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GCEMERALE

LE PRESIDENT

14 October 2002

Re: Exposure Draft of Proposed Amendmentsto |AS 32, Financial I nstruments:
Disclosure and Presentation, and IAS 39, Financial Instruments. Recognition
and M easurement.

Sr.

We are pleased to provide our comments on the above exposure draft.

As financid inditutions are subject to the recently approved European regulation that
will impose IAS on dl liged companies by 2005, implementation of IAS 32 and IAS
39 represents a mgor chdlenge for us Frde, mgor invesments will he required to
change our informaion sysems in order to prepare the information requested.
Secondly, some of the requirements will he intrusve to the way we conduct our
busness and will have a dgnificat impact on our finencid dSatements. Findly, we
will need to prepare oursaves to explain to the users of’ our financid Statements how
to reed ad undagand the new financd informaion published, which will be
dramaticdly different compared to the information currently presented.

To prepare for the change and meet the 2005 deadline, each of our entities'subsdiaries
gtarted an IAS converson process more than a year ago. Therefore, our comments on
the proposed revised IAS 32 and IAS 39 are the eallts of a thorough study of both the
current requirements of IAS 32 ad IAS 39 and ther proposed amendments. Our
current IAS converson exercise has dlowed us to test the implementation aspects of
the proposed requirements. We want to share with you our findings concerning those
aress where we find that implementation of IAS 32 and IAS 39 is particularly complex
or gives results whose rdevance may be cdled into question for financid indtitutions.

Sir David Tweedie

International Accounting Standard s Board
30 Cannon St

London EC4M 6XH

United Kingdom



Among other comments, we have srong reservetions about the following principles

Webdievethat:

the principle that dl derivative indruments should dways be messured a far vdue
regardiess of how they are usad is inconggent with the principles for the measurement of
other financid ingruments, for which intent is conddered (eg., there is different treatment
depending on whether there is intent to hold an indrument for trading or to maurity!). All
financid ingruments should follow the same principles. We canot see ay reason why
derivative indruments and cash finandd indruments should be treated differently. This
conceptud error leads to two other mgor flaws:

» far vdue hedge accounting under 1AS 39 requires that the hedged instrument follows
the same treatment as the hedging indrument. This is incondgent with the main
reason why the transaction was entered into. We beieve that the hedging instrument
should follow the trestment of the hedged insrument and not vice-versa;

e cah flow hedge accounting under IAS 39 requires vadue changes of the hedging
indrument to be recognisad in equity wheress the vaue changes of the hedged
ingrument are not reflected in the financid Satements. We bdieve that this trestment
does not give a timey true and far view of the transactions that have been entered into
and that it gives a mideading representation of the financid pogtion of the company.

If the IASB continues to require that dl derivative instruments that are used in a hedging
relaionship are messured a far vaue, which we do not believe is supported conceptudly,
the Framework should be modified so that the accounting entries to give hedge accounting
trestment (if the criteria are met) are recognised not as a change in equity but esewhere in
the balance shest;

» the option to dedgnae a inception any financid insrument as a hed-for-trading financid
indrument is proposed soldy to mitigate the fad flaws in IAS 39. We urge the IASB to
revise the Standard so that its gpplication gives a rdevant presentation of the transactions
and activities without the need for this option. In addition, we are concerned that this
option may be used by unscrupulous members of management to conced the red financid

postion;

e it is ingoproprite to use the lag avaldble published price quotations to recognise
uredised gans awd losses on draegic equity invesments and equity invesments in
venture cgpitd in the baance sheet (they will be dassfied as avalable-for-sde financid
asts and messured at far vaue). We arc highly concerned by this lack of prudence in
measuring long term financdid indruments in such a way, which is likdy to have a negdive
effect on the gahility of financid markets.

Furthermore, we regret the IGC has disregarded our proposas for an appropricte solution to
accounting for hedging net postions and the condderation of internd contracts, which are
crudd in the trandormation process and hedging of the pogstions of financd inditutions and
their segmentd reporting.



Financid inditutions will be key users of the Standards on financid ingruments.
For a Standard to be rdlevant to their activities, it is necessary to acknowledge
their practices of hedging net pogtions or transforming them.

We urge the IASB to take action on our comments before findisation of the
revised Standards.

If you have any queries regarding our comments, please do not hesitate to contact
Véronique de LaBachderie a 33 (1)42.14.49.86.

Yoursfathfully.

Daniel BOLTON

" Chairman and Chief Executive Otticer
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1_Due process

In the Introduction to the Proposed Amendments to IAS 32 and IAS 39, it is indicaed
that the IASB did not intend to change the basc principles in those Stlandards.  The
purpose of the amendments is “to reduce some of the complexity by clarifying and
adding guidance, eliminating inconsistencies, and incorporating into the Sandards
key elements of existing SIC Interpretations and 1AS 39 | mplementation Guidance”

We bdieve that some of the proposed amendments introduce sSgnificant changes to
the current Standards and may represent something close to a change to the basic
principles Among other proposed changes we have noted the introduction of an
imparment test on sound portfolios to cover credit risk (which is of mgor importance
to finendd inditutions ad an option dlowing messurement of ay individud
financid instrument &t fair vaue.

We ae very surprised that such mgor innovetions should be introduced without any
prior consultation or discussons before the publication of an Exposure Draft with
financid inditutions representatives (for example accounting representatives a  the
International  Banking Association Accounts Committeg), accounting Standard  setters
who ae Liason Membes of the Boad (such as the Consdl Naiond de la
Comptabilité in France — CNC), or the technicd bodies in charge of providing an
opinion on the proposad IASB rules to the Europeen Commisson (such as the
Europeaen Finandd Reporting Advisory Group).

The IASC Foundation Condituion indicates in paragraph 32(b) that the IASB shdl
“publish an Exposure Draft on all projects and normally publish a DSOP or other
discussion document for public comment on major projects’. \We bdieve that some of
the proposad changes to IAS 32 and IAS 39 (refer to above) would have warranted the
publication of adiscusson document before reaching the stage of an Exposure Draft.

We bdieve that the requirements for hedge accounting are fundamentally flawed.

Much of the complexity of IAS 39 gems from the principle that dl derivetives should
be recognised and re-measured at far vaue, whether or not entered into as pat of a
hedging rdationship.  This principle is inconggent with the principles for the
measurement of other financid ingtruments, for which intent is consdered (eg., there
is different trestment depending on whether there is intent to hold an insrument for
trading or to maturity). All finendd indruments should follow the same principles.
We see no reason why derivative indruments and cash financid ingruments should
be treated differently.

As a result, we believe that fair vaue hedge accounting under 1AS 39, which requires
that the hedged insrument follows the same treatment as the hedging indrumernt, is
ingppropriate.  This treatment is inconsgent with the man reason why the transaction
was entered into. We bdieve that a more adequate modd would be for the hedging
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ingrument to follow the accounting treatment of the hedged item, to ensure that the
gans and loses on the hedging insrument unfold a the same time as the equd and
opposite gains and losses on the hedged item.  We would support disdosure of the
market vaue of liquid ingtruments,

Furthermore, we ds0 believe tha the treatment of cash flow hedges under IAS 39 is
ingppropriate. - We understand that the recognition in equity of gains and losses on
derivatives entered into as a cash flow hedge is intended to avoid injudified voldility
in the income datement. We want to highlight thet using equity in this way may have
vey dgnificant consequences for a bank’s capitd base We dso would like to know
more about the IASB’s ‘Reporting Financid Performance project before conduding
on the treatment of cash flow hedges. We condder that cash flow hedge accounting
results in a loss of symmetry on the baance sheet of an entity that is confusing for the
users of the financid datements. It does not give a timdy, true and far view of the
transactions that have been entered into and it gives a mideading representation of the
fineandd pogtion of an entity. Cash flow hedge accounting under IAS 39 requires
vaue changes of the hedging indrument to be recognised in equity wheress the vadue
changes of the hedged ingrument are not reflected in the financid Satements.

We ds0 condder that there are other mgor flaws in the hedge accounting rules set out
in1AS 39 and the IGC literature including:

the fact that non-derivaive financid indruments are not conddered as hedging
ingruments for the purpose of hedging interest rate risk;

the prohibition of internd transactions as far as hedging risks other than currency
risk are concerned,

the fact that hed to maurity investments cannot be hedged for the interest rate
risk; and
detailed redtrictions on enterprise-wide interest rate risk management.

IAS 39 gpedificadly ignores portfolio risk management and is unsuited to the
cdrcumdances of financid inditutions engaging in risk offseting  externd/internd
transactions. A drict application of the Standard would result in hedging rules which
unduly hinder the risk management process. It will lead banks to transact with
externad third parties to hedge interest rate exposures on a gross basis (rather that on a
net bads) and, as a consequence, it will expose them to increased credit and
operationd risk and additiond undue codts

We do not understand the principle behind or bass for these redrictions and we
beieve that the hedging prindples should be organised aound draghtforward
requirements for designation, documentation and effectiveness.

We st out in Appendix 1 our comments and proposals for hedge accounting.
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We do not support the principle that requires the systematic use of the last avalable
published price quotetions for the vauation of draegic equity investments and equity
invesments in venture cgpitd (which normaly would be dassfied as available-for-
sde finahcid assts).  While such an gpplication of the far vadue measurement
principle to trading activities (for which there is an intention of sdling the ingruments
in the short-term) is gopropriate to reflect the performance of an enterprise and its
managemert, we bdieve that the application of this princple to draegic equity
invesments and equity invesments in venture capitd that are hed for a longer period
of timeisingppropriate.

Since the changes in the far vaue of al equity securities that are not held for trading -
irrespective of the intent and the holding period - are recognised in equity, we believe
that ingability or high volaility of stock markets would create voldility in an entity’s
equity, which would vary according to the peformance of completely extraneous
factors.

The usas of finendd datements should be provided with rdevant and reiable
information. Shaeholder’s  equity represents an essentid  component  of  this
information. We do not bdieve tha the current requirements of IAS 39 for the
messurement of drategic equity investments and equity invesments in venture capita
will meet the objectives of rdevance and rdiability.

lective imi

The proposed mehod for collective imparment requires the recognition of
imparment losses on individud loans specificdly identified as impared (IAS 39.111)
a wdl as a colective assessment for imparment of groups of individudly non-
impared loans with amilar credit risk characterigics (IAS 39.112). We undersand
tha the removd from the portfolio of an individudly impared asset does not
automaticaly lead to a reduction in the imparment cdculated on a portfolio bess
which is not consistent with risk management practice.

We would prefer a generd gpproach for delermining impairment losses on loan
portfolios for the credit risk associated to these portfolios, with firs the determination
of a globd imparment loss cdculaed on the totd loan portfolios (induding
individudly impared and non-impared loans). Secondly, imparment losses on
individudly impared loans should be cdculaed. Fndly, imparment losses on the
non-impaired loans should be cdculated by difference between the globd imparment
loss and imparment loses on individudly impared loans.  This gpproach is
condstent with the steps in the Standard to recognise impairment.

