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Dear Sir David

Exposure Draft ED/2010/13Hedge Accounting

Deloitte Touche Tohmatsu Limited is pleased to respond tABB's exposure draft ED/2010/13,
Hedge Accountin¢the ED’).

We support the IASB’s efforts to reform financial mshents accounting with the development of IFRS
9 Financial InstrumentsHedge accounting is an important part of the pr@gadiwe support the Board's
attempt to improve the financial reporting of risk manag@nactivities with proposed changes to hedge
accounting. Although generally supportive of the ED, we haveeras with a number of the proposed
detailed requirements, including, but not limited to, tiiectiveness threshold, the recognition of time
value of options, the prohibition on hedge accounting féstilsat affect only other comprehensive
income and the presentation of fair value hedges. We béfiege and the other issues detailed in the
Appendix to this letter should be addressed before finmisaf this standard.

We note that the ED represents the first part in refagrhedge accounting with the second part, portfolio
hedge accounting, yet to be proposed. We support previousistaseby the Board that the proposals
and consequent deliberations in the first phase wilprgjtidice the conclusions in the impending second
phase. We encourage the Board to complete the second ferthiedging project as soon as possible.

We also welcome the FASB’s decision to publish the ED tg@aupport relative to their hedge
accounting proposals contained in their proposed A8dounting for Financial Instruments and
Revisions to the Accounting for Derivative Instruments and Hedgimgtiest published last year. We
expect that both Boards will make sufficient time safalg to deliberate together in an effort to reach a
common view on hedge accounting.

If you have any questions concerning our comments, pleassectMaronica Poole or Andrew Spooner
in London at +44 (0) 207 007 0884 or +44 (0) 207 007 0204 respectively.

Yours sincerely,

Veronica Poole
Global Managing Director
IFRS Technical
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Appendix
Question 1

Do you agree with the proposed objective of hedge accounting?hy or why not? If not, what
changes do you recommend and why?

Emphasis on risk management

We agree that a stated objective for hedge accountimgpful in setting the scene for hedge accounting
and laying the foundation for a more objectives-based approWe agree with the Board's proposal that
the objective of hedge accounting is to “...represertarfinancial statements the effect of an entity’s risk
management activities...’. However, we do not believeltpective of hedge accounting is limited to

that as not all risk management activities will neagsneed, or meet the requirements of, hedge
accounting. We believe that one of the objectives of hedgeatbeg is to mitigate the recognition and
measurement inconsistencies that may arise from the hacecw@unting requirements applicable to
hedging instruments and hedged items. A hedge accounting obutiviel reflect therefore both the

risk management activities and accounting dimensiom&rihal accounting already reflects the risk
management activities (e.g. the hedging instrument and hdégedrie measured using the same
measurement attribute), there is no need for hedge accouiagrdingly, the risk management
activities and accounting objectives are complementatyynatually exclusive. We therefore recommend
that the Board refine the objective to reflect this. &@ample, the hedge accounting objective could be
stated as:

“Hedge accounting is an optional accounting presentation to overcome recogaiibmeasurement
accounting mismatches that prevent an entity from presenting thea#féacentity’s risk management
activities.”

We note that limiting the objective of hedge accountingrtglsi risk management activities, and not
reflecting the accounting dimension, could be interpragegrohibiting hedge accounting for some risk
management activities where hedge accounting is currentligdppllAS 39. We do not believe it was
the Board'’s intention to limit the instances of hedge awting compared with the current requirements.
This is the case currently for many entities, partidyfanancial institutions, for example when they
designate micro hedges (one-to-one designations) for accoputipgses because of difficulties in
designating at a macro level, even though the risk managectesnties are executed at the macro level.
The micro hedges are designed to reflect most closelysthposition that is hedged at the macro level
S0 net earnings fairly reflect the effects of risk ngemaent activities. Put another way, the micro hedges
are a surrogate for not being able to apply hedge accowttanghacro level. Under the ED, as the micro
hedge designations are not consistent with the risk managentefitty at the macro level this could be
interpreted as resulting in the micro hedge designatiolnsgf#ine hedge accounting qualification criteria.
We do not believe this was the intention and therefapgse that the standard acknowledges that
entities can designate for accounting purposes in a \@ayatinly reflects the risk management activity
even though such designations for accounting purposes maydsertiffrom the execution of hedges for
risk management purposes. However, an entity should be peshiftom designating for accounting
purposes a hedge which would result in an accounting ¢ffgicts not consistent with its risk
management activities.

