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BNP PARIBAS
P
CL 89
Paris, 21% July, 2004

Mrs. Sandra Thompson
IASB

30 Cannon Street
London EC4M 6XH
United Kingdom

Re Exposure Draft of Proposed Amendments to IAS 39 Financid Instruments. Recognition
and Measurement — The Fair Vaue Option

Dear Mrs. Sandra Thompson,

BNP Peribas appreciates the opportunity to comment on the Exposure Draft of "Proposed
Amendments to IAS 39 Financial Instruments. Recognition and Measurement, the Fair Value
Option" recently issued by IASB.

In contributing to IASB's due process, we issued a comment letter on IAS 39 Exposure Draft
sent to Sir David Tweedie and dated October 14™, 2002, that set out our concerns regarding
IASB's proposals.

As regards the option to desgnaie a inception any financid ingruments as a far vaue
through profit or loss, we pointed out that this proposa was only necessary to mitigate some of
the deficiencies of the mix-attribute moded in IAS 39. We were dso concerned that this option
may be used by unscrupulous members of management to manipulate what is the red financid
pogtion of an entity.

However, the revised verson of IAS 39 does not solve these concerns. Therefore, given the
mix-measurement model and the problems inherent to hedge accounting rules, we believe that
the option would consderably ease the application of IAS 39, even if it is not a perfect
solution.

As mentioned in the Background and the Basis For Conclusons of this Exposure Drdft,
prudentia supervisors and other regulators were aso concerned by the voldility in profit and
loss that would follow from the inappropriate use of the fair vaue option. That is why "the
Board decided to propose that the fair vaue option be amended so as to limit its use while
preserving the key benefits of the option.”



We support the Board to accommodate the concerns raised and we welcome the attempts to
limit the use of the fair vaue option. However, the redrictions proposed to prevent the abuse
have dso, perhaps inadvertently, prohibited the use of the far value option in Stuations that
are entirely appropriate.

As aresult, we would like to mention our strong reservetions on the following points.

- The "veifidble' notion introduces a second-tier threshold for fair vaue messurement and
could lead to record at fair vaue through equity an available for sde asset that could be
prohibited from being desgnated as a far vaue through profit or loss because its far
vaue does not meet the verifidbility test. We believe this concept creates confuson and
that there should be a single definition of far value. Consequently, we would suggest thet
the current provisons of IAS 39, requiring a reliable measurement, be aso consdered
gopropriate for the application of the fair vaue option, as they are conddered as being
qualitetive for trading dedls or available-for-sale assets.

- Liabilities used for the funding of trading activities are not conddered as part of the trading
category under 1AS 39. As such, without the use of the fair value option, companies may
be required to reflect these financid insruments & amortised cost when they should in fact
be reflected as pat of the trading activities. Therefore, if the Board does not want to
recondder the "held-for-trading” definition, it should a least extend te far vaue option to
those lighilities as the fair value measurement is consstent with the way they are managed.

- The mogt important benefit of the fair vaue option is to ease the practica application of

IAS 39, in paticular in those gStuaions in which the option engbles to achieve a smilar
accounting result as the far vaue hedge whils avoiding the designation, tracking and
ng of the hedge effectiveness that hedge accounting entalls.
Should the Board impose formd requirements on the ertity in order to prove compliance
with this condition, eg. documentation of the reationship demondrating the "subgtantid
offsgt”, this would in fact amnihilae the benefit to applying the far vaue option as
opposed to designating a hedging relaionship.

Furthermore, we would like to express once again our concern that if an entity apply the far
vaue option to a financid liadility (for example because it is "naturdly” offset by a derivative)
it might result in the entity recognising a profit when its credit rating declines.

On this issue, the current answer of IASB is a specific disclosure requirement on the changes
in fair value due to other factors than the reference interest rate. We do believe that such a
disclosure is not sufficient and does not solve the concerns raised by the European supervisors.
We would suggest that when agpplying the far vaue option to a financid ligbility, only
changes relating to risks other than own credit should be taken into account: when fair vauing
the ingtrument, the credit Soread component should be crystalised at its vaue at inception.

As detaled below, dlowing the application of the far vaue option to risk components of a
financia ingrument (the interest rate risk in that case) would solve this problem.
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You will find enclosed our detailed answers to the questions posed by the Board on the
Exposure Dréeft. If you have any further queries regarding our comments, please do not
hesitate to contact me on 33 (01) 40 14 29 28.

