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September 29, 2010

Accounting & Tax Committee

Japan Foreign Trade Council, Inc.

Comments on “Accounting for Financial Instruments and Revisions to the Accounting
for Derivative Instruments and Hedging Activities”

The following are the comments of the Accounting & Tax Committee of the Japan
Foreign Trade Council, Inc. (JFTC) made in response to the solicitation of comments
regarding the exposure draft (hereinafter ED) of the Financial Accounting Standards
Board of the United States entitled, “Accounting for Financial Instruments and
Revisions to the Accounting for Derivative Instruments and Hedging Activities.” The
JFTC 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 changes in accounting standards. It should be noted that members of the
JFTC include companies currently using U.S. GAAP, some of which are listed on
NASDAQ. (Member companies of the JFTC’s Accounting & Tax Committee are listed at
the end of this document.)

I. Overview

(1) The proposals of this ED diverge significantly from the IASB on core issues related
to financial instruments accounting, such as the optional presentation of changes in
fair value of equity instruments in other comprehensive income (OCI), and the scope
of application of the amortized cost method. Therefore, we fear that the adoption of
the proposals of this ED will seriously undermine equivalence between the two
boards’ accounting standards. As this standard pertains to many very important
aspects of financial instruments accounting, we strongly request that continued
efforts be made to minimize the differences between the two boards’ standards in the

process of finalizing this standard.

To propagate unified and high-quality accounting standards throughout the world, it
is absolutely essential to achieve convergence between the world’s two leading
accounting standards, U.S. GAAP and IFRS. Regarding the accounting standards to

be reviewed under the provisions of the Memorandum of Understanding (MoU), we
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urge that the FASB and the IASB engage in full and exhaustive discussions to

promote the process of convergence.

The provisions of this ED are scheduled to be applied to listed companies in 2013.
We very strongly oppose mandatory application at such an early date and in absence
of convergence with IFRS. The U.S. Securities and Exchange Commission has hinted
at the possibility of applying IFRS to listed companies as early as 2015. Japan’s
Financial Services Agency has also announced that mandatory application of IFRS

to listed companies may begin in 2015.

This is a source of concern, not only for companies listed on U.S. stock exchanges,
but also for Japanese companies using U.S. GAAP. Companies that adopt the
revised U.S. GAAP during the period of continued application of U.S. GAAP would
have to implement huge changes in financial instruments accounting twice during a
very short period of time, if IFRS is mandated but convergence between the revised
U.S. GAAP and IFRS has not been achieved. We strongly fear the following outcome.
For preparers, this would involve very large administrative burdens in terms of
changes in systems and other adjustments. At the same time, for users, the

comparability of financial statements over time would be undermined.

Therefore, in light of the principal intent of the MoU, we believe that priority must
be given to the development of financial instruments accounting standards that are
converged with IFRS. In the event that the provisions of the ED are adopted without
regard to convergence with IFRS, we very strongly request that appropriate
transitional measures be instituted, such as the following. Companies that will be
mandated to comply with IFRS in the future, including foreign private issuers (FPI)
in the U.S. markets, should be exempted from the application of the revised
standards. Alternatively, the application of the revised standards should be delayed
to coincide with the mandatory application of IFRS.

I1. Specific Issues

Scope

[Question 4]

We oppose this proposed change for the following reasons.

Corporate activities today are highly diversified and for-profit entities are basically
free to engage in any type of business activity. In this environment, “have significant

influence” implies that the entity has invested with the intent to make the investee
10



part of the entity’s business activities. This in itself implies a relation to the entity’s

consolidated business.

o Determination of whether the investee’s operations are related to the entity’s
consolidated business can be arbitrary. We also deem this proposed change to be

unnecessary from the perspective of simplification of standards.

e An equity instrument over which the entity has significant influence cannot be
viewed to be a pure financial instrument because the entity does not expect to cash
inflow on the equity instrument itself. Consequently, it is not justified to apply the

treatment whereby changes in fair value are recognized in net income (FV-NI).

e It should be noted that in IFRS, the question of whether or not the investee’s

operations are related to the entity’s consolidated business is not a criterion.

