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Dae October 11, 2002

Re Amendmentsto |AS 32, Financial I nstruments: Disclosure and Presentation, and

IAS 39, Financial Instruments. Recognition and M easur ement, June 2002

The following comprises the response of Canadian Accounting Standards Board staff (AcSB
staff) to the IASB’ s exposure draft of proposed amendmentsto IAS 32, Financid Ingruments
Disclosure and Presentation, and IAS 39, Financid Instruments: Recognition and Measuremernt,
dated June 2002.

Although the Canadian accounting standard on presentation ard disclosure of financid
indrumentsis essentialy identica to IAS 32 as aresult of thejoint IASC / ACSB project,
currently thereis no Canadian standard dedling with the recognition and measurement of
financia instruments.

The AcSB has added a project to its technica agendato ded with the recognition and
messurement of finandia instruments! and agreed, in the interests of convergence, thét the
resulting pronouncements should be consgtent with IASB and FASB financid reporting
gandards. The Canadian exposure draft, expected to beissued in the first half of 2003, will be

! Thiswill also reconsider disclosure, but not presentation or offsetting.
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based on IFRS, but will seek to ensure that there are no ingtances where complying with the
resultant Canadian pronouncements would preclude an entity from adso complying with US
GAAP. Accordingly, we urge you to ensure that any differences between the revisonsto IAS 39
and current US standards be kept to a minimum and any differences judtified. In thisregard, we
have aso advised FASB g&ff of potentia areas where modification to US standards would
facilitate convergence with IAS 39.

While we agree that the improvementsto IAS 32 and IAS 39 are a necessary step forward, we do
not believe that the revised IAS 39 is an acceptable find answer to the issue of accounting for
finandia ingruments and question whether a mixed attribute mode provides the best

measurement of the economic events that IAS 39 is attempting to capture. We strongly urge the
IASB to provide the leadership to adopt a better solution.

Our detailed comments on the questions in the Invitations to Comment and other matters are sst
out in the fallowing pages. We would be pleasad to daborate on these points in more detall if
you so require. If so, please contact Ron Salole, Director Accounting Standards at +1 416 204-
3277 (emal ron.sddle@cica.ca), or lan Hague, Principal Accounting Standards at +1 416 204
3270 (e'mall ian.hague@cica.ca).
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|AS 32: Financial |nsgruments. Disclosure and Presentation

Responsesto Questions
Question 1 - Probabilities of different manners of settlement (paragraphs 19, 22, and 22A)

Yes we agree that the dasdficaion of a finencid insrument as a ligbility or as equity in
accordance with the substance of the contractual arrangements should be made without regard to
probabilities of different manners of sdtlement.  We bdieve tha this is consgent with the
Framework definition of aliability.

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

Yes we agree that the optionsin IAS 32 for an issuer to measure the liability dement of a
compound financid ingrument initidly either as aresdua amount after sparating the equity
element or based on ardaive-far-vaue method should be diminated and, instead, any asset and
ligbility dements should be separated and measured firgt and then the residud assigned to the
equity dement. Not only does this diminate a choice within IAS 32, but dso the dternative
chosenis conggent with the Framework definition of equity asaresdud and we bdieveisless
likdy to be arbitrary, and would be smpler to goply, than the rdative-fair-vaue method.

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

Y es, we agree with the guidance proposed about the dlassfication of derivatives that rdaeto an
entity’ s own shares. In particular, we concur with the principle that only those derivative
contracts that result in an exchange of afixed amount of cash or other financid assats for afixed
number of an entity’s own equity instruments (other than derivatives) should be accounted for
directly in equity. Derivative contracts that are indexed to the price of an entity’s own equity
interest do not evidence aresdud interest in the entity unless they are required to be settled in
the entity’s own shares.
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Question 4— Consolidation of thetext in IAS 32 and 1AS 39 into one compr ehensive
Sandard

We bdievethat it isimportant to make the text of the sandards on financid instruments as user-
friendly as possble. In thisregard, we support the goproach of including certain more detailed
implementation guidance and illudtrative examplesin Appendices. It may be useful to indude dll
of the standards rdated to financid instruments as a Sngle package, but it seems unnecessary to
integrate the entire text in IAS 32 and IAS 39 into one comprehensive Standard. In Canada, we
propose to indude the requirements for hedge reaionships and hedge accounting in documents
separate from the main recognition, measurement and disclosure sandard on the grounds that,
for usarswho do not adopt hedge accounting, referring to this materid is unnecessary. We dso
plan to move the disclosure requirements from our presentation and disclosure standard (Section
3860) to the recognition and measurement standard, leaving Section 3860 to address lighility and
equity presentation and offsetting only?. Derecognition of finandid assetsis also asufficiently
complex topic in its own right that it probably warrants a separate document.

