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   03.07.2009
Comment letter to the „Exposure Draft on Derecognition (proposed amendments to IAS 39 and IFRS 7)“
Thank you for the opportunity to comment on the Exposure Draft (ED) on Derecognition. In our comment letter we concentrate on the transactions affected by the ED which are most relevant for us. 
We explain why the proposed derecognition treatment is not acceptable from our point of view. You can find our comments and analysis below. If you have any questions, please do not hesitate to contact us. 

The Derecognition ED fails to portray reliably significant part of transactions typical for banking business. This is the area of repurchase and securities lending transactions. Repo transactions constitute major part of banks balance sheets. They provide the basis for monetary policy operations. After changing the current accounting treatment banks` financial statements would be subject of artificial figures and volatility. 

We are not able to comment the ED in its entirety when we perceive that there are basic flaws in it. Generally we do not agree with the IASB interpretation of control over the asset. Therefore we focus on clear explanation of the fact that the control concept was misinterpreted and fails to potray such transactions reliably. We will clarify our standpoint focusing on the repurchase transactions as regulated by TBMA/ISMA Global Master Repurchase Agreement. We would be able to give comprehensive comments only if a new exposure draft was issued from which such mistake was removed. By describing basic flaws which we perceive are in the ED we hope that IASB will be able to develop proper derecognition principles. Our proposal how such principles might work in relation to repurchase and securities lending transactions is given in the final part of the comment letter. 

According to the ED repurchase transactions which involve the transfer of readily obtainable securities are derecognised. The current accounting treatment results from the fact that they constitute collateralised loan transactions. In the accounting theory the current treatment of repurchase transactions has served as a classical example how the Framework “substance over form” principle is applied. We are aware that in the exposure draft for the new Framework IASB proposes to drop explicit mentioning of this principle. However it will be retained indirectly because that exposure draft explains that “substance over form” notion is natural part of the faithful presentation characteristic. We wonder what has changed when such drastic change in the (de)recognition of repo transaction is proposed. Was there a call for changing accounting treatment of repo transaction? We are not aware of any such concerns. The exposure draft does not discuss what the causes of such changes were in relation to repurchase agreements. Only in the BC 61 “the Board recognises that this change will have a major impact on the reported financial position of many entities. Nevertheless, for the reasons set out above, the Board believes its proposal will improve financial reporting”.

We propose that this ED is withdrawn in its entirety.  Our conclusion about it is that for the sake of seeming simplicity of derecognition principles it proposes something which fails to portray major part of transfer transactions reliably. It results in accounting treatment which would be extremely burdensome compared to current straightforward treatment of repo transactions resulting from recognition of collateralised loan relationship. We analyse the difficulties of the proposed treatment and also show the artificial P&L volatility it causes further in the comment letter.

Analysis of accounting treatment relevant for repurchase transaction and securities lending

Our comment fully respects the Framework asset definition that ”an asset is a resource controlled by the entity as a result of past events and from which future economic benefits are expected to flow to the entity”. 

We can also agree with the interpretation of IASB in the BC6 of the ED that “the two essential characteristics of an asset are:

(a) an asset represents ‘future economic benefits’ that ‘are expected to flow to the entity’; and

(b) the right to the expected future economic benefits is ‘controlled by the entity’.”

We can even subscribe to the explanation of control in BC 11 that 

“control is the means by which an entity ensures that the future economic benefits embodied in an item accrue to it and not to others. Hence, to have an asset, an entity must have access to the future economic benefits embodied in that asset and generally must be able to deny or regulate others’ access to those benefits” 

and in BC 12 that 

“control in context of a financial asset means, in general terms, the ability to obtain (access) the future cash inflows of the asset and the ability to restrict others’ access to those future cash inflows”.

Where our opinions diverge is the understanding of the control as regards interpretation of the ability to regulate or restrict others’ access to those benefits. Paragraphs BC46-BC51 explain the IASB thinking in a following way:

· future economic benefits from an asset may flow to the entity in a number of ways, for example by exchanging it, by using it, by distributing it to the owners of the entity,

· if the transferee is free and able to transfer a financial asset in any of these ways it can obtain economic benefits,

· if the transferee is entitled to receive and keep for itself any proceeds from any such potential subsequent transfer it controls the benefits of the asset,

· contractual restrictions on the transferee’s right to transfer a financial asset may have no practical effect if a replacement assets are readily obtainable, 

· the conclusion is that transfer of readily obtainable assets qualifies for derecognition. 

