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Exposure Draft 7 Financial Instruments: Disclosures

Dear Ms Pryde,

We would like to thank you for the opportunity to submit our comments on the Draft Standard
“ED 7: Financial Instruments: Disclosures“. Basically, we endorse IASB's goal of reviewing the
existing disclosure rules for financial instruments on the basis of more recent developments in
the field of accounting and risk management and jointly pooling them with complementary rules
on risk reporting in a systematic manner into one standard.

ED 7 should inter alia replace the existing IAS 30 which, due to IAS 30's industry specific disclo-
sure obligations for credit institutions and similar financial institutions is explicitly geared to-
wards the peculiarities of the business activities and the corporate structure of the latter. In this
capacity, IAS 30 has thus also exerted a decisive impact on those disclosure and structuring for-
mats of credit institutions which are a common practice. IAS 1 is not industry specific, i.e. it does
not contain any provisions on the presentation of a financial statement which would specifically
relate to the business activity of banks and similar financial institutions. It is therefore our un-
derstanding that after the abrogation of IAS 30, use of the established reporting formats and
balance sheet structures will remain legitimate.

We welcome the fact that the present standard draft predicates the scope and type of the infor-
mation that needs to be disclosed on the use of financial instruments by the respective compa-
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nies and also on the scope of the risks associated with the latter. This way, the individual corpo-
rate conditions in meeting the disclosure obligations are adequately taken into account. At the
same time, we would like to point out that the presentation of risks from financial instruments
which is the approach preferred by IASB, is a product based risk specification which in our view,
does not adequately take into account the risk mitigating correlation effects and which, besides,
is frequently not in line with practices on the ground of credit institutions' internal risk manage-
ment.

Furthermore, we feel that a consistency between the disclosure obligations under ED 7 and the
disclosure requirements under the new capital adequacy provisions stipulated by the Basel
Committee for Banking Supervision (i.e. Basel ll, Pillar 3) has not or, moreover, cannot be
achieved in certain respects. Whilst ED 7 is primarily predicated on financial instruments, Basel

II, Pillar 3 calls for information on the risk structure notably of loan transactions and the composi-
tion of the equity capital base of credit institutions. Apart from this, many of the provisions are
based on different consolidation scopes.

We would like to submit the following answers with regard to the individual questions:

Question 1- Disclosures relating to the significance of financial instruments to financial posi-
tion and performance

The draft IFRS incorporates disclosures at present contained in IAS 32 Financial Instruments:
Disclosure and Presentation so that all disclosures about financial instruments are located in
one Standard. It also proposes to add the following disclosure requirements:

(a) financial assets and financial liabilities by classification (see paragraphs 10 and BC 13).
(b) information about any allowance account (see paragraphs 17 and BC 14).

(c) income statement amounts by classification (see paragraphs 21(a), BC15 and BC 16).
(d) feeincome and expense (see paragraphs 21(d) and BC17)

Are these proposals appropriate? If not, why not? What alternative disclosures would you
propose?

Due to different valuation provisions for the various classifications of financial instruments de-

fined under IAS 39, we feel that a disclosure in the notes which is predicated on these classifica-
tions is, on principle, appropriate. Indent 10 proposes a breakdown and disclosure of the carry-
ing amounts of financial assets and liabilities as per IAS 39 classification; in terms of feasibility,
this involves a reasonable cost-benefit ratio.

We do, however, have doubts as to the approach adopted underindent 11 (a), i.e. the require-
ment to provide information on value changes which may be attributable to interest rate risk.
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In order to separate them from value changes due to the change in the captive creditworthiness,
we advocate in favour of reporting value changes deriving from certain market risks in a separate
manner. In order to meet this goal, however, there is a need for separate statement of value
changes from all market risks. Hence, we advocate in favour of separately reporting value
changes that are market risk induced and that are not induced by interest rates.

The requirement contained underindent 21 (a), i.e. the disclosure of net gains or losses for each
classification on the basis of the underlying financial assets and liabilities, involves an excessive
additional effort for companies. This effort is not offset by a tangible amount of benefit due to
the resulting additional insight. We thus propose deleting the requirement under indent 21 (a)
completely.

Indent 21 (b) stipulates that there needs to be a disclosure as to how the income statement
amounts mentioned in (a) are determined, for example, whether the net gains or net losses in-
clude interest and/or dividend income. In our view, this can only relate to trading transactions.
We therefore recommend a corresponding limitation of this provision to "held-for-trading"
transactions.

The disclosure obligation pursuant to indent 30 (d), in our view, is partly inappropriate. Particu-
larly in cases of shareholdings which are reported on the balance sheet as a financing instru-
ment, this provision would be excessive. We therefore propose deleting this requirement.

