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INTRODUCTION

The Indtitute of Chartered Accountants in England and Waes welcomes the
opportunity to respond to the Exposure Draft of Proposed Amendmentsto 1AS 39
Financial Instruments. Recognition and Measurement and IFRS4 Insurance
Contracts - Financial Guarantee Contracts and Credit Insurance, published by the
Internationa Accounting Standards Board in July 2004.

We have reviewed the Exposure Draft and set out below anumber of comments. We
dedl first with mgor matters, and then respond to the specific questionsraised in the
Exposure Draft.

MAJOR MATTERS
Overall response

While we have been unable to identify a difference between financid guarantees and
credit insurance of sufficient substance to support differing accounting trestments, we
do not believe that the fine lines between the two types of contract imply that the
relevant accounting standards are fundamentaly flawed. Therefore, on pragmetic
grounds, we suggest that, where insurance risk is sgnificant, financid guarantees and
credit insurance contracts should be accounted for under IFRS 4 Insurance contracts
and no changeis necessary a thisstage. Thiswill enable existing practice to

continue, pending completion of Phase I1 of the insurance project which can ded with
the issues comprehensively and set the boundary between financid guarantees and
credit insurance.

We note that IFRS 4 contains adequate protection againgt the recognition of profits on
inception, alowsissuers of financial guaranteesto follow IAS 39 Financial
instruments: recognition and measurement and, through the requirement of a Liability
Adequacy Test, indirectly requires an assessment of provisonsfor financia

guarantees and credit insurance contracts based on the requirements of IAS 37
Provisions, contingent liabilities and contingent assets. Thereisthus sufficient
protection against abuse.

We further note that financid guarantees are smilar in nature to derivatives, which
fdl to be treated under IAS 39. IFRS 4 dlows for a consistent treatment to be
followed between financid guarantees and derivatives while aso alowing for credit
insurance contracts to be treated consstently with other insurance contracts.

It would be helpful if the Board were to include in the Application Guidance to IFRS
4 a gatement that entities may use the accounting trestments that would have been
available under IAS 39. Thismay be of particular use to entities that wish to avoid
cregting US GAAP differences since the IAS 39 treatment, we believe, would be
congstent with FIN 45 Guarantor’ s Accounting and Disclosure Requirements for
Guarantees, Including Guarantees and I ndebtedness of Others.



10.

11.

| ntra-gr oup guar antees

The Exposure Draft should be mandated to not apply to guarantees issued between
parents and their subsidiaries, between corporations under common control, or by a
parent or subsidiary on behdf of a subsdiary or the parent where such guarantees
result in the transfer of insurance risk. From the standpoint of the separate financia
satements of the issuing entity, it would be difficult to vaue the guarantee of a
related party’ s debt to athird party asit would not be an arm’s length transaction (as
any consderation that does passin relation to the guarantee may not reflect the fair
vaue of the guaranteg). Equally, however, we do not believe that such guarantees
should fal within the scope of IFRS 4. We bdieve this would be ingppropriate for
guarantees issued other than on an arm’ s-length basis.

We suggest that the Board should specifically exclude such guarantees from the scope
of the Exposure Draft and IFRS 4 and make it clear that the recognition, measurement
and disclosure of such guarantees should be in accordance with IAS 37.

The excluson of intragroup guarantees is aso congstent with the gpproach adopted
by the FASB in FIN 45 We encourage the Board to avoid creating additiona
differences between IFRS and US GAAP.

Guaranteesinvolving thetransfer of financial risk

We undergtand that guarantees involving the transfer of financia risk are not included
within the scope of the Exposure Dréft as they are already within the scope of IAS 39.
However, we suggest that it would be helpful if the Board would clarify the required
basis of measurement of such financid ingruments.

SPECIFIC QUESTIONS

Question 1 - Form of contract

The Exposure Draft deals with contracts that require the issuer to make specified
payments to reimburse the holder for alossit incursif a specified debtor failsto make
payment when due under the original or modified terms of a debt instrument
(financial guarantee contracts). These contracts can have various legal forms, such
asthat of a financial guarantee, letter of credit, credit default contract or insurance
contract. Under the proposalsin the Exposure Draft the legal form of such contracts
would not affect their accounting treatment (see paragraphs BC2 and BC3).

Do you agree that the legal form of such contracts should not affect their accounting
treatment?

