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28 January 2022

Mr Andreas Barckow, Chair

International Accounting Standards Board
Columbus Building

7 Westferry Circus

Canary Wharf

London E14 4HD

United Kingdom

Dear Mr Barckow,

RE: Submission in response to the PIR on IFRS 9 Financial Instruments: Classification

and Measurement

Erlend Kvaal (Bl Norwegian Business School), Edgar Léw (Frankfurt School of Finance and
Management), Zoltdn Novotny-Farkas (Vienna University of Economics and Business), Ar-
gyro Panaretou (Lancaster University), Annelies Renders (Maastricht University — Chair of
this author team), Peter Sampers (Maastricht University) and the Financial Reporting Standards
Committee of the European Accounting Association thank the IASB for the opportunity to
comment on the Post-Implementation Review on IFRS 9 Financial Instruments: Classification
and Measurement. The purpose of the EAA FRSC and the EAA members is to bring contribu-
tions of academic research to the standard-setting process related to Financial Reporting. In
this comment letter, the authors aim to provide research-based input to the debate on the PIR
IFRS 9 Financial Instruments: Classification and Measurement by addressing the questions 1
to 6 raised by the IASB in its Post-Implementation Review in the remainder of this letter. The
academic input provided to the discussion on the Post-Implementation Review was also pre-
sented at the 9" EAA — FRS Workshop on PIR IFRS 9 Classification and Measurement orga-
nized in cooperation with the IASB and held on the 29 October 2021.
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With this letter the authors, on behalf of the EAA’s FRSC, provide points of attention to con-
sider in this PIR on IFRS 9: Financial Instruments: Classification and Measurement and inform
the IASB and the project team working on this PIR on IFRS 9 on additional references to

relevant research in the area of measurement and classification of financial instruments.

On the following pages we present our overview of the relevant academic literature. We would

be pleased to answer any question you may have.

Yours Sincerely,

Annelies Renders (University of Maastricht — Chair of this author team), Erlend Kvaal (Bl
Norwegian Business School), Edgar Low (Frankfurt School of Finance and Management),
Zoltan Novotny-Farkas (Vienna University of Economics and Business), Argyro Panaretou
(Lancaster University), Peter Sampers (Maastricht University) and the EAA’s Financial Re-

porting Standards Committee
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In the remaining part of this letter, the authors follow the structure and the questions included
in the IASB’s Request for Information Post-Implementation Review IFRS 9 Financial Instru-

ments: Classification and Measurement.

Please note that our discussions and conclusions below are derived mainly from academic ev-

idence that is related to banks, unless we indicate otherwise.

Question 1: Classification and Measurement
Do the classification and measurement requirements in IFRS 9:

(a) Enable an entity to align the measurement of financial assets with the cash flow
characteristics of the assets and how the entity expects to manage them? Why or
why not?

(b) Result in an entity providing useful information to the users of the financial
statements about the amount, timing, and uncertainty of future cash flows? Why
or why not?

General comments

Generally, we believe that, at least for financial institutions, a single classification and meas-
urement (C&M) model based on fair values would provide the most useful information about
the amount, timing, and uncertainty of future cash flows. Academic evidence that we describe
in more detail in response to Question 2 below suggests that fair value measurement provides
the most relevant information about financial instruments independent of the underlying busi-
ness model. Under full fair value measurement!, communicating the business models for fi-
nancial assets only requires a separate presentation of the related assets in the statement of
financial position and a distinction between their realized and unrealized gains and losses in
the comprehensive income statement. Such a separate presentation enables financial statement
users to understand (1) how management has realized cash flows (thus informing about stew-
ardship) and (2) the cash flows the entity might realize in the future depending on whether
management chooses to hold financial assets and collect contractual cash flows or to sell them

in the near-term (Leisenring et al. 2012).

L Under full fair value measurement all fair value gains and losses are reported in profit or loss.
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Full fair value measurement for all financial instruments would be simple and eliminate the
complexities and the conceptual and application issues associated with the current IFRS 9 (and
the previous IAS 39) rules that are raised in the remainder of this response. For example, enti-
ties would not have to assess whether newly created financial instruments such as ESG-linked
bonds and loans are Solely Payments of Principal and Interest (SPPI)-consistent. Fair value
losses on the asset side due to increases in credit risk would (partly or fully) offset fair value
gains due to the increase in own credit risk (OCR), resulting in less counterintuitive OCR re-
sults. Full fair value measurement would also resolve discussions around the (non-)recycling
of gains and losses recognized in other comprehensive income (OCI) on equity investments
and make impairment models obsolete. Finally, full fair value measurement would result in a

substantially shorter and more easily readable accounting standard.

However, being aware that a full fair value measurement does not have universal support, a
C&M model with two categories, specifically fair value measurement through profit or loss
and amortized cost measurement, would be a reasonable compromise. Instead, the IFRS 9
C&M model with its five possible classifications (i.e., amortized cost, mandatory fair value
through profit or loss, optional fair value through profit or loss, fair value through OCI with
recycling for debt investments, optional fair value through OCI without recycling for equity
investments) is complex, especially compared to the simplicity of full fair value measurement.

Empirical evidence on the effects of the IFRS 9 C&M model
Transition impact

Only a few studies examine the impact of the IFRS 9 C&M rules in the transition year, with
most of the extant studies focussing on banks (EBA 2018; Low et al. 2019; Groff and Mdrec
2021). All studies document limited transition effects. Low et al. (2019) provide the most com-
prehensive study of 78 European Union (EU) banks that are supervised by the European Cen-
tral Bank (ECB). They find that the balance sheet structure under IFRS 9 on the transition day
is broadly similar to the balance sheet structure under 1AS 39. Figure 1 below indicates that the
proportion of financial assets measured at amortized cost (AC) decreased negligibly from
71.2% (=70.2% AC + 1.0% held to maturity (HtM)) under IAS 39 to 70.1% under IFRS 9, on

average. Interestingly, within the group of financial assets measured at fair value a slight shift

4
European Accounting Association - PASSAGE DU NORD 19, 1000 BRUSSELS, BELGIUM Tel: 0497389058 | Fax: +32 2 512 19 29



7)) dd

ACCOUNTING
ASSOCIATION

away from the fair value through other comprehensive (FVOCI) / available for sale (AfS) cat-
egory to the fair value through profit or loss (FVPL) category occurred. Specifically, the pro-
portion of financial assets in the FVPL category increased from 18.9% (=17.6% held for trading
(HfT) + 1.3% fair value option (FVO)) to 20.8%. In contrast, the FVOCI (AfS) category de-
creased from 9.5% to 7.9%. Thus, it appears that the FVOCI category became less relevant and

more fair value re-measurements now flow through profit or loss.

Figure 1: Classification Overview of 1AS 39 and IFRS 9 Portfolio (reproduced from Low et
al. 2019)

2017: 1AS 39 2018: IFRS 9

0.6% 0.2% 0.5%
0.4% ’%/

=LaR (AC) = HtM (AC) " AC FVPL
HfT (FVPL) OFVO FVO L FVOCI Equity oR
2 AfS (FVOCI) - Other % FVOCI Debt mR : Other

Table 1 reports the average movements from the IAS 39 categories (in the columns) to the new
IFRS 9 categories. It shows that 96.7% of financial assets in the loans and receivables (LaR)
category under 1AS 39 remained in the AC category under IFRS 9. Only 2.7% of LaR assets
were reclassified to the mandatory FVVPL category due to failing the SPPI test. Banks volun-
tarily applied the FVO to only 0.1% of the previous LaR assets. Movements out of the IAS 39
HtM category to the IFRS 9 fair value measurement categories were more significant: 6.7%
moved to the FVVPL category most probably due to failing the SPPI test and 13% moved to the
FVOCI category under IFRS 9. These movements were predictable, since HtM securities were
traded on active markets. Even less surprisingly, almost all (99.1%) of the IAS 39 HfT assets
remained in the mandatory FVVPL category under IFRS 9. Similarly, most of the IAS 39 AfS

securities stayed in the F\VOCI category, 14.2% moved to the AC category and 5.5% moved to
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the mandatory FVPL category due to failing the SPPI test. Overall, the movements are con-
sistent with the previous conclusions that most assets remained in the AC category and there

has been a shift to more fair value measurement through profit or loss versus OCI.

Table 1: Allocation of IAS 39 Measurement Categories (reproduced from Low et al. 2019)
LaR (AC) HtM (AC) HfT (FVPL) FVO AfS (FVOCI) Other

AC 96.7% 78.3% 0.5% 1.5% 14.2% 13.6%
FVPL 2.7% 6.7% 99.1% 60.8% 5.5% 24.1%
FVO 0.1% 0.3% - 26.2% - -
FVOCI Equity w/o Recycl. - - - - 2.0% -
FVOCI Debt with Recycl. 0.5% 13.0% 0.3% 11.0% 76.9% 0.3%
Other - 1.6% - 0.5% 1.3% 62.0%

Not surprisingly, the average impact of IFRS 9 C&M transition changes on banks’ common

equity Tier 1 (CET 1) also remained limited (L6w et al. 2019).
Post-adoption impact

The transition effects provide interesting, but limited, insights into changes of the balance sheet
structure of banks, as fundamental changes might take time to materialize. Therefore, it is
worthwhile to study the long-term changes in the balance sheet structure around the adoption
of IFRS 9. The final version of IFRS 9 standard was issued in 2014 and effective from 1 January
2018 onwards. It is therefore plausible that banks started to adapt their balance sheet structure
in anticipation of the standard’s adoption. In Table 2, we examine the changes in the accounting
classification of major financial asset categories around the adoption of IFRS 9. To this end,
we retrieved data from S&P Global Market Intelligence for a sample of 139 listed IFRS-apply-
ing banks from 28 European countries for a sample period stretching from 2014 to 2020. Gen-
erally, Table 2 reveals that the long-term changes in banks’ accounting classifications of their
financial assets pre- to post-IFRS 9 adoption are largely consistent with the evidence from the
transition-year effects. Specifically, we observe a slight, but statistically insignificant, increase
in the average proportion of financial assets measured at FVVPL (excluding derivative assets)
from 7.30% under 1AS 39 to 8.35% under IFRS 9. However, for the median bank, the propor-
tion of FVPL financial assets decreased from 2.93% to 2.77%. The average proportion of
FVOCI financial assets stayed relatively stable around 10%, while for the median bank this

proportion decreased (insignificantly) from 8.55% to 6.75%. We observe significant decreases
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in the proportion of both debt and equity securities held at FVOCI. In the post-IFRS 9 period,
the typical (median) European bank holds only 3.94% and 0.11% of debt and equity securities,
respectively, in the FVOCI category. Therefore, it appears that the relevance of the FVOCI
category is in decline for debt and equity securities, something that the IASB should consider
especially regarding the FVOCI option for equity investments. In the medium-term, the IASB
could consider abolishing the entire FVOCI category. Finally, Table 2 shows that total financial
assets measured at AC also increased somewhat from 78.38% (82.00%) to 78.81% (84.04%)
in the mean (median). Overall, the post-IFRS 9-adoption shifts are minor and largely consistent

with the findings from the transition effects.
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Table 1: Changes in classification from IAS 39 to IFRS 9 (sample period 2014 to 2020)

