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Dear Sir

Exposure Draft of Proposed Amendmentsto
IAS 32 Financial Instruments. Disclosure and Presentation
IAS 39 Financial Instruments. Recognition and M easurement

| am writing on berelf of LIBA (the London Invesment Banking Associgion) to
comment on the above Exposure Draft. LIBA is, as you know, the principd UK trade
asociation for investment banks and securities houses, a full lig of our members is
attached.

Deding in finacid ingdruments is a core pat of the busness of many LIBA
members, and in most of these cases our member's UK broker/dedler operations form
pat of a globa operation. We therefore have a particular interest in the development
of these two IASs and are very pleased to have the opportunity to comment on this
important Exposure Draft.

Except where otherwise noted, the comments below follow the dructure of the
questions s&t out in the “Invitation to Comment” sections of the Exposure Draft.

|AS 32 Financial Instruments: Disclosure and Presentation

Question 1 — 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?

LIBA is supportive of the overdl requirement, in paragrph 18, for an issuer to
dassfy a finandd indrument “as a ligblity or equity in accordance with the
substance of the contractud arrangement”. We are however concerned that without
being able to goply judgement and to consder the probabilities of different manners
of stlement, it will not be possble for an entity to properly condder the full



substance of an arrangement. If al aspects of an instrument are not congdered in
determining its classfication, the form of the ingrument could override the substance,
and it would be possible for clauses to be structured for an insrument soldy to drive
the accounting. For example, an indrument could be consdered a liability because it
is redeemable, but the redemption price could be so far removed from commercid
possihility that it would be better considered an equity instrument.

Question 2 — Separation of liability and equity elements (par agraphs 28 and 29).

Do you agree that the options in I1AS 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?

LIBA is grongly opposed to the separation of compound financid ingtruments into
lidbility and equity dements, as proposed in paragraphs 23-29. We bdieve that
presenting such indruments as separate components will result in mideading financia
reporting, as it ignores the legd danding of a holder of convertible debt prior to
exercise of the embedded option and dso presents a number of issues in relation to
the valuation of each component.

Typicdly, these financid instruments do not trade separatdy in the marketplace and,
as compound financid instruments continue to become more and more complex, the
ability to apply the Boads recommended vauation gpproach will become
increesingly difficult and could result in different outcomes for Smilar instruments.

Initiddly, the separation of convertible instruments was required in order to better
present the interest cost of a convertible bond offering and remove the benefit of the
equity option premium from the determination of net income.  This reguirement has
generdly resulted in the ligbility component being subgtantidly understated (due to
the fact that if the bond were to default the next day, the origind par amount would be
a creditor cdam, not the accreted vaue) and the equity component being initidly
overstated. The equity component would then disgppear over time as the incrementd
discount on the debt is recognized as an expense. For example, it is of interest to note
that Enron issued a convertible bond in January 2001 for $1,250 million. If the equity
component had been separated out, $650 million of the bond would have been
presented in equity. Investors relying on the balance sheet would have been surprised
to find thet this $650 million of equity did not exist once Enron wasin defaullt.

As an dternative to the measurement proposas put forward by the Board, LIBA
would like to propose the following, which would require the identification of
‘interaction’ features in complex convertible Structure that have cdls and puts.  This
approach could be applied to dl convertible instruments and has the added benefit of
being smple to gpply with results that are readily understandable.

At issuance, the convertible debt would be recorded on the baance sheet at its fair
vaue. No portion is atributed to the equity option because, in redity, the premium
for the equity option is paid over time and the carrying vaue of the option increases
accordingly. In order to accrue interest, the norma borrowing cost for a debt
ingrument without the equity option would be determined based on the puts and cdls



in the debt. This higher level of interes would be accrued eech period as interest
expense.  The difference between the actua coupon and the cdculated interest
amount would be credited to equity, to represent the implied payment of the equity
option premium.

This treaiment has the benefit of agppropriately recording interest expense
commensurate with the entity’s borrowing rate. It dso records the ligbility at its
settlement amount and does not overstate equity, but rather reflects the pattern in
which the premium on the equity is received. If a convertible was exercised a
maturity, the full option vaue would be reflected in equity and the full interest cost
reflected in retained earnings.

Question 3 — Classification of derivatives that related 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?

IAS 39 gppropriatedy excludes derivatives on own shares from its scope and we
believe that IAS 32 smilarly should not be extended to derivatives on own shares. If
IAS 32 is to include guidance on these ingtruments, we believe dl derivatives on own
shares that provide the issuer the right and ability to share-settle should be classified
as equity. We bdieve that each instrument should be consdered on its own merit and
that past practice should not be a factor in determining the gppropriate accounting in
the future.  Accordingly, we believe the table in paragraph B27 of the Bass for
Conclusons should exclude the column headed “Issuer choice (no past practice of
physicd settlement)”, and should adso make no reference to past practice in the
preceding column.

The proposds may result in certain transactions involving equity derivatives, which
are ultimately settled by the issuance of a company’s own shares, being reported as a
liability, with changes in far vaue reported in earnings.  As finandd intermediaries
and advisers in the equity cepitad markets, we are concerned that the proposas may
adversely impact corporate behaviour with respect to capita management Strategies.

Question 4 — Consolidation of the text in IAS 32 and |IAS 39 into one
compr ehensive 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?

LIBA bdieves it will ultimatey be beneficid to combine the accounting requirements
for finendd indruments into one accounting standard. However, we believe that the
other matters raised in this letter are of more urgent importance, and would therefore
uggest that the integration of the text is deferred until a longer term solution is found
for derecognition. We aso note that the Application Guidance in Appendix A of IAS
32 does not form part of the standard, while the equivaent appendix in IAS 39 does.
This inconsistency would aso need to be addressed, preferably with both appendices
outside the standard.



Other commentson |AS 32 Financial |nstruments: Disclosure and Presentation

We have a number of other comments on IAS 32 which do not fal easly into the
gructure of the IASB’ s specific questions:

1.

I nsurance Contracts (paragraph 3)

Paragraph 3 provides guidance on when an insurance contract should be included
within the scope of both IAS 32 and IAS 39. LIBA bdieves it is gppropriate to
include insurance contracts that are in substance no different from other financia
indruments included within scope, as this hdps to ensure a leved playing fidd for
al participants in this busness area.  However, we bdieve that the Board needs to
be more definitive in its requirements and to reinforce the reference in the last
sentence of this paragraph, which requires entities only to “condder the
gppropriateness of gpplying the provisions of this Standard”.