We dso beieve that the assessment of risk premiums as well as estimated cumulative
cash flow loss raes per year, being influenced by the short term perception that both
the market and those respongdble for the internd rating sysems hold a a paticular
period during the economic cycde would introduce an exeggeraied voldility in profit
or loss generated by financid inditutions, being contrary to the dSability needed for
the internationd banking system. Therefore, we recommend tha the methodology to
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asess sk premiums and estimated cumulative cash flow loss rates per year uses an
objective internd methodology, which is not influenced by the assessment of risk by
the market & any particular point of time, but is based on an obsarvaion of an entity’s
higoricdl average losses experience by group of assets showing smilar credit risk
characterigtics over along period of time (i.e. for the period to year-end).

Findly, when conddering the implementaion of the proposed goproach, we have
identified saverd technica and operationd flaws. Under the proposed gpproach as set
out in the examples provided, the computation of imparment would incdude the
margin on the loans as well as dready collected fees.

We understand that the IASB has two projects under way that may affect sgnificantly
the presentation of the financiad statements of finandid inditutions:

the project on Deposit-Taking, Lending and Securities Activities

the project on Reporting Performance.
Implementation of each of these projects may require complex and mgor changes to
our information sysems. We wish to express our concern about the timetable for

those projects should they result in find Standards that would become effective in
2005.

In addition, we have conddered the preiminary tentative conclusons of the IASB on
those projects that are avalable on the IASB’s webgite.  With respect to the project on
Reporting Peaformance, we ae uncdlear how some of these prdiminay condusions
would aply to finendd indituions paticulaly for the didinctions between
operding and financing items.  We would recommend that the IASB ensure that
financid inditutions pecidids are involved in the proect and tha the issues pedific
to performance reporting by financid inditutions are dedlt with.

We have concerns with IAS 39's proposd to dlow any financid indrument to be
cdasdfied in the hdd-for-trading category and messured a far vaue with changes in
far vaue recognised in profit or loss  As explaned in our detalled comments below,
we bdieve that this option is too wide It will dramaicaly damege the comparability
of the financid statements of an entity through time and between entities.

In addition, we ae concerned that this option may be used by unscrupulous
management to concedl the red financid pogtion of an entity.

We underdand that the purpose of the option was to mitigate some of the deficiencies
of the mixed-atribute modd in IAS39 and to ease its gpplication. We urge the IASB
to revise the Standard 0 that its goplication gives a rdevant presentation of the
transactions and activities without the need for this option. We propose heredfter an
dternative proposa that we congder more auitable for financid inditutions, inasmuch
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as it would dlow the making-to-maket of lidbilities used to fund trading activities
and the measurement of any hybrid instrument at fair vaue.

iy

Whils we support some of the principles in the proposed revised IAS 39 in order to
asxess a faled e we have difficulty underganding the reevance, and the
condgency with the framework, of the accounting entries that result in a patid
derecognition of financid assts.

8. Insurance

Definition of insurance contracts

We concur with the comments of both EFRAG and the Consal Nationd de la
Comptebilité on this subject, except concerning the fourth proposd of EFRAG
dedling with a* shedow accounting”.

Frd, we bdieve tha credit insurance as practissd by European insurance companies
should be dearly excluded from the scope of IAS 32 and IAS 39 as we bdieve that
credit insurance meets the definition of an insurance contract (see further comments
below).

Secondly, we bdieve that the definition of ‘insurance contracts that principally
involve the transfer of financial risk’ does not give sufficent guidence in order to
determine which insurance contracts should be excluded from the scope of IAS 32
and IAS 30.

I nsurance activities

As pat of our attivities, our financid inditutions aso control some insurance groups.
As a reault, we are dso preoccupied by the accounting for insurance activities On 18
September 2002, the European Insurance Group wrote to you to propose an gpproach
for an interim solution for insurance companies. We want to express our support for
the proposas and arguments expressed in the letter. In particular, we agree with the
proposad headline disclosures rdaing to insurance business

we agree with disdosure of the vaue of the longterm insurance busness as
supplementary information to the primary statements

we support the proposa that no gpecific insurance contracts classfication should
be required a present, and that insurance contracts should be excluded from the
scope of IAS 32, IAS 37, IAS38 and IAS 39

we support an exemption from the goplication of IAS 39's reguirements to
embedded derivatives in insurance contracts, until an IFRS for insurance contracts
is published

a solution needs to be found for those finencid assts that would normaly be
clasdfied in the avalable-for-sde category. Indeed, gpplication of IAS 39 would
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creste a migmatch in the financid datements of insurance groups since it would
require messurement of those financia assts a far vaue while the contract
lighilitieswould be on a different basis

we have amilar concerns about the project on Reporting Performance (refer to our
Generd Comments).

9. Convergence

We are supportive of convergence actions with US GAAP and the IASB’s actions to
encourage the FASB to modify their sandards around |AS solutions, when superior.

We have noted differences between IAS and US GAAP tha put IAS entities & a
competitive disadvantage compared to US entities.  In particular, we would wecome
action by the IASB to recommend to the FASB changes in its requirements in the
folowing aess dasdficaion of issued finanda indruments between equity and
finencd lidbilities (induding split  accounting),  offstting  and  madter-netting
agreements, recognitionreversd  of imparment losses for hed-to-maturity securities
use of the short-cut method for hedge accounting, etc.

We have concerns about the magnitude of the proposed changes compared to our
current practice.  Although we do not expect to convert to IAS before 2005, we have
concerns about the shortness of the time period to implement the changes, particularly
when we note that the requirements are not yet finalised.

One of the aress tha we will have mog difficulty with rdaes to the implementation
of the new derecognition requirements. For this reason, should these requirements be
mantaned, we support some grandfathering of the treatment of transactions that
occurred prior to the dete the revised IAS 39 becomes effective.

While we ae supportive of the overdl objective of internationd harmonisation of
accounting standards, we do not believe that this objective should prevall over a god
of issuing a Sandard thet can actudly be implemented and result in high qudity
financid reporting. In the present case, we bdieve that 1AS 32 and IAS 39 would
need subgtantid revisons to achieve those two objectives.

As we explan in our leter, we bdieve tha solutions can be found, discussed and
exposed for comments before the criticd deadline of 2005 for European companies.
Although this process would not dlow sufficient time to prepare for restatement of
comparaive information, we condder tha they could be implemented on a
prospective bass gdating from the financid year beginning on or after 1 January
2005.



IMPROVEMENTSTO IAS32

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

Do you agree that the clasdfication of a financial ingrument 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? The
proposed amendments eliminate the notion in paragraph 22 that an ingrument
that the issuer is economically compelled to redeem because of a contractually
accelerating dividend should be classfied as a financial liability. In addition, the
proposed amendments require a financial instrument that the issuer could be
required to settle by delivering cash or other financial assets, depending on the
occurrence or non-occurrence of uncertain future events or on the outcome of
uncertain circumstances that are beyond the control of both the issuer and the
holder of the ingrument, to be classfied as a financial liability, irrespective of
the probability of those events or circumstances occurring (paragraph 22A).

We agree with the prindple that financid indruments should be dassfied in
accordance with the substance of the contractud arangements on initid recognition
and that the dasdfication continues a each subsequent reporting date until the
financid instrument is derecognised. However, we bdieve that the proposed
amendments do not result in clear guidance and will create confusion.

1. Classification of an issued instrument: assessment of the substance of the
contractual arrangement

We underdand that when an issued indrument provides for mandatory redemption by
the issuer for a fixed or determinable amount at a fixed or determinable future dete or
gives the right to the holder to require the issuer to redeem the instrument a or &fter a
paticular date for a fixed or determingble amount, the instrument meets the definition
of alidbility.

For an indrument that does not edtablish such a contractua obligation explicitly, we
believe that there should be an assessment, when the ingrument is issued, whether the
issuer will be compdled to redeem or sdtle the ingdrument in cash or with another
financid ingrument in the future, in order to dassfy the insrument as a ligbility or as
equity.  This assessment will necessarily require congderaion of explicit or implicit
obligations to redeem or <dtle the ingrument in cash or with another financd
indrument.  In making that judgement, and because ingruments issued can have
complex festures, there will need to be some assessment of the probabilities of
whether the ingrument will be redeemed or sdtled in cash or with another financid
instrument.

For example, a the date when an indrument is issued, the economic characteridtics of
the ingrument (eg. a contractudly sep-up accderding dividend) may be such that
the issuer will have no other redidic dterndive but to redeem the instrument in cash
in the future. In this case, we bdieve that the indrument should be dassfied as a
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financid ligbility when the instrument is issued, even if the teems of the ingrument do
not esablish expliatly this obligation. Of course, judgement will need to be exercisd
to assess whether the step-up in the contractudly accderating dividend is of such
sgnificance that it will creste an economic compulson for the issuer to redeem the
ingrument in cash.

Findly, we agree that issued indruments that do not give rise to an obligation, ether
explict or implicit, on the pat of the issuer to ddiver cash or ancther financid asset
mest the definition of equity instruments.

2. Economic compulsion

As explained above, in assessing the substance of an instrument where settlement is a
the issuer's choice, we bdieve tha, among other factors there should be an
assessment of the economic compulson for the issuer to redeem or sHtle the issued
indrument in cash or ancther financid ingrument (i.e the issuer will be without any
other redidic posshility but to redeem or sdtle in cash or another financid
ingrument the issued instrument).

As a resault, we disagree with the proposed deetions of the references to economic
compuldon in IAS 3222. The dddions create confuson. Our interpretation of the
last sentence of IAS 3222 (“A preferred share that does not establish such a
contractual obligation explicitly may establish it indirectly through its terms and
conditions”) is that it implicitly indicates that economic compulsion is a factor to
condder. Is our interpretation correct? If so, the text should be darified and the
examplein IAS 32.22 should not be ddleted.

3. SC5

We agree that 1AS 32 should incorporate the conduson of SIC 5 that a financid
ingrument for which the manner of sattlement depends on the occurrence or non-
occurrence of uncertain circumsances that are beyond the control of both the issuer
and the holder of the instrument should be dassfied as afinancid lighility.

We ds0 agree with the proposed amendment that diminaes the possbility of
dassfying an indrument as an equity insrument if the possbility of the issuer being
required to settle in cash is remote a the time the financda ingrument is issued
(IAS32.22A).

Question 2. Separation of liability and equity eements (par agr aphs 28 and 29).

Do you agree that the options in 1AS 32 for an issuer to measure the liability
element of a compound financial ingrument initially either as a resdual amount
after separating the equity edement or based on a rdative-fair-value method
should be eiminated and, instead, any asset and liability elements should be
separated and measured first and then the resdual assgned to the equity
element?
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Frd, as a generd principle, we want to resaffirm our support for IAS 32's gpproach
where a compound ingrument is Split into its equity and financid ligbility dements
We acknowledge thet it is a convention and that it may rase implementation
questions but we agree with it.

