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RE: Exposure Draft of Proposed Amendments to IAS 32, Financial Instruments:
Disclosure and Presentation, and IAS 39, Financial Instruments. Recognition
and M easurement

Dear Sr David:

The Internationd Accounting Subcommittee (the Committeg) of the American Council of
Life Insurers (ACLI) appreciates the opportunity to provide its comments to the
Internetiond  Accounting Standards Board (IASB) concerning the above referenced
Exposure Drat (ED). The ACLI is the principa trade association of life insurance
companies, representing 399 members that account for, in the aggregete, 75 percent of
the assets of legd reserve life insurance companiesin the United States.

The ACLI recognizes the importance of the two Standards on financid insruments and
supports the objective of the IASB to improve the exising requirements. These Standards
ae eyeddly important to the insurance indudry because it's our underdanding that
inurance contracts not covered by the guidance currently under development by the
IASB would modlly likdy be accounted for under 1AS 32 and IAS 39. Conseguently,
careful deliberation was given to the questions asked and in our response.

IAS 32 - Financial | nstruments: Disclosur e and Presentation

Question 1 — Probabilities of different manners of settlement (paragraphs 19, 22 and
22A)

Do you agree that the classfication of a financid insrument as a lidility or as equity in
accordance with the substance of the contractud arangements should be made without
regard to probabilities of different manners of settlement? The proposed amendments
eiminate the notion in paragraph 22 that an instrument that the issuer is economicaly
compdled to redeem because of a contractudly accderating dividend should be
reclassfied as a financd liadility. In addition, the proposed amendments require a



financid ingrument that the issuer could be required to sdtle by ddivering cash or other
financid assets, depending on the occurrence or non-occurrence of uncertain future
events or on the outcome of uncertain circumstances that beyond the control of both the
issuer and the holder of the indrument, to be dassfied as a financd liability, irrespective
of the probability of those events or circumstances occurring (paragraph 22A).

Response:

We agree and support the recommendetion that the classfication of a financid instrument

should be conssent with the substance of the contract terms. When the essence of the
contract medts the definition of a liadility, the ingrument should be recognized as a
lighility.

Question 2 — Separation of liability and equity eements (paragraphs 28 and 29)

Do you agree that the options in IAS 32 for an issuer to measure the liability eement of a
compound financid indrument initidly ether as a resdud amount &fter separaing the
equity dement or based on a rdaivefar-vdue mehod should be diminaed and,
indead, any asset and liability dements should be separated and measured firsg and then
the residud assigned to the equity eement?

Response:

We agree tha compound financid indruments should, firs, be separated and measured
into ther asset and liablity dements with any resdud assgned to the equity dement.
While it's unlikey that the sum of the parts would exceed the totd, the guidance should
be clear that the equity dement should not be less than zero.

Question 3 — Classfication of derivatives that relate to an entity’s own shares
(paragraphs 29C-29G)

Do you agree with the guidance proposed about the dasdfication of derivatives that
relate to an entity’ s own shares?

Response:

While the guidance is potentidly more limiting then that in US GAAP EITF 0019
(EITF), it is conagent with the generd practice of the EITF. The proposed guidance
presents a more concise and smple answer to a complex issue. The guidance proposed in
IAS 32 would cregte an incondgtency with paragrgoh 8 of the EITF. The EITF would
classfy contracts requiring a net share settlement as equity, whereas the proposed IAS
guidance would dassfy those as asstgliabiliies.  The difference that is being created
should be re-evduated in light of the IASB/FASB convergence effort.

Question 4 — Consolidation of the text in IAS 32 and I1AS 39 into one comprehensive
Sandard



Do you bdieve it would be ussful to integrate the text in IAS 32 and IAS 39 into one
comprehengve Standard on the accounting for finandd indruments? (Although the
Boad is not propodng such a change in this Exposure Draft, it may congder this
posshility in findizing the revised Standards)

Response:

While we have no objection to integrating the text in IAS 32 and 39, it may be prudert to
keep the Standards separate unless the Board intends to resolve any and dl differences.
For example in IAS 32, paagrgph 2, notes tha ceatan unrecognized financid
ingruments, eg., loan commitments, are included but excluded in IAS 39.

In addition to our responses to the quedions in 1AS 32, we offer the fallowing comments
and recommendations regarding insurance contracts.