Treasury Shares (paragraphs 29A-B)

LIBA is concerned that the proposas for the accounting of treasury shares do not
teke into account dgtuations gpecific to maket making activities, where
recognisng such amounts in equity does not appropriaey reflect the business
activity being undertaken. For example, an entity may be quoted on a mgor
equity exchange and may dso actively trade in equity index product linked to that
exchange. In order to properly hedge its exposure on an index contract, the entity
would be required to frequently buy and sdl dl the shares represented in that
index, including those related to the entity itsdf. All other postions in rdation to
the index and its hedge would be accounted for as trading inventory and reflected
a far vdue. Sepaatdy extracting the component relaing to the entity’s own
shares would result in digtorting the risk pogtion of the trading book and imply
that shares had been repurchased for capital management activity. We believe it is
more appropriate to account for such equity instruments through the trading book,
but to disclose @ each reporting date the amount of these insruments and the
purpose for which they are hed.

Offsetting a Financial Asset and a Financial Liability (paragraphs 33-41)

Paragraphs 33-41 dlow an entity to offset financia assets and lidbilities where the
entity has a legd right of st-off and the entity intends either to settle on a net
bads, or to redise the assat and settle the liability smultaneoudy.  We do not
agree with the requirement that an entity must have an intention to settle net. We
condder that dl that is required is that the entity has the unconditiond ability and
legd right to settle net.  This is because where an entity has ability to settle net in
dl drcumgances, its maximum credit exposure is the net amount of its
obligations with the counterparty.

As a reault, we are deeply concerned about the impact that the proposds in
paragraphs 33-41 would have on the presentation of our derivatives portfolios
transacted under master netting arrangements.  These arrangements entitle us to
terminate where our counterpaty fals to make one payment under the
arangement. Upon termination we can demand net settlement of dl derivative



contracts with that counterparty, even though in norma business sStudions we
would normdly only net settle by individud contract. We condder that net
presentation of our far vaue derivaive baances with a single counterparty under
a mader netting arrangement is the most gppropriate, because it correctly reflects
the credit risk exposure we have with that counterparty. Accordingly, we
recommend that even if the requirement to have an intention to sdtle net is
retained, provided the legd regquirements for offsaet exid, the offsetting of far
vaue deivative amounts transacted under master netting arrangements should be
permitted.

We note in this context that under US GAAP, where there is an equivdent
requirement to have an intention to settle net in order to offset (FIN 39, paragraph
5(c)), far vadue amounts under derivatives contracts transacted under master
netting arrangements are oecificaly exempted from the requirement of FIN 39

paragraph 5(c).

. Disclosur es — General Comments

We condder that the overiding principle in disclosng information about risk is
that the disclosure should reflect the way in which the reporting entity manages its
risk. Corporate groups tend to manage risk on a group bass, in order to teke
advantage of naura rik offssts and to utilisse designated trading, hedging and
liquidity functions that may exist within the group. As a result we are concerned
that many of the disclosures required by IAS 32 will be of little relevance to users
if provided a an individud entity level. In fact, disclosure of risk exposures a an
entity levd could potentidly be mideading as it may suggest the exigence of
exposures that ae in fact actively hedged or offsst a a consolidated leve.
Accordingly we grongly recommend that the IASB specificdly exempt entities
from the disclosure requirements of 1AS 32 where the entity is a member of a
consolidated group that publishes financia datements in accordance with IAS or
with another comparable regime.

We commend the Board in recognising in paragraphs 44 and 45 of IAS 32 that
disclosng information requires judgement and flexibility. This enables an entity
to disclose what it condders to be the most useful information in the most
gopropriate format. It dso endbles an entity to disclose relevant information,
whilst protecting confidentidity .

. Disclosures - Interest Rate Risk (paragraphs 56-65)

The interest rate disclosure requirements in IAS 32 require an entity to disclose
information about its exposure to interest rate risk by reference to contractud
repricing or maturity dates and effective interest rates.  Paragraphs 64 to 65
ewvisage that entities tha have a dgnificant number of finencdd ingruments
should disclose information about exposure to interest rate risk in the form of
ether an interest rate gap andyds or scenario andyss.

As noted under 4 above, we condder that the overriding principle in disclosng
information about risk is that the disclosure should reflect the way in which the
reporting entity manages its risk.  Currently, the primary methodology used by



financid indtitutions to manage interest rate and market risk in the trading book is
Vdue a Risk (“VaR’). This methodology is not consdered in paragraphs 56 to
65.

Accordingly, we propose that VaR information on interest rate risk is specificaly
included as an option for disclosng interest rate exposures for those items held or
desgnated as trading. This will ensure that disclosure follows management
prectice and therefore would be of greater rdevance to users of the financid
datements.  In addition, with a view to convergence, disclosure of VaR to explain
market risk, incuding interes rate risk, is in line with current disclosure
requirements in the UK under FRS 13 and those required by the SEC in the US.

. Disclosures - Fair Value (paragraph 77B)

Although we bdieve high-levd information regarding dgnificant methods and
assumptions applied in delermining fair values of finanda indruments could be
useful to users of financid information, we are unclear as to the extent and nature
of the disclosure requirements in paragraph 77B.

We would ague that the complexity of many vaduation modes inhibits the
usefulness of detalled disclosure and may require disclosure of proprigtary
information.

In addition, the language in paragraph 77B, such as “the extent to which” in sub-
paragraphs 77B(b) and (c) and “effect on the far vadue’ in sub-paragraph 77B(d),
suggests that quantitative disclosures are required.  In particular, paragraph 77B(e)
specificdly requires that an entity disclose the totad amount of the change in far
vaue edimated usng a vauation technique that was recognised in profit or loss
during the period. We are puzzled as to the purpose of quantifying the effects of
vauation techniques on the profit and loss and are uncler what extra useful
information it provides. In fact we are concerned that such disclosure could
provide mideading information, as it may imply that gans or losses udng
vauation techniques are somehow inferior or lack validity. This ssems an unfar
result, given that the proposed |AS 39 encourages the wider use of fair value.

On a practica point, our portfolios contain a mixture of far vaues obtained by
market prices, vauaion techniques or a combination of both. Given the sheer
volumes and mix involved, looking to source pricing information in order to
classfy and quantify revenue or losses arisng from vauetion techniques, in whole
or in part, would be amost impossible.

