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1 General remarks

-
The exposure draft aims to reduce complexity of recognition and measurement rules for financial instruments. Thus, we welcome some of the proposals introduced. However, other proposals should be partially or completely dismissed because they increase volatility and/or their implementation entails great obstacles. Therefore, a detailed differentiation of the approaches is necessary.
-
We generally appreciate the retention of the mixed model approach. Neither a balance sheet which is completely based on fair values nor a balance sheet that is exclusively based on (amortised) cost, offers an adequate basis for judging the performance of the reporting entity.
-
We appreciate the general approach to separate the amortised cost model from the fair value model. However, the underlying concepts “basic loan features” and “management on a contractual yield basis” require a readjustment in order to avoid absorbing advantages of the suggested approach partially or completely by serious disadvantages. In doing so the abstract criteria must not be carved out by using positive or negative lists as well as numerous exceptional rules. For example, fixed or determinable payments or the definition of monetary assets could be used as clear and strict criteria instead.
-
The exposure draft defines two fundamental categories of financial instruments. However, a detailed analysis shows that there is a multitude of categories. Since those categories have to be distinguished for the purpose of presenting IFRS 7 disclosures at the latest, a formal clarification within the standard is desirable. This especially applies to the fair value category which is further broken down into the subcategories held-for-trading, fair-value-option and other financial instruments measured at fair value. Further categories could be differentiated for derivatives, equity instruments for which the OCI-method is used, debt instruments which do not show the basic loan features or debt instruments which are not managed on a contractual yield basis. Therefore it is not appropriate to speak of only two categories in the exposure draft.
-
We welcome the elimination of an active market as a classification criterion. 
-
Our appraisal of the exposure draft is subject to changes due to the outstanding parts of Phase II (Impairment of Financial Assets) and Phase III (Hedge Accounting).
-
We generally recommend the convergence of external financial reporting requirements and modern internal models for corporate management in order to reflect asset-liability-management, liquidity planning or global bank management in accordance with their economical substance in the financial statements.
-
A sufficient timeframe should be given and the discussion process should proceed if there are fundamental changes in accounting standards as currently undertaken by the IASB. 
2 Classification of Financial Instruments

2.1 Question 1

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

Comment:

In our opinion the amortised cost measurement basis offers crucial information to users of financial statements for financial assets and financial liabilities which are not held-for-trading and which are not managed on a contractual yield basis in the meaning of the exposure draft. However, it needs to be emphasised that the intention to sell an asset or liability – as proposed by the exposure draft – is not an appropriate criterion for differentiating amortised cost and fair value measurements.
Having said that, we are of the opinion that there are circumstances in which amortised cost are a reasonable measurement basis even though the concerned instruments do not or at least not exclusively have basic loan type features, e.g. subordinated instruments that are collaterals for senior instruments. This is also true e.g. for instruments which were acquired with high discounts in the current market situation and for which it is not certain if those discounts are due to incurred defaults or simply due to the volatility in the market. We also refer to our answers on the following questions.
2.2 Question 2

Do you believe that the exposure draft proposes sufficient, operational guidance on the application of 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?

Comment:

