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Dear Sir David,

Re: Exposure Draft 2009/7 Financial Instruments: Classificabn and Measurement

Deloitte Touche Tohmatsu is pleased to respond to the Exposafte ED/2009/7 Financial
Instruments: Classification and Measuremg@he “ED”). IAS 39Financial Instruments:
Recognition and Measuremdmds proven to be a complex standard that has been both
difficult to understand and apply and therefore we welcom8daed’s effort to replace it
with an improved standard, of which this ED forms jgért

We acknowledge the political and regulatory environmenthichvthe IASB is operating.
Requests for action by the G20 leaders on a replacemiX {89 that is available for use in
2009 have led to the acceleration of the classification aasunement aspects of this project.
We commend the IASB for proposing an ED within such a gpate of time with the aim

of trying to fulfill this objective. Assessing the relet merits of the replacement to IAS 39 in
parts clearly limits our ability to evaluate the propssamprehensively as there are many
areas that are yet to be finalised with which thegifecation and measurement proposals will
interact. We therefore look forward to the issue of BBshe other aspects of this project in
order for us to understand and fully assess the replatéonis 39 in its entirety.

We note that the US FASB is currently deliberating iesf@ared model for financial
instrument accounting. Tentative decisions to date inelitett the FASB are reaching
different conclusions on some critical areas. We stronglguaage the IASB and FASB to
work together over the coming months with the aim of ultimaaghgeing to a single
converged standard for financial instrument accounting appreciate that the IASB is
managing multiple objectives such as revising financgthiment accounting within a short
time frame and at the same time pursuing global convergence.

We support the IASB’s approach for a mixed measurement rfardebth financial assets
and financial liabilities. We believe amortised dest meaningful measurement attribute for
certain financial instruments in certain circumstangken it is accompanied by fair value
disclosures. Focusing on whether financial instruments Ibasie loan features and how the
entity manages those instruments is a meaningful agptoatetermining whether an
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instrument can be measured at amortised cost. Weshaedic concerns and
recommendations about how to make the amortised costariterie relevant and
meaningful which are included in the appendix to this le@er. more significant concerns
with the ED are with respect to:

. Embedded derivatives. We broadly support the removal of embelédedtives in
financial instruments, however, we have concerns about¢heasing use of fair
valuation of own credit risk for those financial liabés that fail the basic loan
features criterion. As stated in our respons@rexit Risk in Liability Measurement
dated ¥ September 2009, we propose alternative measurement methbliitthe
extent to which own credit risk is included in curremasurement. Until resolution
of this aspect of liability measurement our preferencaldvbe to retain the option
for an entity to apply bifurcation of non-closely relagsdbedded derivatives in
financial liabilities only.

. Credit risk/subordination. Our preference is to assésther credit
risk/subordination is a basic loan feature based onsassisient of the exposure to
credit risk of the assets in the issuing entity. Multg@eatractually subordinated
tranches may be regarded as containing basic loan fedttivese tranches pass the
credit risk of referenced assets that the issuingyemtins and those assets have basic
loan features. Where a tranche(s) is junior relativaher tranches and absorbs
variability that is significantly in excess of the ctauik associated with direct
investment in the underlying assets, for example an ‘equaitghe’, that tranche
should not be considered as having basic loan features.

. Acquisition of distressed debt. We believe a debt instruthenthas incurred
impairment losses at the date of acquisition shouldutoinaatically fail amortised
cost measurement criteria. If the terms of the instrumenbasic and the acquirer
manages the contractual cash flows of the instrument igemitost measurement is
appropriate.

. Reclassifications. If the business model overlay in therésad cost criteria is a
matter of fact, and is not generally expected to be sutyechange, we consider it
reasonable that should there be a change in the businedstmddeis event should
requirereclassification of those instruments if they containddaan features.

. Fair value disclosures. Where financial instrumentsragasured at an amount other
than fair value the disclosure of fair value is anom@nt disclosure that compliments
the measurement in the statement of financial positi@tl@ure of fair values
should be sufficiently prominent in the financial statetwemd be presented in a
timely manner to provide users with a comprehensive pictuiiaaoicial
performance.

. Fair value through other comprehensive income. Our prefeisrior investments in
equity investments to be FVTPL. However, should the I48Bue an alternative to
FVTPL for investments in equity instruments that arehsdd for trading our
preference would be to retain the current AFS categorthbse investments and
make changes to the impairment requirements.

. Transition. It should be clear that those entities thoose to early adopt the
classification and measurement proposals should ndishdvantaged relative to
those that choose to defer adoption until the mandatceygtafé date. A clear signal
is needed from the IASB whether an early adopter of this pedpall be forced to
early adopt the other parts of the wider project, and whetassification and
measurement decisions undertaken prior to the othergfdahs project being
complete can be reconsidered. Such uncertainties providmeethtive to early
adoption of the classification and measurement standard.

Financial instruments accounting is critical for theséties that are subject to IFRS 4
Insurance ContractsAs insurance liabilities are funded by investments imftrel
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instruments it is important that insurance entitiesadie to present meaningful financial
performance after finalisation of Phase Il of the iasge project on insurance measurement.
We recommend that the Board consider how the replacembi t89 will interact with the
finalisation of insurance measurement when the latteegrgg complete. Reliefs that aim to
minimise the extent of accounting mismatch between #gesarement of financial
instruments and insurance contracts could be considered.

Our detailed responses to the questions for respondenigladed in the Appendix to this
letter.

If you have any questions concerning our comments, pleasectcé®@n Wild in London at
+44 (0) 207 007 0907 or Andrew Spooner in London at +44 (0) 207 007 0204.

Sincerely,

.
ﬁ""/
/f/

Ken Wild
Global IFRS Leader
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Appendix 1

Question 1

Does amortised cost provide decision-useful information for a finaassat or financial
liability that has basic loan features and is managed on a contractudlbasis? If not,
why?

We believe amortised cost is a measurement attribute @hprovides useful information

in certain circumstances. We support amortised cost measement for non-derivative
debt instruments (both assets and liabilities) witlbasic loan features where the focus of
the business model is on receiving/paying the contragil cash flows, not on the cash
flows that can be generated or would be payable from dispakof the financial
instrument. In such cases disclosure of fair value ithe financial statements should be
required.

Question 2

Do you believe that the exposure draft proposes sufficient, operagjoitince on the
application of whether an instrument has ‘basic loan features’ and ‘is marmagad
contractual yield basis’? If not, why? What additional guidance would you proposetg?d w

We do not believe that “managed on a contractual yield basissithe most appropriate
business model condition to identify instruments that&n qualify for amortised cost
accounting. Instead, we would amend the condition toe “not managed on a fair value
basis or its performance not primarily evaluated on a fairvalue basis”. We also disagree
with conclusions reached on acquired debt with incued credit losses as explained
below. We believe the ED requires a clear principlesato why an instrument with basic
loan features and managed on a contractual yield basis cée measured at amortised
cost. In addition, as set out below, we believe thdte principle behind what constitutes
a basic loan feature should be stated more clearly thi specific reference to leverage and
supported by examples of common instruments.