Accordingly, we suggest that the level of disclosure required by paragraph 77B
should be limited to a quditative discussion as described in paragraph 77B(a).

. Disclosures— Continuing I nvolvement (paragraph 93A(b))

As noted in our response to Question 2 on IAS 39, we have serious concerns about
the continuing involvement modd in IAS 39. We have smilar concerns to those
expressed above regarding the disclosure proposds which relate to the continuing
involvement modd.



|AS 39 Financial Instruments. Recognition and M easurement

Question 1 — 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 IAS 397

As outlined below, LIBA is generdly supportive of this proposd. One of our
members has however expressed serious reservations over the point, bdieving that dl
loan commitments should be excluded from the scope of 1AS 39, irrespective of ther
nature.  This member is concerned tha including net settled loan commitments in the
scope of 1AS 39 will present a number of operationd difficulties and that the results
would not reflect the economics of its lending business, where loan commitments are
typicaly not settled in cash and are rardy traded either via assgnment or by offsetting
trades. This member consders loan commitments to be an extenson of credit to a
customer, rather than a true derivative, because the entity would aways be long the
credit risk.

With the exception of the concerns raised in the previous paragraph, we support the
incluson of loan commitments within the scope of IAS 39 where those commitments
can be net sdtled, including by sdling the resulting loans shortly after origination, or
where the loan commitment has otherwise been designated as held for trading.

All loan commitments fal within the definition of a derivative contained in paragraph
10 of 1AS 39 as (8 ther vaues change in response to specified variables (interest
raes), (b) they require no initid investment and (C) they will be settled a a future
date.  As acknowledged in paragraph C10 of the Basis for Conclusions, a loan
commitment is in effect “a written option to the potentid borrower to obtain a loan at
aspecified interest rate’.

Where an unfunded loan commitment fdls within the scope of IAS 39, it is
gopropriete to treat it as a derivative, recognisng it on baance sheet a far vdue. It is
indugtry practice for invesment banks to far vdue loan commitments and as a result
these entities believe they properly reflect interest rates, credit ratings and the
probabilities of draw down.

We bdieve the fair vdue of a loan commitment best reflects the lender’s exposure to
credit risk compared to the rate or spread reflected in the commitment. To the extent
that a lender’s portfolio of loan commitments becomes more or less risky, changes in
the market vaue of the commitments would inform the resder of the financid
gatements about the credit change and about the fact that the lender’'s commitments
do not reprice for changes in credit risk. Further, to the extent that the fair vaue of
such commitments is less than the book vaue, this would dso be highlighted by
mark-to-market accounting treatment.

However, we understand that unless an entity can redise the economic vaue of the
commitment, recording the obligation a far vaue would provide little ussful
information to a user of financid datements.  Accordingly, we agree tha loan
commitments where there is no ability for the lender to settle the commitment net in
cash or by some other finandd insrument, including by sdling the resulting loans
shortly after origination, should be scoped out of IAS 39.



We congder that the crucid eement that must be consdered is the lender’s effective
ability to redise the economic vaue of a loan commitment, as disinct from past
practice or contractud provisions that adlow for net settlement. However, if past
prectice is retained in the sandard, we bdieve that the definition needs to be refined
to ensure that the term “entity” is not gpplied across a globa group irrespective of the
loan commitment activity a particular segment of an entity may have. For example, it
would be excessve if an entity’s US operaions developed a practice of sdling assets
from loan commitments shortly after origination and this change then resulted in the
entity’s very different European operaions needing to congder its loan commitments
asfdling within the scope of 1AS 39.

Findly we wish to bring to your attention the postion of a borrower under a loan
commitment.  Given tha an unfunded loan commitment is effectivdy a written
option, it could be inferred that the borrower holds a purchased option. Although we
do not think it is contemplated that borrowers rights under unfunded loan
commitments should fal within the scope of IAS 39, we consder that a specific
datement to this effect should be included in the standard.

In support of this propogtion, the rights of a borrower under a loan commitment are
sgnificantly different to that of the lender. Importantly, a borrower has no ability to
net settle the contract snce a loan commitment is rardly assgnable by the potentia
borrower.  Accordingly, on the same bass that certain loan commitments are scoped
out of IAS 39 on the bass that the lender cannot redise the economic vaue of the
loan commitment via net settlement, an equivaent concesson should be applied to
borrowers.

Question 2 - Derecognition: continuing involvement approach (paragraphs 35-
57)

Do you agree that the proposed continuing involvement approach should be
established as the principle for derecognition of financial assets under 1AS 39? If not,
what approach would you propose?

We bdieve the proposed continuing involvement approach is fundamentaly flawed.
The approach seems to be based on the premise that an accounting principle that does
not have any exceptions is a good principle — a premise with which we disagree.
Accounting standards should be based on the stated accounting building blocks set out
in the IASB Framework, where the four principa quditaive characteristics of
finendd information ae identified as undergandability, relevance, rdiability and
comparability. Financid information derived from an goproach developed
specificdly to have no exceptions will result in finendd information that fails on dl
four fronts dnce, by its nature, it ignores the economic substance of the transaction.
The continuing involvement approach results in the recognition of assets and
ligbilities that do not meet the definitions of assts and ligbilities in the 1ASB
Framework. We fail to see how induson of these fictitious assets and ligbilities will
enhance public confidence in financid reporting. The Board believes tha these
amendments to IAS 39 reault in a “workable gpproach to the derecognition of
financid indruments’. We bdlieve tha the proposds, particularly those in relation to
mesasurement, promote an accounting modd that is both meaningless and difficult to
implement in practice.



LIBA is awae that the Board is under sgnificant pressure to produce a revised
standard as soon as possble, and we appreciate the effort that has gone into
addressing the issues presented by the current IAS 39. Although we are unable a this
time to propose a fully thought-through dterndtive to the continuing involvement
approach as drafted, LIBA would be more supportive of the gpproach as an interim
solution if amendments were made to take into account the nature and economics of
any continuing involvement.

In the following paragraphs, we have outlined some of our concerns with the
recognition and measurement aspects of the continuing involvement proposa.

