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Re  Amendmentsto IAS 39: The Fair Vdue Option

Dear Ms Thompson,

Godman Sachs agppreciates this opportunity to comment on the “Exposure Draft of Proposed
Amendments to IAS 39 Fnancid Indruments Recognition and Measurement - The Far Vaue
Option” (“the proposd”) recently issued by the Internationd Accounting Standards Board (the
“Board”).

The introduction of the far vadue option was a mgor sep forward in accounting for dl financid
ingruments a far vaue through profit or loss We supported the far vaue option when it was
introduced within the origind 1AS 39 amendments because it helped rectify many of the
anomdies and problems with the current mixed messurement modd of far vaue and cost-based
gpproaches for financid instruments.

Recently, some condituents rased concerns that the far vadue option nmey be applied
ingppropriately. Specificdly, these condtituents were concerned that:

a) entities might apply the far vaue option to financid assets or financid liabilities whose
far vdueisnot verifidble

b) use of the option might increase, rather than decrease, voldility in profit or loss and

c) if an entity goplied the far vaue option to financd lidbilities it might result in the entity
recognisng gains or lossesin profit or loss for changesin its own creditworthiness.
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In response to these concerns the Board developed the proposa, which would (i) limit the types
of financdd assats and ligbilities to which the option may be applied and (ii) require that the
option be gpplied only to financid assets and financid liabilitieswhose far vaue is “verifiaole’.

We do not share these concerns and beieve that any redriction on the farr vaue option is a step
backwards. Consequently, we do not support the proposd and find oursdves agreeing with the
three Board members who voted againd it.

Moreover, we do not believe the proposd achieves its objectives and, in the process moves
away from a principlesbased gpproach in favour of detaled rules.

Verifiability— Introduction of an Undesirable Dual Standard

The proposd introduces the concet of verifiability in an atempt to relieve concarns over the use
of ingppropriate fair vdues We underdand the Board means “veifigble’ to be a dricter test than
“relisbly messured’, i.e, the variability in the range of far vaue esimates is low. By requiring a
dricter tedt, the Board has crested a duad measurement standard between those instruments that
are required to be fair-vaued and those for which the use of fair vaueis optional.

Under the proposd, far vaues are required to be verifiable only for those financid instruments
where the far vaue option is used and not for those financid instruments where the use of fair
vaue through profit or loss is obligaory, i.e, indruments tha satidy the criteria of hdd for
trading. Where an instrument meets those criteria and therefore is measured at far vaue through
profit or loss, far vadue must be determined in accordance with the hierarchy in paragraphs
AGE9 through AG82 of IAS 39. Tha hierarchy provides guidance about determining fair values
of financid assets or financid liabilities across a wide spectrum of price trangoarency, i.e, the
range of far vaue edimaes is not aways low. Neverthdess changes in far vdue ae ill
reguired to be recognised through profit or loss.

Conceptudly, we bdieve a dual sandard is incongdent with the objective of far vaue
measurement, which isto arrive a the single exchange price between two parties.

Proposal Aggravates Rather than Mitigates VVolatility Concerns

The proposd focuses on concans that an entity will choose to introduce volaility into its
finencid daements by sdectivdy goplying the far vaue option. The proposa dtempts to
mitigate this percaved risk by limiting the avalability of the option. Our experience is that mogt
entities would not seek to introduce atificid voldility into ther financid daements. Thus we
question the premise underlying these concerns.

Additiondly, by redricting the use of the far vaue option, the proposa could increese reported
volaility (and not achieve its dated objectives) by faling to account for naturd offssts. An entity
could be required to messure certain assets & amortised cost and to messure naturdly offsetting
items a far vaue thereby introducing increesed accounting volaility where economic volatility
does not exig.
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For example, the risks in a portfolio of loans may be economicdly hedged usng a vaiety of
derivative ingruments, such as credit derivatives. In this dtuation, the economic hedges may not
qudify as desgnated hedges and may not fulfill the stringent requirement of “subdtantid offset”.
The loan portfolio would be required to be measured a amortised cost but the derivatives would
have to be measured a far vadue through profit or loss This mismaching would leed to
condderable voldility in the profit and loss gatement (but not economic voldility) which would
not have occurred prior to the proposdl.

Held for Trading — Criteria may Need Refinement

Should the Board ultimatey conclude that these proposed redtrictions on the use of the far vaue
option are required, we bdieve it will dso be necessry to change the definition of “Hed for
Trading’. As the Boad noted, “IAS 39 contains a tighter definition of hed for trading than US
GAAP, with the reault that fewer financid assats and financid liabilities can be measured a fair
vaue through profit or loss by being dasdfied as hdd for trading” Tha definition is such that
finencd indruments held by an entity for trading could be inedvetently and ingppropriaiey
excluded from this category. We bdieve that the use of far vaue through profit or loss for a
trading portfolio is widdy recognised as the mode which provides the most useful and rdevant
information and is therefore the most appropriate modd. In order to ensure that this category
properly captures the entire trading portfolio, we beieve the definition needs to reflect the views
of trading businesses.