Managed on a contractual yield basis

We support the introduction of a business model criterioddiitian to the basic loan
features criterion. We also agree that if the entityisiness model is focused on receiving or
paying the contractual cash flows of the instrument, rdttzar focused on the cash flows
from selling an asset (or payments to transfer oiesgtiability) that the instrument should
be eligible for amortised cost measurement. Howevedovot believe “managed on a
contractual yield basis” is the most appropriate descripfibe term ‘managed’ can imply
there is active management of the contractual yield, wharany cases, there is not. For
example, with short term payables/receivables mostemntlb not consider the time value of
money (and therefore the yield) and equally do not activalyage the cash flows, rather
they await receipt of cash flows (and manage the criellifar late receipt) in the case of
receivables, and in the case of payables determine th@awsient date based on the wider
liquidity management of the entity. For longer term lidiei, such as issued debt,
management is not always active, rather the entity ifmgbligations when due and in many
cases has no ability to buy back the debt outside the contreetua. If the intent of the ED
is to ensure that amortised cost is not appropriataifagement decisions are primarily
based on what an asset or liability is worth (i.efatsvalue), we suggest the amortised cost
criteria in paragraph 4(b) could be amendedttwe instrument is not managed on a fair
value basis or its performance not primarily evaluated on a fair valus™asi

Due to the application difficulties of the term ‘managed aomtractual yield basis’
discussed above, if the term is retained then more apphagaidance is needed. We note
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that paragraph B12 contains examples of what does and doeeetathe criterion, but that
guidance is not sufficient to explain the principle,lesduidance focuses on scenarios at the
two extremes of the spectrum, e.g. trading versus reggpaying all contractual cash flows
until maturity. We suspect that many business models fakwatiere in the middle between
these two extremes. It is not clear whether the folloygragtices meet the criteria:

* Investment in debt instruments held by a central treagiesation to provide a return
on surplus funds where sale of the instruments may occurtpnioaturity depending
on whether the entity finds alternative investment opportsniégy. business
combinations, or sale due to unexpectedly high operatsts or falling revenues.

* Investment in debt instruments where the entity expedtsltbthe instruments in
order to fulfill insurance obligations, yet, the entitsirgls ready to sell the debt
instrument based on higher than expected levels of claider the insurance
contracts.

* Investments in debt instruments held for long term investmanmoses and primarily
managed on a contractual yield basis but within the tradipgrtment of a bank that
also monitors fair value performance on a secondary {siacluding the
instruments in the reporting of its trading book). Sofmi@se investments may be
sold in certain circumstances based on their fair aduormance, however, the
primary strategy would be to hold the instruments to #sercontractual yield.

» Financial institutions that manage their business et aontractual margin basis
(i.e. net financial asset and financial liabilitiesthex than focus on the gross
contractual yield. An example would be a deposit-takimgricial institution using
the proceeds from deposit taking for mortgage lending.

* Investment in debt instruments where the business unit wilfsénance by selling
the debt instruments to a special purpose entity (SPEgrasf a securitisation. If at
initial recognition it is intended that the anticipatechsfar will result in
derecognition will the entity be able to meet the critefarmanaged on a
contractual yield basis? In addition, if the derecognition guidas subject to
change, will this change impact the extent to which as®gtcost measurement can
apply?

* Management focus on the net (synthetic) post-hedging yi¢herrthan the
contractual yield of the instrument. It is not uncommon wdreentity has issued or
lent fixed or floating rate debt that is hedged witlerast rate swaps (or options) for
management information to focus on the yield that includegffect of hedges. Such
information is not based on the contractual yield of thedwivative debt
instrument that the ED requires.

» Certain entities outsource the investment managementdartctiprofessional fund
managers. The fund manager performance is generally assesadotal return
basis, which may not equate exactly to the contractual peesis.

As stated above, the criterion “managed on a contraciidl lyasis” should be replaced with
“not managed on a fair value basis or its performancemuoiarily evaluated on a fair value
basis” as we believe this will be more operational intgrec

We also believe that the ED is not clear as to whetags of a single financial instrument
can be classified differently based on one part meetingthraged on a contractual yield
basis” criterion and the other part not. For exampis,very common that a lead lender will
originate funds to a borrower with the intention of subipigéting (selling) a significant
amount of the loan to other banks. This is either prea@ted prior to the original lending,
i.e. during the period of the loan commitment, or determatdte date the amount is lent.
This practice will be evident from the entity’s business moéiguming that a loan held to
be sub-participated is not managed on a contractual yieis| ldass this mean that thatire
instrument must be classified as at FVTPL, even thougleditelender does not have the
business objective to sell all of the lending and will regaproportion?
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Debt with incurred credit losses

We disagree that a financial asset that is acquiradiasticount that reflects incurred credit
losses cannot be managed on a contractual yield fas$is. driterion is to be retained we
suggest the IASB reconsider their position on the accountiigdos with incurred losses.
We believe the proposed approach has the effect of diffaceounting treatments depending
on whether the holder has originated a loan or acquirdddhan the secondary market. This
distinction does not exist elsewhere in the ED.

While we accept that the holder of ‘distressed debt’ hapotential benefit of gaining due to
a reduction in the borrower’s non-performance risk, wewethis potential benefit should
not be the reason the holder is deemed not to manage theniestron a contractual yield
basis. The reduction in non-performance risk, therelrg@asing the probability of payment
under the contractual terms, also exists in originated |q@amscularly in cases where the risk
of non-payment is significant at origination.

Certain entities acquire distressed receivables Wwélobjective to maximise the contractual
recoverable cash flows via their perceived better credtipriscesses. Such instruments are
managed on a contractual yield basis, i.e. buying and holkngpposed to buying to sell.
Similarly, if a financial institution is acquired, tteeare likely to be loans within the business
which do have incurred credit losses. The acquirer mélyhaxe the intention to hold the
instrument and receive the contractual cash flows. It doeseem appropriate that the
acquirer should be forced to measure such loans at EY@st the business combination if
the business model is not to sell the loan book.

We also consider that assessing whether an instrumemdwared credit losses is not
practical in some cases. In the cases of an acquisitiarportfolio of assets the incurred
losses may not be specific to an asset, rather thi®lors subject to a portfolio impairment
provision based on statistical default data representingremt but not reported losses. In
such cases, it is not clear whether the ED would reaqllifeans (or none of the loans)
acquired in the portfolio to be measured at FVTPLlnd#/idual loans with incurred losses
cannot be identified.

Further, complexity will be introduced should the IASB puran@xpected loss model for
loan loss impairment as the standard will need tarr@taurred loss guidance in order to
assess the classification of distressed debt. We deetiete retaining two impairment loss
models in the standard, one for loan loss measuremeniproinéial classification, is
necessary or would qualify as an improvement.

If an entity’s business model is to acquire distressbetwlth the objective of receiving the
contractual cash flows on the asset, without the intentioealise any potential improvement
in credit quality through sale, then we believe the gtin be deemed as managing on a
contractual yield basis, and that amortised cost measnt provides meaningful
information.

Basic loan features

To make the principle of what constitutes a basic loairfealearer we would propose that
the first two sentences of paragraph Bl illustraterecimlie (being compensation for time
value of money and credit risk of the borrower) and tiiatprinciple should be separated out
from the remainder of that paragraph. Additionally, the ppiecshould state that the
instrument must not contain leverage, a term which shoutiéfieed in the standard. The
lack of leverage is a principle referred to once inhgs of conclusions in paragraph BC21
and should be made clearer and more prominent in thebadinof the standard.
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Once the principle is established, we believe the remaapplication guidance paragraphs
should illustrate the application of that principle and idelthe examples as previously set
out in paragraph B3. We note paragraph B3 provides exampbesiafloan features and
therefore it would be beneficial for the standard §othat paragraph B3 is not an exhaustive
list of basic loan features. A clear principle, tmeludes reference to leverage, preceding the
list, will make the guidance more operational as terotdncluded in the list in paragraph B3
can be assessed against the principle, not the list.

