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Dear David

lAse Discussion Paper: Reducing
Instruments

in Reporting financial

Grant Thornton ...\ustralia Limited. (Grant Thornton) is pleased to provide the Australian
,\ccounting Standards Board with its comments on the International Accounting Standards
Board's (IASB) Discussion Paper: Reducing Complexity in Reporting Financial Instruments.
Grant Thornton's response reflects our position as auditors and business advisers both to
listed companies and privately held companies and businesses.
This submission has benefited with input from our clients, Grant Thornton International
which will be finalising a global submission to the L\SB by its 19 September 2008 deadline,
and discussions with key constituents.
Support for reducing complexity

\Ve support the International ;\ccounting Standards Board's (the Board) reasons for issuing
the Discussion Paper. Consistent with the views expressed at BD 1 and BD2, we believe that
the existing requirements of ;\,\SB 139/l:\S 39 Filltlllli(/! IlISll1IllleJ/!J': Rflo,gllitill/l al/{I
Mf(lJllrelJlent (I:\S 39) are unnecessarily complex. Consequently, L\S 39 is difficult to
understand and apply for many preparers. The effects of its application are perhaps even
more difficult for users to interpret.
\X'e therefore concur with the view that the Board should develop a less complex and more
principle-based standard on reporting financial instruments. \'Ve believe that such an
outcome is achievable.

Granl Thornton Australia limited I~ a member film wi1hm Granl Thornton \nt-emallonal L1d Granl Thornton Inlernatonall1d and ttllJ member films are nol a woddwide partnership Granl Thornton Australia
limited. together with its subsidiaries and related entties, delivers ~s ser'y1ces independently In Aus\faha

Liability limited by a scheme approved under Professional Standards legislation.
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Summary of our views

Our principal comments are as follows:
" we believe the Board should take a broad view of complexity;
" we are not convinced that the Board should make substantive changes to existing
requirements if these are intended to be a stepping stone to an ultimate, full fair value
goal;
" we suggest that reducing the number of measurement categories for financial assets
would be an effective and relatively straightforward way of reducing complexity. This
might be accomplished by selecting fair value as the default measurement basis for
financial assets with optional exceptions for certain types of non-derivative financial asset;
.. if hedge accounting is retained we consider that achieving significant simplification of the
applicable recluirements will be problematic and should not be a priority.
\V'e expand on these comments, and have also responded to the Invitation to Comment
c1ucstions to the extent we have additional comments in the following A.ppendixes.
I f you require any further information or comment, please contact me.
Yours sincerely
GRANT THORNTON AUSTRALIA LIMITED

Keith Reilly
National Head of Professional Standards
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Appendix 1

Responses to Invitation to Comment questions

Need for a broad view of complexity

\Xle believe a broad view should be taken of complexity in reporting financial instruments
(and financial reporting generally). ;\n excessive number of detailed accounting
requirements is onc type of complexity and reducing the volume of discrete accounting
recjuirements seems to be the Paper's main focus. However, complexity also arises if
apparently simple requirements are actually difficult to apply or produce results which are
difficult to interpret (or whose interpretation needs to be facilitated with extensive and
possibly complex disclosures).
Scope exceptions are an obvious case in point. By way of example, L\S 39's scope exception
for most loan commitments adds to volume of 'rules' but its removal would arguably make
the Standard more difficult to apply. Another example is the measurement at cost of
investments in unquoted equity investments when fair value cannot be reliably determined.
Concerns over intermediate approaches

The Paper explains that the long~term solution is to measure all financial instruments in the
same way. It also makes a case as to why that 'same way' should be fair value. However, we
arc not convinced that a single measurement basis should be viewcd as an end in itself. \Xle
also question whether the interests of IFRS preparers and users would be well served by
making extensive changes that are intended merely as a stepping stone to a pre~detcrmined
long~term solution. \Xle believe the Board should make major changes only if they represent:
• a significant improvement on L-\S 39; and
• an appropriate and sustainable

long~term

solution.