Mean Median SD N Mean Median SD N
IAS39 2014-2017 1AS39 2014-2017 IFRS9 2018-2020
Financial assets held at FVTPL
Loans to Banks & Customers 2,05% 0,00% 5,75% 513 2,49% 0,11% **x - 7.09% 411
Debt instruments 463% 167% 6,31% 513 4,80% 1,59% 7,25% 411
Equity instruments 1,22% 0,13%  3,13% 513 1,06% 0,31% % 1,91% 411
Financial assets FVTPL (excl. Deriv. instr.) ~ 7,90%  2,93% 10,74% 513 8,35% 2,77% **11,66% 411
Derivative instruments 2,74% 0,35% 6,18% 513 2,09% 0,17% *  4,85% 411
Financial assets FVTPL (incl. Deriv. instr.)  11,92%  4,78% 17,81% 513 9,00% **  3,23% 12,14% 411
Financial assets OCI
Loans to Banks & Customers 0,01% 0,00% 0,05% 513 2,24% ***0,00% *** 10,67% 411
Debt instruments 8,51% 6,18%  8,96% 513 6,92% **3,94% **  8,40% 411
Equity instruments 1,12% 0,30% 1,86% 513 0,97% 0,11% **%k 2.08% 411
Financial assets OCI 9,70% 8,55%  8,82% 513 10,14% 6,75% 12,34% 411
Financial assets AC
Loans to Banks & Customers 7497% 78,99% 14,48% 513 74,07% 79,53% 16,70% 411
Debt instruments 3,37% 0,66%  5,66% 513 4,72% ** 1,69% *  7,44% 411
Financial assets held at AC 78,38% 82,00% 14,67% 513 78,81% 84,04% **17,16% 411

Notes: This table presents descriptive statistics for major financial asset categories of 139 banks applying IFRS from 28 European countries (EU 27 excluding Croatia and
Luxembourg, but including Norway, Serbia, United Kingdom) for the sample period 2014 to 2020. The table shows descriptive statistics separately for the IAS 39 (2014-2017)
and the IFRS 9 (2018-2020) periods. We retrieve data from S&P Global Market Intelligence. *, ** and *** indicate statistical significance at 10, 5 and 1% levels, respectively.
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While the adoption of the IFRS 9 C&M model had, on average, a minor impact on the reported
proportion of financial assets measured at amortized versus at fair value, anecdotal evidence
and discussions with practitioners suggest that it triggered substantial knock-on effects not ap-
parent in the reported numbers. Specifically, IFRS 9 C&M led to changes in the product mix
and/or contractual terms of existing financial assets (where possible) in order to achieve SPPI-
consistency and to avoid fair value measurement. Non-SPPI-consistent debt instruments be-
came more expensive to hold for banks because of the higher volatility caused by fair value
measurement. Practitioners argue that banks can either try to hedge such financial instruments
to reduce volatility or pass on the resulting costs to customers through higher interest rates. It
has been reported that non-SPPI-consistent financial products of IFRS banks in some cases
carry higher rates than similar products offered by non-IFRS banks that can continue to meas-
ure these products at amortized cost. However, in the interest of maintaining good customer
relations, some IFRS banks refrain from increasing rates and accept lower expected returns on
non-SPPI-consistent loans (Kudrna 2019). To sum up, it is likely that IFRS 9 has had an impact
particularly on banks’ business decisions. Interestingly, auditors reported that the adoption of
IFRS 9 led to a reassessment of the IFRS 13 fair value measurement rules (Kudrna 2019).
Kudrna (2019) reports that Austrian banks improved the quality of the fair value measurement
of SPPI-inconsistent financial assets that were reclassified from other categories into the fair
value through profit or loss category. Apparently, banks previously disclosed fair values that
merely reflected “approximate” estimates of fair values for these instruments (Kudrna 2019).
This suggests and raises the concern that disclosed fair values might be of lower quality than

recognized fair values.
Empirical evidence on non-financial firms

We are aware of only one comprehensive study of IFRS 9 C&M effects on non-financial firms.
Henkel and Birger (2020) examine 28 Italian companies listed on the FTSE MIB and the Ger-
man DAX 30 companies. Only 13 (or 46.4%) of the 28 investigated Italian companies versus
25 (or 96.2%) of the investigated German companies disclosed information on the migration
of financial assets. In both subsamples, more than 90% of the financial assets did not experience
a change in their respective C&M categories. The most notable change experienced by Italian
(German) companies was the migration of financial assets previously measured at FVPL (AfS)
to the AC (FVPL) category.
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Overall, the academic evidence suggests that the IFRS 9 adoption had, on average, only limited
impact on the balance sheet structure of both financial and non-financial firms. However, we
highlighted in our earlier discussion that these limited reported changes may conceal substan-
tial changes in business decisions particularly in banks and had knock-on effects on the fair
value measurement of financial assets that failed the SPPI test. These changes must be consid-
ered when assessing the overall impact of the IFRS 9 C&M rules.
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Question 2: Business model for managing financial assets
(a) Is the business model assessment working as the Board intended? Why or why
not?
(b) Can the business model assessment be applied consistently? Why or why not?
(c) Are there any unexpected effects arising from the business model assessment?
How significant are these?

General comments

We see a number of conceptual issues with the business model approach applied to financial
assets. Our following discussion largely reiterates the major issues raised in the excellent dis-
cussion by former IASB and FASB members in Leisenring et al. (2012). First, we fail to see a
real difference between business model and management intent, despite several attempts made
in IFRS 9 to clarify it. For example, the application guidance describes business model as “a
matter of fact and not merely an assertion”, “observable through the activities” that “does not
depend on management intentions for an individual instrument” (IFRS 9.B4.1.2 and B4.1.2B).
However, at the same time, “a single entity may have more than one business model for man-
aging its financial assets” and “although the objective of an entity’s business model may be to
hold financial assets in order to collect cash flows, the entity need not hold all of those instru-
ments until maturity” (IFRS 9.B4.1.2 and B4.1.3). Similar to Leisenring et al. (2012), we in-
terpret this discussion as an indication that management intention is a decisive factor in deter-
mining the classification and measurement of financial assets. Moreover, we note that the op-
tions to measure financial assets at FVPL and equity investments at FVVOCI are purely intent-
based. It seems that the only difference is that management intent relates to individual financial
assets, while business model relates to groups of financial assets.

Second, as discussed in Leisenring et al. (2012), financial assets, especially debt securities, are
often fungible, exchangeable, and easily convertible into cash. Such financial assets are partic-
ularly suitable for alternative approaches to realise cash flows and changes in management
intent are easy to implement. Their fungible nature differentiates financial assets from other,
e.g., long-lived tangible assets. Note, for example, that a real estate firm can classify its prop-
erties in three different ways depending on how management intends to use the properties. If
management intends to benefit from rentals and/or capital appreciation, it classifies the related
property as investment property (with IAS 40 being the applicable standard). If the intention is
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to use the property to run a hotel business, it would qualify as owner-occupied property and
IAS 16 would apply. Finally, management may want to sell the property in the ordinary course
of business, in which case the property qualifies as inventory and IAS 2 applies. Management
might change its intentions and, e.g., decide to use a property to run an own hotel business
instead of renting it to an international hotel group. However, this change in intent is more
difficult to implement, as management will need other resources such as hotel staff in order to
be able to run the hotel. In contrast, for many financial assets it is very easy to switch from a

buy-and-hold strategy to a sale strategy.

The previous arguments do not necessarily generalize to banks’ loan portfolios, although
banks’ ability and willingness to securitize and sell parts of their loan portfolio is increasing
over time (e.g., DeYoung et al. 2013). Nevertheless, as we discuss in our response to Question
3 below, even for loan portfolios that are held to collect the contractual cash flows fair values

provide useful information to investors.

Third, the business model approach sacrifices comparability for relevance. Specifically, under
the business model approach two entities can account differently for similar financial assets if
they intend to use those assets differently. This significantly reduces users’ ability to compare
different entities. In this regard, we note that the need for comparability is the primary reason
why financial reporting standards exist. Accordingly, the Mission Statement of the IASB and
the IFRS Conceptual Framework (CF) emphasise the objective of contributing “to transpar-
ency by enhancing the international comparability and quality of financial information, ena-
bling investors and other market participants to make informed economic decisions” (CF
SP1.5). Comparability helps investors to identify opportunities and risks across the world and
to choose among alternative courses of action, thus improving capital allocation. The Concep-
tual Framework defines comparability as the “qualitative characteristic that enables to identify
and understand similarities in, and differences among, items” (CF 2.25). Furthermore, “per-
mitting alternative accounting methods for the same economic phenomenon diminishes com-
parability” (CF 2.29). However, the business model approach essentially allows the use of

alternative accounting methods for similar items.

The IFRS Conceptual Framework defines the objective of financial reporting as providing fi-
nancial information that is useful to users in making decisions about providing resources to the

entity. To be decision useful, information must be relevant and representationally faithful. The
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objective of IFRS 9 is to establish financial reporting principles for financial instruments “that
will present relevant and useful information to users of financial statements for their assess-
ment of the amounts, timing and uncertainty of an entity’s future cash flows” (IFRS 9.1.1). We
argue, based on the academic evidence discussed below, that full fair value measurement al-
ways provides (more) relevant information on financial instruments independent of the under-
lying business model. The academic evidence contrasts with the arguments that apparently led
the IASB to dismiss a single classification and measurement method based on fair values. Spe-
cifically, the Basis for Conclusions (BC) indicates that many stakeholders “do not support the
recognition in the statement of comprehensive income of changes in fair value of financial
assets that are not held for trading or are not managed on a fair value basis” (BC4.3). Some
users also indicated that “in some circumstances cost-based information provides relevant in-
formation that can be used to predict likely actual cash flows” (BC4.3). In addition, concerns
were raised “about the use of fair value when fair value cannot be determined within a narrow
range” (BC4.3). Yet, the bulk of academic evidence referenced below suggests that fair value
information is relevant generally in all circumstances, even when fair values are measured us-

ing unobservable inputs.

Therefore, we argue that full fair value measurement would enhance both relevance and com-
parability of information on financial assets and liabilities. Differences in management inten-
tions can be communicated through the presentation of the statements of financial position and
of comprehensive income rather than through differences in the classification and measure-
ment. Similarly, Barth (2007, 2014) concludes that fair value measurement meets the concepts
and objectives of the Conceptual Framework better than alternative measurement bases. We

elaborate on these claims in more detail in our discussion of the academic evidence below.
Hold-to-collect-and-sell business model

For debt instruments, the link between C&M and the business model is particularly pronounced
in IFRS 9. In a nutshell, debt instruments held to collect contractual cash flows are recognized
at AC (IFRS 9.4.1.2), those held both for sale and to collect contractual cash flows are at
FVOCI (IFRS 9.4.1.2A), while all other debt instruments are at FVTPL, the default category.
It follows from our arguments and academic evidence presented in this document that the de-
fault category represents superior financial reporting, whereas the AC and FVOCI categories
do not.
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We acknowledge, however, that the IASB must pay attention to the arguments from various
constituents when developing accounting standards. Amortized cost for plain debt instruments
had a prominent place in IAS 39 and the hold-to-collect business model was included in IFRS
9 right from its introduction in 2009. We mention some academic evidence regarding AC in-
formation below and we discuss certain properties of AC accounting in the answer to Question
3. Our general view is that the role of the hold-to-collect model and the associated use of AC

is largely justified.

However, our view is that the hold-to-collect-and-sell business model for debt instruments
should be removed from IFRS 9. It has no proper justification, it creates undesirable complexity
for preparers and users of financial statements, and it confuses the classification of debt instru-

ments.

The hold-to-collect-and-sell business model was included in the standard in 2013 (IFRS
9.4.1.2A), largely in line with the proposals in ED 2012/4 Classification and Measurement:
Limited amendments to IFRS 9. For instruments classified under this business model FVOCI
became mandatory measurement. The introduction of the hold-to-collect-and-sell business
model required thirteen additional paragraph amendments (not counting effective date and tran-

sition rules) to reflect the mechanics of the new category.

The reasons for the change, explained in the BC of the ED, which are mostly repeated in the
current BC4.124 — 215, was two-fold (BC4.138):

e Fair value through profit or loss does not properly measure performance when assets
are held both to collect cash flows and for sale.

e The insurance accounting project foresaw the effects of discount rate changes on in-
surance liabilities in OCI. FV changes on associated assets resulting from general in-
terest rate changes could off-set those effects if taken to OCI.