When assessing the classification of instruments issuad bytity the guidance for applying
the basic loan feature principle should make it cledrithgnot required to look through the
contractual terms of the instrument to the underlying aasetdabilities of the issuing entity,
except for the purposes of identifying credit risk leveragdescribed in our response to
Question 4(b). For example, if an SPE is set up to constrpatticular asset its debt finance
should not automatically be considered as failing thecdaan feature test simply because
the performance the debt is indirectly derived by the pedoom of the asset in the SPE.
Whether an instrument contains wholly basic loan featiaréstermined by assessing the
terms of the instrument only.

We believe some further examples of common instruments shewdded to paragraph B3
to make the application guidance more useful. These shalldie certain:

* Inflation-linked debt

» Interest only and principal only strips
» Dual-currency bonds

» Perpetual debt instruments

The reasons for their inclusion are explained below. laelzelieve that it would be useful to
confirm that the following features in certain cases wadt prevent an instrument from
being analysed as having basic loan features: choicer&etmate of interest, term extension
options and prepayment options triggered on change of controllfduabuld be useful to
confirm that the following instruments do not satisfy theib&an features criterion:
derivatives, inverse floating rate bonds and financialantaes.

Inflation-linked debt

Paragraph B3(iii) refers to “single reference quotediservable interest rate (such as
LIBOR)". We also note in the proposed consequentiainaiments of other standards that
IAS 39.AG99F(c) is amended to make it clear that an iofidinked bond may be measured
at amortised cost provided the principal of the debt is giedefrom erosion by negative
inflation. We agree that such an instrument has baarcfeatures if the inflation linking is
not leveraged and the inflation rate is consistent witll@momination of the instrument. The
example of inflation-linked debt should be included in paiziyizs.

Interest only and principal only strips

Interest only and principal only strips are common, some ofiwdrie prepayable and some
are not. We suggest including a sub-paragraph in parag@agbdsribing the accounting for
these instruments. Our conclusion, based on the principtelaes in paragraph B1 and the
need for a lack of leverage, is that a non-prepayabld fixe interest only strip could meet
the definition of basic loan features as it is merelp@ortising loan. Similarly, a non-
prepayable principal only strip could meet the definition ofdksin features as it is simply
a zero-coupon bond. However, a floating rate interest onfyistnot basic, as it appears to
meet the definition of a derivative. Also, a prepayabledirate interest only strip where
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prepayment on the referenced principal results in the int@ngsstrip terminating for nil
consideration, or a prepayable zero coupon bond where prepaysidig in acceleration of
the principal (i.e. the interest of future periods not yehed) are not basic as the payments
on prepayment are leveraged. Clarification of the applicatitimegbrinciple in paragraph B1
by including these instruments in the list in paragraph B3lavbe helpful.

Dual-currency bonds

Paragraph B2 states that an entity assesses basfeddares in the denomination of the
instrument. With the removal of IAS 39.AG33(c) on dual-enay bonds we suggest this
instrument is included in the list in paragraph B3. Qtise, based on the principle that the
interest is compensation for the principal inherent irirtseument, dual-currency bonds
would not be considered basic as the bond represents @esirdnly strip that is priced off a
notional that is different to the principal of the instruméVith the exception of a non-
prepayable fixed rate dual currency bond, which could be clesised as an amortising loan
and zero coupon bond in different currencies, one would contifatidual-currency bonds
do not have basic loan features.

Perpetual debt instruments

The inclusion of perpetual debt instruments should be addée tst of paragraph B3.
These are common instruments but it is not clear whdtkegrdan contain only basic loan
features. If a non-prepayable perpetual debt instruments@suy in a fixed or floating
contractual interest return (i.e. non-discretionary lerissuer) then would the instrument fail
the basic loan features test as the instrument does ntitines principal repayment? Also, in
the case where the holder has the ability to require tmeviber to prepay, i.e. force the issuer
to repay the notional upon which perpetual interest is bdsed, the instrument have basic
loan features as it has repayment of interest and palrcClarity on the treatment of such
instruments would be beneficial.

Instruments with choice of market rate

Some variable rate debt instruments permit the borrowéer{der) to choose the market rate
on an ongoing basis. For example, at each reset date tbevbiooan choose to pay 3m
LIBOR, or 1m LIBOR. At each payment date the interesth@ debt instrument is reset to a
market rate that will apply for the next period and so oerdfore, at each quarter the
borrower will choose for the next quarter whether it will Bay LIBOR or 1m LIBOR,
payable in arrears. If the entity chooses 3m LIBORntad@ose at the next payment date to
stick with 3m LIBOR or instead pay 1m LIBOR for tBanonths within that next quarter.
This results in an equivalent interest rate that daalve been payable had the entity issued
debt with a 3 month term based on 3m LIBOR, and then dbaséssue debt with a 3 month
term based on 3m LIBOR or a 3m term based on 1m LIBO&nute that paragraph
B3(a)(iii) refers to a “single referenced quoted orestzable interest (such as LIBOR)”. It is
unclear whether the above instrument would be basic alinkés solely to LIBOR which is
a single referenced rate, even though within LIBOR thexerany different frequencies, e.g.
1m, 3m, 6m LIBOR etc.

Some instruments also permit the borrower to choosedetarmined fixed rate of interest
for the remaining term of the loan or for an extendetbddsee also term extension options
below). Guidance as to whether this would represent a loasi feature would also be
beneficial.

Prepayment options
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It is unclear whether the reference to contractual ténats‘protect the creditor or debtor (see
paragraphs B3(c))” in paragraph B1 relates only to prepaypnewisions in paragraph B3(c).
We suspect it does, and if so, it should either be madeecla paragraph B1, or instead
deleted from paragraph B1, and retained only in paragraph.B3(c

Paragraph B3 refers to examples of contingent events ttrait peepayment that protect the
lender. The paragraph refers to ‘taxation, law and siffalgiors’. We believe ‘change of
control’ should be included in the list. It is very commonlénders to be able to elect to
demand early repayment from the borrower in the case whebertteever has a change of
control. This prepayment option protects the investor in the where the acquirer has a
worsening credit quality than the acquiree (borrower) assures the lender can cease its
lending arrangement and not be disadvantaged by the new owtherbafrrower.

In our view issuer prepayment options that are contingettteoantity obtaining new equity
finance or raising cash from the sale of a signifieessiet should not be considered to be
contingent on future events for the purposes of applying paata@a(c). Also, non-
substantive contingent features should be ignored in the ars#ss an instrument for basic
loan features.

Term extension options

Paragraph B3(c) focuses on prepayment options but does ndbregfan extension options.
We presume extension options, i.e. options that permit tinevber to extend the term of the
borrowing at a pre-specified rate(s) (which may or matybe a market rate(s) in the future)
may also be considered a basic loan feature. Instrgmetfit a maturity plus an option to
extend are substantially similar to a fixed term insgntwith an option to prepay. We
suggest paragraph B3(c) includes such terms with the testribat the terms of the debt
instruments following exercise of the term-extension optiastmesult in the instrument
always having basic loan features, i.e. the interelsiviglg the extension could not be linked
say to an equity, commodity price, etc. If the entity caestablish whether the terms of the
instrument following exercise of the term extension optidthcontain only basic loan
features then at initial recognition of the instrumeat thcludes the term extension option
that instrument cannot be regarded as having basic laaurds.

Derivatives

The ED requires an entity to assess whedlidinancial instruments shall be measured at
amortised cost under paragraph 4 (i.e. whether they hawelbasifeatures and are managed
on a contractual yield basis). It is not clear in tre@miody of the standard that derivative
financial instruments in the scope of the standatdHsi criterion.

