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  July 6, 2010
Comments to the EFRAG's draft comment letter on the IASB's ED Fair Value Option for Financial Liabilities 

Dear Ms. Flores,

we would like to send our contribution to the EFRAG's draft comment letter. Erste Group has send own comment letter on the IASB's ED. We are pleased to find out that the message which our comment letter brings is almost the same as in the EFRAG's draft comment letter. Therefore we do not have any comments regarding the answers in your draft. Erste Group's comment letter is enclosed.
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However we would like to use the opportunity to comment on the additional issue raised in the Appendix 2. We are very much concerned about the asymmetrical treatment of financial assets and financial liabilities which IASB plans to introduce. In our opinion this is not the way how to develop a good quality and long-lasting financial instrument standard. 
We are addressing the asymmetry also in our comment letter on IASB's ED even when such specific question was not raised in it. We welcome that you included this issue directly as an additional question in the EFRAG's draft comment letter. Below we describe our opinion in a detail.  
We see big contradictions in the conclusions made by IASB for financial assets and financial liabilities. For this purpose let us quote the IASB staff paper and the opinion of IASB members. 

The IASB staff paper prepared for the February Board meeting where IASB decided that financial liabilities with embedded derivatives should be bifurcated based on current IAS 39 criteria says: 
“We think that Alternative 2 (Use the classification conditions in IFRS 9 as bifurcation criteria) would increase the measurement challenges that an entity would face. Consider a liability whose interest payments must be deferred if the issuer is unable to remain solvent immediately afterwards (and deferred interest does not accrue additional interest).

As noted above, practice has concluded that under IAS 39 the interest deferral feature does not need to be accounted for separately; therefore, the entire liability is measured at amortized cost.

However, under Alternative 2, the interest deferral feature would be bifurcated and be required to be measured at fair value. It is clear from the outreach discussions we have had, that valuation of such a feature would be very challenging.”

The notes taken from observers in the February IASB meeting say following:

“One of the IASB members also expressed his doubts how operational would the IFRS 9 approach be for liabilities paying a market interest rate, but payment of the interest cannot be made unless the issuer is able to remain solvent immediately afterwards. He noted that valuation of compliance with prudential rules would be overly complex. 

Finally, the IASB unanimously agreed to apply the IAS 39 bifurcation requirements for financial liabilities.” 

Let us summarise IASB's conclusions:
· not meeting the contractual cash flow criterion results in fair valuation of the entire instrument in the hands of investor or loan provider (IFRS 9 for financial assets),
· however applying the same contractual cash flow criterion for financial liabilities would be very burdensome for the issuers or debtors even if contractual cash flow characteristics criterion was used for financial liabilities in a limited way – only for the purposes of bifurcation of embedded derivatives,
· as discussed in the ED paragraph BC 10 IASB decided to retain almost all of the requirements in IAS 39 for the classification and measurement of financial liabilities.   
When trying to understand IASB's arguments we ask following questions:
· why fair valuation of complicated features is an issue for financial liabilities but not for financial assets?
· fair valuation of the embedded derivative would be very challenging for the debtors but investors should fair value not only the derivative feature but the entire instrument?


Our opinion on this crucial topic is following:
· It is illogical to have different classification criteria on asset and liabilities side. Two sides of the same instruments should be assessed in the same way. 
· Resulting asymmetry is not properly discussed in the basis of conclusions of the ED. Paragraphs BC8 - BC10 only summarise different opinions of constituents and the outcome is that such diversity should result in retaining the current IAS 39 requirements for financial liabilities.  We are surprised that IASB was not able to write anything more on such crucial topic. We cannot avoid the opinion that instead of solving the issues properly IASB just threw the difficult topic away. 
· By not applying IFRS 9 classification criteria for financial liabilities IASB admits that the contractual cash flow criterion does not work well in the practice. This is indeed so. Applying IFRS 9 will result in fair valuation of a large part of the customary loan business in our banking group. We are working on analysis of such loan products on the level of European Savings Banks Group. EFRAG will receive this document soon. 
· We think that a good quality and stable financial instrument standard should not be based on not well reasoned and paradox conclusions. Preparers deserve such good standard because they had to go through several fundamental changes in accounting for financial instruments over last 10 years. 
· Complicated features of financial instruments which are otherwise managed to collect or pay contractual cash flows should be identified and resulting embedded derivative should be separated from the host. Bifurcation is in line with the way how the structured risks are managed by the banks. The question is how such bifurcation requirements should be defined. IFRS 9 contractual cash flow characteristics criterion does not work well because it is defined too strictly when confronted with practical life. Retaining the IAS 39 requirements may be a good short term solution because the accounting practice is already used to it. However these IAS 39 requirements are rule-based. We are glad to see that our opinion on solving this issue is exactly mentioned in the EFRAG's draft comment letter as one of the alternatives to address the asymmetry :

“Furthermore, some point out that that the existing IAS 39 requirements for bifurcation have been always criticised for their rule-based nature and the resulting application difficulties. These constituents argue that the new standards on financial instruments reporting should not carry forward the current requirements, but that new, principle-based bifurcation requirements need to be developed.”  