Sincerdy,

Philippe Bordenave
Chief Financid Officer



Question 1.

Do you agree with the proposals in this Exposure Draft? If not, why not? What changes do
you propose and why?

As mentioned in the cover letter, a the time the Exposure Draft of IAS 39 was published, we
did not support the introduction of the fair vaue option as we considered that its purpose was
to mitigate some deficencies of the mix-measurement model and sringent hedge accounting
rules in IAS 39. As the revised verson of IAS 39 has confirmed this mix-measurement mode,
we regard the fair value option as a mean to overcome this flaw and to ease the gpplication of
IAS 39.

The proposed redtrictions to the fair vaue option, while presumably drafted to prevent abuses,
could prohibit its use in dtuaions which are entirely appropriate and necessary in order for the
financia statements to appropriately reflect the economical postion.

Therefore, it isour view thet it is crucid that the Board consders the following issues.

"Verifiable" fair value measurement

In order to narrow the use of the fair vaue option, the Exposure Draft alows its application to
the extent that the fair vaue of thefinancia asst or ligbility is"verifigble'.

The Exposure Dreft cdealy daes tha the "verifidbility” test is dricter than the "rdiably
measurable’ criteria gpplied to held-for-trading and available-for-sde insruments.

By introducing this notion, the Board has crested a second-tier of fair value that could lead to
record a far vaue through equity an avalable for sae assat that could be prohibited from
being designated as a far vaue through profit or loss because its far vaue does not meet the
verifiability test. We believe that thisis incongstent.

Moreover, if the "veifiddle' requirement would be introduced it would become doubtful if it
is possble to designate hybrid instruments that do not qudify for bifurcation a far vaue. The
perverse effect might be that bifurcation would be needed but that it would not alowed to
mesasure the host contract itsdf would at fair vaue.

This will lead to condderable confuson for the purposes of rules reding to far vaue
measurement. Indeed, this notion does not exist in other areas of measuring far vaues in any
other Standards, such as IAS 40 "Investment Property”, nor in the Framework. We bdieve
there should be one definition of fair vaue.

Thus, we would suggest that the current provisons of IAS 39, requiring reliable measurement,
be dso consdered appropriate for the application of the fair vaue option, as they are both
robust and strict enough to prevent abuse.

Funding of trading activities

In the current text of 1AS 39, the definition of the held-for-trading category does not enable to
account for a far vaue financd assats and ligbilities that are pat of the funding of trading
activities, asthey are not held for short-term profit taking.
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Therefore, it is necessary to designate them as a fair vaue through profit or loss in order to
avoid to reflect them a amortised cost, when they should be in fact reflected as part of the
trading activities.

Therefore, if the Board does not want to reconsder the "held-for-trading’ definition, it should
a least extend the far vaue option to those trading book funding liabilities for which te far
va ue through profit or loss is the most appropriate measure.

"Substantial offset”
Should the Board impose forma requirements on the entity in order to prove compliance with
this condition, eg. documentation of the reationship demondrating the "subdantid offset”,
this would in fact annihilate the benefit to gpplying the far vaue option as opposed to
designating a hedging relationship.

As the mogt important benefit of the fair vaue option is to ease the practical application of
IAS 39, in paticular in those Stuaions of "naturad offset”, we bdieve that this is not the
objective of IASB.

Accordingly, we encourage the Board to claify in the Standard, as dtated in the Bass for
Concluson, that the fair vaue option can be used as an dternaive to hedge accounting
without any need for the designation, tracking and assessing of hedge effectiveness.

Question 2

Areyou aware of any financial instruments to which entities are applying, or are intending
to apply, the fair value option that would not be eligible for the option if it were revised as
set out in this Exposure Draft? | f so:

(@ Pleasegive details of the instrument(s) and why it (they) would not be eligible.

(b) Isthe fair value of the instrument(s) verifiable (see paragraph 48B) and if not, why
not?

(c0 How would applying the fair value option to the instrument(s) simplify the practical
application of |AS 39?

The most important benefit of the fair vaue option is that it enables to account for asset and
liability pogtions offsdting each other, where hedge accounting cannot be apply. The
limitetions "contractudly linked" and "substantidly offset” with the necessry identification
included in the proposed redrictions are likely to prohibit the use of the option in Stuations
that are entirely appropriate.