We support the Board’s view that hedge accounting shouldenotandatory. We do not consider it

practical to require a certain presentation for riskaggment activities. Accordingly, as it is an optional
accounting presentation and, as we suggest above, this bleatlishr in the hedge accounting objective.
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Risks affecting other comprehensive income (OCI)

The proposed objective permits hedge accounting onlysks that could affect profit or loss. This
restriction would preclude an entity from appropriatefierting its risk management activities if the risk
it hedges only affects OCI. For example, this restriottonld prevent an entity applying hedge
accounting to hedges of investments in equity instrumeeésuned at fair value through other
comprehensive income (FVTOCI) for a component of risk (ergidn exchange risk) or hedges of fair
value risk. This appears inconsistent with the spirihe Board's proposed objective for hedge
accounting. We believe that until the Board has compi&tgatoject on presentation of the performance
statement, and in particular addressed the fundanmimaiples of what constitutes performance and
what represents OCI, an entity should not be preventeddesignating a risk that only affects OCI.
Therefore, an entity should be permitted to designatheahedged item an investment in equity
instruments designated at FVTOCI. Our proposal would imemweligible items to exposures other than
those that impact profit or loss or OCI (i.e. issugdity instruments would continue not to be eligible).
We believe this is more closely aligned with risk manag@mctivity and preserves the criteria that
hedge accounting is restricted to those exposures thditireaccounting gain or loss recognition.

Question 2

Do you agree that a non-derivative financial asset and an-derivative financial liability measured
at fair value through profit or loss should be eligiblehedging instruments? Why or why not? If not,
what changes do you recommend and why?

We agree that in certain circumstances a non-derevéitiancial asset and non-derivative financial
liability measured at fair value through profit or Ie$®uld be eligible to be designated as a hedging
instrument. However, we believe the ability to designabelshbe restricted to those financial
instruments that are in scope of IFRS 9. We belibigwas the Board'’s intention but this could be made
clearer.

Financial instruments designated as at FVTPL due to an accounting miismatc

The ED appears to permit a financial instrument desidretet FVTPL on the basis of eliminating or
substantially reducing an accounting mismatch to be detgidras a hedging instrument. This is
reasonable in a fair value hedge accounting relationstieahanges in fair value of the hedging
instrument will be recognised in profit or loss whicltagsistent with the designation as at FVTPL. It
would not be reasonable to permit such a financial ingri to be designated as a hedging instrument in
a cash flow hedge or a hedge of a net investment in a forneayatmn as this appears to override the
basis for designating the item as at FVTPL (i.e. thdaia value changes are recognised entirely in profit
or loss to eliminate or substantially reduce an adoegmismatch). We believe therefore that the criteria
should be amended so a non-derivative financial instrumeheiscope of IFRS 9 may be designated as
a hedging instrument, except in a cash flow hedge or hedgeetfiravestment in a foreign operation if
designated as at FVTPL in accordance with IFRS 9:4.43&(a). For the avoidance of doubt, we are
not objecting to financial liabilities designated as¥TPL in accordance with IFRS 9:4.2.2(b) and
certain hybrid contracts designated as at FVTPL inrdetee with IFRS 9:4.3.5 or IFRS 9:4.3.6 as
being designated as qualifying hedging instruments.

Financial liabilities designated as at fair value through profit or loss

Under IFRS 9, non-derivative financial liabilities desigdads at FVTPL have changes in fair value due
to changes in credit risk recognised permanently in O@k HD does not make clear whether such non-
derivative financial liabilities could be eligible hedgingtiuments as, despite the classification at
FVTPL, not all fair value gains or losses are recagphis profit or loss. The Board should clarify
whether such instruments are eligible hedging instruments.
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Financial instruments measured at amortised cost

The ED does not permit non-derivative financial instrumergasured at amortised cost to be qualifying
hedging instruments. However, in practice, there are exsngplentities using amortised cost assets as
part of their risk management activities.