Secondly, because it complies with the IASB’s policy of reducing options and it is
pragmatic, we support the goproach in the Exposure Draft that the equity dement of a
compound indrument should be determined as the resdud amount of the instrument
issued after measurement of the ligbility eement.

Question 3.  Clasdsification of derivatives that relate to an entity’s own shares
(paragraphs29C — 29G).

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

1. Preliminary comments: transactionsin an entity’ s own equity instruments

We bdieve that I1AS 32's principles for the recognition of transactions in an entity’s
own equity ingruments would not permit gppropriate reflection of the economics of
certain types of transactions and would generate mismatches in terms of profit or loss

recognition.

IAS 32.29A requires that “if an entity reacquires its own equity instruments, those
instruments shall be deducted from equity and no gain or loss is recognised in the
income statement on the purchase, sale, issue or cancellation of an entity’ s own equity
instruments. Consideration paid or received is recognised directly in equity”

Fnencd inditutions ae involved in gpedfic abitrage activiies (usudly cdled
“basket trading’) aming a taking opportunity of temporay de-corrdaion between a
goecific index (eg. CAC 40 in France) and the basket of equity securities that
replicates the index. Mgor French banks equity ingruments form part of the CAC40
index. For these banks, entering into those arbitrage transactions and replicating the
index imply that, snce they ae pat of the basket, they rescquire some of ther
treasury shares — but only for a limited period of time — and concurrently enter into a
derivative contract based on the index, through a CAC 40 future for example.
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For these banks, the consequences of gpplying IAS 32.29A would be asfollows:

the reacquired treasury shares would be deducted from equity and no gan or loss
would be recognised in profit or loss on subsequent disposd of the treasury
shares,

the other equity securities that form part of the basket and the derivative would be
cdassfied as trading indruments, with far vaue changes recognised in profit or
loss.

We bdieve that the above accounting does not reflect appropriately in the income
datement the economics of such transactions and would lead to a mideading
representation of the effective gain/loss of the bank on the entire transaction.

As a consequence, we propose that, when own shares are reacquired only for a limited
period of time for the purpose of abitrageftrading-type drategies, they are classfied
in the held-for-trading category.

2. Classification of derivatives that relate to an entity’ s own shares

We support the Board's decison to provide specific guidance on the dasdfication of
derivative on an entity’s own equity instruments and we generdly agree with it.

However, financid inditutions underteke gpecific trading activities which  involve
ling derivaives based on ther own shares (for which gross settlement is required)
or derivatives on baskets of stocks that may include their own shares. We noted that
the proposed accounting trestment for derivatives based on own shares for which
gross sdtlement is required is that of an equity indrument unless the issuer is
compelled to buy back its own shares.

Agan, as mentioned above in respect of the treatment of reacquired own shares, we
believe that in the case of specific arbitrageltrading drategies, the above accounting
does not reflect gopropriatdy in the income datement the economics of such
derivatives and would lead to a mideading representation of the effective gain/loss of
the bank. We would therefore ask that when derivatives on own shares tha are gross
setled are entered into for the purpose of arbitrageftrading-type drategies, they are
treeted as derivatives, with changesin fair value recognised in profit or loss,

We have dso noted that IFRIC is currently discussng the tresiment of derivatives on
interests in subsdiaries and associates.  We would support condgtent trestment with
the proposad amendments to IAS 32. It is unclear whether the current leaning of the
discussons will achieve this objective, paticulaly for the treatment of derivatives
associated with interests in associates.
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Question 4. Consolidation of the text in IAS 32 and |IAS 39 into one
comprehensive Standard.

Do you believe it would be useful to integrate the text in IAS 32 and 1AS 39 into
one comprehensve Standard on the accounting for financial instruments?
(Although the Board is not proposng such a change in this Exposure Draft, it
may condder thispossbility in finalisng therevised Standards.)

We support the integration of the two documents into a sngle document. Any entity
subject to one of the documents would by definition be subject to the other. We
believe that integrating the two documents will assg in a better understanding of how
they interrelate and would facilitate their application.

However, we would recommend that the integrated Standard is drafted in such a way
0 that there is no confuson about which section of the Standard is or is not
goplicable to an indrument covered by the scgpe We suggest the incluson in an
gopendix of a specific table that provides an overview of the goplication of each
section of the revised Standard to various types of financid instruments and other
assmilated insruments.



IMPROVEMENTSTO IAS39

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
|AS 39?

We agree that loan commitments that cannot be settled net (including Stuations where
the issuer does not have a past practice of sdling loan assats shortly after origination)
and tha the entity does not desgnate as hed-for-trading should be excduded from the
scope of IAS 39.

However, we note that no gecific guidance is provided for holders of loan
commitments.

Additional comments on the scope of | AS 39

1. Scope - Financial guarantees
1.1 Definition of financial guarantees

IAS 39.1(f) requires that ‘financial guarantee contracts (including letters of credit
and credit derivative default products) that provide for specified payments to be made
to reimburse the holder for a loss it incurs because a specified debtor fails to make
payment when due under either the original or modified terms of a debt instrument’
ae excluded from the scope of IAS 39 with respect to measurement after initid
recognition.  Severd IGC interpretations (IGC 1-2, 1-5a and 1-5b) tha ae not
affected by the proposed amendments dso provide guidance about credit default
swaps that should be trested as financid guarantees.

Credit default products would qudify for the scope exduson of IAS 390.1(f) if the
contract, as a precondition for payment, requires that the holder is exposed to and has
incurred a loss on the falure of the debtor to make payments on the guaranteed asset
whendue Thisimpliesthat:

the contract would provide for payments only in the circumdance (‘credit event)
where the holder has incurred aloss on the failure of the debtor to make payments,

the holder holds the asset that is referenced in the contract.
We bdieve that the conditions that are set out for the scope excluson of financid

guarantees, and especidly of credit deivative default products, reman unclear and
may lead to potentid different interpretations.

17/10/02 13



Commentson |AS 39

Frd, credit derivative default products that are commonly used on the market (and
incorporate the 1999 ISDA Credit Derivatives Definitions) never provide for a unique
credit event such as default to pay. Credit events usudly indude:

default to pay;
bankruptcy;

resructuring (where such event results from a deterioration in the creditworthiness
or financid condition of the debtor).

We bdieve that in subgance those credit events may be assmilaed to a ‘default to
pay’ circumgance and that, in the case of common financia guarantees such as letters
of credit, these circumstances would aso dlow for the holder of the guarantee to get

paid.

Secondly, to monitor the credit risk they incur on specfic portfolios financid
inditutions enter into credit derivative default products that are based on a reference
portfolio, where the guaranteed assats are dearly identified and held on the baance
sheet of the guaranteed entity. In certain cases, however, because the assets mature
before the credit derivetive default product, those assats may be replaced by the bank.
The counterparty of the credit derivative default product has neverthdess the right at
its sole discretion to accept/rgect the proposed changes in the reference portfolio.  In
this case, we bdieve that, provided that other conditions are met, these credit
derivetive default products should be treated as financid guarantees.

As a consequence, we would like the Board to claify what is the correct accounting
trestment for credit derivative default products.

Furthermore, in case such indruments would not get a financid guarantee accounting
trestment and be included within the scope of IAS 39, we bdlieve that hedging rules
aoplying to groups of items (see IAS 39.132: the change in fair value attributable to
the hedged risk for each individual item on the group is expected to be approximately
proportional to the overall change on fair value attributable to the hedged risk of the
group’ — which is rardy the case when the risk is managed on that bass of a globd
portfolio) should be accommodaed so as to dlow hedge accounting on a portfalio
bass. In common loan portfolio hedging drategies including credit derivative default
products, we believe it can be demondraed that credit risk is actudly offsst on the
loan portfolio by the derivative contract.

1.2 Recognition of financial guarantees

We do not support the Board's proposd in IAS 39.1(f) to initidly recognise and
measure under IAS 39 those financiad guarantee contracts that are subsequently
excluded from the scope of IAS 39 (not accounted for as derivatives) and treated
under IAS 37, Providons Contingent Liabilities and Contingent Asssts We do not
understand the rationale for this proposdl.

We bdieve tha those finencd guarantees excluding those that aise from

derecognition transactions (see our comments a Question 2), should be dedt with
under IAS 37 for both ther initid recognition and initid/subsequent messurementt.
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We bdieve tha the proposad amendments will result in conflicting requirements with
the principlesset out in IAS 37.

The recognition criteria for a financid instrument under 1AS 39 and a provison under
|IAS 37 are different:

IAS 39 requires that an entity shal recognise a financd asstlliability on its
baance sheet when the entity becomes a party to the contractud provisons of the
ingrument;

under 1AS 37, a provison is recognised only if ‘it is probable that an outflow of
resources embodying economic benefits will be required to settle the obligation”

(probable with the meaning ‘ more likely than not’).

Does the proposed amendment mean that if a financid guarantee contract is
recognissd a far vaue it could be deecognised immediady after its initid
recognition under 1AS 37 because IAS 37's recognition criteria for a provison ae no
longer met? We do not see the benefits of this type of accounting. As result, we
support goplying 1AS 37's recognition criteria to determine the initid recognition of a
financid guarantee.

1.3 Measurement of financial guarantees

The measurement bads for a provison under IAS 37 may differ from a far vadue
measurement under IAS 39.

For example, to messure fair vaue under the proposed IAS 39.100C, “in applying
valuation techniques, an entity uses estimates and assumptions that are consistent
with available information about the estimates and assumptions that market
participants would use in setting a price for the financial instrument”. However, IAS
37.36 requires that ‘the amount recognised as a provision should be the best estimate
of expenditure required to settle the present obligation at the balance sheet date’ and
under 1AS 37.38 “The estimates of outcome and financial effect are determined by the
judgement of management of the enterprise, supplemented by experiences of similar
transactions and, in some cases, reports from independent experts.”

Therefore, if a financid guarantee contract is initidly recognised a far vaue and
subsequently  trested under IAS 37, should an immediate adjugment be recognised
because the messurement bass under IAS 37 may differ? We question what would
be the logic and the benefits of such accounting. As a result, we support usng
IAS 37 s requirements for initid and subsegquent measurement.

1.4 Need for further guidance on financial guarantees given

If the Board were to decide to keep its proposed requirements for financid guarantee
contracts that would be subsequently dedt with under IAS 37, we would recommend
that guidance is provided on:

how to determine the far vadue of financad guarantees on initid recognition. For
example, on initid recognition, should there be an assumption that the far vaue
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of a financid guarantee is equa to the difference between the present vaue
cdculation of the premiums to be recaved under the contract and present vaue of
expected future outflows?

what should be the subsequent messurement of financid guarantees. How is the
amount adjusted and revenue recognised subsequertly?

