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Dear Board Members,
Re: Exposure Draft ED/2011/01 Offsetting Financial Assets arféinancial Liabilities

Deloitte Touche Tohmatsu Limited (DTTL) is pleased to oespto ED/2011/Dffsetting Financial Assets
and Financial Liabilities(the ‘exposure draft’ or the ED).

We support the efforts of the IASB and FASB (together, Bbards’) to converge presentation requirements
for offsetting of recognised financial assets and recegdrfisancial liabilities, including derivative
instruments (hereafter referred to as financial assad financial liabilities) to resolve the current sigaiht
presentation differences in statements of financial ijposgrepared under U.S. GAAP and IFRSs. We also
agree with the Boards’ conclusion that better companahiiit be achieved if application of the new
offsetting model is made mandatory and not elective.

The Boards have concluded that the presentation of gnomsnas of financial assets and financial liabilities
generally provides more relevant information than a neteptation and that a gross presentation aligns more
closely with the Conceptual Framework’s emphasis on giayiusers with information about the reporting
entity’s future cash flows. We agree with this conclusion.

We also observe, however, that during the Boards’ outreffatts, users expressed a view that both gross
and net information is useful and necessary for amggyfmancial statements. We therefore encourage the
Boards to explore a linked presentation model as set éytpandix B to this letter where a right of setoff

will occur only upon a party’s failure to pay or deliverc{irding in bankruptcy or insolvency), either because
(1) the right is conditional or (2) the right is unconditioloal the entity otherwise does not have the intent to
invoke such right except upon default. In such instances, hexda linked presentation may better meet the
needs of users. Under this model, financial assets @aaudcfal liabilities would continue to be offset when the
criteria in the ED are satisfied. However, financiaets and financial liabilities that do not meet botkthef
proposed offsetting criteria, but that are subject to dlfegaforceable right of set-off in the event of a
counterparty’s failure to pay or deliver (including in bargicy or insolvency) would be displayed together,
with a net subtotal, on the face of the statement ahfifal position. Thus, cash flow and credit risk
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information would be displayed with equal prominence orfdbe of the statement of financial position. The
presentation of credit exposures in the statement of fimlgmasition provides an additional indicator of the
uncertainty of the entity’s cash flows, and thus is @iast with the conceptual framework.

Appendix A below contains our detailed responses to the ilXstions, and Appendix B highlights
significant other comments on the ED

If you have any questions concerning our comments, pleasectdf@ronica Poole in London at +44 (0) 207
007 0884 or Robert Uhl in the United States at +1 203 761-3152.

Sincerely,

Veronica Poole
Global Managing Director
IFRS Technical



Appendix A — Responses to Questions

Question 1 — Offsetting Criteria: Unconditional Right and Intéion to Settle Net or
Simultaneously

The proposals would require an entity to offset a recognised financidlas$@ recognised
financial liability when the entity has an unconditional and legally enforcaadihé to set off the
financial asset and financial liability and intends either:

(a) to settle the financial asset and financial liability on a net basis
(b) to realise the financial asset and settle the financial liabsityultaneously.

Do you agree with this proposed requirement? If not, why? What critengdwou propose instead,
and why?

Response:

We agree with the proposed offsetting criteria in ppiec However, as discussed below, the boards
should provide additional implementation guidance andilitisns in the final standard to clarify
how the offsetting criteria should be applied in tH®feing circumstances.

