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Pal Ebling
Accounting Standards Board B l // /

14 October, 2002

Dear Mr Ebling

RE: proposed new UK Financial Reporting Standards on financial instruments

On behdf of BT Group plc, I am writing to comment on the Exposure Drafts numbers 23 and 30,
dedling with hedge accounting and financia instruments. In our view, these proposed standards need
to be assessed together. Comments on specific questions raised by the ASB are included in the

Appendix.

Hedge accounting

On the whole, the introduction of improved reporting on hedge accounting in the UK isto be
welcomed asthisis an areathat has not kept up with commercid * developments. The implementation
of the proposed Internationa Accounting Standards on financia insruments and hedge accounting is,
however, likely to require mgor work from companiesin reviewing their hedging strategies for eech
individua hedge, preparing the requisite documentation and ensuring their treasury and accounting
systems are able to assess the hedge effectiveness of each hedge and report accordingly. It istherefore
important that companies start preparing for thiswork now and review the likely impact that the
International Accounting Standards ("IAS") will have from an operatiord and financid reporting

perspective.

However, asthe ASB accepts, the find content of the IAS is till being decided and there are certain
aress, such asrecycling of profits or losses on atransaction, which may change between now and the
introduction of the IAS in 2005. In addition, the adoption of the IAS will require
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changes to the UK Companies Act, which are dso not yet finalised. The introduction of FRED 23 and
FRED 30 at this time therefore does not assist this review process. A new FRS based on FRED 23
might be brought in sometime in 2003, and the ASB accepts that this standard would be less redtrictive
than IAS 39 and so may well permit hedge accounting in some areas where IAS 39 would not. FRED
30 makes certain changes and omissonsto IAS 39 which may then be introduced under IAS39in
2005. It gppears possible that we will have dightly different rules for hedge accounting every year for
the next three years.

Certain areas of the FRED are preferableto IAS 39, in particular FRED 30’ s approach to recycling and
the accounting treatment of cash flow hedges. However, it would be preferable for the IASto be
amended in these regards rather than have two different accounting trestments in two consecutive

years.

Practical issueswith |AS 39

The ASB has stated that the IASB will not be undertaking a fundamentd review of IAS 39 at this
dage. Thisis disgppointing, given that the current international standards do not alow for enough
emphasis to be placed on the substance of an underlying commercia transaction with regards to hedge
accounting. The prescriptive nature of the internationd standard may well lead to a gap between the
economic substance of a transaction and the permitted accounting treatment. In practice, some
treasurers are likely to take out hedges as before but not wish to fulfil al the onerous documentation
and effectiveness assessment requirements and so smply not claim hedge accounting. Others may be
affected by the gap between the economic substance of a transaction and its permitted accounting
treatment and hold back from hedging when this may be good commercid judgement. Thereis some
evidence that this has dready occurred in the US under FAS 133. Thiswill lead to alack of
comparability and understandability in different sets of accounts.

Corporates can certainly work within the proposed rules on hedge accounting for smaller sze
transactions. However larger transactions which, due to the potential impact of their Sze need more
certainty and therefore sgnificantly more prehedging activity, will not awaysfit the Stricter

interpretation of hedge accounting. This leads us to the conundrum whereby corporates, in trying to
achieve transaction certainty, create via accounting standards mark to market exposure in the profit and
loss account.

The following is an example of the Situation which large corporates may face:

BT's expanson into Europe, Asa and 3G technology required sgnificant funding in the bond market.
However, the timing of issuing bonds is always subject to market conditions (e.g. too many other
significant issuers, sector sentiment, market unease etc.) and the ability to make detailed Statements
about the company. In August 2000 we were unable to go to the bond market as aresult of due
diligence issues. We therefore locked in the fixed interest rates applicable a the time by transacting
£10bn of interest rate swaps with around 20 counterparties with maturities of 5,10,20 and 30 years.
Initidly we funded the company’ s plans by issuing short term, mainly dollar denominated, commercid
paper which was swapped into sterling by spot purchase! forward sdll foreign exchange contracts to
give synthetic floating sterling interest rate borrowing. When the interest rate swaps were taken into
account we effectively had short-term borrowing with fixed 5,10,20 and 30 year interest rates.
Commercia paper that matured was refinanced with further commercia paper issues until we were
able to go to the bond market in December 2000. The amount of finding required forced BT to look
outside the domestic market. The dollar and euro



bond markets were therefore tapped and this required £1 3bn of currency swaps to be transacted to turn
the bond proceeds into sterling. Such significant currency activity could not be undertaken on the same
day as the bonds were issued without serioudy moving the market againgt us. The hedges were
therefore put in place over aperiod of time. The maturity of the bonds we issued were subject to

market appetite and this varies with time e.g. investors might take S3bn of 30 year debt in December

but by March would only take 10 year debt. The maturity of the bonds we eventudly issued did not
completely maich the maturity of our interest rate swaps. It would have been pure luck if they had
matched.