„Basic loan features“

We understand that only financial instruments with basic principal and interest cash flows qualify for amortised cost measurements.
We consider premiums, discounts, transaction costs and capitalized fees, as far as they have to be capitalized and amortised under IAS 18, as a part of interest cash flows. They do not result in a fair value measurement of the financial instrument. The later also applies if fees are charged for a defined activity and are recognised immediately in the income statement in accordance with IAS 18. A clarification in the final standard referring to this issue is desirable.
We appreciate the fact that certain embedded derivatives do not contradict amortised cost measurement, if either the creditor or the debtor is protected from variations in cash flows. These instruments have characteristics of derivatives when viewed in isolation. However, in many cases they are not managed on a fair value basis. In this context we would like to specifically draw attention to the accounting of “Bausparkassen” (home savings and loan institutions). These banks accept deposits from clients (“savers”) at a fixed interest rate. In return the “Bausparkasse” (home savings and loan institution) grants clients the right to obtain a loan with fixed interest rates at the end of the savings accumulation period; these rates were agreed upon at the time of signing the savings contract (its basis being fixed in Article 1 of the German Home Savings and Loan Institutions Act, “Bausparkassengesetz”). From the point of view of “Bausparkassen” (home savings and loan institutions) the “Bauspar” (home savings) loan is one common, cohesive contract which is generally not related to money market interest rates. The system of “Bausparkassen” (home savings and loan institutions) is a self-contained system that exclusively consists of principal- and interest payments. Therefore a “Bauspar” (home savings) loan satisfies the basic characteristics of loan instruments in terms of a basic loan features. As part of the common, cohesive contract the saver has the right to receive a “Bauspar” (home savings) loan at favourable terms. Therefore the contract provides protective functions to the saver. Due to the common, cohesive characteristics of the contract there are cash flows, and resulting from it, deterministic interest payments. 
The acceptance of the “Bauspar” (home savings) loan by the saver results in the repayment of the carried savings balance. As a result, on each exercise date the strike price equals the amortised costs of the host debt instrument.
In our opinion it is necessary to clarify in the final standard that the complete contract is consistent with the concept of basic loan features if there is an availment of a loan as part of the common, cohesive contract and that loan satisfies the required criteria for the measurement at amortised cost.
The fair value measurement of the whole instrument or the here preferred approach to separate could be one possibility to avoid an accounting mismatch if the reporting entity chooses to manage embedded derivatives based on fair values (see our comments to question 4).
Contrary to the former working papers of the IASB the exposure draft contains in Appendix B3(b) an indication that in certain circumstances contractual arrangements which lead to a higher variability of the cash flows can still be inoffensive to the amortised cost measurement. However, further explanations regarding this matter can neither be found within the exposure draft nor within the Appendix or the Basis of Conclusions. A clarification including examples of application is therefore desirable. 
Furthermore we are of the opinion that junior instruments subordinated to other senior instruments may still have basic loan features and consequently qualify for the measurement at amortised cost. The reasons given by the IASB for excluding these instruments from the measurement at amortised cost are not convincing to us. On one hand, the deployment of the credit- and default risk inherent to financial instruments as a criterion for the measurement at amortised cost applies (ED.BC20 “…interest is a compensation for the time value of money and the credit risk associated with the issuer of the instrument and the instrument”); on the other hand this concept is undermined by the proposed rule (see ED.BC27 including the indication of “waterfall” structures).
Additionally, instruments with “offensive” subordinated arrangements are managed based on expected cash flows which (similar to a floating rate) are adjusted to current expectations of the market. Regardless of that it is not understandable why the IASB basically dictates (through the proposed rules) the measurement at fair value through profit or loss for those instruments considering the current financial crisis and knowing the volume of ABS-Papers circulating. Advantages in terms of reduced volatility in the income statement resulting from changed categorisation rules are partially - or in the case of some companies even completely - neutralised by this proposal. In addition to that it is to be questioned how the current proposal is consistent with the October 2008 amendments to IAS 39 which offered the possibility to reclassify these instruments as loans and receivables after initial recognition.
“Managed on a contractual yield basis”

We generally agree with an entity-specific criterion within the classification process. It emphasis the intended internal use and the models applied to manage and control the assets and liabilities held by the reporting entity within the classification process. It could even be considered to use that entity-specific criterion as the primary and possibly only criteria and to relinquish the basic loan feature test. 
Despite that we see the need for clarification of the definitions applied within the „managed on a contractual yield basis” criterion and its practical application in different situations. 
From the explanations given within the exposure draft follows that the IASB implicitly distinguishes between the management of assets and liabilities on a fair value basis and on an amortised cost basis. While margins and interest income is the most relevant factor in the latter case, changes in fair value are most relevant in the former. However, this interpretation is not always applied in modern controlling systems of banks. The concept of time value of money has been introduced also to manage portfolios of assets with long maturities without any intention to sell the assets in the near term. The performance of the portfolios is measured by comparing net present values of the cash flows without taking into account the sale of all or part of the portfolio. In addition, a sale is often not even a practical alternative for these types of assets. This shows the conceptual weakness of the approach proposed by the IASB. Instead of applying the intended use of the instruments in question, subordinated criteria are used. Having said that we strongly recommend a clarification within the final standard stating that internal controlling and management systems based on net present values must not result in fair value measurements in any case. Alternatively, it may be considered to apply the indented use of assets and liabilities within the entity as primary basis for any classification decision. For example, the intention to trade assets or liabilities could be used as the relevant criterion. Assets and liabilities held for trading would then be excluded from amortised cost measurements. However, the intention to sell an asset without the intention to realise a profit from changes in prices or dealers margin is not an appropriate basis for that purpose since it does not represent the economic substance of the transaction and the internal management objective.

