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November 10, 2009

European Financial Reporting Advisory Group
35 Square de Meeûs
B-1000 Brussels 
Belgium 
Comments on EFRAG’s Assessments on  the Draft endorsement advice and effects study report on IFRS 9 Financial Instruments. 

Financial instruments are the basis of our business. Any change to the accounting for these instruments has fundamental and severe effects on our financial reporting, hence potentially on our business models in as much as corporate behavior is influenced by financial reporting. 
We supported the initial request of the Ecofin Council to “resolve the level playing field issue regarding available-for-sale debt instruments“. Indeed, the decision of the IASB not to align on the US GAAP FSP FAS 115-2, FAS 124-2: “Recognition and Presentation of Other-Than-Temporary Impairments” has created a competitive disadvantage between IFRS and US GAAP preparers. Nevertheless, this divergence in the accounting framework is especially critical in times of a financial market crisis and we consider that there is currently no longer an emergency to solve it since financial markets have returned to normal conditions. 

Therefore, while we agree with the need for an amendment of the standard, we do not necessarily concur with the objective to achieve this “by the end of 2009”. 

We also agree with the IASB on the need of an indepth revision of IAS39. The recent financial crisis has highlighted the drawbacks of an extensive use of fair value accounting for financial instruments. We strongly feel necessary to develop an accounting standard that addresses requirements expressed by the G20 to “improve standards for the valuation of financial instruments based on their liquidity and investors’ holding horizons” and “for valuation uncertainty”. In that respect we also agree with the ”guiding principles for the revision of accounting standards for financial instruments” issued by the Basel Committee on Banking Supervision which recognizes “that fair value is not effective when markets become dislocated or are illiquid”. 
This revision of the accounting standard is also an opportunity to develop a new hedge accounting model and solve the carve out issue. 

We are however concerned with the decision of the IASB to split the project into several steps : 

1. Classification and measurement of financial instruments (excluding financial liabilities) 

2. Financial liabilities, including the own credit risk issue
3. Impairment
4. Hedge Accounting 

We believe all those issues are interconnected. For example, the decision to use the fair value option depends on the ability to apply hedge accounting.  A decision taken at one step will preempt the debate for the next steps. 
We believe that the approach to provide a well thought through single comprehensive standard to deal with all the issues in one step is much more appropriate. 

Technical issues with the proposal 

While using the business model criteria, which we support, the standard continues to have severe deficiencies and does not provide a relevant representation of the performance of financial institutions in many instances. 
The business model criteria should definitely and completely prevail over the characteristics of the instruments to determine the appropriate measurement basis and it should provide an appropriate reporting framework adapted to the various financial activities that use financial instruments on a cash flow basis (Banks excluding trading activities, insurance companies excluding unit linked contracts, corporate treasury departments…). 

We disagree with the IASB’s decision to retain the fair value through the profit and loss measurement basis as a measurement by default. Fair value through profit and loss is an appropriate measurement basis only when the instruments are managed based on their value and when this value is realizable (liquid instruments trading activities). 

The proposed standard would result in measuring at fair value through profit and loss some financial instruments that are not used in a trading business model because they would not be eligible for the amortized cost measurement.
We believe the trading model should have been described as a business model and that some plain vanilla derivatives used to hedge the banking book should have been considered as fully eligible to the banking book principles of measurement, when they are used only for the purpose of hedging the interest rate risk inherent in the cash flow management model.  

Equity instruments, other than those held in a trading business model, could be measured at fair value through OCI with recycling of realized gains and losses in profit and loss and be impaired based on the investor’s holding horizon. Unlike the proposed approach, this would allow for the presentation of the performance of this activity based on the choices of management.
We do not agree with the proposed accounting treatment of interest in securitization vehicles. The risks inherent in those assets can be appropriately reflected in the financial statements with an impairment model based on expected cash flows. The proposed approach will result in measuring at fair value many illiquid financial assets that are not held for trading and will then result in recognizing fair value gains or losses in the profit and loss that will not be realized by the entity. The result of that rule will also be the reclassification into the Fair Value Through Profit and Loss category of many financial assets that had been transferred into the Loans and Receivable category because it was no longer possible to sell them on the market and the measurement of their fair value was therefore highly judgmental.
In some specific situations, there is rationale to measure financial instruments at fair value through OCI with recycling, such as the cases where they don’t fit into one or the other business models (e.g. certain instruments with optional features). The uncertainties resulting from the assumptions that have to be made to measure level 3 financial instruments would also have justified the existence of a third category measured at fair value through OCI for those instruments whose significant inputs to the fair value measurement are entity specific.
Because we believe the business model should be the primary criteria to define the appropriate measurement basis for the accounting of financial instruments, we believe that accounting standards should recognize the rare changes of the business model for a particular instrument and should therefore require the change from one accounting category to another with appropriate disclosure. We appreciate that the IASB has changed its mind on this issue, however, the possibilities of reclassification are too restrictive and we believe that the reclassification principles set out in IAS 39 are better defined. For example, it is not clear whether all the reclassifications that have been done during the financial crisis following the amendment of IAS 39 would still be possible with the new standard draft. 

