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DEXIA

Group
Paris, the 14th November 2003

Management Board
Chief Financial Officer

Dear Sir,

Dexiais pleasad to answer your invitation to comment the International Accounting Standard
Board's (IASB) exposure draft of proposed amendmentsto |AS 39: fair vaue hedge accounting
for a portfolio hedge interest risk (the “ED)”). Dexiais a prominent player in the banking
business, especidly asthe world leader in financid servicesto loca authorities. As such, Dexiais
in full agreement with the objectives set by the Board of establishing internationaly
acknowledged financid reporting sandards enabling the users of the financid statements to have
atrue, fair and comparable view of the activity of companiesal over theworld.

Asfar asthe ED is concerned, Dexia dso first wants to expressits agreement with the am as st
in the Background 8 3 (b). We bdlieve that finding away to ensure afair representation of globa
hedging strategies conducted by the banking industry in generd and Dexiain particular is of
utmost importance, and we want to acknowledge the effort conducted by the IASB to find a
solution to theissues raised in various comments of 1AS 39.

Nevertheless, we do not bdieve that the ED succeeds in meeting these ams. This can be
illugtrated in two ways.

Firgly, the designation of the hedged item ether as an amount of assets or an amount of liabilities
entalls that ineffectiveness could arise even if the interest rate exposure of the portfolio doesn't
change.

As an example of that, let us consder aportfolio comprisng CU 100 of assets and CU 80 of
ligbilities, i.e. anet exposure to interest rate of CU 20 which isfully hedged by the entity. If
during the period, the entity has unexpected repayment of CU 30 of assets and it decides to
maintain its interest rate exposure by repaying CU 30 of liabilities, the interest rate exposure
remains a CU 20 throughout the period, even if the find exposure is due to the difference
between CU 70 of assets and CU 50 of lighilities. In asuch a Stuation, the hedging strategy
implemented by the entity is fully effective, whereas the designation of an amount of asssts asthe
hedged item would entall an ineffectiveness of 30% of the variation of the fair vaue of the hedged
CU 20 (cf. 8A36).

Secondly, the ED seemsto narrow the gap between fair value hedge accounting requirements and
management practices by authorizing the hedged item to be designated in terms of an amount of
currency rather than individual assets (§128A).

However, both the requirements for calculating ineffectiveness as set in paragraph A36, and the
computations necessary to determine what part of amounts included in vauation of the interest
risk of the hedged item as set in A26(f) will have to be removed from the balance shedt, lead to a
close monitoring of individual transactions included the hedged item.
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The follow-up of the variations of a hedged item designated as an amount of asset or ligbility
rather than as a net amount would de facto entall mgor system changes and not be actually
workable.

As a consequence, our answers to your questions will be as follows:.

Quedtion 1.

We do not agree with the proposed designation and the resulting effect on measuring
ineffectiveness, as we do not believe that designating the hedged item as an amount of assets
or ligailities is the appropriate way to desgnate the hedged item in the portfolio hedge of
interest rate risk asit isimplemented by Dexia or other banks.

The most prominent fact in that is that we often hedge only a part of the net risk-bearing
amount of aportfolio. As a consequence, we consider that each and every variation in the
amounts of assets or liabilities not leading to a net amount inferior to the amount hedged isa
vaiaion of the un-hedged dements of the portfalio.

The proposal of the ED does not occur to us as correctly reflecting this Situation. This can be
seen through two examples of effects the designation as described in the ED has on hedging
effectiveness measurement that lead to a misrepresentation of a hedge we do consider to be
economicaly sound and effective.

Thefirg iswhat we have described above pertaining to ineffectiveness measurement in case of
variation of the assets and liabilities without variation of the net exposure to interest rate.

The second can be described in an example where the portfolio conssts of CU 100 of assets
and CU 80 of liahilities, leading to a net amount of CU 20, of which only CU 10 are hedged
through derivatives. At the end of the period, the assets remaining have fdlen to CU 95. The
methodology as described in the ED would lead to recognition of an ineffectiveness, whereas
we would not consider this hedge to be inefficient as the net position at the end of the period
(CU 15) remains above the hedged amount (CU 10) and would not necessaxily entail a
modification of our hedging derivatives.

To circumvent such difficulties, we can propose a different gpproach that we have fully
described in our conclusion below.

