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INTRODUCTION

The Inditute of Chartered Accountants in England and Waes welcomesthe
opportunity to respond to the Exposure Draft of amendmentsto IAS 32
Financial instruments. Disclosure and presentation and IAS 39 Financial
instruments: Recognition and measurement, published by the Internationd
Accounting Standards Board in June 2002.

We have reviewed the Exposure Draft and set out below a number of
comments. We ded firgt with significant matters, before commenting on the
specific issues raised in the exposure draft and anumber of points of detall.
Particular issues arising on the gpplication of the proposed revised stlandards to
insurance contracts are highlighted below and in more detail in Appendix A.

MAJOR MATTERS

We welcome the IASB’ sinitiative to review IASs 32 and 39 in light of
experiences arigng from the implementation problems caused by the standards
current text. However, we strongly support amore radical approach. We urge
the IASB to expedite a complete regppraisal and re-write of IASs 32 and 39 to
produce smplified, understandable, principles-based standards. We consider
that such an gpproach would make IASs 32 and 39 more effective and usable.
Thiswould be of sgnificant benefit to the many companies, for examplein
Europe and Audrdia, which will have to use them for the first time in 2005.

The details of the proposals that the IASB is now making are much more
extensve than they first appear, and are not just smdl improvements. Thereisa
sgnificant need for fidd testing in the short period between now and the revised
standards being published, particularly in the areas of derivatives on own shares
and for recognition and derecognition. A small number of IAS users and their
auditors now have a degper understanding of applying IAS 39 in practice. We
recommend that the |ASB should establish a consultative group from these
sources to provide detailed input and experience as it debates the amendments
that will be made before the revised standards are published.

Debt / Equity digtinction

We doubt that the current and proposed text of IAS 32 aids the identification of
the true substance of financid instruments. Moreover, we consider that the
proposed text provides greater opportunities for instruments to be structured that
defeet the redlity thet, in substance, they are liahilities.

We congder that the criteriafor determining the distinction between debt and
equity could be conveyed more smply using principles and less complicated
language. As an example, paragraph 18 of I1AS 32 could be stated as follows:

“Financial instruments, or their component parts, shall be classified on initial
recognition as liabilities if they contain an obligation to transfer economic
benefits, including a contingent obligation to transfer economic benefits.
Financial instruments, or their component parts, that do not contain an
obligation to transfer economic benefits shall be reported in equity.”
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We strongly recommend that the |ASB review the concepts underlying the
definitions of debt and equity as soon as possible.

Puttable ingtruments

The appropriate classfication of puttable instruments has not been resolved by
the proposed revison to IAS 32. Thereisafundamenta difference between a
puttable instrument that, in substance, is entitled to the resdud interest inan
entity (for example, opentended mutud funds, unit trusts, partnerships) and one
that is soldy entitled to afixed return. In our view, the former is clearly equity,
notwithstanding the right to be repaid, and the latter is clearly debt. We believe
that this issue can only be properly resolved by a complete reassessment of the
definitions of debt and equity.

Hedge accounting

This aspect of the current IAS 39 is by far the most criticised and one that the
IASB should address urgently to smplify the accounting and resolve the
difficulties met in practice. Where hedging is avaid commercid practice for
managing risk it should not be curtailed by arbitrary and unnecessary rules.

In our view, the IASB should reduce the complexity of hedge accounting by
focuang on three principles for hedge rdationshipsin afar vaue framework.
Hedges from inception should be:

a. dearly defined and documented in accordance with the entity’ s risk
management objective and strategy for undertaking the hedge;

b. reiably measurable; and

c. dfective

All the other rulesin respect of hedge accounting (including the IGC Q&AS)
should be regppraised for their relevance and necessity in light of these criteria.

We agree that recording derivative hedging indruments & far vdueisthe
correct gpproach. Thereforein amixed model framework undoubtedly there
will be compromisesin the accounting for hedges in order to make economic
sense of the transactions. However, we find the rules in repect of the
accounting for both fair value hedges and cash flow hedges perplexing and
unnecessarily complex. In our view the accounting for both types of hedge
needs to be changed.

A dgnificant improvement could be achieved by changing the reporting of the
gains and losses on the hedging instrument in both types of hedge. Rather than
reporting them in the profit and loss account immediately, they should be
reported in an appropriate, separately disclosed, liability or asset category on the
bal ance sheet and then transferred to the profit and loss account when and to the
extent that gains or losses on the hedged item are recognised in the profit and
loss account. Although there are reservations about the nature of such gains and
losses and whether they meet the definition of assets and ligbilities, we believe
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that our proposal is pragmatic, readily understood and the least open to
criticdsm.

For fair value hedges, our proposa would mean that the hedged item would not
be adjusted for the change in vaue in the fair vaue of the hedged risk. This
would |leave them throughout the hedge period at amounts that preparers and
users of accounts can more easily understand and ensure that they are consistent
with the amounts reported interndly.

For cash flow hedges, it would mean that the gains and losses are not reported
in equity and thus the need to recycle them to the income statement is removed.
Removd of recycling for cash flow hedges would be helpful asthe IASB
consders the issue generdly in the context of its project on reporting
performance. An additiona benefit would be the consequent stability of an
entity’ s net assets that are currently made volatile by the inclusion of the
hedging gains and lossesin equity.

I mplementation guidance

Some of the issues addressed by the existing IAS 39 implementation guidance
Q&As have been embedded in the proposed changes. However, thisleaves a
question mark over the status and agpplication of the remaining guidance. We
consder it dangerous for materid that isincons stent with the standard to be left
unresolved. For example, in some cases the Q& As are more redtrictive than the
standard (for example IGC 147-1, which bans the so cdled short cut method for
asses3ng hedge effectiveness in Stuations where it may be assumed that there is
a‘perfect’ hedge) and others that appear to relax the standard’ s requirements
(for example, IGC 134-1 on internd hedges). We urge the IASB to include the
remaining relevant IGC Q& Asin Appendix A — Application Guidance of the
revised IAS 39. Thiswill ensure that the inconsistencies with the revised
standard are removed.

The two incongstencies that we have highlighted in paragraph 16 could be
resolved by applying the IASB’ s stated objective of convergence with US
GAAP on financid insruments. IGC 147-1 should be withdrawn as FAS 133
permits the short cut method for ‘perfect’ hedge effectiveness. In respect of the
|latter, the IASB could amend paragraph 126B by formulating a principle from
the requirements of FAS 138 that would permit the use of internd derivatives
provided that the net exposureislaid off externaly in such away thet the net
mark to market gain or loss on the externd derivative fully offsets the net gain
or loss arigng on theinternd derivatives.

Disclosure

To reduce the amount of disclosuresin jurisdictions where a parent company

has to publish its own individua accounts aongside its consolidated accounts,

we suggest that there should be an exemption for the parent company from
making itsown 1AS 32 and 39 disclosures. This exemption should only be
invoked where the parent’ s own accounts are presented in the same document as
its consolidated accounts.
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Insurance

We have serious reservations about the practicdity of applying the current IAS
32 and 39 requirements to those insurance and re-insurance contracts brought
within the scope of the stlandards, and to embedded derivativesin al insurance
contracts, as required by paragraph 1(c) of IAS32.

Paragraph 3 of IAS 32 states that ‘the provisions of this Standard apply when a
financid ingtrument takes the form of an insurance contract but principaly
involves the trandfer of financid risks...”. Many insurance contracts that
transfer sgnificant insurance risks could also be said to trandfer principdly
financid risks. The |ASB’s own definitions of insurance contracts, as set out in
IAS 32 and the Draft Statement of Principles (DSOP), are mutualy inconsstent.

It is extremely important that the definition of an insurance contract adopted as
part of the current improvements project should not be subject to change asa
result of the insurance project.

Little guidance is currently provided in IAS 39 for the measurement of those
contracts that would, either under the current definition included in IAS 32 or
under the DSOP s definition, be within the scope of IAS 39. Some insurance
contracts are compound transactions that cannot be segmented into insurance
and finance components: for example, endowment contracts with significant
mortdity risk trandfer. Some are participating contracts. Again, the solutionin
the context of IAS 39 must not be at odds with the ultimate recommendation of
the IFRS for insurance contracts.

We advocate that the |ASB should develop, and expose for public consultation,
guidancein thisarea. In our opinion, this guidance, which will have a
fundamenta impact on the results of insurers, particularly life assurers, should
be developed and field-tested in as collegiate a manner as possible with the
major insurers and professiona accounting bodies. A more detailed discussion
of our concernsin relation to insurance companies is st out in Appendix A.
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RESPONSES TO SPECIFIC QUESTIONS-1AS 32

Probabilities of different manners of settlement (paragraphs 19, 22, and 22A)
- Do you agree that the classification of a financial instrument as a liability or
as equity in accordance with the substance of the contractual arrangements
should be made without regard to probabilities of different manners of
settlement? The proposed amendments eliminate the notion in paragraph 22
that an instrument that the issuer is economically compelled to redeem because
of a contractually accelerating dividend should be classified as a financial
liability.