Basd Capital Accord Implications

Within Europe, many entities sgnificantly affected by IAS 39 will dso be subject to the new
Basd Capitd Accord. This accord adso addresses the issue of what should and should not be

classfied as trading. The Basd definition may require loans to be dassfied within the trading
book, which subsequently would require them to be marked to market for regulatory purposes,
however, the same loans would be excluded from being caried a far vdue within the propos.
The Board should atempt to ensure that entities are not subject to conflicting definitions and
requirements as this will be cumbersome and impracticd.

* k k k%

We gopreciate the opportunity to provide you with our views on the proposd. If you have any
quesions regarding our comments, pleese contact  Mathew  Schroeder, Managing
Director %2 Accounting Policy a  212-357-8437, o  Sephen  Davies Managing
Director % Internationd Controller in London a (20) 7774-3804.

Sncedy,

/19 Sarah E. Smith
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Appendix

Quedtion 1
1) Do you agree with the proposals in this Exposure Draft? If not, why not? What
changes do you propose and why?

As described previoudy, we do not agree with the proposals in the Exposure Draft.
The proposds move the dandard away from the principlesbased goproach, which
aigns the accounting for transactions with the economic substance of the transactions.

The proposds do not address certain condituents concerns with the origind fair
vdue option and have execarbated some of the problems. At the same time, the
proposas have introduced inconsgencies in the tretment of financid indruments
within and between financia datements and greetly increesed the complexity of
gpplication of the Satement

We would propose that the Board revert to the origind far vadue option which we
bdlieve resultsin better financia reporting.

Quedtion 2
2) Are you 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 this option if it
wererevised as set out in this Exposure Draft? If so:
a) Please give details of the instrument(s) and why it (they) would not be éligible;
b) Is the fair value of the instrument verifiable (see paragraph 48B) and if not,
why not?
¢) How would applying the fair value option to the instrument(s) simplify the
practical application of IAS39?

The main cdlass of financid ingruments which we are aware that entities are intending
to apply far vadue accounting to, but which would not be digible for such trestment
under the revised standard, is loans and recavables Many entities actively originate
loan facllities and trade in the secondary market. The loans hed are unlikey to meet
the definition of a trading assst as they could not be deemed to be traded in the near
term.

This dtuation is further complicated by the potentidly different trestments for
commitments and loans  An originated but undravn loan commitment would be
recorded a far vaue but once drawn down, the loan would be required to be recorded
a amortised cod.

The acocounting treatment required under the proposa is incondgent with the
management of these assets.

The redtriction on the use of the option to those ingruments with a verifiable far
vaue may limit its use for new financid ingruments or ingruments priced usng new
modds. An entity may be forced to utilise a commonly used market techniquein
order to obtain fair vaue treatment for its instrument and hence will have a reduced
incentive to establish new (and possibly better) fair value models. For example, the
Black-Scholes modd was for many years the market standard option pricing mode
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and would have been the only commonly used market technique. However this
technique has now been replaced to a certain extent by lattices. Under this proposd,
|attices would never have been dlowed to be used as they would not have generated a
verifiable price, and hence would not have gained market acceptance. Therefore the
market would gtill be usng soldy Black-Scholes. This demondrates how the proposd
could hinder the development of more accurate fair vaue measurement techniques.

Question 3

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

As supporters of the origind far vaue option within IAS 39 we do not agree with the
atempt to limit its use as st out in the proposd. We do not bdieve the proposas
address the concerns in BC9 of the proposd, and in paticular bdieve they may
increese rather than decrease voldility, and hence, do not bdieve any further limit to
the use of the option would be appropriate.

Quedtion 4

4) The Board decided that all financial instruments that contain an embedded
derivative could use the FV option. Does this make the category too broad? If so,
how would you limit the use of this category?

The process of identifying and separating embedded derivaives in order for the
derivative to be caried a far vdue can be a cumbersome and ambiguous procedure,

As such we support the broad incluson of the entire financid indrument containing
the embedded derivative within the option.

Quedtion 5
5) Do you agree with the proposed transitional provisions?

The proposad trangtiond requirements appear gppropriate if the proposed restriction
to the far vaue option is implemented, and we would not support retrospective
restatement of al assats whose designation would have changed.

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

If the Board continues in its atempt to redrict the use of the far vaue option it is, in
our view, important that they focus on the definition of “hdd-for trading” and ensure
that it is expanded ad refined so that it is robust enough to incorporate Al
indruments held for this purpose. The current definition is highly prescriptive and
focused on time. We bdieve a greater focus should be placed on the mativation of the
holder. To this extent financid ingruments held in the normd course of busness by a
broker-dedler should fdl into the trading category and we beieve that should be the
am of any definition of hed for trading.