As can be seen above we were able to finance BT’ s Sgnificant funding requirement without exposing
the company to interest rate hikes which would have serioudy weskened BT. However, thiswas
achieved without having perfectly matched hedges to underlying debt transactions.

Trangition arrangements

It isaso not gpparent how existing hedges should be treated under these proposed new UK
standards— it is clear that their effectiveness as hedges could not have been continuously assessed
since inception under the guiddines of FRED 23 (one criteria set down in FRED 23 in order to quaify
for hedge accounting). Are all hedges to be assessed at the onset of FRED 23 and the gains or losses on
hedges then deemed ineffective to be taken to the profit and loss account in that year? How does this

fit in with the requirement in FRED 30 to restate comparative figures as if that Sandard had dways
applied, if one chooses to adopt the fair vaue accounting rules in 2004? And will this change in 2005
when gpplying the trangtion to international accounting sandards? Thisis akey question froma
practica perspective, and needs much greater clarity in the proposed standards.

Conclusion

At atime when UK companies are dready addressing the issues around the introduction of IAS 32 and
39 in 2005, we bdieve that introducing intermediate UK standards in 2003 and 2004 would be
extremely counterproductive and accordingly their adoption before 2005 should be on avoluntary
basis. The potential need for companies to explain restatements of restatements may further undermine
investor confidence in UK financia reporting. Thismay aso result in alack of comparability and
understanding.

Kind regards

Y ours Sncerdly

Claudia Sykes
Head of Treasury Accounting
BT Group plc



APPENDIX

FRED 23

1. Do you agree that a UK standard on hedge accounting is needed at thistime to improve UK
accounting and to prevent a gap appearing in UK accounting literature on hedges of net investmentsin
foreign operations?

The gap isonly appearing in UK accounting literature due to the introduction of FRED 24 asa
precursor to IAS 21. We bdieve that it is better not to introduce UK accounting standards piecemedl in
advance of the |AS being finalised S0 as to ensure that there are not inconsstencies in financia
satements gppearing over the next 3 years as aresult of conflicting treatments.

An improved standard on hedge accounting would be welcomed, but given the short period of time
before 1ASs are mandatory in the UK, it seems unhelpful to introduce an intermediate UK standard
now. BT supports the introduction of afit for purpose IAS 39 rather than piecemed intermediate UK
FRSs.

2. The ASB has taken the view that, in order to start the process of bringing UK practice on hedge
accounting into line with the practice adopted internationdly, the proposed UK standard’ s redtrictions
on the use of hedge accounting should be based on the main principle that underlies the hedge
accounting regrictionsin IAS 39: that hedge accounting should be permitted only if the hedging
relationship is pre-designated and meets certain effectiveness criteria.

(& Do you agree that UK standard should be based on the principles underlying IAS 39 as set out in
the FRED?
(b) Does the principle need to be supplemented by any other principles?

Any UK standard should be based on the principles underlying IAS 39, to the extent that these are not
expected to change. This principle should however be reinforced by the substance of any hedging
transaction being undertaken - more emphasis should be placed on the economic substance of any
hedging decision and related transactions and not just whether it complies with a set of prescribed
rules. The box-ticking approach did not prevent Enron and other perceived accounting abuses in the
US and was a key driver in the introduction of FRS 5 * Reporting the substance of transactions.”

3. The ASB has taken the view that the UK standard should contain those detailed retrictionsin IAS
39 that appear to it to be necessary to implement the aforementioned principle, but should not at this
stage include any other redtrictions on the use of hedge accounting.

(8 Do you agree that the FRED’ s proposed restrictions on the use of hedge accounting are dl
necessary to implement the aforementioned principle?

(b) Do you agree that the FRED should not contain any other restrictions on the use of hedge
accounting? If not, what should those other restrictions be?

We agree with the gpproach taken by the ASB in emphasising the principle of IAS 39 and not setting
out too many specific redtrictions - what should be important is the substance of the underlying
transaction.



4. Do you agree with the materid in the FRED in measuring hedge effectiveness? If you do not, what
if any changes would you make to the materid?

The information provided by the FRED is limited. Moreillugrative examples would be more useful to
preparers of accounts.

5. The ASB has taken the view that, in the main, the proposed FRED should not prescribe how hedge
accounting should be done. Do you agree with this gpproach?

Y es. This should also be adopted in the International Accounting Standards to ensure that hedge
accounting does not become a tick-box exercise bearing little relation to the economic substance of a
transaction. However, further examples of the accounting trestment for specific transactions would be
welcomed to provide clarity for preparers.