Settlement Mechanisms
Net Settlement through Cash Collateral

Many clearing houses require their members to provide theimehouse with cash collateral equal
to the sum of the fair values of the instruments. Cadlateral is payable to or receivable from the
clearing house depending on whether the total net fair wdlagnember’s positions is negative or
positive. Collateral is posted every day on the bdadiseofair value of the instruments at the close of
the previous day (in addition, an initial margin is ajemerally required to be posted to cover intra-
day price fluctuations. In most cases, on the contrbsttidement dates of individual derivative
instruments (e.g., on the quarterly payment dates ina$e @f an interest rate swap that settles each
guarter), amounts in the cash collateral account acktaszettle the contract (i.e., separate gross
payments are not exchanged between the clearing house namdldée clearing house). In other
words, on each settlement date, the cash collateratat is net settled against the contractual
amounts owed or receivable for the derivative contréletsefore, as of any given settlement date,
the outstanding amount not net settled is the difterdretween the carrying value of the collateral
account and the sum of the fair values of the instrasnéy the maturity of all of the contracts, the
collateral account will be zero because the sumeofdn values of the contracts will equal the
collateral account of zero.

As proposed, paragraph C14 of the ED prohibits margin accandteollateral obtained or pledged
from being offset against recognised financial assets ardiabliabilities. We do not believe that

the Boards' rationale for prohibiting such offsetting jussifthe creation of a special exception to the
proposed offsetting criteria (i.e., the special ruted prohibit offsetting margin accounts and
collateral even if the offsetting criteria are othsensatisfied). We believe that if margin accounts or
collateral obtained or pledged meet the proposed offsettiggia, those amounts should be offset
against the related financial asset and financial ligbHor example, a cash collateral account,
which is merely a financial receivable from or a finahpayable to the counterparty, may meet the
requirements for offsetting and, therefore, an estityuld be permitted to offset such amounts.



In order to avoid diversity in practice, the final stard should provide implementation guidance
that clarifies when an entity is required to offsetlceollateral receivables and payables between
clearing houses and exchanges and their members.

Simultaneous Settlement

Paragraph C12 of the ED states that “[s]imultaneoules®nt of two financial instruments may
occur through, for example, the operation of a clednogse in an organised financial market or a
face-to-face-exchange”. It could be inferred through tfere@aces to an ‘exchange’ and ‘clearing
house’ that transactions settled on an exchangeaurghra clearing house always meet the
simultaneous settlement criterion (even though thexg lme some period of time between settlement
payments due to the mechanics of the exchange or clderusg), however this is not made clear by
the ED. In particular, it is not clear whether ssttént of financial instruments via an exchange or
clearing house which settles multiple transactions iohgat could meet the simultaneous settlement
requirement. Similar concerns could exist for settleserecuted through accounts at a central bank
in certain jurisdictions.

The Boards should perform additional outreach with exgba and clearing houses as well as other
interbank settlement networks to gain a better undernsigiiod the mechanics of their settlement
procedures, assess whether the simultaneous settlsgeimement is operational in practice, and
determine the extent to which clarification of theemion in paragraph 6(b)(ii) is necessary. Further,
the Boards should provide implementation guidance thatralies how transactions settled on an
exchange or through a clearing house may or may nottheeimultaneous settlement criterion.
Resolution of this issue is particularly important beeattgrent practice is diverse, and offset is
often applied to instruments settled with exchanges arinlg houses that settle multiple
transactions in batches as the entity’s credit nsls@ich transactions may be negligible.

Partial Rights of Offset

The Boards should also clarify how the ED’s offsettiniteria would apply to financial assets and
financial liabilities that are subject to periodic setimts (e.g., certain types of commodity
derivative instruments that require settlement on a nfpbesis on the basis of an observable index
or interest rate swaps).

Paragraph 6 of the ED refers only to offsetting a “recsgghfinancial asset and a recognised
financial liability”. It does not refer to offsettingoptions of these financial instruments, which
implies that the unit of account for offsetting is grire financial asset or financial liability.
Paragraph 10(b), however, indicates that the righed may apply to “all or a portion of an
amount”. The Boards should reconcile these statemetite final standard and provide additional
clarification. It also would be helpful if the Boardere to provide implementation guidance or
illustrations that address how the offsetting guidance dvapply to the following scenarios:

» Scenario 1— An entity has two 12-month derivative contracts (kn@s calendar year
strips), with the same term, outstanding with theesaounterparty. Each contract requires a
monthly contractual settlement that is based on thexiprice of natural gas at location X for
a given month. The entity intends to settle on aasts the monthly cash flows arising from
each monthly settlement of the contracts (actual aohial cash settlements occur on the
same date).



