

Memo for[image: CEA+baseline_RVB_200dpi(psd)] action
 

[bookmark: Draft1st][bookmark: Header]
	To:
	Corporate Reporting WG

	From:
	Philippe Angelis 

	cc:
	 ECOFIN Committee

	Date:
	20-12-2021

	Reference:
	ECO-CORP-21-167

	Subject:
	Insurance Europe / CFOF position on IFRS 9 FVOCI Recycling





	
[image: CEA+baseline_RVB_200dpi(psd)] 


Input requested
Following the third round of members’ input on the IFRS 9 Post Implementation Review (ECO-FRG-21-149), no unanimous position on the proposed impairment models emerged from members. The secretariat continued discussions with the CFOF in view of finding a common position to present EFRAG and the IASB.

The CFO Forum circulated on 20 December a proposed impairment model to accompany the call for the reintroduction of recycling, for which they seek their members’ views by 6 January:
 
	Rebuttable “default” impairment model:

An equity position is written down to its current market value and the loss recognised in P&L if either:
1. its current price at closing is more than [25] % below carrying value
or
1. its current price has remained below carrying value for more than [2] consecutive quarters 

The impairment model would allow for reversals of equity impairments.



The secretariat recommends that we support the proposal by the CFOF for the following reasons:
The CFOF proposed impairment model is very close to the one developed and proposed by the secretariat (20% decline, 3 quarters) and was supported by a number of members.
Defending a unified industry position to the IASB and EFRAG will increase our chances of success in reintroducing recycling for FVOCI equities.
Failing to put forward a proposed impairment model to the IASB will mean we have made no progress from our current position and, in the secretariat’s view (see Annex 1), significantly reduce our chances to achieve the reintroduction of recycling by showing the industry’s inability to arrive at a consensus on rules to apply for impairment.

We will make sure that the position makes clear that insurers using FVPL is a valid choice for many companies, and any development on recycling for FVOCI equities should not undermine this choice.

Members are kindly requested to provide their input on the CFOF’s proposed impairment triggers and the secretariat’s approach by 5 January COB.

If members agree with the secretariat’s suggestion, the secretariat will assist the CFOF in drafting an industry response to the EFRAG and IASB consultations. 


Background
Recycling of FVOCI equities
The issue of recycling has long been part of our position and the subject of many debates with the EC, EFRAG and the IASB. The latest position of the IASB on the matter was expressed by Sue Lloyd in 2018 (here). One of the main criticisms from those opposed to the reintroduction of recycling for FVOCI equities is that the impairment rules under IAS 39 for AFS equities was not effective and allowed for significant judgement to be used which led to “cherry picking” and inconsistent profit/loss reporting.

The flexibility under IAS 39 for companies to each set their own trigger points or to change their trigger points during market volatility could be used by those against recycling as a cause for concern over consistency and profit management. Our previous position on allowing recycling including the following on impairments:

We support the inclusion of rebuttable quantitative impairment triggers in an impairment model determined by management. IFRS 9 could however provide additional guidance on the meaning of “significant” or “prolonged”. Our experience in the past with the impairment model under IAS 39 showed that such guidance might be beneficial. Consistent with the principle-based nature of the IFRS-Standards, it should be up to the reporting entity to specify the impairment triggers  and to disclose the applied valuation rules, including the quantitative impairment triggers, in the notes to the financial statement.(here)

Equity-like instruments, such as UCITS, should be eligible for recycling and the impairment model should allow fair value losses which are likely to be permanent to be identified and must also allow reversals. 

In our July FRWG meeting, we agreed to work on a proposal for a robust impairment model to accompany recycling. 

The revised proposal focuses on providing objective criteria for triggering impairment of an asset measured at FVOCI by defining what a “prolonged” and “significant” decline of fair value is. Allowing reversals could ensure that a simple impairment rule could be acceptable because if an equity recovers then the impairment would be reversed.  

Such a rule could avoid that short term market movements and price dips force an impairment and avoid the need to reverse impairments too often while addressing concerns by ensuring consistency and that significant and/or prolonged falls in value will be reflected in P&L. 