Question 2 - Disclosure of the fair value of collateral and other credit enhancements

For an entity’s exposure to credit risk, the draft IFRS proposes to require disclosure of the
fair value of collateral pledged as security and other credit enhancements unless impractica-
ble (see paragraphs 39,40, BC 27 and BC 28).

Is this proposal appropriate? If not, why not? What, if any, alternative disclosures would you
propose to meet the stated objective?

We feel it is important and appropriate to provide the target group of the financial statement
with information that is relevant for their decision-making process concerning the type and
scope of the credit risk which; at the same time, this will present information on the likely (net)
loss in the event of credit default. In order to achieve this goal, in our view disclosure of the
credit exposure both before and after consideration of the collateral is more suitable than the
disclosure of the fair values for credit collateral received.

We also feel that a separate disclosure of the fair values for loan collateral provided would not be
appropriate. An allocation of the collateral that is based on the collateralised underlying transac-
tion may lead to a situation where a type of collateral will either be reported with its fair value or
the purchasing costs brought forward or — based on the due diligence of a prudential business-
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man - that it will be reported with a markdown on the current, or, moreover, market value, if the
effort for a reqular valuation would bear no relation to the generated benefit.

Furthermore, based on the existing risk management practices, the corresponding disclosure
obligations of the Basel Framework Agreement also foresee a disclosure obligation on the basis
of the overall exposures and of the net exposures (which, respectively, shall not be presented at
the level of balance sheet items). In order to bring about consistency in this regard and in order
to prevent an information overkill for the target group by presenting duplicate information which
is substantially identical, we therefore propose deleting the existing requirement and, in lieu of
this and for the purposes of the ED 7, to incorporate the corresponding provisions of the Basel
Framework Agreement.

Question 3 — Disclosure of a sensitivity analysis

For an entity that has an exposure to market risk arising from financial instruments, the draft
IFRS proposes to require disclosure of a sensitivity analysis (see paragraphs 43,44 and BC
36-BC 39).

Is the proposed disclosure of a sensitivity analysis practicable for all entities?

If not, why not and what, if any, alternative disclosures of market risk would you propose to
meet the stated objective of enabling users to evaluate the nature and extent of market risk?

Sensitivity analyses on a bank's portfolio are, already today, an important part of the risk man-
agement of many companies. Such analyses provide information on which impact may result on
the fair value of financial instruments and thus on the profit and loss or, moreover, on equity
capital from potential changes of a risk variable. This notwithstanding, we would like to point out
that the results from the sensitivity analyses may contain confidential information the disclosure
of which may result problematic from the point of view of competition.

Against this backdrop, we explicitly welcome the fact that the value-at-risk ratios may be used for
coverage of the requirements of this standard draft. They are already being used by the majority
of credit institutions for measurement of the market risk and they are generally less sensitive in
terms of competition than (conventional) sensitivity analyses. In addition to this, value-at-risk
ratios are already required in order to comply with the disclosure obligations under the Basel
Framework agreement. By way of clarification, in this context we would like to point out that the
value-at-risk ratios should only be presented as overall exposure (i.e. not at the level of balance
sheet items), since this is the only way of using analyses from the risk management.

Question 4 - Capital disclosures

The draft IFRS proposes disclosure of information that enables users of an entity’s financial
statements to evaluate the nature and extent of its capital. This includes a proposed re-
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quirement to disclose qualitative information about the entity’s objectives, policies and
processes for managing capital; quantitative data about what the entity regards as capital;
whether during the period it complied with any capital targets set by management and any
externally imposed capital requirements; and if it has not complied, the consequences of
such non-compliance (see paragraphs 46-48 and BC45-BC54).

Is this proposal appropriate? If not, why not? Should it be limited to only externally imposed
capital requirements? What, if any, alternative disclosures would you propose?

The present Draft Standard contains a host of disclosure obligations on a company's “capital”. In
our understanding, indent 46-48 requires information on the "equity capital of a company".
Should this not be the case, we kindly suggest providing a concept clarification of the terms
"capital” and "equity".

The disclosure obligations on capital inter alia also cover the presentation of external capital
requirements which are particularly germane to the credit industry. Here, ED 7 does not call for
any quantitative information on prudential supervision capital adequacy requirements. This not-
withstanding, the publication of violations and the prudential supervision measures associated
with this may have a lasting and negative impact on the relation between the competent supervi-
sory authority and the respective company. Hence, on principle, there should be no obligation to
disclose such information.