Continuing Involvement - Recognition

We understand paragraph 37b includes situations where an asset may be reacquired as
the result of a security pledge. For example, an entity may transfer an asset to a
counterparty that meets the derecognition requirements and concurrently enter into an
interest rate swap agreement that meets the requirements of paragraph A9(p) of
Appendix A. Due to the credit standing of the transferee, the transferor may require
collaterd to be pledged back to the transferor in order to provide security for the
transfereg’s obligations under the interest rate swep arangement. The trandferor
would only be able to benefit from the origind asset in the event that the transferee
defaulted on the swap contract. However, because the trandferor “may...reacquire
control of its previous contractud rights’, the transferor would be unable to
derecognise the transferred asset.  We fal to understand how the continued
recognition of such an assat, from which benefits may only flow to the entity
contingent on events outsde its control, provides meaningful information to users of
accounts.

Smilaly, even in a farly basc securitisstion transaction, it is common for the
securitisation vehicle to have a derivative contract, usudly an interest rate swap, as
well as the underlying asst. The trandferor of the asst is frequently dso the swap
counterparty.  Where the swap contract is a sandard vanilla contract, following the
guidance in Paragraph A9(p) derecognition would initidly appear to be agppropriate.
However, in a securitisation, the securitisation vehicle will only be able to look to its
own assets to meet its obligations both to the noteholders and to the swap
counterparty. Consequently, if the underlying assst tranferred defaults, the
securitisation vehicle will have no other assets from which to meet any obligations it
may have under the swap contract. This would gppear to conflict with the drict
requirements of paragraph A9(p), that “payments on the swap are not conditiond on
payments being made on the trandferred asset”. I this concluson was intended, we
do not bdieve that it would be appropriate in these circumstances to otherwise
preclude derecognition of the asset.

The magority of the proposed sandard appears to focus on the accounting
requirements of the transferor, rather than the trandferee. Paragraph 28 requires the
accounting trestment for the transferee to reflect the accounting trestment that the
transferor is required to follow. We presume the cross reference here to paragraph 56
should actudly be to paragraph 57, which explains that, where the transferor does not
have a right and an obligation to reacquire control of the tranferred asst, yet has
been unable to achieve derecognition, the transferee would create a receivable baance



casdfied as hdd for trading, avalable for sde or hdd to maturity. Given tha the
transferor needs to congder its accounting by reference to “agreements’ it may have
both with the transferee and with third parties (paragraph 37), it is difficult to
understand how the transferee would know whether or not the asset had been
derecognised by the trandferor. Secondly, it is not clear how the transferee would
then continue to reflect the receivable it has been required to recognise. Is the
intention that the trandferee and transferor will need to continue to reflect mirror
accounting for these created assats and liabilities? If so, what happens if the
transferee subsequently sdls the asset?  Alternatively, does the guidance for the
transferee then shift back to paragraph 56 and require the transferee to consder a
control based approach in addition to that of the transferor's continuing involvement?
Or does the reference to classfication mean that the transferee would carry the asset
a an amount tha reflected its own intentions for holding the asset that it is precluded

from recognisng?

We note that the objective of having no exceptions in IAS 39 has resulted in the need
for an exemption to be added to the netting requirements in paragraph 33 of IAS 32.
In our opinion, this only emphasses the fact that the continuing involvement
aoproach is flawed. This dso means that the entity will be reflecting assets that are
not available to the generd creditors of the entity.

As the proposds fal to take into account the economics, the accounting for a
transaction will be driven instead by its dsructure.  This will mean tha transactions
that are economicdly the same will be accounted for differently, which could aso
enable an entity to change the dructure of a transaction in order to reflect a more
preferable accounting trestment. For example, a Structure where an entity transfers a
reedily avalable instrument a far vadue and enters into a far vaue cdl on the
transferred asset, would not result in derecognition of the asset.  If, however, the same
transfer took place without the fair vaue cdl, yet the entity subsequently decided to
buy back the ingrument from the maket a far vaue this would result in
derecognition of the transferred asset. It is incondgtent to have different accounting
treatments for two transactions that are in substance the same.

Continuing Involvement - M easur ement

In contrast to the Board's bdief that these proposds will result in a “workable
aoproach”, we bedieve the measurement proposds will result in an operaiond
nightmare. For example, entities do not generdly track the time vaue of options as a
separate component of the fair vaduation of an options portfolio, making it impossble
to implement the mesasurement proposals outlined in paragraph A8 of Appendix A
without dgnificant sysems changes. Similaly, the gan on sde cdculaion is very
convoluted and, whilgt it might provide good guidance to an entity with only a few
derecognition transactions every year, certain entities would need to do a detaled
different andysis for hundreds of transactions every day.

The proposas fal to take into condderation the complex vduation issues of a
derivetive, including the credit risk of an OTC contract. This is because the
measurement proposals are based on the exercise price included in the contract, rather
than the far vaue of the contract itsdf. This will mean tha an entity would, for
example, recognise a bond underlying a cdl option contract as if it dready owns the
bond, wheress in redlity, if the counterparty defaulted on the call option contract, it
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would never own it through this contract. It will dso mean that contracts with the
same terms will be recognised differently depending on whether they are linked to an
asst trandfer or not.  Interestingly, this aso appears to contradict the Board's
proposals in the Measurement section of the proposed revised standard, where there is
an assumption that the same contract should be vaued in the same way for dl entities.

Of grester concern is the fact that by disregarding the fair vaue of the contract, an
entity would be able to manipulate its assets and lidbilities by, for example, entering
into a cdl option contract that has an exercise price dgnificantly higher than the
expected far vaue of the underlying asset and, as a result, sgnificantly inflating its
reported assets and liabilities  This “balooning” of the baance sheet would then
presumably reverse when the contract expired, athough we find the guidance in this
area to be uncler. We do not understand how this representation of a cal option
contract would provide users of the accounts with meaningful informetion.

We ds0 undergand that the measurement proposas can intentiondly result in double
counting of assets. This gppearsto arise in two Stuations.

Firdly, where an entity has some continuing involvement in an asset, for example
through the holding of a subordinated tranche issued through a securitisation of the
ase, the Board's proposas will result in the continued recognition of the origina
asst, as well as the recognition of a new asset, which is in fact a componert of the
origind asset. This results in the crestion of assets on the transferor's baance sheet
that will never be redised into cash and ligbilities that will never be met. It is unclear
how these fictitious assets and liabilities are then to be measured. If an event occurs
that affects both the origind asset and the asset in which the transferor continues to
have an interest, does the impact of this get reflected agangt the new asset, the
origind asset, or both and, if both, is the impact on the ncome statement reduced by
an equd and offsetting change to the fictitious ligbility? We fal to undersand how
such accounting fits within the accounting framework of the IASB and we dso
beieve such information will be difficult to track and meaningless to users of
accounts.