At the end of the reporting period, Contract A is in & g@sition (i.e., it is a derivative
asset) and Contract B is in a loss position (i.gs, a derivative liability). Under the proposed
guidance, it is unclear whether an entity should offsetfair values of the two derivative
contracts outstanding on a contractual settlemei fias, view each of the remaining
periodic settlements as a separate unit of account stbjeffset) or whether offsetting
should be performed for the entire term of the confiiae, only the fair value of Contract A
and Contract B, representing the aggregate present Vallduwure settlements, would be
offset as of the reporting date). How the entity i€ dbloffset these instruments will affect
the amount of net derivative assets and net derivastdities that may be recorded, since
each forward contractual settlement may be in a gasitipo or a loss position depending on
the shape of the forward curve of the underlying index.

» Scenario 2— In addition to the facts in Scenario 1 above, asghatehe actual cash
settlement (amount paid or received) for each contrbestétitdement period occurs the month
after the settlement date. Therefore, as of any giporting date within the term of the
contract(s), an entity may record two amounts: (Ia@et receivable or trade payable for the
settled portion of the contract(s) and (2) the faiugéd) for the remaining unsettled
contractual payments. (Depending on the response to #cénéne fair values could either
be a single amount for each contract or multiple arnt®representing each future
settlement.) It is unclear from the ED whetherehgty is able to offset the settled portion(s)
(i.e., trade receivable/payable) against the fair vaflbe remaining unsettled portion(s) of
the contracts for presentation purposes.

» Scenario 3— Assume facts similar to those in Scenario 1 abexegpt that Contract A has a
six-month term and Contract B has a twelve-month {exgn, January—June 20X1 for
Contract A and January—December 20X1 for Contract B)othlr contractual terms remain
the same (e.g., monthly settlements, underlying settleimegx). It is unclear whether an
entity is required to offset the six months of Corttiaevith the first six months of Contract
B (or the entirety of both contracts or no portionshef contracts) for presentation purposes.

We believe it is critical that the Boards provide dieation on application of the offsetting criteria

to these fact patterns because contracts having neusgpilements (e.g., commodity derivatives,
interest rate swaps, and cash instruments for which ampaid, received, or both are based on
different rates/indices) are commonly encounteredaectmre. In addition, if, on the basis of the
scenarios above, the Boards conclude that offsettipgrfermed for the entirety of the contract
(rather than for each periodic settlement), the 8®arould also need to address how an entity that
presents a ‘classified’ statement of financial positi@uld classify such amounts. That is, for long-
dated contracts containing periodic settlements, isritieedair value presented as a long-term asset
or liability, or should a portion of the fair value beegented as a short-term asset or liability?



Question 2 — Unconditional Right of Set-off Must Be Enforcealih All Circumstances

It is proposed that financial assets and financial liabilities must [sewifi, and only if, they are
subject to an unconditional and legally enforceable right of set-off. Tdmopals specify that an
unconditional and legally enforceable right of set-off is enforceabld mralmstances (i.e., it is
enforceable in the normal course of business and on the default, insolvdranykouptcy of a
counterparty) and its exercisability is not contingent on a future eilZenyou agree with this
proposed requirement? If not, why? What would you propose instead, and why?

Response:

We agree that an entity must have an unconditionalesgadly enforceable right of set-off to offset a
financial asset and a financial liability. We also agres the right of set-off must be legally
enforceable in all circumstances. We note that theéagnae could be further clarified by noting that
procedural requirements within the control of the repgréntity do not cause a right to be
conditional.

