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Dear Sirs
Discussion Paper:  Reducing Complexity in Reporting Financial Instruments
I am writing on behalf of LIBA (the London Investment Banking Association) to comment on the IASB’s 19 March Discussion Paper:  Reducing Complexity in Reporting Financial Instruments (“the DP”).    LIBA is, as you know, the principal UK trade association for investment banks and securities houses;  a list of our members is attached.

We welcome the opportunity to contribute to the debate on this issue, which addresses an area which is critical for our members.  Both trading in and originating financial instruments are businesses which lie at the heart of modern investment banking, and getting the appropriate accounting for these activities is therefore essential.  The members of the LIBA Accounting Committee have wide experience of all aspects of accounting for financial instruments, under both US GAAP and IFRS, and we believe we are therefore particularly well qualified to comment on this DP. 
We should state at the outset that many of the questions raised in this DP have produced different responses from different groups of LIBA members:  essentially, as noted in our response to Question 2 below, a small group of members, who see a full fair value model as a desirable long-term goal, will support changes which they see as representing progress towards this goal, while the majority, who prefer to retain a mixed attribute model, will only support changes which they see as consistent with a long-term solution of this type.  The underlying differences between these two groups, which to a large degree reflect the different businesses in which they are active and their different approaches to management, are set out in some detail in our response to Question 8.

Believing that these differences amongst LIBA members will be reflected to a significant degree in the wider financial community, we have, where relevant, incorporated the views of both groups in our responses to the questions in Appendix E of the DP.  These responses are set out below;  we hope you will find our approach to be helpful.
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?

We understand the concerns of some stakeholders that the reporting of transactions involving financial instruments is too complex and should therefore be simplified.  While we support the simplification of such reporting as a desirable objective, we consider it essential that such simplification is not gained at the expense of a proper reflection in the accounts of the nature and substance of the reporting entity’s operations.  More specifically:
· The inherent complexity of financial instruments and transactions involving them will necessarily be reflected in the accounting for such instruments, and the existence of such complexity therefore does not of itself mean that the accounting standard is unsatisfactory.   The experience of our members is, moreover, that a certain level of accounting complexity (for example in areas such as fair value measurement, derecognition, or consolidation of SPEs) is typically required in order to ensure that all financial instruments are appropriately reflected in the financial statements.

· We consider that considerable judgment is required in applying accounting policies to such complex products in order to ensure that the substance of transactions is accurately and appropriately reflected in financial statements, and we urge the IASB not to see reducing complexity as a way of reducing the ability of preparers to make such judgements.

· Similarly, we would not want the IASB to reduce complexity in order to lessen operational burdens or to increase comparability for users if such changes come at the expense of achieving proper representation of the nature and substance of an entity’s operations.  

· While there is some support amongst LIBA members for moving to a full fair value model as the most appropriate way to address complexity in reporting financial instruments, other members believe that the problems associated with such a move would more than offset any useful gains. Those in favour of full fair value agree that simplification should not be gained at the expense of a proper reflection of the nature and substance of the reporting entity's operation, but do not necessarily accept that a mixed measurement model achieves this, or that it reflects current economic reality.  These different views are reflected in our responses to the Questions below.
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. 

As will be seen from our responses below, we support a number of the changes suggested in the DP.  There are however different views amongst our members, which we believe are reflected across the wider financial community, as to whether any such changes should be seen as intermediate or permanent:  while those members who see a full fair value model as a desirable long-term goal will generally wish to see such changes described as intermediate measures, those members who do not share this goal would support these changes as a long term solution and not as a perceived step towards such a model. 
(b) Do you agree with the criteria set out in paragraph 2.2? If not, what criteria would you use and why? 

We support fully support criteria (a), (c) and (d):  that any change should at worst not reduce relevance and/or understandability, should not increase complexity, and that the benefits of any changes should exceed the costs.  While criterion (b) - consistency with the long-term objective of a full fair value model – also receives strong support from those LIBA members who endorse this objective, it is rejected by those who do not share this objective. This latter group, moreover, does not believe that any changes which meet criteria (a), (c) and (d) should be ruled out merely because they might result in certain types of instrument moving out of fair value measurement, 
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?

We support the proposal (in paragraph 2.10) to eliminate the held-to-maturity category.  

Some of the LIBA members that prefer to retain a mixed attribute accounting model are opposed to the proposed elimination (in paragraph 2.11) of the available-for-sale category;  they see this category as playing a useful role in accurately reflecting securities and other assets for which quoted prices exist, but which they themselves do not trade.  One reason why these members support retaining the available-for-sale category is that they believe its elimination would result in all assets for which quoted prices in an active market were available being required to be fair valued through the profit and loss account.  They believe this would be inappropriate because it would result in earnings volatility from accounting mismatches that do not reflect the way such assets are managed, or the fact that such assets are not held for trading. 

