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ICAC comments on  IASB’s Exposure Draft ED/2010/4 Fair Value Option for Financial Liabilities
General comment: Convergence of accounting standards and asymmetrical treatment of assets and liabilities in IFRS 9
Before addressing the specific questions stated by the IASB, the ICAC would like to briefly comment on two relevant aspects of the proposed ED.
Firstly, regarding the pursued international comparability of the financial statements, we want to point out the significant differences between the FASB and the IASB proposals on the different aspects of the IAS 39 replacement project. 
Secondly, we understand that through the adoption of this ED the IASB will establish different requirements for classification and measurement of financial assets and financial liabilities.

These different requirements are not only related to the issue of own credit risk: They also refer generally to the classification and measurement of the instruments through the maintenance of the existing IAS 39 bifurcation rule for financial liabilities but not for financial assets.

The ICAC agrees with the different treatment of own credit risk, for the reasons stated later in this comment letter.

Additionally the rationale for bifurcating embedded derivatives or not is the same for assets and liabilities, so that the IASB should think over the advantages of establishing different criteria in comparison to the complexity and confusion that this differences could cause.

In this context, the ICAC already defended in its comments on the IASB’s Exposure Draft ED/2009/7 Financial Instruments: Classification and measurement the maintenance of the disaggregation of hybrid contracts into components, in order to avoid different accountings of substantially similar transactions, depending on whether they are negotiated as hybrids or through their different components separately. 
Consequently, we support the maintenance of the bifurcation criteria for financial liabilities, although we want to highlight the lack of coherence between the financial assets’ and the financial liabilities’ treatment. 
Presenting the effects of changes in a liability’s credit risk in profit or loss
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.
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?
The ICAC shares the EFRAG’s view in the sense that the concept of “credit risk” has different implications considered from the perspective of those that hold an entity’s liability as an asset and from the perspective of the entity obligated to settle the instrument itself. 

From the perspective of the holder of a financial asset, the term “ credit risk” refers to the possibility for the entity of not collecting its credits and other financial assets. From the debtor perspective the “credit risk” is the possibility of not paying its debts.  Both terms are conceptually different and should  have a different accounting treatment.  Consequently, the accounting mismatch due to the different treatment of the assets’ and of the liabilities’ credit risk is a coherent consequence of the application of the accounting principle of prudence and of the different implications for the reporting entity of its financial assets’ and liabilities’ credit risk.
In this context, we understand that it is important to distinguish between fair value changes due to changes in own credit risk and fair value changes caused by shifts in the price of credit which affect not just the individual entity, but are part of the changes in market conditions. We agree with the EFRAG that these last changes should be reflected in the profit or loss account.
Finally, we understand that a different accounting mismatch could arise in the specific cases in which financial assets at fair value through profit or loss are linked to the issuer’s own credit risk. Exceptionally in these cases, the recognition in profit or loss of the effects of changes in own credit risk of financial liabilities would be sensible.
Presenting the effects of changes in a liability’s credit risk in other comprehensive income
Question 3: Do you agree that he 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?
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?

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?
The ICAC understands that the information of the portion of the fair value change that is attributable to changes in the credit risk of the liability can be useful for the users of the financial statements, so that we would support its presentation in other comprehensive income.
This useful information is presented through a so-called two-step approach that, in our view, adds unnecessary complexity to the financial statements. The same information could be provided presenting the portion of the fair value that is attributable to changes in the liability’s credit risk directly in other comprehensive income and disclosing any necessary information in the notes to the financial statements.
Finally, we reject the option to present the effects of changes in the credit risk of the liability directly in equity, as long as remeasurement of assets and liabilities do not have their origin in transactions with equity holders.
Reclassifying amounts to profit or loss
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 classified to profit or loss? If not, why and in what circumstances should they be reclassified?
The ICAC understands that, once the referred gains and losses have been included in the financial statements through other comprehensive income, and taking the transfer of the cumulative gain or loss within equity into account, the cumulative effect over the life of the liability will be the same, irrespective of whether the reclassification to profit or loss takes place or not.

In our view, the information provided through this reclassification could also be achieved in case of no reclassification through the correspondent disclosure requirements, so that both options would provide the same information to users of the financial statements. 

Overall, the decision in favour or against reclassification should be referred to the general objective and operation of other comprehensive income, which is an issue that the IASB should raise in the near future.
Determining the effects of changes in a liability’s credit risk
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 in most cases reasonable proxy for determining the changes in a liability’s credit risk. It also gives enough flexibility when the default method is not representative of the changes in fair value attributable to changes in credit risk.
Effective date and transition
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? 

In case of early application of this phase of the project to replace IAS 39, the ICAC agrees with the proposal of demanding the application at the same time of any requirements adopted in the preceding finalised phases, in order to avoid incomparability.
We also support the decision not to require the early adoption of the subsequent phases, as their outcome isn’t known at the moment of the decision to adopt this phase early.
Question 10: Do you agree with the proposed transition requirements? If not, what transition approach would you propose instead and why?
The ICAC agrees with the proposed transition requirements consistent on a fully retrospective application.
Additional questions to constituents of the EFRAG
Question 1, 2 and 3: See “General comment” above.
Question 4: Do you have any specific concerns about the fact that, as a consequence of the application of the IFRS 9 requirements to financial liabilities, there will be no reliability exemption for derivatives financial liabilities on unquoted equity instruments? If so, why?

The ICAC supports the maintenance of the reliability exemption, as opposed to the IASB proposal, because the circumstances in which cost can be representative of fair value are not defined. Therefore, the interpretation of this guideline can lead to confusion and incomparability in this context, compared with the maintenance of the reliability exemption. 

We also consider that the maintenance of the exemption is more coherent with the fact that fair value and cost are two different measurement criteria, not subordinated ones. 
Madrid, 6th July 2010
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