For example, insurance entities use portfolios of asemitcost assets under IFRS 9, such as bonds, as
part of their risk management activities to economidadigige the interest rate risk arising from their
insurance liabilities. The insurance liability is a nonieiive financial liability outside the scope of
IFRS 9 that could, under the criteria in the ED, be eligitnldnedge accounting if the designated risk,
interest rate risk, is separately identifiable ancbdji measurable.

We note that the accounting treatment for insuranbditias is dependent on the outcome of Phase Il of
the insurance project which is currently underway. Shoulfiribkinsurance standard require the

liability to be remeasured for changes in interest ridesigh profit or loss, as included in the insurance
ED, an accounting mismatch will arise between theliiglzind the amortised cost assets used to hedge
the interest rate risk. Permitting portfolios of fineassets in the scope of IFRS 9 which are measured
at amortised cost to be qualifying hedging instrumenmis rasulting in them being fair value adjusted
through profit or loss as a result of movements in the ltenigerest rate risk, could reduce or eliminate
this accounting mismatch and better reflect the etiean entity’s risk management activities.

Hence, we believe that the Board should consider thesnaénpermitting portfolios of financial assets
measured at amortised cost to be eligible hedging instismeéinterest rate risk as part of its
deliberations on the portfolio hedge accounting model. Thiddameiconsistent with the objective for
hedge accounting discussed in our response to Question 1.tRtigpbiedge accounting is being
considered concurrently with the finalisation of the insaegproject this would be the right time to
consider how both these Standards will interact.

Components of hedging instruments

We encourage the Board to explore whether an entity sheypeérmitted to designate a contractual cash
flow component of a derivative as the hedging instrumentriglomanagement purposes, an entity may
use only a component of a derivative as a hedging instrurGamtsider the following example:

. Entity A, a U.S. Dollar functional currency entitgsues a 5-year, USD 25M, floating rate debt (6-
month LIBOR +200bps) that provides for semi-annual intgragients (on June 30 and
December 31). Entity A’s risk management strategy requi to maintain a fixed-rate exposure.
As per the risk management policy, Entity A seeks to hdugérecasted semi-annual interest
payments.

. As part of its portfolio of interest rate derivativesitity A has a 10-year, pay-fixed (6.25%),
receive variable (6-month LIBOR +175bps) interest rate swepasJSD 25M notional. The
terms of the swap agreement require semi-annual settierme June 30 and December 31.

. If Entity A was permitted to use a contractually spedicomponent of a derivative as the hedging
instrument, Entity A would be able to designate the semidal settlements for years 1 to 5 of the
interest rate swap as hedging the forecasted intetegtagments on the floating rate debt.

The inability to designate selected cash flows of thevaléve as the hedging instrument is inconsistent
with the entity’s risk management activities in thisrapée. If the entity were permitted to designate the
contractual swap cash flows (swaplets) in years 1 tafedsedging instrument, this would better
represent the entity’s risk management activities. eddmg on the shape of the forward yield curve, this
swap component would most likely be off market at inceptrehthat would result in hedge
ineffectiveness, which would be recognised as such innggneven if all other terms of the swap
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component and the hedged debt match. The non-designated compgahersiveap (years 6-10) would
be measured at fair value with changes in fair valuegr@sed in profit or loss.

Intragroup monetary items

The ED carries over from IAS 39 the prohibition that prevamtragroup monetary items denominated in
a foreign currency from being eligible hedging instrumentsthé basis for conclusions the stated reason
for not reconsidering this prohibition is because it ‘wawquire a review of the requirements of IAS

21'. We do not believe this question is dependent on a redfiés 21 as the accounting requirements

in IAS 21 are clear. Hence, we request that the Baamsider the appropriateness of this prohibition as
part of the hedge accounting project. Should the Board deotde reconsider this restriction then we
would recommend a clearer justification for why such exm@ssare not eligible as hedging instruments
be included in the basis for conclusions.