Probabilities of different manners of settlement: No. We do not support the
change to paragraph 19 because it will not result in the correct classfication of

an ingrument based on its substance. The changes will muddle thisimportant
message. Paragraph 20 dedls adequatdly with the issue of the manner of
Settlement and we see no reason to introduce the concept prematurdly in

paragraph 19.

More generdly, we believe that the wording of paragraph 18 should be
darified. The tengon between the Sngle insrument and the component
approach is not adequately resolved. Further, the phrase * substance of the
contractua arrangement’ does not in our view sufficiently emphasise the need
to put the substance of the arrangement before the lega form of the contract.

Economic compulsion: We do not agree with the proposa to del ete the notion
of economic compulsion. Its deletion will lead to problemsin practice. Rather
than ddleting it, the IASB should place gregter emphasis on when this
characteristic should be addressed. Economic compulson is an important
principle in the determination of the substance of afinancia instrument.

Removing the notion of economic compulsion will alow greater opportunities
for instruments to be devised whose terms will result in them being
ingppropriately classfied as equity. The current text of IAS 32 dlows an equity
classfication to be rebutted where the ingruments are priced as ligbilities by
investment banks and investors. The IASB mudt reingtate this important
safeguard to ensure proper classification.

Paragraph 22 of the present IAS 32 should be revised and the current example
improved and other examples added. A particular example would cover the
Stuation where a contractua obligation to redeem can be established indirectly
through the terms of and conditions of a preferred share. For example, an
ingrument that entitles the holder to liquidate the issuer in certain circumstances
may effectively establish such an obligation.

In addition, the proposed amendments require a financial instrument that the
issuer could be required to settle by delivering cash or other financial assets,
depending on the occurrence or non-occurrence of uncertain future events or
on the outcome of uncertain circumstances that are beyond the control of both
the issuer and the holder of the instrument, to be classified as a financial
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liability, irrespective of the probability of those events or circumstances
occurring (paragraph 22A).

We agree, except that the principle of remoteness should be retained where the
future event isinsolvency, or near insolvency. In such a case, this future event
should be ignored until it occurs, asit is not relevant to the economic substance
of the transaction determined on a going concern basis.

As drafted, the proposed amendment to the standard could be open to abuse
with conditions congtructed to ensure that an instrument is classfied asa
liability even though the future events are unlikely to hgppen and thus the
condition isatificid or unredigtic. For example, a convertible debt instrument
whose conversion is contingent upon the issuer’ s own share price increasing by
afixed percentage would be classified as aliability. However, a non-contingent
convertible debt with a conversion price set a the same amount would have to
be split-accounted. We note this potential to misclassify because, dthough
entities are normaly averse to increasing therr ligbilities, many insruments are
engineered ether to obtain favourable tax status from their accounting
classfication or to ensure excluson from diluted EPS until the contingency is
met. Hence entities may consider the use of such perverse insruments because
such effects outweigh the classification disadvantages.

The examples of future events outside of the control of the issuer and holder
provided in paragraph 22A would be enhanced if they included changesin tax
datus of the ingrument. It is a common feature of many instruments that they
have to be redeemed in cash when there is an unfavourable change in ther tax
status.

Separation of liability and equity elements (paragraphs 28 and 29) - Do you
agree that the options in IAS 32 for an issuer to measure the liability element of
a compound financial instrument initially either as a residual amount after
separating the equity element or based on a relative-fair-value method should
be eliminated and, instead, any asset and liability elements should be separated
and measured first and then the residual assigned to the equity element?

Y es. However, it does not resolve difficulties where the compound instrument
contains embedded put and call options that are dependent on movementsin the
issuer’ s share price. The examplein |AS 32 paragraph A24A does not
adequatdly deal with the methodology that should be used to determine the

liability component.

Whereit isnot practicd to vaue the liability component due to the complexity
of the vauation of the embedded equity-related derivatives, the standard should
dlow an entity to value the equity component and attribute the resdua amount
to the liahility, following the same gpproach as set out in proposed paragraph
IAS39.26A.

Classification of derivativesthat relate to an entity’ s own shares (paragraphs
29C — 29G) - Do you agree with the guidance proposed about the classification
of derivatives that relate to an entity’s own shares?
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We specificaly agree with the basic treatment of treasury shares set out in
paragraphs 29A and 29B. However, we have a number of reservations about the
proposed treatment of derivatives based on an entity’ s own equity instruments.

Overdl, we find the new guidance in paragraphs 29C to 29G difficult to relate
to the fundamenta principle that only contracts that result in the exchange of a
fixed monetary amount for afixed number of the entity’ s own equity
instruments should be accounted for directly in equity, as set out in paragraph
29C and in Appendix B, paragraph B22. We strongly support this principle.

We do not agree that there should be any exceptions to this principle. Hence we
Specificaly disagree with the exceptions in paragraphs 29E and 29F.

Although we agree in principle with the guidance about the classfication of
derivatives that relate to an entity’ s own shares, we question whether the
dassfication asaliability or asset in paragraph 29D is consggtent with the
definitions of aliability and asset in the IASC Framework. The settlement of a
ligbility / asset is expected to result in an outflow / inflow of economic
resources of / to the entity (Framework, paragraph 49b / 494). In the case of
paragraph 29D the settlement of the contractua obligation does not result in an
outflow or inflow of resources of the entity, but only in adilution or
enhancement of the shares of the other shareholders. The view that an
instrument settled in own equity is not afinancid assat or financid lidbility is
supported in IAS 32 (pre-amendment) paragraph A7 and IGC 11-1.

Although we support the treatment as liahilities, we have Smilar reserveionsin
respect of the andysisin paragraphs 22C and 22D that leads to the conclusion
thet the ingruments are liabilities

We recommend that the IASB should dlarify this issue by amending the
definition of afinancid liaility S0 that the expresson “to exchange financid
instruments with another entity under conditions thet are potentialy
unfavourable’ includes Situations where the obligation will be settled ina
variable amount of own equity.

We disagree with paragraph 29E. It takes no account of the interaction with IAS
37 with respect to items such as guarantees and call options. As drafted, it
requires an ‘ established practice’ in settling derivatives contracts (Subparagraph
(b)), thereby excluding firg-time users of such derivatives without indiceting

how they can build up atrack record; it dso retains the element of ‘intent’

(subparagraph (c)).

We can see that thereis risk that the provisions on linking in paragraphs 29C to
29G may be misinterpreted without adequate guidance on the subject. In our
view, the consequence of such misinterpretation will be the emergence of
ingruments structured in amanner to achieve different accounting results
despite having the same economics. We recommend that the proposals are
regppraised to ensure that the same accounting result is obtained where the
fundamenta economics are the same no matter what form the instrument takes.



For example, as presently drafted, we do not believe the same end result would
be achieved for convertible debt structured as:

a debt with an embedded conversion option;
b. the issue of shareswith a put option; or
C. debt with amandatory converson when a specified share priceis met.

41.  Wenote that the exemption in paragraph 1(a) for employee stock options has
been deleted, but we question whether the provisons of new paragraphs 29C
etc. ded with them satisfactorily in the aosence of a dedicated standard. It
would be preferable to exclude them and defer to the imminently expected
standard on share-based payments.

42.  Thetablein Appendix B, paragraph B27 ‘ Overview of the proposed accounting
for derivatives indexed only to the vaue of the entity’s own shares, is difficult
to reconcile with the guidance provided. We suggest that table is reviewed and
improved. However, it might be better to eiminate the table, on the ground that
it ismovestoo far in the direction of a rules-based gpproach rather than
principles.

Qiv  Consolidation of thetext in |AS 32 and | AS 39 into one comprehensive
Standard - Do you believe it would be useful to integrate the text in IAS 32 and
IAS 39 into one comprehensive Standard on the accounting for financial
instruments? (Although the IASB Board is not proposing such a changein this
Exposure Draft, it may consider this possibility in finalising the revised
Sandards.)

43. We can see some merit in having one standard that dedl's comprehensively with
financid ingruments and debt and equity classfication. However, we see no
point in smply ‘bolting’ together the two texts in one document, without
genuine integration. Such a process would entail afundamenta rewrite and
require re-exposure in order to ensure that the new text accurately reflectsthe
provisons of its predecessors. Thiswould be alengthy process, and given the
urgent need to findlise the improvements to these two standards, we do not
advocate integrating them at thistime.