Paragraph B5 justifies why an interest rate swap, fahwantract or option do not contain
basic loan features. Critical to this conclusion is thatinstrument’s contractual cash flows
are not payments of principal and interest on the princigatanding. We question whether
this statement is equally applicable to a gross settless-currency swap with the gross
exchange of principals at inception and at maturity. We dbeleve it was the intention of
the IASB to permit such derivatives to be measured attesad cost.

To avoid the risk of such an interpretation and to imptbeestructure of the proposals we
suggest the term “non-derivative” be inserted at the st@dragraph 4 as it is only non-
derivative financial instruments that can be measuradhattised cost. Therefore, a
derivative will automatically fall into paragraph 5 to beasured at fair value (with gains and
losses recognised in profit or loss unless prescrilfeshwise by specific rules, for example
hedge accounting). Our proposed drafting is included in Appénhdixhis letter.
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Inverse floating rates

We believe paragraph B3(a)(iii) should also make clearttigainterest rate should be
directional with the amount of principal due or payable. &@ample, a variable return on a
lending will result in the interest due/payable rising wtiee single referenced quoted or
observable interest rate rises (and vice versa).shaald avoid the inclusion of ‘inverse-
floating’ terms being regarded as basic loan featdit@s. clarification would also be
consistent with the IFRS for SMEs upon which the basic features criterion is based

Financial guarantees and loan commitments

Paragraph 5 should be amended to reflect that someiiharstruments that meet the
definition of a derivative (so do not have basic loan fesjuand also are not investments in
an equity instrument areot measured at fair value, specifically written finahgiaarantee
contracts and loan commitments to provide a loan at a balanket interest rate that are in
the scope of IAS 39. Paragraph 5 as currently drafteddwequire issued financial
guarantee contracts and loan commitments that are stctpe of IAS 39 talwaysbe
subsequently measured at fair value. Our proposedrdyadtincluded in Appendix 2 of this
letter.

Furthermore, it is not clear how an entity still hasdbdity to be able to designate a loan
commitment as at FVTPL under IAS 39.4(a) and to designassaed financial guarantee
contract as at FVTPL under paragraph IAS 39.AG4, as thedhie option appears to only
be available for instruments that would be requirdoetoneasured at amortised cost.
Paragraph 9 of the ED needs to be amended to refledbdimatommitments and issued
financial guarantee contracts can also be designatdrRAST PL. Our proposed drafting is
included in Appendix 2 of this letter.

Constant maturity swap bonds

It would be beneficial if the principle, or in the exaewglstates whether a floating interest
can be derived from a single referenced quoted intertesivteere the rate is derived from
instruments with a different term to maturity than itrument being assessed. For example,
the interest rate on a debt instrument that has a Sigmamat origination can be a single
referenced quoted 5-year constant maturity ratefliieecontractual interest rate will be equal
to a yield for a debt instrument that always has 5syeatil it matures). Such a term would
not appear to be basic as the interest rate payableperaitls (except for the first period) is
disconnected with the term to maturity of the instrumerd.Bafieve the intention of the
Board was to permit a floating rate based on the spmtiat is applicable at the date of reset
for the period to the next reset as a basic loan fedtiongever, in other cases like the
instrument described above the guidance is less cleaharaddre clarification would be
beneficial.

Financial liabilities arising from a failed derecognition

It is not clear how financial liabilities arising uponaaléd derecognition transaction should
be classified. Firstly, it is not clear how an enshould assess whether they have basic loan
features and are managed on a contractual yield basmsiwh@any cases the cash flows on
the financial liability are imputed for accounting purposes result of failed derecognition,
i.e. the entity has not issued a financial instrumeather it has failed to derecognise an asset

' IFRS for SMEs paragraph 11.9(iv) states: “some coattiin of such fixed rate and variable rates
(such as LIBOR plus 200 basis points), provided that botfixise and variable rates are positive (e.qg.
an interest rate swap with a positive fixed rate and negedriable rate would not meet this criterion).
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and the recognised financial liability is the contrayetdrthe proceeds received on the failed
sale. This is important irrespective of whether the mtmtederecognition changes.

Under the current derecognition model in IAS 39 there are spegiéis about measuring a
continuing involvement liability which will be retained for early adopter of the
classification and measurement standard or, if followdeliberations, the existing
derecognition requirements are retained. The ED as dnatietd likely result in failure to
meet basic loan features which would require FVTPL Wwigdnconsistent with the objective
of continuing involvement measurement that the sum of thefeniaad asset and continuing
involvement liability shall only represent the net exposunmil&ily, for reverse repos, it is
not clear whether the imputed collateralised lending woulddsrded as having basic loan
features when the interest and principal is imputed fromejh@ contract. It is also of note
that paragraph 24A of the ED @®recognitionstates that if “... an entity measures at
amortised cost a financial asset that it continaegtognise following a transfer, it shall not
apply to the associated liability the option in this Staddardesignate a financial liability as
at fair value through profit or loss”, yet under the clssion and measurement ED the
entity might be forced to FVTPL as the failed salbility fails one of the criteria for
amortised cost measurement.

Question 3
Do you believe that other conditions would be more appropriate to identif dthancial
assets or financial liabilities should be measured at amortised dost? |

€)) what alternative conditions would you propose? Why are those conditions more
appropriate?

As discussed in our response to Question 1, we supptre use of amortised cost
measurement for certain instruments and, as set out iaur response to Question 2, we
believe the requirement for no leverage should be clearén the basic loan features
criteria. Also, “managed on a contractual yield basis” shoulde expressed as “not
managed on a fair value basis or the performance not priarily evaluated on a fair
value basis”. In addition, more specifically, we believeertain financial instruments may
qualify for amortised cost measurement as described in ovesponse to Question 2,
however the ED as currently drafted is not clear. Thesmclude certain: inflation-linked
debt; interest only and principal only strips; and perpetual debt instruments, and also
that prepayments triggered on a change of control of thborrower and term extension
options are basic loan features.

(b) if additional financial assets or financial liabilities would be meaduaeamortised
cost using those conditions, what are those additional financial assitsiocial
liabilities? Why does measurement at amortised cost resulfdmation that is
more decision-useful than measurement at fair value?

As set out in our response to Question 2 we believe thaeasurement at amortised cost
is an appropriate measure for certain investments inidtressed debt where the business
model objective is not to realise the instrument’s faivalue through sale but is instead to
maximise the receipt of the contractual cash flows of thestrument.

Based on our response to Question 4 our proposed changesfie ED would result in
certain investments in contractually subordinated interets (i.e. tranches) qualifying for
amortised cost accounting that would otherwise not qualifyunder the ED as currently
drafted. However, it should be noted that our proposetteatment is consistent with
current IAS 39.
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(c) if financial assets or financial liabilities that the exposure dvaduld measure at
amortised cost do not meet your proposed conditions, do you think that those
financial assets or financial liabilities should be measured at fine? If not, what
measurement attribute is appropriate and why?

Based on our response to Question 4 our proposal would tésin certain investments in
contractually subordinated interests (i.e. tranches) not galifying for amortised cost
accounting that would otherwise qualify under the ED agurrently drafted. However, it
should be noted that our proposed treatment is consistemtith current IAS 39.

As described in our response to Question 2 there arertain financial instruments that
we believe should be measured at fair value where wensider the ED is not clear.
These include: inverse floating debt instruments, dlating interest only strips and
prepayable principal only strips.

Question 4

€)) Do you agree that the embedded derivative requirements for a hyimtichct with a
financial host should be eliminated? If not, please describe any altezratposal
and explain how it simplifies the accounting requirements and how it wopldve
the decision-usefulness of information about hybrid contracts.