Question 3

Do you agree that an aggregated exposure that is a combinatiof another exposure and a
derivative may be designated as a hedged item? Why or winot? If not, what changes do you
recommend and why?

We agree that an aggregated exposure that is a cormhishainother exposure and a derivative should
be eligible as a hedged item as this would be consisiinthe objective of hedge accounting discussed
in our response to Question 1. However, we believe tbisldlonly be the case if either (i) the
derivative(s) that forms part of the aggregated exposypart of an existing hedging relationship, or (ii)
in the case of a non-derivative that is not in a hedgewating relationship it is designated as at FVTPL
to eliminate or reduce an accounting mismatch.

We believe the first restriction is necessary for thelraaics of hedge accounting to be appropriately
applied. For example, consider an entity with a highlyppbde forecast purchase of a fixed amount of a
commodity in three years’ time. The commodity purchasedogiihventory and eventually be
recognised as cost of sales. The purchase is hedged fathiead contract that fixes the total price at
FC100. Hedge accounting is not applied. One year later titg leedges the foreign exchange risk on
the aggregate exposure of FC100 using a foreign exchangectontnaishes to apply cash flow hedge
accounting. However, because hedge accounting was not apihetie first derivative there will be no
basis adjustment to the inventory when it is recognise@ rsult its initial carrying value will be
equivalent to the spot price of the commodity at the tiguirchase. Therefore, it will not be possible to
determine what amount of the forward foreign exchange acirghould be deferred in OCI for
recognition as a basis adjustment to the inventory recogaitkd spot price. This issue is resolved if
the condition of hedging an aggregated exposure is that amgitdess that form part of that aggregated
exposure are designated in hedging relationships.

We believe the second restriction is necessary to ensatrthtise entities that choose to use the fair value
option as an alternative to fair value hedge accountindneege account for the aggregated exposure.
For example, when an entity hedges a fixed rate liahifitly a receive fixed pay floating interest rate
swap, instead of applying fair value hedge accountinguitiaesignate the liability as at FVTPL. We
believe that this aggregated exposure (i.e. the syntheitnig rate debt), should be an eligible hedged
item (e.g. in a partial term cash flow hedge of interats risk) either if the liability is designated inadr f
value hedge or if the liability is designated as at FVTPL.

In addition, we would request further guidance as to hovad¢kge accounting mechanics would apply
when an aggregated exposure is designated in a hedgatangwalationship. In cases where there are
mixed combinations of hedges, e.g. where a cash flow hedgeriaid by a fair value hedge, it is
unclear how the hedge accounting mechanics would applyx&opée, consider the following:
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Original hedged item: Floating rate loan payable

First hedging relationship: Cash flow hedge for interast risk on floating rate loan using
a receive floating pay fixed interest rate swap, angei
synthetic fixed rate loan payable.

Second hedging relationship: Fair value hedge of synthe#id fixte loan payable for a partial
term using a receive fixed pay floating interest ratags

In the above case it is unclear how the fair value hedgeiaiieg mechanics would apply to the second
hedging relationship.

Question 4

Do you agree that an entity should be allowed to designats a hedged item in a hedging
relationship changes in the cash flows or fair value of angtn attributable to a specific risk or risks
(i.e. a risk component), provided that the risk componat is separately identifiable and reliably
measurable? Why or why not? If not, what changes do you recomme and why?

We agree with the proposal that hedge accounting shoyldrb@tted for risk components of both non-
financial and financial items only if the risk componisnseparately identifiable and reliably measurable.
We believe this is consistent with the objective for hedgewtting outlined in our response to Question
1.