The amendments proposed in ED 2012/4 were approved by a majority of the Board but opposed
by (former) board members Cooper and Engstrom. Our view that the hold-to-collect-and-sell
business model should be removed resembles their dissenting opinion (reproduced in a separate

chapter at the end of the current BC).

Increased complexity for practitioners comes from two main sources:
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e The standard has become more difficult to read with all the exceptions and special
measures that the more recently introduced model requires.
e Applying FVOCI requires a split between profit or loss and OCI, which is perceived as
difficult to execute and results in economically meaningless numbers.
The mechanics of the FVOCI model imply that net return from the loan is split between profit
or loss and OCI (IFRS 9.5.7.10 and 5.7.11). The split should be doable for anyone who is
capable of calculating amortised cost. It suffices to compute first the profit or loss numbers
according to amortised cost (including impairment) and take any remaining fair value change
to OCI. The following simple example is about a fixed-rate corporate bond that is issued at par.
Over time, corporate bond prices are affected by two main factors: general interest rate move-
ments and changes in borrower-specific credit risk.> Under amortised cost, credit risk is con-
sidered by the impairment principles of IFRS 9. However, these impairment principles are not
market-based, so most often there will be a difference between the market assessment and the
accounting assessment of credit risk. An obvious example is the mandatory allowance of 12
month ECL at initial recognition. The pricing of bonds includes the market assessment of credit
risk, so that any additional credit allowance at initial recognition represents a deviation from

fair value.

The residual in the OCI will therefore be a composite with no clear economic meaning. Its
ability to offset the effect of discount rate changes on insurance liabilities taken to OCI will
also be limited. The claim in the ED that the FVOCI model should be better suited to “appro-
priately reflect the performance of financial assets that are managed both in order to collect

contractual cash flows and for sale” is for that reason also hard to accept.

The original idea of introducing the business model concept in IFRS 9 was that hold-to-collect-
and-sell business model was easily distinguishable from residual (unspecified) business mod-
els. Debt instruments were divided into two mutually exclusive categories where the oppor-
tunity to sell the instrument was the determinant. Adding the hold-to-collect-and-sell business
model, the determinant still serves to distinguish the hold-to-collect model from the others, but

there is no clear dividing line between hold-to-collect-and-sell and residual business models.

2 Instrument-specific changes in liquidity may also be a factor, but this is not considered in this example.
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Therefore, the present structure of chapter 4 in IFRS 9 is an invitation to choosing opportunis-
tically between FVOCI and FVTPL for the classification of SPPI-compliant debt instruments.

Empirical evidence on the application of the business model

The recent monitoring report of the European Banking Authority (EBA) on IFRS 9 implemen-
tation by EU banks has identified a number of application issues with regard to the business
model assessment (EBA 2021). In particular, the EBA highlights significant diversity across
banks in the assessment of levels of sales of financial assets that are deemed consistent with
the hold-to-collect model. First, EU banks use different thresholds to determine whether a sale
is “insignificant in value” for the assessment of the business model. Second, the EBA observed
“a multiplicity of practices” in the assessment of the “frequency of sales”. A few banks even
indicated that they defined no criterion to assess frequency of sales. Third, banks considered
different types of indicators (e.g., classification as non-performing exposure, as defaulted, as
at Stage 3, or depending external/internal ratings; see Figure 76 in EBA (2021)), when analys-
ing sales that have occurred due to an increase in credit risk but which are still consistent with
a hold-to-collect business model. Fourth, banks applied different approaches to determine what
is defined as “close-to-maturity”. Finally, the EBA observes only very few reclassifications.
Overall, the EBA concludes that additional guidance will be needed on the business model
criteria to improve comparability across entities. We are aware of only one European enforce-

ment case regarding the reclassification of financial assets.®
Academic evidence

A number of studies examine the usefulness of fair value and amortized cost information in the
context of financial instruments. Many of these studies are motivated by the claims of fair value
opponents that fair value measurements would not fairly represent banks’ business model. Typ-
ical arguments against full fair value measurement include that by creating “excessive” vola-
tility in comprehensive income, fair value measurement would misrepresent banks’ risk man-
agement activities and lead investors to overstate their risk assessments (Yen et al. 2006). In

addition, changes in fair values would be irrelevant for hold-to-collect business models and

3 See here (only in German; last download on January 11, 2022): https://www.bawaggroup.com/linkable-
blob/BAWAGGROUP/532258/473b27b247bd13d6d45a65d9¢9¢13a10/2021 -veroeffentlichung-gemaess--5--2--
rechnungslegungs-kontrollgesetz--rl-kg--data.pdf
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unreliable for financial assets that are not actively traded. As noted earlier, the IASB rejected
the idea of a single fair value model based on similar objections of stakeholders.

For the purposes of this comment letter, we group the academic evidence into four categories:
(1) studies documenting the usefulness of fair values independent of the business model, (2)
studies supporting the idea that business model matters for the relevance of fair value versus
historical cost, (3) studies documenting that both fair value and amortized cost information are

relevant, and (4) studies assessing the reliability of fair values.

(1) Studies supporting the usefulness of fair values independent of the business model

A number of studies show that fair values provide the most relevant information about bank
risk, even for financial instruments that are held for the collection of cash flows. Hodder et al.
(2006) show that the volatility of full-fair-value income is more strongly associated with the
economic measures of risk (i.e., market model betas, stock return volatility, and long-term in-
terest rate betas) than is the volatility based on U.S. GAAP income. Their findings suggest that
full fair value income volatility reflects elements of risk that are not captured by the volatility
of GAAP-income. Bischof et al. (2011) examine a world-wide sample of IFRS banks and pro-
vide three pieces of evidence. First, they show that under the intent-based classification of IAS
39 differences in the proportion of fair valued assets across banks cannot be explained by dif-
ferences in their operating business model, but by firm-specific and country-specific reporting
incentives. These incentives determine the classification of financial instruments into different
measurement categories (e.g., HtM versus AfS) and the application of the FVO. Second, the
operating characteristics (e.g., trading versus banking book business) and the risk exposures of
banks are only weakly related. Specifically, some banks with a banking book-related business
model have more severe open risk positions than other banks focussing on non-banking book
activities (e.g., trading). Finally, Bischof et al. (2011) document a significantly positive asso-
ciation of fair value-based trading book income with stock returns. Importantly, for instruments
held in the banking book, i.e., the hold to collect portfolio, fair value measures of income are
the only income measures associated with stock returns. In contrast, amortized cost measures
of the banking book income are not associated with stock returns. Their findings combine to
suggest that the risk exposures of banks operating under a hold to collect business model can
be severe and that such risk exposures are more adequately reflected by fair value accounting

than amortized cost accounting.
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Blankespoor et al. (2013) examine whether financial statements using fair values for financial
instruments better describe U.S. banks’ credit risk than less fair value-based financial state-
ments. Specifically, they assess the extent to which leverage ratios based on (1) fair values
versus (2) U.S. GAAP mixed-attribute values versus (3) Tier 1 regulatory capital values are
associated with bond yield spreads and future bank failure. Blankespoor et al. (2013) find that
leverage measured using the fair values of financial instruments explains significantly more
variation in bond yield spreads and bank failure than the other less fair value-based leverage
ratios. Notably, they also find that the fair value of loans and deposits are the primary sources

of the incremental explanatory power.

Fiechter and Novotny-Farkas (2017) use a global sample of IFRS banks and find that while
fair valued assets in the HfT and AfS categories are always value relevant, financial assets in
the FVO category are less value relevant. They attribute these findings to the higher complexity
and less investor understanding of the FVVO, consistent with the feedback of stakeholders pro-
vided during the development of IAS 39. In particular, a number of comment letters expressed
concerns that the application intent underlying the FVO is unclear, that economically identical
transactions can be differently accounted for under the FVO, and that the F\VVO might be applied
inappropriately (Fiechter and Novotny-Farkas, 2017). In support of these arguments, Fiechter
and Novotny-Farkas (2017) show that the valuation discount on the FVO assets is more pro-
nounced in bank-based economies, where fair value measurement, especially through profit or
loss, was historically less prevalent. In addition, they find that this valuation discount is atten-
uated by a richer firm-level information environment (proxied by the number of analysts) and
the presence of institutional investors with fair value experience (proxied by the proportion of

institutional investors from Nordic investors who had a longer experience with fair value).

A few studies examine the predictive ability of fair values. Evans et al. (2014) examine whether
fair values of interest-bearing investment securities are associated with future financial perfor-
mance for a sample of U.S. commercial banks and whether the relative strength of this associ-
ation is reflected in the relation between reported fair values and banks’ share prices. They
propose that fair value measurements of interest-bearing financial assets will have predictive
value for an entity’s relative levels of future accounting earnings and cash flows because (1)
gains and losses may be realized by sale or settlement and, more importantly, (2) even in the

absence of sale or settlement, the difference between fair value and amortized cost represents
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an amount by which the entity’s future recognized interest income will be greater or less than
market yields on comparable instruments. Put differently, the difference between fair value and
amortized cost reflects the present value of opportunity costs and benefits of holding financial
assets at their contractual interest rates. Opportunity costs and benefits are relevant for invest-
ment decisions and taking them into account should improve asset allocation decisions at the
firm and investor levels (Hodder et al. 2014). Using a cross-sectional design, Evans et al. (2014)
find that fair value holding gains and losses for investment securities have significant, incre-
mental explanatory power for banks’ relative interest income and securities-related cash flows.
Accordingly, as predicted by the authors, fair values are associated with the relative future
interest outcomes, because they capture the expected opportunity costs and benefits of holding
the related financial assets. Put another way, cross-sectional variation in the accumulated fair
value to amortized cost differences predicts variation in the future interest income / cash flows
realized by banks. Evans et al. (2014) also provide evidence that the relative ability of fair
values to predict future reported income is incrementally associated with banks’ share prices
(i.e., beyond the inclusion of fair values), suggesting that predictive ability is a value-relevant

attribute of fair value information.

The findings of Evans et al. (2014) have important implications. In particular, fair value infor-
mation reveals the opportunity costs and benefits of holding interest-bearing securities at below
/ above market yields. Combined with the cross-sectional predictive ability of fair values, the
findings are consistent with the role that financial statement information plays in efficient cap-
ital allocation across investment alternatives. This cross-sectional notion of predictive ability
is also consistent with the objective of general-purpose financial reporting, i.e., “to provide
financial information about the reporting entity that is useful to existing and potential inves-
tors, lenders and other creditors in making decisions relating to providing resources to the
entity” (CF 1.2).

Similarly, Bratten et al. (2016) investigate whether fair value adjustments recognized in OCI
predict future bank performance. Focusing on AfS securities, their findings show that unreal-
ized fair value gains and losses on AfS securities included in OCI predict future bank perfor-
mance, i.e., 1-year and 2-year-ahead earnings. This predictive ability of OCI on AfS securities
may be attributable to managers selling financial assets that previously experienced an increase

in the fair value. In addition, Bratten et al. (2016) show that these unrealized fair value gains
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and losses recorded in OCI during the 2007-2009 financial crisis predicted future profitability,
contradicting the criticism that fair value accounting forces banks to record excessive down-

ward adjustments.

Overall, the evidence discussed above suggests that fair values are value relevant, (most) useful
in informing about bank risk and future income, and that intent-based classification may impair
comparability and understandability in some settings.

