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Background

1.
In July 2002 the Institute of Certified Public Accountants of Singapore (ICPAS) published proposed improvements to the predecessor of FRS 32 Financial Instruments: Disclosure and Presentation and FRS 39 Financial Instruments: Recognition and Measurement as an Exposure Draft and in April 2004, the Council on Corporate Disclosure and Governance had announced its decision to adopt the revised version of the two Standards (“revised FRS 32” and “revised FRS 39”).  The issuance of the Revised FRS 32 and FRS 39 are in progress.
2.
Among the revisions to FRS 39 was the introduction of an option that permits entities to designate irrevocably on initial recognition any financial asset or financial liability as one to be measured at fair value with gains and losses recognised in profit or loss (the ‘fair value option’).  The reason for introducing this option was to simplify the practical application of FRS 39.
3.
There were earlier concerns that:
(a)
entities might apply the fair value option to financial assets or financial liabilities whose fair value is not verifiable.  If so, because the valuation of these financial assets and financial liabilities is subjective, entities might determine their fair value in a way that inappropriately affects profit or loss.

(b)
use of the option might increase, rather than decrease, volatility in profit or loss, for example if an entity applied the option to only one part of a matched position.

(c)
if an entity applied the fair value option to financial liabilities, it might result in the entity recognising gains or losses in profit or loss for changes in its own creditworthiness.

4. 
It was proposed that the fair value option be amended so as to limit its use while preserving the key benefits of the option.  It was decided to achieve this by:
(a)
limiting the types of financial assets and financial liabilities to which the option may be applied (see proposed amendments to paragraph 9), and

(b)
requiring that the option may be applied only to financial assets and financial liabilities whose fair value is verifiable (see proposed new paragraph 48B).  The proposal that fair value must be verifiable would apply only when the fair value option is used.  It is a stricter test than that of ‘reliably measured’ contained in paragraphs 46(c) and 47(a) of the revised FRS 39.

5.
This Exposure Draft sets out the resulting proposed amendments to the revised FRS 39.
Invitation to Comment

The Council on Corporate Disclosure and Governance (CCDG) invites comments on the changes to the revised FRS 39 proposed in this Exposure Draft.  It would particularly welcome answers to the questions set out below.  Comments are most helpful if they indicate the specific paragraph or group of paragraphs to which they relate, contain a clear rationale and, when applicable, provide a suggestion for alternative wording.

The CCDG is not requesting comments on matters other than those set out in this Exposure Draft.

Comments should be submitted in writing so as to be received no later than 21 June 2004.

Question 1

Do you agree with the proposals in this Exposure Draft?  If not, why not?  What changes do you propose and why?

Question 2

Are you aware of any financial instruments to which entities are applying, or are intending to apply, the fair value option that would not be eligible for the option if it were revised as set out in this Exposure Draft?  If so:

(a)
please give details of the instrument(s) and why it (they) would not be eligible.

(b)
is the fair value of the instrument(s) verifiable (see paragraph 48B) and if not, why not?

(c)
how would applying the fair value option to the instrument(s) simplify the practical application of the revised FRS 39?
Question 3

Do the proposals contained in this Exposure Draft appropriately limit the use of the fair value option so as to address adequately the concerns?  If not, how would you further limit the use of the option and why?
Question 4

Paragraph 9(b)(i) proposes that the fair value option could be used for a financial asset or financial liability that contains one or more embedded derivatives, whether or not paragraph 11 of the revised FRS 39 requires the embedded derivative to be separated.  However, it is recognised that a substantial number of financial assets and financial liabilities contain embedded derivatives and, accordingly, a substantial number of financial assets and financial liabilities would qualify for the fair value option under this proposal.
Is the proposal in paragraph 9(b)(i) appropriate?  If not, should this category be limited to a financial asset or financial liability containing one or more embedded derivatives that paragraph 11 of the revised FRS 39 requires to be separated?
Question 5

Paragraph 103A proposes that an entity that adopts early the version of the revised FRS 39 may change the financial assets and financial liabilities designated as at fair value through profit or loss from the beginning of the first period for which it adopts the amendments in this Exposure Draft.  It also proposes that in the case of a financial asset or financial liability that was previously designated as at fair value through profit or loss but is no longer so designated:

(a)
if the financial asset or financial liability is subsequently measured at cost or amortised cost, its fair value at the beginning of the period for which it ceases to be designated as at fair value through profit or loss is deemed to be its cost or amortised cost.

