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DRSC e. V. ¢ Zimmerstr. 30 e« 10969 Berlin

Sir David Tweedie

Chairman of the

International Accounting Standards Board
30 Cannon Street

London EC4M 6XH

United Kingdom

Dear David,

Exposure Draft ED/2009/7 Financial Instruments: Classification and Measurement

On behalf of the German Accounting Standards Board (GASB) | am writing to comment
on the IASB Exposure Draft ED/2009/7 ‘Financial Instruments: Classification and
Measurement’ (herein referred to as ‘ED’). We appreciate the opportunity to comment

on the Exposure Dratft.

The GASB appreciates the fundamental objective of the exposure draft to simplify the
accounting of financial instruments, in particular by reducing the number of
measurement categories. Due to the split of the complete project into three phases a
comprehensive and respectively final evaluation of the proposals relating to the first
phase is currently not possible without knowing the outcome of the other two phases.
To our knowledge, a majority of IFRS preparers will probably not adopt the new
classification standard for 2009 year-end financial statements for this reason. In this
respect we have raised the question whether the urgent need for a new classification
and measurement model for financial instruments applicable in the short term which has
been expressed by financial institutions a few months ago is currently still existing. It is
our impression that this is no more the case in the previous stringency. In light of the
recommendations made by the G20 leaders we fully understand that the IASB adheres
to its announced timetable. Given the changed situation mentioned, the GASB prefers
to give up the current split of the project and work towards a comprehensive exposure
draft for the accounting of financial instruments (including impairment and hedge
accounting), which would be published in 2010 in line with the current timetable and
would be mandatory for annual periods beginning on or after 1 January 2012. Such a
revision in timing would also allow a possible consultation with the FASB, which in our

opinion is imperative.
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Please find our detailed comments on the questions raised in the ED in the appendix to
this letter. If you would like to discuss our comments further, please do not hesitate to

contact me.

Yours sincerely,

Liesel Knorr
President
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Appendix

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?

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 what you propose and why?

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 these 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?

The GASB supports the basic concept in the exposure draft proposing a mixed model
for the accounting of financial instruments with the two measurement categories fair
value and amortised cost. As already stated in our comment letter to the Discussion
Paper ‘Reducing Complexity in Reporting Financial Instruments’ we hold the view that
fair value is the appropriate measurement attribute for financial instruments held for
trading and derivatives, but fair value is not relevant for measurement of financial
instruments held for longer-term investment purposes. For those purposes fair values
do not necessarily provide information that helps predict the most likely future cash

flows as management may have no intention to sell or discharge itself of the financial
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instruments, but may have other plans with them that are expected to result in cash
flows other than the current fair value.

We believe that the criteria ‘basic loan features’ and ‘managed on a contractual yield
basis’ are not sufficiently substantiated and, therefore, will be difficult to be applied in
practice. In this regard we would like to point out that the proposals in the exposure draft
and the application guidance on the classification criteria in particular appear to be
focused on financial institutions, even though the final standard would be applicable for
all IFRS preparers. Thus, the effects on non-financial institutions — the majority of IFRS
preparers — are somewhat unpredictable. The GASB believes that a classification
concept would be more operational if the classification is based on the intention to trade
or not to trade a financial instrument (‘no intention to trade’ = amortised cost; ‘intention
to trade’ = fair value).

Generally — in line with previous statements — the GASB is of the opinion that the
classification of a financial instrument should be carried out based on the intended use

of that instrument.

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.

(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?

The GASB does not agree with the proposed elimination of the embedded derivative
requirements for hybrid contracts with financial hosts. We have doubt that this
elimination will actually result in a reduced complexity. The current assessment whether
an embedded derivative has to be bifurcated would be replaced by the assessment
whether the entire hybrid instrument meets the condition ‘basic loan features’ as set out
in the exposure draft. Additionally, retaining the current requirements for hybrid
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instruments with non-financial hosts rather results in an increased complexity.

Furthermore, the proposed rules could be easily circumvented by contracting the
individual components with different parties and account for them separately. Thus,
substantially similar items would be reported differently.

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?

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?

We agree with the proposal to retain the fair value option for eliminating or significantly
reducing an accounting mismatch.

Against the background of our objection to eliminate the embedded derivative
requirements for hybrid instruments with financial hosts, we recommend to retain the
fair value option also for such hybrid instruments to avoid the bifurcation otherwise
required.

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?

The GASB does not agree with the proposed prohibition of any reclassification between
the amortised cost category and the fair value category. As stated above, we would
prefer a classification approach for financial instruments based on the intended use of
the instruments. As these intentions may change, reclassifications are appropriate in

these cases and should therefore be possible. In such cases, adequate disclosures are
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required that sufficiently explain the reasons for and the effects of such reclassifications

to the users of financial statements.
Apart from that, we believe that the proposed absolute prohibition of reclassifications is
inconsistent with the objectives and criteria otherwise contained in the exposure draft in

respect of the necessary consideration of the entity’s business model.

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?

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?

We do not believe that measuring all investments in equity instruments at fair value will
result in more decision-useful information about such investments and therefore
disagree with the proposed elimination of the ‘cost exemption’. In Germany, investments
in equity instruments relate in the vast majority to unquoted corporate entities. As a
consequence, the required continuous fair value measurement is not reliably feasible or
will incur high additional costs. The GASB does not agree with the IASB’s conclusion
that a possible increased complexity in determining the fair value of the equity
instrument would be offset by eliminating the requirement to monitor it for impairment.
Monitoring equity instruments for impairment mainly focuses on the existence of
impairment triggers. Only in such cases where the triggers have indicated an
impairment, the further impairment review procedure might result in a complexity not

much different from the determination of the fair value.

Question 10
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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?

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,

(&) 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?

The GASB sees the proposal to present the fair value changes of certain equity
instruments in other comprehensive income critical. Initially intended for ‘strategic
investments’ (which are held not primarily to generate dividends and increases in the
value of the investments), the accounting choice has been expanded to all investments
in equity instruments not held for trading. This might in fact establish a third category
which is contradictory with the objective of a reduced complexity. The requirement to
present all fair value changes (including dividends) in other comprehensive income
raises the question if this also relate to additional income/expense resulting from
additional business relations with this entity besides the investment (such as granting a

loan).

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?

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?
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The GASB agrees with the proposed additional disclosures required on early adoption
of the proposed IFRS.
We also agree with applying the proposals retrospectively and the related proposed

transition guidance to avoid practical implementation difficulties.

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?

The GASB does not believe that the alternative approach represents a preferable
model. The insertion of a further assessment whether financial instruments with ‘basic
loan features’ that are ‘managed on a contractual yield basis’ additionally meet the
definition of ‘loans and receivables’ is contrary to the target objective as it will increase
complexity. The approach can be seen as a step away from a mixed model to a full fair
value model. We doubt this approach will result in more decision-useful information to

users of financial statements as it may rather result in a lack of understanding.

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?

We are not in favour of the possible variants of the alternative approach either. Please

refer to our answer to the previous question.
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