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ACCOUNTING STANDARDSBOARD
FRED 30 Financial I nstruments:
Disclosure and Presentation & Recognition and M easur ement

Response by The Building Societies Association

Introduction and Background

1. This paper sets out the comments of The Building Societies Association on the ASB
Financid Reporting Exposure Draft 30 Financial Instruments. Disclosure and
Presentation & Recognition and M easur ement.

2. The Association represents dl 65 building societiesin the UK. Those societies have
tota assets of over £180bn, about 15 million adult savers and over two and a half million
borrowers. Building societies account for around 19% of outstanding residential mortgage
balances and over 18% of retail deposit balancesin the UK.

3. Building societies are mutud ingtitutions with both shareholding and borrowing
members, condtituted under the Building Societies Act 1986 (as subsequently amended), and
regulated by the Financia Services Authority under the Financial Services and Markets Act
2000.

4, Under the 1986 Act a building society is generdly prohibited from acting as a market
maker in securities, commodities or currencies and from trading in commodities or currencies
(subject to certain exceptions for transactions under £100,000). Since 1998, building societies
have been permitted to trade in securities (subject to compliance with the appropriate
regulatory requirements), but no society has so far done so0. Accordingly, no building societies
have a“trading book”; dl ther rdlevant balance sheet and off- ba ance-sheet itemsfdl within
the “nonttrading”, or “banking” book. Accordingly, building societies currently account for
their financia assets and liabilities on the historical cost | accruas basis.

5. Under the 1986 Act a building society is dso subject to redtrictions on entering into
transactions involving derivatives (such as options, futures and contracts for differences).
A society may enter into such atransaction broadly only for hedging purposes, ie where the



transaction isfor the purpose of limiting the extent to which the society (or a connected
undertaking) will be affected by changes in interest rates or exchange rates, in certain indices
or in the creditworthiness of any borrower(s), or where the transaction is for the purpose of
limiting the extent to which an investor or borrower will be affected by changesin interest
rates or exchange rates in connection with their share, deposit or loan account with the society
(or a connected undertaking).

6. Accordingly, building societies currently use hedge accounting for ther transactionsin
derivatives. Some societies will use derivatives only for the purposes of matching risks on
individua products, such as atranche of fixed rate mortgages or retail savings. Other,
generdly larger, societies will use derivatives to hedge risks over the whole of their balance
sheet (but subject to the statutory restrictions referred to in paragraph 5 above).

Potential Direct Application of I nternational Accounting Standardsin the UK Beyond
Listed Companies

7. Since the issue of FRED 30, the Department of Trade and Industry has published a
consultation document on the possible extension of the direct application of internationd
accounting standards (IAS) in the UK, beyond listed companies, to other companies and
undertakings. One of the options in that consultation asks if the European Regulation on IAS
should be extended to the individual and/or consolidated accounts of al companies that are
prudentialy regulated under the Financid Services and Markets Act 2000. A further option
then asks the same question in relation to undertakings that do not have the status of
companies but that are regulated under that Act (for example, building societies). The
Association has yet to determineits response to that element of the DTI consultation
document.

Implications of Early Implementation of IASin the UK

8. Given the possibility of the direct application of IAS to many UK companies, and
possibly to building societies dso, by 2005, the Association considers that it would be
ingppropriate, and unhe pful, for “interim” changes to be introduced meanwhile by way of
new UK accounting standards. In relaion to provisions on measurement of financia
ingruments the ASB's proposed timetable is for

(& FRED 23 on hedge accounting to be implemented in early 2003,

(b) if afirm choosesto apply far vaue accounting (assuming the necessary changes
are made to UK legidation), FRED 30 to be implemented at the beginning of 2004, and
() with potentid direct gpplication of IAS 39 (asit then stands) at the beginning of

2005.

0. Coping with the change to IAS, ether on direct gpplication (if the Government so
decides) or by convergence of the ASB ‘s standards with IAS will be a substantive, lengthy
and potentialy costly task for building societies (and, no doubt, for other entities). It does



not seem helpful, either for prepares or users of financia statements, to require firmsto moveto IAS at
different times and, in the case of IAS 39, while there are potentialy further changes to be made.

10. The ASB itsdf dates, in paragraph 14 of Appendix Il to FRED 30

the ASB considersthat a UK standard based on |AS 39 will probably bethe single most
difficult and time-consuming of all the IFRS-based standards for listed entitiesto
implement. For that reason it believestherewould be consider able merit in giving entities
as much flexibility as possible asto when they implement it, so that they can managethe
work involved some entities will not so far have given it much thought and may
therefore need sometimeto put in place the necessary systems and proceduresto
implement the standard accurately.”

Given that the final version of the FRSs proposed in FRED 30 are unlikely to be available until well
into 2003 it would seem essential, to allow sufficient time for preparation, that the required
implementation date is not earlier than accounting periods beginning on or after 1 January 2005. As
with its previous standards, the ASB could aways include the usual reference to “earlier adoption is
encouraged”. Thiswould alow those entities that wish to do so, to implement IAS 39 earlier.