Expected future changes and unintended consequences 

We also have concerns regarding the IASB and FASB commitment underlined in their joint statement dated November 5, 2009. 

In that statement, it is announced that 

· In the first quarter 2010, it will publish a request for views on the FASB’s comprehensive Exposure Draft. This document may of course conflict with some decisions taken in IFRS 9.
· In the second quarter 2010, it will review the application of its requirements for classification and measurement of financial assets by those entities early adopting the requirements.

· In the fourth quarter 2010, it expects to publish a final standard, along with the FASB.

We have difficulty to understand the need for issuing a significant revision of IAS39 if the new standard has to be amended several times shortly after issuance for convergence or inconsistency purposes. 

The IFRS 9 standard rightly proposes an in depth review of the principles surrounding the accounting of financial instruments and provides a radically different – and, to a certain extent promising- approach in financial reporting. The concepts and principles described in IFRS 9 are in many instances far different from those developed in IAS 39. 

Due to all this changes, some explicit, other still potential, we feel that the appropriate care has not been given in the standard setting process and we think that preparers will face many unintended consequences from early adopting a standard that has not well been thought through. 
Beside this, it is clear that many decisions remain outstanding and we therefore do not understand what is the usefulness of adopting this standard so early instead of having a longer usual due process on a single comprehensive standard that will allow constituents to assess appropriately the impact of the proposal. 

Finally, we share most relevance, reliability and comparability concerns raised in Appendix 2 of EFRAG’s draft endorsement advice letter and we therefore urge EFRAG not to endorse IFRS 9 to allow for a proper due process on a comprehensive standard on accounting for financial instruments that would be acceptable.
Yours Sincerely,

Philippe Bordenave
Chief Financial Officer 
APPENDIX – DETAILLED COMMENTS
1. EFRAG’s initial assessment of IFRS 9 is that it meets the technical criteria for endorsement.  In other words, it is not contrary to the true and fair principle and it meets the criteria of understandability, relevance, reliability and comparability.  EFRAG’s reasoning is set out
a) Do you agree with this assessment?

 FORMCHECKBOX 
 Yes


 FORMCHECKBOX 
 No

BNP Paribas considers that IFRS 9 does not meet the technical criteria for endorsement:  
Relevance:
We agree with the proposals to:
· Recognize the existence of business models and to use it in an accounting standard

· Remove the held to maturity category and its tainting rule in order to allow amortised cost for quoted debt instruments held for collecting cash-flows

· Measure financial instruments based on the business model even in case of a change in business model
However, we consider that the several principles and rules in IFRS 9 are irrelevant for financial reporting of financial institutions. We disagree with the IASB’s decision to retain the fair value through the profit and loss measurement basis as a measurement by default. Fair value through profit and loss is an appropriate measurement basis only when the instruments are managed based on their value and when this value is realizable (liquid instruments trading activities). 
The proposed standard would result in extending the use of fair value through profit and loss to measure financial instruments that are not used in a trading business model because they would not be eligible for the amortized cost measurement. 
The following examples highlight that:  
1- We do not agree with the proposed accounting treatment of interests in securitization vehicles. The risks inherent in those assets can be appropriately reflected in the financial statements with an impairment model based on expected cash flows.  

The proposed approach will result in measuring at fair value many illiquid financial assets that are not managed on a fair value basis and will then result in recognizing fair value gains or losses in the profit and loss that will not be realized by the entity, adding uncertainty and volatility in the profit and loss account.  

The result of that rule will also be to reclassify in the Fair Value Through Profit and Loss category financial assets that have been transferred into the Loans and Receivable category because it was no longer possible to sell them on the market and the measurement of their fair value was therefore highly judgmental.

2- Equity instruments, other than those held in a trading business model, should be measured at fair value through OCI with recycling of realized gains and losses in profit and loss and be impaired based on the investor’s holding horizon. Unlike the proposed approach this would allow for the presentation of the performance of this activity and the relevance of the choices of management. Although, we consider that the recognition of dividends in profit and loss is an improvement compared with the ED, we still disagree with the model as a whole. 

3- The removal of the possibility to bifurcate embedded derivatives will by itself increase significantly the use of fair value to measure financial instruments. The result will again be to measure at fair value through profit and loss financial instruments that are not held for trading. 
As a consequence, we believe, overall, that IFRS 9 will not provide relevant information. 

Reliability:
The requirement to measure at fair value financial instruments that are not held for trading will lead to many reliability issues for preparers. Indeed, the estimate of fair value for financial instruments that are not quoted on an active market is highly judgmental and very difficult to control. It is all the more difficult when the business model of the entity is not a trading business model. 