1.5 Financial guarantees received

The treetment of financid guarantees that are received by entities and that are not
within the scope of 1AS 39 is undear. Should they dso be initidly recognised and
measured at fair value?

From the Bass far Condusions (IAS 39.C16 “the Board decided to propose that
issued financial guarantees contracts that provide (....) should initially be recognised
and measured in accordance with 1AS 39"), it seems tha the Board's intention was
that only issued financid guarantees should be initidly recognissd and messured a
far vdue If this is not the case, gpedific guidance should be provided for holders of
financid guarantees.

2. Scope- Leasereceivables

We note that lease receivables recognised by a lessor are excluded from the scope of
IAS 39, except for the derecognition requirements. However, we beieve that lease
receivables that are out of the scope of IAS 39 should be subject to the imparment
requirements of the Standard.

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 IAS39? If
not, what approach would you propose?

We do not support dl the outcomes of the proposed “continuing involvement”
goproach, dthough we support the need to modify the derecognition requirements of
the current verson of IAS 39, as they ae incondgent and impracticable to
implement. We have as0 idettified operdiond issues when implementing the
proposed approach thet we list below.

1. Continuing involvement approach

We bdlieve that contractua provisons tha may result in the trandferor reacquiring
control of the transferred assat (through a repurchase agreement or a cdl or put
option) or give the tranderor a right to pay andlor recave dl subsequent
decreases/increases in the value of the transferred asset (for example through a tota
return swagp or a cash settled put or cdl option) should preclude derecognition of the
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trandferred asset. We agree that, in such cases, the transaction shall be consdered as a
“failed sale’. As a consequence, it should be accounted for as a collateralised
borrowing by maintaining the trandferred asset (or a portion of it) on the baance sheet
of the trandferor and recognisng a financid liability for the entirety (or a portion) of
the transferred asset that does not quaify for derecognition.

However, we believe that the proposed gpproach is flawed for transactions where the
trandferor only retans a limited amount of a specific risk component atached to the
transferred asset (for example because it issues a credit risk guarantee) and, as such,
has an obligation to pay/receve up to a limited amount subsequent decreases
increasesin the value of the trandferred asset. In our opinion, the proposed gpproach:

leads to the recognition of assedliabilities, or portions thereof, that would have
not otherwise been recognised under dternative gpproaches and tha have no red
legd or economic substance. We bdieve tha the goproach is not only counter-
intuitive but dso mideading for the users of the financid daements.  According
to the proposed gpproach, a portion of the trandferred assat would ill ke shown in
the trandferor’'s baance sheet dthough the transferor has logt thelr contractud
rights on the trandferred asset and has no means of reacquiring control of this
as=t. We bdieve thiswould lead to some double-counting.

The example provided in IAS 39.B4-B17 of the Exposure Draft shows accounting
entries resulting from a transaction where the originator transfers a portfolio of
as=ts and the originator retains an economic interet in the transaction through the
purchase of subordinated interets.  We underdand that the originator will
recognise two separate assets in this transaction: a portion of the transferred
portfolio that will have faled derecognition through the continuing involvement
criterion and the subordinated interests of their far vdue. We disagree with the
proposed trestment for the following reesons.  Maintaining a remaning baance of
loans is confusng and mideading for the usars of the financid Satements  This
accounting treestment does not reflect the economic substance of the transaction as
the originator exposure is limited to the subordinaied interess.  Furthermore, the
debt arisng from the faled sde does not conform to requirements in the Exposure
Draft for recognigng afinancid lighbility;

does not dlow the proper recognition of certain financid indruments that are
created because of the sde transaction, eg. issued financid guarantees. In order
to protect the transferee againg the fird losses on a transferred portfolio, the
origingtor often grants a guarantee to the SPV securitisation vehide.  This
guarantee exceeds the expected default of the tranderred portfolio thus providing
invesors in the transaction with a high levd of comfort.  This guarantee
conditutes a continuing involvement that should be recorded according to
IAS 39.39 “at the maximum amount of the consideration received that could be
required to be repaid”, \We do not agree with such a trestment for the following
reasons.

under the proposed gpproach, the presentation of the transaction on the baance
shet of the tranderor may be confusng for the usx of the financid
datements and seems rather counter-intuitive as the asset and the rdaed
liability have to be viewed together to reflect the vadue of the issued guarantee;
and
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for banks the gross presentation will increase the risk exposure to be taken
into account in the internationd solvency ratio, as netting of the asset and the
related ligbility will not be permitted.

In order to provide a dear indication of the economic substance of the transaction,
we would favour the recognition of the guarantee a its far vaue. Under that
modd, the trandferred assets would be derecognised while the retained interests or
financial guarantees issued by the trandferor, because of the sde transaction,
would be recognised and messured separately. It would ensure that the profit or
loss on the sde transaction would be recognised only for the amount of the sold
asxtslessthefar vadue of the retained components.

2. Implementation issues of the continuing involvement approach

We bdieve that the ‘continuing involvement' criteria should be further specified for
securitistion transactions.  The current criteria developed in the proposed Standard
are difficult to interpret in dtudtions where the transferor is a SPE that trandfers the
contractud rights to the cash flows to the investors in the form of securities.

Whil¢ we undesand how the continuing involvement prindples will goply to
determine the accounting entries for the derecognition of a dngle asset, we encounter
interpretetion  difficulties for determining the accounting entries that would result
from a securitisation transaction that relaies to a pool of assts. For example, in a
housng mortgage securitisation, the asset trandferor often retains the resdud interest
of the tranferred pool of assets ether in the form of an excess spread or a deferred
condderation. We are unsure about what would be the accounting entries in such a

We are uncertain about dl the characteridtics of a securitisation transaction that would
lead to the conduson that a SPE has a ‘continuing involvement’ with the tranderred
asets. For ingance, we are unsure about the fact that contractud terms that provide
for an ealy amortistion of the issued beneficid intereds in pecified Stuations
represent an indication of a ‘continuing involvement’ from the pat of the SPE (and
demondrate its ability of ‘feacquiring control of its previous contractual rights’) as
IAS 39.B17 indicates that if ‘the SPE retained a call option on the beneficial interests
issued to the investors, the transfer would not qualify as a sale and the entire
proceeds would be accounted for as a collateralised borrowing. The call option is a
right to repurchase the beneficial interests. Indeed, in this case, the SPE could be
viewed as retaining a conditiond cal option on the beneficd interests issued to the
investors.

Another example of uncertainties about the consequences of the securitisation

transaction on the financid Statements of the transferor is where assets are not fully
derecognised from the bdance sheet of the trandferor (eg., because of a credit
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guarantee issued or of retained interexts), i.e. in cases where the transferee recognises
a loan to the transferor up to the amount of the ‘faled sd€ insead of the transferred
asHs, and the trandferee is a SPE that mugt be consolidated under SIC 12. In this
case, is the loan to the transferor recognised on the SPE's balance sheet treated as the
recognised trandferred recalvables and subject to the derecognition requirements of
IAS 39?

We bdieve tha it would be hdpful to provide a comprehendve example of the
accounting trestment of a securitisation transaction involving a tranderee, a SPE and
investors rather than the example in IAS 39.B4-B17, which only encompasses the
accounting trestment a the levd of the SPE and does not show the potentid impacts
on the balance sheet of the transferor.

If a tranderor of an asset enters into a separate but linked transaction with the
transferee in which the trandferred asset is repledged by the transferee to the
tranderor, the trandferor would be consdered as having a continuing involvement in
the asset that will fully preclude derecognition of the asset by the trandferor.

We do not support this trestment as the continuing involvement of the trandferor is
subordinated to the occurrence of the default of the trandferee in a separate
transaction.

A better representation would conggt in recording the two transactions separately, the
linked transaction induding the vaudtion of the collaterd if the tranderee is likdy to
defaullt.

- lichilit

We bdieve that, as it is currently written, IAS 39 is not dear and leads to complex
accounting. For example, we have difficulty underganding whether the two notions
‘far vaue and ‘adequate compensation’ are supposed to reflect the same thing. We
bdieve that the modd should be smplified as follows

if the sarvicing agreement results in an onerous contract, it should be dedt with
under IAS 37 and a savicng liadlity, messured under IAS 37, should be
recognised (this view is condgent with our view for the trestment of loan
commitments and financa guarantees). In this case, we bdieve that more
guidance is needed on what is meant by ‘adequate compensdion for the servicing’
in1AS 39.48(b);

if the sarvicing agreement has been negotiated above far vaue, no sarvicing asst
should be recognised (i.e. no gain should be immediately recognised).

We undergtand that in the USA, there are markets for sarvicing rights and that it may
be appropriate to treet them as financid assets. However, this practice is not common
outdde the USA. To ded with those specific dtuations, we would recommend that a
didinction be made between these servicing agreements that should be classfied as
financid ingruments and those that should be trested under 1AS 37 because they are
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onerous contracts (in some way, find an goproach dmilar to tha for the digtinction of
commodities thet are dedt with under IAS 39 and those are excluded from the scope).

We ds0 note that subsequent accounting for servicing rights is not  addressed.
Guidance or reference to another Standard is needed to darify the subsequent
accounting.  We bdlieve that such items should generdly be amortised over the life of
the servicing agreement.

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

Do you agree that assets transferred under passthrough arrangements where
the cash flows are passed through from one entity to another (such as from a
gpecial purpose entity to an investor) should qualify for derecognition based on
the conditions set out in paragraph 41 of the Exposure Draft?

We agree that assats transferred under pass-through arangements where the cash
flows ae passed from one entity to another should qudify for derecognition.
However, we need darification on how the passthrough criteria should be interpreted
a both an originaor and a SPE levd. This should be caried out in tandem with a
review of SC 12 s0 tha the mechanims for deconsolidetion are consgent throughout
IAS.

We bdieve that the proposed tests for the ‘passthrough arangement’ are in some
respects unclear, which potentialy may lead to divergent results  We indicate beow
some implementation difficulties that we have identified in trying to goply the nation
of the * pass-through arrangement’, especidly when the transferor is a SPE.

The firg condition st out in IAS 3941(g) (“The transferor does not have an
obligation to pay amounts to the transferee unless it collects equivalent amounts from
the transferred assets’) is difficult to interpret.

Fird, in many transactions, swaps are contracted by the transferee in order to collect a
fixed rather than floating amount for repaying invesors.  Redrictive goplication of
IAS39.41(8) would lead to falure of the passthrough tet. Smilaly, liquidity lines
would follow the same trestment. We would suggest an gpproach where this type of
arrangement would not be dequalifying for the pass-through trestmen.