We recognise that the requirement to assess and sepaatut embedded derivatives in
financial instruments within the scope of IAS 39 has beea source of complexity. We
support removing complexity if it results in the standardbeing easier to apply and the
financial performance of the entity being more meaningfulnd easier to understand. We
have reservations about whether the removal of the dity to bifurcate an instrument

into an embedded derivative and a host contract will radt in more meaningful
information about financial performance for financial liabil ities due to the requirement
to fair value for own credit risk. We therefore propose retining an option to bifurcate
non-closely related embedded derivatives in financialdbilities until the Board finalises
its approach to fair valuation of own credit risk in liability measurement.

We believe the introduction of the basic loan featuresrizniteind the removal of the
embedded derivative notion will result in a greater nuroberstruments being recognised in
their entirety at FVTPL than under IAS 39 whereby parheffair value gains/losses are
recognised in equity (e.g. available-for-sale debt hastracts) or not recognised at all (e.qg.
amortised cost debt host contracts). We have particulaecoabout whether this outcome
will result in more meaningful financial performancelie case of financial liabilities due to
the requirement to fair value for own credit risls described in our responseGeedit Risk

in Liability Measurementdated 1st September 2009, we consider that a fair value
measurement that includes the fair valuation of own cris#tishould be limited to certain
arrangements and that other alternative measurementdbasdg be sought, e.g. current
measurement with a frozen credit spread. Until theresslution of this important aspect of
liability measurement our preference would to retaendption for an entity to apply
bifurcation of non-closely related embedded derivativemaritial liabilities only in the case
where an instrument as a whole is managed on a contrgeigabasis but fails the basic
loan features criteria.

(b) Do you agree with the proposed application of the proposed classificationagbpr
to contractually subordinated interests (i.e. tranches)? If not, wpptoach would
you propose for such contractually subordinated interests? How is that approach
consistent with the proposed classification approach? How would that approach
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simplify the accounting requirements and improve the decision usefafness
information about contractually subordinated interests?

We do not agree with the classification approach in th&D for contractually
subordinated interests. As discussed below we wouldsiead support a look-through
approach that is consistent with the current treatnent of such instruments when
assessed for embedded credit derivatives under IAS 39.

Look through approach

Although the approach in the ED in accounting for contrdlgtsabordinated interests is a
simplification of the current standard we do not beli¢vesults in an improvement in the
accounting for such instruments. We believe that arstnvent in a tranched note issued by
an entity that invests in cash instruments can quiifgmortised cost accounting if the
business model of the reporting entity is to hold the instntifioe the purpose of receiving its
contractual cash flows and not to realise its fair vétlueugh sale or derecognition. Under
this ED, amortised cost is only permitted if the isstradche is the most senior tranche
which we do not agree with. In addition, we believe #rainvestment in a tranched note that
is issued by an entity that invests in credit derivatifer example synthetic collateralised
debt obligations) or a mix of cash instruments and cdedlivatives of third parties should

not qualify for amortised cost accounting in its emyir&Jnder the ED this would be

permitted for the most senior tranche of the entitiyhiis basic loan features and is managed
on a contractual yield basis, which we do not agree with

Where a tranche(s) is junior relative to other tranemesabsorbs variability that is
significantly in excess of the credit risk associatdth @irect investment in the underlying
assets, for example an ‘equity tranche’, that tranbbald not be considered as having basic
loan features. In some cases it may not be practicétiécholder of a note (including a
tranched note) issued by a SPE to ‘look through’ the ingntito the assets and liabilities of
the issuing entity. In such a case we believe the instrush®uld not qualify for amortised
cost measurement.

We observe that the proposals in the ED could be opsimucturing opportunities that avoid
fair value accounting for any tranched notes. This cbaldchieved by multiple special
purpose entities investing in junior tranches of notes iskoedother special purpose entities
and themselves issuing a single tranche that would g@edithe most senior tranche issued
from that entity and could qualify for amortised castounting if the other criteria were met.

The proposed approach to credit risk also appears awelisiic in that it only allows
amortised cost accounting for the most senior tranoh@e basis that it is the only tranche
not to write credit protection to other tranches. Howeotirer tranches could have very
similar risk exposures and may be net receivers of goealiection when compared to a direct
fully proportional investment in the assets of the issuiigye

Non-recourse lending/borrowing

It is not clear whether non-recourse lending/borrowing dinelrdending/borrowing that is
secured on specific assets would be caught by the subavdinedtriction. We do not believe
the referencing to the same collateral by multiple lendiatsspecifies the subordination of
their claims on the collateral in itself should be congidex breach of the basic loan features
test. The amount or type of security on the lendinghgement affects the non-performance
risk in case of default, but does not impact the contracasdl flows that are due in the
absence of default. This is the case whether the lenderdmasge to no security, specific
security, or has recourse in a winding-up with other geceeditors.
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Pass-through instruments

Where the instrument is a contractual right to cashdlowa specific asset(s) (like in a pass-
through arrangement), as opposed to a right to collatecalse of default by the borrower,
we believe an entity should be required to assess witaheontractual right to cash flows is
on an asset that itself, if acquired directly, woulekeirthe basic loan features criteria. A
purchase of an instrument that gives the holder the rigladb flows on receivables would
be considered basic if the contractual terms of the recewaloé themselves basic if the
purchaser acquired them directly. Similarly, a purch&se instrument that gives the holder
the right to cash flows on say the proceeds from the $al@mperty would not be regarded
as basic as the interest in cash flows is not geneeat@ely from instruments that have
exclusively basic loan features.

Question 5

Do you agree that entities should continue to be permitted to designatmancial asset or
financial liability at fair value through profit or loss if such desigoateliminates or
significantly reduces an accounting mismatch? If not, why?

We agree with the ED that an entity should have the abil to designate at initial
recognition a debt instrument as at FVTPL if it meetsthe requirements for FVTPL. We
believe, though, if the Board’s intention is to reduceomplexity, which we support, our
preference is to make the fair value option unrestrictedWe believe retaining the
accounting mismatch criterion is not necessary. Rathewe prefer an unrestricted fair
value option that is supported with disclosure that explais why the entity has chosen to
designate a particular financial instrument at FVTPL (which may of course include
eliminating or significantly reducing an accounting mismatch. We note that the IASB’s
original fair value option in 2005 was unrestricted, as ishie fair value option introduced
in US GAAP in FAS 159 in 2007.

Question 6
Should the fair value option be allowed under any other circumstancesticsr, what
other circumstances should it be allowed and why?

We believe the fair value option should be unrestricteds detailed in our response to
Question 5.

Question 7

Do you agree that reclassification should be prohibited? If not, in wineamstances do you
believe reclassification is appropriate and why do such reclaasdits provide
understandable and useful information to users of financial statements? ¢idd/you
account for such reclassifications, and why?

We do not agree with the proposed prohibition of reclascation described in the ED.
We believe reclassification should beequired when the business model of an entity
changes causing the classification previously determinddr a debt instrument to no
longer be appropriate. In such a case the instrumerghould be reclassified based on the
business model at the date of reclassification and d@gled disclosures should be provided
as to the change in business model and the impact of tfezlassification.

Based on our view, an instrument with basic loan featilna@t was originally managed on a
contractual yield basis and measured at amortisedvorstl be reclassified to FVTPL when
the business model changed such that the instrument was norwaggeged on a contractual
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yield basis. Conversely, instruments with basic loarufeatthat were not originally managed
on a contractual yield basis and hence measured at FEVAldeild be reclassified to amortised
cost when the business model changes such that the instrimmeonse managed on a
contractual yield basis.