That is not to say that the next stage of development should be the end point. \Xle recognise
that accounting requirements evolve over time. Further changes may also become
appropriate as circumstances change and effects of applying new requirements become
evident.
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Concerns with a full fair value approach

It is clear that a full fair value approach would facilitate a very substantial reduction in the
length of a Standard on the recognition and measurement of financial instruments. \':{!e also
agree that a fair value-type measurement would be the only credible basis if a single basis is
necessary.
However, in our view moving to a single measurement basis should not be regarded as an
end in itself. :\s explained above, the volume of rules is not in oUt'view the only aspect of
the complexit)· issue. \~'e also believe that greater use of fair value is appropriate only if it
will result in improvements in the decision-usefulness of financial statements and the
benefits of those improvements exceed any incremental costs.
Part B of Chapter 3 acknowledges the concerns com.monly expressed over the use of fair
value. \':{!e explain below the reasons why we do not support the extension of fair value to all
financial instruments, by separate reference to financial assets and financial liabilities.
Our preferred approach

In summary, our suggested approach involves:
.. fair value becoming the default measurement basis for financial assets, with limited
optional exceptions (which would not extend to derivatives or assets held for trading
purposes); and
" amortised cost continuing as the default measurement basis for non-derivative, nontraded financial liabilities; and
.. a fair value option for liabilities (other than derivatives and traded liabilities) to be based
along similar lines to the existing lAS 39 option.
Measurement of assets

For f1l1ancial assets, we believe the case for increased use of fair value is stronger. Most (but
not all) financial assets are capable of being sold, even if the reporting entity does not intend
to sell them. This in our view lends greater weight to the argument that the change in fair
value is relevant and is a real world economic phenomenon. The simplification benefits of
using fair value for assets are also greater because impairment recluirements would become
redundant. \,\IC do nonetheless have some concerns with:
.. cost and benefit considerations for simpler financial assets such as short-term financial
receivables;
" reliability of fair value measurement for certain non-traded financial assets. \Vhilst we
certainly agree that irrelevant measures should not be used just because they are simple to
determine, we also believe relevance and reliability are inter-related. The relevance of a
fair value estimate may be undermined if the range of measurement uncertainty exceeds a
certain level. \'\1 e are also sceptical that an unreliable measure can be rnade sufficiently
reliable by disclosure. We further suggest that extensive disclosure to explain fair value
estimates adds to the complexity of financial statements.
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\X'e believe these concerns could be addressed through some tightly focused exemptions
from fair value measurements for certain types of financial asset. \X' e therefore suggest that a
general fair value measurement reguirement for financial assets with some specific, optional
exceptions offers promise. This is along the lines of £\pproach 2 in Section 2 of the Paper
0)ut limited to financial assets).
As the Paper identifies, Approach 2 reguires attention to be paid to the characteristics of
instruments that would be eligible for cost-based measurement. Paragraph 2.19 suggests that
the exemption could be based on the extent of variability in each instrument's cash flows.
This is an interesting idea which we believe is worth exploring. However, we have some
concerns that:
" the Paragraph 2.19 approach does not take any account of problems with reliable
measurement or the costs and benefits of fair value measurements;
" there will be scope for confusion and inconsistent application around whether specific
instruments arc exposed to 'highly variable' or 'slightly variable' cash flows (instruments
denominated in foreign currencies, prepayable loans and receivables with moderate credit
risk for example);
.. given that the existing lAS 39 amortised cost method reguires changes in expected cash
flows to be taken into account in ongoing measurement, the rationale for basing the
boundary on the extent of variability of cash flows is open to guestion.
\X1e note that paragraph 11.7 of the Board's February 2007 Exposure Draft [FRS' for SMEs
(the S?\IEs ED) reguires some types of instrument to be measured at amortised cost,
including investments in unguoted eguity instruments whose fair value cannot otherwise be
reliably measured. This ED also includes various conditions to be satisfied in order to
designate a financial instrument for amortised cost measurement (paragraph 11.9). _-\lthough
these conditions could be viewed as rule-based, we believe they might nonetheless be a
suitable starting point for developing a 'cost option' (or amortised cost option) for financial
assets. \X'e believe the boundary proposed in the SMEs ED addresses the concerns listed in
the preceding bullet points.
Measurement of liabilities