Question 3 — Multilateral Set-off Arrangements

The proposals would require offsetting for both bilateral and multilatetab8earrangements that
meet the offsetting criteria. Do you agree that the offsettiibgrier should be applied to both
bilateral and multilateral set-off arrangements? If not, why? What woulgyapose instead, and
why? What are some of the common situations in which a multilateralofiglet-off may be
present?

Response:

We agree that the offsetting criteria should be appdidabth bilateral and multilateral arrangements.
We also believe that for multilateral arrangemetfis,right of set-off must be explicitly designated
in a formal agreement between all parties. We undetdtaat although offsetting of multilateral
arrangements is not a common practice, such arrangemantarise as part of certain tax planning
strategies.

Question 4 — Disclosures

Do you agree with the proposed disclosure requirements in paragraphs 11-152nlfiy®tiow
would you propose to amend those requirements, and why?

Response:

We support the Boards’ efforts to require entities to prodidelosure that responds to financial
statement users’ desire for information about net teeghosures. However, we have significant
concerns about certain aspects of the ED’s proposeosliselrequirements. Many of these
concerns arise from uncertainty about whether cetyames of instruments or arrangements fall
within the scope of the proposed disclosures. It would lpihéf, in addition to responding to
some of the specific scoping questions noted belowjrthedtandard provided more clarity on the
Boards’ underlying objective and framework with respect tdigslosure requirements. For
example, is the objective to show the entity’s metlit exposure for all of its financial instruments or
only those subject to offsetting and related arranger®&itsilarly, if certain instruments also have
financial guarantees, should the existence of those geasaalso be included in the disclosures to
6



provide a complete picture of the entity’s credit expoBudtiso, we encourage the Boards to
continue to solicit feedback from users and preparersdiegavhether the benefits of certain
disclosures outweigh the costs and operational challexigesviding those disclosures. In
particular:

» The Boards should determine how the proposed disclosureeneguts will interact with
existing disclosure requirements in IFRSs and U.S. GfaaRredit risk, collateral and
derecognition. For example, IFRS-ihancial Instruments: Disclosuredready requires certain
guantitative disclosures of the amount of credit risthatend of the reporting period (paragraphs
36—38) as well as disclosures about collateral and dereay(paragraphs 13-15) of financial
assets. In addition, it is unclear in the ED whetreentity that continues to recognise a ‘failed-
sale’ asset (i.e., the asset does not meet the deregongeijuirements in IAS 3Binancial
Instruments: Recognition and Measurememtd a corresponding liability to the counterparty is
required to disclose the ‘collateralised borrowing’ha tabular disclosure proposed by
paragraph 12 of the ED.

» Paragraph 12 of the ED requires disclosures to be providedalsyg @f financial instruments’.
However, the ED does not indicate whether the defmibf ‘class’ is consistent with the
definition used in IFRS 7 and in the Boards’ fair value sueament project (e.g., proposed ASC
820-10-50-2¢ in the FASB’s exposure drafair Value Measurements and Disclosu(ssued
June 29, 2010)). To avoid diversity in practice, the Boards dlutadify whether the definition
of class, as used in the ED, is consistent withdkatl in other accounting standards and at what
level of granularity the definition should be applied égithat, in practice, credit risk
management systems often operate at a differentdégeanularity from that used in
measurement).

* We question the usefulness of requiring separate coluns@oslire (proposed in paragraph
12(b)(ii)) of the portfolio-level credit adjustment feach class of financial asset and financial
liability. The Boards should solicit feedback from prmegpa and users regarding the costs and
benefits of providing this information. If this disclosueguirement is retained in the final
standard, the Boards should clarify their rationale aodiiythe illustrative tabular disclosure in
paragraph IE1 to show the portfolio-level credit adjustsen

» Paragraph 12(d) requires an entity to disclose the amééinaacial assets and financial
liabilities with a conditional right of set-off “sepately by each type of conditional right” in the
tabular disclosure. It would be helpful if the exampl@aragraph IE1 illustrated the disclosure
for an entity with more than one type of conditioright of set-off.