(2) Studies supporting the idea that business model matters for the relevance of fair value
versus historical cost

A few studies arrive at different conclusions based on their findings suggesting that intent- or
business model-based classification reflects value relevant information. Park et al. (1999) find
that fair value differences of banks’ AfS securities are more value relevant than those of HtM
securities. However, these findings might be because AfS fair value changes are recognized in
the primary financial statements, whereas HtM fair values are only disclosed (Ryan 1999). A
number of prior studies document that recognized fair values are more value relevant than dis-
closed fair values (e.g., Ahmed and Takeda 2006). Koonce et al. (2011) use an experiment and
find that investors judge fair value as relevant when the instrument is expected to be sold or
settled soon, but not when held to maturity. However, as discussed earlier, empirical studies
find that fair values are relevant and have predictive ability independent of the intent to hold
financial assets (Evans et al. 2014; Bratten et al. 2016).

The empirical findings by Cantrell et al. (2014) and Mclnnis et al. (2018) examining U.S. banks
contrast with the previously discussed empirical findings. Cantrell et al. (2014) show that
banks’ reported amortized cost information for loans is more useful than loan fair values in
predicting future net write-offs, non-performing loans and bank failures over both short and
long time horizons. However, Hodder et al. (2014) discuss in more detail that there are several
issues related to the research design applied by Cantrell et al. (2014). A core issue is that fair
value changes reflect both the present value of changes in cash flows expectations (a valuation
nominator effect) and opportunity costs and benefits due to changes in market yields (i.e., the
discounting or valuation denominator effect). Changes in fair values due to changes in market
yields will confound the correlation between fair value changes due to changes in cash flow

expectations (see Hodder et al. 2014, for further discussion and research design suggestions).
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Mclnnis et al. (2018) find that the combined value relevance of book value of equity and in-
come measured under full fair value is less than that under U.S. GAAP. They find that the
inclusion of transitory unrealized gains and losses explains the lower value relevance of fair
value income. However, the disaggregation of income into transitory and persistent compo-
nents significantly improves the value relevance of fair value income relative to GAAP income.
This latter finding is important, as it is consistent with our previous core claim that a full fair
value measurement with separate presentation of realized and unrealized fair value gains and

losses provides the most transparent and useful information.
(3) Studies documenting that both fair value and amortized cost information are relevant

A few studies provide evidence that both amortized costs and fair values provide useful infor-
mation for particular financial assets in particular circumstances. Badertscher et al. (2014) find
for a comprehensive sample of U.S. banks that the “recycling” or reclassification of fair value
losses from OCI to net income through other-than-temporary-impairments (OTTIs) on AfS
securities is incrementally priced by the market.* In the authors’ view, this incremental pricing
suggests that investors perceive OTTIs as signals about the fundamental value of the banks’
securities portfolio and/or as signals about the probability of regulatory intervention. Similarly,
Dong et al. (2014) find that realization of fair value gains and losses through the sale of AfS
securities, i.e., the reclassification of previously unrealized fair value gains and losses from
OCI to net income, is incrementally value and return relevant. Their additional analyses indi-
cate that this incremental pricing of the realization of fair value gains and losses is explained
by it helping investors to predict future performance. Finally, examining financial assets meas-
ured at Level 3 fair values (i.e., based on unobservable inputs) of U.S. banks, Fiechter et al.
(2021) find that the detailed Level 3 rollforward disclosures that segregate total fair value re-
measurements into their realized and unrealized components and their recognition location
(i.e., OCI versus earnings) are useful to investors. Interestingly, they find that Level 3 remeas-

urements recorded in OCI are less return relevant than those recorded in earnings, which largely

4 Under U.S. GAAP, when the fair value of an investment security (classified as AfS or HtM) falls below
amortized cost and there is significant doubt that the firm can hold the security until the fair value recovers, entities
recognize an OTTI. Before the issuance of Financial Staff Positions (FSP) FAS 115-2 and FAS 124-2 in April
2009, OTTIs were recognized in profit or loss. Since the issuance of FSP FAS 115-2 and FAS 124-2 the credit-
related portion of OTTIs (i.e., due to the revisions of expected future cash flows) are recognized in profit or loss.
In contrast, the non-credit-related portion of OTTIs (e.g., due to illiquidity) are recognized in OCI.
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is attributable to the latter (former) being included (excluded) in regulatory capital. Im-
portantly, they find no differences in the return relevance of realized versus unrealized fair
Level 3 value remeasurements in earnings, allaying concerns that investors perceive unrealized

Level 3 remeasurements of lesser quality.

Overall, the findings of these three papers suggest that preserving amortized cost information
on OTTIs and the realization of fair value gains and losses under a more comprehensive fair
value-accounting framework is useful to investors. As such, the papers’ results support the
FASB’s and IASB’s earlier efforts to expand fair vale accounting, but at the same time reform
financial statement presentation requirements. Specifically, both boards have had financial
statement presentation projects that would require a special section on the income statement
for fair value measurements (Badertscher et al. 2014; FASB 2010a, FASB 2010b; IASB 2008).
Therefore, we encourage the IASB and the FASB to continue that work in the mid- to long-

term.
(4) Studies assessing the reliability of fair values

Finally, a large stream of empirical accounting research examines the reliability of fair values.
Early U.S. studies find that disclosed fair values of financial assets are incrementally value
relevant, especially for investment securities (Barth 1994; Ahmed and Takeda 1995; Barth et
al. 1996; Eccher et al. 1996; Nelson 1996). More recently, studies have exploited the ASC 820
(FAS 157) and IFRS 13 fair value hierarchy disclosures related to recognized fair values. For
a recent and broad overview of IFRS and U.S. GAAP studies, we refer to Filip et al. (2021).
Generally, while the early studies examining banks document a lower value relevance of Level
3 fair values relative to Level 1 and Level 2 fair values, the valuation discount on Level 3 fair
values dissipates over time (e.g., Song et al. 2010, Goh et al. 2015). Lawrence et al. (2016)
examine closed-end funds and find that Level 3 fair values are of similar value relevance to
Level 1 and Level 2 fair values. They also show that the results in prior research are attributable
to correlated omitted variable bias, an issue that is particularly problematic in studies examin-
ing the association between the levels of fair values and market values. Fiechter et al. (2021)
examine a changes design, i.e., the association between Level 3 fair value remeasurements (or
changes in Level 3 fair values) and abnormal market returns. They find that Level 3 fair value
remeasurements are return relevant. Filip et al. (2021) provide evidence for both IFRS and U.S.

banks that the value relevance of the three fair value levels increases and converges over time.
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Using a non-market-based study of U.S. banks, Altamuro and Zhang (2013) show that mort-
gage servicing rights measured using Level 3 fair values better reflect the persistence of future
cash flows compared with mortgage servicing rights measured using Level 2 fair values. Over-
all, the bulk of the empirical evidence suggests that fair values are both relevant and reliable,

and thus, useful to investors.

Taken together, the academic evidence discussed here debunks the objections against full fair
value measurement. It shows that fair values provide useful information about the amount,
timing and uncertainty of cash flows and are sufficiently reliable even for subjective Level 3

fair value measurement.
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Question 3: Contractual cash flow characteristics
(a) Is the cash flow characteristics assessment working as the Board intended? Why
or why not?
(b) Can the cash flow characteristics assessment be applied consistently? Why or
why not?
(c) Are there any unexpected effects arising from the cash flow characteristics assess-

ment? How significant are these effects?

In responding to (a)—(c), please include information about financial instruments with sus-
tainability-linked features (see Spotlight 3.1) and contractually linked instruments (see
Spotlight 3.2).

General comments

Generally, the cash flow characteristic assessment of the IFRS 9 C&M approach has, in prin-
ciple, some benefits. Specifically, it forces entities to identify and understand the cash flow
characteristics and risks of their financial assets. Entities “wishing” an amortized cost meas-
urement must assess whether their financial assets are exclusively exposed to basic lending
risks. Changes in these basic lending risks are reflected through the application of the expected
credit loss (ECL) model. Financial instruments that are exposed to more than just basic lending
risks must be measured at fair value, resulting in all risks being reflected in the statement of
comprehensive income. Overall, the rather stringent C&M rules in combination with the ECL
model yield a better reflection of the timing, amount, and uncertainty of cash flows than the
previous IAS 39 model. In practice, however, distinguishing between basic and non-basic lend-
ing risks boils down to assessing whether the cash flows are SPPI-consistent. The application
of the SPPI test leads to rules-based accounting, rather than principles-based, and consequently
entities try to structure instruments in such a way that they fit with the rules. This is also evi-
denced in the discussion surrounding financial instruments with sustainability-linked features
(Spotlight 3.1 from the PIR IFRS 9).

Hence, in the remainder of our response to this question, we focus on financial assets with
sustainability-linked features. Financial assets with sustainability-linked features are financial
assets (e.g., loans or bonds) with contractual terms that relate to environmental, social, or gov-
ernance (ESG) targets. The interest payments on these loans or bonds are often linked to pre-
determined ESG targets that are specific to the borrower and adjusted periodically to reflect
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changes in the borrower’s performance relative to the specified ESG targets. We refer to these
financial assets as ESG-linked loans and bonds.

The issuance of ESG-linked loans has increased tremendously over the past five years, as is
evidenced by Kim et al. (2021). The figure below indicates that ESG lending activity (which
includes both green loans as well as ESG-linked loans but excludes bonds) increased from $6
billion in 2016 to $322 billion in September 2021. This increase is mainly due to an increase
in ESG-linked loans, which make up 90% of all ESG lending activity.

Figure 2: ESG-linked and green loan issuance over time (Reproduced from Kim et al. 2021)
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Similarly, the issuance of ESG-linked bonds has also increased over time, but this increase is

less outspoken as ESG-linked bonds remain a rather niche market compared to ESG-linked
loans.
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Figure 3: Issuance of green, social and sustainability-linked bonds (Reproduced from S&P
Global)
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Sources: Climate Bonds Initiative; Bloomberg, UniCredit Research

In addition, as can be seen from Figure 5, the majority of the ESG-linked loans are issued in
Europe (Kim et al. 2021), which is probably caused by the European Green Deal and the EU’s
Sustainable Finance Action Plan.
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Figure 4: Annual issuance of ESG-linked and green loans by region (Reproduced from Kim et
al. 2021)
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This increase in ESG-linked loans and bonds over the past five years has triggered the question
whether these financial assets can be measured at amortized cost, or put differently, whether

the cash flows from such financial assets are SPPI-consistent.

As we indicated in earlier sections, in our opinion full fair value measurement would provide
the most relevant information about financial instruments to financial statement users. Also in
the context of interest-bearing assets, fair values help predict future financial performance, as
is evidenced by the findings of Evans et al. (2014) and discussed extensively in the academic
evidence in response to Question 2 above. In addition, full fair value measurement would also
eliminate the discussion of whether and when cash flows from financial assets are SPPI-con-

sistent.

We Dbelieve that the IFRS 9 C&M approach enables entities to identify and understand the cash
flow characteristics and risks of their financial assets. Entities that want to use an amortized

cost measurement must assess whether their financial assets are exposed only to basic lending
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risks (such as liquidity and credit risk). To accommodate a principles-based C&M framework
that is most closely aligned with full fair value measurement, exceptions made to fair value
measurement should be restricted to a minimum. Hence, measurement at amortized cost should
be restricted to financial instruments with ‘simple’ contractual cash flows and not be extended
to new types of financial instruments that might arise now or in the future and that are exposed
to more than just basic lending risks. This is also consistent with the Board’s view that amor-
tized cost measurement only provides useful information for financial instruments with ‘sim-
ple’ contractual cash flows and that this is not an appropriate measurement method for ‘com-
plex’ contractual cash flows. Hence, IFRS 9 is closer to full fair value measurement compared
to IAS 39, as it does not allow amortized cost for non-SPPI-consistent instruments. Conse-
quently, the costs of holding these assets, i.e., the opportunity costs as per Evans et al. (2014),

become more visible under IFRS 9.

