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  March 1, 2011
Comments to the EFRAG’s draft comment letter on the IASB’s staff draft Financial Statements Presentation 
Dear Ms. Flores,

we would like to send our contribution to the EFRAG’s draft comment letter. The topic of financial statements presentation is vital for us. We would like to thank EFRAG for establishing a project for this topic in an early stage. Hopefully IASB will consider the outcome of this project and will issue standard which will reflect concerns of financial institutions about irrelevance of some important aspects of the proposed model.   
Our comment letter is structured into three parts. First two parts contain description of the topics which are most relevant for us – cash based information and splitting of the statements into sections and categories. The 3rd part brings answers to the questions raised by EFRAG.
1. Cash based information: Statement of cash flows – direct method / Analysis of changes in assets and liabilities
Indirect derivation of cash flow information

The staff draft gives possibility that direct method cash flows might be derived indirectly by changes in the balances of the accounts. We do not see much advantage in this indirect derivation. This method requires that all non-cash turnovers are identified for the account. This is not the way how information is collected. For example for (non-trading) debt securities we would have to obtain information separately for:
· amortisation of discount and premiums,
· all acquisitions / sales of securities which have not been settled yet, 

· other non-cash turnovers.

However this information is not currently tracked in connection with securities accounts. Even after obtaining such information the result would be only the net cash flow from debt securities. The staff draft however requires that cash flows are presented gross if they result from items which do not have quick turnover, large amount and short maturities. Therefore the information about cash from acquisitions, principal payments and sales would have to be provided. This information can only be obtained by tracking direct cash flows.

Therefore indirect derivation of the cash flows is relevant only for cash flows which may be presented on net basis. But there are practical obstacles resulting from the fact that information necessary is not tracked now. It would require system changes which would separate double entries for a specific account based on their cash and non-cash substance.

Irrelevance of cash flow statement for banks

Banking business model is not cash oriented. Cash is not the central point of planning processes and accounting systems of the banks. Value creation processes and performance of the banks are not closely intertwined with the cash flows. One of the reasons for this is that transactions of core banking business – providing the loans and deposit taking are settled through current accounts of the customers which are liabilities of the banks. For example interest income accrued on a loan is usually settled not by cash payment but by debiting the current accounts of the client. 

Staff draft discusses these arguments briefly in the paragraphs BC 192 - BC 194. We have to say that we miss thorough discussion on this topic. The BC just says that “Users of financial statements indicated that direct cash flow information would be useful in analysing the financial statements of financial services reporting entity if transactions between the entity and its deposit accounts were incorporated into the entity’s statements of cash flows”. 

Is this ’indication’ from users’ side so strong that IASB can take a decision with far reaching consequences? Our experience is that our analysts have never asked questions concerning the statement of cash flows. Would the change specifying that transactions done through the deposit accounts form cash flows bring so much relevance that suddenly the cash flow statement becomes so important for analysing banks’ performance? Moreover there is no discussion about irrelevance of cash flow statement as such.

Before requiring direct cash flow statement from banks thorough discussion should be performed. It should give a clear answer whether direct method cash flow statements is just a kind of ’nice to have’ information for the analyses or it is really necessary and substantiated on costs and benefit basis. Even when basis of conclusions discuss costs and benefits aspects of the proposed standard there is no mention how this principle is fulfilled from banks’ point of view. 

We would like to point to the paragraph of the new Conceptual Framework admitting that there may be differences in reporting requirements.

QC39 Because of the inherent subjectivity, different individuals’ assessments of the costs and benefits of reporting particular items of financial information will vary. Therefore, the Board seeks to consider costs and benefits in relation to financial reporting generally, and not just in relation to individual reporting entities. That does not mean that assessments of costs and benefits always justify the same reporting requirements for all entities. Differences may be appropriate because of different sizes of entities, different ways of raising capital (publicly or privately), different users’ needs or other factors. 

Because cash flow statement is not relevant for analysing the performance and value of the banks we would like to see it optional for banking industry no matter whether it is prepared by direct or indirect method. We see no way that the direct cash flow statement can be substantiated on a cost / benefit principle. 

Analysis of changes in assets and liabilities 

In the analysis of changes in assets and liabilities cash flows would be presented as a separate part of reconciliation of opening and closing balances of assets and liabilities. Because of difficulties in obtaining cash flow information we do not agree with this requirement. The reason is that information is not collected and filed on cash flow basis and fundamental IT-changes would be necessary. We do not believe that such additional costs are justifiable.
2. Cohesiveness of information

The notion of cohesive portray of an entity is relevant especially for nonfinancial entities with an operating cycle. For the banks splitting of activities into operating, investing and financing is more difficult. Ratios relevant for the banks are typically not based on splitting the financial statements into such activities. 