The exposure draft bases the “managed on a contractual yield basis” criterion not on individual instruments but rather on business units, which are supervised and managed by key management personnel, and explains that an entity may have more than one business unit. These business units may be controlled differently. However, it is not clear to us at what level the criterion should be applied. This may result in inappropriate classification decisions in certain circumstances. For example, there commonly are portfolios managed by the treasury department for which no trading intention exists and which are managed similar to the banking book. This applies to money market transactions such as call money, fixed-term deposits, commercial paper, etc. Those instruments may not be sold to third parties during their maturity. Thus, changes in fair value are considered as part of the internal net present value models only. As a result, we strongly recommend basing the classification process in line with the current IAS 39 on an instrument-by-instrument decision.
Instruments acquired with high discounts due to incurred losses
The exposure draft proposes that instruments acquired with high discounts due to incurred losses do not qualify for amortised cost measurements. The IASB assumes that the acquiring entity is speculating on returns that are higher than the contractual yields agreed on initially. We do not share that view and reject the proposed regulations for the following reason: On one hand, the acquisition of any assets is based on an expectation of its future cash flows. These expectations may or may not differ from the contractually agreed cash flows. However, this does not mean in any way that the asset may not be managed on a contractual yield basis. Especially when markets are inactive management on a fair value basis is not an option for the reporting entity. On the other hand, we reject the practical consequences of the proposal. In many cases it would not be possible to identify whether a default has occurred and to what amount it is allocated to the actual discount. Although IAS 39 provides indicators for impairments, the reporting entity eventually needs to define and apply the indicators by itself. This may result in different measurement bases for the same asset within the financial statements of different companies. While one entity measures the instrument at fair value because it considers the discount an impairment loss the other entity is applying amortised cost because it views the discount as purely market driven. As a result, objective indicators would be needed that can be applied consistently by all companies (e.g. a delay in payment of 90 day or more). However, this would result in a conceptual inconsistency with a current impairment rules in IAS 39. Moreover, if the proposal will be taken to the final standard than based on an expected loss model, another conceptual inconsistency would result. While impairment losses are determined an expected losses, the classification decision would partially based on the incurred loss model. 
2.3 Question 3

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,

(a) what alternative conditions would you propose? Why are those conditions more appropriate?

(b) if additional financial assets or financial liabilities would be measured at amortised cost using those conditions, what are those additional financial assets or financial liabilities? Why does measurement at amortised cost result in information that is more decision-useful than measurement at fair value?

(c) if financial assets or financial liabilities that the exposure draft would measure at amortised cost do not meet your proposed conditions, do you think that those financial assets or financial liabilities should be measured at fair value? If not, what measurement attribute is appropriate and why? 

Comment:

We welcome that the exposure draft permits measurement of debts instruments traded in active markets at amortised cost. These instruments would have to be classified as available-for-sale under the current IAS 39. However, we see the necessity to adjust the model as explained above. This especially applies to the “managed on a contractual yield basis”-criteria, the proposals on subordinated assets and assets acquired with high discounts due to incurred losses. We would expect an adjustment in the described way if the IASB decides on the retention of the general approach.
Furthermore we share the concerns that the new rules on embedded derivatives may result in additional instruments being measured at fair value. Although many banks already apply the fair value option to avoid separation, they still could choose the option to separate the host instrument and the embedded derivative feature. This option would not be available under the new rules.

3 Embedded derivatives
3.1 Question 4

(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.