We believe there is a significant difference betweehamge in the business model which is a
matter of fact and a change in management intent mg @ssingle financial instrument or
group of financial instruments. We view the business modepiesent a formally

established business strategy for a business unit that svegmnd implemented by key
management personnel and evidenced with regular reptotkey management personnel
based on the business model's objectives. We would expedeha business model to be
infrequent, require formal approval by key managemersop@el and be evidenced by
changes in the reporting to key management personnel.

Question 8

Do you believe that more decision-useful information about investmesdsiity instruments
(and derivatives on those equity instruments) results if all swestments are measured at
fair value? If not, why?

Yes, we believe fair value is the most decision-usefukasurement attribute for
investments in equity instruments.

Question 9

Are there circumstances in which the benefits of improved decis&miness do not
outweigh the costs of providing this information? What are those circurestand why? In
such circumstances, what impairment test would you require and why?

It is very difficult to perform a cost/benefit analysis todetermine whether the benefits of
reporting fair value exceed the cost of determining fair vala. It is inherently a
gualitative judgement whether the benefit is greatertian the cost. Also, as the cost is
incurred by the preparer, but the benefit accrues to avide variety of third parties, i.e.
the users, a simple comparison cannot be performed. tAbugh we recognise that the
cost of determining fair value may be significant and accesg information that support
assumptions within the fair value calculation may prove ifficult in some cases, on
balance we agree with the ED that it is preferable toemove the fair value exemption for
investments in equity instruments (and derivatives that my require delivery of an
equity investment) as fair value is the most decision eful measurement attribute.

Question 10

Do you believe that presenting fair value changes (and dividends) focyartinvestments
in equity instruments in other comprehensive income would improve fihespoating? If
not, why?

We believe recognising gains or losses in other comprehearesincome (OCI) can be
meaningful, though appreciate that the presentation o©Cl is part of the IASB’s other
project on Reporting Financial Performance which we havreviously commented on.
However, we are not supportive of the FVTOCI category as d@eribed in the ED as we
do not believe it is meaningful to recognise fair value g@s and losses on equity
investments in OCI without subsequent recognition irthe income statement. Although
our preference is for the measurement of investments equity instruments at FVTPL
we believe that, should a measurement category other th&VTPL be retained, like for
the AFS category, dividends on investments in equity siruments are recognised as
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revenue in accordance with IAS 1&evenue and the gain/loss initially recognised in OCI
is reclassified to profit or loss on derecognition of # instrument.

We believe the removal of the AFS category for equity imeests and introduction of the
FVTOCI category as described in the ED is not an imprevenVe believe the effect of
designating as at FVTOCI will in most cases prove satawitve for an entity that in
practice it is unlikely to be used. Should the IASB decidetain a category other than
FVTPL for investments in equity instruments, it wouldd@tter to retain the existing AFS
category and instead focus on what should be the bagistiermining impairment for an
investment in an equity instrument. We do not support theoapprin the ED that attempts to
solve impairment of equity investments by removing the negsstdor impairment by
ensuring either all fair value gains/losses (and divideadsincluded entirely in the income
statement or in OCI. We believe that if a measurer&iggory other than FVTPL is retained
then both dividends and the gain/loss on disposal are néleNarmation for users and we
would not wish to see them removed from the income stateme

If a measurement category other than FVTPL is retaonegreference is that, similar to
current rules on AFS investments, dividends are recognisediesue in accordance with

IAS 18 Revenuand the gain/loss initially recognised in OCI is resildsd to profit or loss

on derecognition of the investment. However, rather than retaiméngxisting requirement in
IAS 39.61 to record an impairment when there is a signifiocaprolonged decline in fair
value below its cost, we would propose an alternagypgaach. In our view, an impairment
should only be recognised (and associated reclassificztmfair value loss from equity to
the income statement) in the case where the investmeanitisng value will be recovered
principally through a sale transaction rather than thraagiinuing use (the same basis as in
IFRS 5.6) or when the instrument clearly has little@walue as demonstrated by severe
financial difficulties of the issuer such as defaulttsrobligations, bankruptcy or liquidation.
The requirements for determining a highly probable saleldhxe based on the same
guidance in IFRS 5.7-10 & 12. In addition, like IFRSHg equity investment’s balance sheet
caption should change to “Investments in equity investnieitsfor sale” and all future
gains/losses should be recognised in profit or loss@@) until derecognition.

Disclosure of FVTOCI

Our proposed approach would also require the amendmdfiR$07.11A(b) to disclose the
reasons why the entity chose the FVTOCI presentatiomattee. In addition, we believe
IFRS 7.11A(b) should be extended to require an entity thodis why it believes FVTOCI is
an improvement when compared to the default measurement oflFRAfitRin addition

explain what additional non-financial benefits the ergiyceives it will achieve from the
investment, this usually being the primary benefit for atsuitigl strategic investment in a
third party. This additional information would allow the us®eunderstand that although the
gains/losses on the equity investment are initiallpgesed in OCI, other gains are intended
to accrue to the entity in the income statement asuét éhaving that investment.

If the ED were to be adopted in its current form wieosé below our suggestions for refining
the guidance to make it more operational in practice.

Definition of equity instruments

The interaction of the definition of IAS 32 and the abildydesignate an investment in equity
instruments needs to be considered. As currently dratfteduld appear that any financial
instrument that meets the definition of equity can =giated as at FVTOCI. We do not
believe this should be the case, nor do we believe thikas tive Board intended. As
currently drafted, a derivative over own equity, for exanaptandalone written call option
from the perspective of the issuer, could be classifgedt FVTOCI for the holder. We
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believe such an instrument is a derivative for the holderttzerefore should be required to be
measured at FVTPL.

Prepaid forward purchase of shares

Contracts that fail to meet the definition of a deriwatibut still meet the definition of equity
of the issuer should not necessarily be available ttebgnated as at FVTOCI. For example,
a prepaid forward purchase of shares (from the perspedtiiie holder) is a right to receive
the issuer’s shares in the future yet meets the defirofiequity for the issuer. Such an
instrument we do not believe is an investment in anteqstrument, rather it is a right to
receive an equity investment in the future.

Puttable financial instruments

We believe a puttable financial instrument that permithtieer to require the issuing entity
to acquire the instrument should not be eligible for FCT@r the holder as the holder has a
right to receive cash flows from the issuer that are nscrelionary from the issuer’s
perspective. However, we believe there are argumendsaui of permitting designation as
at FVTOCI for the holder for a financial instrumenratifrom the issuer’s perspective has no
obligation other than an obligation to deliver to anothaatty a pro rata share of the net assets
of the entity only on liquidation (IAS 32.16A & B), and tbtore isentirely presented as
equity for the issuer. In this case the holder cannot ddrpayment from the issuer other
than at the issuer’s liquidation and therefore hasthersights to cash flows other than a
conventional ordinary shareholder during the instrument'sifitbat the issuer’s liquidation.
Our proposed drafting to amend paragraph 19 is includagdpendix 2 of this letter.

Derecognition of instruments designated at FVTOCI

As the designation as at FVTOCI can be made on an insttloyp@mstrument basis, and
therefore, an entity may have some investments indhreeequity instruments at FVTPL and
FVTOCI, it would be beneficial if the standard providedear basis for determining which
instrument should be derecognised if some are disposed sbamdare retained. If some of
the same equity instruments are derecognised should theresbuttable presumption that
the instruments derecognised are those in the FVTPL portiwlthe FVTOCI portfolio?
This is relevant as this will impact where gains/éssare recognised on the equity
investments that are not derecognised and continue tor hvaliaed.