Splitting of the financial statements into operating, investing and financing activities is not burdensome from technical point of view. However such splitting would be done mainly for the sake of fulfilling the reporting standards requirements and would result in rather artificial financial statements. It can hardly bring more relevance into the information presented by banks compared to current requirements.  

When thinking about how our new structure of the statement of financial position would look like the outcome is that only small portion of the statement would be shown in investing category (investments in associates and investment property account for 0,9% of balance sheet total). 

Financing section (debt category) would probably comprise debt securities in issue and subordinated liabilities. Its portion to the balance sheet total is significant (23%). But here we see another issue resulting from the fact that the driver for classifying the items in the statement of comprehensive income is how assets and categories are classified.  This would mean that interest expenses on this kind of debt would be classified in the financing section of the income statement. This is in contradiction to the fact that such interest expenses are natural part of net interest income which is considered to be the main source of operating profitability. 

Therefore we would have a choice between two possibilities:

· to have debt category in the financing section and have distorted operating result, or
· to have no debt category in the financing section (this would contradict the new requirements) and have good picture of operating result.
Each of them leads to contentious result.
Another example is exchange differences arising on assets and liabilities in foreign currency. Banks manage open foreign exchange (FX) position on total balance sheet level. In our bank total FX gains and losses are part of the net trading result and we consider them as operating profit.  Showing FX differences at the level of operating, financing and investing part of the balance sheet when based on the classification of underlying assets/liabilities would create artificial differences. At balance sheet level the position may be closed but FX gain would be recognised for example in financing section and loss in business section.   

Moreover banks often use system of position accounts for tracking FX differences. In such case FX differences are aggregated at high level (there may even be only one position account for the whole balance sheet) and are not determinable for specific accounts. Position accounts would have to be restructured to reflect new classification of assets/liabilities. This would require costly system changes.  

The solution of the issue would be that entities do not have to split its financial statements into operating, investing and financial parts if it does not result in providing relevant information. This would be the case especially for banks because analysts can easily find necessary information even when financial statements are not structured according to the activities. For example the information on financing activities (if necessary at all) can be easily tracked by picking up a few items in the balance sheet sorted by the order of liquidity.   

3.
Answers to the questions raised by EFRAG
Do you share EFRAG’s view that fundamental issues related to performance reporting should be given a higher priority on the IASB’s agenda? 

Yes, it is preferable to solve fundamental issues before introducing radical changes.  EFRAG’s PAAinE project on “Performance Reporting” provides a high quality basis which might be used as a starting point for a world wide discussion. 
EFRAG seeks input from constituents, especially from users, on whether a new presentation model would result in significantly improved and more useful information. 

We are convinced that the new model does not bring significantly improved and more useful information for the financial statements of banks. For more arguments please see the part 1 and 2 of the comment letter. 

EFRAG also seeks input from constituents on whether benefits of the new model would outweigh the costs associated with implementing and maintaining it. 

We are of strong opinion that the costs incurred when obtaining the direct cash flow information for banks can never be justified on costs and benefits basis. Please see also the part 1 of the comment letter. 

EFRAG seeks input from constituents, especially from users, on whether the new presentation model would improve financial reporting overall for the banking and insurance industry. 

Do you believe that separate proposals or special application guidance should be developed for the banking and insurance industry? 
Financial institutions should be carefully considered. The arguments currently provided by IASB are not sufficient to substantiate the proposed model for financial institutions. We are not in favour of introducing separate proposals or guidance for industries. Entities may be excluded from applying some requirements based on the fact that the application of requirements does not result in more relevant information. Such exclusion would be relevant especially for direct cash flow statement, for analysis of changes in assets and liabilities and for cohesive presentation. Such exception is currently provided and works well for the presentation of the statement of financial position in the order of liquidity rather than showing current and non-current assets/liabilities.
If users were of opinion that they need the information which was excluded by the entity the market pressure would make the entity to include omitted parts.  

Can you provide other examples of cases in which applying the cohesiveness principle at the category level may cause problems?
Please see the examples in the part 2 of the comment letter mentioning:

· issued bonds or subordinated debt whose classification in the financing section of the balance sheet would result in incorrect classification of interest expenses in the income statement; and

· foreign exchange difference gains and losses whose classification based on the underlying assets/liabilities would artificially split gains/losses which are managed together and would create artificially open positions within the income statement.  
How would you propose to deal with such cases (e.g. provide additional guidance, provide some exceptions to the cohesiveness principle, or make the principle rebuttable)? 
Principle of classifying the income and expenses (or cash flows) based on classification of the related assets/liabilities should be made rebuttable. 
Do you share EFRAG’s concerns that the disaggregation requirements in the Draft ED might result in overly detailed primary statements? 
Generally the proposed requirements result in much more detailed primary statement to what we have now. However it is more up to users to comment on this proposal because they would be burdened by such information. This issue is not so serious for the banks because they would show income and expenses only by the nature and not both by function and nature.  