Comment:

We welcome the attempt to conceptually solve the accounting problem on embedded derivatives. However, we reject the current proposal, since it could result in additional fair value measurements of instruments with embedded derivatives accounted for under IAS 39. We are of the opinion that the option to separate the host contract from the embedded derivative should be available in the future as well. We do not see the necessity to require a comprehensive fair value measurement, if the host contract (even in consideration of the embedded derivative) is managed on an amortised cost basis. This especially applies to many financial liabilities. 
In the context of reducing complexity we additionally recommend simplifying the current criteria for separation

Also, it is – from our point of view – conceptually inconsistent to require separation of derivatives embedded in instrument outside the scope of IAS 39 while derivatives embedded in instruments within the scope of IAS 39 may not be separated under any circumstances. The reasons given by the IASB – that the current project does not deal with scope issues – is not convincing. We are aware that the discussion of the scope issue is complex and time consuming. Without that discussion the accounting rules for financial instruments cannot be simplified, though. This is particularly true for embedded derivatives accounting.
(b) Do you agree with the proposed application of the proposed classification approach to contractually subordinated interests (ie 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? 

Comment:

As explained we disagree with the proposal and refer to our comments on question 2.

4 Fair Value Option

4.1 Question 5

Do you agree that entities should continue to be permitted to designate any financial asset or financial liability at fair value through profit or loss if such designation eliminates or significantly reduces an accounting mismatch? If not, why?

Comment:

We welcome the retention of the fair value option. 

Nevertheless, we share the opinion that the fair value option should be revisited by the IASB at the time hedge accounting rules are discussed as well as at the time the rules on insurance contracts are finalised. Also, it should be considered to retain the current IAS 39 preconditions for its application at least for a limited period of time.
4.2 Question 6

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

Comment:

Due to the amendments proposed by us to the final standard (e.g. separation of embedded derivatives form host contracts) we see the necessity to retain the current requirements for applying the fair value option.

5 Reclassification
5.1 Question 7

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 reclassifications, and why?

Comment:

We disagree with the proposal to prohibit reclassifications under any circumstances. This applies equally to the reasons given by the IASB. It is not understandable, why the IASB refuses to retain the reclassification rules introduced in October 2009.

A classification decision should always be based on the intended use of an asset since this is the only possibility to provide decision relevant information for readers of financial statements. As a consequence, if the intended use changes over time a reclassification shall be considered. This particularly applies to changes in trading intentions.
Reclassification does not have to be provided as an accounting choice. It seems appropriate to require a reclassification if there is a documented change in the intended use of an instrument. Albeit this fact the disclosure requirements resulting from reclassifications should be reduced because of the immense workload related to it and its incomprehensible measurement consequences, e.g. for effective interest rates and impairments. 

In addition we strongly recommend, contrary to current regulations of IAS 39, the introduction of a reclassification option or the requirement for the fair value option if an accounting mismatch can be reduced or avoided. This e.g. could be the case if a derivative used as economic hedge is closed with the result of an uncontrollable volatility in profit or loss from the fair value changes.
6 Equity instruments with unreliable fair values
6.1 Question 8:

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?

Comment:

We reject the proposal to measure all equity instruments and all related derivatives at fair value. Contrary to the IASB we are of the opinion that this approach would result in low quality fair values with wide ranges of possible outcomes. Enormous accounting options would be available to preparers that limit the decision-usefulness of information provided in financial statements. This especially applies if changes in fair value are recognised immediately in profit or loss. 
In addition, the IASB is underestimating the workload related to the determination of fair values for unlisted equity instruments. Albeit the IASB accepts the argument of an increased workload, it is not in the position to estimate its actual volume. Information that are indispensable for a dependable fair value are not or insufficiently available where unlisted companies are concerned. Mostly, it is not possible to generate information in the required quality or quantity. Thus, the extent of workload heavily outweighs the usefulness of the information. This was also the opinion of the IASB at the time IAS 39 has been introduced. Since the reasons have not changed, it is appropriate to retain the exception.
Albeit it could be argued that due to materiality most equity instruments could still be measured at cost, auditors and supervisory institutions would – most of the times – not accept this argument. As a result, extensive cash flow estimations based on subjective judgement would be required that leave room for substantial earnings management. This especially applies if the entity recognises changes in fair value directly in profit or loss.
6.2 Question 9:

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? 
Comment:

The circumstances have been explained in our comments on question 8. The addition workload and the resulting accounting option within the determination of fair values lead to unbalanced costs and benefits. Thus, we strongly recommend retaining the current IAS 39 rules.

7 Equity instruments measured though OCI
7.1 Question 10:

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?

Comment:

The temporary recognition of fair value changes in OCI is generally in line with the objective to provide decision-useful information. However, it is questionable what concepts underlie the recognition of changes in fair value in OCI and the timing of recognising the changes in profit or loss (if ever). 