Question 11

Do you agree that an entity should be permitted to present in oth@rebemsive income
changes in the fair value (and dividends) of any investment in equitynesits (other than
those that are held for trading), only if it elects to do smi#ial recognition? If not,

€)) how do you propose to identify those investments for which presermtadther
comprehensive income is appropriate? Why?

As described in our response to Question 10 we do notpgort the FVTOCI

classification as described in the ED. However, ihe IASB were to pursue a
measurement basis where fair value gains and losses aezognised in OCI our
proposed approach would retain the AFS classification (cluding amendments to the
impairment guidance). Consistent with AFS classificatio, we do not believe that special
rules are needed to identify those investments for whigbresentation in OCl is
appropriate (other than it does not meet the definitiorof held for trading). However,

we do believe that extensive disclosures should bejtéred as described in our response
to Question 10.
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(b) should entities present changes in fair value in other comprekansame only in
the periods in which the investments in equity instruments heeptaposed
identification principle in (a)? Why?

Under our preferred approach, once an entity has chosemw tdesignate at FVTOCI this
classification should be retained. However, as noted our response to Question 10, in
the instance when the entity determines its carrying vak will be recovered principally
through a sale transaction rather than through continung use (as in IFRS 5pr when
the instrument clearly has little or no value as demorgated by severe financial
difficulties of the issuer (including default on itsobligations, bankruptcy or liquidation),
we believe any accumulated loss should be reclassifiedgrofit or loss as an impairment
and all future gains/losses should be recognised in thcome statement along with any
amounts retained in OCI that should be reclassified odisposal.

Question 12

Do you agree with the additional disclosure requirements proposed foegfiat apply the
proposed IFRS before its mandated effective date? If not, what woutdofmse instead
and why?

We agree with the disclosure requirements proposed foragly adopters in IFRS 7.44H,
however, we also believe these should be required fof ather adopters except those
that qualify as first-time adopters of IFRS. We also betive the ED should make it clear
whether early adopters of the proposals would be requickto early adopt the remaining
parts of the replacement to IAS 39 (i.e. impairment, hedgaccounting and scope). We
also believe that entities that choose to early adopt tletassification and measurement
proposals should not be disadvantaged relative to those thehoose to defer adoption
until the mandatory effective date.

Non-early adopters

We believe the disclosures relating to designation and de-désigiof financial instruments
under the fair value option are of particular importancefoexisting IFRS reporters
adopting the proposals for the first time. This is tuthe potential for ‘cherry-picking’ the
application of the fair value option by choosing any date #feedate of issue of the standard
as an entity’slate of initial application(see our response to Question 13).

Early adoption of other replacement parts of the standard

We believe entities that choose to early adopt the dlzesiin and measurement proposals
should not be disadvantaged relative to those that choadgégioadoption until the
mandatory effective date. It is not clear in the ED Wwhaetn early adopter of the
classification and measurement standard would beddcbe an early adopter of the
remaining parts of the project to replace 1AS 39 (i.e. impent, hedge accounting, and
scope) that are expected to be finalised in 2010. Noclisar whether classification and
measurement decisions undertaken prior to the othergfdhs project being complete can
be reconsidered. While we acknowledge that the transitiegalrements of those future
standards are not yet known, it is important that estknow whether they would be forced
to early adopt the other parts of the wider project if #tfeyose to early adopt classification
and measurement. If such a rule is intended, it shouldblde wlear in the classification and
measurement standard, as this may well influence dieision to early adopt the
classification and measurement requirements in 2009¢ylarty, bearing in mind the work
and change to systems that would be required to intragluegpected loss impairment model
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in a short period should the Board pursue such an appt®ach.uncertainties reduce the
appeal of early adoption of the classification and measuntestendard.

If the ED is adopted in its current form we suggest furgfugdance on the application of
paragraph 44H(d) that requires "the amount” of any fimhagsets or financial liabilities that
were previously designated as at FVTPL that are no longgmaésd as at FVTPL. It is not
clear what ‘amount’ this refers to. Is it the cangyivalue before or after the application of
transition requirements, or is it both?

Question 13
Do you agree with applying the proposals retrospectively and the relabpdged transition
guidance? If not, why? What transition guidance would you propose instead and why?

We agree with the principle of retrospective applicationhowever, we have some specific
concerns set out below about the transitional guidancearticularly, the use of the term
“date of initial application”.

Date of initial application

Paragraph 24 of the ED defines the ‘date of initial appiinaés “the date when an entity
first applies the requirements in this [draft] IFR®B’e believe it is not clear what this date
can be. We understand from dialogue with some IASB Boardbees and staff that it was
intended that the date of initial application is any simigite after the issue date of the IFRS.
The final standard needs to be clearer in this réspec

Assuming the date of initial application is any single aditer the issue date of the IFRS we
have the following concerns.

We believe, as a general rule, the date of initial apphicashould be the start of a reporting
period, and only in cases where it is not practical, shawate within an accounting period
be permitted (e.g. for early adopters when the isswealdhe standard is in the current or
comparative period). If it is assumed that the mandajgpiication date for the IFRS is for
annual periods beginning on or after 1 January 2012, the falipiustrates our proposal
(assuming one year of comparatives is required):

o] 31 December 2012 year-end would have a date of initial apphidaeing the
start of a reporting period (either 1 January 2012 or 1 JaQ@dr).
o] 31 December 2011 year-end would have a date of initial apphidaeing the

start of a reporting period (either 1 January 2011 or 1 Ja20410 as it
assumeeitherone of these dates are practical).

o] 31 December 2010 year-end would have a date of initial apphidaeing the
start of a reporting period (1 January 2010) or an alternihting practical
and clearly justified.

o] 31 December 2009 year-end would have a date of initial apphdaeing a
date of its choosing between the issue date of the staadas3il December
2009 as there has not been a start of a reporting peniog thie issue date of
the standard.

To the extent an entity chooses a date of initial apicather than the start of a reporting
period presented then the entity must disclose the reast@imefdate of initial application in
the first year of adoption.

We believe it is reasonable that an entity can saleette of initial application that is the start
of a reporting period (as long as this date is afteisgee date of the standard) as many
entities will not choose to early adopt the classificaiod measurement IFRS until they
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understand the final IFRSs for the other parts of thecephent of IAS 39 (i.e. impairment,
hedge accounting and scope). For example, an early adogyemake its decision to early
adopt classification and measurement in the latterahi@010 once all the IFRSs on financial
instruments are complete. Should the entity decide to &ddepgtandard in 2010, if it is
practical, the date of initial application will be tharstof that reporting period. If it is not
practical, say, because the information is not availaitleaa date, only then can it choose an
alternative date and it is required to disclose theoreé® the date selected. We do not
believe it is reasonable that an entity that chooserezirty adopt, i.e. adopts for the first
time in 2012, can pick a date of transition as far badkre as the issue of the classification
and measurement standard, e.g. quarter 4/2009, and thmarheampracticability exemption
in paragraph 30. We believe our proposed transition regeienwill strike the right balance
at not discouraging early adoption but equally not encouragtitges to select a date that
could be used to cherry-pick fair value option designatamsthe impracticability exemption
in paragraph 30.

Designation at FVTOCI

Paragraph 28 of the ED is clear that designation ofjaityeinstrument at FVTOCI is made
based on facts and circumstances at the date of ajjiication. It is not clear what
relevance the date of initial application has because tlyecontition that could prevent such
designation would be if the equity investment were “heldring”. Yet, the definition of
held for trading (other than for derivatives) refersitoumstances at the date of initial
recognition. Therefore, an assessment based on circurestat date of initial application
does not appear to make any difference to the classificdtibe owvestment in the equity
instrument.