The question then is whether the cash flows of ESG-linked loans and bonds are SPPI-con-
sistent. Under IFRS 9, contractual cash flows that are solely payments of principal and interest
on the principal amount outstanding are deemed consistent with a basic lending arrangement.
In a basic lending arrangement, consideration for the time value of money and credit risk are
the most significant elements of interest. In contrast, contractual terms that introduce exposure
to risks that are unrelated to a basic lending arrangement, do not give rise to contractual cash
flows that are SPPI-consistent and would trigger fair value measurement. So basically, the
question is whether ESG-linked adjustments to interest payments can be considered as related
to credit risk and whether they affect the credit risk of the borrower or that of the individual

financial instrument.

According to the IASB (IASB Staff Paper on Post-implementation Review of IFRS 9— Classi-
fication and Measurement, July 2021), it should be clear from IFRS 9.4.1.3(b) that the consid-
eration for the credit risk of a financial asset is for the credit risk associated with the principal

amount of that particular financial asset [emphasis added]. In addition, the impairment re-

quirements in IFRS 9, which accompany the amortized cost measurement, require expected
credit losses to be recognized based on the credit risk assessment for individual financial in-

struments, rather than the borrower, through their expected life.

Consequently, the IASB staff members maintained that:
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“Many ESG targets in these loans—especially if they include a broader set of sustain-
ability targets—may not have direct effects on the credit risk of the borrower or the
loan. Some ESG factors may affect the credit risk of the borrower over the long-term
but not necessarily the credit risk of the loan. For example, some ESG features may
affect the credit risk of the borrower over a long-term period and continuous failure to
meet ESG targets in the long-term might lead to the borrower’s business becoming
unsustainable and ultimately lead to its demise, but this may have very little effect on
the borrower’s ability to repay the loan (i.e., credit risk) over the expected remaining
life of the loan.” {paragraph 20}

“On the other hand, there may be ESG factors that do affect the credit risk of the loan
such that ESG-linked adjustments would indeed represent the consideration for
changes in the credit risk of the loan. However, in such cases we would expect the
adjustment to the interest rate to be more specific to the borrower and indicative of the
changes in the credit risk associated with the principal amount outstanding of the
loan.” {paragraph 21}
Recently, credit rating agencies, such as S&P, Moody’s and Fitch, have started to include ESG
criteria in their credit ratings. This indicates that ESG risks are increasingly viewed by these
rating agencies as affecting the creditworthiness of entities as a whole. For example, S&P states
that ESG credit factors can influence credit ratings through a change in the size and relative sta-
bility of an obligor's current or projected revenue base, operating costs and requirements, prof-
itability or earnings, cash flows or liquidity, or the size and maturity of its financial commit-
ments (www.spglobal.com, 10 Oct 2021). Even though these credit ratings assess the credit-
worthiness of an entity as a whole, they may also be tied to credit risk of a particular financial
asset. Over recent years, there has been evidence that regulations and the public opinion can
change in a short period of time and that climate-related disasters can affect entities in the short

run.

Consequently, to the extent these factors are related with credit risk, changes in cash flows that
are driven by these factors may not cause a financial asset to fail the SPPI test. This is because
they not only reflect a component of credit risk of the entity as a whole, but also of the specific
financial asset. Hence, in our opinion, ESG-linked loans and bonds are not in conflict with the
SPPI test as long as a link can be demonstrated between the ESG criteria and the credit quality
of the instrument. The requirement to demonstrate and document this link will require financial
institutions to think carefully about the risks they engage in. However, in case there is no per-
fect correlation between ESG criteria and credit risk, then entities should apply fair value ac-

counting to these ESG-linked loans and bonds. In practice, this probably means that we will
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see a move towards more fair value accounting, which in our opinion, is not necessarily a bad

thing, but might result in banks refraining from issuing such instruments.

A final point we want to make is related to the question whether accounting standard setting
should be influenced by political choices and preferences. In our opinion, accounting standard
setters should set out general accounting principles and standards, which should apply to both
existing instruments as well as future instruments. The concept of neutrality, as mentioned in
the CF 2.13, is also relevant here and can be interpreted as accounting standards and infor-

mation not making exceptions for certain popular instruments.

That being said, we believe it would be helpful if the IASB could provide more guidance in
IFRS 9 on which circumstances would result in ESG-linked features violating the SPPI test
and which circumstances would not. In addition, it could be meaningful to require entities to
break out the different instruments in the notes in a consistent way and require a more detailed
description for the different groups of financial instruments., for example for ESG-linked in-
struments that are and are not SPPI-consistent. Given that improved disclosures is high on the

agenda of the 1ASB, this is a topic that can be taken up at short notice.

Academic evidence

There is relatively little academic evidence on ESG-linked loans and bonds, probably due to
the fact that these have emerged only recently. Kim et al. (2021) document and characterize
the growth of ESG lending around the world. The study firstly documents that ESG-linked
loans tend to be issued to larger, safer (in terms of investment grade), and publicly listed bor-
rowers. While these loans are structured mainly through revolving credit facilities to facilitate
enforcement of the ESG contingencies, their maturities tend to be longer than other loans of
the same type. Next, ESG-linked loans tend to be syndicated by larger groups of lenders who
are often reputable and specialized in ESG lending. These ESG-linked lenders also tend to have
previous lending relationships with the borrowers. They also provide anecdotal evidence that
the spread changes used in ESG-linked loans are comparable to the spread change in a typical

credit-rating-based performance pricing contract.

In addition, a number of finance papers have investigated the link between ESG performance
and credit risk. Following Merton (1974), higher and more stable cash flows due to good ESG

performance should translate into higher asset values of firms, resulting in lower probabilities
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of default and hence lower credit risk. This could lead to lower costs of capital for those firms
and, consequently, to higher asset values and lower credit spreads (Chava 2014).

To examine the impact of ESG performance on credit risk, a number of US studies investigate
tradable debt, such as corporate bonds and credit ratings (Jiraporn et al. 2014) or non-tradable
debt, including interest rates on bank loans or cost of capital estimates (Goss and Roberts 2011,
Chava 2014). In general, these studies find that higher ESG performance is associated with
lower credit risk. European evidence by Menz (2010) and Stellner et al. (2015) is more incon-
clusive. Menz (2010) finds weak evidence of higher ESG performance being associated with
higher bond yield spreads, while Stellner et al. (2015) find no association between ESG per-
formance and bond yields. In contrast, Barth et al. (2019) find that better environmental per-
formance seems to be connected to lower CDS spreads for European companies. They do not
find significant associations between social or governance ratings and CDS spreads, after con-

trolling for common CDS determinants.
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Question 4—Equity instruments and other comprehensive income

a. Is the option to present fair value changes on investments in equity instruments
in OCI working as the Board intended? Why or why not?

b. For what equity instruments do entities elect to present fair value changes in
OocClI?

c. Are there any unexpected effects arising from the option to present fair value
changes on investments in equity instruments in OCI? How significant are these
effects?

General comments

IFRS 9.5.7.5 provides reporting entities with the option to present fair value changes of an
investment in equity instruments in OCI instead of in profit or loss. This option needs to be
selected at initial recognition and the selection is irrevocable. Also, upon derecognition, the
fair value changes remain in OCI and are not reclassified to profit or loss. The so-called ‘recy-

cling of gains and losses’ upon realization is prohibited for these equity instruments.

Our starting point for discussing the Board’s questions relating to IFRS 9.5.7.5 is our view that
full fair value measurement with fair value changes through profit or loss provides the most
relevant information about financial instruments. Our arguments for that view are laid out in
the answers to Question 1 and need not be repeated here. For the selected equity instruments,
the measurement model of IFRS 9.5.7.5 represents a deviation from that preferred model in
two respects: 1) current unrealized fair value changes are recognized in OCI, not in profit or

loss; 2) upon realization, the accumulated fair value changes are not recycled.

Does the OCI option for equity instruments improve information compared with the pre-
ferred model?

The reasons given in the Basis for Conclusions of IFRS 9 and largely repeated in the Request
for Information of the PIR is that “in @ narrow set of circumstances, presenting fair value gains
and losses from equity instruments may not be indicative of the entity’s performance”. The
IASB apparently gave up defining the precise set of circumstances where this situation prevails,
since it was not able to decide a scope for this option (see BC 5.25¢). However, an illustrative

example is provided: An entity needs to hold an investment to be permitted to sell its products
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in a particular country.® For IFRS 9 to be applicable to this example the said investment is not
a subsidiary, neither an associate, but rather a non-controlling minority interest in a firm incor-

porated in country Y.

Why should fair value changes of the shares held in this firm not be indicative of the investor’s
performance? Assume first that the investee’s shares are publicly traded in a liquid market.
According to IFRS 13, the fair value of those shares is their exit price, which in this case is the
quoted price. The investor could at any time decide to sell the shares in the investee for the
quoted price, but then the investor would no longer be permitted to sell its products in country
Y. Therefore, the economic interest of the investor in the shares of the investee is the combined
effect of the return of the shares and the profit generated by the sale of its products in country
Y. Assume, for example, that the product sales are very profitable whereas the share price
slides. To showcase the good sales results in profit or loss, while hiding the losses on the in-
vestee shares in OCI, cannot be a good representation of performance. The situation could be
opposite, miserable sales combined with a nice appreciation of the shares; we would still argue

that the combined effect should go to profit or loss.

We acknowledge that what the Board had in mind when pointing at this example, was not an
investee with quoted shares, but rather a private firm whose shares are not traded at all. Com-
pared with the example with a quoted firm, the fair value measurement of the investee shares
is now more challenging, but it does not change the fundamental argumentation that the return

on the investment should go to the same location as the sales profits that it preconditions.

We are confident that the intention of the Board when creating the option in IFRS 9.5.7.5 was
not to differentiate the classification of equity instrument fair value changes according to the
quality of the measurement; high-quality measurements to profit or loss and poor ones to OCI.

If this was indeed the intention, we would not have been supportive of such a split.

The option is not used extensively, as can be seen from the information presented in our an-
swers to Question 1. It is well documented that its “predecessor’” model, the AfS option of IAS
39, was also not very popular. Limited use is consistent with intended role of the OCI option
as a rare exception. However, we largely ignore for what purpose firms choose the option. Even

if we knew, it would be hard to state whether it works as intended since the scope of the option

5 This is the wording from the PIR RFI. The wording in BC5.22 is slightly different. Sue Lloyd (2018) uses the
term “strategic investments” for securities intended for this option.
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is not clearly defined. One reason for reporting entities to make little use of the option could
be that they see little merit in the presentation in OCI or that they are discouraged by the pro-

hibition on recycling.

The OCI option is there with a substantial cost in the form of less transparent financial state-
ments and a more complex and voluminous standard. The inherent flexibility of options give
rise to earnings management opportunities; in its current form, those opportunities are largely
curbed by the prohibitions against reclassification and recycling. However, such prohibitions
may hinder not only earnings management but also management’s possibility to provide rele-
vant inside information, thereby increasing information asymmetry, as evidenced by the aca-
demic literature discussed below. Prohibitions are not in line with a principles-based account-

ing regime.

In summary, our clear recommendation to the Board is to remove the entire OCI option for
equity instruments. However, if this does not take place, we will discuss two issues that are
relevant if the option is retained: the need for an impairment model and the question of recy-

cling gains or losses upon realization.
The need for an impairment model

The Request for Information of the PIR discusses the need for an impairment model for OCI-
classified equity instruments in the context of recycling. In our view, that need is independent

of the question of recycling.

The IASB posits that any reintroduction of recycling for equity instruments imposes the need
on reporting entities to assess whether these instruments are impaired. In that case, the impair-
ment losses should be recognized timely in the profit or loss. The argument for this assertion
is the fact that such impairments needed to be recognized under the AfS category for equity
instrument of 1AS 39. At the time that model was criticized because it was deemed to result in

insufficient (too little) and untimely (too late) recognition of impairment losses.