For the above reasons and as provided in the current standard, we believe the criterion

of whether or not the entity has significant influence over the investee is sufficient.

Subsequent Measurement
[Question 13]
<General Comments>

Fair value measurement is not necessarily desirable. For projecting future cash flow, we
believe a management approach that determines measurement attributes (amortized cost
method or fair value method) based on the purpose for holding a financial instrument is

desirable.

<Classification and Measurement of Equity Instruments>

For the following reasons, we are opposed to applying FV-NI to almost all equity

Instruments.

e Available-for-sale securities include strategic investments that cannot be sold for
operational reasons, such as the existence of business alliances and cross utilization of
know-how. Such investments are not made with the objective of generating gains from
changes in the fair value of the equity instrument itself but are aimed at generating
results (cash inflow) through the continuation of business operations. Therefore,
attention should be paid to the fact that these are not pure financial instruments. The
extension of FV-NI to such investments would distort the usefulness of net income as

a performance indicator and would lead to misunderstanding among users.

11



IFRS 9 allows all changes in the fair value of equity instruments held for purposes
other than trading to be recognized in OCI (FV-OCI). For the following reasons, we
strongly request that entities be permitted to choose FV-OCI for equity instruments
held for purposes other than trading. Firstly, determining the method for recognizing
changes in fair value by purpose of holding would enhance the usefulness of financial
statements. Secondly, the availability of this choice would achieve convergence with
IFRS.

e From a practical point of view, it would be very difficult to objectively measure the fair
value of non-marketable equity instruments on a quarterly basis. Moreover, such a
requirement may encourage arbitrary measurement of fair value. Therefore, we
believe that non-marketable equity instruments should be exempted from fair value

measurement, and the current treatment should be maintained.

However, IFRS also requires fair value measurement of non-marketable equity
instruments. From the perspective of achieving convergence between U.S. GAAP and
IFRS, if fair value measurement represents the consensus between the FASB and the
TIASB, we believe that the two boards should jointly issue a detailed guideline

regarding fair value measurement of such equity instruments.

<(Classification and Measurement of Debt Instruments in General>

o Simplification of accounting standards is mentioned as one of the major objectives of
the proposed revisions. This ED, however, contains numerous criteria for recognizing
qualifying changes in fair value in OCI or applying an amortized cost method
(paragraphs 21, 28, 30, etc.). This renders classification even more complex than the

current system.

e In certain cases, entities are permitted to choose between fair value measurement and
amortized cost method. This undermines comparability among entities and reduces

usefulness to users.

<(Classification and Measurement of Debt Instruments Held for Collection or Payment of
Cash Flows>

o We oppose the principle of fair value measurement of financial instruments held or
issued by entities for the purpose of collection or payment of contractual cash flows (.e.,
financial instruments whose qualifying changes in fair value are permitted to be
recognized in OCI under the provisions of this ED). Such financial instruments,
represented by lending and borrowing by general operating companies, are by
definition financial instruments that are not intended to be sold or settled before

maturity. Under the going-concern principle, there is little significance in valuing such
12



financial instruments based on balances that will not be realized. Furthermore,
normally, it is very difficult to arrive at the fair value of such financial instruments.

For these reasons, we believe it would be appropriate to use the amortized cost method
as in the case of IFRS 9.

Therefore, we believe that it would be sufficient for financial statements to present
only amortized cost information. In the event that fair value measurement is adopted,
parallel presentation of fair value information and amortized cost information could
confuse users by providing too much information and could also render it more difficult
to visualize the intent of management from financial statements. Thus, if fair value
measurement is adopted, we believe presentation of fair value information alone

would be sufficient.