Conceptually, we also agree that, consistent with hedgmuating of risk components of financial items
under IAS 39, a risk component need not be contractually sgkaiid could instead be implicit in the
fair value or cash flows of the whole item. However, wesribait in practice it will be challenging to
determine whether a non-contractually specified risk compaiennhon-financial item is ‘separately
identifiable and reliably measurable’. Therefore, we wele the example of hedge accounting of non-
contractually specified risk components in non-financehi that is cited in the application guidance
(paragraph B15(b)). However, we believe that more appmicafuidance is needed and the example
requires further supporting analysis to clarify how a nortractually specified risk component is
determined to be ‘separately identifiable and reliablysuesble’. Without further application guidance
and supporting analysis we fear there will be divergente lasw this principle will be applied in
practice. For example, the reference to a ‘building block’ @gagr in paragraph B15(b) could be
interpreted to mean that only the actual specific ingrggli@ the production of a non-financial item
could represent an eligible risk component. This may npréetical. Such an approach would require
detailed information about the production of the non-finarial that is hedged.

Further, greater clarification should ensure that teitent there is basis risk between the hedging
instrument and the component of the hedged item that ttesagmised as hedge ineffectiveness in profit
or loss. Our concern is that inferring a hedged riskpmmant that mirrors the hedging instrument would
achieve perfect hedge effectiveness and in the process utelarstaeconomic basis risk that may exist
that should be recognised in profit or loss.

In practice, where the non-financial item is producedansformed as part of a process, the precise
composition of the item is often only known by the sellaowyroduces the item and not by the buyer.
This can make it difficult for a buyer of a producedransformed non-financial item to identify specific
ingredients and apply a pure building blocks approach to hedgihgamponents. For example, in a
hedge of risk components of jet fuel under a pure building blgmisach, it would be necessary to
know the actual inputs used to make the jet fuel that is hediptduel is clearly derived from crude oil,
however, it would be necessary to know which type of crud@olyding the source and grade, was used
to produce the jet fuel to be purchased. Unless it is krfgvirom which refinery the jet fuel originated,

(if) from where the crude oil was purchased and (iii) winatlg it was prior to refining, the crude oil
component could not be identified using a pure building blopgsaach. Further, in order to measure the
risk component it might be necessary to know the efficiehtyeorefinery in order to determine how
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much crude oil is required to produce the jet fuel thabld. Clearly, this approach is not practical and
would require more information than is available tolibger of the non-financial item that is seeking to
apply hedge accounting. To avoid interpretations of the exam@B15(b) that are divergent or are
impractical and do not reflect the way entities managiein practice we recommend further analysis to
support the conclusion reached.

Question 5

€)) Do you agree that an entity should be allowed to desigesa layer of the nominal amount of
an item as the hedged item? Why or why not? If not, what chgres do you recommend and why?

(b) Do you agree that a layer component of a contract &t includes a prepayment option
should not be eligible as a hedged item in a fair valugedge if the option’s fair value is affected by
changes in the hedged risk? Why or why not? If not, what chayes do you recommend and why?

We agree that a layer component of a nominal amount sheutigible as a hedged item as this can
allow a hedge designation that is consistent with the wawhich some entities identify the component
of an item that is hedged. Hence, allowing an entigjegsignate a layer component allows an entity to
reflect more accurately the effectiveness of the hedgingarehip in the financial statements.

Single prepayable items

The Board has not permitted layer components of prepayatyie ‘where the prepayment option’s fair
value is affected by changes in the hedged risk’ toigiolel hedged items in a fair value hedge. This is
because of the Board’s view that such a layer component iseparately identifiable and reliably
measurable’. At an individual instrument level we agréhb this restriction, as at this level designating a
layer component of a hedged item would not capture fair whiarges in any embedded prepayment
option affected by the hedged risk.

However, the current drafting of this restriction may préleyer components of prepayable items from
being eligible when in fact the layer component is separatehtifiable and reliably measureable. For
example, consider a five year, fixed rate loan with £100ncipahwhich allows the borrower a one-time
option to prepay £20m at the end of each year. For exatnplyiprepay £20m at the end of year one
and then again at the end of year two, etc. Givengteiction on the amount that can be prepaid at the
end of each year, at least £20m of the loan will rematistanding for the full term of five years. In other
words, £20m of the £100m loan behaves in the same waycms@epayable loan. Hence, this
component of the loan should not be precluded from hedge acupbetause of the existence of the
prepayment options that are attached to the other £80m lofte We recommend that the Board
reconsider the wording of paragraph B23 and 36(e) so as potdlude hedge accounting for layer
components that are separately identifiable and reliablgunaile.