If not, what differencesin legal form justify differences in accounting treatments?
Please be specific about the nature of the differences and explain clearly how they
influence the selection of appropriate accounting requirements.

We agree that the legd form of such contracts should not affect their accounting
treatment. However, as set out in paragraphs 3 to 6 above, we are unableto find a
clear boundary between financial guarantees and credit insurance; we suggest that the
trestment available under IAS 39 would continue to be available under IFRS 4; and
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that, where insurance risk is significant, these both types of contract should continue
to fdl under the scope of IFRS 4, pending further consideration under Phase |1 of the
I nsurance contracts project.

Question 2 - Scope

The Exposure Draft proposes that all financial guarantee contracts should be within
the scope of 1AS 39 (see paragraph 2 of IAS 39 and paragraph 4 of IFRS4), and
defines a financial guarantee contract as“ a contract that requires the issuer to make
specified payments to reimburse the holder for a loss it incurs because a specified
debtor fails to make payment when due in accordance with the original or modified
terms of a debt instrument” (see paragraph 9 of |AS 39).

|'s the proposed scope appropriate?
If not, what changes do you propose, and why?

Theissue of intra-group guarantees as set out in paragraphs 7 to 9 above and
guarantess involving the transfer of financid risk as st out in paragraph 10 above.

We note some uncertainty as to whether the term “ specified debtor’ in the definition

of afinancid guarantee contract would preclude a portfolio of specified debtors where
the transactions are specified. The Board shoud be clear about the application of the
term in sngle and plurd ingtances.

If the proposed changes are to be taken forward, the Board should clarify that IAS 39
will not gpply to holders of financial guarantees and credit insurance, who should be
alowed to continue to account for these productsin a smilar manner to the current
treatment by holders of insurance contracts.

Question 3 - Subsequent measur ement

The Exposure Draft proposes that financial guarantee contracts, other than those that
were entered into or retained on transferring financial assets or financial liabilities
within the scope of |AS 39 to another party, should be measured subsequently at the
higher of:

@ the amount recognised in accordance with |AS 37 Provisons, Contingent
Liabilities and Contingent Assets, and

(b) the amount initially recognised (ie fair value) less, when appropriate,
cumulative amortisation recognised in accordance with |AS 18 Revenue (see
paragraph 47(c) of IAS 39).

Isthis proposal appropriate? If not, what changes do you propose, and why?

This proposd is gppropriate, subject to our comments below regarding the fair vaue
option. Thetrestment in IFRS 4 is aso acceptable: the Liability Adequacy Test will,
in effect, ensure that the amount recognised is not less than the provision that would
be applied under IAS 37 in the absence of an dternative vauation modd.



16.  Asset out in paragraphs 3 to 6 above, we believe that the treetmentsin IAS 39 would
currently be available under IFRS 4. This provides the option of measuring financid
guarantees at fair vaue, which would be helpful where, for example, financid
guarantees have been used as part of an overall hedging strategy.

Question 4 - Effective date and transtion

The proposals would apply to periods beginning on or after 1 January 2006, with
earlier application encouraged (see paragraph BC27). The proposals would be
applied retrospectively.

Are the proposed effective date and transition appropriate? If not, what do you
propose, and why?

17. If our proposal is adopted that no changes are made at this stage to the boundary
between IFRS 4 and 1AS 39 and that the Board clarifies that IFRS 4 alows for the
IAS 39 treatment, there will be no need for atrangtion date.

18. If the proposasin the Exposure Draft are to be taken forward, the transitiona
arrangements are gppropriate, subject to the minor clarification that, if early adopted
in 2005, the full exemptions available under IFRS 1 First-time Adoption of
International Financial Reporting Sandards would apply.

Question 5 - Other comments
Do you have any other comments on the proposals?

19.  If theproposdsin the Exposure Draft are adopted, with dl financial guarantee
contracts dedlt with under IAS 39, the drafting will entail acomplex array of
‘exceptions to exceptions . We believe thiswill creete difficulties in understanding
the standard, even for those whose native language is English, with concomitant
dangers of misinterpretation and misapplication. We suspect that such congtruction of
the rules will not facilitate their trandation into other languages.

20.  Wenote that the dternatives in subparagraphs (a) and (b) in paragraph ANSA are

separated with the word ‘or’; the bullets in paragraph AG4A(ii) are separated with
‘and’. We suggest that “or’ is correct in both cases.
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