instruments.

Q6: Should the fair value option be allowed under any other circumstances? If so, under what other circumstances should it be allowed and why?

We do not believe that the fair value option should be extended. One should not forget disadvantage of fair value accounting: mostly highly judgemental, not relevant for the stewardship function, easily manipulated (especially with financial liabilities, in the same way as with short-selling and therefore to be rejected).

Q7: Do you agree that reclassification should be prohibited? If not, in what circumstances do you believe reclassification is appropriate and why do such reclassifications provide understandable and useful information to users of financial statements. How would you account for such classifications, and why?

We douby that a complete prohibition would provide useful. We understand the need to avoid manipulation and therefore would support rather strict conditions, but if these are met, continuing a classification that has lost any relation with reality, should be terminated.

To account for: without any so-called day 1 profit, as there should not be any profit incentive for reclassification.

Q8: Do you believe that more decision-useful information about investments in equity instruments (and derivatives on those equity instruments) results if all such investments are measured at fair value? If not, why?

No. We have concern that all equity investments will have to be at fair value and that the current allowance for historical cost (subject to impairment) when fair value of unquoted equities are unreliable or no longer available. There seems nothing to be gained from supplying unreliable values in these cases.

Q9: Are there circumstances in which the benefits of improved decision-usefulness do not outweigh the costs of providing this information? What are those circumstances and why? In such circumstances, what impairment test would you require and why?

The problem is not so much the costs of providing but the reliability of the outcome.

In principle, impairment should follow the approach of IAS 36 and if that standard is not sufficient, revision of IAS 36 should be performed and not the other way around.

Having said that, there appear some specific problems with impairment of financial instruments where market have become illiquid. We be lieve that impairment based on a modell is unavoidable, but that a second line of defence should be added: if at stock markets securities are undervalued just because markets do not believe the value of its included financial instruments, that should be a strong indicator that the calculated value is not as realistic as supposed.

Q10: Do you believe that presenting fair value changes (and dividends) for particular investments in equity instruments in other comprehensive income would improve financial reporting? If not, why?

No. This option would perhaps be less likely to be taken up by private companies who are not so obsesses about EPS, but it is nonetheless adding complexity.

Q11: Do you agree that an entity should be permitted to present in other comprehensive income changes in the fair value (and dividends) of any investment in equity instruments (other than those that are held for trading), only if it elects to do so at initial recognition? If not,

(a) how do you propose to identify those investments for which presentation in other comprehensive income is appropriate? Why?

(b) should entities present changes in fair value in other comprehensive income only in the periods in which the investments in equity instruments meet the proposed identification principle in (a)? Why?

We do not believe that fair value is an appropriate measurement if there is no liquid market. Where markets have become illiquid in a way that the presented information would no longer be useful, under strict conditions reclassification should be possible.

Q12: Do you agree with the additional disclosure requirements proposed fo entities that apply the proposed IFRS before its mandated effective date? If not, what would you propose instead and why?

Fully agree.

Q13: Do you agree with applying the proposals retrospectively and the related transition guidance? If not, why? What transition guidance would you propose instead and why?

For listed companies etc we agree. We urge in the (to be revised) IFRS for SMEs not to prescribe such strict rules, as comparability is not so much an item.

Q14: Do you believe that this alternative approach provides more decision-useful information than measuring those financial assets at amortised cost, specifically:

(a)in the statement of financial position?

(b) in the statement of comprehensive income?

If so, why?
Only where there are liquid market quotations.

Q15: Do you believe that either of the possible variants of the alternative approach provides more decision-useful information than the alternative approach and the approach proposed in the exposure draft? If so, which variant and why?

Only variants where there are liquid market quotations.

If there is anything unclear, please let us know.

Federico Domenico, CEO of EFAA