Regrdless of conceptual problems related to the OCI-method we welcome the decision of the IASB to permit the OCI-method for equity instruments on an „instrument-by-instrument“-basis. The tentative decision of the board to distinguish equity instruments on the basis of a strategic investment had also resulted in substantial subjective judgement that is now authorised by a straight forward option.
However, we strongly disagree with the proposal to require the transfer of income and expense (fair value changes, dividends) recognised in OCI to retained earnings at the time of derecognition. Albeit this method is already applied in IAS 16, IAS 19 and IAS 38, we do not see any conceptual basis for the decision to permit or prohibit recycling. The exposure draft as well as the basis of conclusions is silent on this issue. Also, the communication of results to shareholders and rating agencies may be highly problematic since the recognition of these results in profit or loss at least at the time of a sale is expected. 
In addition, financing cost for these instruments still need to be recognised in profit or loss. A new type of accounting mismatch would therefore be created. As a result, we strongly recommend the retention of a recognition and recycling method similar to the one currently applied under IAS 39 for available-for-sale assets.
7.2 Question 11:

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? 

Comment:

Since the exposure draft proposes an option for the recognition of fair value changes (and dividend income) in profit or loss or other comprehensive income, it seems appropriate to permit the exercise of the option on initial recognition only. Nevertheless we want to point out that the option results in additional accounting problems. Because the option lacks a consistent conceptual basis, the reporting entity is required to make an irrevocable decision. If such a consistent conceptual basis could be found, the reporting entity would have to be given the possibility to change the recognition method if circumstances changed. This applies in analogy to recognition and classification decisions.
8 Effective date and transitional provisions
8.1 Question 12

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

Comment:

We do not agree with the proposal that entities applying the proposed IFRS before its mandated effective date should disclose additional information. Albeit we understand the intention and objective of the IASB we do not see that comparability would be effectively achieved in any way. 
Question 13

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

We generally agree with the proposed retrospective application of the new IFRS. In doing so we assume that it will have to be applied mandatorily for financial years beginning on or after January 1, 2012. However, we see serious problems related to the requirement to disclose adjusted comparative information for the preceding financial year. It follows from the proposed requirements that the new rules have to be followed in full also for financial years beginning on or after January 1, 2011, while published financial statements still need to be prepared on the basis of the current IAS 39.

Since the proposed IFRS will result in a fundamental change in the accounting system for financial instruments it requires significant adjustments to IT-systems. Thus, we strongly propose to replace the requirement to adjust comparative information by means of a comprehensive reconciliation as of January 1, 2012. This ensures that published financial statements for 2011 equal comparative information provided in 2012. In addition, a parallel, time-consuming and expensive valuation of assets and liabilities for the financial year 2011 could be avoided. In 2005 the IASB already permitted a similar presentation method within IFRS 1 for the first time adoption of IAS 39 by many European companies. Within the 2005 financial statements comparative figures for 2004 could have been presented under local GAAP or under IAS 39. To ensure comparability, the application of the new rules to the comparative figures could even be prohibited. 
Also, the external effects of financial information prepared under two sets of accounting standards (of which both are called IFRS) may be questioned. It could certainly be questioned which of the information is correctly presenting the performance of the reporting entity. Also, companies managing their operations on the basis of IFRS (as many banks do) had to decide on which numbers internal controlling should be based.
9 Alternative approach
9.1 Question 14

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?

Comment:

We are of the opinion that none of the alternative approaches delivers decision-useful information to readers of financial statements. Thus, we explicitly disagree with the proposals presented by the IASB.


Retaining the mixed model approach in connection with appropriate hedge accounting rules allows companies to report their financial position and performance in conformity with internal management approaches. This also applies to economic hedging relationships and the differentiation of assets and liabilities held for trading and assets and liabilities managed on contractually agreed cash flows. Financial reporting can deliver decision-useful information only if it presents the economic reality in conformity with internal management approaches. Otherwise the business model and the results of operations are presented inappropriately in relation to the going concern principle.
9.2 Question 15

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? 

Comment:

We do not agree with the proposed variants of the alternative approach and believe that none of the variants provides decision-useful information to readers of financial statements. Rather, we explicitly reject the proposals.
Page 8 of 22