Definition of an I nsurance Contr act

The asence of a consgent definition of “insurance contract” (particularly within IAS 32
and the Draft SOP (DSOP) for the Insurance Contracts Project) is of the highest concern.
We bedieve that the guidance contained in paragraph 43 of IAS 32 can be interpreted to
require most permanent life insurance contracts to be included in the disclosure. Such an
interpretation is mog likedy unintended, but neverthdess probable. The DSOP, in
contrast, defines insurance contracts by focusng on insurance risk, which we bdieve is
the more gppropriate approach. Because the Board has indicated that it does not intend to
reconsder the fundamenta gpproach in IAS 32 and 39 a this time (paragraph 3 of the
Introduction), it is essentid that a definition of insurance contracts in IAS 32 be
condggent with other exiding or new Standards. It is our understanding that the Board
intends to issue an exposure draft of Phase 1 of the Insurance Contracts Project by the
end of the fird quater 2003 with the definition of insurance contracts being a high
priority and part of the Phase 1 initiative. Therefore, we encourage the Board to consder
excduding dl insurance contracts from IAS 32 that meet the definition for insurance
contracts. The definition for insurance contracts to be used in IAS 32 and IAS 39 should
be tha which is ultimatdy based on the guidance contained in the DSOP Principles 1.2 —
14.

Modification to |AS 32, Scope

Spedificaly, paragraph 1(c) of the Scope section should be modified to exdude insurance
contracts without exception. The definition of insurance contracts for the DSOP noted
above should be insarted into the Standard.  In addition, the sentence dding that the
Standard  gpplies to embedded derivatives in insurance contracts should be dedeted or
modified to apply “locad” accounting guidance pending the completion of the Insurance
Contracts project. The DSOP dates that embedded derivatives should not be separated
from the hogt contract (Chapter 1, Principle 1.6), which differs from the guidance in the
Scope section of IAS 32.

IAS 39 - Financial I nstruments. Recognition and M easur ement




Question 1 — Scope; loan commitments (par agraph 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 IAS 397

Response:

We do not have a comment regarding thisissue at thistime.
Question 2 — Derecognition: continuing involvement approach (paragr aphs 35-57)

Do you agree that the proposed continuing involvement goproach should be established
as the principle for derecognition of financa assats under IAS 397 If not, what approach

would you propose?
Response:

We do not agree that the proposed continuing involvement agpproach should be
edeblished as the principle for derecognition of financd assets  We bdieve the
continuing involvement as currently discussed in the Proposed Amendment to IAS 39 is
far too redrictive in terms of criteria for derecognition. The Amendment does not
condder any redive degree of continuing involvement as a bass for derecognition.
Additiondly, the proposed goproach does not indude any requirements for legd isolation
of the transferred assets, i.e, that the trandferred assets be put presumptively beyond the
reach of the transferor and its creditors.

As an dternative, we bdieve the provisons of US. GAAP FAS 140 provide an adequate
means of accounting for derecognition of financid assets. Paragrgph 9 of FAS 140
provides the rdevant guidance, as follows

“A trander of financid assets (or dl or a portion of a financid asset) in
which the trandferor surrenders control over those financid assets shdll
be accounted for as a sde to the extent that consderaion other than
beneficid interests in the trandferred assets is received in exchange. The
trandferor has surrendered control over trandferred assts if and only if
all of the following conditions are met:

a. The trandered assts have been isolated from the transferor-put
presumptively beyond the reach of the trandferor and its creditors,
even in bankruptcy or other recaivership (paragraphs 27 and 28).

b. Each tranderee (or, if the tranderee is a qudifying SPE (paragraph
35), each holder of its beneficid interests) has the right to pledge or
exchange the assts (or beneficid interests) it received, and no
condition both condrains the trandferee (or holder) from taking



advantage of its right to pledge or exchange and provides more than
atrivia benfit to the transferor (paragraphs 29-34).

c. The tranderor does not mantan effective control over the
transferred assets through either (1) an agreement that both entitles
and obligates the trandferor to repurchase or redeem them before
their maturity (paragraphs 47-49) or (2) the &bility to unilaterdly
caue the holder to return specific assets other than through a
cleenup cal”

The fdlowing are seved examples that involve continuing involvement,
common in current practice, which qudify for sde accounting under FAS
140, but would be precluded from derecognition under IAS 39:

Put options. Although a put option held by the trandferee provides the transferee with
control over the right to put the asset back to the trandferor and thus not defegting sde
accounting under U.S. Standard FAS 140, the tranderegs contractud ability to
require the transferor to repurchase the asst may result in the trandferor regaining
control of the asset and, therefore, the trandferred asset does not qudify for
derecognition under the IAS 39 Exposure Draft to the extent of the amount of the
asset that is subject to the put.