Secondly, where an asset has been transferred in exchange for cash, but the transfer
for some reason fals the derecognition criteria, an additiond asset and ligbility are
created across the two entities involved in the transaction — generdly reflected on the
transferor’s balance sheet. We believe that the Board has overreacted to concerns that
asets may have been derecognised ingppropriately in the past and, as a result, these
proposalswill result in asignificant overstatement of assets in the marketplace.

We find the principle behind these measurement proposas unclear, which will
therefore make it impossble to follow when deding with nonstandard transactions.
Is the intention to recognise a derivetive contract on a grossed out bass usng
fictitious assets and liabilities, rather than on a net bass, as it would be settled? For
example, the guidance in paragraph A8 of Appendix A does not make it any clearer
how to treat an indrument such as an option contract with a moving exercise price, a
combination of a put and a cdl option, and a colla. New financid ingtruments will
adways be devdoped and it is important that any accounting standard deding with
financiad indruments provides a framework in which the accounting for new
instruments can be determined.
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Because the proposds fall to consder the economics of transactions, entities will need
to maintain separate books and records to those used for externa financia reporting,
in order for management to appropriatdy risk manage the busness We fal to
undergand the benefit of financid reporting which does not reflect the way in which
an entity risk managesits busness.

Question 3 — Derecognition: pass-through arrangements (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 as from a special
purpose entity to an investor) should qualify for derecognition based on the
conditions set out in paragraph 41 of the Exposure Draft?

We bdieve the pass-through arrangement is gppropriste for many Stuations. For
example, the sub-paticipation of a loan should result in the derecognition of the
related underlying loan asset, even if legd title has not passed. We dso bdieve it is
appropriate to be able to apply the pass-through arangement for consolidated
reporting purposes, where SIC 12 (in its current form) requires consolidation of a
gpecid purpose entity by a transferor and the origina asset transfer to that specid
purpose entity has dready met the derecognition requirements of 1AS 39.

However, we do have concerns that the proposds will result in financid reporting for
the specid purpose entity itsef that will show no assets or liddilities. We bdieve that,
paticulaly in the current environment, requiring such reporting will be both
mideading and concerning for investors and we are dso concerned that, under the
forthcoming EU Regulation on IAS, these proposds will directly impact many lised
European issuance entities. We dso find it interesting that the Board, from paragraph
C50, has relied on its interpretation of the framework to get to this result, which in
this case results in no assets or ligbilities but, in the case of continuing involvement,
resultsin new assats and ligbilities

Findly, we bdieve the current drafting of the passthrough arrangement requires
some refinement.  This includes darifying whether the activities permitted in a pass
through arrangement are only those for the benefit of the beneficid interest holders
and tha it is only activities for the benefit of the trandferor which may prevent an
arangement meeting the pass-through requirements. In addition, we do not beieve
the requirement in paragraph 41(c) to remit cash flows “without materid delay” was
intended to preclude arrangements where al cash collected on the underlying assets is
pased through to the transferee in accordance with predetermined coupon payment
schedules, even if the cash may be collected over a coupon period. We suggest the
wording is amended to make this point clear.

Question 4 —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
changesin fair value recognised in profit or |0ss?

Yes. We grongly support the Board's decison to dlow an entity to designate any
financid ingrument as hdd for trading. We bdieve far vadue is the gppropriate
measure for many financid indruments, and we agpplaud the Board's pragmatic



solution to the current mixed messurement modd. As noted in the Bads for
Concdusons, the mixed modd causes numerous difficulties that this dasdfication
choice will address including, inter alia, complex hedge accounting and the
separation of complex financia indruments.

However, snce the other categories of financid indruments will remain, we fed the
prohibition from reclassfying a financiad asset into or out of the hed for trading
caegory is incorrect.  The definition of a financid asst or financid liability held for
trading requires that certain financiads assets are desgnated as held for trading based
on the objective for initidly acquiring them. This gpproach ignores the possibility
that the purpose of holding a financid insrument may change. While we do not think
it is gppropriate for financid instruments to be moved frequently between trading and
avaldble-for-sale, the dandard should permit financid instruments to be reclassfied
when the prindpa purpose for holding the financid ingrument has subgtantidly
changed and those conditions are expected to prevall for the foreseegble future. In
other words, when the substance and economic redity behind holding an asset has
changed, this change should be reflected in the financid Staiements. For example,
some of our members have both trading subsidiaries and corporate subsdiaries. The
corporate subsidiary may include the tressury function that manages a liquidity
portfolio that is classfied as avalable for sde. Assts for the liquidity portfolio
would idedly, and mog efficiently, be purchased from the trading subsdiary rether
than directly from the market. However, if the treasury function purchases an asset
from the trading subsdiay, under this proposd, it would be prohibited from
cassfying the assat as available for sde since the asset had origindly been hdd in the
trading book. We do not accept that this is the appropriate result. If the Board is
concerned about the potentia for reclassfications being too frequent, a caveat could
be added that such reclassifications should be rare, or perhaps include a limit of only
one reclassfication per financid ingrument.

Question 5 — Fair value measurement consider ations (par agraph 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 guidanceis
included in paragraphs A32-A42 of Appendix A. Do you have any suggestions for
additional requirements or guidance?

In generd, LIBA bdieves that an accounting standard based on the fair vaue of
fineandd indruments mus explicitly acknowledge that the use of edimates,
assumptions and judgement are an inevitable and indeed essentid pat of such a
dandard. The hierarchy for valuation set out in paragraphs 95-100D is too
precriptive and would change the vduation methods of deders in  financid
ingruments in a number of aress.

Specificdly, we disagree with the phrase insarted in the first sentence of paragraph 99
that effectively requires that a quoted market price be used if one is availdble.  While
we agree that a quoted market price is in many gStudions the best indicator of fair
vaue, this is not aways the case, paticulaly for derivaive financid instruments or
for large holdings of financia assets, as discussed below.  We therefore strongly
recommend that the Board reingate the first sentence in paragraph 99 as it currently
exigs in IAS 39. This would correctly recognise that quoted market prices are
“normdly” the best evidence of far vaue but dlow entities the flexibility to depart
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from the quoted price when it is indugtry praectice, as for derivatives, or when the
quoted priceis unlikely to be redisable, asfor large holdings of financid assets.