Neither should there be an obligation to disclose quantitative information on management's
internal capital goals since such data only represents the companies budgeted in-house figures
which should not become the subject of external reporting obligations. On the foregoing
grounds and in order to prevent misleading conclusions, we also doubt that it would be appro-
priate to disclose over- or underachievement of internal capital goals as well as their conse-
quences.

As a complementary note, we would like to point out that the issue of the definition of the term
equity capital for accounting purposes has re-emerged in this context. In the past, the same is-
sue already emerged during the debate on the paid-up society shares in cooperatives in the con-
text of IAS 32. In our view, IASB should also deal with the capital paid in by the partners in trading
partnerships and shares in dormant partnerships which, under the philosophy in continental
Europe may, under certain preconditions, qualify for equity capital that has to be reported on the
balance sheet.

Question 5 - Effective date and transition

The proposed effective date is for periods beginning on or after 1 January 2007 with earlier
adoption encouraged (see paragraphs 49 and BC62 - BC67).
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Entities adopting IFRSs and the draft IFRS for the first time before 1 January 2006 would be
exempt from providing comparative disclosures for the draft IFRS in the first year of adop-
tion (see Appendix B, paragraph B9).

Are the proposed effective date and transition requirements appropriate? If not, why not?
What alternative would you propose?

Under the provison that the envisaged IFRS 7 is being adopted during the year of 2005, we gen-
erally feel a mandatory application for fiscal years starting after 1 January 2007 is appropriate.
We also welcome the possibility of potentially earlier application of the planned IFRS. Yet, the
transition provisions proposed under ED 7 merely provide a waiver for presentation of the com-
parative disclosures in the event of IFRS first-time adopters who apply the standard prior to 1
January 2006.

A retroactive calculation and presentation of comparative information is generally problematic
since the corresponding data are either not at all present in the company or their collation would
be associated with a disproportionately high amount of effort. This does not only relate to IFRS
first-time adopters but also to companies which already prepare their balance sheets under IFRS.
We would therefore welcome an extension of the transitional regime to include these companies
which already prepare their balance sheet pursuant to IFRS. In addition to this, a transitional re-
gime which would be valid until the mandatory application deadline would increase the incen-
tives for an earlier and voluntary adoption of the standard. Hence, the proposed transitional re-
gime should be extended in scope, so that each and any company which will apply the standard
before 1 January 2007 on a voluntary basis may refrain from presenting comparative informa-
tion.

Question 6 — Location of disclosures of risks arising from financial instruments

The disclosure of risks arising from financial instruments proposed by the draft IFRS would
be part of the financial statements prepared in accordance with International Financial Re-
porting Standards (see paragraph BC41). Some believe that disclosures about risks should
not be part of financial statements prepared in accordance with IFRSs; rather they should be
part of the information provided by management outside the financial statements.

Do you agree that the disclosures proposed by the draft IFRS should be part of the financial
statements? If not, why not?

We subscribe to IASB's view that the disclosure obligations on risks from financial instruments
form part of the financial reporting.

In order to prevent negative effects of a redundant risk reporting, we therefore propose a dero-
gation clause which allows meeting the respective disclosure obligations in the management
report. The latter is mandatory under European and German Law and involves the publication of
a risk report.



Question 7 - Consequential amendments to IFRS 4 (paragraph B10 of Appendix B)

Paragraph B10 of Appendix B proposes amendments to the risk disclosures in IFRS 4 Insur-
ance Contracts to make them consistent with the requirements proposed in the draft IFRS.
The requirements in IFRS 4 were based on disclosure requirements in IAS 32 that would be
amended by the draft IFRS. The Board’s reasons for proposing these amendments are set out
in paragraphs BC57-BC61.

Do you agree that the risk disclosures in IFRS 4 should be amended to make them consistent
with the requirements proposed in the draft IFRS? If not, why not and what amendments
would you make pending the outcome of phase Il of the Board’s Insurance project?

No comment.

Question 8 — Implementation Guidance

The draft Implementation Guidance accompanying the draft IFRS suggests possible ways to
apply the risk disclosure requirements in paragraphs 32-45 (see paragraphs BC19, BC20 and
BC42-BC44).

Is the Implementation Guidance sufficient? If not, what additional guidance would you pro-
pose?

From our point of view, it would be helpful to provide an example for the calculation of the
change in the fair value of a financial liability which is not due to a change in the reference inter-
est rate (cf. ED 7.12) and additionally including said information in the Implementation Guidance.

Question 9 - Differences from the Exposure Draft of Proposed Statement of Financial Ac-
counting Standards Fair Value Measurements published by the US Financial Accounting
Standards Board (FASB).