Put options and call options that are deeply out of the money. No exception to the
derecognition principles is made for a degp out- df- the- money put option held by the
trandferee or, unlike in the U.S, a deep out- of- the- money cdl option or a far vaue
cdl option hdd by the trandeor (that does not retan a financid interest) on
tranderred financial assats. Derecognition is precluded to the extent of the amounts
ubject to being reacquired because the trandferor may regain control of the rights to
the benefits of the cash flows of the trandferred financid assets. The probability of the
trandferor exercisng its option is not consdered.

Clean-up calls A cleanup cdl is a cdl option hdd by a sarvicer, which may be the
transferor, to purchase remaning tranderred financid assets when the amount of
outsanding assets fdls to a specified level & which the cost of servicing those assets
becomes burdensome in reation to the benefits of servicing. Although this is the
same ddinition as in FAS 140, a deatup cdl hdd by a trasferor precludes
derecognition under the IASB proposd to the extent of the assets subject to the call.

Conditional put options on defaulted assets A transferee may have the right to put
defaulted assets back to the transferor. For a specia purpose entity, the exercise of the
put option may be automeic whereby, if and when a loan defallts the specid
purpose entity is required to put the defaulted loan back to the transferor. Although
the exercise of the put options is conditionad upon the occurrence ¢ default and is for
the protection of the transferee, the options nonetheless provide a means by which the
trandferor regains control of the rights to the cash flows of the transferred asset and
thereby preclude derecognition under the IAS proposa to the extent of the amount of
the assets subject to the put.



Subordinated retained interests and credit guarantees. A transferor may agree to
provide the trandferee with credit enhancement in the form of a credit guarantee that
could be unlimited or limited to a specified amount. Such agreements could result in
the trandferor in effect repurchasing the tranderred asset if the debtor fals to make
payments or the assat is impared. Derecognition is precluded to the extent of the
amount that the transferor could be required to pay. Alternatively, when a portion of a
financid assat is trandered, the trandferor may provide credit enhancement to the
tranderee by subordinating the resdud interest retained to meke good any credit
losses in the portion of the underlying asset that was the subject of the transfer. The
credit enhancement is dmilar to a written option because the retaned beneficid
interest is subject to downsde risk from credit exposure and has limited upsde
potentidl. Derecognition is precluded under the IAS proposd to the extent of an
amount that the transferor could lose related to the transferred assets.

Total return swaps A transferor may sdll a financid asset to a transferee and enter
into a total return swap with the transferee, whereby al of the interes payment cash
flows from the underlying asset are remitted to the trandferor in exchange for a fixed
payment or varidble rate payment and any increases or dedines in the market vaue of

the underlying asset are absorbed by the transferor. Although a tota return swep is a
cash settled derivative, the tranderor could potentidly be required to compensate the

tranderee for a loss of the entire amount of the underlying principd in the event, no
meatter how remote, of a loss Accordingly, derecognition is prohibited under the IAS

proposal.

Question 3 — Derecognition: pass-through arrangements (paragraph 41)

Do you agree that assats trandferred under pass-through arangements where the cash
flows are pased through from one entity to another (such as from a specid purpose
entity to an investor) should qudify for derecognition based on the conditions st out in
paragraph 41 of the exposure draft?

Response:

We agree that passthrough arangements as discussed above should not  disqudify
derecognition.

Question 4 —Measurement: fair value designation (paragraph 10)
Do you agree that an entity should be permitted to desgnate any financid instrument

irrevocebly a initid recognition as an indrument that is messured a far vdue with
changesin far vaue recognized in profit or loss?

Response:



We bdieve tha an entity should be dlowed to desgnate a finandd indrument at initid
recognition as “held for trading” and therefore recognize the unredized gans or losses
through the income datement. This dassfication would be consgent with financid
indruments that reflect active and frequent buying and sdling and/or the objective of
generding profits for short-term price differences. However, we adso believe tha this
desgnaion should not be deemed irrevocable There may be rare circumstances where
the character of the financid indrument has changed as a result of a change in
management’s intent and/or ability for the financid indrument. We bdieve that a chage
in the classification would be gppropriate in such cases.

Question 5 —Fair value measurement consider ations (par agr aphs 95-100D)

Do you agree with the requirements about how to determine fair vaues that have been
incuded in paragraphs 95-100D of the exposure draft? Additiond guidance is induded in
paagraphs A32-A42 of Appendix A. Do you have any suggedions for additiond
requirements or guidance?

Response:

We bdieve tha a hierarchd method should be developed to provide a framework for
determining vaues when the techniques in the guidance cannot be gpplied. For example,
in the event that the guidance cannot be applied to a specific liability, the company would
vdue the ligbility a amortized cog. In the event that this is dso not gpplicable the
lighility would be vaued on a hdd-to-maturity basis.