» Itis unclear from the proposed disclosure requirenreparagraph 12(f) whether the disclosure
of ‘collateral held’ is meant to include collateraldhéut not recognised or whether the
disclosure is limited to collateral that is held ancbgnised. For example, in certain situations,
an entity (i.e., the obligor) may post collateral ireatricted account that is only available to the
creditor in the case of default. It would be helpfuhi# Boards were to clarify whether collateral
that is held (but not recognised) is required to be includéekiproposed tabular disclosure.

» Paragraph 15 of the ED should more clearly indicate \ahesntity is exempt from the proposed
disclosure requirements. We believe the Boards expatieeio provide such disclosures if they
hold financial assets or financial liabilities that nteysubject to a ‘conditional’ or an

! FASB Accou nting Standards Codification Topic 820, Fair Value Measurements and Disclosure.



‘unconditional’ right of set-off. If this is the Bods’ intent, paragraph 15 could be clarified as
follows (changes are underlinedhas no financial assets and financial liabilitieshee reporting
date that are subject to a right of set-off, conditi@malnconditionaland the entity has neither
obtained nor pledged”. . .

Question 5 — Effective Date and Transition

(a) Do you agree with the proposed transition requirements in Appendia® ivhy? How would
you propose to amend those requirements, and why?

(b) Please provide an estimate of how long an entity would reasonably régjuinplement the
proposed requirements.

Response:

We agree that the final standard should require retragpexiplication for all comparative periods.
However, we encourage the Boards to perform outreathtiagt preparer community to assess what
system and operational changes might be necessitated pyoposed presentation and disclosure
requirements and ensure that sufficient transition npeovided to allow preparers to enact such
changes. In addition, we believe that in some jurtszhs the proposed requirements could
significantly affect entities’ capital ratios (e.fpyerage ratio) as computed under existing regulatory
requirements. We encourage the Boards to provide an addacaagition period (with early adoption
permitted) that will enable regulators in those jurigdits to modify their rules in response to the
new accounting standard before entities are requirecbiat &d

Furthermore, we believe that the guidance in the §taidard should have its own transition
guidance that is independent of (i.e., not linked to) amy&nadoption of any other standard. This
might most easily be accomplished by issuing the firzaddsird as a separate IFRS (and not as an
amendment to IFRS 7, IFRSFhancial Instrumentsr 1AS 32).



Appendix B: Other Significant Comments
Linked Presentation

We believe that the Boards should explore a linked prasen model for certain financial assets
and financial liabilities that do not meet both of the'€affsetting criteria.

Under such an approach, financial assets and financiditiegothat meet both of the proposed
offsetting criteria in the ED (i.e., unconditional dadally enforceable right of set-off and intent to
settle net or simultaneously) would be offset and ptedemet on the statement of financial position.
If the proposed offsetting criteria are not met, tharicial asset and financial liability would be
presented gross on the statement of financial poskioancial assets and financial liabilities that do
not meet both of the proposed offsetting criteria, bait &éine subject to either (1) a conditional right
of set-off in the event of a counterparty’s failure tg padeliver (including in bankruptcy or
insolvency) or (2) an unconditional right of set-offi@ve there is no intention to settle net or
simultaneously in the ordinary course of business, woultidpayed together, with a net subtotal,
on the face of the statement of financial positiore Tiked presentation approach continues to
show gross amounts in a manner consistent with thefloags emphasis of the conceptual
framework but also displays information about the e'stiyet credit exposures with equal
prominence on the face of the statement of financisitipo.