Groups of prepayable items

We agree that layer components of groups of items shouldrbetfed where the conditions set out in
paragraph 36(a) to 36(d) are met.

However, we note that the Board has retained the restrior groups of items that may include
prepayment options (noted in paragraph 36(e)). We understantishaew is a carryover of the existing
restriction in IAS 39 that does not allow a layer componeat pdrtfolio of prepayable items to be
eligible for fair value hedge accounting. We understan®dad will consider this as part of the
deliberation on portfolio hedging. In practice, this resticin IAS 39 has meant that financial
institutions that hedge portfolios of prepayable loansri@rest rate risk on a portfolio basis have found
it difficult or unfeasible to apply hedge accounting. Alse accounting results of applying the current
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model have been difficult to explain to users because tteiating mechanics applied are not consistent
with the way in which an entity manages risk.

With regard to the wording of the restriction in paragraffe), we believe this should be consistent with
the wording in paragraph B23 and only apply to fair value hedgescash flow hedges, a hedge of a
prepayable item could be eligible provided the hedged cash fleneshighly probable.

Hedge of a top-layer component of an open population of items

The Board should clarify whether an entity is permittedesignate a top-layer component of a defined,
open population of items as the hedged item, e.g. theftle last 100 widgets sold during a specific
period. The exposure draft provides an example of a hedg&optlayer component of a closed
population of items (paragraph B21(d)), but does not specifiadtlyess whether a hedge of a top-layer
component of an open population of items would be permit@mk view is that a top-layer component

of an open population of items is not eligible to be deggphas a hedged item, because a top-layer
component of an open population of item cannot be separageitified with sufficient specificity, e.g.

the sale of the last 100 widgets sold during a specified peaimaot be identified when those widgets are
sold, but only at the end of the specified period. Mi&iag implementation guidance to IAS 39 (IG
F.3.10) provides an example of a top-layer component opan population of items and indicates that
identifying the hedged item in this manner is not permittedause when the hedged transaction occurs it
is not clear whether the transaction is or is not the hegasiaction. Another view is that the exposure
draft would permit an entity to designate a top-layermmment of an open population of items as the
hedged item, because it does not explicitly preclude it. W& po page 9 of its Invitation to Comment,
Selected Issues about Hedge Accounisgyed on 9 February 2010, the FASB asks respondents whether
they believe the sale of the last 10,000 widgets sold durspgeified period would be permitted to be
designated as a layer component under the IASB exposureudafivites views as to whether

additional guidance should be provided. We encourage tHe ié&\&ddress this issue explicitly.

Question 6

Do you agree with the hedge effectiveness requirements a qualifying criterion for hedge
accounting? Why or why not? If not, what do you think the regirements should be?

We agree in part with the Board’s approach to amendinatge effectiveness requirements.

We welcome the Board's willingness to address the prassces that arise from the hedge effectiveness
requirements under IAS 39. There have been many conggn\S 39 in this area and the Board's
proposals have attempted to address these. One commomowitbdAS 39 is the *highly effective’
threshold for prospective and retrospective hedge effectivendss requirement has resulted in the
application of a quantitative threshold to determine whetledge is expected to be highly effective on

a prospective basis or has been highly effective on aspeictive basis.

Retrospective effectiveness test

The primary complaint with the retrospective effectivertest in IAS 39 is that the bright line threshold
to qualify for hedge accounting can result in anomalies sis a hedge failing due to the ‘small numbers
problem’. Furthermore, hedge accounting cannot be appliegisies where a hedge only marginally fails
the high threshold (e.g. is 79% effective). We welcométeed’'s proposal to remove the retrospective
hedge effectiveness test requirement and instead requardignto report the effectiveness of the hedge
regardless of the amount of ineffectiveness.

