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September 11, 2009
Accounting & Tax Committee

Japan Foreign Trade Council, Inc.

To the International Accounting Standards Board

Comments on IASB “International Accounting Standards

Exposure Draft IAS 39 (Financial Instruments)”

The following are the comments of the Accounting & Tax Committee of the Japan
Foreign Trade Council regarding the International Accounting Standards Board
Exposure Draft IAS 39. The Japan Foreign Trade Council, Inc. is a trade-industry
association with trading companies and trading organizations as its core members,
while the principal function of its Accounting & Tax Committee is to respond to

developments in new accounting standards and international accounting standards.

I. Overview

In addition to the latest exposure draft (July) on “Classification and Measurement,”
exposure drafts on impairment and hedge accounting are scheduled to be released in
October and December, respectively. While the position taken by the G20 is appreciated,
the rapid-fire presentation of previously unfamiliar concepts and ideas leaves the
impression that IASB is moving forward on its own. We believe sufficient time should
be provided for full discussion to allow interested parties throughout the world to gain
an accurate understanding of what is being proposed and to avoid future confusion in

application and administration.

I1. Specific Issues (Comments on Questions)

Questions 1-3: Classification approach



It is stated that the subordination of a subordinated bond does not constitute a basic
loan feature and that subordinated bonds should be measured at fair value. However, in
terms of management's objective, some subordinated bonds do not differ from normal
debt instruments in that both aim to receive repayment of principal and interest.
Therefore, we believe that more decision-useful information can be provided to
investors by using the amortized cost method and by recognizing other-than-temporary
impairments attributable to credit risk. Furthermore, fair-value measurement of all
subordinated bonds will entail substantial administrative burdens. We request that

this matter be taken into consideration.

For instance, consider the following two cases. In the first case, an investor is holding
subordinated bonds issued by a company that has procured 100 units of funds through
the issuance of 50 units of corporate bonds (Tranche 1) and 50 units of subordinated
bonds (Tranche 2). In the second case, an investor is holding uncollateralized bonds
issued by a company that has procured 100 units of funds through the issuance of 50
units of collateralized bonds and 50 units of uncollateralized bonds. It is our
understanding that the subordinated bonds would be measured at fair value, while the
uncollateralized bonds would be measured at amortized cost. Intuitively, this appears to
be incongruous. We believe that the subordination contained in contractual interest

components and other similar cases should be considered as a basic loan feature.

Question 4;: Embedded derivatives

Room should be left for applying the amortized cost method to debt instruments that do
not have basic loan features. Furthermore, for certain embedded derivatives in debt
instruments, entities should be allowed to apply a classification approach and fair value

measurement.

The exposure draft proposes that a “financial asset or financial liability would be
measured at amortised cost if two conditions are met: the instrument has only basic
loan features, and the instrument is managed on a contractual yield basis.”
Furthermore, it proposes that a classification approach cannot be applied to embedded
derivatives in financial instruments and that these should not be treated separately

from the host. This implies that a classification approach cannot be applied to



conversion rights to common stock or leveraged interest conditions. In these instances,
the entire financial instrument in question becomes subject to measurement at fair

value.

On the other hand, unless an instrument is acquired for trading purposes, the normal
purpose of holding a debt instrument is to earn interest income, regardless of the
supplementary conditions that may apply to the instrument. It is therefore
inappropriate to uniformly determine the method of measurement based on whether or
not basic loan features are present. In the very least, entities should be allowed to
separate the supplementary conditions from the host, subject them to fair-value

measurement, and measure the remaining pure-bond element at amortized cost.

Question 5-6: Fair Value Option

Suppose an accounting mismatch would occur if a financial asset or financial liability
were to be measured at amortized cost (i.e., the countervailing asset or liability is
measured at fair value). In this situation, would there be a case in which management
would opt to manage its financial assets or financial liabilities on a contractual yield
basis? If measurement at amortized cost is inapplicable when a financial asset or
financial liability is being managed on a fair-value basis, wouldn't this render the fair
value option unnecessary? We request that you indicate what specific cases can be

considered.

Question 7: Reclassification

In cases of ex post changes in purpose of holding financial assets, entities should be

permitted to change the method of measurement accordingly.

The exposure draft prohibits reclassification between amortized cost and fair value
categories. However, consider a case in which the purpose of holding it changes from the
initial purpose of earning interest income to the purpose of holding it for sale prior to
maturity, or vice versa. In such instances, a mismatch would result between the

purpose of holding and the measurement method.



To avoid such problems, we believe rules should allow for flexible choice of accounting

category based on the nature of the transaction.

Questions 8-9: Investments in equity instruments that do not have a quoted market
price and whose fair value cannot be reliably measured

The current IAS 39 exceptional rule permitting the application of historical cost when
an equity instrument does not have a quoted market price and whose fair value cannot
be reliably measured should be maintained. As such, we oppose the exposure draft

proposal for measurement at fair value.