We believe that an entity’s use of a linked presentatimuld not depend on whether an entity
intends to settle such financial assets or financibiliti@s net or simultaneously in the ordinary
course of business because, in the case of the amalitights in question, if the right of set-off
were ever triggered (e.g., upon bankruptcy or default ofde@terparty), an entity would avail itself
of its legal rights to offset to minimise its econarasses. An entity would also avail itself of these
rights in scenarios where the right to set-off isamditional but an entity does not have the intention
to settle net or simultaneously in the ordinary courdausiness except upon default.

Were the Boards to pursue this proposal, they shouldd=msi

« whether linked presentation could be applied to multilamratracts when there is an
agreement in place that clearly establishes a ledatlfiog the debtor to offset the amount due
from a third party against the amount owed to a creditor;

« whether the application of linked presentation should &edatory or elective; and

« appropriate disclosures supporting linked presentation. Fomgeathe tabular disclosure
requirements proposed by paragraph 12 of the ED would needatmdnded to require
disclosure of amounts subiject to linked presentationcmnale to an entity’s net credit
exposure as reported on the statement of financialiqrasit

Impact on Other IFRSs
The IASB should consider whether conforming amendmentsligiive made to offsetting guidance

in paragraph 71 of IAS 1thcome Taxeand paragraph 116 of IAS Eimployee Benefitsecause
both IASs specifically note that the offsetting guidaim those standards is similar to that in IAS 32.

Amendments toFASB Accounting Standards Codification

. Paragraph 22 in Appendix D of the FASB'’s exposure @alance Sheet, Offsettirfthe
“FASB ED”) proposes to delete guidance related to presentaficonstruction liabilities in
ASC 910-405-45-1 and 45-2, thus elimimgtthe requirement to offset advances that are
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payments on account of work-in-progress against the dedesiset. It is unclear why this
proposed amendment is being made in conjunction withEnbe€ause the scope of the FASB
ED is limited to “all financial assets and derivativeeds . . . and financial liabilities and
derivative liabilities”. However, (1) it is debatable ether the related asset would be
considered a financial asset and (2) the obligation assdaidth the advance received is not
considered a financial liability since the obligation iss$eed by the future performance of the
entity. We encourage the FASB to reconsider and elimitaé proposed amendment. If the
FASB determines to retain the proposed amendmentatisoum, it should provide its
rationale in the final standard’s Basis for Conclusiand clarify whether the guidance in ASC
912-310 is affected similarly. The Boards also should conbole these proposed
amendments to the Codification will interact witle froposed guidance in paragraph 64 of the
exposure drafRevenue Recognitigissued 24 June 2010).

On the basis of the proposed amendments to the Gadificin Appendix D of the FASB ED,
it appears that the Master Glossary section of ASC 2MHPGontinue to retain the definition
of “repurchase agreement” and “reverse repurchase agréelierrecommend that since the
FASB ED proposes to delete the paragraphs (e.g., ASC 210-20-05A8L 210-20 that
refer to those definitions, the FASB should either teéetlieese definitions from ASC 210-20 or
move them from ASC 210-20 to the glossary section ofrendZodification subsection where
these terms are used.

The FASB should make conforming amendments to other Caitilifit topics that may be
affected by the proposed amendments to ASC 210-20. For exampl

0 ASC 815-10-50-4B(a) requires an entity to disclose gross amotidesivative assets and
derivative liabilities “even when those instrumermnts subject to master netting
arrangements”. If the FASB ED is finalised in its catrform, the reference in ASC 815-
10-50-4B(a) to master netting arrangement will be redunda&atibe paragraph 8 of the
FASB ED specifies that instruments subject to rightsetoff granted by master netting
arrangements would not qualify for offsetting and would HaJge presented gross.

0 ASC 820-10-50-3 states that disclosures required by ASC 820-10-50u2(@gh 50-
2(bb) are presented “on a gross basis” and the disclomgeised by ASC 820-10-50-2(c)
and 50-2(d) can be presented “on either a gross or a net bethe FASB ED is finalised
in its current form, the FASB should amend ASC 820-10-50€3aafy how such
disclosures should be presented.
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