Secondly, when SPEs are involved, it is difficult to demondrate that SPES created in
securitisation transactions do not have an obligation to pay amounts to the investors
“unless they collect equivalent amounts from the transferred assets that qualify for
derecognition”,  Indeed, specific protection mechanisms (excess spread, reserve fund,
efc.) are set out 0 as to protect the investors from related risks (and thus create an
obligation for the SPE to pay amounts to the investors even if the transferred assets
that qualify for derecognition do not pay out). Fom wha we underdand of the
example given in Appendix B, such types of arangement meet the ‘passthrough
arangement’ criteria. To avoid confusion, we recommend deetion of “that qualify
for derecognition” in |AS 39.41(a).
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The second criterion set out in IAS 39.41(b) (“The transferor is prohibited by the
terms of the transfer contract or documents from selling or pledging the transferred
asset or otherwise using that asset for its benefit”) prohibits the sdling/pledging of the
trandferred assets in order to qudify for the ‘passthrough arrangement’. To protect
investors, SPES are often contractudly dlowed to sdl specific (impared) assats.  In
our opinion, the criterion would ggnificantly limit the derecognition of ass in a
large number of transactions, such as in the case of managed CDO dructures.  This
criterion aso needs further explandions as far as the expresson “or otherwise using
that asset for its benefit” is concerned. For example, do we have to consider that the
sdes of assts that are concluded for the benefit and protection of the investors would
not be viewed as a negation of the ‘pass through arangement’ notion? We
recommend thet the IASB defines how the criterion in IAS 3941(b) should goply in
the case of SPEs.

As it currently is, the third criteria set out in IAS 39.41(c) (“The transferor has an
obligation to remit any cash flows it collects on behalf of the transferee without
material delay. Transferor is not entitled to reinvest such cash flows for its own
benefit’) would not dlow derecognition in a number of common securitisation
transactions, such as revolving dructures, soft bullet dructures...  The raionde for
such a limitation is not dealy stated and specificdly the “without material delay”
criterion is clearly one issue that needs to be explored/explained further. So far, we
understand that reinvestments of the collected cash flows carried out by SPEs (nstead
of a direct remittance to the investors) would be conddered as an obdacle to
derecognition whatever the reason for it, be it a way of managing the prepayment risk
on the trandered assts or an opeaiond smplification. As an example, trade
receivables dructures will typicaly present a deay in repayment of cash flows as they
ae made a fixed dates compared to a continuous flow received from the transferor.
We do not underdand the raionde of such a limitaion in the aove mentioned

example.

We recommend that the IASB defines the extent to which SPEs ae dlowed to
reinvest the collected cash flows and that the Standard makes it clear that a reasonable
delay in the remittance of cash flows is permitted for SPES More specificdly, we
uggest the following criteria to be taken into account to dlow an SPE to use dl its
avalable cash flows to meke payments, to sal or pledge the assets and hold any cash
flows for aperiod of time:

such actions are primarily for the benefit of the investors and not the transferors,

the principles behind such actions are predetermined and st out in the transaction
documentation; and

such actions do not utilise any additiond assets or cash flows of the transferor.
Findly, it is paticulaly undear how the ‘passthrough arangement’ criteria apply to

revolving dructures.  Theefore, we bdieve that additiond guidance should be
provided in order to identify specific Stuations preventing derecognition.
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Question 4. Measurement: fair value designation (paragraph 10).

Do you agree that an entity should be permitted to designate any financial
ingrument irrevocably at initial recognition as an instrument that is measured at
fair value with changesin fair valuerecognised in profit or l0ss?

We drongly disagree with the introduction of an option to desgnate any financid
indrument irrevocably a initid recognition as an indrument that is measured a far
vaue with changes in far vaue recognised in profit or loss We bdieve that the
introduction of such an open option:

would dlow entities to enter into “cherry picking” accounting. It does not meet
the 1ASB’s objectives for the comparability of financid dSatements for an entity
through time, and between entities

is contrary to the IASB’s policy of reducing options so that the st of Standards
produced by the Boad is applied consgently, paticulaly by entities beonging
to the same industry

is contrary to the IASB’s objective to promote convergence, paticularly with US
GAAP

IS likdy to incresse the risk of profit manipulation (eg. in the case of entities
having financid difficulties and who may wish to desgnate financd ligbilities as
trading liabilities s as to be in the podtion of recognisng gains because of the
re-measurement of their liabilities a far vaue).

We undersand that the option to messure a far vaue any financid asset or lidhility,
even if it is not acquired/issued for trading purposes, would ease the gpplication of
IAS 39. It would mitigate some anomdies ad difficulties present in the current
verson of IAS 39, epecidly dueto:

the decison tha dl deivaives should be hdd a far vaue irrespective of
whether they are hedging postions that are themsdves measured a amortised cost
or far vaue

the fact that lidbilities funding the trading activities are not conddered as pat of
the trading category;

specific flaws in the hedge accounting rules.

In our opinion the far vaue option should not be seen as an dterndtive to addressng
the problems inherent in the hedge accounting rules.

In order to improve and eese the gpplication of 1AS 39 whilsg kesping a minimum of
comparability of the financid daements gpat from our recommendations reating to
hedge accounting, we suggest the following amendmentsto IAS 39:

redefine the trading category to dlow the classfication of ligbilities that are used
to fund trading activities in financid liabilities held-for-trading

dlow the measurement of any hybrid indrument a far vaue a initid recognition,
without being required to separate the embedded derivetive even if the exercise
can be done (i.e. extend the requirement in IAS 39.26 to make it an option).
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In addition, , we suggest that the IASB darifies that entities should not be permitted to
take into account ther own credit risk in determining the far vadue of financd
ligbilities thet are classfied into the trading category at inception.

Question 5. Fair value measurement consider ations (par agr aphs 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
guidance is included in paragraphs A32-A42 of Appendix A. Do you have any
suggestions for additional requirementsor guidance?

We quedtion the rdevance of the guidance in IAS 39 indicating that individud prices
should not be adjused for the potentid effects of sdling large blocks of financid
instruments (IAS 39.99 “The fair value of a portfolio of financial instruments is the
product of the number of units of the instrument and its quoted market price”).

The rdevance of usng a market price when it is known tha there will not be enough
buyers is quesionable. In this case, due to control or liquidity maiters, the price of he
block will not be the sum of the prices of the individud items. We do not understand
why the Standard does not dlow entities to edimae the impact of liquidity and
control, when many other factors, which canot be edimaied with much more
rdicblity, mus be conddered in using internd modds (see credit risk, marketability,
voldility, etc. inIAS 39.A17 — Inputs to Vauation Techniques).

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

Do you agree that a loan asset or other financial asset measured at amortised
cost that has been individually assessed for impairment and found not to be
individually impaired should be included in a group of assets with smilar credit
risk characteristics that are collectively evaluated for impairment? Do you agree
with the methodology for measuring such impairment in paragraphs 113A-
113D?

We do not agree with the methodology for measuring imparment in a group of assets
found not to be individudly impared as described in IAS 39.113A-133D. If we do
not disagree with the principle to measure imparment on a collective bass, we are not
in agreement with the proposed method which is effectivdy based on a far vdue
gpproach of credit risk.

Furthermore, when conddering the implementation of the proposed goproach, we
have identified severa technical and operationd issuesthat we list below.
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1. Measuring impairment in a group of assets found not to be individually impaired

The proposed method for collective imparment requires the recognition  of
imparment losses on individud loans spedficdly identified as impaired (IAS 39.111)
& wdl as a colective assessment for imparment of groups of individudly non-
impared loans with amilar credit risk characterigics (IAS 39.112). We understand
tha the removd from the portfolio of an individudly impared asset does not
automdicdly lead to a reduction in the imparment cdculaed on a portfolio bass
which is not consistent with risk management practice.

We would prefer a gened goproach for determining imparment losses on loan
portfolios for the credit risk associated to these portfolios, with first the determingtion
of a globd imparment loss cdculaed on the totd loan portfolios (induding
individudly impared and nonrimpared loans). Secondly, imparment losses on
individualy impared loans should be cdculaed. Fndly, imparment losses on the
nornrimpaired loans should be cdculated by difference between the globd imparment
loss and imparment losses on individudly impared loans  This gpproach is
condstent with the steps in the Standard to recognise impairment.

We dso believe that the assessment of risk premiums as wel as edtimated cumulative
cash flow loss rates per year, beng influenced by the short term perception that both
the market and those respondble for the internd rating sysems hold a a particular
period during the economic cyde would introduce an exaggerated voldility in profit
or loss gengated by financid inditutions, beng contrary to the sability needed for
the internationd banking sysem. Therefore, we recommend that the methodology to
assess risk premiums and estimated cumulative cash flow loss rates per year uses an
objective internd methodology, which is not influenced by the assessment of risk by
the market & any paticular point of time, but is based on an obsarvation of an entity’s
higoricdl average losses experience by group of assets showing smilar credit risk
characterigics over along period of time (i.e. for the period to year-end).

2. Technical considerations on the proposed method
i : hel

The contractud interest rate is made up of the risk-free rate, the risk premium and the
commercid margin. The weghted average expected interest rate used to compute the
expected estimated cash flows is based on the contractud interest rates of the loans
after deduction of the estimated cash flow loss rate per year for the consdered loan
portfolio. By doing s0, the weighted average expected interest rate is dependant on
the commerca margin of the loans. As a consequence, for loans with a higher
commercid margin, the impairment amount will be grester then that for loans with a
lower commercid margin, even though dl of the loans have the same credit rating
(and hence rik premium). Furthermore, this anomay will be dl the more sgnificant
for loans with low credit ratiings (which genedly have high commercid margins).
Pease refer to the detailed illugtration of these pointsin Appendices 2.1 and 2.2.
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Coallected Fees

According to 1AS 39.113, evduation of collective imparment is made on the bass of
the financid instruments effective interest rate.  According to IAS 18, Revenue, the
effective interes used to discount future cash flows includes fees trested as an
adiugment to the effective yidd. As a consequence, according to the proposed
methodology, the proposed methodology for the computation of imparment losses
would incdude fees This would be appropriate for fees collected over the life of the
contract dthough this would be difficult to do in prectice However, we beieve that
in the case of fees collected up front, imparment losses should not take into account
any amounts that are not & risk, i.e. fees aready collected.

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
instrumentsthat are classfied asavailable for sale should not bereversed?

1. Preliminary comment — measurement of equity securities not held-for-trading at
fair value

Based on the requirements of IAS 39, changes in the far vdue of avalable-for-sde
finanda assats mugt be recorded in equity, induding for equity invesments even if
the underlying drategy of the bank is one of holding those invesments for a long
period of time We noted that the only exception to a far vadue measurement in
IAS 39 rdades to invesments in equity indruments that do not have a quoted market
price in an active market and whose fair value cannot measured reliably. In this case,
the investments are measured at cost less impairment.