Another possible alternative would be to eliminate both the held-to-maturity and the available-for-sale categories, resulting in a simplified mixed attribute model that comprises:

· a “fair value through profit or loss” category which would include all instruments that meet the definition of trading, as well as any items for which the fair value option is elected on initial recognition; and

· an amortised cost category for all other assets, including securities for which quoted prices do exist in an active market; this category would not include the tainting provisions currently set out in paragraph 9 of IAS 39 that have rendered the existing held-to-maturity category unusable by the majority of constituents. Extensive disclosure of the fair value, by class of all assets in the amortised cost category would be required.
· This would clearly be a simpler model than the existing one for financial instruments, as it would have two categories rather than four.  However, it could only be considered as a solution if some assets for which quoted prices exist that are currently classified as available-for-sale could be included in the amortised cost category.  As a result there is not widespread support for this alternative as some LIBA members do not agree with the resulting reduction in the level of assets that would carried fair value on the balance sheet, despite that fact that increased fair value disclosure would be required.

Generally, we believe the Board should consider the use of supplementary fair value disclosures in cases where fair value measurement through the profit and loss account may be unacceptable to some constituents:  while supplementary disclosures may currently be seen to be of less value than figures included in the profit statement and/or balance sheet, we believe this problem will diminish further as users and preparers become more comfortable with the principle and practice of fair value measurement. 
Question 4

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

(a) What restrictions would you suggest on the instruments eligible to be measured at something other than fair value? How are your suggestions consistent with the criteria set out in paragraph 2.2? 

(b) How should instruments that are not measured at fair value be measured? 

(c) When should impairment losses be recognised and how should the amount of impairment losses be measured?

(d) Where should unrealised gains and losses be recognised on instruments measured at fair value? Why? How are your suggestions consistent with the criteria set out in paragraph 2.2?

(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?

LIBA would not support this approach:  those members who do not accept the long-term goal of full fair value measurement dislike the underlying principle of this approach as it is clearly a move towards fair value accounting for all financial instruments.  All members, however, including those who endorse a full fair value goal, are sceptical as to whether any material reduction in complexity is achievable via this approach.  Specifically we are concerned that this model would, at least initially, result in a very similar accounting result to existing IAS 39 for most instruments but would result in substantial costs in ensuring compliance the wording of the revised standard.  Our members therefore feel this approach would fail the no-increased-complexity test in criterion 2.2(c) and also the cost-benefit test in criterion 2.2 (d).   
Question 5

Approach 3 sets out possible simplifications of hedge accounting. 

a) Should hedge accounting be eliminated? Why or why not?
We believe hedge accounting to be an essential part of any mixed attribute accounting model for financial instruments, in order to allow the proper reflection of economic hedging activity in an entity’s financial statements.  Those members who support fair value accounting for all financial instruments would support maintaining a simplified hedge accounting model as part of an intermediate step towards a long term goal of achieving fair value accounting for all financial instruments.  Those members who support a simplified mixed attribute model as a long term solution are, however, of the view that hedge accounting should not be eliminated, but should be simplified and streamlined as part of the long term solution.

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?
Those LIBA members who support a simplified mixed attribute model believe the fair value option currently provided in IAS 39 is an appropriate tool which should be maintained in any long term solution in accounting for financial instruments.  They do not, however, believe that fair value hedge accounting should be eliminated on the basis that the fair value option is available.  Those members would support a combination of simplified hedge accounting criteria in combination with recognition of gains and losses on hedging instruments outside earnings.  This would ensure that economic hedges continue to be accurately reflected in the financial statements while also ensuring that hedged instruments are measured appropriately.
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 that your comments are consistent with your suggested approach to changing measurement requirements.

We have not identified any other such methods.
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?

Our members believe that the most appropriate approach would be for the IASB to maintain hedge accounting but to simplify its requirements to produce a simplified hedge accounting model which would operate as follows:

· The three types of hedge accounting currently available (cash flow, fair value and net investment) should be retained.
· The majority of LIBA members agree with the modified fair value hedge accounting proposed by the IASB where, similar to cash flow hedging, the effective portion of a fair value hedge relationship is recorded in equity.  We believe this approach would reduce complexity in reporting as the hedging instrument would no longer be measured as a hybrid of fair value and amortised cost.
· Consistent with the current FASB proposal to amend FAS 133 Accounting for Derivative Instruments and Hedging Activities, we believe hedge effectiveness testing should only be required on a prospective basis, and should be based on a “reasonably offsetting” qualification criterion.  We also believe that this assessment of hedge effectiveness should primarily be qualitative as opposed to quantitative.  
· We strongly believe that economic hedges of individual risks, i.e. partial hedges, should continue to be permitted.  While this approach undoubtedly maintains some complexity in the hedge accounting model, we believe it is essential to continue to allow it in order to ensure an accurate reflection of the reality of the economic hedging that actually occurs in the market (i.e. by risk). Moreover, we are concerned that it would be very hard to demonstrate that many risk based hedges would reasonably offset all the changes in the fair value of the hedged item.  For example, it would be hard to argue (given movements in credit spreads, particularly in current market conditions) that the changes in fair value of a vanilla interest rate swap reasonably offset the changes in fair value of many investment grade debt securities.

· We believe all ineffectiveness should be recorded in profit and loss, based on a single model for measuring ineffectiveness, as this accurately represents the economic substance of the hedging relationship. 
· We believe the existing ability to designate and de-designate a hedging relationship should be maintained.  We do not see that this provides any possibility for profit manipulation and would emphasise that an entity can achieve the same result by cancelling the existing hedging instrument and entering into a new derivative on the same terms.

If the above proposals were accepted, we believe the hedge designation and documentation and effectiveness testing would be simplified, reducing considerably the costs to preparers of complying with these requirements.  As a result we believe hedge accounting would become available to a number of institutions for which the costs associated with this method are currently prohibitive.  Furthermore, we believe users would receive more appropriate information in relation to many economic hedging relationships.
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?

We have no other approaches to suggest.
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?

There is a range of views amongst our members as to whether the use of a single method to measure all types of financial instruments within the scope a standard for financial instruments is practical, or indeed appropriate.  These different views reflect both the range of businesses in which our members are active and the different management approaches adopted by the different businesses.  In summary:
· The use of fair value as a basis for the management of trading books and for associated performance measures is, as far as we can establish, effectively universal in our sector:

· Fair value accounting is consistent with how our members manage trading portfolios and other portfolios which are managed on a fair value basis.  For such financial instruments we believe the use of an exit price results in consistent application of fair value measurement methodology between the risk management practice and financial reporting and therefore increases the usefulness of the financial statements to users. 
· Fair value also assists in measuring the performance between different businesses, between the same business in different periods, and between different trading asset classes;  it is by far preferable to the alternative convention of historical cost.

· It follows from the above that there is broad consensus that fair value is appropriate for pure trading in financial instruments.  Some members believe, however, that amortised cost is a more appropriate measurement attribute for other non-trading activities involving financial instruments.  

· Those members who support moving to a single method to measure all types of financial instrument consider that fair value is the only realistic appropriate method, citing reasons essentially similar to those set out in paragraphs 3.7-3.11 of the DP.   More specifically, these members point out that fair value accounting:
· provides more transparency than historical cost based measurement;
· promotes  consistency  of valuation of instruments across different sectors;
· generally leads  to  more  timely recognition  of  losses;
· reports the crystallisation of market risk in non-trading positions;
· has more predictive value than historical cost, particularly for those items held with the aim of earning a return through management on a fair value basis; 

· is generally the best reflection of expected future cash flows, and is therefore a better predictor of the ability of an entity to take advantage of opportunities or to react to adverse situations; and, finally,

· is  more  relevant  to  financial statement users for assessing liquidity and solvency of an entity as it represents  the  current  cash  equivalent  of  financial instruments rather than the price of a past transaction.
· A clear majority of LIBA members, however, favour a simplified mixed attribute accounting model. These institutions remain strong supporters of fair value accounting where the instruments are risk managed on a fair value basis, forming part of a trading book. Where instruments are intended to be sold in the short term or are managed for short term profit taking then fair value through the P&L is the best measurement basis, these strategies are predominantly followed in the investment banking divisions of these institutions.

Fair value is, however, generally not seen as the most appropriate measurement basis where financial instruments are not managed on a fair value basis.  Some LIBA members, for example, have retail banking divisions where loan portfolios are originated with the aim of holding the assets for investment purposes or, including to earn an interest spread. The fair value of the instrument may not reflect the actual cash flows likely to be realised by the entity concerned and putting fair value gains through the P&L may therefore not reflect the profit or cash flows that are actually likely to be realised by that entity. For instruments which are not in a trading book and are not managed on a fair value basis, these members will generally believe that amortised cost is a more appropriate measurement basis.