44.  Alternativey, there should be one standard that dedls with the ditinction
between liabilities and equity and their presentation and another standard that
deals with financid instruments (which by definition excludes own equity
indruments). There is a case that a“liahilities/equity” standard should be
combined with IAS 1 as the digtinction between ligbilities and equity isacrucid
element of the structure and content of financid statements. IAS 1 dready
includesin paragraphs 60 to 65 detail that is relevant to the presentation of
ligbilities. Again such a project would need proper integration of the material.
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DETAILED POINTS-1AS 32

Scope - Interestsin subsidiaries, joint ventures and associates - paragraph
1(a)

Paragraph 1(a) refersto ‘interests in subsidiaries (and other undertakings). We
believe that the text needs to be made clear whether the exemption from IAS 39
Is confined to equity interests or whether the termincludes dl interests of
whatever nature, including derivatives over equity interests. We bdieve that it
should be the latter. The exemption should aso include derivatives such as cal
options on additiond interests in subsdiaries, joint ventures and associ ates.

IASs 27, 28 and 31 will need consequentid amendment to clarify the treatment
of such interests.

Congderation should be given to the position in the consolidated ba ance sheet
of the parent of its sharesthat are held by its subsidiaries. In our view, IAS 32
should be clear that such shares should be included in treasury sharesin the
parent’ s consolidated balance sheet. Furthermore, for those subsidiaries that
prepare their individua accounts in accordance with 1AS, they should so
classfy equity intereststhey hold in their parent as treasury shares.

Scope — employee benefits— paragraph 1(b)

The term *employee benefit plan’ is not defined in IAS. We recommend that the
exemption from IAS 32 should gpply to dl employee benefits covered by I1AS
19, including low interest rate loans to employees.

Minority interests- paragraph 17

We do not agree that minority interestsin a set of consolidated financia
statements should be determined solely by reference to the trestment as an
equity interest in the subsdiary’ s own financid statements. Thisistoo
amplistic and does not give credence to the fact that there may be additiona
features, such as a guarantee by another member of the group that the holder
will receive amounts equivaent to distributions or redemption of the principd,
that change the nature of the indrument to aliability from the group’s
perspective. Paragraph 17 should be redrafted so that such instruments are
classfied asliahilities in accordance with their substance. If paragraph 17 is not
changed thiswill mark a detrimental change to current UK GAAP.

Paragraph 17, when coupled with the proposed change to IAS 27, appears to
chdlenge the principles underlying the current consolidation mode. This model
recognises that group accounts are produced for the benefit of the shareholders
of the parent and that minority interests are different in nature. We do not
subscribe to the model that treats parent and minority shareholders as
indistinguisheble. Hence IASs 39 and 27 should require minority intereststo be
reported outside of shareholders' equity on the face of the balance sheet and
changesin ther carrying value reported in the performance statement.
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Investors in the equity of an entity need a clear understanding of the economic
interests of other providers of equity capitad and how they represent aburden on
their rightsto the find resdud or a benefit. Until such time asthe IASB has
exposed any thoughtsit has on changing the current consolidation model and
those changes are reflected in the appropriate standards, 1A Ss 39 and 27 should
ensure that as much informeation as possble on the differing nature of the equity
providers can be drawn from the existing primary financid statements.

If equity minority interests are to be reported within the equity section of
consolidated financia statements, the revised text for paragraphs 22 to 22C and
29A to 29G should make clear that the same trestment is required in respect of
derivatives over own shares and those over minority interests.

Ddivery of own equity instruments- paragraphs 22C and 22D

Paragraphs 22C and 22D =t out circumstances in which the settlement of an
obligation by an entity by ddivery of its own equity comprise afinancid
ligbility. This conflicts with paragraph 21 and with the definition of aligbility.
We support the conclusion that such instruments should be trested as liahilities
but, as we have dready commented, we consder that the definition of a
financid liability needs to be changed to support the analysis.

Furthermore, the proposed text does not alow the separation of an instrument
into its equity and liability components. There are insruments that are
sructured o thet the fair value of the equity insrumentsto be issued isfixed
within certain limits (between, say, below afloor and above a cap) and movein
accordance with the obligation between the two. Such instruments contain both
an equity and adeemed lidbility or derivative component. Paragraph 22D
should explicitly recognise that such instruments should be split into thelr
Separate components.

Another example of where the text of paragraph 22D will cause difficultiesis
where the price of the sharesto be issued is expressed as a discount to the
prevailing market price. In such circumstances, the fair vaue of the shares will
exceed but not equa the amount of the contractua obligation. As such,
paragraph 22D would classfy the instrument as equity despite the counterparty
having no resdud interest in the entity.

Compound instruments- paragraph 28

Paragraph 28 does not alow for a compound instrument of more than two
embedded components, for example, convertible debt with another trigger, such
asacdl option. It should be permissible to fair vaue the whole ingrument in
accordance with the proposed amendment to paragraph 67 of 1AS 39.

Transaction costs of equity transactions— paragraph 31A
This paragraph isinconclusive in respect to costs that relate to transactions that

Span two accounting periods. We consider that such transaction costs should be
charged to the profit and loss account unlessit is virtualy certain a the
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reporting date that the transaction will complete. If completion is virtudly
certain, the costs should be deducted from shareholders funds.

Congderation should aso be given in paragraph 31A to the costs of a demerger.
These transactions frequently involve a capitd reduction. However, to treet the
expenses of ademerger as a deduction from equity because it involves ashare-
buy-back (an equity transaction) would be to deny the substance as a disposal of
abusiness where the expenses should be charged to the profit and loss account.

Cost allocation — paragraph 31B
We do not agree. The principles should be that:

a. only externa incrementa costs related to the share issue can be carried
forward; and

b. thetota of such costs should aways be dlocated on theratio of the fair
vaue of sharesin issue and the new shares created.

Offset - paragraph 33

Paragraph 33(b) brings the concept of intent to bear on whether assets and
ligbilities can be offset. We question whether intent isrelevant, particularly in
the light of paragraph 18, which effectively excludesit. Paragraph 29 of UK
FRS 5 sets out an approach that is based more on the legd position actudly
achieved and tests whether the arrangements will survive insolvency of the
counterparties. The FRS 5 gpproach has been shown to be effective in practice.
We recommend that the |ASB to adopt this approach.

Furthermore, this paragraph requires that both its criteria must be met to qudify
for offsetting under a master-netting arrangement. This treatment causes a
difference between 1AS 39 and both US and UK GAAP in thisarea. The other
two GAAPs reflect market practice and work well. We are not convinced that
the IASB’ s gpproach based on gross cash flows provides a higher quaity
solution. Under the other two GAAPs, offset of multiple derivative contracts
under a master netting arrangement whether or not the entity intendsto settle dl
contracts net is permitted. This avoids grossing up the balance sheet and
overgtating the gpparent credit risk by recognising the commercia benefits of
the master netting agreements. We encourage the IASB to converge with US
and UK GAAP onthisissue.

Disclosure of risk

Financid instruments always engage future risks and an entity taking up a
postion in afinancid instrument should disclose the rdevant risk profilein the
financid datements. Thisistrue of dl financid ingruments, but particularly of
derivative ingruments. By their nature, derivative insruments modify future
cash flows and if the user of financia statementsis to have an ability to forecast
those cash flows - their 9ze, timing and certainty - and to make decisons on the
bagis of those forecasts, both qualitative and quantitative risk information must
be clearly disclosed.
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For example, a sengtivity analyss (such as an andyss which gives the change
inthefar vaue of afinancid instrument in the event of, say, a one percent
movement in acurrency) isacommon way of providing information that will
facilitate ajudgment about the future cash flows of the company. Part B of UK
FRS 13 provides such adisclosure modd. Without such information we
suggest that financia insruments and particularly non-linear derivatives will

not be correctly and completely measured, even if they are shown in the balance
sheet at fair value. Inthisregard, IAS 32 and 39 are incomplete.

We are aware that the IASB is preparing a further sandard covering Disclosure
and Presentation in the case of Deposit Taking, Lending and Securities
Activities. If this proposed standard will contain quditative and quantitetive
disclosure requirements for the risks that we have mentioned then IAS 32 and
IAS 39 will be appropriately complemented. However, we hope that the new
sandard will interpret * securities activities' to gpply to al companieswhich
engage in the use of the financid ingruments and particularly derivative
ingruments. Many companies use derivatives on alarge scale even though they
may not be involved in securities activities as thair underlying business.

Disclosures — paragraphs 44, 45, 46, 56 and 66

Thelack of a prescriptive format to the required numerical disclosures does not
ad the congstency and comparability of the disclosures. Allowing afree hand
can assg those with an intent to hide information by encouraging voluminous
detall that can be written in amanner intended to mask the facts and obscure a
clear understanding. We recommend that IAS 32's numericd disclosures are
reworked in the more prescriptive style of UK FRS 13.

Paragraph 44 implies that narrative and numerical data may be interchangesble.
We disagree. Both narrative and numerical data are required. Aswith UK FRS
13, the standard should make clear that narrative is required to put numerical
information into context and to explain where the numerica data portrays a
pogtion that is out of line with the stated risk management or hedging strategy.
Smilaly, narrative is required where the numerica information a the reporting
date it is not representative of the position during the reporting period.