In our view, the link between impairment and recycling is artificial. The need for distinguishing
impairments, which belong to the profit or loss, from other fair value changes, arises as a result
of the presence of the OCI option. Consistency of OCI treatment across standards means that

this challenge will have to be met.
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Fair value changes in OCI occur for debt instruments classified according to IFRS 9.4.1.2A
and for PPE and intangible assets that are measured by the revaluation model of IAS 16 and
IAS 38, respectively. For all those assets, the IASB has been able to formulate impairment

criteria that permit impairment losses to be recognized in profit or loss.

In our view, the problem with formulating impairment criteria for equity instruments held at

FVOCI is another evidence that the option in IFRS 9.5.7.5 is inappropriate.
Recycling

Recycling refers to the reclassification into profit or loss the income and expenses that have
been included in the OCI in a previous period. IAS 39 required recycling upon realization of
ATS securities. When the IASB chose the current prohibition to recycling in IFRS 9 it empha-
sized the desirability of recognizing gains or losses only once and the problem of separating
impairment losses (BC5.25b). The PIR request for information also mentions the need to curb

earnings management opportunities as an argument against recycling.

As explained above, we view the impairment criteria argument as relevant for the assessing the
viability of the entire OCI option. It does not make sense to use this argument to solve the
recycling question in isolation. We will not repeat our views on the need for impairment criteria
here. Below we will comment upon the two remaining arguments from the IASB and we will

bring in some perspectives that have not been considered in the request for information.

We agree with the Board that the risk of earnings management is a valid argument against
recycling. The reintroduction of recycling would possibly create opportunities for real earnings
management because it would allow reporting entities to opportunistically time the disposal of
certain assets in order to achieve a desirable result in a certain period. We report about academic

evidence of such earnings management in a separate section below.

However, the risk of earnings management is not necessarily a very forceful argument. The
FVOCI option is meant for “strategic investments”, which may not be the most likely vehicle
for earnings management. The single example advanced to justify the option (see above) is the
minority stake held in a local firm in order for the investor to be permitted to sell its products

in country Y. Selling the shares, whether for an earnings management purpose or not, means
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giving up the product sales in country Y. Low likelihood of these kinds of earnings manage-
ment is also supported by research that study the attitudes of corporate decision-makers (Gra-
ham et al. 2005).6

The risk of earnings management must also be weighed against the benefits of recycling. There
is academic support for the assertion that recycling of realized results is informative (Dong et
al. 2014.) and therefore an accounting model that allows recycling is more informative than a
model that prohibits this.

The other argument of the Board is that gains and losses should be recognized only once. There
again we see some merits in the Board’s position; however, as an argument against recycling
it is somewhat circular, because recycling is precisely that: a double recognition in the income
statement. That feature is clearly described in the CF 7.19, which holds recycling as the bench-

mark treatment for OCI balances.

In IFRS 9, the said “principle” of recognizing gains and losses only once is violated for example
in a foreign currency cash flow hedge in which a derivative hedges expected foreign currency
denominated revenues. The fair value changes of the derivative that is an effective hedge is
recognized in OCI until the termination of the hedge by when they are recycled to profit or

loss.

A major concern not addressed by the IASB is that the FVOCI option creates an inconsistency
within the IFRS of how realized gains or losses on disposal of investments are reported. The
general system of IFRS, which applies to all corporate investments except the FVOCI assets,
is that such gains or losses are recognized in profit or loss.” Also, when we enlarge the perspec-

tive on the standards’ treatment to comprise real non-current investment, gains and losses on

& In a survey, Graham et al. (2005) asked 401 financial executives the following question: “Near the end of the
quarter, it looks like your company might come in below the desired earnings target. Within what is permitted by
GAAP, which of the following choices might your company make?”” Only 20% answered yes to the following
alternative: “Sell investments or assets to recognize gains this quarter.”

" Corporate assets (shares) are either controlling interests, for which IFRS 3 and IFRS 10 applies, interests in
associates and joint ventures, for which IAS 28 applies, or non-controlling interests, for which IFRS 9 applies.
When selling the shares in a subsidiary (by which control is lost), the residual gain or loss goes to profit or loss
(IFRS 10.B98d). When selling the shares in an associate or joint venture, our reading of 1AS 28 is that the residual
gain or loss goes to profit or loss (IAS 28.22b). When selling other shares subject to IFRS 9, except the ones
earmarked to 5.7.5, any gain or loss goes to profit or loss (IFRS 9.5.7.1). The entity in the IASB’s example is
more likely to have a subsidiary or an associate as the bridgehead that assures access to the market for its products
in country Y, than a non-controlling minority shareholding. When it decides to give up the market in country Y
and sell the “strategic investment”, the net gain goes to profit or loss for the former categories but does not for the
latter category.
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disposal go to profit or loss. Only the marginal case of the revaluation model of IAS 16 and
IAS 38 has some resemblance with the FVOCI option of IFRS 9.8 Recognition of fair value
changes in OCI because they are not indicative of the entity’s performance does not sound like

a reasonable justification for the revaluation model.

As explained in the request for information, the choice of non-recycling is a question of faithful
information where the ability to identify the relevant period for recycling is important. In this
case, there can be little doubt that the period of recycling should be the period in which the
asset is realized. That would create consistency with the treatment of gains and losses on dis-

posal of other standards.

To conclude, our main view is that the option in IFRS 9.5.7.5 to present fair value changes of
an investment in equity instruments in OCI lacks a valid justification. The option complicates
and inflates the volume of the standard and its use reduces the information quality of financial
statements. If the Board chooses to retain the option, it should be amended so that impairment
losses are recognized in profit or loss and that accumulated gains or losses on disposal are
recycled to profit or loss. Although we acknowledge that the recycling has pros and cons, we

believe that most weight should be given to need for consistent treatment across standards.

Academic evidence

As mentioned under Question 2, a number of studies investigate the relevance of items that are
recycled from OCI to profit or loss for investors using US data. Badertscher et al. (2014) find
that the recycling of fair value losses on AfS securities from OCI to net income through OTTIs
is incrementally priced by the market. Similarly, Dong et al. (2014) examine the pricing of
realized gains and losses on the sale of AfS securities that have been recycled from OCI and
find that these realized gains and losses are priced. In additional analyses, Dong et al. (2014)
show that this incremental pricing of recycled fair value gains and losses is explained by their

ability to predict future performance.

8 Real non-current investments are PPE (IAS 16) and intangibles (IAS 38), investment properties (IAS 40) and
biological assets (IAS 41). When selling an item of PPE, the gain or loss on disposal goes to profit or loss (IAS
16.68). In the special case of a revalued PPE, some differences from the original historical cost may have been
canalized to OCI, and these amounts are not recycled upon disposal (IAS 16.41). Sale of an intangible asset has
the same treatment as PPE (IAS 38.112 and 87). When selling an investment property measured at fair value, any
gain or loss goes to profit or loss (IAS 40.69). For biological assets all changes in fair value, also those measured
at the point of harvest, goes to profit or loss (IAS 41.26).
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However, there are also a number of studies that indicated that recycling is used by US banks
to manage earnings. For example, Barth et al. (2017) investigate the extent to which, and how,
banks use realized gains and losses on AfS securities to manage earnings and regulatory capital.
They use a sample of US commercial banks from 1996 to 2011, a period during which unreal-
ized gains and losses on AfS securities were recognized in OCI and recycled to net income
when the securities were sold. Their findings reveal that banks realize gains and losses to man-
age regulatory capital and smooth earnings, avoid losses, or take a big bath, and that the choice
depends on the circumstances, including the extent to which the banks have unrealized gains
and losses to realize. Also Dong and Zhang (2018) examine the extent to which banks use
realized gains and losses from selling AFS securities to manage their earnings. Their findings
show that, despite the fact that banks have to disclose unrealized holding gains and losses on
AFS securities in their financial statements, US banks still engage in earnings management

through selective sales of AFS securities.

Interestingly, Dong and Zhang (2018) argue that the reason why banks engage in selectively
selling AfS securities is because of a lack of clarity in the disclosure of unrealized gains and
losses and investors’ potential inattentiveness to such information. During their sample period,
firms could choose to report unrealized gains and losses in one of three places in their financial
reports: (1) below net income in the income statement, (2) in a separate statement of compre-
hensive income, or (3) in the statement of shareholders’ equity. Dong and Zhang (2018) argue
that because reporting in the income statement makes a more salient display of unrealized gains
and losses, firms may have fewer incentives to engage in selective trading in that case. In con-
trast, if a firm chooses to report the unrealized gains and losses in the statement of shareholders’
equity, investors may react insufficiently to the information. The authors partition the sample
firms according to the three formats used to disclose the unrealized gains and losses. They find
that firms are more likely to selectively sell AfS securities when the unrealized gains and losses
are reported in the statement of shareholders’ equity. These findings are consistent with the
findings of Hirst and Hopkins (1998) and Hirst et al. (2004) who, using experiments, demon-
strate that the disclosure format affects participants’ attention to disclosed information. Finally,
Lee et al. (2006) investigate the comprehensive income-reporting choice of 82 publicly-traded
property liability insurers and show that insurers who are more likely to manipulate earnings

are more prone to report comprehensive income in the equity statement.
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Taken together, the academic literature indicates that recycling of fair value gains and losses
provides relevant information to investors, but also opens the door for earnings management
incentives. These incentives can be curbed by requiring entities to disclose unrealized fair value

gains and losses prominently in the financial statements.
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Question 5: Financial liabilities and own credit

(a) Are the requirements for presenting the effect of OCR in OCI working as the

board intended?

(b) Are there any other matters relating to financial liabilities that you think the

board should consider as part of this post implementation review?
General remarks

IFRS 9.5.7.7 requires the amount of change in the fair value of liabilities under the FVO at-
tributable to changes in own credit risk to be presented in OCI. Subsequent transfer of these
amounts to profit or loss is not allowed (IFRS 9.B5.7.9). The changes in the fair value of lia-
bilities under the FVO attributable to changes in own credit risk, commonly referred to as own
credit risk (OCR) gains and losses, were previously recognized in profit or loss. Other changes
in the value of a liability (for example changes driven by changes in the risk-free interest rate

and maturity) are still recognized in profit or loss.

An entity can use the FVO to measure financial liabilities at fair value through profit or loss
when this will result to more relevant information because either (1) it eliminates or signifi-
cantly reduces an accounting mismatch or (2) a group of financial instruments is managed and
evaluated on a fair value basis in accordance to the entity’s strategy and information about the
group is provided internally in that basis (IFRS 9.4.2.2). An entity can also use the FVO for
liabilities to designate an entire hybrid contact at fair value when permitted by IFRS 9.4.3.5.
The main users of the FVVO for liabilities are financial institutions (Lin et al. 2021), and there-

fore, our discussion mainly pertains to those.

The change in the standard regarding OCR gains and losses mainly reflects concerns raised by
some financial statement prepares and users. As the market value of liabilities decreases (in-
creases) when the entity’s credit quality deteriorates (improves), a gain (loss) is recognized
when a bad (good) economic event occurs. Critics argue that this is counterintuitive to the way
in which gains and losses are typically viewed, and difficult to explain to investors (see for
example Lipe 2002; American Bankers Association 2006; Chasteen and Ransom 2007; The
Clearing House 2009; Gaynor et al. 2011). Bischof et al. (2014) document that OCR gains and
losses is one of the fair value topics that analysts inquire more frequently, with many analysts

explicitly stating that they exclude OCR gains and losses from relevant earnings and valuation
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metrics. This follows an isolated view on the financial liability, where contemporaneous asset
value changes are not considered, and it is usually underlined by the argument that the face

value of liability has to be paid back at maturity.