ESG Bonds
In our July FRWG meeting, we agreed to work on a proposal for a robust impairment model to accompany recycling and the possibility of adding the issue of the treatment of green bonds to our position on the IFRS 9 PIR.

The issue of bonds and loans with interest rate or other features linked to the achievement of ESG targets of the issuer or linked to the proceeds of an ESG project was not widespread at the time IFRS 9 was developed by the IASB. From the perspective of the holder, the application of the SPPI test or of the contractual linked test in IFRS 9 may result in these instruments failing to be eligible for classification at amortised cost or at fair value through OCI, unless the entity demonstrates that the feature under investigation has an indirect credit risk nature (e.g., the reduction of interest rates reflects a lower credit risk that accompanies the achievement of the ESG target).

EFRAG has put forward a number of solutions, but members have not provided any feedback on them, or indicated that Insurance Europe should take a position on one or more of them. 

Therefore, we will continue to maintain the position currently held, which is to raise the issue of ESG related bonds as an area of concern in our response to the IFRS 9 PIR, without putting forward views on solutions.


Annex I: Insurance Europe’s existing position on recycling under IFRS 9
Important note for Fair Value through Profit and Loss (FVPL) users:
A reintroduction of recycling and impairment for equity instruments should not limit the possibility for companies to continue measuring equity instruments at Fair value through profit or loss (FVTPL) where this provides the appropriate representation of their performance

Following the EFRAG’s endorsement advice to the EC on IFRS 9 published in September 2015(here), the EC sent a request to EFRAG to consider solutions to this issue and the related issue of recognition of certain equity like instruments under IFRS 9. EFRAG published a discussion paper in March 2018. The secretariat responded to EFRAG’s discussion paper on equity instruments - impairment and recycling (see ECO-FRG-18-075) and sent a letter to EFRAG’s president (see ECO-FRG-18-076) on 24 May 2018. 

Later that year, the European Commission, as part of its Action Plan on sustainable finance sent a request to EFRAG to investigate “alternative” methods of accounting for long term equity investments on 1 June 2018. The secretariat’s response, written jointly with the CFOF, which also calls for the reintroduction of recycling can be found here.

Our arguments in favour of the reintroduction of recycling are the following:
Unfaithful presentation of performance: the prohibition of recycling results in irrelevant information as it does not reflect an entity’s business model or fails to convey information about management performance and stewardship. In addition, many users of financial statements are interested in having additional information distinguishing realized from unrealized gains and losses. Recognizing gains and losses of equity instruments measured at FVOCI in the P&L would give users information about the economically motivated disinvestments decisions made by management and would thus put investors in a better position to assess the stewardship of management.
Differential treatment of Fair Value Gains and Dividends: Due to the prohibition of recycling, the cash flows relating to gains on disposal from the sale of equity instruments, which are measured at FVOCI, are not reported in profit and loss anymore (in contrast to IAS 39). As a result, the general principle to show in a transparent way all realised gains and losses in the profit and loss account has been left out under IFRS 9. This creates the false impression that the cumulative gains and losses at the time of disposal of equity instruments are not relevant or economically insignificant, and therefore not a part of the financial performance. In fact, capital gains on average have been larger than dividends and are fundamental to insurer’s rationale of investing in equities. On average since 1930, returns on capital have been more significant (5,5%) than from dividends (4.1%). From a company perspective, the lack of recycling can therefore create an unnecessary distortion in the presentation of the financial performance of long-term equity investments using, FVOCI. For insurers the problem can be exacerbated because the equity investments can be backing insurance liabilities. Increases in the liabilities will in some cases need to go through P&L and are economically matched by the combination of dividends and capital gains. Therefore, to avoid accounting mismatch in such cases the ability to recycle equity capital gains through P&L is needed.
Conceptual framework argument: The Conceptual Framework acknowledges that amounts should be recognised in profit or loss when it results in more relevant information. Therefore, all gains and loses should be presented in profit or loss at some point in time as profit or loss is the primary statement of performance under the Conceptual Framework for Financial Reporting. 
Accounting disadvantage for equities vs debt: entities applying IFRS 9 for debt securities have the option to measure them at FVOCI with recycling, which creates an accounting disadvantage for equity investments which need to either be measured at FVPL or at FVOCI without recycling.
On the need for reversals: We acknowledge that some of the negative fair value changes might have a permanent nature and it would be more appropriate and in line with the principle of prudence of the revised Conceptual Framework for Financial Reporting to reflect such fair value changes in profit and loss. An appropriate impairment model would allow fair value losses which are likely to be permanent to be identified. However, it is important that reversals of impairments are also possible. The notion of ‘once impaired always impaired’ would not reflect correctly the economic reality and from a transparency perspective would be incorrect.
On the treatment of investments funds and puttable instruments: Under IAS 39, investments through an investment fund or also private equity investments in real projects like infrastructure are usually accounted for as equity instruments (such as UCITs) classified as Available for Sale (AFS), with recognition of changes in fair value in OCI. Under IFRS 9, those investments are considered to be debt instruments and have to be accounted for at FVPL since these would normally not meet the “solely payments of principal and interest” (SPPI) –criteria. This significant change in accounting treatment creates volatility in the statement of profit and loss that is not consistent with the long-term investment perspective of these instruments. It would also create accounting mismatches if the corresponding liabilities are not accounted for at FVPL under IFRS 17. 
In case no changes are proposed in the accounting treatment of indirectly held equity instruments, we expect the attractiveness of these types of investments to decrease significantly. Therefore, we ask the IASB to consider this detrimental accounting treatment for indirect investments in equity instruments in order to allow insurance companies to continue to invest in this asset category from a long-term investment perspective and in the context of a well-diversified asset portfolio. 
IFRS 9/IAS 32 accounting rules should not disincentive related long-term equity investments of insurers, irrespective if they are held directly or indirectly.