Paragraph 45 makes a serious omission in not deding with currency risk
disclosures. Neither the proposed changesto IAS 21 nor to IAS 32 adequately
address the gaps in disclosure on currency risk, which for many entitiesisthe
most significant risk to which they are exposed. We recommend that the IASB
rectifies this by requiring disclosures about spot and forward positions.

Paragraph 46 should include guidance on how derivatives used for long term
hedging strategies should be dlocated between current and non-current assets
and ligbilitiesfor the purposes of IAS 1, in light of the conclusion in proposed
paragraph 126C of 1AS 39 that “there is normadly asingle fair vaue measure for
ahedging ingrument in its entirety”.
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Paragraph 66 on credit risk disclosures should require detail on assumptions
underlying imparment provisons on asSmilar basis to those required by
paragraph 77B on assumptions underlying fair values.

Fair value- paragraph 77B

Paragraph 77B requires fair-vaue information about assets which are not held
a far vaue. We bdieve thet this may be onerous or impractica in certain
circumstances, such as when the asset isheld a cost and/or obtaining afair
vaueis not possible.

Classification of preferred shares— Appendix A, paragraph A21

The proposed revision of paragraph A21 deding with “discretion” is
Inconsistent with paragraph 18 in the body of the standard. The latter paragraph
requires classification based on the substance of the contractua arrangements,
which involves an assessment of whether discretion can be, and is, exercised in
practice not merely that it exigtsin lega form. The revised wording of

paragraph A21 places undue emphasis on whether there is discretion in the legdl
documentation rather than whether there is actud discretion in practice. We do
not agree that cumulative dividend rights can be ignored in an assessment of
whether there is an obligation to transfer cash or other financia assets. All the
entity hasis an ability to defer payment; the obligation is not extinguished.
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RESPONSES TO SPECIFIC QUESTIONS-1AS 39

Scope: loan commitments (paragraph 1(i)) - Do you agree that a loan
commitment that cannot be settled net and the entity does not designate as held
for trading should be excluded from the scope of |AS 39?

We accept the proposa on grounds of pragmatism. However, the standard
should include a definition of aloan commitment making dear that it embraces
long term banking facilities and credit lines and that it gpplies to both the holder
and issuer of the loan commitment. The explanation in paragraph 1(i) only
addresses the issuer’ s accounting.

In our view the theoreticaly correct trestment would be to determine the
subgtance of the ultimate commitment and to vaue the derivative accordingly.
That is, if the derivative can only be settled by converdgon into an underlying
instrument it should be accounted for in amanner consstent with the
accounting treetment that will be gpplied to the underlying ingrument. If the
commitment can be traded it should be measured at fair value.

Applying thisin practice would mean that an undertaking to issue afixed
interest rate loan should be accounted for a codt.

IAS 39 (ii) Derecognition: continuing involvement approach (Appendix I,
paragraphs 35-57) - Do you agree that the proposed continuing involvement
approach should be established as the principle for derecognition of financial
assets under IAS397? If not, what approach would you propose?

Derecognition is a contentious area of accounting. Whatever gpproach is
decided it must be clear so that it can be gpplied without substantial need for
interpretation. Unless this happens the IASB will not secure a consistency of
gpplication. Unfortunately, the proposed * continuing involvement’ gpproach
does not meet these criteria.

Although the continuing involvement gpproach has severd attractive fegtures
we have a number of reservations particularly in respect of paragraph 41 (see
the response to question 3) and of the examplesin Appendix B.

Expressed amply as a principle that derecognition is not permitted where the
originator of the asset has any continuing involvement in that asset, the
gpproach seems very smilar to that underlying the derecognition principlein
UK FRS 5. Derecognition occurs only when al sgnificant risks and rewards
relating to the asset have been transferred to another party and thereisno
mechanism by which the transferor retains an ability to access benefits arising
from, or an exposure to the risks, of the asset involved. Where thisis not the
case there is continuing involvement. However, the modd proposed by the
IASB diverges from that used in the UK as on closer examination it il
contains eements of the control modd that causes the friction with continuing
involvement determined from arisk and rewards perspective. For example, the
references in paragraphs 37 and 38 to the reacquisition of control of contractual
rights or cash flows.
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Furthermore, the IASB’ s proposed gpproach has overlaid the basic principle
with rules basad on legd form. Thiswe fear will lead to the devel opment of
sgnificant abuse driven by structures designed to achieve off or on baance
sheet trestment that will exploit such rules.

We do not believe that the proposed approach has sufficient support to replace
the present derecognition approach in the immediate future. However, we
consder that the continuing involvement gpproach isworthy of further research
to determine whether it can be improved to make it more relevant, reliable and
eader to understand. That the new proposals have to be supported by extensive
guidance in the gppendix indicates the complexity and thus the need for

rigorous fidd-testing and substantial consultation.

The example in Appendix B, paragraphs B18 et seq (sde of afinancial asset
with aretained cal option) gppears to dlow the balance sheet of the transferor
to be inflated by an arbitrary amount, based on the price a which the call option
may be exercised, which isin excess of the asset’sfair vdue. Inour view, the
pledged AFS security in the transferor company should be stated at fair value at
the date of the trandfer, not at the cal option price. If thisexampleisretained, it
isnot difficult to imagine options being granted over assets that have atificidly
high drike prices merdly to ensure the upward revison of the transferor’s
carrying amount.

Nor do we support the proposed treatment by the transferee in the same
example as shown in paragraph B20. The proposed trestment is inconsi stent
with the principles for recognition of afinancia asset in paragraph 27 of the
standard.

We appreciate that whatever the ultimate decision on the appropriate approach
to derecognition that it will requireillustrations of the gpproach to common
transactions. We therefore welcome the examples in Appendix A. However, we
express some caution as to the lack of precision in the wording of some of the
examples. In particular:

a paragraph A9(b) prohibits derecognition if the assets that are subject to
continuing involvement are “ subgtantidly the same” asthose
trandferred. We consider that this term should be suitably restricted to
ensure that its interpretation is not open to abuse.

b. paragraph A9(e) defines a‘wash sd€ (a‘bed and breakfast’ transaction)
as one that takes place “shortly after” theinitid transfer. Again the term
encourages liberd interpretations.

C. paragraph A9(p) states that an interest rate swap between the transferor
and transferee does not preclude derecognition of the transferred asset
provided the payments on the swap are not conditiona on payments
being made on the transferred asset. The example should nonetheless
recognise that where the transferred asset is the sole asset of the
trandferee and it has no other resources then irrespective of whether
there is a contractua agreement that payments under the swap are not



conditiond, in substance they are and derecognition should not be
allowed.

Qiii  Derecognition: pass-through arrangements (Appendix |, paragraph 41) - Do
you agree that assets transferred under pass-through arrangements where the
cash flows are passed through from one entity to another (such asfroma
special purpose entity to an investor) should qualify for derecognition based on
the conditions set out in paragraph 41 of the Exposure Draft?

82.  No. Asafix for the conflict between IAS 39's derecognition rulesand SIC 12's
principles on consolidation of speciad purpose entities the proposas are
unsustainable and dangerous. Whileit is clear from the Basis for Conclusons
that the IASB intends the fix to apply to specid purpose entities used in typical
securitisation structures, this does not flow through to the standard. The
application of paragraphs 41 and 42 are unrestricted and thus can be interpreted
as having awider gpplication, for example, to asset-backed securitiesin an
operating entity. Thiswould circumvent the notion of continuing involvement
and over-ride IAS 32’ srules on offsetting. As a consequence, many entities
would produce financid statements that show no assets or liahilities.

83.  Derecognition should be based on the substance of the transaction. The same
principles of derecognition should apply to the entity as awhole, irrespective of
the structure of the transaction or the nature of the counterparty. If the proposals
are followed it essentidly permits the offsetting of assets and lighilitiesin
circumgtances that do not meet the criteriain IAS 32.

84. If no sSgnificant change is made to the proposals, further guidance is essentia to
minimise confusion about the types of transaction that are covered asthe
present proposals lack clarity and are thus likely to lead to a number of
conflicting interpretations.

85. Pass-through type arrangements, such astypica securitisation structures using
speciad purpose entities, would benefit from the proposals such as these.
However, the requirements of paragraph 41 are unlikely to be met by many
securitisation structures because of its restrictive conditions, particularly
conditions (a) and ().

86. Inatypica securitisation structure assets are transferred to a specia purpose
entity (‘SPE’) and the originator (or transferor) often has a continuing
involvement by way of provisions that ensure any surpluses in the SPE are for
its ultimate benefit. Consequently the term ‘transferor’ used in the conditionsto
paragraph 41 would appear to be referring to the SPE since it generdly does not
have any continuing interest in the assets (as they are generaly passed back to
the originator). Given thistype of structure condition (a), which states that ‘the
transferor does not have an obligation to pay amounts to the transferee unlessit
collects equivaent amounts from the transferred assets or portion thereof that
qudifiesfor derecognition...” gppears to be retrictive since the SPE will have
assets other than the transferred assets such as cash, sundry debtors,
prepayments and contingent assets (for example, aliquidity facility and often
various forms of credit enhancement) that can be for the ultimate benefit of the
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transferee. If condition (@) is only applicable to the transferred assets, and not
any other assets of the SPE, it would appear that the condition is not met in
typica securitisation structures and derecognition is not possible.