Othe comments
Scope

Paragraph 1(e): We agree that most contracts that require a payment based on climatic,
geologicd or other physcd variables should be exduded from the scope of the Standard.
However, we believe that when such contracts are ether traded on an exchange or held for
trading they should fall within the scope of the Standard. In these cases, the contracts are no
different from other financia instruments. This would aso be consggtent with US GAAP for such
contracts (see for example FASB Statement 133 and EITF 99-2). See dso our Smilar comment
on IAS 39.

2 we plan to amend this standard as part of a broader project on liabilities and equity.
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Disclosure

Paragraph 43(d): The amendment to the description of “cash flow risk” to describe only “cash
flow interest rate risk” seemsto redtrict the risks that would be taken into consderation in
meaking disclosure o as to excdude other cash flow risks— such as the risk that future cash flows
of afinancid ingrument will fluctuate because of changes in foreign exchange rates. We suggest
that the broader notion of cash flow risk dso be described.

Paragraph 49: We suggest that the terms and conditions of financid instruments should dso
require disclosure of any features of afinancid ingrument that significantly concentrate or
leverage risk (for example, asgnificant leverage factor in aderivative financid ingrument, such
as arequirement for payments based on asgnificant multiple of changesin fair vaue of an
underlying price or index, that, if triggered, could be materid to the enterprise’ sfinancid
performance). Regulators have cdled for this disclosure previoudy, and we bdlieve thet this
would provide useful informetion about the rlative risk associated with certain insruments or
resdud interests.

Paragraph 93A: We suggest that an entity should aso disclose the nature and extent of any
rerictions on its ability to digpose of or use financid assats, through legd or contractud
requirements that arise outsde the financia instrument contract, such as requirementsto
maintain liquid financid assats, or dipulations on the use of certain financid assets. Such
information is vauable to understand the extent to which an entity’ s use of financid instruments
islimited.

Editorial

Paragraph 4A: In the penultimate line the words “recaipt or” should be induded for consstency
with the proposed changesto IAS 39, paragraph 6.

Paragraph 5: In each of the definitions of “financia instrument,” “financid asset” and “financid
lidhility” we bdieve that it would be more gppropriate to refer to “one party” or “ancther party”,
rather than “entity,” to ensure that instruments where the other party is not an “entity” are not
excluded. Paragraph 7 would then become unnecessary.
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Paragraph 22A: The parenthetical comment a the end of this paragraph is not clear.

Paragraph 46: We suggest that the phrase “ such as obligations under retirement benefit plans or
insurance contracts’ in the last sentence of this paragraph be deleted. This paraphrases only parts
of paragraphs 1(b) and (c) and could be mideading. The phrase seems unnecessary here.

Paragraph 93A: This paragraph contains a mixture of “other disclosures’. 1t would be more
user-friendly if these could be grouped in alogica order — such as those relating to
derecognition, those rdating to income statement presentetion, etc.
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|AS 39: Financial I nstruments. Recognition and M easurement

Responsesto Questions
Question 1— Scope: loan commitments (par agraph 1(i))

Yes, for practica reasons, we agree that aloan commitment that cannot be settled net and that
the entity does not designate as held for trading should be excluded from the scope of IAS 39.

Question 2— Derecognition: continuing involvement approach (par agraphs 35-57)

No, we do not agree with the proposed continuing involvement gpproach as the principle for
derecognition of financia assets under IAS 39. We concur fully with the dissenting views on
this subject expressed in paragraphs D1 to D5 of Appendix D to the exposure draft. We agree
that the present requirements of I1AS 39 are not of sufficient high quality. However, we do not
believe that it is gopropriate to replace these requirements with anew modd that is not only
different from those dreedy exigting in other nationd sandards, but aso is untested and contains
contradictions with the Framework. We would prefer the IASB to adopt an interim approach that
converges with principlesin exiging naiona standards and to then expedite work with nationd
sandard setters to develop arobust mode for derecognition. We note that we do not intend to
include this agpect of the IASB proposasin the proposed Canadian standard on recognition and
measurement. Rather, we will retain our Accounting Guiddine that adopts the mgor aspects of
FASB Satement 140.