Responsesto the Particular Issues on which Commentsare Invited in FRED 30

11.  The Association notes that the IASB does not currently intend to reconsider the
fundamental approach to the accounting for financial instruments established by IAS 32 and
3.

12. Responsesto some of the issues on which comments are invited in FRED 30 are given below.

ASB (i) Treating |ASs 32 and 39 as a package (Appendix I1l, paragraph 15)—The ASB has
concluded that it is best to view the requirementsin |ASs 32 and 39 as a single package of
requirementsthat should, asfar asispracticable, beimplemented in the UK at asingle point in
time. Do you sharethisview?

13. The Association agrees that IAS 32 and 39 should be treated as a single package of
requirements, athough we do not necessarily agree with the ASB that they should be implemented in
the UK at this stage.

ASB (ii) Implementation in 2004 (Appendix I 11, paragraphs 17-20 the general approach referred
toin (i) above, the ASB is proposing to implement, at a single point in time, some parts of the
standards in mandatory form, somein non-mandatory form and some not at all for thetime
being. At thesametime, it isproposing towithdraw FRSs4 and 13 (and related UI TF Abstracts)
and keep in placemost partsof FRS5. Do you believethat, in the circumstances, thisrepresents
the best possible approach of implementing in the UK theinternational requirementsin this
area?



14.  While not agreeing that IAS 32 and 39 should be implemented in the UK, the
Association understands the ASB'’ s reasons for the proposed implementation gpproach.
However, we bdieve that implementation should not be required before 1 January 2005.

ASB (iii) Recognition and derecognition (Appendix 111, paragraphs 23-29)—The FRED
proposes that the proposed new | AS 39 appr oach to recognition and der ecognition
should not be implemented in the UK at the present time. Instead, when the direction of
international conver gence on this subject becomesclearer, a further consultation
document will be issued. Do you agree with this approach?

15.  Yes, the Association agrees with the ASB’ s proposa not to implement the proposed
new |AS 39 gpproach to recognition and derecognition in the UK at present.

ASB (iv) Measurement (Appendix 111, paragraphs 30-49)—The ASB isproposing that,
prior to 2005, companies should berequired to adopt |AS 39's measurement
requirementsonly if they’ choose to adopt the fair value accounting rulesthat will be set
out in companieslegidation. Entitiesthat do not choose to adopt those ruleswill not
initially berequired by UK standardsto adopt the measurement requirementsat all. Do
you agree with this approach?

16.  Yes, the Association agrees with the ASB’ s proposal not to require entities to adopt IAS
39's measurement requirements before 2005, unless they choose to adopt the fair value
accounting rules that are expected to be set out in UK accounting legidation.

ASB (v) Hedge accounting—The ASI3 is proposing a similar approach to |AS 39's hedge
accounting requirements as to its measurement requirements. (Appendix 11, paragraphs
57-63, 69 and 70) Do you agree with this approach?

17.  Yes, the Association agrees with the ASB’ s proposal not to require entities to adopt IAS
39's hedge accounting requirements before 2005, unless they choose to adopt the fair value
accounting rules that are expected to be set out in UK accounting legidation. In its response to
FRED 23 the Association considered that, given the possibility of the direct gpplication of IAS
to many UK companies, and possibly to building societies aso, by 2005, it would be
ingppropriate, and unhepful, for “interim” changes to be introduced meanwhile by way of

new UK accounting standards.

18. Initspaper on FRED 30 “Some questions answered” the ASB notes that hedge
accounting will be lesswiddy available, once IAS 39 is gpplied in full, than at present and
than under FRED 23. It dso notes that the accounting numbers are likely to become more
volatile and that it is possble that IAS 39 could make hedging strategies more cumbersome as
companies (especidly retall banks) restructure their strategies to ensure that hedge accounting
isdill available. These impacts arise partly from the redtrictive nature of the hedge accounting
provisons of IAS 39, but also because of the standard’ s focus on fair value risk.

19. The Association does not believe that it is gppropriate for an entity’ s hedging strategies
to be driven by the accounting requirements; rather, the accounting requirements should
reflect the hedging strategies. Although the Association notes that the IASB does



not currently intend to reconsider the fundamenta gpproach to the accounting for financia
insruments established by LAS 39, we bedlieve that, in relation to hedge accounting, it should
do so urgently.

ASB (vi) Unlisted entities and individual financial statements

(@) The FRED proposesthat, prior to 2005, entities should berequired to comply with IAS39’ s

measur ement and hedge accounting provisionsin certain circumstancesonly. That will change
in 2005 for the consolidated financial statements of listed entities but, the FRED suggests,
not for other entitiesor other types of financial ssatement. Thus, from 2005 listed entities
that do not prepare consolidated financial statements and unlisted entities will not be
required to adopt | AS 39’ smeasur ement and hedge accounting provisionsunlessthey chooseto
adopt thefair value accounting rules set out in the Companies Act 1985. Smilarly, listed
entitiesthat prepar e consolidated financial statementswill not berequired to adopt IAS
39'smeasurement and hedge accounting provisonsin their individual financial

statements unless they adopt the fair value accounting rulesin those financial statements.
Do you agree with this approach?