We believe that by not requiring retrospective testingmagrity of the effectiveness testing practice
issues experienced under IAS 39 will be addressed. Howegerote that removing this threshold
elevates the importance of any prospective testing rageint.
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Prospective effectiveness test

One complaint about the prospective effectiveness test requit@mlAS 39 is that it can require
burdensome detailed fair value based quantitative testiogses when it is evident on a less detailed
assessment or on a qualitative basis that a hedgingnslaip is likely to be highly effective. Another
complaint is that the threshold itself is set too highis felt by some that this high threshold prevents
hedge accounting in cases where there is unavoidable (eati@aseasonable cost) basis risk that means
that a ‘good risk management hedge’ may not be eligible.

The Board has attempted to address this concern logliding a requirement that a hedge must be
expected to ‘achieve other than accidental offset’. @uolw threshold would indeed allow hedge
accounting to be applied for most of the hedges that douncgntly qualify under the prospective
effectiveness test in IAS 39. However, we do not belieatthis new notion is well understood or
rigorous enough to prevent hedge accounting in circumstaricas it may not be appropriate (e.g. when
it is inconsistent with the hedge accounting objective).

We believe that the low threshold is potentially operbigsa as it could result in entities interpreting risk
management too broadly and using hedge accounting as aataleto the default classification and
measurement requirements of IFRSs. For example, whienighan expectation of high levels of hedge
ineffectiveness between the hedging instrument and the hedged would not be appropriate to use
fair value hedge accounting as a technique to fair vaheglged item that IFRSs would not permit to be
measured at fair value. We believe such potential abosés lze prevented by requiring a higher
threshold than the proposed threshold of ‘other than ateildeffset’ that at the same time does not
restrict entities from fairly reflecting their risk magement activities.

We would propose a qualitative threshold that requirebddging relationship to be expected to be
‘reasonably effective’. We believe that such a threshaldldvallow hedge accounting for hedging
relationships (of eligible hedging instruments and eligiigldged items) that are consistent with the
objective of hedge accounting whilst at the same time ptdnegige accounting for hedging relationships
that are not consistent with the hedge accounting objecfisea result we believe that the hedge
accounting requirements would give rise to more meaningfrmation.

In cases where an economic hedge does not qualify for hedgentiegpan entity may seek to apply
hedge accounting for a proxy hedge relationship. We belieighartthreshold for prospective hedge
effectiveness will provide more rigour around the establishofgmtoxy hedge relationships. For
example, an entity holding long term fixed rate debt magrento a long term inflation linked swap to
swap the fixed cash flows on the debt to floating inflakioked cash flows. As the entity cannot
designate inflation as the risk component of the fixeddek, it may look to demonstrate a hedge
relationship on another basis or by designating another Renmexample, it could attempt to designate
the inflation swap and the fixed rate debt in a hedge oftimeaudk interest rate risk in its entirety, for
which it may well be able to demonstrate ‘other thandstal offset’. However, with our proposed
threshold the level of expected offset would have to batgr. Alternatively, a proxy hedging
relationship could be established between the inflati@psand another item on the balance sheet such
as property. Here the entity could potentially demorestateconomic relationship and correlation
between long term inflation rates and long term propertepthat gives rise to ‘other than accidental
offset’ and hence designate the swap and the propertiyedge of forward property prices. We consider
that this ability to designate such hedges could be vieseth alternative fair value option for non-
financial items. Again, our proposed higher threshold woedgiire a greater degree of offset before
hedge accounting could be applied and reduce the ability igndés inappropriate proxy hedge
relationships.

Page 9 of 24



Application

In our view a qualitative threshold of ‘reasonably effectsh®muld overcome the practical issues arising
under IAS 39 from the need to perform detailed fair valuedbgsiantitative testing to demonstrate that a
hedge passes the prospective effectiveness test. Howepeeyéent such a threshold being translated
into a numerical threshold we believe there should be stipgpguidance regarding how this threshold
would be applied in practice. We suggest that the starstiadd explicitly allow an entity to perform a
gualitative test, or non-fair value based quantitatisg te demonstrate that a hedge is expected to be
‘reasonably effective’. The appropriateness of such avasid depend on the specific facts and
circumstances surrounding a hedge relationship. We do nevédhat a detailed quantitative test should
be required in cases where the critical terms mateieoclosely matched between the hedged item and
hedging instrument, or where a basic analysis can demiadted a hedge is expected to pass the
effectiveness criteria.