[Question 14]

We basically agree with the proposed revision. From the perspective of assessing
business performance, for bonds and other “financial instruments an entity intends to
hold for collection or payment(s) of contractual cash flows,” profit or loss arising from
decisions made by the entity (such as interest income and realized gains and losses)
should be recognized in net income. On the other hand, we believe it is appropriate for
such factors as changes in fair value that are beyond the control of the entity to be

recognized in OCI.
However, we request that consideration be given to the following two points.
- Explicit provisions should be included for recognizing dividend receipts in income

- We propose that changes in fair value resulting from foreign exchange fluctuations
be recognized in net income. In the case of debt instruments that meet the criteria
for qualifying changes in fair value to be recognized in OCI, the principal
repayment date is fixed and foreign exchange fluctuations will definitely be
realized. Hence, the same treatment as accounts receivable would be appropriate.
Under the proposed guidance, the timing for realizing foreign exchange losses

poses practical problems.

Note that IFRS 9 does not allow recycling of gains or losses realized on FV-OCI
equities. Because this contradicts the direction of this ED, we request that the FASB
and the IASB consider permitting recycling.
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[Question 15]

This ED takes the stance that, as with financial assets, financial liabilities should also be
measured at fair value. We are opposed to this stance. Fair value of financial liabilities
contains factors related to the credit risk of the entity itself, and heightened credit risk
would actually improve net assets, thus distorting net assets. Therefore, fair value
measurement of financial liabilities should not be mandated. Even if fair value
measurement is to remain as an available option, it should be restricted to the framework

of the conventional fair value option.

[Question 16]

In principle, we support this proposal. However, we believe reclassification should be

permitted in certain limited cases, such as “change in business model” as stipulated in
IFRS 9.

[Question 18]

e We do not agree with the proposal that financial liabilities not satisfying the criteria of
paragraph 21 should be measured at fair value. As in the case of borrowing, it is highly
unusual to hold financial liabilities for the purpose of short-term trading, and it is
unlikely for fair value measurement to be useful in projecting future cash flow. Hence,
it should be sufficient to include this information in the notes. As a rule, measurement
of financial liabilities should be unified with IFRS, which stipulates the amortized cost
method.

¢ As mentioned in our comments on Question 13, as in the case of IFRS 9, amortized cost
measurement should be permitted not only for short-term receivables but also for

financial assets, such as lending, held for the purpose of cash flow collection.

e Among the criteria for amortized cost measurement, paragraph 30 includes a
numerical criterion of “50 percent.” We are concerned that a bright-line numerical
criterion may be abused for the manipulation of profits. This is another reason why we
question the wvalidity of this proposal. TASB financial instruments accounting
standards (IFRS 9 and TAS 39) do not contain such numerical criterion. The fact that

this proposal will result in increased divergence is yet another cause for concern.
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[Question 19]

In certain cases, preferred stock, subordinated bonds, and other financial instruments
issued by financial institutions have characteristics that are very similar to the criteria
appearing under paragraph 34 a—d. Therefore, we request that the scope of investments to

be measured at redemption value be extended.

[Question 20]

Regarding valuation allowances on deferred tax assets, we request convergence with
either backward tracing adopted in IFRS or income statement recognition adopted in U.S.
GAAP.

[Question 21]

Regarding convertible and other hybrid financial instruments, we request convergence
with TFRS.

[Question 26]

From the perspective of simplification, we support the FASB proposal for same treatment

of financial assets and liabilities. Moreover, we request convergence with IFRS.

[Question 27]

We support the proposal because we do not consider fair value information on short-term
receivables and payables to be necessary. As mentioned in our comments on Questions 13
and 18, amortized cost measurement should be permitted for receivables and payables,
such as borrowing and lending, that are generated outside normal business processes so

long as they satisfy certain criteria.

[Question 28]

As mentioned in our comments on Question 13, we believe that financial instruments that
meet the proposed criteria for qualifying changes in fair value to be recognized in OCI

should be subject to amortized cost measurement.
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[Question 29]

As mentioned in our comments on Question 15, we oppose mandating fair value

measurement of financial liabilities.

Presentation
[Question 32]

As mentioned in our comments on Question 15, we oppose mandating fair value
measurement of financial liabilities. In the event that the fair value option is applied and
fair value measurement of liabilities is adopted, for the following reasons, we believe that

changes in the entity’s credit standing should be recognized in OCI.

e Accepting the assumption that net income presents the results of business activities
for the current period, it is unjustified for deterioration in the entity’s credit risk to be

included in net income as income.

e Equivalence with IFRS should be ensured.