In our opinion the notion of leverage may serve as a good principle for this purpose.   
If you have any questions regarding our comments do not hesitate to contact us.

Yours sincerely,

Renata Harvankova
Head of Group Financial Statements
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Sir David Tweedie 
Chairman 
International Accounting Standards Board 
30 Cannon Street 
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   July 7, 2010 
 


Comment letter to the Exposure Draft ED/2010/4 „Fair Value Option for Financial 
liabilities“ 
 
 
Dear sir David, 
 
 
Thank you for the opportunity to comment on the Exposure Draft (ED) on Fair Value Option for 
Financial Liabilities. In general we agree with the chosen approach addressing only the issues 
concerning own credit risk for fair value option financial liabilities. We subscribe to the proposal to 
present the fair value changes attributable to own credit risk in other comprehensive income (OCI).  
Our specific objections concern the two-step approach for presenting these changes and prohibition of 
their recycling. Our opinions on these issues are given below in the answers to the questions raised by 
the ED.   
 
As this ED is the 2nd and final stage in the reform of classification and measurement of financial 
instruments we would also like to say our opinion on the outcome. We strongly disagree with 
asymmetrical approach for financial assets and financial liabilities. Cash flow characteristics criterion 
should be used only for separation of embedded derivatives and should not result in fair value 
measurement of the instrument in its entirety.   
 
We see contradictions in the conclusions made by IASB for financial assets and financial liabilities. For 
this purpose let us quote the IASB staff paper and the opinion of IASB members.  
 
The IASB staff paper prepared for the February Board meeting where IASB decided that financial 
liabilities with embedded derivatives should be bifurcated based on current IAS 39 criteria says:  
 


“We think that Alternative 2 (Use the classification conditions in IFRS 9 as bifurcation criteria) would 
increase the measurement challenges that an entity would face. Consider a liability whose interest 
payments must be deferred if the issuer is unable to remain solvent immediately afterwards (and 
deferred interest does not accrue additional interest). 
 
As noted above, practice has concluded that under IAS 39 the interest deferral feature does not need 
to be accounted for separately; therefore, the entire liability is measured at amortized cost. 
 
However, under Alternative 2, the interest deferral feature would be bifurcated and be required to be 
measured at fair value. It is clear from the outreach discussions we have had, that valuation of such a 
feature would be very challenging.” 
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The notes taken from observers in the February IASB meeting say following: 


“One of the IASB members also expressed his doubts how operational would the IFRS 9 approach be 
for liabilities paying a market interest rate, but payment of the interest cannot be made unless the 
issuer is able to remain solvent immediately afterwards. He noted that valuation of compliance with 
prudential rules would be overly complex.  


Finally, the IASB unanimously agreed to apply the IAS 39 bifurcation requirements for financial 
liabilities.”  


The discussion gives reasons why IFRS 9 cash flow classification criterion does not work well for 
financial liabilities even if it is used in a limited way i.e. only for separation of embedded derivatives. 
We cannot help asking why such fair valuation is an issue for financial liabilities but not for financial 
assets? Why fair valuation of the embedded derivative would be very challenging for the debtors but 
investors should fair value not only the derivative feature but the entire instrument?  
 
It is illogical to have different criteria on asset and liabilities side. Complicated features of financial 
instruments which are otherwise managed to collect or pay contractual cash flows should be identified 
and resulting embedded derivative should be separated from the host. Bifurcation is in line with the 
way how the structured risks are managed by the banks.  
 
There should be separate project for this purpose and the result should be a high quality standard. 
The outcome of the project may be not to use the bifurcation criteria in IAS 39 as they seem to be too 
much rule based. However at this moment we consider retaining the IAS 39 rules for bifurcation of 
financial liabilities as proposed in the ED as a good short term solution. Using the IFRS 9 cash flow 
criterion for bifurcation purposes does not work well either because it causes problems in the practice 
as also identified by IASB. On top of the mentioned issue (instruments where interest payment is not 
mandatory) further examples where IFRS 9 does not work well are unleveraged instruments linked to 
interest indexes like CMS.   
 
We understand the pressure on IASB to bring the financial instruments reporting reform soon. 
However it is worth to reconsider the existing status of the reform (IFRS 9 November 2009 version 
limited to financial assets and ED for financial liabilities) in order to improve the quality of the 
standards.  Preparers deserve such a good and stable standard because they had to go through 
several fundamental changes in accounting for financial instruments over last 10 years.  
 
 
 
Answers to the questions raised by IASB   
 
 
Question 1 
Do you agree that for all liabilities designated under the fair value option, changes in the credit risk of 
the liability should not affect profit or loss? If you disagree, why? 
 
Yes, we agree with the proposal that changes in the credit risk for all financial liabilities regardless of 
what eligibility conditions for fair value option are used should not affect profit or loss. 
 