Condition (c) would also appear to rule out derecognition in typica

securitisation structures because cash flows from transferred assets might be
remitted to the transferee without materia delay in respect of interest but not
necessarily in respect of capita. Cash in the SPE is often used to purchase more
assets rather than being remitted back to the transferee and additional interest
earned by the SPE, for example in respect of cash deposits, often ultimately is
for the benefit of the originator and not the transferee.

As aresult of gpplying the conditions currently set out in paragraph 41 most
assats trandferred in respect of typica pass-through securitisation structures will
not quaify for derecognition. Congderation should be given to amending the
conditions to meet the objective of alowing derecognition.

Measurement: fair value designation (paragraph 10) - Do you agree that an
entity should be permitted to designate any financial instrument irrevocably at
initial recognition as an instrument that is measured at fair value with changes
in fair value recognised in profit or 10ss?

We support this amendment as we agree with the justifications set out in
paragraph C58 of the Basis for Conclusions.

However, we suggest that the IASB should give further consideration to some
of theimplications.

a An entity fair vauing its own debt will include the effect of changesin
its own credit risk in its profit and loss account.

b. The irrevocable designation of afinancid instrument as one to be fair
vaued (or not) at initia recognition can be overcome by wash through
transactions, despite the provisions of paragraph A9(e).

C. Allowing the sdection of any financid asset or liability seemingly
contradicts the generd application of accounting policies to particular
classes of assts or ligbilities.

In respect of the issue of own credit risk, the proposals do not recognise that
movements in an issuer’s own credit risk are essentialy equity interests. They
expose the holder to the issuer’ s net asset position. Consequently, we question
whether it is gppropriate to measure these at fair value when equity interests are
not carried at fair value. At this time when the debate on full fair value
acocounting isinconclusive, we prefer thet, in generd, liabilities should be

vaued excdlusive of the issuer’s own credit risk. Only where an entity has issued
debt securities that have smilar credit risk characteristics to the assets backing
them and which it dassfies as held for trading should an entity then be
permitted to fair value the debt securitiesinclusive of its own credit risk and
take the changesin fair vaue to the profit and loss account.
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If the IASB continues with its proposed approach, we recommend that there
should be additional disclosure requirementsin IAS 32 that draw out the impact
of including changesin the fair value of own credit risk on own debt (or other
financia indruments) in the profit and loss account. In this respect, the
disclosure requirements of new paragraph 77B of IAS 32 rdating to the
methodology used to determine fair value in the absence of market prices needs
to be strengthened.

In addition, there should areguirement for an entity to explain its rationde for
selecting the option to designate particular assets and liabilities as“held for
trading” that would not normaly qudify for indusion in that category. This
would ensure that there is sufficient information to compare the financid
Satements of different entities.

We recommend that the |ASB reviews the Situation experienced by issuers of
exchangesble bonds who are not allowed to designate the embedded written
options as a hedge of the physical security, even when there is amandatory
exchange feature. The proposed ability to designate any financid ligbility as
“held for trading” at inception does not resolve this problem. Consequently,
issuers of such bonds continue to face volatility of their profit and loss account
that does not reflect the true economics of the hedged position.

Fair value measurement considerations (paragraphs 95— 100D) - Do you
agree with the requirements about how to determine fair values that have been
included in paragraphs 95 — 100D of the Exposure Draft? Additional guidance
isincluded in paragraphs A32 — A42 of Appendix A. Do you have any
suggestions for additional requirements or guidance?

We agree with the generd thrust of paragraphs 95 to 100D. However, we have
some reservations on specific matters.

a We do not agree with the deletion of the materid in paragraph 98
relating to the need to reflect the current circumstances of the entity in
determining fair vdue. Thisis particularly relevant where the vaue of
the asset islikely to be affected by adecision to dispose of the asset in
the immediate future and thus this consideration should be incorporated
into the valuation methodol ogy.

b. Itisunclear asto the intentions in removing the guidance in paragraph
100 rdaing to large holdings and illiquid markets. The implication of
the deletion and the retention of paragraph 99 and IGC 100-1 is that the
IASB wishesto remove any possihility of recognisng illiquidity
discountsin the vauation of large holdings of securities and, indeed, any
other discount such as for administration and maintenance of the
portfolio (essentidly a discount for future transaction costs).

This matter needs to be addressed urgently as such aprohibitionin IAS
differs from the way in which US GAAP is gpplied, and accepted, in
practice (not necessarily as FAS 133 iswritten). This causes
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congderablefriction for IAS-adopters that are dso SEC foreign
registrants.

With regard to no active market va uation techniques, different banks
employ different valuation models. As areault, the same insrument
may be ascribed different vauesin practice. Asthereisno prohibition
on switching models, we perceive there is scope for abuse. We suggest
that entities should be required to explain why they have adopted a
different modd should they change models one year to another.

It is unclear from the proposed text asto whether adjustments to the
product of avauation mode are permitted or, as with adjustments to
valuations based on observable prices, they are to be prohibited.

Clarity isrequired, as mogt financid ingtitutions make adjustments to
reflect the sugpected shortcomings in their vauation processes. These
recognise that there are eements of many risk positions that are difficult
to identify, difficult to modd with precision or require parameters that
are not reedily observable. It is probably the case that one ingtitution or
another will make valuation adjustments for each of the characteristics
that result in vauation varigbility, but different inditutions are unlikely

to make the same adjustments. In many cases, these vauation
adjustments reflect a degree of prudence in the vauation process. Many
financid indtitutions take the view that, if there is uncertainty, they
would rather risk undervauing rather than overvauing an assst
ingrument (or vice versafor aliability).

There are two areas related to fair vaue meassurement where we believe
additional guidanceis required.

a

Paragraph 66 states that the cost of an asset or liability isthe fair vaue of
the congderation. However, there may be instances where the reference
priceis not the fair vaue, for example as between related parties. We
believe that the standard should clarify that fair vaues should be applied
and provide guidance on how to do so.

Paragraph 67 has been amended to include guidance about the
measurement of a nonrinterest bearing asset that is carried a cost. This
paragraph should also contain Smilar guidance for nontinterest bearing
ligbilities that are carried at cost.

Collective evaluation of impairment (paragraph 112 and 113(a)-113(d)) - Do
you agree that a loan asset or other financial asset measured at amortised cost
that has been individually assessed for impairment and found not to be
individually impaired should be included in a group of assets with similar credit
risk characteristics that are collectively evaluated for impairment? Do you
agree with the methodol ogy for measuring such impairment in paragraphs
113A-113D?
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We agree in principle that an asset found not to be individualy impaired should
be included in a group of assets with smilar credit risk characterigtics thet are
callectively evauated for impairment. Thus making agenerd provison aganst
apool of assets. However, we are not convinced that applying the methodology
isentirdy robudt: it may lead to lower provisons than at present and may in
effect lead to providing for future losses. The IASB should review the text of
the proposed standard.

We note aso that the proposed standard continues an anomaly in the trestment
of asset debt securities designated as available for sdle. Such assets are held at
fair value and cannot be adjusted further. However, an originated loan held at
amortised cost can be further included within a group of assets collectively
evauated for impairment. We suggest that fair-vaued assets should be capable
of being trested in the same way.

In general, we beieve that the requirements are too complex and that most
corporates and many bankswill not be in a position to carry out their
provisoning in the way proposed in paragraphs 113A to 113D, asthey do not
possess the sophisticated models and necessary databases of historical default
data Even though the gpproach to provisioning has smilarities with that

proposed under the New Basdl Capita Accord, we understand that banks do not
envisage building such databases. We suggest that implementation of the new
provisoning methodology should be linked more closdly to implementation of

the provisioning aspects of the New Basel Capital Accord, which is expected to
be findised by the end of 2003.

In paragraph 113C, the proposed standard calls for entities to use ‘ peer group
experience in the absence of entity-specific experience. Thisisan
unsatisfactory solution, asthere is no guarantee of comparability.

I mpairment of investments in availablefor-sal e financial assets (paragraphs
117 —-119) - Do you agree that impairment losses for investments in debt and
equity instruments that are classified as available for sale should not be
reversed?

No. We support reversing impairments that are no longer required. We do not
See areason why impairments of available-for-sae securities should not be
reversed when other International Accounting Standards require reversa of the
impairments of other assets once the circumstances that caused the impairment
no longer prevail. Relevant references are: IAS 2.31, IAS 8.27 (new paragraph),
IAS 16.37 and IAS 38.76.