6. The ASB has neverthel ess decided that the FRED should propose some minimum reguirements on
the use of hedge accounting techniques to be used. Do you agree with the FRED’ s proposals on:
(@ thetreatment of hedges of net investments in foreign operations?
(b) The treetment of the ineffective portion of again or loss on a hedge that is not a hedge of anet
investment in aforeign operation
(c) Thetrestment of hedging instruments that cease to qualify for hedge accounting?

Yes.

7. The ASB is proposing that the standard should come into effect for reporting periods ending on or
after acertain date in early 2003, dthough it is dso proposing certain trangtiond requirements. Do
you agree with this gpproach?

No. As noted above, whilst BT agrees that companies need to focus on preparing for the introduction
of internationa accounting standards, adopting parts of these on a piecemed basisinto the UK over the
next two years is an unnecessary and burdensome distraction.



FRED 30

1. The ASB has concluded that it is best to view the requirementsin LAS 32 and 39 asasingle
package of requirements that should, asfar asis practicable, be implemented in the UK at asingle
point in time. Do you agree with this gpproach?

Yes.

2. The ASB isproposing to implement, at asingle point in time, some parts of the sandardsin
mandatory form, some in non-mandatory form and some not at al for the time being. At the same
time, it is proposing to withdraw FRSs 4 and 13 (and related UI TF abstracts) and keep in place
mogt parts of FRS 5. Do you believe that, in the * circumstances, this represents the best possible
approach of implementing in the UK the internationd requirements in this area?

No. Given that the implementation of IASsfor listed UK entitiesisjust over 2 years away, a piecemed
approach to adopting internationa requirements will be confusing to investors and shareholders dike,
aswell asincreasing the unnecessary administration for companiesin ensuring compliance with UK
GAAP a each point in time.

3. The FRED proposes that the proposed new IAS 39 gpproach to recognition and derecognition
should not be implemented in the UK &t the present time. Instead, when the direction of
internationa convergence on this subject becomes clearer, afurther consultation document will be
issued. Do you agree with this approach?

Yes.

4. The ASB is proposing that, prior to 2005, companies should be required to adopt IAS 39's
measurement requirements only if they choose to adopt the fair value accounting rules that will be st
out in companies legidation. Entities that do not choose to adopt those rules will not initidly be
required by UK standards to adopt the measurement requirements at dl.

(&) Do you agree with this gpproach?

(b) Do you agree that the recycling requirements of 1AS 39 should not be implemented in the UK
pending completion on the project on reporting financid performance and do you agree with the
dternative treatment proposed in the FRED?

It isnot clear how this statement ties in with FRED 23, which sets out certain hedge accounting
criterig, based on IAS 39, for dl UK entities other than small companies. These criteria dready cover
the most onerous areas of 1AS 39.

It is sengible that the recycling requirements of IAS 39 are not included in the UK standard yet. Whilst
the UK proposd for recycling appears more reasonable, this should only be included if the IASis
likely to change here too.

5. The ASB isproposing asimilar gpproach to IAS 32's hedge accounting requirements asto its
measurement requirements.
(&) Do you agree with this gpproach?

Yes.



(b) Do you agree with the gpproach being proposed in place of recycling?

Y es the gpproach adopted in the FRED, i.e. not recycling gains and losses through the p& | if they
have dready gone through the statement of total recognised gains and losses, is sensible. However,
we would again prefer that the UK and internationa accounting standards are the same here rather
than two different treatments being introduced over the next two years.

6. (a) The FRED proposes that, prior to 2005, entities should be required to comply with IAS
39's measurement and hedge accounting provisons in certain circumstances only. That will change
in 2005 for the consolidated financia statements of listed entities, but as the FRED suggests, not for
other entities or other types of financia statements. Thus, from 2005, listed entities that do not
prepare consolidated financial statements and unlisted entities will not be required to adopt IAS
39's measurements and hedge accounting provisions unless they choose to adopt the fair value
accounting provisons set out in the Companies Act 1985. Similarly, listed entities that prepare
consolidated financia statements will not be required to adopt 1AS 39's measurement and hedge
acocounting provisons unless they adopt the fair value accounting rules in those financia

gatements. Do you agree with this gpproach?

Yes.

(b)FRS 13's disclosure requirements gpply only to entities, other than insurance entities, that are
lisged or have publicly-traded securities and al banks. The ASB is proposing to revise the
disclosure requirements on 1 January 2004 and to apply those new requirementsto al listed
entities, dl other entities that have publicly-traded securities and dl banks. Do you agree with this
approach, or do you believe that, from 2004, the requirements should apply to al other entities (for
example unlisted insurance companies) or, dternatively, to a narrower range of entities?

Yes.

(c) FRS 13 sdisclosure requirements gpply both to consolidated financid statements and to
individud financia statements, except that they do not need to be gpplied in theindividua
financid statements of entities that are preparing FRS 13- compliant consolidated financia
gatements. The FRED proposes to retain asmilar exemption. Do you agree with this gpproach?

Yes.