20.  Yes, the Association agrees with the ASB’ s proposal not to require unlisted entitiesto
adopt IAS 39's measurement and hedge accounting provisions from 2005, unless they choose
to adopt the fair value accounting rules that are expected to be set out in UK accounting
legidation.

ASB (vi) Unlisted entities and individual financial statements

(b) FRS 13 sdisclosurerequirementsapply only to entities, other than insurance
entities, that arelisted or have publicly-traded securitiesand all banks. The ASB is
proposing to revise the disclosure requirements on 1 January 2004 and to apply those
new requirementsto all listed entities, all other entitiesthat have publicly-traded
securitiesand all banks (in other words, the exemption for listed insurance entitieswill
be removed, but otherwise the scope will be unchanged). Do you agree with this
approach or do you believe that, from 2004, the requirements should apply to some other
entities (for example, unlisted insurance companies) or, alternatively, to a narrower
range of entities?

21. The ASB appearsto have overlooked the fact that the disclosure requirements in Part
B of FRS 13 gpply not only to banks, but also to an entity whose busnessisto receive
deposits or other repayable funds from the public and to grant credits for its own account

(eg entities such as building societies).

22.  Paragraph OA of the proposed FRS on Disclosure and Presentation (on page 29 of
FRED 30) states that the standard shal apply to dl financid statements that are intended to

give atrue and fair view of areporting entity’s profit or 10ss (or income and expenditure)

except that paragraphs 42 to 95 (on disclosure) shal apply only to banks (defined by reference
to the Companies Act) or to entities that have listed capita instruments.

23.  Thisdefinition will exclude anumber of building societies (or even dl, depending on
the meaning of “capitd insdrument” see paragraph 24 below), since they are not within the
definition of “bank” in paragraph 5 of the proposed FRS.



24.  Onthe question of the meaning of “capita ingrument” in paragraph 0A(b) which does
not gppear to be defined in the proposed FRS a number of building societies have permanent
interest bearing shares (PIBS) listed on the London Stock Exchange. PIBS are aform of
permanent fixed income capitd that counts as “tier 1” for capital adequacy purposes. Isit
intended that such building societies (but not others) would be within the scope of the
disclosure requirements (paragraphs 42 to 95) of the proposed FRS merdly by virtue of the
issue of PIBS?

25.  On the substance of the ASB’ s proposed disclosure requirements, new disclosures
required include

(@ thefar vaue of each dass of financia asset and finandd lidbility in away thet
permitsit to be compared with the corresponding carrying amount in the balance sheet,
ad

(b) numericd credit risk information.

“Fair vaue’ is proposed to be defined as *the amount for which an asset could be exchanged,
or aliability settled, between knowledgegble, willing partiesin an am’s length transaction”.

26. Assuming the disclosure provisions of the proposed FRS will apply to (some or al)
building societies, the question arises asto how the fair vaue of a society’ s financid
instruments would be ascertained. Presumably, the fair value of a building society’ s share and
deposit ligbilities (at least those at a variable rate of interest) might reasonably be taken to be
equivaent to book value? It is not clear however what would be the fair value of a society’s
varigble rate mortgage book, or of those fixed rate assets and liabilities for which thereisno
active market. Although there are occasiond sdes of resdential mortgage portfoliosin the
UK, thereis not often public disclosure of the price paid, nor, more importantly, of the precise
characteristics of the loans, borrowers and propertiesinvolved.

ASB (vi) Unlisted entitiesand individual financial statements

(0 FRS13sdisclosurerequirementsapply both to consolidated financial statements
and to individual financial statements, except that they do not need to be applied in the
individual financial statements of entitiesthat are preparing FRS 13-compliant
consolidated financial statements. The FRED proposesto retain a similar exemption. Do
you agr ee with this approach?

27.  Yes, the Association agrees that the proposed new disclosure requirements should not
need to be gpplied in the individua financid statements of entities that prepare consolidated
financia statements.

IAS 32 (iv) Consolidation of thetext in IAS32 and |AS 39 into one compr ehensive
Standard—Do you believe it would be useful to integratethetext in IAS32and 1AS 39
into one compr ehensive Standard on the accounting for financial instruments?
(Although the IASB Board isnot proposing such a changein this Exposure Draft, it may
consider this possibility in finalising the revised Standards.)



28.  Yes, there seems no good reason to continue with separate IAS on disclosure!
presentation, and recognition/measurement

I AS 39 (ii) Derecognition: continuing involvement approach (Appendix | paragraphs 35-
57)—Do you agree that the proposed continuing involvement approach should be
established asthe principlefor derecognition of financial assetsunder 1AS 397 If not,
what approach would you propose?

29.  No, the Association does not agree that the proposed continuing involvement approach
should be established as the principle for derecognition of financia assets under IAS 39. We
would prefer that IAS 39 be amended to follow the approach to derecognition adopted in FRS
5.



