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Exposure Draft 7 Financial Instruments: Disclosures

Dear Ms Pryde,

Thank you for the opportunity to comment on this exposure draft. We support the
lASB's objective of revising the existing disclosure rules for financial instruments in the
light of recent developments in accounting and risk management and of consolidating
them together with additional rules on risk disclosures in a single standard.

ED 7 is intended to replace, inter alia, the existing IAS 30, which contains disclosure
requirements specifically designed for banks and similar financial institutions and thus
reflects the special features of the business activities and structures of such
undertakings. In consequence, IAS 30 has also exercised a major influence on the
standard presentation and classification formats of banks' financial statements. Given
that IAS i is not an industry-specific standard and contains no rules explicitly aimed at
the business activities of banks and similar financial institutions, we assume that after
IAS 30 has been revoked banks will be permitted to continue using the tried and tested
presentation and classification formats in their financial statements.

We welcome the fact that the exposure draft links the type and extent of the
disclosures to the degree to which an entity uses a specific financial instrument and to
the level of associated risk. As a result, the disclosure requirements that need to be
fulfilled adequately reflect the entity's individual profile. We also view as positive the
objective of achieving consistency between the rules on disclosing risks arising from
financial instruments and Basel ll's corresponding disclosure requirements for
internationally active banks.
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Our replies to your questions are as follows:

Question 1- Disclosures relating to the significance of financial instruments to
financial position 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 2i(a), BC±5

and BC 16).
(d) fee income and expense (see paragraphs 2i(d) and BCiy)

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

Given the different measurement bases for the classes of financial instruments
defined in IAS 39, we consider it appropriate, in principle, to disclose financial
assets and liabilities in the notes on the basis of this classification. The
administrative burden involved in classifying and disclosing the carrying
amounts of financial assets and liabilities per IAS 39 category as proposed in
paragraph 10 would not be unreasonable. The requirement to break down net
gains or losses for each category of underlying financial assets and liabilities
envisaged in paragraph 2i(a), on the other hand, would be excessively onerous
and the additional work involved out of all proportion to the insight such
information could offer. Paragraph 2i(a) should therefore be deleted.

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 impracticable (see paragraphs 39,40, BC 27 and BC 28).
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Is this proposal appropriate? If not, why not? What, if any, alternative
disclosures would you propose to meet the stated objective?

We consider it important and appropriate to provide users of financial
statements with information relevant to their investment decisions about the
type and degree of credit risk and thus about the probable (net) loss in the
event of default. However, we believe this can best be achieved by disclosing
the amount of the credit exposure before and after taking account of any
collateral pledged rather than the fair value of the collateral. Furthermore, the
corresponding Basel II disclosure rules, in line with accepted risk management
practices, also require disclosure on the basis of gross exposure and net
exposure (which does not have to be reported at the level of individual balance
sheet positions). In the interests of consistency, and in order to avoid confusing
users with duplicate disclosure of items that are identical in economic terms, we
suggest deleting the requirement in its present form and replacing it with the
corresponding Basel II rules.

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 of the portfolio of a bank already play an important role in
the risk management of many institutions. They provide information about the
impact potential changes in a risk variable would have on the fair value of
financial instruments and thus on profit and loss and on equity. Nevertheless,
we would like to point out that the results of such analyses include confidential
and competitively sensitive information, whose disclosure would probably
prove problematic.
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With this in mind, we warmly welcome the fact that it will be possible to
comply with the proposed requirements by using value-at-risk figures. These
are already used for measuring market risk by the majority of internationally
active banks and are normally less competitively sensitive than (conventional)
sensitivity analyses. Moreover, Basel II also allows value-at-risk figures to be
used to comply with its disclosure requirements. We should like to stress,
however, that value-at-risk figures should only be disclosed as an aggregate
exposure (i.e. not on the level of individual balance sheet items), since this is
the only way it would be possible to use analyses prepared by the risk
management division.

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 requirement 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 exposure draft requires a large amount of information about an entity's
capital to be disclosed. This includes the disclosure of externally imposed capital
requirements, to which banks are particularly subject. While ED 7 does not
envisage a quantitative disclosure of capital adequacy requirements, the
disclosure of any breaches of capital requirements and the associated
regulatory measures subsequently imposed would probably have a long-term
adverse effect on the relations between entities and their regulators. The
disclosure of such information should therefore be dispensed with.

There should also be no requirement to disclose quantitative information about
management's internal capital targets, since these are merely estimate figures
and should not have to be reported externally. Against this background, and in
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the interests of avoiding misleading conclusions being drawn, we believe the
requirement to disclose the over- or undershooting of internal capital targets
and any ensuing consequences should also be dropped.

Question 5 - Effective date and transition

The proposed effective date is for periods beginning on or after l January 2007
with earlier adoption encouraged (see paragraphs 49 and BC62 - BC67).

Entities adopting IFRSs and the draft IFRS for the first time before l January
2006 would be exempt from providing comparative disclosures for the draft
IFRS in the first year of adoption (see Appendix B, paragraph Bg).

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

Provided the planned IFRS 7 is approved in the course of 2005, we consider
mandatory application for periods beginning on or after l January 2007 to be
appropriate. We are also in favour of allowing entities to apply the standard
before this date. However, the envisaged transitional arrangements would
exempt entities from providing comparative disclosures only if they adopted
IFRSs for the first time and chose to apply this standard before l January 2006.

The retrospective calculation and presentation of comparative information is
always problematic, since the required data is either unavailable or
disproportionately onerous to compile. This goes not only for first-time
adopters of IFRS, but also for entities that already prepare IFRS accounts. We
would therefore welcome it if the transitional arrangements were extended to
cover entities already applying IFRS, too. Moreover, a transitional arrangement
valid up to the date of mandatory application would increase the incentive for
entities to adopt the standard earlier on a voluntary basis. The proposed
transitional arrangement should therefore be extended so that all entities
applying the standard voluntarily before l January 2007 may dispense with
comparative disclosures.
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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 Reporting 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 agree that the disclosure requirements proposed in the exposure draft
should be part of the audited group financial statements (including the risk
report as part of the management report).

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

Paragraph Bio of Appendix B proposes amendments to the risk disclosures in
IFRS 4 Insurance Contracts to make them consistent with the requirements pro-
posed 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 II of
the Board's Insurance project?

No comments.

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 BCl9, BC20 and BC42-BC44).
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Is the Implementation Guidance sufficient? If not, what additional guidance
would you propose?

It would be helpful, in our view, if the Implementation Guidance included an
example of how to calculate the change in the fair value of a financial liability
that is not attributable to changes in a benchmark interest rate (cf. ED 7.12).

Question 9 - Differences from the Exposure Draft of Proposed Statement of
Financial Accounting 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 guidance 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 pronouncements. 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,
(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 periodic) 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
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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 2i(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?

We consider EDy's proposed disclosure requirements concerning fair value to
be adequate compared with those proposed in the FASB's draft standard.

Question 10 - Other comments

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

The disclosure requirements in ED 7.40 should apply only to the aggregate exposure of
financial assets. A requirement to analyse by class of financial asset past due and
impaired assets, in particular, would be unreasonably onerous. Such a requirement
would be out of all proportion to the additional information it provided and should
therefore be dropped.

Should you require any further information, please do not hesitate to contact us.

Yours sincerely,

Katrin Burkhardt Antje Böttcher
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