This way of thinking focuses too much on the ability to transfer the asset. However as regards repo transactions the transferor has full access to primary cash flows of the transferred asset and therefore in our opinion is in full control of it. In repurchase transaction all income (interest, coupons, dividend or any other distributions) payments received during the REPO transaction by the purchaser (transferee) are transferred immediately to the seller (transferor). If the repo transaction takes the form of “buy/sell back agreement” the income payments during the period are reflected in the sell back price (adjusted for the interest factor during the time between the payment and the sell back) which results in equal economical effect as normal repurchase transactions have.

The transferee generally does not have any economic benefits connected with the transferred asset. Transferee does not receive or retain any cash flows from holding the financial asset. It is true that transferee can exchange asset or theoretically use it for distribution to the owners. Current accounting treatment is that financial liability measured through profit or loss is recognised in such situation. It faithfully reflects the short risk position which opens only upon disposing of such asset. Unless such moment comes no economic benefits from the asset will flow to the transferee. 

The transferee receives only the cash flows connected with the loan which it provided and which is collateralised by the transferred securities. These cash flows are completely independent of the cash flows coming from the transferred security which are not even retained by the transferee. By economic substance repo transaction can be nothing but a collateralised loan relationship. This is how repos are treated also for risk management purposes both from internal and regulatory point of view.
 

Moreover if repo transactions were derecognised accounting for them would be complicated by many other issues: 

· for the transferor recognition of gain/loss on sale, recognition of derivative,

· for the transferee recognition of day 1 gain/loss, recognition of financial asset, recognition of derivative.   

This would result in recognition of artificial profit or loss items and volatility. This is in sharp contrast with the current accounting treatment which is quite straightforward when only collateralised loan relationship is recognised. To illustrate these issues we use an example.
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Repurchase agreement

· purchase date June 30   2X01

· repurchase date June 30  2X02

· pricing rate 5,5% p.a. (convention act/act)

· margin ratio 1,05

· purchase price = 94 047 619 (= 98 750 000 (see below) / 1,05)

· repurchase price = 99 220 238 (= 94 047 619 × 1,055)

Characteristics of the purchased securities

· government bonds

· nominal value 100 000 EUR

· maturity  September 30  2X11

· coupon paid annually on September 30 

· coupon rate 5% p.a. => coupon accrued for ¾ of the period = 3 750 for 1 bond

· market price on the purchase date = 95,00

· 1 000 pieces of bonds purchased

· market value (including accrued coupon) for all bonds = 98 750 000

· coupon 5 000 000 will be paid during the repurchase transaction, it will be immediately transferred by purchaser to the seller

Seller purchased the bonds in the primary market for the nominal value => no amortisation of initial discount / premium, no transaction costs were incurred initially.

Bonds are classified as measured at amortised cost

· carrying amount on sale date 103 750 000. 

a) Accounting by the seller under new rules

Note: Calculations of the fair values used in the example are in the attached excel file.  
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Sale of the bonds

· loss on sale of the bonds   9 702 381 (= 103 750 000 – 94 047 619)

If such bonds were classified at fair value through profit or loss and remeasured daily, the loss on sale would result from the margin ratio =   4 702 381  (= 98 750 000 – 94 047 619)

Derivative for repurchasing the bonds

Derivative is recognised 

· initial recognition at FV = 4 702 381 (equals the loss on sale when bond is categorised 
in fair value through profit or loss portfolio)

Issues 

-
such derivative will always have non zero initial fair value which is untypical because this in not an option. Can such fair value be recognised immediately in P&L, i.e. is model which uses only market inputs used for valuation of the derivative? Let us assume that yes, also example reflects such positive answer. Otherwise other issues connected with recognition of this difference and related disclosures would arise.

-
how is the coupon received by the seller treated when measuring the derivative? We assume that it is part of the cash flows from derivative because it results from the same contract. Otherwise issues of 
recognition of separate financial receivable would arise.

Initial recognition of derivative 

DR   derivative   4 702 381

CR   gain           4 702 381

Measurement of derivative on December 31  2X01

· fair value 6 830 198  

· gain from remeasuring the derivative = 7 127 817 


(= 6 830 198 – 4 702 381 + 5 000 000 coupon payment received)

Measurement of derivative on June 30  2X02

· fair value  10 538 639

· gain from remeasuring the derivative = 3 708 441 (= 10 538 639 – 6 830 198)

Carrying amount of the bond at initial recognition 109 758 877. 