We provide heredfter severd examples of financd insruments to which entities may be
unable to gpply the fair vaue option under the proposds in the Exposure Draft, dthough the
changes in far vdue of these financid ingtruments are subgtantialy offset by the ones of other
financid instruments



Entering into the "natural hedging” contract the following day
An entity may buy a financid asst (or incur a financid liability) but enter into a derivaive
that "subgartiadly" offssts the exposure to changes in far vaue of the financid asset (or
ligbility) on the following day. Indeed, in practice, it is not possble to identify an offsetting
position at inception since the risk management process is a continUOUS Process.

Under the Exposure Draft proposds, as the identification of the offsetting exposure cannot be
brought at the date the asst (or ligbility) is initidly recognised the entity would not be able to
apply the fair vaue option. This would lead to the fnancia asset being held & amortised cost
and the derivative a far vaue, resulting in volatility from one reporting period to the next: the
netura hedge will not be reflected in the financid statements.

This argument could be refuted in the motive that we could enter into a fair vaue hedge
relaionship. However, the desgnation of a hedging rdationship is a heavy process to
implement. Therefore, the fair vaue option could for example be very useful as regards
funding dedls of the Treasury centre which are mainly short term deds and for which hedge
accounting will be too much burdensome, and this especidly since the volumes processed are

heavy.

Therefore, the sandard should be revised to dlow a financid instrument to be designated at
“far vaue through profit or loss' even after inception, if the entity makes a decison that the
financid ingrument will be "hedged' through a subgantidly offsetting pogtion.  Indeed,
where a financid instrument has been purchased as a natura hedge of another financia asset
or financid liability, the standard should dlow both of these instruments to be recorded a far
value through profit or loss In this case, the changes of far vaue of the hedged financid
ingrument should be calculated as of it is designated as at fair vaue through profit or loss.

Fair value measurement of portfolios

As mentioned above, where a financid instrument has been entered into as a naturd hedge of
ancther financid ingrument, then it should be dlowed to be desgnated as a far vdue
through profit or loss. Without the use of the far vaue option, the entity will not be able to
consstently measure matched asset and ligbility positions.

However, it is crucid to highlight that banks do not manage risk in respect of insgruments but
with regards to various risk categories and a a portfolio leve that includes both financia
assets and financid liabilities. Therefore, the “"subgtantid offst” cannot be appreciated
between two financid ingruments, but rather a a portfolio level, based on the VaR of the
portfolio for example.

Consequently, we believe the standard should permitted to gpply the fair value option to those
asts or ligbilities for which the far vdue through profit or loss is the most appropriate
measure, as it enables to reflect the underlying economic substance.

Therefore, we recommend that the standard dlows to agpply the option where a financid
ingrument forms pat of an economic hedging reationship with another financid ingrument
or portfolio of ingruments and where far vaue provide a more gppropriate reflection of the
true risks involved.
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Finaly, we would like to point out that the Exposure Draft proposas do not ded with the case
where the offsetting indruments is early terminated or unwounded before the maturity of the
one to which the option is gpplied. As the designation as at far value through profit or loss is
irrevocable, we understand that in that case the indrument at far vaue through profit or loss
"by option” is maintained as such.

Question 3:

Do the proposals contained in this Exposure Draft appropriately limit the use of the fair
value option so asto address adequately the concerns set out in paragraph BC9? If not, how
would you further limit the use of the option and why?

We support IASB to accommodate the concerns raised and we welcome the attempts to limit
the use of the far value option. Neverthdess, we believe that the proposed criteria for
aoplying the far vaue option creste confuson, prohibiting the use of the far vaue in Stuation
where entirdy gppropriate while not redricting it in many cases, as many financid insruments
contain embedded derivatives.

We bdieve that the limitations may impede the objective to ease the implementation of IAS
39, while some concepts such as "veifiadility of the far vaue' are vague and do create
confusion.

Moreover, one of the concerns from European prudentid supervisors was linked to the
requirement, which the far vaue option imposes on entities to consder ther own credit
spreads when determining the fair vaue of their own debts.

This concern has not be taken into account in the proposed amendments, as the Board
congders that it has dready responded to it by requiring that in this case the entity discloses
the amount of the change in the far vaue of the financid liability that is not atributable to
changes in a benchmark interest rate.

However, we consder that such a disclosure is not a proper solution for the problem, and that
this question has to be treated in the further amendmentsto IAS 39.