From an economic theory perspective, risky debt is equivalent to riskless debt minus a put
option, held by the equity holders, with an exercise price equal to the face value of the debt
(Merton 1974). The value of the put is an increasing function of the volatility (risk) of the
business and how leveraged it is, and a decreasing function of the value of the assets. Propo-
nents of the OCR gains and losses recognition argue that these are consistent with debtholders
partially absorbing shocks to the firm’s value, and that including them in the accounting income
enables the faithful representation of the firm’s economic performance (Barth et al. 2008). We
generally agree with this view, and we believe that measurement requirements for liabilities
should be considered at the same time as the measurement requirements for assets. For exam-
ple, if a loan provided by a bank might not be collected completely, a loan loss provision will
have to be created. Hence, within the profit or loss statement the loan loss provision (the de-
crease in the value of assets) normally would outweigh the OCR gain (the decrease in the value
of liabilities).

Academic evidence presented below generally supports that recognition of OCR gains and
losses in profit or loss improves the informativeness of accounting numbers. Whether recording
OCR gains and losses in OCI affects the informativeness of financial statements, is an interest-
ing question. To the best of our knowledge, we do not have academic evidence on this, mainly
because of the limited data. In theory, whether the same item appears in profit or loss or OCI
should make no difference in terms of valuation (Biddle and Choi 2006; Chambers et al. 2007).
However, this requirement may lead to changes in the behavior of managers and/or investors
in respect to OCR gains and losses. For example, to the extent that managers view profit or
loss as the earnings management target, the incentives to use OCR gains and losses for earnings
management will be lower when OCR gains and losses are reported in OCI. To the extent that
managers believe reporting location affects financial statement users’ attention to information,
the incentives to use OCR gains and losses to provide inside information about the credit qual-
ity of the entity can be also different. For a more detailed discussion of academic evidence on

whether reporting location matters please see our response to Question 4.
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Conceptually, when the FVO for liabilities is adopted in order to reduce an accounting mis-
match that arises from the measurement of assets at fair value, we believe that the total change
in the value of liability, including OCR gains/losses must be recorded at the same location as
the changes in the value of the assets. For simplicity, assume that a firm measures all its assets
at fair value through profit or loss. In order for equity holders to understand the effect of
changes in the value of assets on the value of equity, they need to determine what part of
gains/losses on assets will be borne by debt holder. Reporting OCR gains/losses also in the
profit or loss, provides investors with a clear indication on how the gain and losses on assets
are shared. Therefore, including OCR gains/losses in OCI instead of in profit or loss can po-
tentially decrease the informativeness of the income statement. The standard allows OCR gains
and losses to be still presented in profit or loss, if presenting them in OCI creates or enlarges
an accounting mismatch in profit or loss (IFRS 9.5.7.8). However, we currently have no aca-

demic evidence on the extent to which this provision is used by companies.

Regarding question 5(b), from a conceptual point of view, we think it is difficult to understand
the changes in the categorization on the asset side when the liability side remains almost un-
changed. The categorization of financial liabilities (IFRS 9.4.2) follows a completely different
concept, with trading liabilities as a separate category and different criteria to make use of the
FVO and, even more, with splitting the fair value effect of liabilities under the FVO into two
parts, OCR gains/losses and other changes (IFRS 9.5.7.7).

Another practical concern, that has been largely overlooked, is related to the reliability of OCR
gains and losses estimates. The absence of active markets for financial liabilities is often the
case, and structural models of credit risk are widely used to value these liabilities. Literature
suggests that the performance of those models in pricing corporate debt is poor (Eom et al.
2004; Schaefer and Strebulaev 2008). Therefore, estimated OCR gains and losses may lack
reliability, even if the incentives for earnings management decrease with the requirement to be
presented in OCI.

Academic evidence

Empirical studies that use data from the period that OCR gains and losses are reported in profit
or loss largely support that OCR gains and losses improve the informativeness of accounting

numbers. Using a sample of 117 IFRS banks from 24 European countries, Schneider and Tran
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(2015) provide evidence that OCR gains and losses recognition reduces information asym-
metry, captured by the bid-ask spread. Fontes et al. (2018) find that the fair value measurement
of assets is associated with noticeably lower information asymmetry and that this reduction is
larger when banks also recognize OCR gains and losses. This finding is consistent with the
OCR component providing investors with important information on how gains and losses are
shared between equity holders and debtholders. The study uses a sample of 104 IFRS banks
from 23 European countries, from 2005 to 2014. Interestingly, while IFRS 9 permitted early
adoption of the requirement to present OCR gains and losses in OCI, the study reports that all

banks in their sample present OCR gains and losses in the profit or loss.

Studies based on US data (the FVO was introduced by the FASB in 2007 though SFAS 159,
and until 2017 OCR gains and losses were reported in profit or loss) also provide similar evi-
dence. For a sample of US financial firms, Chung et al. (2017) find a positive relation between
OCR gains and losses and stock returns, indicating that the OCR gains and losses contain value
relevant information. The study of Cedergren et al. (2019) also reports a positive relation be-
tween OCR gains and losses and stock returns in their sample of 47 US bank holding compa-
nies, but only when the level of unrecognized intangibles assets is low. Lin et al. (2021) find
that OCR gains and losses can explain future changes in credit risk when the fair value of
liabilities is based on managerial inputs (Level 3), suggesting that OCR gains and convey pri-

vate information to the market.

It is important to mention here that any effects associated with OCR gains and losses presen-
tation in OCI are likely to be more pronounced in the financial industry, as financial firms are
the main users of financial instruments for which the FVO is applicable. The election of the
FVO for liabilities by entities in other industries seems to be much less frequent. For example,
Lin et al. (2021) report that out of the 4,338 non-financial firms in Compustat that have avail-
able 10K documents in EDGAR in 2009, only 11 elect the FVO for liabilities. Of those 11

firms that elected the FVVO for liabilities, none reports OCR gains/losses.

Table 3 provides some descriptive statistics on the election of the FVO for liabilities. We focus
on European publicly traded banks, as for those we have data on liabilities under the FVO
available in S&P Global Market Intelligence database. This data is not available after 2017, as
the database does not provide separate information on assets and liabilities under the FVO after
the change in the classification of financial instruments introduced by IFRS 9. To investigate
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whether the requirement to report OCR gains and losses in OCI has an effect on the use of
FVO, we provide information for listed US bank holding companies (BHC). The US sample
spans the period 2014-2020. This includes 4 years that OCR gains and losses are reported in
profit or loss (2014-2017), and 3 years that OCR gains and losses are reported in OCI (2018-
2020) under SFAS 159.°

Panel A (Panel B) provides information for all European banks (US BHC) for which we have
data available on liabilities under the FVO. We first provide information for all banks, and then
only for FVO for liabilities (FVOL) users. We define a bank as a FVOL user if it has a non-
zero amount of liabilities under the FVO. For European banks, we identify the use of FVOL in
237 out of the 536 bank years. For these banks, the average ratio of liabilities under the FVO
to total liabilities (FVOL/TL) is 3.4%. The percentage of FVOL users is much lower in the US,
we only identify the use of the FVOL in 112 out of the 2,513 bank years. Panel C provides
information for FVOL users by year. For US BHC where we have data after 2017, we can see
that the number of FVOL users drops after OCR gains and losses are reported in the OCI. We
can also see that there is a decrease in the ratio of liabilities under the FVO to total assets
(FVOL/TA) and FVOL/TL post-2017. While we cannot draw strong conclusions due to the
limited number of observations, the descriptive statistics suggest that the FVVO for liabilities is
used less by US BHC after OCR gains and losses are reported in OCI. This can potentially be
driven by FVO users considering profit or loss a better reporting location for OCR gains and

losses.

Under SFAS 159, for fiscal years beginning after 15 December 2017, OCR gains and losses are presented in
other comprehensive income (ASC 825-10-45-5).
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Table 3: Fair value option for liabilities (FVOL) election by European and US banks

Panel A: European banks (2014-2017)

N Mean Median SD P1 P99
All banks
FVOL/TA 536 0.0139 0.0000 0.0312 0.0000 0.1665
FVOL/TL 536 0.0150 0.0000 0.0334 0.0000 0.1746
FVOL (m$) 536 6,041 0 21,450 0 104,003
Only FVOL users
FVOL/TA 237 0.0315 0.0156 0.0407 0.0000 0.2105
FVOL/TL 237 0.0340 0.0171 0.0434 0.0000 0.2211
FVOL (m$) 237 13,663 949 30,634 0 123,040
Panel B: US bank holding companies (2014-2020)

N Mean Median SD P1 P99
All BHC
FVOL/TA 2,513 0.0030 0.0000 0.0416 0.0000 0.0412
FVOL/TL 2,513 0.0034 0.0000 0.0484 0.0000 0.0457
FVOL (m$) 2,513 1,431 0 13,895 0 59,805
Only FVOL users
FVOL/TA 112 0.0662 0.0095 0.1867 0.0000 0.9020
FVOL/TL 112 0.0758 0.0108 0.2177 0.0000 1.0255
FVOL (m$) 112 32,115 134 58,095 0 234,036
Panel C: FVOL by year (only FVOL users)

European banks US BHC

N FVOL/TA FVOL/TL N FVOL/TA FVOL/TL
2014 59 0.0311 0.0334 17 0.0769 0.0860
2015 59 0.0316 0.0341 19 0.0672 0.0841
2016 62 0.0316 0.0342 18 0.0700 0.0798
2017 57 0.0315 0.0343 19 0.1162 0.1305
2018 NA NA NA 15 0.0279 0.0311
2019 NA NA NA 12 0.0376 0.0416
2020 NA NA NA 12 0.0418 0.0458

Notes: This table presents descriptive statistics on the fair value option (FVO) for liabilities election. Panel A
(Panel B) presents information for a sample of listed European banks (listed US bank holding companies) for
which we have data on FVO for liabilities in the period 2014-2017 (2014-2020) in S&P Global Market Intelli-
gence. FVOL/TA (FVOL/TL) is the ratio of liabilities under the FVVO to total assets (total liabilities). FVOL are
the liabilities under the FVO. Panel C provides information on the mean FVOL/TA and FVOL/TL by year for

FVOL users. We define a bank as a FVOL user if it elects the FVO for liabilities (FVOL>0).
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Question 6: Modifications to contractual cash flows

(a) Are the requirements for modifications to contractual cash flows working as the

Board intended? Why or why not?

(b) Can the requirements for modifications to contractual cash flows be applied con-

sistently? Why or why not?
General comments

With the introduction of IFRS 9, the treatment of modification of contracts remained largely
unchanged compared with IAS 39. IFRS 9.B5.5.25-27 set only few rules. Essentially, these
paragraphs specify that a renegotiation or modification of contractual cash flows of a financial
asset can lead to a derecognition of a financial asset. However, the circumstances of a derec-
ognition are not properly explained. Basically, we assume that the case of a contractual change
of a financial asset is one practical example of an expiry of cash flows according to IFRS
9.3.2.3(a) (see also Deloitte 2019).

While the standard still does not outline the circumstances under which a modified financial
asset has to be derecognized, it includes some clarification regarding financial liabilities. IFRS
9.3.3.2 requires a derecognition of a financial liability and a recognition of a new liability in
case of an exchange between an existing borrower and lender of a debt instrument with sub-
stantially different terms as well as a substantial modification of the terms of an existing finan-
cial liability. According to IFRS 9.B3.3.6 the terms of a contract are substantially different if
the discounted present value of the cash flows under the new terms is at least 10 per cent dif-
ferent from the original financial liability. As a discount factor, the original effective interest
rate has to be used. Qualitative criteria are not mentioned in the standard.