Impact for financial statements

	Balance sheet June 30 2X01

	Government bond  0 (change - 103 750 000)
	P&L  - 5 000 0000 

	Cash   94 047 619
	

	Derivative  4 702 381
	

	

	Income statement June 30 2X01

	Gain on derivative   4 702 381

Loss on bond sale     -9 702 381


	Balance sheet December 31  2X01

	Government bond  0 (change - 103 750 000)
	P&L   2 127 817 

	Cash  + 99 047 619
	

	Derivative + 6 830 198  
	

	

	Income statement December 31  2X01

	Gain on derivative   11 830 198

Loss on bond sale     -9 702 381


	Balance sheet June 30  2X02

	Government bond 109 758 877 

 
    (change + 6 008 877)
	Retained earnings   2 127 817 

P&L  3 708 441

	Cash  - 172 619
	

	
	

	

	Income statement June 30  2X02

	Gain on derivative  3 708 441


b)
Accounting by the purchaser under new rules 

Purchaser categorises the bonds purchased in fair value through profit or loss category to prevent from accounting mismatch between measuring the bond and derivative.

The issues for the purchaser:

- recognition of 1st day gain on recognition of bonds

- the same issues of recognition of derivative like for the seller

Bonds are initially recognised at fair value 98 750 000. Difference between purchase price 

94 047 619 and FV is recognised as 1st day gain = 4 702 381. 

Loss on initial recognition of derivative at FV = - 4 702 381

DR   loss            4 702 381

CR   derivative   4 702 381

Measurement of derivative on December 31 2X01

· fair value - 6 830 198  

· loss from remeasuring the derivative = -7 127 817 


(= - 6 830 198 – (-4 702 381) – 5 000 000 coupon payment paid)

Measurement of bond on December 31 2X01

-
fair value 103 962 100

· gain from remeasuring the bond = 10 212 100 


(= 103 962 100 – 98 750 000 + 5 000 000 coupon received)

Measurement of derivative on June 30  2X02

· fair value  - 10 538 639

· loss from remeasuring the derivative = - 3 708 441 (= -10 538 639 – (-6 830 198))

Measurement of bond on June 30  2X02

-
fair value 109 758 877

· gain from remeasuring the bond = 5 796 777 


(=109 758 877 – 103 962 100)

Impact for financial statements

	Balance sheet June 30  2X01

	Government bond  98 750 000 
	P&L      0 

Derivative liability  4 702 381

	Cash   - 94 047 619
	

	
	

	

	Income statement June 30  2X01

	Gain on bond   4 702 381

Loss on derivative   -4 702 381


	Balance sheet December 31  2X01

	Government bond  103 962 100 
	P&L   3 084 283

Derivative liability   6 830 198   

	Cash  - 94 047 619
	

	
	

	

	Income statement December 31  2X01

	Gain on bond   14 914 481

Loss on derivative   -11 830 198


	Balance sheet June 30  2X02

	Government bond 0 

Cash  5 172 619
	Retained earnings   3 084 283
P&L  2 088 336

	

	Income statement June 30  2X02

	Gain on bond   5 796 777

Loss on derivative   - 3 708 441


Comparison of P&L impact under current and proposed treatment 

Seller

Data to show current accounting treatment impact

Note: Linear interest accrual is assumed because there is only one interest period, no initial discount / premium. Therefore slight convexity of the interest accrual curve calculated by correct EIR method is negligible for the purposes of this illustration.

	
	December 31  2X01
	June 30  2X01

	Interest income on bond
	2 500 000
	2 500 000

	Interest expense on loan
	-2 586 309
	-2 586 310

	Total P&L
	-86 309
	-86 310









                       P&L impact under the proposed treatment

                       P&L impact under the proposed treatment if the bonds sold were measured 


 at fair value through P&L before the sale

                       P&L impact under current treatment

The P&L difference between those two accounting treatments results from the gap between the carrying amount of the bonds when sold and the fair value of the bonds when repurchased. If the sold bond was measured at fair value through profit or loss the gap is just the difference between the fair values on sale and repurchase dates. The amount of the fair value on repurchase date is random and the space for P&L volatility increases by the length of the repurchase transaction period. 

Purchaser

Note: Under the current accounting treatment interest expense on the loan from seller perspective turns into interest income for the purchaser. Thus the data from the table for the seller are used.  











  P&L impact under the proposed treatment

                        P&L impact under current treatment

There is no final P&L difference between the two accounting treatments. However during the repurchase transaction period volatile remeasurement of the derivative causes some gaps.