Valuation of derivatives

The Board should be aware that for most derivative insruments, under current
vauation approaches used in practice, vaues are derived using objective market
inputs as a dating point but ae ultimatedy vaued by usng vaious moddling
techniques. Such modds are the primary pricing tools used by deders for a wide
vaiety of ingruments, and we therefore believe the vauation hierarchy should alow
the flexibility to continue their gpplication, rather than mandate another approach.

For example, dthough many plan vanilla swaps could theoreticdly be priced by
obtaining a quote from another dedler, in practice, they are regulaly vaued usng
vauation modes, because it would be impracticd and operationdly burdensome,
given the sze of therr portfolios, for deders to obtan deder quotes for every sngle
swap.  Prices derived using such modes ae typicdly verified by regularly testing the
market inputs used in the models and by comparing the models prices to quotes for
amilar indruments that give an indicaive vdue for the ingruments. However, the
mode is the primary pricing tool, and the comparison to quoted prices for sSmilar
indruments is merdy a seconday modd tedting technique. Furthermore, a
requirement that deders obtain price quotes for al their swaps would be circular,
gnce dl deders arive a ther quotes by reference to ther modds. We therefore
propose that the standard dlow greater flexibility in determining the most appropriate
va uation method.

These vauation methods should aso be transparent to readers of financid Statements,
since they will be st out in the accounting policies note as required by 1AS 32.

Valuation of large holdings of financial assets
We are dso extremely concerned with the addition in paragraph 99 of the sentence,
“The far vdue of a portfolio of financid instruments is the product of e number of
units of the instrument and its quoted market price.”

This sentence will prohibit an entity’s ability to adjust the market price of a block
holding of financid ingruments to take into account the fact that the size of the
holding is likey to impair its redisable value. In a trading environment, deders often
trade large blocks of securities that are purchased and sold a a discount from the
quoted price as a means of efficiently trandferring large podtions and managing risk.
For these securities, deders mugt take into account market liquidity in arriving a far
vaue. The adjustments to the quoted price are commonly referred to as “block
discounts’. LIBA has consderable concerns over the prospect of being required to
record a postion a a price that the firm is reasonably certain it will not be able to
redise.  This prescriptive approach appears, moreover, to be inconsstent with the
requirement in the Exposure Draft of 1AS 1 for financid Statements to present fairly
the financid pogtion and performance of an entity.

We undergand that a primary concern with block discounts may be the perceived
subjectivity and the lack of market information avaladle to edimate the adjustment.
However, we take issue with an approach that would require ingtitutions to vaue a
security at a price they know is not indicative of far vaue, merdy in the name of
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objectivity. We bdieve that it is better to be subjective in a reasonable attempt to
arive a a true far vaue, than to be objective but wrong. Furthermore, if deders
were required to use a quoted price of a security where management did not truly
believe that it could redise such a price, such a vduation would be mideading to
investors.

It is our experience and that of academic research tha liquidating a large block of a
security over a reldivey short period of time will depress the market price. The
quoted market price of a security is redly the quote for a marginad share, tha is, the
quote for the lagt share bought or sold, rather than a large block of shares. By virtue
of the basic economic principles of supply and demand, the sdler of a large block of
gock has to move the market away from its lat sde price in order to find the price a
which demand exigs for the full Sze of the block. Accordingly, we beieve tha an
adjusment to the listed price is necessary in order to reflect accurately the fair vaue
of alarge block position.

In addition, we note that deders often purchase large blocks of securities from
customers in a competitive bidding environment a a discount from the quoted market
price. Thus, when determining the fair value of such a block of securities held by the
deder, we believe it is gppropriate to include the discount to the quoted market price.
If we were to do otherwise, we would end up writing the block position up to quoted
market vdue and redisng an immediate gan on acquigtion, only to incur a loss
thereafter when the position is sold.

Further, we find it inconagtent that paragraph 99 prohibits such block discounts when
paragraph 5 of 1AS 32 defines far vaue as “the amount for which an asset could be
exchanged, or a liability settled, between knowledgegble, willing parties in an am's
length transaction”. For a large block of securities, agpplication of this definition
results in pricing a a vaue that represents some discount to the quoted market price.
Paragraph 99 aso seems a odds with paragraph A17(g), which explains that
marketability is a factor that should be taken into account when vduing a financid
ingrument usng a vauaion modd. We fal to sse why marketability is consdered
relevant in one case but not the other.

Pricing services

We note that paragraph 99 suggests an indtitution should, inter alia, take into account
information that is readily avalable from a “pricing savicg’ in deermining the
market exit price for some securities for fixed income securities, this could be
interpreted as condituting the “published price quotation” that must then be used as
the fair vaue of the securities. However, we consider such pricing services to provide
reliable market data for only a rdatively smdl portion of fixed income securities that
trade in the marketplace — specificdly, the top 50 or 0 high-grade corporate issuers.
Beyond this top tier, the breadth and depth of the market fdls off so dramaticaly thet
we believe the information provided by the pricing service should only be used as a
reference or benchmark againg which to compare management's independent
cdculation of fair value.

Use of mid-market prices

Paragraph 99 alows mid-market prices to be used as a bass for determining far
vaues “when an entity has matching asset and liability postions’. LIBA is concerned

15



that, where this is gpplied to OTC contracts that are nevertheless quoted in an active
market, this approach would not properly reflect other risks specific to that contract.

For example, an entity may have two vanilla interest rate swap contracts that equa
and offsst from a market risk pergpective.  Using mid-market prices for these
positions without further provisoning may fal to cgpture the credit risk associated
with these contracts.

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

Do you agree that a loan asset or other financial asset measured at amortized 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 oollectively evaluated for impairment? Do you agree with the
methodol ogy for measuring such impairment in paragraphs 113A-113D?

Generaly, we agree with the proposed approach but we do have significant concerns
regarding the impact of such an gpproach as drafted, including reservations regarding
the methodology for measuring imparment.

We do not believe that the fact that losses are expected (as in paragraph 110(g)), isin
itsedf reason enough for edablishing a collective loan provison, when there is no
change in the credit rating of the borrower. The proposed approach to charge
expected losses rather than incurred losses is another deviation from US GAAP and
we do not undersand the rationade for introducing further GAAP differences in this
area.