We foresee problems in determining whether impairment has occurred.
Paragraph 110A refersto a‘ significant and prolonged’ decline in the fair value
of an equity invesment. It would be hepful if the IASB were to provide
guidance on what it meansthisto bein practice. In the absence of aview
expressed by the |ASB, there will be confusion and an inability to chalenge
Stuations where entities avoid recognising an imparment. Equaly there will be
countervailing views as to whether US practice, such asa 20 per cent decline
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for aperiod of more than six months, should prevall. Whatever guidance the
IASB providesit should take the form of principles rather than rules.

Hedges of firm commitments (paragraphs 137 and 140) - Do you agree that a
hedge of an unrecognised firm commitment (a fair value exposure) should be
accounted for as a fair value hedge instead of a cash flow hedge asit is at
present?

No. The proposed treatment:

a will incur undue cogts for companiesin making the accounting changes
resulting from the change in Satus of the hedge;

b. creete confusion and increase the likelihood of error, particularly if the
entity designates the hedge as a cash flow hedge of the foreign currency
risk of aforecasted transaction which once that transaction becomes a
firm commitment would have to redesignated as afair value hedge; and

C. does not conform with FAS 138.

The case for the change in treatment has not been made. We suggest that if a
change were to be made it should only be in order to achieve full convergence
with US GAAP on thisissue. FAS 138 recognises that a hedge of the foreign
currency risk associated with afirm commitment can aso be desgnated as the
hedge of a cash flow exposure and accounted for accordingly.

‘Basis adjustments (paragraph 160) - Do you agree that when a hedged
forecast transaction resultsin an asset or liability, the cumulative gain or loss
that had previously been recognised directly in equity should remain in equity
and be released from equity consistently with the reporting of gains or losses on
the hedged asset or liability?

No. We consder that thisis a case where pragmatism should prevail over
theoretica purity. We recognise that conceptually cost should not be affected by
the method of financing. However, it is eeser and more helpful to carry the
effects of currency hedges as part of the cost of the underlying asset on
acquistion. Fewer errors arise because there is no need to track gains and losses

for recycling purposes.

Prior derecognition transactions (paragraph 171B) - Do you agree that a
financial asset that was derecognised under the previous derecognition
requirementsin 1AS 39 should be recognised as a financial asset on transition
to the revised Standard if the asset would not have been derecognised under the
revised derecognition requirements (ie that prior derecognition transactions
should not be grandfathered)?

No. In principle we agree that changes to accounting policy should be made
retrogpectively, unlessit will be impracticable to gpply. Paragraph 171B does
not recognise that a retrospective approach will require areconsideration of al
previous sales. It is unlikely that entitieswill have retained sufficient



information of the transaction details, particularly those that have retreated into
the depths of time.

Alternatively, should prior derecognition transactions be grandfathered and
disclosure be required of the balances that would have been recognised had the
new requirements been applied?

107. Yes For the reason given above, grandfathering must be permitted.
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DETAILED COMMENTS-IAS 39
Hedge accounting

Assuming perfect hedge effectiveness — paragraph 147

The |ASB has stated that one of the aims of the amendmentsto IAS 39 wasto
eliminate differences between the sandard and the comparable US standards. A
particular omission in goplying thisaim liesin not repeding IGC 147-1. The
wording of paragraph 147 isidenticd to that found in FAS 133. We understand
that if the principa terms of the hedging instrument and of the hedging

ingrument and of the entire hedged asset or liability or hedged forecast
transaction are the same, the entity can assume perfect hedge effectiveness
without further effectiveness testing.

However, IGC 147-1 has interpreted the same words to mean that continuous
testing for hedge effectiveness should be carried out by an entity. Thisistime
consuming and an unnecessary burden. The IASB should take the opportunity
to aign practice with that adopted in the US.

Hedge accounting for Held-to-maturity instruments — paragraph 127

Hedging of interest rate risk is not permitted by |AS 39 (paragraph 127 and IGC
127-1) for the stated reason that the holder of the instrument is insengtive to
changesin interest rates asit will be held to maturity. Such arationdeis
undergtandable were risk exposures limited to fair value changes; by holding it

to maturity the holder isfocused on redisng the instrument’ s face value and is
unconcerned about the changesin fair value due to changesin interest ratesin

the intervening period.

However, IASs 32 and 39 define risk exposure in terms of cash flow risk aswell
asfair vauerisk. Consequently, we do not understand the rationale for
prohibiting the use of cash flow hedges for hed-to- maturity indruments.
Nowhere el se does the standard prescribe risk reduction in terms of one type of
exposure. We recommend that the requirements are reconsidered.

Designation of groups of items as hedged items - paragraphs 132 and 133

We support the pragmatic approach adopted by IGCs 121-1, 121-2 and 134-1-b
to management of interest rate risk on a net bass and the practicd difficulties of
centra treasury management. However, paragraphs 132 and 133 gpparently
prohibit the strategies promoted by the IGCs. In view of the IASB’saim to
samplify the standard, we recommend that the sandard is amended to

incorporate the principles behind these IGC Q& As.

Interestsin subsidiaries, joint ventures and associates— paragraph 1(a)
We recommend that the revised standard should make clear that the exemption

from 1AS 39 for “interestsin” subsdiaries, joint ventures and associates
includes derivative interests in these entities and also derivatives rdating to the
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acquisition of additiona interestsin such entities. Furthermore, it should be
clarified asto whether the term includes monetary items consdered to form part
of aninvestment in aforeign operation (paragraph 13 of the exposure draft of
the proposed revised |AS 21) and whether loans to/from a parent to ajoint
venture or asociate are sufficiently smilar to be encompassed as an “interest
In" such entities,

Financial guarantee contracts- paragraph 1(f)

We agree that afinancid guarantee contract meets the definition of aliagbility
(paragraph C16 of the Basis for Conclusions) but find the proposed treatment
confusing. Itisnot cdear why afinancid guarantee contract should fal within
IAS 39 at inception and immediately thereafter be dedlt with under IAS 37.
There are Sgnificant consequences if the proposed trestment is followed
because the two standards use different measurement bases. For example, the
financid guarantee would a inception be measured & fair value but it may fall
the “more likely than not” test under IAS 37 on subsequent reassessment with a
consequentia gain recognised in the profit and loss account. We recommend
that al the relevant requirements should be contained in one standard.

Theincreasing use of credit derivatives means that there is a subgtantia amount
of confusion between afinancid guarantee contract and credit default
derivatives. The proposed expansion of paragraph 1(f) does not adequately
encompeass the full guidancein IGC 1-1, 1-2, 1-5a and 1-5b and leaves
unanswered questions. We recommend that the |CG guidance should be
incorporated into Appendix A — Application Guidance of the new standard.

Contingent consider ation in a business combination - paragraph 1(g)

The exemption should refer clearly to the fact thet the exemption is only
gpplicable to the purchaser in a business combination who will account for
contingent consideration in accordance with IAS 22. Fromthe sdler’s
perspective, contingent congderation receivable should fal within the scope of
IAS 39.

Contractsto buy and sdll a non-financial instrument

We do not agree with the proposed expansion of the scope of IGC 14-2 beyond
the strict confines of commodity trading activities. We can understand that the
intended expansion may be intended as an anti- abuse mechanism since it would
capture those Stuations where an entity never intendsto usethe asset in its
business or production processes but merely takes ddivery and then makes an
immediate onsale to defeat the standard’ s requirement to treat the contract asa
derivative. However, the proposas are too widdy drawn and will cause
sgnificant complexity and confusion to many normd trading Situations.

If an anti-abuse mechanism is needed, it should be more sengtive to normal
conditions and not require unnecessarily burdensome documentation and
designation requirements.
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Definition of effective interest rate method — paragraph 10

This definition does not provide necessary guidance on how to determine the
term (maturity period) of an instrument that has embedded put or cal options
(or both) which are deemed to be closely related to the host contract. Thisis
important in determining the period over which transaction costs are amortised
aswdl asthe period of amortisation of the imputed discount arising on the
separation of the equity component in a compound instrument.

The amendments to the definition in the fifth line is unhdpful in arriving at the
correct substance of an instrument because by replacing the reference to
“expected” cash flows with the term * contractua” cash flows this meansthat,
other than in limited circumstances, it effectively prohibits the recognition of
an earlier maurity date if one of the optionsislikely to be exercised.

The standard should specify that the term of the instrument should be the
earliest date on which the holder or issuer can exercise an embedded put or call
option that has not been separated from the underlying host contract. To
prevent abuse through the inclusion of artificia options to extend the term of

the instrument (with a concurrent adjustment to market rates of interest), the
standard should require that the term of the instrument should not include the
period of the extenson if there is a genuine commercid possbility that the
period will not be extended. In addition, the paragraph should define a* market-
based repricing”.

In the absence of areliable basis of assessng the term of an instrument that has
closdly related embedded options, more schemes can be expected that will
exploit this loophole and lead to Stuations where the true short-term nature of
the borrowing is set asde and the true finance cost for each period is
understated as the amortisation has to be spread over the longer period in the
contract.