Quedtion 2:

We bdieve that core deposits can be included in a hedged portfolio. However, as stated before,
we think the appropriate way to account for interest rate hedge accounting of aportfoliois
different from what is proposed in the ED. Therefore, the question whether core deposits can
qudify for fair vaue hedge accounting as defined in IAS 39 does not seem relevant to us.

In our opinion, it is the paradigm in which the core deposits occur thet crestes a confusion.
The ED obvioudy implies that the individua characterigtics of a depost Hill goply at the level
of aportfolio. We do not agree with this opinion: on the one hand, a deposit a individud level
has avaue that is equa to the amount that is payable on demand of the client.



On the other hand, a portfolio of core depositsthat is historicaly stable over alonger period
than afew days enables the bank to invest in fixed-rate interest bearing assets, thus cresting
vaue that exceeds the nomind vaue of the portfolio. This can aso be seen in the fact that

such value would be included in the price of the transaction if the portfolio wereto be sold asa
whole to ancther entity.

In fact, the vaue of the portfolio is not equd to the sum of the vaue of its components.
Though we understand the reasons given by the IASB in BC 13-15, we believe that they only
aoply at individual level and that they should not preclude core deposits considered asa
portfolio to be included in the net amount that could be designated as the hedged item.

For the same reasons, we concur with the IASB’ s opinion that no profit or loss should be
recognized & initid recognition: in this case, the fair vaue would have to be computed at
individud leve, resulting in thisfair value being equd to the amount received from the
depositor.

In conclusion, we can propose a hedge accounting that we think would appropriately describe
the portfolio hedge of interest risk as we or other amilar financid indtitutions conduct it. It
should include the following characterigtics.

» Soasto avoid any confusion with other rules set for fair value hedge, we think it
would be useful to st this as anew hedge accounting possibility, separate from fair
value hedge or cash flow hedge.

» The entity should define the portfolio it wishes to hedge and cdculate its net amount
exposed to risk. As proposed in 8A26(b) of the ED, the portfolio would be analysed
into maturity time periods based on expected repricing dates.

» The portfolio could indude assets and liabilities qualifying for fair value hedge of an
interest rate risk and core deposits.

» A portion of the net amount of the portfolio would be designated by the entity asthe
hedged item.

» The hedging derivatives would be evaduated at fair value in the balance sheet (thus
fully complying with the fair value messurement of dl derivativeswhichisan
underlying principle of 1AS 39).

> Ineffectiveness in the hedging raionship should occur if the net amount of the
portfolio at the end of the period became inferior to the amount of the hedged item:

0 Incaseof an effective hedging relationship, the vauation of the hedged
item would be equd to the portion of the fair vaue of the hedging
derivatives that pertains to the interest rate hedged.

0 Incaseof anineffective hedging rdationship, the vauation of the hedged
item as described above would be corrected by aratio equa to the net
amount of the portfolio at the end of the period divided by the hedged item.

To illudrate thisineffectiveness caculation, let us take a portfolio of CU 100 of assets and CU
80 of liahilities, thus having a net position of CU 20. The hedged item designated by the entity
isanet postion of CU 10. At the end of the period, the change of fair value of the hedged item
dueto changesin interest ratesis of CU 2.



If a the end of the period the assets have falen to CU 80 and the lidbilitiesto CU 65, no
ineffectiveness occurs as the new net position of CU 15 remains superior to the hedged item of
CU 10. The change of fair vaue of the hedged item recognized in the baance sheet is then of
Cu 2

If a the end of the period the assats have fdlen to CU 70 and the ligbilitiesto CU 65, theratio
isthen of CU 5 (the remaining net position) divided by CU 10 (the hedged item), i.e. 50%. The
change of fair vaue of the hedged item due to the risk hedged recognized in the baance sheet
would then be of CU 2 multiplied by 50%, i.e. CU 1.

We bdieve that this proposal would meet both the objectives of aworkable representation of
the hedges made by entities that manage interest rate risk on a portfolio basis and of meeting
the principles that underlie IAS 39, as sat in paragraph 3 of the background section of the ED.

If arepresentative of the International Accounting Standards Board wishesto discuss the
contents of this comment letter or other matters that may arise during the re-deliberations of
this proposed financid reporting guidance, please contact Mr. Thierry Nederlandt, head of
accounting and consolidation, phone +32.2.213.58.9 1 - emall : thierry.nederlandt@dexiacom

Your sincerely,

Rembert von LOWIS

Sr David Tweedie
Chairman IASB

30 Cannon Street
London EC4M 6XH
UK