Question 6 — Callective evaluation of impairment (paragraphs 112 and 113A-113D)

Do you agree that a loan asset or other financid asset measured a amortized cogt that has
been individudly assessed for imparment and found not to be individudly impared
should be included in a group of assats with Imilar credit risk characteridics that are
collectivdly evduated for imparment? Do you agree with the methodology for mesasuring
such impairment in paragraphs 113A-113D7

Response:

We agree with this proposed guidance.  However, this guidance would create an
IASU.S. GAAP convergence issue with respect to individudly sgnificant investments
tha have been separatdly assessed for imparment ad found not to be individudly
impared. Specificdly, the IAS requirement to incdude such assts in a group of assts
with amilar credit risk characterigtics and collectively evauate the group for imparment
isnot conggtent with U.S. GAAP.

Question 7 — Imparment of invetments in availablefor-sale financial assets
(paragraphs 117-119)



Do you agree that imparment losses for invesments in debt and equity instruments that
are dlassfied as avallable for sdle should not be reversed?

Response:

We agree with this proposed guidance.
Question 8 —Hedges of firm commitments (par agr aphs 137 and 140)

Do you agree that a hedge of an unrecognized firm commitment (a far vaue exposure)
should be accounted for as a far vaue hedge ingead of a cash flow hedge as it is at
present?

Response:

We agree that hedges of unrecognized firm commitments should be congdered far-vadue
hedges. Because the price or terms of the contract are fixed, a hedge of an unrecognized
firm commitment is a hedge of the exposure to a change in far vdue and not the
variahility of cash flows

Question 9 —‘Bass Adjustments (paragraph 160)

Do you agree that when a hedged forecast transaction results in an assst or ligbility, the
cumulative gan or loss that had previoudy been recognized directly in eguity should
reman in equity and be rdessed from equity condstently with the reporting of gains and
losses on the hedged asst or lidbility?

Response:

We support the Board's decison to diminate the bass adjusment gpproach in order to
bring IAS 39 into line with U.S. GAAP FAS Statement 133 for thisissue.

Question 10— Prior derecognition transactions (paragraph 171B)

Do you agree tha a financd asst tha was derecognized under the previous
derecognition requirements in IAS 39 should be recognized as a financd asst on
trangtion to the revised Standard if the asset would not have been derecognized under the
revised derecognition requirements (i.e, that prior derecognition transactions should not
be grandfahered)? Altenativey, <chould prior derecognition  transactions  be
grandfathered and disclosure be required of the baances that would have been recognized
hed the new requirements been applied?

Response:



We would support that the approach be prospective and applied only to invesments that
aise dta the implementation of the requirement.  Additiondly, we do not agree that
disclosure should be required for prior derecognition transactions. These transactions are
historic events for which are disclosure is neither appropriate nor necessary.

Performance linked I nsurance Contracts

It is undear whether performance linked insurance contracts fal within the scope of 1AS
39. Since guidance for performancelinked contracts is being conddered as pat of the
Insurance Contracts Project, we request that al insurance contracts be excluded from the
scope of this Standard.

Embedded Derivatives

The requirement to price a derivative embedded in an insurance contract separately from
the contract in which it's contaned could cause condderable technica difficulty and
incondgency. The methods for evduating those options on a far vaue bass ae
gdochadtic in nature and smilar to the methodology required in the DSOPs.  Since this
methodology is an important innovation in the DSOP's we urge that this requirement
should not be implemented until the second stage of the Insurance project.

The requirement of paragreph 26 that if an embedded derivative cannot be unbundled
from an insurance contract, the entire contract should be vadued a far vadue can cause
two othewise identicd policdes one combined with a deivaive and one not
combined, to be vaued on different bases This would cause an incondstency within a
company’sfinancia statements.

Also, dnce the methodology for cdculaing the far vaue of an insurance ligbility and,
indeed, the generad gppropriateness of usng a far vaue gpproach for life insurance is not
resolved, companies will have to devdop ther own interpretations of how to implement
this requirement. This could cause incondgency in trestment between companies as
wdl. We therefore urge that insurance policies be exempted from the requirements of
paragraph 26 and the subject be included in the find Insurance IFRS.

M odification to | AS 39 Scope

The Scope section of IAS 39, paragraph (d) should be modified to be conggtent with any
changes made to 1AS 32 regarding insurance contracts.  As noted above in our comments
on IAS 32, we bdieve that “financdd risk” <should be replaced with the language
conggtent with the DSOP describing insurance risk.

We thank you for the opportunity to present our views on this important project and look
forward to further discussonswith the IASB and its Saff.

Sincerdy,
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JamesF. Renz
Senior Accountant

Cc: Mr. Peter Clark
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