Embedded derivatives- paragraph 23

Where an embedded derivative in an asset available for sale is separated, the
separate values may not equa the total vaue of the instrument. In such cases,
the derivative should be vaued firg with the residua going to the host. This
should be made explicit in the standard.

Servicing assets and liabilities— paragraph 43

We recognise the need to address such assets and liabilitiesif afar vaueis
reedily available. However, in many parts of the world the market in such
sarvices isimmature and therefore it will not be possible to gpply the principles
in this paragraph consgtently.

Interest income after impairment — paragraph 115

We do not agree with the proposd that the unwinding of the discount in the
impairment provison should be classfied asinterest income. This effectively
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would be requiring banks to recognise income on non-performing loans. The
quantum of interest income is an important measure of performance for many
financid indtitutions and to include the unwinding of the discount asinterest
would lead to serious distortions. The unwinding of the discount should be
picked up in the movement in bad debt (Ioan loss) provison.

I naccur ate cross-r eferences
Paragraph 27 cross-refers to paragraph 30, which is to be deleted.

Paragraph 164 cross-refers to paragraph 103, which is not applicable.
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MAJOR MATTERS

We have serious reservations about the practicality of gpplying the current IAS
32 and 39 requirements to those insurance and re-insurance contracts brought
into the scope of the standards, and embedded derivativesin dl insurance
contracts, as required by paragraph 1(c) of IAS 32.

Under IAS 32, ligbilities for insurance contracts that * principaly involve the
transfer of financid risk’ are to be measured applying the principles described
inthe IAS. The measurement dternatives are some form of amortised or fair
vadue. 1AS 32 and 39 contain virtualy no guidance on how the scope and
measurement requirements are to be interpreted and the current positionisto
leave insurers, particularly life assurers, with no practical way of proceeding
which will ensure any degree of consstency of interpretetion.

This position is untenable and urgent remedia action by IASB will be needed if
the current requirements are to be cgpable of implementation for the 2005
deadline, by which time EU ligted insurers are obliged to gpply IASto ther
financid statements.

In the absence of an IAS for insurance contracts being in place, the IASB has
dready made someinitid progressin consdering the arrangements for the
‘interim solution’ that will apply for the period between 2005 and the
implementation of such astandard. We would urge that this interim solution

fully congder the practical arrangements that will need to bein place for
Insurance contracts and insurance contract related embedded derivatives that are
currently within the scope of IAS 32 and 39.

These consderations must include detailed guidance on the requirements of IAS
32 and 39 for these items. The issues that this detailed guidance will need to
address are extremely complex and have many common fegatures of the issues
that have aready been considered as part of the Draft Statement of Principles
for the now delayed insurance standard.

It had originaly been hoped that the insurance stlandard would have been
developed to a sufficiently advanced position that the guidance required for the
insurance sandard would have been helpful to asssting with developing an
gppropriate level of guidance for the implementation of IAS 32 and 39.

In the absence of resolution of the issuesidentified as part of the insurance
standard project, guidance in respect of the IAS 32 and 39 requirements will
need to be developed to a sufficient degree of rigour as reflects the very high
level of complexity.

Inter dia, the IAS 32 and 39 guidance will need to have been fully exposed for
comment to as wide an audience as possible of preparers, users, and auditors of
financiad statements. Furthermore the detailed guidance will need to have been
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thoroughly fidd-tested by insurance companies in sufficient time for it to have
been fine-tuned. Companies that are to be required to meet the 2005 deadline
will need to have sufficient time to establish gppropriate systems, prepare and
publish prior year comparative results to the market.

In addition to these complications we have concerns that any guidance prepared
in the context of 1AS32 and 39 compliance should share a consstent approach
with the features of the (as yet) not fully defined and tested standard for
Insurance contracts. The guidance will aso need to address the option of
gpplying an amortised gpproach to the measurement of liabilities for insurance
contracts that are within the scope of IAS 32 and 39.

Full resolution of these issues in the timescales required will require a
consderable amount of resource application by IASB staff. To our knowledge
the staff that have previoudy developed the DSOP work in separate streams
from the finandial instruments project.

Given the esoteric nature of these insurance related issues we consder it
impractica for those currently involved with the development of IAS 32 and 39
to be able to develop the required guidance and field-testing. We strongly
advocate the full involvement of those staff within IASB who have the expertise
in this area and that the resolution of these issues be consdered as part of an
integrated package for the interim solution for al insurance contracts.

A possible way forward that some may suggest would be to exclude from the
scope of the standards those contracts with significant transfer of insurance risk.
However, even in these circumstances IASB would still need to provide
thorough guidance that has been field tested wdll in advance of the deadlines for
companies et up procedures related to publication of restated comparatives.

Such guidance would initialy need to resolve issues that have previoudy been
identified in the context of the development of the DSOP as to how ‘ sgnificant’
should be interpreted. Once defined the measurement of fair or amortised vaue
could only be addressed by satisfactory resolution of al related issues.

These issues would include determination of the gppropriate cash flows to be
included in the caculation, gppropriate discount rates, alowances for risk and
uncertainty, treetment of renewa premiums and acquisition cogts, and many
other items that have been considered in developing the DSOP but as yet not
fully resolved.

These issues are fundamentd to the values ascribed to ligbilities for such
contracts and adso highly complex. Given the length of time thet it has taken to
develop the DSOP and that the issues that remain are the most difficult to
resolve it will be difficult to achieve dl requirements of the guidance and fidd-
testing that is needed in the necessary timescales.

We advocate that the IASB should develop, and expose for public consultation,
guidancein this area as soon asis practicable. In our opinion, this guidance,
which will have afundamenta impact on the results of insurers, particularly life
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assurers, should be devel oped and field-tested in as collegiate a manner as
possible with the mgor insurers and professional accounting bodies, including
the ICAEW.

In addition to these complications it would seem that related performance
reporting issues have yet to be addressed by IASB. Since IAS32 and 39 permit
aternative measurement and performance reporting statement trestments for
investments, and dternative measurement options for ligbilities of insurance
contracts that are within the scope of the two standards, there must be a concern
that investor confidencein the financid statements of insurers will be

sgnificantly reduced.

DETAILED POINTS

As explained above, we have very consderable concerns regarding the
application of IAS 32 and 39 to insurance contract ligbilities and insurance
contract related derivatives. A comprehensve list of issues would be extremdy
extendve. However, to illugtrate the complications involved we ask thet the
IASB consder the following.

Scope - insur ance contr acts

The current definition of those contracts brought within the scope of the
gandardsis only very generdly drawn but by the use of the words * principaly
transfer financid risk’ isnot narrowly drawn and potentidly includes a
ggnificant proportion by current ligbility measurement of UK insurers
contracts.

UK insurers have ligbilities under awide range of types of products. The
degree of finance risk transfer within many of them will be more than incidentd
but not the overriding objective. A very consderable number of types of
contracts may or may not, depending upon interpretation, fall with the definition
of ‘principaly trandferring financid risk’. In redity the diginction is arbitrary.

The problem can beillustrated by consdering with- profit and annuity contracts.
Depending upon the precise nature of the contracts a convincing case can be
made in ether direction asto whether they fal within the scope of IAS 32 and
39.

For example, to draw an andogy with insurersfiling US GAAP reaults,
conventiona with-profit contracts are classified as FASG0 products whilst
unitised with- profit contracts which are very smilar are classified under FAS97
as ‘investment products . Similarly certain types of UK annuity will be
classfied as FASG0 wheress traditiond fixed annuity businessinthe USA is
classfied asFAS 97.

Inredity, snce US GAAP has been developed with US productsin mind,
categorisation may hinge on somewhat arbitrary digtinctions. It isimportant
that the | AS32 and 39 scope issues are addressed by |ASB with ‘real world
examples having been fully consdered.
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Furthermore, in developing guidance on these issues, the IASB needsto
congder that the income statement effects of the distinction between those
deemed within the scope of IAS 32 and 39 and those to be covered by the
interim solution project may be profoundly different. Thisisvery unlikely to be
helpful to users of financid Satements.

We note a0 that the definitions of insurance contracts brought within the scope
of IAS 32 and 39 and the definition of an insurance contract in the DSOP are
not consstent. At least in principleit will be possible for a contract to both
‘trandfer sgnificant insurancerisk’ (DSOP) and ‘principdly trandfer financid
k' (IAS32). If the DSOP definition is contained in the find insurance
contract standard it will be possible for some contracts to be classfied as either
insurance contracts or financia instruments with as yet uncertain consequences
for measurement of liabilities

Given the very sizesble impact that these digtinctions may have, we would
emphasise the need for the performance reporting implications to be fully
consdered S0 that the overal impact, and its desirability to be properly
considered. It would be inadequate to merely adopt a ‘tick the box’ approach to
the definitions issue by consdering these scope issues within the narrow
confines of which measurement approach is used for determining the carrying
vaue of liabilities. Wider issues of practicdity and congstency of measurement
and impact on performance reporting aso need to be given full consderation.