We will briefly discuss the issues of derecognition also in connection with securities lending arrangements. The proposed accounting treatment would result in recognising financial assets obtained via securities lending. Borrower of the securities can use the assets as it wishes and therefore, in IASB opinion, should recognise them. (Although the ED does not deal with initial recognition this would result from “symetry of accounting” principle discussed in BC18 and also from other notions presented in the BCs of the ED). 

But against what would the borrower recognise such asset which has to be initially measured at fair value? This is not discussed in the ED. The other side of the entry would probably meet the definition of liability because there is a present obligation arising from past events, the settlement of which will result in outflow of the resources embodying economic benefits (i.e. settlement by returning the borrowed security which during the lending period brings economic benefits in IASB opinion even if income payments are transferred to transferor and transferee has to pay additional fee for the borrowing). Such treatment would artificially blow up the statements of financial positions. Current accounting treatment recognises financial liability measured at fair value through profit or loss against the cash received only in the case the borrowed securities are sold. This faithfully reflects risk positions and does not blow up balance sheets.

Another part of our comment letter relates to the alternative view presented in the ED. In our opinion the proposed alternative contains the clue how the suitable principle for repurchase and securities lending transactions might look like. However we perceive that there is logical contradiction in the way the principal question of the alternative view is described in paragraphs AV30 and AV19.  

The question in AV30 asks:

“Does the transferor have access at present, for its own benefit, to 

 - all of the cash flows 



    or 

  - other economic benefits 

of the financial asset that the transferor recognised before the transfer?” 

If yes, the transferor does not derecognise the asset. 

It means (by applying logical disjunction) that transferor continues to recognise the asset if it has access 

a) to all of the cash flows or

b) to other economic benefits or

c) both to all of the cash flows and other economic benefits.

If we put this in question as regards repo transactions and securities lending the answer to a) is positive and therefore asset continues to be recognised. With this we of course agree. However the way how the question in AV30 is put even the positive answer to the question b) itself would imply no derecognition. And with this we do not agree. And this was probably not the intention of the alternative view either. Therefore we think that the intention was to ask this question with using “and” between the cash flows and other economic benefits (which would be also in line with the paragraph AV19 discussed below). However this is against our opinion about correct derecognition principles.

The conviction of logical mistake is supported by the paragraph AV19 which on the contrary states that entity shall derecognise the asset if it 

“ceases to have present access, for its own benefit, to

  - all of the cash flows

               or

 - other economic benefits of the asset”.

According to this transferor derecognises the asset if it no longer has access 

a) to all of the cash flows or

b) to other economic benefits or

c) both to all of the cash flows and other economic benefits.

Transferor would continue to recognise the asset only if it has access to both all of the cash flows and other economic benefits. This would result in derecognition of repurchase transaction which we strongly oppose.

The way how the issue of repurchase transaction and securities lending might be solved is to ask such question only in connection with the cash flows and not with other economic benefits. However here we are not able to say that such principle would be sufficient to portray all transfer transactions reliably. Such question should be asked in the set of derecognition principle and if the answer is positive the result would be continuing recognition of the assets transferred in repo and securities lending transaction.

When we try to find the correct derecognition principle in connection with repurchase and securities lending transactions in the alternative view it does not however mean that we support the alternative view itself. We just picked up something from the ED text which might, after corrections, work to portray reliably this area of transactions. Another possibility which might lead to satisfactory solution is to retain the current “risks and rewards” test.   

Last comment we would like to give relates to derecognition of held-to-maturity (HtM) investments in connection with repo transactions. We are aware of the plans for cancelling this category. However if derecognition standards with the proposed treatment were effective before the new financial instrument standard regulating the classification becomes effective or if HtM category with its tainting rules was not cancelled many banks would face significant problem. The proposed treatment for derecognition would trigger tainting rules if HtM investments were used as collateral for repo transactions to borrow the liquidity or were lent. This would imply huge consequences for the banks which now use HtM assets as collateral for repo transactions or lend them without derecognising them and without triggering the tainting rules. 

Dec 31  01





July 30  02





2 586 309





3 084 283





5 172 619





5 000 000





10 000 000





 -5 000 000





difference


6 008 877











difference


11 008 877





 5 836 258





7 127 817











-86 309





-172 619





5 000 000





10 000 000





 -5 000 000





-10 000 000





Dec 31  01





July 30  02











10 836 258








� DIRECTIVE 2006/48/EC


Annex VIII Credit risk mitigation, part 3, point 2


Cash, securities or commodities purchased, borrowed or received under a repurchase transaction or securities or commodities lending or borrowing transaction shall be treated as collateral.