Impracticability to determine amortised cost

We believe paragraph 30 could be clearer. It is our understatigit in accordance with
paragraph 30 if an entity cannot determine amortisedtomsty regard the fair value at the
start of the comparative period, and throughout the peritidtiue date of initial application,
as being its amortised cost. We find it confusing totheé€'... as being its amortised cost”
when the instrument is being fair valued. This confusidibe exacerbated in the financial
statements as the accounting policy applied is amortizgdneasurement, yet it is not
measured during part of the reporting period on that basisould be required that the
accounting policies state clearly the measurement attiibates applied to financial
instruments that ardassifiedat amortised cost but amgeasuredt fair value up to the date
of initial application. The amount of fair value gainses that are included in the financial
statements due to the application of this practical expedi®uld be separately disclosed.

De-designation of hedge relationships

We consider paragraph 31 on de-designating hedge relationships lsbalgdrer. It would

be beneficial if there were some example hedge relationstasipare expected to be impacted
by the new classification and measurement model and the appeapecounting treatment
that results from adopting the new standard.

In a cash flow hedge the underlying cash flows of the hedgediteigenerally not impacted
by the classification of the hedged item. One exceptiononsidered was the forecast sale of
an AFS equity investment that is classified as at GB&€Tunder the new standard and
therefore no longer qualifies as a hedged item as it wibmger impact profit or loss. It is

not clear whether the amount in the cash flow hedge reseretained as the transaction may
still occur (i.e. the forecast sale) or whether theg/liases on the derivative previously
recognised in the cash flow hedge reserve would be restidtethe restatement impacting
current and comparative profit or loss and retained earnidggpresume it is the latter, and if
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so, the scenario seems very unlikely in practice asntiity @ould not choose to designate
the investment as at FVTOCI, rather require it to be FMTto ensure a natural offset with
the derivative.

As all fair value hedge relationships result in the derreatieing FVTPL we would not
expect the accounting for the derivative to be affected tiyange in classification and
measurement. In a fair value hedge the hedged item will eitiméinue to be eligible for
hedge accounting as its measurement has not changede@statontinues not to be
classified as FVTPL in the case of an AFS debt instriitieait is reclassified to amortised
cost) or changes to FVTPL and any fair value hedge adjustmiébe reversed. One area
that we consider could be complex is portfolio fair valuggeeaccounting where some of the
portfolio ceases to be eligible for hedge accounting as twhderew measurement guidance
the instrument is classified as at FVTPL. Guidancham paragraph 31 applies in such
instances would be beneficial.

Question 14

Do you believe that this alternative approach provides more decisefmtusformation than
measuring those financial assets at amortised cost, specifiG@jlin the statement of
financial position? (b) in the statement of comprehensive incomewhgé

We do not believe the alternative approach provides more deston-useful information.
The alternative approach mainly restricts amortised cost tahose instruments that meet
the amortised cost criteria in the ED and are not quoté in an active market. We do not
consider that the latter additional distinction is relevant to classification. Should the fact
that an instrument is quoted in an active market impacthe entity's management of the
asset then this behaviour will already be captured by thamortised cost criteria in the
ED. If an entity intends to manage on a contractual yield &sis then the fact the
instrument happens to be quoted in an active market shad not impact how the
instrument is measured. Also, consistent with our rggnse to Question 10 we do not
support impairment losses being permanently recognised @CI without reclassification
to profit or loss.

Question 15

Do you believe that either of the possible variants of the alternagfipeoach provides more
decision-useful information than the alternative approach and the approach prapdked
exposure draft? If so, which variant and why?

Consistent with our responses to the other questiondave we do not favour measuring
all financial instruments at fair value, even with the dsaggregation of fair value
gains/losses from other gains/losses (such as interestpamment, etc).

Where financial instruments are measured at an amount o#r than fair value the
disclosure of fair value is an important disclosure thatompliments the measurement in
the statement of financial position. We acknowledge thdair value disclosures in the
financial statements are sometimes presented at a latate than the announcement by
the entity of its summary financial performance. We encourag both Boards to work
with securities regulators to ensure that disclosure dair values are sufficiently
prominent in the financial statements and are presentkin a timely manner so to
provide users with a comprehensive picture of financial grformance.
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Other comments

Disclosure of investment in equity instruments designated as at HVTOC

If the Board proceed with the proposed model for designatrgin investments in equity
instruments at FVTOCI we would suggest supplementing theodig@s in IFRS 7.11A and
11B with disclosure of:

. the original cost of each investment (to enable comparigtrfair value at end of
reporting period under 11Ac)
. dividends received in the period in relation to FVTOCI stagents

Clarification of the reconciliation required by IFRS 7.20A

It is not clear what reconciliation of the gain ordas derecognition of amortised cost
financial instruments is required by IFRS 7.20A. Ieeonciliation of the gain/loss on
disposal calculation required as follows:

Proceeds received/consideration paid on derecognition (fesf XI(X)
Amortised cost carrying value at date of derecognition (X)X
Gain/loss on derecognition X

Or, a reconciliation of the gain/loss on derecognition thetriates the amount of the
gains/losses that arise on derecognition and the ambtirg gains/losses that arise from
amortised cost measurement immediately prior to derecognit

Opening carrying value XI(X)
Interest income / interest expense in the period XI(X
Impairment in the period X)
Proceeds received/consideration paid on derecognition XI(X)
Gain/loss on derecognition X

We suggest the reconciliation required by IFRS 7.20A is dezlufor each class of financial
instruments. Otherwise, we do not see how of a reconeilifitiat aggregates assets and
liabilities together, and does not distinguish between éffitetype of assets and liabilities is
that meaningful. The benefit of isolating the gain/losslerecognising amortised cost
financial instruments is to inform the user of the ekte which instruments that are managed
on a contractual yield basis are derecognised prior tmsh@iment’'s maturity.
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Proposed drafting:
4 A non-derivativdinancial asset or financial liability shall (unless gmeph 9

applies) be measured at amortised cost if both ofofl@xfing conditions are met:

(a) the instrument has only basic loan features, and
(b) the instrument is managed on a contractual yield.basis

Paragraphs B1-B13 provide guidance on these conditions.

5 A financial asset or financial liability that dosst meet the conditions in paragraph 4
shall be measured at fair value, except for issueddiabguarantee contracts and
loan commitment measured in accordance with paragrapbsadt (d) of IAS 39
respectivelyChanges in fair value shall be presented in profit s @ other
comprehensive income in accordance with paragraphs 19, 2Pahdan
commitments in paragraph 4(c) apply the measurement requieofgaragraph
47(d) in 1AS 39.

9 At initial recognition, an entity may designate a ficiahasset or financial liability
that would otherwise be measured subsequently at aptbdist, a purchased or
issued loan commitment, or a issued financial guaraaeactas measured at fair
value through profit or loss if such designation elimisatesignificantly reduces a
measurement or recognition inconsistency (sometimes refieriges an ‘accounting
mismatch’) that would otherwise arise from measurirsgtssor liabilities or
recognising the gains and losses on them on different bases.

19 A gain or loss on a financial asset or financalility that is measured at fair value
and is not part of a hedging relationship (see parag&gpHe02 of IAS 39) shall be
presented in profit or loss unless the financial assat investment in agquity
instrumentand the entity elects to present gains and loss#gbimvestment in other
comprehensive income in accordance with paragraph 21. Haglityments for this
purpose include instruments that from the perspective ofsei entirely meet the
definition of equity which are not: a derivative over own equitnon-derivative
right to receive equity in the future; or an instruméat ftontains any obligation to
deliver cash or another financial instrument except agi@share of net assets on
the issuer’s liquidation.
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