(b) 
if the financial asset is subsequently classified as available for sale, any amounts previously recognised in profit or loss shall not be reclassified into the separate component of equity in which gains and losses on available-for-sale assets are recognised.

However, in the case of a financial asset or financial liability that was not previously designated as at fair value through profit or loss, the entity shall restate the financial asset or financial liability using the new designation in the comparative financial statements. 
Finally, this paragraph proposes that the entity shall disclose:

(a)
for financial assets and financial liabilities newly designated as at fair value through profit or loss, their fair value and the classification and carrying amount in the previous financial statements.

(b)
for financial assets and financial liabilities no longer designated as at fair value through profit or loss, their fair value and the classification and carrying amount in the current financial statements.

Are these proposed transitional requirements appropriate? If not, what changes do you propose and why?  Specifically, should all changes to the measurement basis of a financial asset or financial liability that result from adopting the amendments proposed in this Exposure Draft be applied retrospectively by restating the comparative financial statements?

Question 6

Do you have any other comments on the proposals?

Proposed Amendments to the revised FRS 39

[Note:
This Exposure Draft (“ED”) makes further amendments to the revised version of FRS 39 that the CCDG has announced to adopt in April 2004.  For the purpose of this ED, the paragraph numbers as mentioned refer to those used in the revised version.  A draft copy of the revised FRS 39 is provided for the purpose of this ED.  The issuance of the final revised FRS 39 is currently in progress.]
	In the Introduction to the revised FRS 39, paragraph IN16 is amended (new text is underlined; deleted text is struck through).


IN16.
The Standard permits an entity to designate any financial asset or financial liability specified financial assets or financial liabilities, on initial recognition, as ones to be measured at fair value, with changes in fair value recognised in profit or loss.  To impose discipline on this categorisation, an entity is precluded from reclassifying financial instruments into or out of this category.

	In the Standard, paragraphs 9 and 103 are amended (new text is underlined; deleted text is struck through) and paragraphs 48A, 48B and 103A are added.  For ease of reference, paragraph 50 is also included, although no changes are proposed to it.


Definitions of Four Categories of Financial Instruments (paragraph 9)

A financial asset or financial liability at fair value through profit or loss is a financial asset or financial liability that meets either of the following conditions.

(a)
It is classified as held for trading.  A financial asset or financial liability is classified as held for trading if it is: 

(i)
acquired or incurred principally for the purpose of selling or repurchasing it in the near term;

(ii)
part of a portfolio of identified financial instruments that are managed together and for which there is evidence of a recent actual pattern of short-term profit-taking; or 

(iii)
a derivative (except for a derivative that is a designated and effective hedging instrument) 

(b)
Upon initial recognition it is designated by the entity as at fair value through profit or loss. Any financial asset or financial liability within the scope of this Standard may be designated when initially recognised as a financial asset or financial liability at fair value through profit or loss except for investments in If elected, such designation shall be used only for a financial asset or financial liability that meets one of the following conditions.
(i)
The item is a financial asset or financial liability that contains one or more embedded derivatives as described in paragraph 10, whether or not paragraph 11 requires the embedded derivative(s) to be separated.
(ii) 
The item is a financial liability whose cash flows are contractually linked to the performance of assets that are measured at fair value.  This condition is met only if the contract specifies the assets to whose performance the cash flows on the liability are linked.
(iii)
The exposure to changes in the fair value of the financial asset or financial liability (or portfolio of financial assets or financial liabilities) is substantially offset by the exposure to the changes in the fair value of another financial asset or financial liability (or portfolio of financial assets or financial liabilities), including a derivative (or portfolio of derivatives). 
(iv)
The item is a financial asset other than one that meets the definition of loans and receivables. 
(v)
The item is one that this or another Standard allows or requires to be designated as at fair value through profit or loss. 
In the case of (ii) and (iii), the designation of a financial asset or financial liability as at fair value through profit or loss requires the identification of the offsetting exposure.  In these two cases, if either the financial asset or the financial liability is to be designated as at fair value through profit or loss, the identified related financial liability or financial asset shall also be measured at fair value through profit or loss, either by designation or, when the definition is met, by classification as held for trading.