The FASB's Proposed Statement of Financial Accounting Standards Fair Value Measurements,
which is open for public comment at the same time as this Exposure Draft, proposes guid-
ance on how to measure fair value that would apply broadly to financial and non-financial
assets and liabilities that are measured at fair value in accordance with other FASB pro-
nouncements. That Exposure Draft proposes disclosure of information about the use of fair
value in measuring assets and liabilities as follows:

(a) For assets and liabilities that are remeasured at fair value on a recurring (or ongoing)
basis during the period (for example, trading securities)

(i) the fair value amounts at the end of the period, in total and as a percentage
of total assets and liabilities,
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(ii) how those fair value amounts were determined (whether based on quoted
prices in active markets or on the results of other valuation techniques, indicating the extent
to which market inputs were used), and

(iii) the effect of the remeasurements on earnings for the period (unrealised
gains or losses) relating to those assets and liabilities still held at the reporting date.

(b) For assets and liabilities that are remeasured at fair value on a non-recurring (or peri-
odic) basis during the period (for example, impaired assets), a description of

(i) the reason for remeasurements,
(ii) the fair value amounts,
(iii) how those fair value amounts were determined (whether based on quoted

prices in active markets or on the results of other valuation techniques, indicating the extent
to which market inputs were used), and

(iv) the effect of the remeasurements on earnings for the period relating to
those assets and liabilities still held at the reporting date.

Disclosures similar to (a) (ii) above are proposed in paragraph 31 of the draft IFRS (and are
currently required by paragraph 92 of IAS 32) and disclosures similar to (a)(iii) are proposed
in paragraph 21(a).

Do you agree that the requirements in the draft IFRS provide adequate disclosure of fair
value compared with those proposed in the FASB’s Exposure Draft? If not, why not, and what
changes to the draft IFRS would you propose?

Notwithstanding our comments on the Draft Standard, we feel that the disclosure obligations
proposed under ED 7 on fair value are appropriate in comparison to those of the FASB Draft
Standard.

Question 10 — Other comments

Do you have any other comments on the draft IFRS, Implementation Guidance and Illustrative
Examples?

Indent 30 (d) and (e) stipulate the need to provide information on any disposal plans and on any
gains. We feel that these disclosure obligations are too far-reaching, since they incur the danger
of a breach of trust in relation to other business partners giving rise to ensuing corporate disad-
vantages.

It is our understanding that the list and differentiation of the risk types pursuant to indent 33 is
non-exhaustive and only serves illustration purposes and that it may be possible to stipulate
further risk types. Furthermore, it is not taken into account that part of the risk or individual risk
types will also arise outside of financial instruments and that correlation effects will have a risk
mitigating effect. In our view, additional explanation is required in this regard.



-9.-

For a measurement of the market price risks in the field of banking, typically value-at-risk models
are being used which already take into account concentration risks via model parameters and
express the latter in the risk ratio. We therefore feel that a separate presentation of concentra-
tion risks will be dispensable. Against this backdrop we advocate for a corresponding qualifica-
tion underindent 38.

Pursuant to indent 39 (IG 17(c)), information needs to be given on historical default rates. Yet,
these figures do not provide the user with any information on future defaults. We therefore pro-
pose deleting this requirement.

Concerning indent 39-41, we propose a clarification that, based on the application of the man-
agement approach pursuant to BC 22, credit institutions may use the loan concept which is also
applicable for the purposes of disclosure under Basel Il, Pillar 3 and for the internal reporting.

The disclosure obligations pursuant to indent 40 should merely extend to the overall exposure of
financial assets. An excessively high additional effort would particularly occur in the event of an
analysis of "past due" or "impaired assets" at the level of balance sheet items. Such a require-
ment would bear no meaningful relation to the resulting insight that might be gained and should
not be stipulated.

In this context we would also like to point out that for the recipient of the financial statement, the
analysis of the age of financial assets that are past due requested under indent 40 (a) in our view
does not provide any value added in terms of information. We therefore propose deleting this
requirement.

Indent 42 (a) stipulates that in order to clarify the liquidity risk, a list of liabilities must be made
that shows the remaining contractual maturities. Since the liquidity risk cannot be reflected
through an exclusive analysis of liabilities that shows the remaining contractual maturities, al-
ternatively, there should also be the option of presenting the liquidity risk on the basis of liquid-
ity ratios that are accepted under prudential supervision law.

Please feel free to contact us, should you have any further queries on the foregoing matters.

Yours sincerely

For

ZENTRALER KREDITAUSSCHUSS
Deutscher Sparkassen- und Giroverband
for and on behalf

gez. Pia Jankowski