As IFRS 9 does not clarify the criteria which have to be met in case of a modification of a
contract of a financial asset, the standard still bears a gap. When there is a gap in a standard,
IAS 8.10 requires the entity to develop an adequate accounting policy. According to IAS
8.11(a) requirements in IFRS which deal with similar and related issues have to be applied.
Therefore, in this case, an entity has to assess whether the criteria for the modification of fi-
nancial liabilities can apply equally to financial assets (Deloitte 2019; KPMG 2017/18). We
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are convinced that guidelines governing the modifications of financial assets should be devel-
oped and included in IFRS 9. Additional guidelines in Annex A should accompany the stand-

ard.

A modification of contractual cash flows results from a renegotiation of an existing contract.
The renegotiation can be caused by changes of market conditions, for example in interest rates,
or changes in credit risk. We agree with the IASB that in order to not open the potential for
earnings management, the treatment of modifications should not depend on the reason for the

contractual changes.

In practice, credit risk-related changes of contracts are more prevalent. They usually offer the
borrower the chance to fulfil repayment obligations partially or at a later point in time. It is
quite common that the lender waives part of the entire repayment obligation. IFRS 9 Appendix
A states that objective evidence of a credit-impaired asset is a significant financial difficulty of
the issuer or borrower. Another example for a credit-impaired asset is a breach of a contract,
such as a default or a past due event. Therefore, before the lender modifies the contract and
accepts changing the contractual cash flows, the respective debt instrument should already be
in impairment stage 2, or even in stage 3, because of a significant deterioration in credit quality
or an impairment. We strongly propose to clarify within IFRS 9 that an impairment has to be
recognized before assessing the effects of a modification. Instead, IFRS 9.B5.5.26 might be
misinterpreted in practice. It deals with impairment requirements on the date of modification

and not with impairment requirements before a modification.

IFRS 9.B5.5.26 deals with stage 1 first and then with purchased or originated credit impaired
(POCI) investments. However, we seriously question if a modification due to a deterioration
in credit quality automatically leads to stage 1 of the new asset and to a POCI investment only
as an exception. In practice, very often the contrary is the case. Bank regulatory rules require
in comparable cases a period of good payment behavior of the borrower to prove that the asset
is recovered. The same is included in IFRS 9.B5.5.27 regarding a financial asset that is not
derecognized. We support to use the same tenor also in IFRS 9.B5.5.26 for cases with a derec-

ognition.

The evaluation of a significant modification compares two kinds of net present values — cash
flows under the new terms with cash flows under the original contract but including impair-
ments (PwC 2015; KPMG 2017/18; Deloitte 2019). A modification that takes place after an
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impairment loss has been recognized might in some cases not be substantial (anymore), namely
when the modification just copies the impairment. Then, there would be no net effect in profit
or loss, but different line items would be affected. As there is divergence in practice the stand-
ard should include the correct order of the assessment — impairment first and test of substantial

different terms afterwards.

Quite often in practice, a modification of a contact goes along with a partial waiver. The ques-
tion of how to account for this then arises. The standard is silent. Two alternatives might be
considered. In the first alternative, the 10 percent test of the present values would come first,
so that the net present value of the original contract will be compared with the present value of
the reduced amount to be repaid. We do not see this alternative as compliant with IFRS 9

although it is used by some banks in practice.

The second alternative would first separate the waived part from the original contract and de-
recognize this part and record it as an expense. After the derecognition, the modification prin-
ciples would be applied to the residual contractual amount. Under this treatment modifications
are less likely to result in substantial changes and a derecognition than under the first alternative
described above. In our view this alternative complies with IFRS 9.3.2.3, which states that a
financial asset has to be derecognized when the contractual rights have expired. We see this

alternative as preferable and suggest that to be confirmed in IFRS 9.

Assuming that the principles on modification of liabilities can be applied to financial assets,
the differentiation between substantial and non-substantial modification is of key importance.
Under IFRS 9.3.3.2 a substantial modification of the terms of an existing financial liability has
to be treated as an extinguishment of the original financial liability. IFRS 9.B3.3.6 outlines a

quantitative assessment of what constitutes a substantial modification.

Although not mentioned explicitly in the Application Guidance, the professional literature most
often argues that not only quantitative changes of a contract could lead to substantially different
terms (Deloitte 2019). In our view, qualitative changes of contracts might lead to substantially
different terms, for example, a change of the borrower (e.g., from subsidiary to parent), changes
in the currency denomination of contractual cash flows, changes that would not qualify for a
categorization as amortized cost (like an equity kicker or the implementation of a right of con-
version). Other indicators might be changes of the original maturity like deferments of pay-
ments or prolongations, changes of the order of priority or other contractual modifications like
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changes in collaterals, additional options of early repayments or other options. Additionally,
the inclusion of bail-in arrangements into a contract, which predetermine a cut of a liability in

case of a loss, could potentially be a substantial change of the original terms.

According to IFRS 9, a financial asset is classified only at initial recognition. However, in our
view, changes in the contract terms that result in an asset no longer satisfying the SPPI criteria,
have to be treated as a derecognition of the previous instrument and as a recognition of a new
one. Otherwise, the door would be wide open to earnings management. We, therefore, strongly

propose to make this clear in additional Application Guidelines in Appendix B.

Furthermore, changes of the contract should not be interpreted in isolation. Rather, the overall
picture will have to be considered. For example, the change of a fixed-rate loan into a variable-
rate loan might, as such, not lead to substantially different terms because of failure of the 10
per cent test. Nevertheless, together with other changes of qualitative factors the interpretation

might differ. Also, this should be made clear in Appendix B.
Empirical evidence on modifications of debt instruments

Modifications of contracts were highly relevant already before Covid-19 but gained in im-
portance during the pandemic. As a response to Covid-19, governments imposed containment
measures of which moratoria is one. “The EBA Guidelines on loan moratoria clarify that gen-
eralised payment delays due to public or industrywide moratoria do not lead to an automatic
classification of exposures as defaulted, forborne or unlikely to pay.” (EBA 2020a, p.16; see
also EBA 2020b)

In the first pandemic year, 2020, the EBA came out with some empirical findings on the use of
moratoria and public guarantees in the EU banking sector (EBA 2020c). The report considers
moratoria-related data reported by 132 banks in total. Figure 5 below presents the distribution

of banks using moratoria and public guarantees by EU country in the first year of Covid-19.
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Figure 5: Number of institutions reporting the use of moratoria and public guarantee
schemes by country (reproduced from EBA 2020c)
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As of June 2020, about 6% of banks’ total loans were granted EBA-compliant moratoria (a
volume of 871 billion Euro). The EBA states that a few banks reported more than 40% of their
total loans to private households and non-financial corporations that were subject to moratoria.
In addition, banks used non-EBA-compliant payment moratoria, contractual modifications or

refinancing which in total amounted to around 60 billion Euro.

The EBA sees a clear connection between moratoria and impairments and stresses that banks
are required to assess the unlikeliness-to-pay criterion for classifying the exposures as non-
performing (EBA 2020c). Although this definition is not exactly the same as the definition of
an incurred loss, the definitions are largely aligned, so that non-performing loans are mostly
those that have to be classified in impairment stage 3 according to IFRS 9. Around 20 billion
Euro of loans under EBA-conform moratoria were classified as non-performing, as indicated
by Figure 6 below. Furthermore, Figure 6 shows that the share of loans under moratoria as a
percentage of total loans is economically significant in a number of EU countries. For example,
in Greece, loans under moratoria reached an amount of more than 4 EUR billion representing

more than 50% of total loans.
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Figure 6: Volumes of loans under non-expired moratoria classified as NPLs by segment
(EUR billion) and loans under moratoria as a percentage of total loans by country (repro-
duced from EBA 2020c)
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In their Monitoring Report on the implementation of IFRS 9 by EU institutions, the EBA in-
vestigates 47 institutions from 20 EU countries, which covers about 60% of the total assets of
the EU banking groups applying IFRS (EBA 2021). In this report, the interrelation between
moratoria and impairment is highlighted as well. The EBA observes a lot of diversity in prac-
tice in the treatment of moratoria. “Regarding the criteria that lead to the derecognition of a
financial asset after a modification of its contractual conditions, multiplicity of both qualitative
and quantitative approach can be observed across the sample.” (EBA 2021, p.98).

First, EBA observes that only 50% of the banks apply the modification criteria for financial
liabilities, and in particular the 10 per cent test, to financial assets. Second, all of these banks
apply either additional quantitative and/or qualitative criteria. Third, around 75% of all banks
within the sample use qualitative criteria. Fourth, for banks using additional quantitative crite-
ria to the 10 per cent test, most of the additional quantitative criteria are linked to changes in
the due date or in the loan amount. These findings indicate that IFRS 9 should include addi-
tional qualitative criteria and not only refer to the 10 per cent test to determine what constitutes
a modification, as suggested by the EBA (EBA 2021).

Figure 7 illustrates the criteria that European banks use to assess the necessity of a derecogni-
tion after a modification of a contract. Specifically, 77% of the banks use certain qualitative
criteria including the change of borrower, change in currency, and substantial change in the
contract terms, and 54% of the banks use other qualitative criteria, which demonstrates their
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practical importance. Figure 8 breaks those criteria down to specific types of other qualitative

modifications.

Figure 7: Criteria used to assess whether or not the modification of financial assets leads to

the derecognition of original exposure (reproduced from EBA 2021)
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Figure 8: Types of other qualitative modifications (reproduced from EBA 2021)

Consolidation of contracts — ———————— /
Modification of conversion terms — n—— |
Introduction of special clauses  — ——————
Consideration for borrowers' difficulties  n— —T———————
Consideration for comercial/market reasons  — — —————
Case by case assessment - ——— )

Changes in cash flows  E—————
Distinction between foreborne and non-foreborn exposures  —— 1
Payment defferals  m—— 1
Breach of SPP1 Crite rio ————————— N
Criteria considered already in the "Qualitative criteria’ group  — —————— 7
Legal framework — — 1
Assessment of modifications on an aggregated level — —— 1
Not clear EE—— 7

B Number of institutions
Low and Schrdder (2021) investigate the disclosure quality on Covid-19 of European Banks in

half-year and year-end financial statements 2020. The selection of banks for this research is

based on the list of significant entities as of 1st of January 2021 (115 significant supervised
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entities, which are directly supervised by the European Central Bank (ECB)). The final sample
consists of 86 banks with annual reports of which 67 provide also half-year reports for the year
2020. Figure 9 already illustrates that the level of disclosure varies depending on the specific
accounting topic analyzed. It also shows that the level of information from half-year reports to

annual reports increased significantly.

Figure 9: Relevant accounting policies and risk concentrations (reproduced from Low and
Schroder 2021)
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The authors find that a large majority of banks incorporated information on how far the granting
of moratoria influences the bank’s credit risk assessment for a borrower (Loéw and Schroder
2021). Usually, the banks incorporated a summary of the EBA-guidelines that moratoria are
not considered as an automatic trigger for IFRS 9 stage transfers (conforming with the EBA
statement) and then shortly described how these guidelines were applied by the bank. Concern-
ing the accounting for contract modifications, the disclosure from European banks can still be
improved. Although there is a strong increase in the number of banks disclosing their general

accounting policies between the half-year and the year-end, still less than 70 % of the banks
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include a description of their modification policies in the annual report. “The understanding of
how the bank accounts for contract modifications is an essential element already for the half-
year reports, as users of the financial statements else might not be able to fully understand the
effect of support measures. Moreover, even fewer of the banks provide, in addition to the gen-
eral accounting policies, an explanation of how these general modification policies are applied
specifically to the Covid-19 support measures.” (LOW and Schroder 2021, page 49). The con-
clusion holds even more as IFRS 9 contains no clear principles on the accounting for contract

modifications of debt instruments and there is a lot of diversity in practice.
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