Because designation as at fair value through profit or loss is at the entity’s election, such designation shall be used only if the fair value of the financial asset or financial liability to be so designated is verifiable (see paragraph 48B).  eEquity instruments that do not have a quoted price in an active market and whose fair value cannot be reliably measured shall not be designated as at fair value through profit or loss (see paragraph 46(c) and Appendix A paragraphs AG80 and AG81).
Paragraphs 48, 48A, 48B and 49 and Appendix A paragraphs AG69-AG82 contain requirements for determining the fair value of a financial asset or financial liability.  For entities subject to prudential supervision such as banks and insurance companies, the powers of the relevant prudential supervisor may include oversight of the application of these requirements and of relevant risk management systems and policies.

Definitions Relating to Recognition and Measurement (also in paragraph 9)

Fair value is the amount for which an asset could be exchanged, or a liability settled, between knowledgeable, willing parties in an arm’s length transaction.*

* 
Paragraphs 48, 49 and AG69 AG82 of Appendix A contain requirements for determining the fair value of a financial asset or financial liability.
Fair Value Measurement Considerations

48A.
The best evidence of fair value is published price quotations in an active market.  If the market for a financial instrument is not active, an entity establishes fair value by using a valuation technique.  The objective of using a valuation technique is to establish what the transaction price would have been on the measurement date in an arm’s length exchange motivated by normal business considerations.  Valuation techniques include using recent arm’s length market transactions between knowledgeable, willing parties, if available, reference to the current fair value of another instrument that is substantially the same, discounted cash flow analysis and option pricing models.  If there is a valuation technique commonly used by market participants to price the instrument and that technique has been demonstrated to provide reliable estimates of prices obtained in actual market transactions, the entity uses that technique.  The chosen valuation technique makes maximum use of market inputs and relies as little as possible on entity-specific inputs.  It (a) incorporates all factors that market participants would consider in setting a price and (b) is consistent with accepted economic methodologies for pricing financial instruments.  Periodically, an entity calibrates the valuation technique and tests it for validity using prices from any observable current market transactions in the same instrument (i.e. without modification or repackaging) or based on any available observable market data. 
48B. 
Paragraph 9 requires that a financial asset or financial liability may be designated as at fair value through profit or loss only if its fair value is verifiable.  For the purposes of this requirement, the fair value of a financial asset or financial liability is verifiable if and only if the variability in the range of reasonable fair value estimates made in accordance with paragraphs 48, 48A and 49 and Appendix A paragraphs AG69-AG82 is low.  This requirement is met if, for example, the fair value estimate is based on:

(a)
observable current market transactions in the same instrument (i.e. without modification or repackaging); 

(b)
a valuation technique whose variables include primarily observable market data and that is calibrated periodically to observable current market transactions in the same instrument (i.e. without modification or repackaging) or to other observable current market data; or

(c)
a valuation technique that is commonly used by market participants to price the instrument and has been demonstrated to provide realistic estimates of prices obtained in actual market transactions.

Reclassifications

50.
An entity shall not reclassify a financial instrument into or out of the fair value through profit or loss category while it is held or issued.

Effective Date and Transition

103A. 
An entity shall apply the [draft] amendments in paragraphs 9, 48A and 48B for annual periods beginning on or after 1 January 2005.  An entity that applies this Standard to earlier periods as permitted by paragraph 103 may change which financial assets and financial liabilities are designated as at fair value through profit or loss from the beginning of the first period for which it applies the [draft] amendments in paragraphs 9, 48A and 48B. In the case of a financial asset or financial liability that was previously designated as at fair value through profit or loss but is no longer so designated: 

(a)
if the financial asset or financial liability is subsequently measured at cost or amortised cost, its fair value at the beginning of the period for which it ceases to be designated as at fair value through profit or loss is deemed to be its cost or amortised cost.

(b)
if the financial asset is subsequently classified as available for sale, any amounts previously recognised in profit or loss shall not be reclassified into the separate component of equity in which gains and losses on available-for-sale assets are recognised.

In the case of a financial asset or financial liability that was not previously designated as at fair value through profit or loss, the entity shall restate the financial asset or financial liability using the new designation in the comparative financial statements. The entity shall also disclose:

(a)
for financial assets and financial liabilities newly designated as at fair value through profit or loss, their fair value and the classification and carrying amount in the previous financial statements.

(b)
for financial assets and financial liabilities no longer designated as at fair value through profit or loss, their fair value and the classification and carrying amount in the current financial statements.
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