Since the exposure draft dates that far vaue is supposed to be the lagt avaldble
quoted price, we do not support the principle that requires measurement a a such fair
vadue of drategic equity invesments and equity investments in venture capitd (they
will normaly be dasdfied as avalaile-for-sde financid asssts and we understand
that entities engaged in those activities would normally be expected to be adle to
determine ther lagt fair vaue, even if the securities are not quoted). While such an
goplication of the far vadue messurement principle to trading activities (for which
there is an intention of sdling the indruments in the short-term) is consdered to best
reflect the performance of an enterprise and its management, we bdieve that the
goplication of a same vduation goproach to drategic equity invesments and equity
invesments in venture capitd tha ae hdd for a longer peiod of time is
ingppropriate.

Indeed, the consequences of this principle are likely to be asfollows:

far vadue is based on the vaue of an asst a a given point in time.  However, it
can fluctuate sgnificantly over a short time period. Periodic dock markets events
demondrate the extreme indability of the stock market prices of certain securities,
which is precisdly the case a the present time. The gpplication of the fair vaue
measurement  principle to dl avalable-for-sde financia assets irrepective of ther
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naure and holding peiod may generae dggnificant differences in the
shaeholder’'s equity of finenda inditutions a only a few days intevd, with
equity increasing and decreasing according to the valuation of these assets

as the vdudion of financid assats is frequently tied to the economic environment,
reflecting the volatlity of the sock markets means that the entity’s equity would
vay according to the performance of the economy. This situaion could lead to
further increase of euphoriain afinancid bubble or panic in atime of crids

the far vaue of an asst is obvioudy more difficult to determine then its origind
higoricd cog, furthermore in those frequent cases where the asset is not
traded/negotiated on a liquid and transparent market.  The control of such far
vaues tha will be included in the baance sheet, whether externdly by auditors or
interndly by the finance depatment, will be difficult. There could be Stuaions
where the busness line in charge of making these caculations may be tempted to
provide more favourable vaudions than judified. This could result in a dimae
of uncatanty and suspicdon regading finencid information, being bad for
economic development and leading to such gtuations as we currently see in the
United States.

The usas of finendad datements should be provided with rdevant and reiable
informétion. Shacholder’'s equity represents an essntid component of  this
informetion.  We do not bdieve that a sysemdic goplication of the proposed
requirements of IAS 39 for measuring the far vaue of drategic equity investments
and equity invesments in venture cgpitd that are not held-for-trading will megt the
objective of rdevance and rdiability. Therefore, we ask the Board to amend I1AS 39
0 that draegic equity invesments and equity investments in venture capitd (ether
quoted or unquoted) could be vdued a a price different from the lagt avaldble
quotation if externd assumptions lead to condder the quoted price as being irrdevant.
In such a case, other vaduation techniques should be consdered such as
shareholders equity, profitability, average share price over previous months or sum of
the parts gpproach.

2. Reversal of impairment |osses

We do not agree that impairment losses for invesments in debt and equity insruments
that are classfied as avaldble-for-sde should not be reversed.  This would lead to
adoption of different accounting trestments for identicd financid indruments bearing
the same leve of risk, according to ther cdlassfication (originated loans and debt
indruments held to maturity vs. avalable for sde debt insruments). In addition, this
principle is not condgent with the current requirements of other IAS dandards
dedling with impairment.

In addition, in a subsequent period, if the amount of an imparment loss recognised in
prior periods decreases (for example if the far vdue of an equity indrument
subsequently increases), the proposed amendment would leed an entity to recognise a
gan in equity, which we bdieve would lead to an asymmetric and mideading
representation of the performance of the entity.
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Fndly, we quedion the agppropriateness of the supplementd guidance provided in the
revised Standad on what conditutes objective evidence of imparment for
invesments in equity indruments, in paticular the fact tha a dgnificant and
prolonged dedline in the far vdue of an invetment in an equity ingrument bdow its
cod would autometicaly be consdered as objective evidence of imparment. We
condder that this factor crestes a presumption that there is a possble imparment.
However, we bdieve tha other factors should be conddered before any imparment
lossis recognised.

Question 8. Hedges of firm commitments (par agraphs 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 asit isat present?

See our comments on hedge accounting in Appendix 1.
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Question 9. ‘Bassadjustments (paragraph 160).

Do you agree that when a hedged forecast transaction results in an asset or
liability, the cumulative gain or loss that had previousy been recognised directly
in equity should remain in equity and be released from equity consstently with
thereporting of gainsor losses on the hedged asset or liability?

See our comments on hedge accounting in Appendix 1.

Question 10. Prior derecognition transactions (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 trandtion to the revised Standard if the asset would not have been
derecognised under the revised derecognition requirements (ie that prior
derecognition transactions should not be grandfathered)? Alternatively, should
prior derecognition transactions be grandfathered and disclosure be required of
the balances that would have been recognised had the new requirements been

applied?

We bdieve that prior derecognition transactions thet occurred before the revised
Sandad becomes effective should be grandfathered. In addition, smilar
grandfathering should be indluded in the Standard on Firg-Time Application of IFRS.

As we dready expressed in our comment letter on the proposed revisons to the
Preface, we disagree with the view expressed in paragraph 21 of the Preface that ‘the
fact that financial reporting requirements evolve and change over time is well
under stood and would be known to the parties when they entered into the agreement.
It is up to the parties to determine whether the agreement should be insulated from the
effects of a future IFRS, or, if not, the manner in which it might be renegotiated to
reflect changes in reporting rather than changes in the underlying financial
conditions’,  Renegotiations ae not 0 easy ad can be codly to implement,
paticularly in the case of prior derecognition transactions. To ensure preparers and
usars ae not hindered in negotiaions by the posshbility thet future new or revissd
accounting standards may change the current accounting trestment, we srongly
believe that transactions undertaken within a certain accounting context should not
need to be restated upon a change in accounting requirements.

For prior derecognition transactions, we truly bdieve tha the exercise required to
asess whether they should be restated would require undue cogts and efforts.  We
beieve that it would be very difficult or impossble to determine on a retrospective
bas's, especidly for complex securitisation transactions, whet is the fair value of:

the different components of atransferred ass<;
the sarvicing asst/lidbility to recognise.
In addition, in some cases, VmMe securitisation  transactions have led to the

derecognition of financid assets that are held by funds that are not under the control
of our groups. If these prior derecognition transactions had to be restated (because of
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some continuing involvement such as a put option), it may be extremdy difficult to
obtan information on the carying amounts of the financd assats that should be
redated because the funds are not under the control of the enterprise. Furthermore,
they may use accounting policies other than IFRS and have logt track of information
that would dlow restatement.

If the requirement for a restatement of al prior derecognition transactions was kept,
we bdieve tha the Board should consder the adoption of reasonade trangtiond
provigons (nature and timing).

Fndly, we underdand that recognition/derecognition principles should goply on a
condsent bass to both a transferor and a trandferee. We bdieve that the Board
should indicate thet, if prior derecognition transactions are grandfathered for the
financid dtatement of a transferor, a consstent accounting trestment should gpply for
the trandferee, i.e. prior transactions would not be restated in the financia Statements
of the transferee.
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Appendix 1: Hedge accounting

The banking book in French financial institutions
This document presents.
1. Banking book activity today and its economic Srategy

2. The conseguences of the implementation of IAS 39, as amended, on this busness
3. Alternative proposas to resolve the shortfdls of this Standard

1. The banking book activity

The banking book activity is a continuous activity involving the collection of savings
and the granting of loans It acts as an intermediay between depostors and
borrowers who cannot access the financia markets directly to invest their savings or
meet ther borrowing requirements, paticulally due to the narrowness of ther capitd
base.

It operates in a dmilar way to a manufacturing activity, with a tool (the various
digribution chames generating contacts with customers) and a production activity
(granting of loans, callection of funds), which generates acommercid margin.

In line with the going concern principle, its purpose is to generate regular income over
time. In this context, the role of asset/liability management (ALM) is to reduce the
sengtivity of margins to interest rate fluctuations. To this end, the banking book
activity entersinto derivative contracts.

From an economic pergpective, ALM conssts in hedging the refinancing of fixed-rate
asets (udng floding-rate cash sweps) and the replacement of fixedrate liabilities
(uang floating-rate cash swaps). In practice, actud hedging transactions occur on a
net asset/ligbility bess.

Therefore, the banking book activity is obvioudy not atrading activity.

1.1 The banking book versusthetrading book activity

> The specific characterigtics of the banking book resde in the nature and
objectives of thisactivity

Income is disconnected from financial markets
Each inditution deermines individudly the remuneaion tems and
conditions of its debit and credit account baances, in accordance with bilaterd

relaions developed with cusomes. Loans ae hilled dong the same lines to
enaure that the interet margin generated covers at the very least the risks to
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which the inditution is exposad (counterparty, liquidity and operationd risks),
as wdl as funding and operdtiond cods  Billing is therefore based on costs
which are not dlosdly linked to changesin financid market conditions.

Banking book objectives differ from those of trading activities

Banking book activiies ae pat of a longteem agpproach, where the
grengthening of relaions with cusomers is key to success  Its objectives are
therefore diametricaly opposed to those guiding market Srategies.

The behaviour and thinking patterns of banking book players (borrowers and
depositors) are different from those of market players.

As a rule, banking book players do not have to adgpt to market condition
changes. When raes are lower, borrowers do not systemeticdly repay ther
fixedincome debt and when rates are higher, lenders do not automaticaly
Seek to redirect their cash investments.

The banking book activity cannot be compared to the trading activity

> A different accounting treatment

Hence, vduing banking book items by reference to the markets is totdly illogicd.
The banking book activity is pat of a going-concern drategy, which does not
judtify stating the items concerned on a net-asset vaue basis.

Asxats and lighilities are recorded at historica cod.

In addition, hedging deriveives are pat and parcd of the banking book portfolio.
To ensure conggent accounting trestment within a portfolio, al portfolio items,
induding hedging derivatives are stated at depreciated cost.

As these items hedge assats and ligbilities Sated a depreciated cogt, gpplication of
the matching principle to ensure the symmelry of impacts on eanings and
shareholders  equity between hedged items (margin) and hedging ingruments
(derivdives) leads, logicdly, to the recording of ALM hedging deiveives a
depreciated codt.

Valuation at cost of all items included in the banking book portfolio is
consistent with the economic strateqgy underlying this activity and the principle
of matching the accounting treatment of hedged and hedging items.

In addition, the importance of demand depodts and ther specific features directly
impacts the interest rate risk management Srategy of banking book activities,
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1.2 Demand deposits

> Weight of demand depositsin French bank resour ces
Demand depodts conditute a dgnificant portion of the resources of French
financid inditutions.
Balance sheet of an average retall bank as of December 31, 2001 (in EUR hillion):
Assets Amount % | Liabilities Amount %
Fixed-rate commercial loans 20,9 26.2| Term deposits 23,7 29.7
Floating-rate/regulated 19,7 24.7| Regulated savings 44,6 55.9
commercial loans schemes
Fixed-rate real-estate loans 27,1 34 | Term deposits 6,8 8.5
Floating-rate/regulated real- 5,2 6.5| Allocated common stock 4,7 5.9
estate loans
Consumer loans 6,4 8
Interbank loans (net) 0,5 0.6
TOTAL 79,8 100 | TOTAL 79,8 100
Hedging swaps 5,8

Ovedl, fixedrate assets account for 68% of total assets and floating-rate assets
32%.