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

Y es, we agree that assets transferred under pass-through arrangements where the cash flows are
passed through from one entity to another (such as from aspecia purpose entity to an investor)
should qudify for derecognition based on the conditions set out in paragraph 41 of the Exposure
Draft, subject to the interaction with the continuing involvement approach, with which we
disagree (see answer to Question 2, above).
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Question 4— Measurement: fair value designation (par agraph 10)

Y es, we agree that an entity should be permitted to designate any financia instrument
irrevocably a initia recognition as an instrument that is measured a fair value with changesin
fair vaue recognized in profit or loss. We believe that this appropriatdy smplifies the Standard
and dso dlows entities that wish to avoid some of the anomdlies of the different measurement
basesin IAS 39 to do s0. We concur that this designation should be irrevocable a initid

recognition.
Question 5— Fair value measurement consder ations (par agraphs 95-100D)

Y es, we agree with the requirements about how to determine fair values that have been included
in paragraphs 95-100D of the Exposure Draft and paragraphs A15-A25 of Appendix A. We
believe that the requirements provide an gppropriate ba ance between those that are necessary
and sufficient to consstently apply the Standard.

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

Y es, we agree that aloan asset or other financid asset measured a amortized codt that has been
individualy assessed for impairment and found not to be individudly impaired should be

included in agroup of assetswith Smilar credit risk characterigtics that are collectively evauated
for imparment, in order to reflect the fact that impairment might be probable in a group of

assets, when it is not probable in assessing an individual asset in that group.  Yes, we agree with
the methodology for measuring such impairment in paragraphs 113A-113D.

Question 7— Impairment of investmentsin available-for-sale financial assets (paragraphs
117-119)

Y es, we agree that impairment losses for investments in debt and equity ingruments thet are
classfied asavailable fa sde should not be reversed. We bdlieve thet this is conagtent with the
rationale that requires recognition of gains and losses on avalable-for-sdefinancid instruments
directly in equity in the firgt place.
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Question 8— Hedges of firm commitments (paragr aphs 137 and 140)

Y es, we agree that a hedge of an unrecognized firm commitment is afair vaue exposure thet
should be accounted for as afair vaue hedge instead of a cash flow hedge asit is a present. This
brings greater convergence, in particular with US GAAP.

Question 9— ‘Bads adjusments (paragraph 160)

Y es, we agree that when a hedged forecast transaction results in an asset or liability, the
cumulative gain or loss thet hed previoudy been recognized directly in equity should remainin
equity and be released from equity consgtently with the reporting of gains or losses on the
hedged ast or ligbility. Not only does this result in grester convergence with US GAAP, but
aso avoids adjugting baance sheet carrying amounts, merely because of the effects of designated

hedging rdationships
Question 10 — Prior derecognition transactions (paragraph 171B)

No, we believe that prior derecognition transactions should be grandfathered and disclosure
should be required of a generd description of the assets and liahilities that have been
derecognized that would not have been derecognized had the Standard been in effect. Although
idedlly afinancia ast that was derecognized under the previous derecognition requirementsin
IAS 39 should be recognized as afinancid asset on trandtion to the revised Standard if the assat
would not have been derecognized under the revised derecognition requirements (i.e., prior
derecognition transactions should not be grandfathered), we bdieve that thisislikdy to be
unduly onerous. We dso bdieve thet it would be unduly onerous to identify the balances thet
would have been recognized had the new requirements been gpplied. In the interests of
etablishing a common gpproach to derecognition in the future, we recommend that a more
practicd gpproach be adopted in this Stuation.

o)
-\ﬁlgr
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Othe comments
Scope

Paragraph 1(h): We agree that most contracts thet require a payment based on dimatic,
geologicd or other physicd varigbles should be excduded from the scope of the Standard.
However, we bdieve that when such contracts are ether traded on an exchange or held for
trading they should fal within the scope of the Standard. In these cases the contracts are no
different from other financid insruments. Thiswould also be conastent with US GAAP for such
contracts (see for example FASB Statement 133 and EITF 99-2). See dso our Smilar comment
onlAS 32

Paragraph 3: We suggest that it would be clearer to explicitly exclude from the scope contracts
that require a payment based on specified volumes of sales or service revenues of one of the
parties to the contract and which are not traded on an exchange, rather than to state that “This
Standard does not change the requirements’.