Our proposed solution:
We support the inclusion of rebuttable quantitative impairment triggers in an impairment model (including reversals). We acknowledge that some of the negative fair value changes might have a permanent nature and it would be more appropriate, and in line with the principle of prudence of the revised Conceptual Framework for Financial Reporting, to reflect such fair value changes in profit and loss. An appropriate impairment model would allow fair value losses which are likely to be permanent to be identified. However, it is important that reversals of impairments are also possible. The notion of 'once impaired always impaired' would not reflect correctly the economic reality and would be incorrect from a transparency perspective. The prohibition under IAS 39 to reverse in profit and loss previously booked impairment losses ('once impaired always impaired' rule) leads to an asymmetric treatment of significant and prolonged decreases and increases in the fair value of equity instruments Therefore, improvements to the IAS 39 impairment model are needed. One of the key concerns expressed by the IASB is that the impairment model under IAS 39 was not effective. We propose the introduction of quantitative triggers to define what is a significant or prolonged decline in fair value. This could be done by defining a specific percentage decline from the acquisition cost and a specific time period over which the fair value has been below the acquisition cost. However, these quantitative triggers should be rebuttable to take into consideration certain facts and circumstances. The impairment model would also need to allow reversals of equity impairments. The IAS 39 impairment model for equity instruments has favoured late recognition of impairment by prohibiting reversals. The recycling rules should also apply to equity like investments such as UCITS. 



Additional key reason why recycling is such an important issue:
Insurers have a significant potential appetite for greater equity investing and Europe has a great need for equity investment as made clear by the CMU plan supported by the EC, Council and Parliament. It is important therefore to remove any barriers that could reduce insurers equity investments.

Recent developments
The application of IFRS 9 and its impact on equity holdings has been on the news in November 2021 (here):

“French reinsurer Scor sold off half of its equity portfolio, down to €200m, in Q3 2021 after chief investment officer (CIO) Francois de Varenne warned in September it would review asset allocation ahead of IFRS 9 implementation. Speaking at Scor's investment day in September, De Varenne said some asset class allocation, "notably equity securities and structured products" would be reviewed ahead of the transition to IFRS 9.”

"You cannot imagine how many asset classes we have dropped because of accounting," the CIO said before bemoaning the IFRS 9-induced volatility in the balance sheet because of the standard's treatment of equity holdings.
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