(lur preference at this stage is to retain amortised cost as the default measurement basis for
non-derivative financial liabilities. \X'e believe the case for increasedllse of fair value is less
convincing for liabilities for the following reasons:
" the simplification benefits are fewer, given that tlnancialliabilities are not subject to
impairmenr testing;
.. financial liabilities are rarely transferred or transferable outside a business combination;
.. if instruments are not transferable, their fair value is likely to be subject to greater
estimation uncertainty;
" we share the concerns expressed at paragraphs 3.75 and 3.76 concerning the effect of
including credit risk;
.. even if the 'own credit risk issue' is set aside in some other way, we guestion the relevance
to most non-financial institutions of reporting fair value movements in the income
statement for non-derivative financial liabilities.
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Regarding the last point, we observe that the main types of non-derivative financial liability
used by m.ost non-financial institutions are short-term 'trade creditors' and borrowings. In
the case of borrowings, the amortised cost method allocates the financing cost betwcen
reporting periods in a systematic manncr. This method is simple and, we believe, provides
relevant information. Information on future cash flows is also disclosed in accordance with
IFRS 7.
There seems little doubt that thc use of fair value will increase process complexity for
preparcrs. Despite the arguments set out in 3.32 to 3.38 on the importance of fair value
information for liabilities, we are unconvinced as to the practical usefulness of this
information. \X1c arc indeed sympathetic to the view (expressed in paragraph 3.39) that fair
value changes can crcate 'noisc' which may detract from the usefulness of reported carnings.
Accordingly, we suggest that amortised cost should continue to be the default measurement
basis for non-derivative, non-traded financial liabilities.
We acknowledge that a similar practical outcome might be achicved by specifying fair value
as the default basis, with an 'opt-out' for simpler financial liabilities. However, at present
lAS 39 puts the onus on management to demonstrate positive grounds for reporting nontraded instruments at fair value. Our preference is to retain this emphasis.
Boundary issues

The main boundary issue implied by our preferred approach relates to the use of fair value
for financial liabilities. \'lie consider that If\S 39's existing fair value option is an appropriate
starting point.
Hedge accounting

\'(.'e believe there are strong arguments to eliminate hedge accounting. This would reduce
complcxity and improve comparability. The additional 'volatility' that this would lead to for
some entities can be addressed through disclosure.
I Iowcver, we also note that hedge accounting is optional and docs not therefore imposc
incremcntal costs on preparers. It provides an opportunity for preparers to report their
results in a wa), that is more consistent with how they manage financial risk. Hedge
accounting is also subject to (mainly appropriate in our view) restrictions which limit its use
to appropriate circumstances.
I f hedge accounting is retained, we are not convinced that there is a need for significan t
simplification of the current requirements (which is not to say that they should not be
improved). The restrictions and disciplines to which hedge accounting is subject are, in our
view, an important mitigation against the potentially detrimental effects on understandability
and comparability.
The various options suggested for simplifying hedge accounting appear either to shift the
complexity elsewhere (replacement of fair valuc hedging with a 'more flexible' fair value
option for example) or reduce complexity at the expense of sacrificing flexibility.
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Appendix 2

Responses to Invitation to Comment questions
Invitations to comment questions

We have responded below only to those questions on which ha\-e comments in addition to
those in the main body of this letter.
Question 1

Do current requirements for reporting financial instruments, derivative instrum.ents and
similar items require significant change to meet the concerns of preparers and their auditors
and the needs of users of financial statements? I f not, how should the L\SB respond to
assertions that the current requirements are too complex?
See comments in the main body of this letter.
Question 2

(a) Should the L-\SB consider intermediate approaches to address complexity arising from
measurement and hedge accounting? \Vhy or why not? If you believe that the IASB
should nor make any intermediate changes, please answer questions 5 and 6, and the
cJuestions set out in Section 3.
01) Do you agree with the criteria set out in paragraph 2.2? If not, what criteria would you
use and why?
See comments in the main body of this letter.
Question 3

:\pproach 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?
See comments in the main body of this letter.
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Question 4

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

\X1hat 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?
See comments in the main body of this letter.

b

How should instruments that arc not measured at fair value be measured?
At cost or amortised cost.

c

\X1hen should impairment losses be recognised and how should the amount of
impairment losses be measured?
For assets measured at amortised cost, we suggest that specific impairment
requirements might be unnecessary by developing the amortised method. The existing
amortised cost method involves taking into account revisions to estimated future cash
flows (paragraph :\G7 and .-\G8 of lAS 39). This requirement could be expanded to
explicitly require a re-estimation of cash flows when circumstances indicate the cash
tlows anticipated at inception are likely to change.

d

\X1here should unrealised gains and losses be recognised on instruments measured at fair
value? \X'hy? How are your suggestions consistent with the criteria set out in paragraph
2.2?

\X1e believe unrealised gains and losses on instruments measured at fair value should be
reported in profit or loss, with appropriate disaggregation.
e

Should reclassifications be permitted? \\;rhat types of reclassifications should be
permitted and how should the), be accounted for? How are your suggestions consistent
with the criteria set out in paragraph 2.2?
I n general we believe reclassifications should be prohibited, except perhaps in situations
where a reliable fair value measure becom.es available or ceases to be available.