The French banking indusry condds in the trandformation of dSable resources
without maturity into vehides having maturities and bearing fixed or floding
interest rates.

The balance sheet of a French bank differs from that of a US bank due to the
importance of undated fixed-rate resources.

Such a difference in the asset/liability Structure necessarily gives rise to a different
type of ALM and to an increased use of derivetives.

Stability of demand deposits

Demand deposts may be contrectudly withdrawn a any time by customers. This
possibility results in fluctuations in outstandings over the same period (over the
samne month when sdaies or rents ae pad, over the same year when taxes or
leisure expenses, eic. are pad), generating a combinaion of various seasond
factors.

However, the amplitude of fluctuations in demand depodt outdandings can be
gauged usng higorical data and econometric andyses, which can adso provide a
volatility curve and highlight the remarkable sahility thereof.
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The economic analysis of demand deposits is therefore far removed from
contractual provisions. This analysis is used to support banking activities in
France.

> Interconnectivity between risk management and demand deposits

A Dbank that does not have a direct reanvesment vehide mus invest demand
depogt funds a overnight rates. Bank results are thus exposed to fluctuaions in
overnight interest rates. The same risk exidts in the case of demand depogts tha
can bear interest (at fixed rates) such as in certan European countries, snce the
absence of a maurity in this category of vehicle trandforms, de facto, the fixed
rate into afloating rate.

Demand deposits, bearing no interest, create a rate exposure for banks.

> Interest raterisk management

ALM rdies on the manifes Sability of demand depodts to reduce the earnings
rik associaed with the volume of avalable demand deposts. It must be possble
to place depodts in the resource schedule a conventiond periods resulting from
the datidical andyds of the gability of outstandings, in order to record the swaps
generating future cash flows within the same time horizons.

To manage the overnight interest rate fluctuation risk, given the volumes a sake,
the banks transform the income derived from overnight trading by entering into
short-term floating rate payer swaps and fixedrate receiver swaps tied to the
meaturities resulting from the outstandings voltility curve.

The maurities sdected correspond to a high probability requirement based on a
st of conservdive scenarios relaing to the longterm nature of outstandings.
They breek down according to various time horizons:

Short-term : to ded with intra monthly fluctuations

Less than one year : to take into account intra annua seasondlity

More than one year : to take into account the volatility of outstanding amounts
over time

From an opeationd viewpoint, the treasury continues to invest the demand
depogt funds in a saries of short-term transactions.  The interest rate risk on the
cash flows is managed using a series of short-term floating rate payer swaps and
fixed-rate receiver swaps, based on the structure described above.

Demand deposits are used to support cash flow hedge transactions.

Findly, the interest rate risk hedging of the banking book results concretdy, in
internd contracts. These are dedt with below.
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1.3 Internal contracts

» Why internal contracts

Mog financid inditutions are organised into depatments, divisons or busnesses,
which conditute internd profit centres. In this context, so that each entity can
determine its own results, interna contracts are concluded.

In mgor banking groups, the entities are specidised, and once they have market
access, they ae authorised to enter into transactions involving products within
their scope while observing dlocated limits  These entities comprise departments
goecidisng in interest rate, equity, index derivaives, etc. Certan entities do not
have direct market access, such as those belonging to merchant banking sectors.
Consquently, in order to hedge ther own risks they sysemdicdly enter into
hedging contracts with the specialised departments.

The use of internal contracts arises from the organisational structure of
financial institutions and their separation into entities with market access,
subject to specific control procedures, and entities without market access.

» Offsetting on the market

These internd contracts are entered into on an am’'s length bass. The specidisad
departments offset the podtions tranderred by the various group departments on
the maket, dter internd netting, within the trading limits defined by executive
management.

The depatment with maket access enters into group hedging based on the
internd  contracts concluded, using vaious ingruments with dmilar characteridics
to manage the identified risk.

Given the dructure of French banks bdance sheets, the interes rate postions
generated by banking book ALM ae in comparison with trading limits, of such a
level that the department with market access has no dternative but to offset these
positions on the market.

It has access to sengtivity and voldility indicators engbling it to confirm, &
regular intervas, that the internad contract portfolios transferred to it have been
correctly offset on the market.

ALM transactions, although processed internally, must ultimately generate
external transactions on the market.
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» Control of internal contracts

Banking authorities pay paticular atention to internd control rules governing
internd contracts.  In France, for example, a regulaion authorises the recognition
of internd contracts in the accounts and lays down the procedures which must be
folowed by financd inditutions to ensure that these internd contracts are
correctly offsst by extend swap contracts, based on the following principles:
independent management of each operationd entity, concluson of contracts on an
am'slength bass, limits sufficiently low for entities with market access.

Prevailing French regulations allow internal contracts, subject to stringent

rules.

2. Consequences of the application of |AS 39 (as amended) to
banking book activities

2.1 The hedding principles laid down in_the accounting Standard negate the
reality of day-to-day ALM

> Hedging of net positionsis not accepted by |AS 39

IAS 39 dlows two types of hedging:
Casn+flow hedging.
Fair value hedging.

Nether of these hedging drategies accepts the hedging of net podtions, despite
the fact that the Standard acknowledges that economic redity necessarily leads to
the hedging of a net pogtion. In this type of hedging, pat of the components of
the gross hedged podtion is desgnated as the hedged item. It is on this bass tha
the effectiveness of the hedge is demondrated and the hedge recorded (matching
in earnings with this component).

In addition, IASB dlows hedging of net foreign currency pogtions, which is not
fundamentdly different from the hedging of interest rate postions.

» Demand deposits may not be designated as hedged items

Interpretation 1GC 121-2 authorises the indudon of ealy repayment, roll-over, or
new production assumptions in the future cash flow schedule as pat of a dynamic
andyss.

The interpretation introduces an ambiguity when it indicates that these deposts do
not qualify for future cash flow hedging insofar as they do not bear interest.

Thisjustification we believe to be unfounded and contrary to the above analysis.
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> Internal contracts may not be designated as either hedges or hedged items

The Standard provides that soledly derivaive ingruments which involve a paty
outdde the company may be desgnated as hedging indruments  As internd
(inter-company and intra-group) contrects are diminated on consolidetion, they do
not meet the hedge accounting criteria

» Conclusion

In view of all the above restrictions, the treatment of ALM derivatives as hedges
of future interest rate margins within the meaning of the |ASwould be a purely
theoretical exercise, far removed from the reality of day-to-day management.

It would be necessry to document and support the effectiveness of a hedging
relaionship between an extend deivaive transaction (entered into for the
purpose of hedging an interndly netted sengtivity) and future cash flows of a sub-
category of baance sheat assts and liabilities from which demand deposts, prime
contributor to the interest rate risk pogition, are excluded in practice.

2.2 The accounting treatment of ALM hedaing isirreevant

» All derivativesarerecorded at fair value

The generd principle lad down in IAS 39 requires derivatives to be recorded a
far vdue All deivaive indruments are therefore sysemdicdly consdered as
trading ingruments, irrespective of whether they are used for trading purposes or
to hedge the banking book.

This basc premise negates the fundamenta didinction between two business
segments within finenaid inditutions: the banking book and trading activities

In addition, this accounting principle is in contradiction of other fundamenta
principles
the financid daements should reflect the way companies manage ther
operations (principle established by IASB itsHf),
the financid daements should give a far view of the financid postion and
the performance of the company.

Uniform application of fair value measurement does not appropriately reflect
the management approach of each financial institution activity.

> ALM swap fair value volatility
The impact of far vadue changes in French bank ALM swap portfolios done,

reeches proportions on an dtogether different scae from shareholders equity and
eanings.
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The ALM swap portfalio is highly senstive to changes in interest rates due to:

swgp maturities: as French bank demand deposits are dable, the average life of
hedging swapsis 10 years,

nominad amounts at dake the baance sheet Sructure carries a high percentage
of fixed-rate items requiring even higher hedging swap nomina amounts.

Conversdly, US bank bdance sheats ae far less sendtive to interest rate
fluctuations. As such, while the gpplication of the far vaue principle to dl
derivative insrument has sgnificant consequences for US banks, these are far less
than those expected for French banks.

The unique features of the French market make French bank swap portfolios
far more sensitive to interest rate fluctuations than US banks.

Consequences on thefinancial statements

A dmulaion of the goplicaion of IAS 39's prindples to the banking book
activittes of a French financid inditution is presented below, assuming the
goplication of cash flow hedge accounting.

For the purposes of this example, let's us assume that Bank A has the following
bal ance shest:

Fixed-rate commercial loans 70 Demand deposits 130
Floating-rate commercia loans 140 Regulated savings schemes190
Fixed-rate commercia loans 135 Term deposits 0
Floating-rate commercia loans 15 Inter-bank accounts 25
Fixed-rate consumer loans 40 Common stock 25
Total 400 Total 400
Swaps 65 Swaps 65

Swap rates over 10 years, amortised on a graight-line basis, are asfollows
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With the application of cash flow hedge accounting, these interest rate fluctuations
would have generated annud voldility in shareholders  equity of 25%, as
presented in the following diagram, while revenues remain steble.
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The other options offered by the Standard with respect to accounting for the fair
vaue of ALM swaps are

far vdue hedge accounting: this trestment is not gpplicable to swaps hedging
undated demand deposits, and

classfication of swaps in trading: this cdassfication is totdly contray to the
management  intention behind the implementation of the swgp and implies
accounting for swaps a fair vaue with movements taken to earnings.

In the later case, gpplicaion of 1AS 39 generdes identicd volatility, but this time
in earnings while the interest margin remains sable.

None of the options offered by the Standard correctly reflect the reality of the
management activity.

» An ingitution which does not hedge its future margins presents better
financial datements than an inditution practisng a sound management

policy

It follows from the above conclusons that the hedging of interest raie margins
generdes dgnificat  volaility in the shaeholders equity of the inditution
concerned.

Convarsdy, an inditution which does not hedge its risk exposure will present
highly favourable finencd datements, insofar as it will avoid vident voldility in
eanings or shareholders equity. This drategy would not, however, enable the
inditution to avoid subgtantid movements in margins in line with interest rates, as
illustrated below:
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Fnancid daement users would, therefore, conclude that this inditution is more
prudent and befter managed than an inditution which hedges its future margins
whereas the economic redlity isthe exact opposte.

The accounting translation of the margin hedges misleads the financial
statements users.