In the example in B33-34, an imparment charge is recognised even though the risk of
the group of loans does not change. This occurs because the estimated expected cash
flows reman undtered over the life of the loan. In the example, when the year 2
present vaue is determined, the loss rate from years 210 is unchanged, and the entity
ends up recognisng an imparment loss even though an imparment event has not
occurred. We would propose that the expected cash flow should be updated, i.e. usng
the years 1-9 cumulative loss rate (not 210) which would meen that if the risk profile
of the loan did not change, no impairment charge would be recognised. To extend the
example further, if there was no imparment event throughout the life of the loans
then the loss rate gpplied in year 10 would be the same loss rate applied in year 1. We
recognise that adjusing the cumulaive loss rates to teke into consderaion the
passage of time would result in a mark to modd concept.  Although we do not believe
that a mark to modd concept should be implemented before there is adequate field-
testing, we bdlieve it is theoreticaly more gppropriate than the methodology currently
included in these proposals.

We agree with the principle outlined in paragrgph 113A, that financia assets should
be grouped on the basis of similar credit risk for the purposes of a collective review
for imparment. This grouping of loans is possble for a retal portfolio, however we
do not believe it is possble to goply this for a corporate client portfolio where the
number of counterparties with smilar credit characterisics would be smdl. Since
damost every credit in a corporate portfolio is unique, most financid inditutions
would be unable to group loans, and therefore the collective loan imparment for a
corporate would likely be based on an individud dient basis anyway. In addition,
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higtoricd loss experience factors applied to a collective pool of financid assets will
typicdly result in a range of edtimaed imparment losses for the pool. The guidance
provided in the Exposure Draft does not address this issue, 0 it is unclear whether the
entity should utilise the high, middle or lowest point of the range of edimaes
cdculated.

Finaly, we do not beieve the pooling approach adequately condders other mitigating
factors. For example, the proposas do not consder the impact of hedging Strategies
on the historica loss experience factors gpplied to the collective pools. An entity may
enter into credit derivaive transactions to minimise losses aidng from a specific
financid assst or group of financid assats We bdieve the higorica loss experience
factors gpplied to a group of financid assets should condder the hedges applicable to
those assats within that group. Similarly, an entity may have obtaned collaterd
agang the risk of default on a specific loan or pool. In these cases, an imparment
reseeve may not be required, as the edtimated recoverable amounts from the
liquidation of the collaterd may support the vadue of the impared loan. Induding this
loan in a colective pool for imparment will result in the recognition of an
unnecessary reserve and contradicts the guidance in paragraph 113 relating to
collaterd.

Question 7 — Impairment of investments in available-for-sale 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?

Although the proposed gpproach is consstent with US GAAP, we do not agree that
imparment losses on avalable-for-sae investments should not be reversed through
profit or loss.

Impairment losses ae based on edimates of potentiad losses congdering current
economic and market conditions. Should these conditions change, and become
favourdble in the future, the &hility to reverse previoudy recognised imparment
losses should be permitted. We believe that impairment losses recognised in profit or
loss on financa indruments that are classfied as avalable for sde should be
reversed through the profit and loss account. This would be consstent with the
treatment of a reversd of an impairment loss related to a revalued asset under 1ASs 2,
8, 16, 36 and 38. It is inconsstent to recognise a loss in profit or loss, but to
recognise its subsequent reversal in equity. We are not persuaded by the Board's
agument that it is difficult to determine when an imparment exigs and therefore
when it reverses.

In addition, when an avalable-for-sde debt security has been evaluated to be
impaired, the amount of cumulative net loss to be removed from equity is the
difference between the acquistion cost and the recoverable amount. The recoverable
amount is defined as the present vaue of expected future cash flows discounted at the
current market rate. We do not support this methodology and we aso note thet it is
not condgent with the far vaue measure condderations in paragraphs 95-100.
Impairment loss caculations for debt securities should be determined in he same way
as equity securities, using current fair value.
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Question 8 - 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
asitisat present?

In the interests of international convergence we support the move to treat a hedge of
an unrecognised firm commitment as a fair vaue hedge, rather than as a cash flow
hedge as it is a present. However, in the interests of diminating dl differences with
US GAAP in this respect, we believe that IAS should dso alow hedges of foreign
currency commitments to be consdered as ether a cash flow hedge or a far vaue
hedge.

Question 9 - Basis adjustments (paragraph 160)

Do you agree that when a hedged forecast transaction results in 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?

In the interests of international convergence we agree with dimination of bass
adjusments. In certain respects, we do not consder this a significant change as the
proposa results in the same net income statement presentation over the period of the
hedge as that which exigtsin the current verson of IAS 39.

We note however that this change will result in an entity having to maintain extensve
records over the life of the hedged item to ensure that the rate of release from equity
of the cumulaive gain or loss on the hedging indrument is condgent with the rate by
which the hedged item is recognised in profit or loss. These changes may well be
onerous on entities because there is no net difference in income datement
presentation, yet the entity will have to mantan separae records to monitor the
hedged item and the hedging instrumen.

General commentson hedging
In addition to our responses to Questions 8 and 9, we have some generd comments
regarding the proposed guidance on hedge accounting.

We do not believe that the current rules based gpproach is the most effective way of
aoplying hedge accounting. The accumulation of many rules from both the origind
veson of |IAS 39 ad the interpretations from the Implementation Guidance
Committee, many of which are now included in the current exposure draft, makes the
practicd gpplication of hedge accounting unnecessarily complex.  Entities enter into
many transactions that are economicaly hedged, yet they cannot dways goply hedge
accounting because the rules are so prescriptive. The consequence of not being able to
aoply hedge accounting, is tha many transactions where entities have eiminated risk
are presented in their accounts as if they are il exposed to that risk. In addition, new
products, structures and hedging techniques are continuadly evolving and a st of
prescriptive rules will never be able to capture dl the posshilities that may arise. We
do agree with the generd principle that hedges must be effective in order to qudify
for hedge accounting, but the application of hedge accounting should follow a more
substance-based approach, which looks at the economic exposure of the entity and not
a whether the entity has passed a detailed set of hedging rules. We believe the current
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proposd to dlow an entity to desgnate any financid ingrument as trading with gains
and losses recognised in profit or loss is a podtive step forward as this dlows an
entity to achieve a hedged postion in its income statement without the need to apply
detalled hedging rules.