[Question 33]

Under Method 1, there is a possibility for portions other than those caused by changes in
the entity’s own credit risk to be included in the amount of change in fair value. On the
other hand, Method 1 allows little room for arbitrariness on the part of the entity.
Therefore, we consider Method 1 to be more desirable. (Entities with no credit rating can

be permitted to use Method 2.)

However, neither of the two methods will necessarily result in accurate measurement and
both can be expected to be administratively burdensome. From this perspective also, as
mentioned in our comments on Question 15, we believe that fair value measurement of

financial liabilities should not be mandated. (The same comment applies to Question 34.)

[Question 34]

We believe it is inappropriate to use the cost of debt of other entities in the same industry

as reference.

There is no guarantee that other entities in the same industry with the same credit rating
can be found. Even if another entity in the same industry with the same credit rating is

found, it should be noted that credit rating is not the sole determinant of the cost of debt.
16



Credit Impairment
[Question 38]

We support the FASB proposal. In the proposed IASB revision, credit losses projected to
be realized in the future are to be taken into consideration at time of initial recognition.
However, from a practical point of view, it is impossible to forecast all future credit losses.
It has also been proposed that financial assets whose qualifying changes in fair value are
recognized in OCI should be initially measured at transaction price. However, transaction
price can be assumed to reflect the probability of credit loss (no entity would agree to a
transaction price that is disadvantageous in light of expected credit losses). For this
reason, we believe it is not necessary to determine expected credit losses at time of initial
recognition. In the FASB proposal, only existing conditions and past events are taken into
consideration in recognizing impairment, and expected credit losses are recognized as
needed (in other words, when it is projected that the full amount of the cash flow cannot
be recovered). We believe this approach is better suited to one of the objectives of financial
reporting, which is that financial statements should reflect events that have already

happened.

From the perspective of convergence between IFRS and U.S. GAAP, we hope that the
FASB will act on the IASB to achieve convergence in the direction proposed by the FASB.

[Question 46]

For practical purposes, it is very difficult to forecast future events and economic conditions
at the time of acquisition. We therefore support the FASB proposal, which takes the
position that these should not be included in credit impairment estimates at initial
acquisition. Contrary to this, the IASB proposal stipulates that expected future credit
losses should be taken into consideration at initial recognition. However, for practical
purposes, it is impossible to forecast all future credit losses, and we believe this approach
1s inappropriate given one of the objectives of financial reporting, which is that financial

statements should reflect events that have already happened.

Interest Income
[Question 54]

We support the FASB proposal, as we consider it to be more useful.
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Hedge Accounting
[Questions 56, 58, and 62]
We support these proposals, as they will simplify accounting processes.

“Reasonably effective” leaves a considerable amount of leeway for individual entities and
will be extremely difficult to define. Therefore, we request that illustrative examples be

given in the guidelines and elsewhere.

[Question 61]

In the proposal, ineffectiveness resulting not only from over-hedging but also from
under-hedging is to be treated as profit or loss. We are concerned that the expanded scope
of treatment of ineffectiveness will increase the burden on preparers. Thought should be
given to simplifying hedge accounting by such means as mandating measurement of

ineffectiveness only when it has a significant impact on the entity’s financial statements.

Disclosures
[Question 65]

As many of the proposed requirements would place a heavy burden on preparers, we
request that simplification of disclosure requirements be considered. Notably burdensome
requirements include qualitative information pertaining to causes of changes in fair value
attributable to changes in the entity’s own credit risk, amortized cost of financial assets
whose qualifying changes in fair value are recognized in OCI, and fair value of financial

liabilities to be measured on the basis of amortized cost.

Effective Date and Transition
[Questions 68, 69, and 71]

As discussed under “I. Overview (2)” above, we strongly urge the adoption of some forms of

transitional measures for entities that will be mandated to comply with IFRS.

[Question 70]

In the event that this ED is adopted, we believe that a preparatory period of no less than

two to three years will be necessary.
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