Thus, we would suggest that when goplying the fair vaue option to a financid liability, only
changes relaing to risks other than own credit should be taken into account: the credit spread
component should be crystalised at its value at inception.

We would like to highlight that if the far vaue meassurement could be applied to risk
components, this concern would be solved. Indeed, the bank does not hedge its own credit
soread but only the market risk. Therefore, the fair vaue option would be gpplied to the
ligoility but only the "hedged" component of the liability would be far vaued (in order to
achieve the same result as in a far vaue hedge rdationship and not reflect gains in the case of
adeterioration of the bank’s credit rating).
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Furthermore, among others, this risk components gpproach would enable the fair vaue option
to be perfectly in line with banks risk management practices.

Question 4:

Paragraph 9(b)(i) proposes that the fair value option could be used for a financial asset or
financial liability that contains one or more embedded derivatives, whether or not
paragraph 11 of IAS 39 requires the embedded derivative to be separated. The Board
proposes this category for the reasons set out in paragraphs BC6(a) and BC16-BC18 of the
Basis for Conclusions on this Exposure Draft. However, the Board recognises that a
substantial number of financial assets and financial liabilities contain embedded derivatives
and, accordingly, a substantial number of financial assets and financial liabilities would
qualify for the fair value option under this proposal.

Isthe proposal in paragraph 9(b)(i) appropriate? If not, should this category be limited to a
financial asset or financial liability containing one or more embedded derivatives that
paragraph 11 of 1 AS 39 requires to be separated?

We do not believe that this category should be limited.

Indeed, the process required by IAS 39 to conclude whether an embedded derivative has to be
separated or not is complex and adminigratively burdensome. Furthermore, vauing the whole
instrument often more accurately reflects the way the instruments are managed by the Bank.

Question 5:

Paragraph 103A proposes that an entity that adopts early the December 2003 version of |AS
39 may change the financial assets and financial liabilities designated as at fair value
through profit or loss from the beginning of the first period for which it adopts the
amendments in this Exposure Draft. It also proposes that in the case of a financial asset or
financial liability that was previously designated as at fair value through profit or lossbut is
no longer so designated:

(@ if the financial asset or financial liability is subsequently measured at cost or
amortised cogt, its fair value at the beginning of the period for which it ceases to be
designated as at fair value through profit or loss is deemed to be its cost or amortised
cost.

(b) if the financial asset is subsequently classified as available for sale, any amounts
previously recognised in profit or loss shall not be reclassified into the separate
component of equity in which gains and losses on availablefor-sale assets are
recognised.
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However, in the case of a financial asset or financial liability that was not previously
designated as at fair value through profit or loss, the entity shall restate the financial asset
or financial liability using the new designation in the comparative financial statements.

Finally, this paragraph proposes that the entity shall disclose:

(@ for financial assets and financial liabilities newly designated as at fair value through
profit or loss, their fair value and the classification and carrying amount in the
previousfinancial statements.

(b for financial assets and financial liabilities no longer designated as at fair value
through profit or loss, their fair value and the classification and carrying amount in
the current financial statements.

Are these proposed transitional requirements appropriate? If not, what changes do you
propose and why? Specifically, should all changes to the measurement basis of a financial
asset or financial liability that result from adopting the amendments proposed in this
Exposure Draft be applied retrospectively by restating the comparative financial statements?

We support the proposed transitional requirements.

However, we would like to highlight that:

- On the one hand, according to IFRS 1, an entity shdl reflect in its opening baance sheet
al hedging relationships that it had desgnated as such under its previous Gaap, except for
ahedging of atype that does not qualify for hedge accounting under IAS 39.

- On the other hand, IAS 39 dipulates that when it is first gpplied, "an entity is permitted to
designate a previoudy recognised financid asset or financid liability as a financid asset or
financid liability a far vaue through profit or loss despite the requirement in paragraph 9
to make such a designation upon initia recognition”.

This Exposure Draft reasserts that the reason for introducing the option was to amplify the
implementation of IAS 39 and explicitly deds with the "naturd offsats’. Therefore, we
understand that when an entity is firgt applying IAS 39 the use of the far vaue option in the
ca= of the "naturd offsets’ is an exception at the IFRS 1 principle.

We therefore ask IASB to darify the structuring of these two standards.

Question 6:
Do you have any other comments on the proposals?