Contrary to the requirements expressed by the G20 and ECOFIN, IFRS 9 does not address valuation uncertainty and liquidity.

Comparability:
We are concerned with the decision of the IASB to split the project in several steps: 

1. Classification and measurement of financial instruments (excluding financial liabilities) 

2. Financial liabilities, including the own credit risk issue
3. Impairment

4. Hedge Accounting 

In addition, to those steps, the IFRS 9 standard is already expected to be revised soon for convergence. 
This unstable reporting framework will greatly affect the comparability of financial statements from one entity to another during this long period and may impair the comparability of the financial statements of one entity from period to period. . 

Therefore, we consider that IFRS 9 does not meet the criteria of comparability of the information provided.

Understandability:
Several provisions of IFRS 9 will affect understandability:

· inconsistent treatment of financial assets and liabilities (which will remain within the scope of IAS 39)

· Extended use of the fair value measurement in many cases where it is difficult to estimate, control and explain the changes from one closing to the other. 
Therefore, we consider that IFRS 9 does not meet the criteria of  understandability.

b) Are there any issues that are not mentioned in Appendix 2 that you believe EFRAG should take into account in its technical evaluation of the amendment?  If there are, what are those issues and why do you believe they are relevant to the evaluation?  

EFRAG does not assess whether IFRS 9 is conducive to the European public good. 

We consider it is not the case because this standard will lower the quality of financial statements of financial institutions and corporates as a whole.
2 EFRAG is also assessing the costs that will arise for preparers and for users on implementation of IFRS 9 in the EU, both on initial adoption and in subsequent years.  Some initial work has been carried out, and the responses to this Invitation to Comment will be used to complete that assessment.  

The results of the initial assessment are set out in paragraphs 8, 11, 15 and 23 of Appendix 3. To summarise, EFRAG’s initial assessment of IFRS 9 is that:

(a) For prepares, there may be significant year one costs arising from initial adoption of the Standard and not significant costs from transition and additional disclosure requirements; and moderate ongoing incremental costs.  

(b) For users, application of IFRS 9 is likely to involve significant additional costs in year-one and, for some users, moderate ongoing incremental costs.
Do you agree with this assessment?
 FORMCHECKBOX 
 Yes


 FORMCHECKBOX 
 No
If you do not, please explain why you do not and (if possible) explain broadly what you believe the costs involved will be? 
We agree with the EFRAG assessment that there will be significant costs to preparers on initial adoption. This implementation cost will be multiplied at each step of the IAS 39 revision (impairment, hedge accounting, financial liabilities and convergence with US GAAP). 
In addition, the cost for our institution to present financial statements which are not relevant, difficult to understand, non-comparable and whose reliability could be questioned will represent a significant indirect cost, which is difficult to measure but that we expect it to be prohibitive. 

3 EFRAG’s initial assessment is that IFRS 9 will reduce complexity in the classification and measurement aspect of reporting financial instruments (see Appendix 3, paragraphs 17 and 19) and that the benefits to be derived from that are likely to exceed the costs involved (see Appendix 3, paragraph 24 and 25).

Do you agree with this assessment?  
 FORMCHECKBOX 
 Yes


 FORMCHECKBOX 
 No
If you do not, please explain why you do not and what you think the implications should be for EFRAG’s endorsement advice? 

The fair value measurement is a highly interpretative notion which is difficult to measure, control and interpret. The use of the fair value measurement as a measurement by default will result in an extended use of fair value measurement through profit and loss in financial reporting. The resulting financial statements will be very difficult to interpret and will require a high degree of expertise to be understood. In that respect IFRS 9 does not reduce complexity.  

We consider that the significant implementation costs will not be outweighed by the limited benefits resulting from the application of IFRS 9.

4 EFRAG is not aware of any other factors that should be taken into account in reaching a decision as to what endorsement advice it should give the European Commission on the amendment.

Do you agree that there are no other factors?
 FORMCHECKBOX 
 Yes


 FORMCHECKBOX 
 No
If you do not, please explain why you do not and what you think the implications should be for EFRAG’s endorsement advice? 

The IASB has already announced that IFRS 9 would be subject to further changes in its joint statement with the FASB dated November 5, 2009. 

We have difficulty to understand the need for issuing a significant revision of IAS39 if the new standard has to be amended several times shortly after issuance for convergence or inconsistency purposes. 

We feel that the appropriate care has not been given in the standard setting process. For example, no field testing has been done to understand the impact of the proposal. We think that preparers will face many unintended consequences from early adopting a standard that has not been well thought through. 

It is clear that many decisions remain outstanding and we therefore do not understand what is the usefulness of adopting this standard so early instead of having a longer usual due process on a single comprehensive standard. This would allow constituents to assess appropriately the impact of the proposal. 
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