 
Question 2 
Or alternatively, do you believe that changes in the credit risk of the liability should not affect profit or 
loss unless such treatment would create a mismatch in profit or loss (in which case, the entire fair 
value change would be required to be presented in profit or loss)? Why? 
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We do not believe that changes in the credit risk of the liability should be presented in profit or loss if 
they create mismatch. Existence of such mismatch is very contentious because there are no direct 
links the between the impairment of entity´s assets and decline in fair value of its liabilities attributable 
to own credit risk. If the users see such link they can take the information from OCI and other 
disclosures. 
 
 
Question 3 
Do you agree that the portion of the fair value change that is attributable to changes in the credit risk 
of the liability should be presented in other comprehensive income? If not, why? 
 
Yes, we agree with the proposal that changes in the credit risk of financial liabilities should be 
presented in OCI.  
 
 
Question 4 
Do you agree that the two-step approach provides useful information to users of financial statements? 
If not, what would you propose instead and why? 
 
Question 5 
Do you believe that the one-step approach is preferable to the two-step approach? If so, why?  
 
We do not agree that the two-step approach is necessary to provide useful information for the users. 
In this two-step approach the ED introduces 2 new compulsory line items to be presented in the 
income statement part of the statement of comprehensive income: 


– net gains or losses on fair value option financial liabilities, 
– own credit risk changes (item against which OCI entry is done).  


The proposal brings new rule based requirements in the presentation of financial statements. So far 
requirements for specific line items in the financial statements for financial instruments have given 
much flexibility to the entities. IFRS 7 requires only disclosures in this area and it is up to the entities to 
decide what is presented directly on the face of the income statement. We are against requiring 
mandatory line items in such narrow area as fair value option for financial liabilities is.  
 
We are aware of the fact that IFRS 9 and related IAS 1 amendment have brought new mandatory 
income statement line items for  


– gains and losses arising from the derecognition of financial assets measured at amortised cost 
and 


– on reclassification of such assets into fair value category.  
We agree with these requirements and consider them to be very different to the new requirements in 
the ED. IFRS 9 (IAS 1) requirements make sure that users of the financial statements can immediately 
identify the effects of extraordinary events in the business model of an entity. It means they can see 
that the entity has made something which is not in line with amortised cost business model originally 
applied for those assets. This serves as a good anti-abusive rule for amortised cost category. 
 
We do not see any reason that technical shift of own credit risk fair value changes into OCI should be 
done on the face of the statement of comprehensive income. There is a wide spread consensus that 
own credit risk changes should be presented outside profit or loss. Why should this amount be brought 
into OCI through profit or loss then? We cannot agree with the BC 28 saying: “The Board thinks that 
the proposed two-step approach would present clearly all of the relevant information in the primary 
financial statements.“ Even when one-step approach is used the relevant information (fair value 
including the own credit risk) is in the statement of financial position and in the statement of 
comprehensive income. Some information is only missing in the income statement part of the 
statement of comprehensive income where, in our opinion, it is not necessary anyway. Instead of 
creating rule based standards such relevant information should be disclosed in the notes.   
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Question 6 
Do you believe that the effects of changes in the credit risk of the liability should be presented in equity 
(rather than in other comprehensive income)? If so, why? 
 
No, we do not believe that changes in the own credit risk should be presented in the equity. We admit 
that from theoretical point of view there is rationale in the opinions that a change in the liability´s credit 
risk represents a wealth transfer between liability and equity holders. However what matters here is 
that such own credit risk changes are income and expenses by definitions in the Framework and 
therefore must be presented in the statement of the comprehensive income. Anyway even 
presentation in OCI ensures that the wealth transfer between liabilities and equity is reported.   
 
 
Question 7 
Do you agree that gains or losses resulting from changes in a liability’s credit risk included in other 
comprehensive income (or included in equity if you responded ‘yes’ to Question 6) should not be 
reclassified to profit or loss? If not, why and in what circumstances should they be reclassified? 
 
From conceptual point of view we do not agree with any prohibition of reclassification to profit or loss. 
Realised gains and losses on financial instruments should be presented in profit or loss. Such 
reclassification should occur on derecognition of financial liabilities.  
 
 
Question 8 
For the purposes of the proposals in this exposure draft, do you agree that the guidance in IFRS 7 
should be used for determining the amount of the change in fair value that is attributable to changes in 
a liability’s credit risk? If not, what would you propose instead and why? 
 
Yes, we agree that the guidance in IFRS 7 provides reasonable proxy for determining the own credit 
risk changes in most cases. It also gives flexibility to go for another method if entities do not consider 
the default method as representative.  
 
 
Question 9 
Do you agree with the proposals related to early adoption? If not, what would you propose instead and 
why? How would those proposals address concerns about comparability? 
 
We agree with the proposal that the amendments should be applied early only if also existing IFRS 9 
requirements are applied.   
 
 
Question 10 
Do you agree with the proposed transition requirements? If not, what transition approach would you 
propose instead and why? 
 
Yes, we agree with retrospective application of the new requirements for own credit risk of financial 
liabilities. 
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If you have any questions regarding our comments do not hesitate to contact us. 
 
 
Yours sincerely, 
 
 
Renata Harvankova 
Head of Group Financial Statements 


 