Definitions

Paragraphs 8 and 10: We bdieve that it would be desirable for convergence between the basic
definitions of “financid ingrument”, “financid asst”, finenaid ligbility,” “hedged item,”

“hedging indrument,” and “derivative’ between IASB and US GAAP. Thefird five definitions
are used in essentidly smilar manners (dthough not dl are defined in FASB dandards most are
explained in the text). Minor wording differences should be avoided. With regard to the
definition of aderivative (and its interaction with net settlement requirements) we have advised
the FASB that we prefer the IASB gpproach and suggest that efforts be made to converge by
modifying the FASB definition.

Paragraph 10 — Hedging instrument: We continue to believe that an entity should be dlowed to
desgnate non-derivatives as hedging ingruments if the criteria for hedging otherwise are met.
We believe that there are instances where vaid hedges can be designated for risks other than
foreign currency. One example isthe use of securities to hedge the interest risk exposurein
mortgage commitments. We note that the FASB acknowledges that there might be other vdid
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risk offsets. However, the FASB did not wish to extend the applicability of hedge accounting
beyond that which it viewed as essentid. These Stuations are more prevaent outside the United
States, where the exigtence of liquid marketsfor rlevant derivative indrumentsis still not
common. Some aspects of thisissue are mitigated by the ability to eect fair vaue measurement
for any financid indruments. However, thiswill not dleviate the Stuation when asinglerisk
within afinancid ingrument is the subject of the hedge. We recognize that a change on this
subject would probably be viewed as more fundamenta than an “improvement”. However, we
note that we plan to continue to alow designation of certain non-derivatives as hedging items
when we implement an equivaent sandard to IAS 39 in Canada.

Derecognition of a financial liability

Paragraph 59(b): This paragraph refers to release from “primary” responghility for alihility.
We understand that thereis no legd distinction between primary and secondary (or other)
obligations— an entity is either obligated or it is not. We understand thet the FASB is presently
seeking to resolve this issue and suggest thet the IASB look to the outcome of those ddliberations
for guidance as to how to amend this paragraph.

Held-to-maturity investments

Paragraph 82: We disagree with the proposed amendment to this paragraph to preclude a
financid asst that is puttable by the holder from being dassfied as a hdd-to-maturity
investment. Any financia asset with aready market might be consdered just as “ puttabl€’
because it can be easly sold in the market as one that contains a specific put option to the issuer.
We suggest that the pogtion in US GAAP (and exidting IAS 39) be retained, whereby a puttable
financid indrument is permitted to be dassfied as hdd-to maturity if the holder has the positive
intent and ability to hold it until maturity and not to exercise the put feature.

Paragraph 83(b): The modification of the example of what congtitutes substantialy dl of the
financid asst’ s origind principa from “for example, 90 per cent” to “at least 85 per cent”
seems an unnecessary divergence from US GAAP. While we have no particular preference for
ether of these positions, we suggest that this be converged with US GAAP.

CNC
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Editorial
We suggest that it would make the Standard eedier to use if rdevant Application Guidance and
[lludtrative Examples were to be directly crossreferenced from the text of the Standard.

Paragraph .089B We suggest deletion of the opening phrase of this paragraph. Thisisnot a
requirement, but the judtification for the requirement thet follows.

Paragraph 103(a): We suggest that the parenthetical comment be deleted. Thisis dready
covered in the définition of “held-for-trading” and seems out of place here.

Paragraph 110(c): We suggest that “issuer” and “holder” replace the words “lender” and
“borrower”, ance this paragraph relates to mor e than just loans.

Paragraph 137(c): It does not seem gppropriate to define a hedge of anet invesment in aforeign
entity as“defined in IAS 21", since that does not gppear as adefined term in IAS 21. We suggest
that this be defined in IAS 39 as *a hedge of the foreign currency exposure of anet investment in
aforeign entity”. Reference might then be made to IAS 21 to understand the term “ net

invesment in aforeign entity”.
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Summary of responses to questions

The following provides asummary of our responses to the questionsin the Invitations to
Comment. Please see our detalled response for further details. Also, please note that our detailed
response raises other matters related to a number of the proposals that do not directly relate to the
guestions asked in the Invitations to Commernt.

Question # Agree Disagree Other

IAS32 Q1 O

IAS32 Q2 o)

IAS32 Q3 O

IAS324 See comments.

IAS39 Q1
IAS39 Q2 X

(@]

IAS39 Q3

IAS 39 Q4

IAS39 Q5

IAS 39 Q6

IAS39 Q7

IAS39 Q8
IAS 39 Q9

O OO O O:| O:| O

IAS 39 Q10 X

el
el 145
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