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Primary causes of the GFC

Performance review of accounting framework during GFC

Observations on effectiveness

The IASB change agenda
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Sub-prime exposures in the US
Overleveraging of the global economy

Excessive risk taking & inadequate
pricing of risk

Inadequate capital in the banking sector
Regulators, Credit rating agencies

Accounting standards?
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Corporate collapses — role of the accounting framework

® Fair value accounting — messenger or
contributor?

® Credit provisioning In financial institutions

® Disclosures with respect to financial risks
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Highly leveraged

Liquidity issues

E Uncertainty over financial asset carrying values
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® Corporate collapses - role of the accounting framework

® Fair value accounting — messenger or contributor?

® Credit provisioning In financial institutions

® Disclosures with respect to financial risks
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® Certain financial assets are measured at fair value, with changes in fair
value recognised in P&L or equity

Active markets

(Level 1) Use quoted prices

Observable

inputs Use inputs that are observable
(Level 2)

Unobservable
inputs
(Level 3)

Using inputs that are not based on observable market
data
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Falling asset prices led to accounting losses

Losses led to forced asset sales to meet regulatory requirements
Forced sales exacerbated the fall in asset prices

Liquidity in markets evaporated

Inability to differentiate between distressed and willing transactions
Fair value rules structured to avoid:

- ability to hide losses

- recognition of unrealised gains from models with no verifiable inputs
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“ Reference to an actual market
transaction, even an imperfect one, is
preferable in principle to an internal

model elaborated by the issuer 99

“In extreme cases, mark-to-model
degenerates into what | would call
mark-to-myth ,,

Warren Buffet



Provides transparency — does P&L volatility reflect the reality

Contributes to pro-cyclicality of the financial system

Impairment of amortised cost based assets

Practical application in illiguid markets

If not fair value then what?
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Fair value accounting
- the wash up

At the end of the day, fair value
accounting as currently prescribed In
IFRS and US GAAP standards can be
described in analogy with Churchill’s
portrayal of democracy, as the worst
system with the exception of all others

Pierre Cailleteau,
Moody’s

)



® Corporate collapses - role of the accounting framework

® Fair value accounting — messenger or contributor?

® Credit provisioning In financial institutions

® Disclosures with respect to financial risks
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® “Incurred” loss model delayed the recognition of loan loss provisions

® Regulatory views on understated provisioning

® |mpact on profits & dividend levels

® |gnored commercial reality that banks price products with expectation
of credit losses
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® Corporate collapses - role of the accounting framework

® Fair value accounting — messenger or contributor?

® Credit provisioning In financial institutions

® Disclosures with respect to financial risks
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IFRS 7 was introduced in August 2005 with amendments in 2007 and
again in 2009

Did investors properly understand the financial risks?

Liquidity risk disclosures

Off balance sheet disclosures

Balance of commercial sensitivity vs. investor needs
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Observations on
effectiveness

of proposed
changes
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® Financial instruments — simplification....

Fair value accounting

Recognition & measurement

Reclassification from fair value to amortised cost
Fair value guidance

Credit provisioning

Disclosure

Hedge accounting
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® (Changes in business practices & failures following economic downturn

® Enron — Financial instruments & Consolidation of SPEs

® Dotcom boom - Share based payments

® Pension deficits — Defined benefit plans

® GFC - Financial instruments & Consolidation

® Convergence with US GAAP

© 2010 KPMG, an Australian partnership and a member firm of the KPMG network of independent member firms affiliated with KPMG International, a Swiss cooperative. All rights reserved.
KPMG and the KPMG logo are registered trademarks of KPMG International.
Liability limited by a scheme approved under Professional Standards Legislation.

21



© 2010 KPMG, an Australian partnership and a member firm of the KPMG network of independent member firms affiliated with KPMG International, a Swiss cooperative. All rights reserved.
KPMG and the KPMG logo are registered trademarks of KPMG International.
Liability limited by a scheme approved under Professional Standards Legislation.

22



Discussion Paper _

Exposure Draft

Amendments to
IFRIC 14
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Consolidation

Revenue recognition

Leasing

Others — Tax, Liablilities
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® Limitations of financial reporting

® Principles based vs. Rules based standards

® |s it the accounting standards or their application?
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Questions



Malcolm Ashcroft

National Leader

Accounting Advisory Services
9455-9230
mashcroft1@kpmg.com.au
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Report of the Financial Crisis Advisory Group (July 2009)

Michel Magnan, Fair value accounting and the financial crisis: Messenger
or Contributor?

Nicolas Veron, Fair value accounting is the wrong scapegoat for the crisis
(May 2008)

Robert Pozen, Harvard Business Review, |s it fair to blame fair value
accounting for the financial crisis? (Nov 2009)

Christian Laux, Christian Leuz, The crisis of fair value accounting: Making
sense of the recent debate (April 2009)
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® This presentation is provided solely for discussion purposes only and is not
to be copied, quoted or referred to in whole or in part without KPMG's
prior written consent

® Accordingly, neither the firm nor any member or employee of the firm
undertakes responsibility in any way whatsoever to any person or company
for any errors or omissions contained in the presentation slides, however
caused
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