We aso have significant concerns over some other specific aspects of the proposals,
which we bedieve represent arbitrary rules and result in unnecessary complexity. In
paticular, we bdieve an entity should be able to reflect the benefit of economicaly
hedging on a net portfolio bass. We dso bdieve it is ingppropriate to restrict the use
of nondeivaive financid indruments to hedging only foregn exchange risk.
Findly, we beieve 1AS 39 should dlow entities to follow more smplisic hedging
requirements where the hedging rdationship is congdered sraghtforward.  This will
ggnificantly reduce unnecessary burdens of hedge accounting for many entities and
will dso bring the IAS 39 hedging requirements closer to US GAAP.

To conclude, a more substance-based approach to hedge accounting for al GAAPs
would diminate the complexity and ultimatedy reduce potentid inconsstencies
between various GAAPs. Consequently, in the longer term, we hope that the IASB
will be adle to re-examine the practicalities and relevance of the current rules-based
goproach to hedge accounting, and to consder moving to a more agppropriate
substance- based approach.

Question 10 — Prior derecognition provisions (paragraph 171B)

Do you agree that a financial asset that was derecognised under the previous
derecognition requirements in 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 (i.e. that prior derecognition
transactions should not be grandfathered)? Alternatively, should prior recognition
transactions be grandfathered and disclosure be required of the balances that would
have been recognised had the new requirements been applied?

We bedlieve that there should be an undue cost or effort exemption for the proposd in
paragraph 171B that prior derecognition transactions should not be grandfathered.
The derecognition requirements proposed in the IAS 39 Exposure Draft are incredibly
complex and each transaction will require a comprehensve andysds in order to
determine the accounting proposed for both asset/liability recognition and gain on
sde Given the dgnificant number of transactions that organisations such as those
represented by LIBA undertake, the volume of work required in going back and
reandysng dl previous transactions, even if the information was available, would be
extremedy onerous and would not, in our opinion, result in more meaningful
information for users of financid datements.  Indeed, because of the difficulties
expected in being able to identify al transactions that should now be accounted for
differently, LIBA has Sgnificant concerns that the information could be so incomplete
thet it will actudly be mideading.

We note in this context that the exiding trangtion provisons of paragraph 172(h) of

IAS 39 prohibit the retrospective restatement of securitisations, transfers or other
derecognition transactions.
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Other Commentson |AS 39

As with 1AS 32, we have a number of additiond comments on IAS 39 which do not
fal eadly into the structure of the IASB’ s specific questions:

1. Entitiesheld for disposal (paragraph 1(a))

Paragraph 1(a) refers to those investments that may otherwise be subject to IASs
27 or 28, but which are to be accounted for in accordance with IAS 39. The
specific requirement referred to in this paragraph is for those entities “acquired
and hdd excdusvedy with a view to (ther) subsequent disposd within twelve
months from acquigtion”. Conggent with the comments we submitted on the
recent Exposure Draft of Proposed Improvements to International Accounting
Standards, we grongly believe that the key condderation is the intention to
digpose of an invesment, and the addition of a fixed time criterion is both
unnecessary and arbitrary.  Also consgtent with our comments on the proposed
changes to IAS 27 and IAS 28, where fair vaue is used as an established industry
prectice for invesments, we bdieve IAS 39 should be used for al such
invesments, irrespective of whether they would otherwise be consdered as
subsdiaries.  For al other Stuations, investments should be consdered on a case
by case basis, rather than by category of investment, and IAS 39 should be applied
wherethisis gppropriate to the purpose for which that specific investment is held.

2. Scope Exemptions (paragraph 1)

Paragraph 1 provides a number of exemptions from the scope of IAS 39. As
noted in the first of our “other comments’ on IAS 32, we bdieve the IASB could
be clearer in defining those insurance contracts that should be included within the
scope of these sandards.  In addition, we believe that the scoping in permitted in
paragraph 1(i), for “loan commitments that the entity elects to designate as held
for trading under this Standard”, should aso be incorporated into paragraphs 1 (f)
and (h), for those financid instruments otherwise exempted through these
paragraphs, but which an entity may want to designate as held for trading.

3. Initial Recognition (paragraphs 27 and 29)

Paragraph 27 dates tha “an entity shal recognise a financid asset... when the
entity becomes a paty to the contractud provisons of the indrument”. It is
unclear how broadly this should be interpreted. For example, if an entity enters
into a totd return swgp arangement with a third party, under which it will receive
dl of the underlying cash flows of a reference asset, does this mean that the entity
needs to recognise the asset in its entirety, rather than its true economic exposure,
which is the far vadue of the swep contract only? If the former approach is
correct, how would the related double entries follow through, as this would create
an increase to the entity’ s assats and liabilities?

Paragraphs 27 and 29 require assets and liabilities to be recognised when an entity
becomes a paty to a contract, with the exception of regular way purchases of
financid assets. It is not clear whether this exemption is intended to aso cover



repurchase and securities lending contracts that, given they are consdered secured
financing activities, are recognised only on settlement date when the cash passes.

4. Derecognition of afinancial liability (paragraph 60)

Paragraph 60 requires an issuer of a debt indrument to “extinguish” that
indrument if it is repurchased, even if the entity is a make maker in tha
ingrument. It is not clear whether the IASB is here imposang a legd requirement
to extinguish the debt, or whether the IASB is intending to put forward specific
accounting requirements for the treetment of debt considered “extinguished” from
an accounting perspective, dthough a lega contract ill exists. We do not believe
it is appropriate for the Board to dictate when debt is legdly extinguished. We
aso do not believe it is appropriate or practical for a market maker to be
effectively precluded from temporarily repurchasing its issued debt. However, we
do recognise that where an entity holds its own debt, particularly as a result of this
market making activity, it is gppropriate for users of accounts to be aware of this
fact. By andogy with our comments on IAS 32 reding to treasury shares, we
believe this can be better achieved through appropriate disclosure in the accounts.

5. Measurement of Financial Assets (paragraph 72A)

Paagraph 72A provides very specific guidance on the accounting for
commissons. The convention in makets globdly varies sgnificantly as to
whether or not the quoted bid/offer spread includes the broker’s commisson. We
therefore beieve it is both mideading and confusing to goply the guidance in
paragraph 72A to different markets. In addition, we believe it is appropriate,
particularly for trading book activity, to reflect the potentid cods of sdling an
as in determining itsfar vaue.
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| hope that our comments are helpful. We would of course be very pleased to expand
on any paticular points if there are aspects which you find unclear, or where you
would like further details of our views.

Y oursfathfully

lan Harrison

lan Harrison
Director
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