First of all, it is extremely doubtful that measurement results of equity instruments
that do not have a quoted market price and whose fair value cannot be reliably
measured can be reliable and useful to users of financial statements. Moreover, how to
measure fair value presents an important problem. A reliable method could be obtained
if fair value were to be measured based on the net asset value of the investee company.
However, this would result in confusion with measurement of investment profit and
losses based on the equity method. Investments in affiliated companies are excluded
from IAS 39. Hence, it would be incongruous for the fair-value measurement method for
unlisted stocks to be similar to the measurement method for investment profit and
losses based on the equity method. We believe that a new IAS 39 should provide
examples regarding specific fair-value measurement methods. Some have argued that a
determination of impairment at each balance sheet date is not more reliable or less
costly than measurement at market value. However, the administrative burden of the
former approach can be substantially reduced by such means as determining a trigger
event. As such, it is clear that the latter approach carries a heavier administrative

burden.

If changes in important values are not identified, quarterly measurement should be
deemed unnecessary. For unimportant values, significant downside measurements
should suffice. In any case, unless simplified procedures like these are permitted,

accounting procedures will be rendered extremely difficult.



Questions 10-11: Investments in equity instruments that are measured at fair value
through other comprehensive income

® Unrealized gains/losses on investment securities

For equity instruments purchased for strategic purposes, the exposure draft permits an
entity to recognize unrealized gains/losses on investment securities between fair value
and book value in other comprehensive income. We believe this to be an appropriate
measure because such equity instruments are generally acquired for the purpose of
medium- to long-term asset formation and not for the realization of short-term capital
gain. Moreover, we support this proposal in principle as it allows for choice in line with

actual conditions that currently exist in Japan.

However, accounting policies should be disclosed indicating those investments that are

presented in other comprehensive income.

® Recycling

Decisions on whether or not to allow recycling should not be based solely on the equity
instrument in question. Rather, this matter should be comprehensively discussed after
reviewing the concept of net income in international accounting standards. As such, we

consider this proposal to be abrupt and unexpected.

Trading companies frequently increase their transactions with a given counterparty
after having acquired an equity position in the counterparty. The corporate value of the
counterparty is increased in this process, which in turn leads to further growth in
transaction volume. For this business process to be properly assessed, it is not sufficient
to include the profits generated from such transactions in net income. Instead, we
believe that capital gains reflecting the increased corporate value of the counterparty
should also be reflected in net income. (By the same token, impairments or capital
losses resulting from failure to increase the corporate value of the counterparty and

declining stock value should also be reflected in net income.)

Such investment decisions are made by comparing the investment amount and the
present value of all cash inflows, including profits from transactions, dividends received,
and sales of shares. In the exposure draft, while transaction profits are included in net
income, dividends received and capital gains and losses are included in other

comprehensive income. Not only is this inconsistent with the management approach,
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but there is a very high likelihood that it will lead to misunderstanding on the part of

financial statements users.

In light of the above, we believe it is desirable to maintain the current rules that allow

recycling.

® Dividends

As stated above, we believe it is desirable to maintain the current rules that allow
recycling. However, in the event that recycling is disallowed, we would be particularly
opposed to presenting dividends received from strategic shareholdings in other
comprehensive income. We believe such dividends should be included in profit and loss

accounts.

Decisions on viability of cross-shareholding investments are based on a comparison of
the following costs and benefits. Benefits consist of those gains derived from
establishing good relations with a counterparty leading to the promotion of transactions,
and transaction profits related to recognizing profits and losses arising from day-to-day
operations. Costs consist of the funding-cost of shareholding (interest paid minus
dividends received). Based on this concept, the treatment of dividends should be
discussed within the same framework as transaction profits and interest payments.
Given that FASB discussions (FASB meeting of July 15, 2009) have been proceeding in
the direction of continuing to include dividends in profit and loss accounts, we believe

that their inclusion in other comprehensive income is unjustified.

Questions 12-13: Effective date and transition

According to Paragraph 5 (Key Definitions) of IAS 8 “Accounting Policies, Changes in
Accounting Estimates and Errors,” the application of a standard is considered
“impossible” when a company is unable to apply the standard after making all
reasonable efforts. In actual practice however, we hear that there have been almost no
cases in which retroactive application or retroactive restatement has been avoided

because application of a standard has been “impossible.”

Retroactive measurement of the fair value of financial instruments involves a number
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of problems. In addition to technical problems of measurement, the number of
subsidiaries and total number of transactions may pose serious accounting difficulties;
furthermore, past data may not be available due to computer system limitations. As a
result, determining the impact may entail considerable administrative burdens.
Assuming that the provisions of this exposure draft will be retroactively applicable, we
request that specific examples be provided of cases in which application is “impossible.”
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