However we do not agree with the requirement that different measurement basis should result in separate presentation on the face of financial statements. It is possible that items which are economically similar still have different measurement bases. This would be the case for bonds issued designated as measured at fair value because their interest characteristics are swapped. It would be reasonable to have a possibility to show such bonds together with other bonds measured at amortised cost.   

Moreover under the new IFRS 9 it is quite possible that some loans will have to be measured at fair value. Erste Group has informed EFRAG on this issue in detail. We would like to keep the possibility to present these loans together with other loans which are measured at amortised cost. From our point of view there is no economic difference between those loans. Different measurement bases are just result of overly strict IFRS 9 requirements not reflecting the real substance of some loans.

If the standard provided possibility for the balance sheet line items to combine different measurement bases then the information should be further disaggregated in the notes.

Do you support EFRAG’s proposal to specify the principles for disaggregation in the standard, which should be followed to determine the level of detail on the face of primary statements, or are you in favour of the rules, which would set the required level of detail for all entities? 

What other alternatives would you propose to avoid primary statements becoming overly detailed? 
We agree with the EFRAG’s proposal to specify the principles for disaggregation. Our proposal for exclusion of different measurement bases from disaggregation requirements is mentioned above.
Do you share EFRAG’s view that equity should be a section on its own rather than form part of the financing section? 
Equity should be separate section. Equity does not include only the capital instruments issued (which are comparable with long term debt as regards raising the capital) but also funds created from previous performance. Internally created capital should not be presented next to external debt instruments. 

Do you share EFRAG’s view that the financing section should include all items (i.e., including assets) engaged in the activities related to management of the financial position? 

Do you share EFRAG’s view that the definition of the financing section should be based on the notion of net debt? 

Do you have concerns about the term “net debt” not being defined? Would this reduce comparability between entities? 

If you do not agree with the proposals in the Draft ED in respect of the content of the financing section and you do not share EFRAG’s view that it should be defined based on the notion of net debt, then what alternative approach would you propose? 

The financing category itself is rather artificial for banks as we also write in the part 2 of the comment letter. Therefore we do not feel entitled to provide a qualified opinion here.  Generally we can support EFRAG’s opinion to include also assets in the financing section and the notion of net assets if it is relevant for nonfinancial industries.  

In which category would you prefer to classify cash? 
Cash belongs to operating category in the banking business. 

EFRAG seeks input from constituents, especially from users, on whether a cash flow statement should provide information about changes in: 

•
cash balance; or 

•
a net figure of assets and liabilities included in the financing section (i.e. “net debt” under 
EFRAG’s proposal). 

Please provide arguments supporting your view. 

As we are not users and the net debt notion is not relevant for banks we do not provide inputs to these points.

EFRAG seeks input from constituents, especially from users, on whether the proposed approach to classification of different types of financing arrangements would result in decision-useful information. 

Please provide arguments supporting your view. 

Operating finance subcategory is not relevant for banks therefore we abstain from providing an input in this discussion. 
Do you share EFRAG’s disagreement with the removal of the option to present operating cash flows using the indirect method? 

We strongly support EFRAG’s disagreement. Our opinion can be found in the part 1 of the comment letter.
If you are in favour of the proposal to require the direct method for presenting operating cash flows, please: 

• 
state the shortcomings of the indirect method for presenting operating cash flows and 
explain how this affects your analysis; 

• 
state whether, and if so how, the direct-indirect method proposed by the ED would 
address these shortcomings. 

Not applicable.
What do you, as a user, think is necessary to address the IASB’s concerns about shortcomings of the indirect method? 
Not applicable. 
Does information about different types of operating cash outflows (e.g. cash paid to suppliers, cash paid to employees, cash paid for advertising) have substantially different predictive values for users, and therefore should be presented separately? If yes, then please explain why? If not, would it be sufficient if information about cash outflows related to operating activities is presented as a single amount? 

If you believe that information about operating cash outflows needs to be disaggregated, then please provide the preferred principle for disaggregation (e.g. recurring / non-recurring), and explain how this information would enhance your analysis. 

Does information about cash inflows and cash outflows need to be presented in multiple places (i.e. statement of cash flows, analysis of changes in assets and 
liabilities, information about remeasurements) or would it be sufficient if it is disclosed only once? If yes, then which disclosure would result in the most useful information? 

We understand that these questions are focused on analyst’s opinion therefore we do not provide comments.
Do you share EFRAG’s view that statement of cash flows is of little value for the users of financial services and insurance entities’ financial statements? 
We discuss the irrelevance of cash flow statement for banks in the part 1 of the comment letter. We strongly disagree with direct method cash flow statement. We can continue to prepare indirect method cash flow statement however we point out that this is only for the sake of fulfilling formal requirements for complete set of financial statements. Otherwise cash flow statement prepared by banks does not provide relevant information. 