2.3 Conseguences on financial communication
» Consequences alr eady observed

It has been concduded after consulting with users — andysts and rating agencies —
that only aminority of observers would favour the use of fair vdue.

For indance, in a survey peaformed in September 2001, Moody's highlighted the
possble impact of the goplication of FAS 133 (Standad laying down smilar
derivative accounting principles as IAS 39) on shaeholders  equity of US
companies and recommended that these adjustments, which complicate the
caculaion of financid ratios, be restated.

In addition, the US banks which goply FAS 133 ae dnce Januay 1, 2001,
required to record dl derivaives a far vaue, with changes in far vadue taken to
earnings, induding in the case of ALM hedge derivatives.

The impact of this change in method obliged the inditutions concerned to explain
in the Notes to ther financid daements not only the accounting policies adopted
but aso the resulting aberrations.

For example, Fannie Mae presentsin its financid datements:

a highly dealed andyss of its interes rate risk management activities
(indicators used, frequency, decison-making process) and the impact of these
management activities on the year then ended, demondrating in this way the
prudence with which this risk is managed;

the consequences of this change in accounting method on financid Satement
presentation, despite the sound management policy applied.
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It is explaned that dhareholders equity excdudes AOCI (accumulated other
comprehengve income corresponding to the far vaue of ALM hedge swaps), as
AOCI indudes unredised gains and losses on derivaives, but not unredised gains
and losses on mortgaged loans and the liabilities used.

Application of 1AS 39 will encourage user suspicion of financial information.

» Consequences on segmental infor mation
The recognition of internd contracts is indigpenssble if banks ae to met

segmentd  information reporting  requirements by business, with the cdculation of
results specific to each segment as recommended particularly by 1AS 14 (revised).

3. Alternative proposals

3.1 Permit the hedging of demand deposits

It is our wish that demand deposits, viewed as a stable source of funds by financid
inditutions and for which the moddling is determined based on econometric
Sudies, aso be digible for cash flow hedges for their reinvestment.

We ak that you eiminate the last sentence of paragraph IGC 121-2 “Note that
some banks consider some portion of their non interest bearing demand deposits

to be economi caJIy equwalent to Iong -term debt. Hewever—th%m;lepes%&de—net

3.2 Internal contracts

IAS 39 is based on the principle that financid ingruments entered into by a
depatment without market access with a specidig entity must be immediatey
offset on the market by thislatter in order to qualify for hedge accounting.

We wish the IASB to acknowledge the practice of internd contracts so as to
endble internal derivatives or cash contracts to be recognised as hedging
indruments with the condition of a dear separation of hedging contracts and
trading contracts.

In this context, paragraph 126B of the IAS 39 (revised) Exposure Draft should be
amended asfollows :

“For hedge accounting purposes, enky derivatives that involve a party external to
the entity e and internal contracts between two separate entities within a
consolidated group or two divisions within_an entity can qualify for hedge
accounting by those entities in their separate financial statements or by those
divisions and can be designated as hedging instruments or hedged items. Although
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individual entities within a consolidated group or divisions within an entity may
enter into hedging transactions with other entities within the group or divisions
within the entity, any gains or losses on such transactions are eliminated on
consolidation. Nevertheless, Fherefere—such intragroup or intra-entity hedging
transactions -de-net-guatfy—for-hedge-accounting-H-consehdation—allow groups
to meet segmental information reporting requirements by business, with the
calculation of results specific to each segment.”

3.3 Hedging of net positions

We wish the hedging of net podtions to be recognised by the Stadard and the
amendment of IAS 39.127 asfollows

“a hedge item can be:

(a) asingle asset, liability, firm commitment or forecasted transaction; or

(b) a group of assets, liabilities firm commitments or forecasted transactions with
similar risk characteristics; or

(c) a net exposure being for instance determined through interest rate, credit risk
or eguity sensitiveness’

This proposd only concans one paragraph in the Standard and should, therefore,
be extended to dl other paragraphs whaose application results therefrom.

3.4 Valuation of banking book hedge derivativesat historical cost
We would ask you to introduce the option of accounting for derivaives a& cost
and, in paticular, to modify paragraphs 69 and 89A of the Exposure Draft. This

proposd should be extended to dl other paragraphs whose gpplication results
from these paragraphs.
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Appendix 2: Thereationship between commercial margin

1. Risk premium and commercial margin

and risk premium under |AS 39's proposed approach

The use of contractud interest rates to cdculate the effective interest rate (which, in
accordance with IAS 39.113D is used in the collective evduation of imparment)
results in the computation of risk premium (contractua rate less effective interest
rate), which is greater than the risk premium determined a the inception of the
contract.

As a consguence, dthough a group of assets may have the same risk profile, the
effective interest rate computation and the risk premium caculated usng this effective
interest rate - the ‘inferred’” risk premium - vay in line with commerda margin on the
loan. The more the commercid margin increases, the more does the inferred risk

premium.
Rating | Maturity | Contractual Rate | Effective interest | Risk ~ premium | Inferred risk
@ rate (b) (©) premium (d)

BB 10 4.0% 3.6267% 0.3426% 0.3733%
BB 10 4.5% 4.1235% 0.3426% 0.3765%
BB 10 5.0% 4.6203% 0.3426% 0.3797%
BB 10 5.5% 5.1170% 0.3426% 0.3830%
BB 10 6.0% 5.6138% 0.3426% 0.3862%
BB 10 6.5% 6.1105% 0.3426% 0.3895%
BB 10 7.0% 6.6073% 0.3426% 0.3927%
BB 10 7.5% 7.1040% 0.3426% 0.3960%
BB 10 8.0% 7.6007% 0.3426% 0.3993%
BB 10 8.5% 8.0974% 0.3426% 0.4026%
BB 10 9.0% 8.5941% 0.3426% 0.4059%
BB 10 9.5% 9.0908% 0.3426% 0.4092%
BB 10 10.0% 9.5875% 0.3426% 0.4125%
BB 10 10.5% 10.0842% 0.3426% 0.4158%
BB 10 11.0% 10.5808% 0.3426% 0.4192%
BB 10 11.5% 11.0775% 0.3426% 0.4225%
BB 10 12.0% 11.5742% 0.3426% 0.4258%

(@)

(b)
(€)

©)

The contractual rate is the sum of the risk-free rate, the risk premium and commercial

margin

The effective interest rate is adjusted for the risk premium.
The risk premium is calculated on the basis of annual average loss to maturity (or the

loss on default *the annua default rate to maturity on a straight-line basis)

The inferred risk premium is the difference between the contractua rate and the
original effective interest rate.
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Furthermore, the increase in risk premium as a result of increases in commercid
margin is even more sgnificant as the credit rating decreases.

The example bdow shows that the difference between the risk premium caculaed
usng the origind effective interest rate and origind risk premium (which is cdculaed
on the basis of risk factors only) becomes higher as the credit rating decreases and the
contractud rate (i.e. margin) isincreased.

Contractua rate = 5% Contractua rate = 10%

Rating | Theoretica | Origind Inferred | Inferred Origind Implied Inferred
risk effective | risk risk effective | risk risk
premium interest premium | premium — | interest premium | premium

rae origind rate — origind
risk risk
premium premium

AA+ 0.003% 499%6% | 0.004% | 0.001% 9.996% 0.004% | 0.001%

A 0.010% 498%% | 0.011% | 0.001% 9.988% 0.012% | 0.002%

BBB+ 0.030% 4987% | 0.033% | 0.003% 9.965% 0.035% | 0.005%

BBB 0.065% 4930% | 0.070% | 0.005% 9.924% 0.076% | 0.011%

BBB- 0.140% 4849% | 0.151% | 0.011% 9.837% 0.163% | 0.023%

BB 0.480% 4480% | 0520% | 0.040% 9.443% 0557% | 0.077%

B+ 1.662% 3165% | 1.83%5% | 0.173% 8.051% 1.949% | 0.287%

Asareault:

The cdculation of imparment is based on an inflaed risk premium rate sSnce it
includes a portion of commerdd margin;

The imparment amount will indude in pat future commercid margin on the loan,
which is not the objective of impairment.

2. Cdllectiveimpairment and commercial margin

As dated in our letter, the dependence of the collective evduation of imparment as
proposed by IAS 39 on the contractud rate implies an inflated risk premium. This is
because totd yidd is used to cdculate recoverable amounts, and not soldy the risk
premium rate for expected losses (whichever method one uses to quantify expected
losses, whether by means of internd systems or by deduction of the effective rate a
the outsst). In this way, the impairment recognised after a year is drongly linked to
the commercid margin on the loan (not forssking the credit risk dement within the
commercid margin).

If you take as an example a group of 100 loans having the same risk profile (the same
counterparty rating — BB, the same yidd overdl— 40%, the same maurity — 6 years)
but with contract rates of 6% and 12% respectively, & the end of the firsd year,
different collective impairment amounts are reeched.

Let's suppose in the example that & the end of year 1, no individud asset is identified

a beng impared and removed from the portfolio in accordance with IAS 39.112.
The loan notes continue to be BB rated. No new loan has been added to the portfolio.
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In accordance with the example in IAS 39, the higoric loss rates continue to be
aoplied.

Contract Rate of 6%

At the end of year, one the pattern of future cash flowsis asfollows.

Y ear Contractual Estimated Annua | Estimated Actuavaue
cash flows Cumulative cash flows (usingorigin
(interest Default rate (b) (= al effective
and (@)* (1-(b)) rate of
principa) 4.71%) (d)
@ =(c)/
(1+4.71%)
M
2 600 1.70% 590 563
3 600 3.10% 581 530
4 600 4.64% 572 498
5 600 6.02% 564 469
6 10,600 7.24% 9,833 7,813
Total 9,874

The difference between the face vaue of the assats (10,000) and the discounted vaue
of the future cash flows usng the effective interest rate for the group of loans (9,874)
is126. Attheend of year 1, it is necessary to recognise an imparment loss of 126.

Contract Rate of 12%

At the end of year one, the pattern of future cash flowsis asfollows:

Y ear Contractual cash | Estimated Annual | Estimated  cash | Actuad vaue
flows  (interest | Cumulative flows (c) = (usng origind
and principal) () | Default rate (b) @*(1-(b)) effective rate of

10.67%) (d) = (c)
/ (1+10.67%) "n

2 1,200 1.70% 1,180 1,066

3 1,200 3.10% 1,163 49

4 1,200 4.64% 1,144 844

5 1,200 6.02% 1,128 752

6 11,200 7.24% 10,390 6,257

Total 9,868

The difference between the face vaue of the assats (10,000) and the discounted vaue
of the future cash flows usng the effective interest rate for the group of loans (9,868)
is 132. At the end of year 1, it is necessxy therefore to recognise an imparment loss
of 132,

The imparment loss is gpproximatdy 5% higher in the sscond example (contractud
rate of 12%) than in the first (contractua rate of 6%).