If thereisinsufficient time to fully address these issues we congder thet many
commentators, both from within the industry and accounting and actuaria
bodies, will consder it more gppropriate to restrict temporarily the scope of the
sandardsin so far as they apply to insurance contracts and embedded
derivatives 0 thet the overdl intellectud integrity and usefulness of the

financia statementsis not compromised.

Scope - embedded derivatives within insurance contracts

These derivatives are required to be valued in accordance with IAS 32 and 39.
Asfor insurance contracts there is consderable ambiguity asto the precise
scope of gpplication and, again, depending upon interpretation likely to lead to
very different results being reported for contracts that are smilar.

Where embedded derivatives are deemed to be not closely related to the host
contract, but those host contracts are not within the scope of IAS 32 and 39,
companies will be required to vaue one part of the contract gpplying the
measurement principles of IAS 32 and 39, but the remainder of the contract
under whatever is decided as part of the interim solution being progressed by
IASB.

The cdculations necessary to comply with this requirement, particularly bearing
in mind the probable need for stochastic modelling for the embedded derivative
element, the need to congder the aggregate liability for overdl sense, and the
different cohorts and types of products will give rise to very consderable



practica difficulties. Unless guidance in this area can be quickly developed it
will be impractica for insurersto gpply the requirements of IAS 32 and 39 as
they currently stand.

A3l. Wenotedso that in previous discussons on these issues, in the context of the
insurance standard, the IASB has expressed a preference for not bifurcating the
vaue of embedded derivatives from other components of an insurance contract.
To require this as part of an interim solution ahead of the hoped for 2007
implementation of an insurance standard would seem to be contrary to IASB'’s
previoudy stated intentions.

M easur ement

A32. Liabilities of insurance contracts that are deemed to be financia instruments are
required under |AS 32 and 39 to be valued a ether far vaue or usng
amortisation principles. Neither of the two methods in the context of insurance
lighilities, or the fair value measurement gpproach for embedded derivatives
contained in insurance contractsis articulated in any depth in IAS 32 and IAS
39.

A33. If the|ASB wishesto continue with the current scope it will need to provide
detailed guidance, which has been fully opened to public consultation and field
tested as to the measurement methodologies to be applied. This guidance
should extend beyond theoretical considerations and include consderation of
particular types of products, for example different types of with-profit, annuity,
linked and other types of contracts that are generically common (to the extent
covered by the scope of IAS32 and 39).

A34. Therequirementsof IAS 32 and 39 will apply to listed European insurers for
2005. However, many of these companies own operations outside the European
Union. Accordingly, to avoid confusion, the guidance notes should cover dl
magor product types outside the EU.

A35. Inthisregard, inter dia, the following topics for each mgor product type will
require detailed consderation

(i) Premium receipts and future payments from and to policyholders and
acquisition costs

A36. Theextent to which renewd premiums should be recognised in the vauation of
ligbilities and the deferrd (or not) of acquidtion cogtsis critica to the reported
profit profile of insurance contracts. The level to which future renewa
premiums should be included requires an expogtion of the differences between
contracts where renewals have differing levels of contractua entitlement, and
policyholder entitlements or obligations. The autometic assertion thet dl
renewd premiums should not be taken into account on supposed grounds of
comparability with other indudtries isingppropriate if the overriding objective
of the IASB accounting modd isafar vaue gpproach. If other industries
accounting was required to be on afar vaue approach then renewa
contributions would undoubtedly be taken into account.
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Smilarly, the IASB position on deferrd of acquisition costs needsto be
articulated againgt the background of the accounting of the other industries and
the fair vaue and amortisation optionsin IAS 32 and 39.

Guidance on the leve of future payments to policyholders will need to take full
account of the discretionary nature of termina bonuses for with- profit contracts,
policyholder benefits for paid up or surrendered policies and other such
complications.

(i) Policyholder taxes

In the UK, under the current taxation regime, with-profit funds are taxed on a
hybrid basis with the tax borne by the fund representing a mixture of
policyholder and shareholder taxes. Policyholder liabilities do not therefore
correspond to the usual mode that applies for atrading operation of expenses
being charged gross of tax with appropriate tax relief being received by the
company.

On the contrary, bonuses for with-profit business are declared from the post-tax
aurplus available for distribution. Accordingly, dteration of liabilities included

in financid statements to anticipate future bonuses will necessitate

congderation of associated deferred tax provisons.

Smilarly, in the UK, lighilities due to linked business policyholders are
determined net of tax borne by the policyholder in respect of taxes on the fund
in respect of investment income, realised gains, and deferred tax on unrealised
gppreciation. To the extent that fair valuation of linked contracts anticipates
future premiums, future management fees, surrender charges the related tax
effects may aso be dtered.

(iii) Participating contracts, in particular with-profit products

Future investment returns on assets matching liabilities are an integra part of
the assessment of the fair vaue of liahilities of participating products. The
methodology for determining liabilities for such contracts needs to take full
account of al of their key features to ensure the aggregate accounting answer
reflects an economic redity that is both sengble and explainable to users of
financia Satements,

These features will include consideration of future premiums, future investment
returns, related volatility, discount rates, acquisition expenses, asset shares,
bonus glide path, and other significant festures.

(iv) With-profit funds
In the UK with-profit funds are in many instances operated on the so cdled

90/10 principle which is enshrined in the Articles of Association of the
company concerned. Under this principle dl surpluses arising in the fund that
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are declared by the Appointed Actuary as distributable surplus are dlocated in
the ratio of 90% policyholders, 10% shareholders.

In the current UK modified statutory basis reporting the bal ance sheet surplus of
asets over ligbilities are held within the Fund for Future Appropriations
(FFA)pending, as the name implies, gppropriation on declaration of future
aurplusesfor digtribution. This fund is available for dl purposes of the fund and
Is not attributable to particular classes of policyholder by type of with- profit
product, cohort or generation of policyholder.

When |AS 32 and 39 and the interim solution are implemented for the 2005
deadline adecison will need to be made asto the treestment of the excess of the
value of IAS basis assts over ligbilities. This excesswill not be capable of
being attributed to either IAS 32 style contracts or other with-profit contracts
accounted for under the interim solution for other insurance contracts.

The dternative accounting trestments for this reserve that are most practicable
are either:

@ That an IAS equivaent of the FFA will be permitted. Thisreflectsthe
formd legd pogtion that the fund has yet to be attributed between
policyholders and shareholders and that it is neither shareholder equity
or policyholder liahility. If this gpproach is adopted then the FFA
trestment would need to be accommodated within the IAS framework;
or

(b) ThelAS basisreserveis alocated as being, for accounting purposes,
90% attributable to policyholders of the fund in generd and 109 to
shareholders. The policyholder alocation would be recorded as a
liability. Thistrestment isapplied for US GAAP purposesand is
designated as aliability for ‘Undistributed Policyholder Allocations'. In
this case ether IAS 32 and 39, or the interim solution guidance, or both
need to address thisissue.

Furthermore, it should be noted that the resdua balance represents a post-tax
excess. For performance reporting purposes in the income statement an
acceptable grossing-up methodology to derive sensible pre-tax results will be
required.

Theseisues areilludrative of the complexity of the requirementsto fair value
policyholder ligbilities under IAS32 and 39 and an as yet unknown solution for
Insurance contracts not cassfied asfinancid ingruments. Many of these have
been explored in the development of the DSOP. However, the DSOP has not
been field tested and it would be prudent for the IASB timetable to anticipate
that sgnificant second order issues will emerge on developing and testing
guidance.
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Performance reporting

We note that based on the current reguirements there are multiple potentia
income statement effects depending on how the components of insurance
contract liabilities are measured.

Embedded Derivative contract ligbilities will be measured on either afar vaue
bass (as yet to be determined) or, if closaly related to the host contract on a
basis under the interim solution (again as yet to be determined).

Other insurance contract liabilities will be reported on either afar value basis
(as yet to be determined), an amortised bass (as yet to be determined) or, if not
within the scope of IAS 32 and 39, within the requirements of the IASB interim
solution.

Taken together with the option to use amortised cogt, available for sde, or
trading bases of income statement reporting there are likely to be very
condderable differences of reported earnings for insurance contracts and
backing assats for essentidly smilar products and backing investment
portfolios.

There appears to have been no detailed consideration by IASB of these issues.
Given the variety of potential performance reporting models for value
movements on assets backing liabilities and solvency capitd, and dternative
bases of measuring liabilities, we would urge that the IASB fully address these
concerns as part of the interim solution.

Based on current requirements there isahigh risk of aloss of investor
confidence in the financid statements of insurers due to the lack of
comparability, both between insurers financid satements, and within insurers
finendd statements for investments and contract liabilities. Whilst it could be
argued that this pogtion currently pertains due to different world wide reporting
conventions it would be highly unsatisfactory for the solution to be applied in
2005 to be even more opaque and less understandable to readers of financia
Satements.