What alternative approaches would you propose? 

As written above we propose to make an exception from the requirement to present statement of cash flows (by any method) applicable for or entities for which it neither provides relevant information nor is used to manage the entity. 
EFRAG seeks views from the users of financial services (including insurance) entities’ financial statements on the following: 

• 
please specify the list of items of cash inflows and outflows, which is essential for your 
analysis (e.g. cash received from customers); 

• 
please explain why the disclosure of these cash flow items is essential for the analysis. 

As prepares we do not provide inputs to these points. However we strongly support the discussion which EFRAG initiates in this area. We doubt that the analysts’ answers would result in a need for the direct method cash flow statement for banks. Please see also the part 1 of the comment letter where we discuss feeling of improper discussion in this area.

Do you share EFRAG’s concerns about the netting proposals, should an entity choose to present a direct cash flow statement? 

The proposal to present transactions between bank and its customers as cash flows (discussed in the draft comment letter in connection with this question) is just a rule based requirement which evidences that cash flow statement is not relevant for banks. As regards the EFRAG’s netting proposal addressed in the question we believe that transactions with clearing house should result in presentation of cash flows on net basis. 
Do you share EFRAG’s concerns about the lack of a principle underlying the definition of remeasurements and the duplication of the disclosure requirements?
Definition of remeasurements in the staff draft is rule based because it contains exceptions. Indeed we were able to understand the meaning of this information only after reading the Basis of Conclusions. Therefore we also believe that objective should be incorporated in the main text. We are supportive of defining the principle for distinguishing between the items based on their predictive values.  

What information about remeasurements would you find useful? EFRAG seeks input from constituents, especially from users, on the following: 

• 
do you support the proposed objective for the disclosure on remeasurements, or do you 
believe that it should be further clarified or amended (consider how you use information 
about remeasurements); 

• 
please specify the principle you employ for distinguishing between items with different 
predictive value; 

• 
please indicate the most useful location for the information about remeasurements. 

We abstain from answering to these questions because this is the field mainly for users.
Do you share EFRAG’s concerns about the proposals on the analysis of changes in assets and liabilities? 
We are mainly concerned about the fact that the analysis of changes in assets and liabilities would include separate information about cash inflows and outflows. As discussed in the part 1 of the comment letter direct cash flow information is impracticable to obtain for banks. As regards EFRAG’s concerns we agree with the necessity to clarify requirements for the cash flow information. 

Do you share EFRAG’s view about the requirement to reclassify comparative information for a change in presentation, following the change in the entity’s activities? 

We agree that if a change in presentation follows change in the function of assets and liabilities (i.e. changes between classification as operating, financing, investing) comparative information should not be restated. It would be fully with IFRS 5 principle saying that when classifying the assets (liabilities) as held for sale or when presenting the discontinued operations comparative information is not adjusted. This fully respects the fact that in the previous period the functions of the items were different. However we think that if the presentation of the line items is restructured in order to provide better picture (a matter of entity’s choice) and not as a result of changes in functions (a matter of fact) the comparative information should be restated.  
Please provide an estimate of costs to implement this proposed standard, that includes estimates of the following: 


a) Systems costs (software and consulting) 


i. Changes to the consolidation and reporting systems 


ii. Changes to sub-ledger systems 


iii. Other system changes (please explain) 


b) Business process change costs 


i. Documentation of new business processes and controls 


ii Accounting policy documentation 


iii Training of employees 

If you are not able to provide an accurate quantitative cost estimate, please provide a qualitative assessment. 

Currently we are not able to provide detailed estimates of costs split according to the types. Generally speaking providing the cash based information would result in significant changes in the core banking system in all the entities of our group. We expect that such costs may even exceed Basel II implementation. When estimating the costs in EUR million we may reach 3-digit amount.
Please provide a summarised implementation timeline that contains your best estimate of expected activities and the time required to complete those activities. 

If standard requires cash based information we would need at least three years to prepare for fulfilling the requirements after issuing the standard. If retrospective application is required this 3-year period excludes the comparative year and therefore the preparation period would be prolonged to four-year period. 

This estimate is based on an assumption that no other accounting project of new IFRSs implementation would take place at the same time. Regarding this we would like to emphasise that in the following years banks will be burdened by implementation of IFRS 9. We have informed EFRAG that IFRS 9 would bring about fair valuation of significant part of our loan portfolio. This would require large banking systems changes. In such circumstances projects may become unmanageable. 

Please provide an estimate of costs to maintain the financial reporting using the new presentation model. 

Reliable estimate is nor currently possible.
If you have any questions regarding our comments do not hesitate to contact us.

Yours sincerely,

Renata Harvankova

Head of IFRS Competence Center
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