Annex VI Standardised approach, part 1, point 88 


In the case of asset sale and repurchase agreements and outright forward purchases, the risk weight shall be that


assigned to the assets in question and not to the counterparties to the transactions.


ANNEX VII Internal ratings based approach, part 3, point 7 


Where an exposure takes the form of securities or commodities sold, posted or lent under repurchase transactions or securities or commodities lending or borrowing transactions, long settlement transactions and margin lending transactions, the exposure value shall be the value of the securities or commodities determined in accordance with Article 74 (the valuation of assets and off-balance-sheet items shall be effected in accordance with the accounting framework to which the credit institution is subject under Regulation (EC) No 1606/2002.) 


This point refers to the IFRS values of securities which under current treatment remain on the balance sheet of the transferee. So at first sight it is not in contradiction with the proposed accounting derecognition treatment. It could be argued that if securities were sold and derecognised then they would just not enter into the exposure (the derivative would). But this would be against the whole concept of Basel II risk treatment (reflecting collateralised loan relationship) and then this paragraph in the Directive itself would have to be amended because IFRS values would no longer be relevant as Basel II concept does not recognise the derivative for repos but connects the exposure with the security sold. Therefore as regards this point it is also well substantiated to say that the proposed accounting change would be incompliant with risk regulatory framework.
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Sheet1

		June 30 2X01

		Bond valuation

						3M		12M		1,25y		2,25y		3,25y		4,25y		5,25y		6,25y		7,25y		8,25y		9,25y		10,25y

						0.25		1		1.25		2.25		3.25		4.25		5.25		6.25		7.25		8.25		9.25		10.25

						5.30%		5.50%		5.55%		5.60%		5.61%		5.62%		5.63%		5.64%		5.64%		5.65%		5.65%		5.6587%

		long positions				5,000,000				5,000,000		5,000,000		5,000,000		5,000,000		5,000,000		5,000,000		5,000,000		5,000,000		5,000,000		105,000,000

		PV				4,934,616				4,673,553		4,423,094		4,187,247		3,963,226		3,750,479		3,548,482		3,359,032		3,177,215		3,007,303		59,725,752

		fair value		98,750,000

		Derivative valuation

		long positions				5,000,000				5,000,000		5,000,000		5,000,000		5,000,000		5,000,000		5,000,000		5,000,000		5,000,000		5,000,000		105,000,000

		PV				4,934,616		0		4,673,553		4,423,094		4,187,247		3,963,226		3,750,479		3,548,482		3,359,032		3,177,215		3,007,303		59,725,752

		short positions						-99,220,238

		PV						-94,047,619

		fair value		4,702,381

		December 31 2X01				6M		9M		1,75y		2,75y		3,75y		4,75y		5,75y		6,75y		7,75y		8,75y		9,75y

		Derivative valuation				0.5		0.75		1.75		2.75		3.75		4.75		5.75		6.75		7.75		8.75		9.75

						4.30%		4.40%		4.55%		4.60%		4.62%		4.63%		4.63%		4.64%		4.64%		4.65%		4.65%

		long positions						5,000,000		5,000,000		5,000,000		5,000,000		5,000,000		5,000,000		5,000,000		5,000,000		5,000,000		105,000,000

		PV						4,840,271		4,625,439		4,418,327		4,220,995		4,032,765		3,854,311		3,681,377		3,518,136		3,359,323		67,411,157		103,962,100

		short positions				-99,220,238

		PV				-97,131,902

		fair value				6,830,198

		Bond valuation

		fair value		103,962,100

		June 30 2X02

		Bond valuation

										0,25y		1,25y		2,25y		3,25y		4,25y		5,25y		6,25y		7,25y		8,25y		9,25y

										0.25		1.25		2.25		3.25		4.25		5.25		6.25		7.25		8.25		9.25

										4.20%		4.20%		4.20%		4.20%		4.20%		4.20%		4.20%		4.20%		4.20%		4.20%

		long positions								5,000,000		5,000,000		5,000,000		5,000,000		5,000,000		5,000,000		5,000,000		5,000,000		5,000,000		105,000,000

		PV								4,948,046		4,749,363		4,557,930		4,374,213		4,197,901		4,028,696		3,866,311		3,710,471		3,560,913		71,765,035

		fair value		109,758,877

		Derivative valuation

		fair value		10,538,639