Many of our members also consider fair value measurement to be inappropriate for some issued financial liabilities, particularly those which do not form part of a trading portfolio. Fair value measurement may be appropriate where the risks are managed on a fair value basis, where there are embedded derivatives, or where measuring at fair value would reduce an accounting mismatch.  For other financial liabilities, however, measurement at fair value is not appropriate. In addition, we do not consider that  current proposals for an extension of the fair value model have yet considered the application of fair value to certain non-financial components of certain banking liabilities, in particular demand deposit intangibles.  The same concerns equally apply to other customer relationship intangibles, such as those related to credit card portfolios.  
The results of an entity should provide information to users of accounts to aid them in economic decision making. Reflecting fair value movements which are highly unlikely to result in cash in flows or outflows for the reporting entity does not aid users of financial statements in assessing the current performance or the future prospects of the reporting entity. 

All LIBA members agree that the current IAS 39 model for accounting for financial instruments is overly complex as a result of the multitude of possible measurement bases.  Those that support full fair value accounting believe that moving to a full fair value model would simultaneously simplify the accounting requirements and result in the accounting treatment that is most appropriate for the underlying instruments.  Those LIBA members who do not believe that fair value measurement is appropriate for all financial instruments advocate the creation of a simplified mixed attribute model as this would result in the most appropriate accounting for all financial instruments, as opposed to just those held for trading purposes.  While such a model would be “less simple” than a single measurement attribute such as fair value, those members do not consider that such a model would be too complex for preparers to apply or for users to understand.  Indeed, they believe that this level complexity is actually required in order for all financial instruments to be properly reflected in the financial statements of a reporting entity.

We would also note that a mixed measurement model exists in various other IFRS, such as IAS 16 and IAS 40, which are not deemed too complex. We believe a substantial amount of complexity can be reduced without having a single measurement basis for all financial instruments. Further, some of the benefits of fair value in terms of comparability are already achieved through disclosing the fair values of financial instruments in accordance with paragraph 25 of IFRS 7, even where they are measured at amortised cost. 
We believe that the range of strongly-held different views across the financial community, and indeed amongst LIBA members, means that it will not be practically possible for the IASB to move to a single fair value model for all financial instruments in the foreseeable future.

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?  
Some LIBA members would, as indicated above, agree with this statement, but, recognising that there are many financial institutions who take a very different line, we are not able to support this view.  

(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?
As stated above, those members who do not consider that fair value measurement is appropriate for all instruments within scope of a standard for financial instruments do not think there is another measurement attribute that is appropriate for all types of financial instruments.  These members therefore believe that a mixed attribute model is necessary.  

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?

We consider that Part B does set out concerns that some entities may have regarding fair value measurement of financial instruments.  As indicated above, our members do think fair value is an appropriate measure for certain instruments and activities.  Additionally we have significant expertise and practical experience in valuing financial instruments;  the concerns (of those who would retain a mixed attribute accounting model) about the use of fair value measurement therefore relate primarily to relevance (paragraph 3.41 onwards).
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? 

As indicated in our response to Question 8, we consider that any discussion about a full fair value model should include within its scope discussion, the treatment of retail banking customer relationships (such as credit card intangibles) and core deposit intangibles.  We consider that these assets are inextricably related to the value of certain retail banking asset and liability portfolios and that fair valuing the financial instrument component without the intangible component would be inappropriate.  

We do not consider that there are other issues that the IASB should address before proposing a general fair value measurement requirement. 
(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?

While we consider that the IASB has identified the principal issues to be resolved, we have some additional concerns about the discussion on how changes in fair value should be presented in earnings which, as evidenced by the questions set out in paragraph 3.82 of the DP, is an area of considerable complexity.  Specifically:

· Is it envisaged that the changes suggested in paragraph 3.83 will be applied outside a full fair value measurement approach? 
· Either way, we are concerned that the level of disaggregation in the income statement which would be entailed by these changes could require preparers to effectively account for instruments on both an amortised cost basis and a fair value basis.  This would add significant complexity in the preparation of financial statements since entities would need to “report” using two measurement attributes in order to fulfil such requirements.
We are also concerned as to how far other related assets and liabilities, such as those involving commodities and intangibles, should fall within the scope of any revised standard.  
Question 12

Do you have any other comments for the IASB on how it could improve and simplify the accounting for financial instruments? 

We suggest the IASB should also look at ways of reducing the significant complexity that arises from the different ways in which financial institutions measure own credit effects across different portfolios.  We are however sceptical that this can be achieved by issuing further guidance;  simplicity may only be obtainable through a more prescriptive approach, for which it may be difficult to find a consensus.

********************

I hope these comments are helpful.  We would of course be pleased to expand on any points which you may find unclear, or where you would like further details of our views.

Yours sincerely
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