Question 5

Approach 3 sets out possible simplifications of hedge accounting.
Should hedge accounting be eliminated? \,(!hy or why not?
See comments in the main body of this letter.
g

Should fair value hedge accounting be replaced? .\pproach 3 sets out three possible
approaches to replacing fair value hedge accounting.
Which method(s) should the lASB consider, and why?

GrantThornton

11

/\re there any other methods not discussed that should be considered by the
L\SE? If so, what are they and how are they consistent with the criteria set out in
paragraph 2.2? rf you suggest changing measurement requirements under
approach 1 or approach 2, please ensure your comments arc consistent with your
suggested approach to changing measurement requirements.

\Ve suggest that developing an appropriate replacement for fair value hedge accounting
should not be a high priority. Replacing fair value hedge accounting with a more flexible fair
value option will simply shift complexity to the operation of the revised fair value option.
Changing the mechanics of fair value hedge accounting to be more similar to cash flow
hedge accounting shifts would similarly trade one source of complexity for another.
Question 6

Section 2 also discusses how the existing hedge accounting models mighr he simplified ..'\t
present, there are several restrictions in the exisring 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 res trictions are required.
a

\'V'hat suggestions would you make to the lASE regarding how the existing hedge
accounting models could be simplified?

b

\'V'ould 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

\'V'hat 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?

I f hedge accounting is retained, we arc not convinced that there is a need for significant
simplification of the current rctlUlremcnts (which is not to say that they should not be
improyed). The restnctiollS and disciplines to which hedge accounting is subject are, in our
view, an important mitigation against the potentially detrimental effects on understandability
and comparability.
Question 7

Do you have any other intermediate approaches for the LASB to consider other than those
set out in Section 2? If so, what arc the), and why should the lASE consider them?
No, we have not identified any other intermediate approaches. However, as noted in the
main body of this letter, we favour a single-step move to a sustainable, long-term solution.

GrantThornton
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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 instrument"s. 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? \'\Ihy or why not? If you do not believe that all types of financial
instmments 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?
See comments in the main body of this letter.
Question 9

Part 1\ 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?

b

I f 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? \Vhy 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?

\X'e do not believe that it is appropriate to measure all types of financial instrument at fair
value. ;\[oreover, we do not believe it is necessary to measure all financial instruments in the
same way.
\'\Ie acknowledge that multiple measurement bases adds

to the number of re(luirements in a
Standard. However, we believe that a uniform fair value recluirement would add significantly
to the practical complexity of applying a financial instmments Standard. \'\Ie recommend
that the Board should take a broad view of complexity.

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 instmments
other than those identified in Section 3? If so, what are they and why arc they matters for
concern?
We believe Part B of Section 3 covers all the significant issues.

Grant Thornton
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Question 11

Parr c: of Section 3 identifies four issues that the L\SB 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

I\re there other issues that you believe the L·\SB should address before proposing a
general fair value measurement requirement for financial instruments? If so, what are
they? How should the L·\SB address them?
1\S explained in the r11ain body of this letter, we are not convinced that a general fair
value requirement is the most appropriate long-term approach. However, if this
approach is to be developed, we suggest that the practical difficulties of determining fair
values (referred to in paragraph 3.79 but somewhat dismissed in 3.80) need to be
considered.

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?

c: of Section 3 would have to be resolved
before proposing a general fair value measurement requirement.

\'\Ie agree that all the issues referred to in Part

Question 12

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

DelilliliOIlJ we tentatively agree that the revised definitions of a financial instrument,
financial asset and financial liability are an improvement on the existing definitions. One
aspect of the existing definition that gives rise to practical problems relates to 'part-executed'
contracts for non-financial items and the point at which these give rise to fl11ancial assets
and liabilities. For example, is an amount recoverable on a construction contract a financial
asset immediately upon recognition, or only as amounts are invoiced? The revised definition
does not seem any clearer on this point.
Elllbedrlf(/ deriM/ive.r - we believe L-\S 39's requirements on the identification and possible
separation of embedded derivatives are difficult to understand and apply for many
preparers. Part of the problem is that L\S 39 lacks a clear economic principle on the
application of the 'closely related' test. Instead, this is governed by a series of complex and
sometimes contradictory rules. We believe that developing a guiding principle on the closely
related test (which might still need to be supported by application guidance) would clarify
and simplify this aspect ofL\S 39.
Sropf' we welcome the Paper's discussion of ways to simplify L-\S 39's scope at :\21 to "-\63.
\'\Ie would however comment that we believe that the scope of any IfiRS should be
expressed in unambiguous terms. \'\Ie suggest that a purely principle-based approach to
scope might be difficult to achieve without sacrificing clarity.