We note that all hedges will need to be measured at theféhe hedged period in order to measure the
effectiveness of a hedge. We believe that such quavitafiormation should be considered in the
assessment of whether a hedge is expected to meetdbivefiess requirements on a prospective basis.
For example, if a qualitative assessment is perforab@tteption, but at future reporting period-ends it
consistently results in hedge ineffectiveness at a levehids not expected at inception of the hedge,
then the entity should be required to apply a more thorprmgpective test, supported by a quantitative
assessment, at the start of each reporting periocaftene

Unbiased hedge designation and minimise expected hedge ineffectiveness

We understand that the basis for requiring a hedge to bende=ign an unbiased way is to avoid
deliberate hedge ineffectiveness and also to avoid dekbenater-hedging in a cash flow hedge which
could avoid the measurement of actual hedge ineffectivenassagree with the concept of requiring a
hedge to be designated in a manner that results in an appeapeasurement of hedge ineffectiveness.

However, we do not believe that the proposed requiremelgsignate a hedge in a manner that will
‘produce an unbiased result and minimise expected heddedtnetness’ effectively portrays this
objective. For example, some have interpreted the regeireto mean that an entity must use a hedging
instrument that minimises hedge ineffectiveness and hendd afbect the way in which an entity
manages risk if it wishes to also achieve hedge accounting

Also, it is not clear what the intended time horizonravkich an entity must minimise expected hedge
ineffectiveness is. For example, it could be over the whalgdtkterm or to the next reporting period.
We believe that for certain types of complex hedges (@getusing exotic options or dynamic hedges)
the hedge ratio could be different depending on the time hotasidered.

Instead of the proposed objective to produce an ‘unbi@sedt and minimise hedge ineffectiveness’ we
would propose a principle that requires a hedging relgitiprto be designated in a manner that does not
deliberately give rise to hedge ineffectiveness (e.g. resdiliberate under-hedging in the case of a cash
flow hedge).

Question 7

€)) Do you agree that if the hedging relationship fails to meethe objective of the hedge
effectiveness assessment an entity should be requiredrebalance the hedging relationship,
provided that the risk management objective for a hedging fationship remains the same?
Why or why not? If not, what changes do you recommend and why?

(b) Do you agree that if an entity expects that a designated hgidg relationship might fail to
meet the objective of the hedge effectiveness assesdminthe future, it may also

Page 10 of 24



proactively rebalance the hedge relationship? Why or why not# not, what changes do you
recommend and why?

Our understanding of the reason for the requirement to reteaia to maintain an expectation of an
unbiased hedge designation that minimises expected hedge imeffess throughout the term of the
hedge and not just at inception. As explained in our resporidedstion 6, we do not agree with the
proposed requirement that a hedging relationship be desigongteabiice an ‘unbiased result and
minimise expected hedge ineffectiveness’. Hence we alsotdigree with the requirement to
mandatorily rebalance a hedging relationship to maintairptante with this requirement on an on-
going basis.

It is noted that for some dynamic hedging relationships wher@nticipated that the weightings of the
hedged item and hedging instrument will need to change frégiretrder to optimise the hedge, a
requirement to always minimise expected hedge ineffectisanayg not be operational. That is because
the reweighting of a dynamic hedge from a risk managemespgaive will in practice only happen
when the expected hedge ineffectiveness falls outside epéityfis tolerance thresholds. Or put another
way, rebalancing for risk management purposes will only hapgen any bias reaches a critical level.
This is because to constantly minimise expected hedgedtigéness would give rise to costs
disproportional to the benefit (e.g. require hedges to deggd daily or intra-daily).

Although the proposed requirement to rebalance is an aoecguaquirement and not a requirement for
the risk management hedge to be changed, the requiremem foeightings of the accounting
relationship to be changed frequently to absolutely mserexpected hedge ineffectiveness would not be
operational for many entities, would be of limited Hérand could be inconsistent with risk management
activities.

We consider one of the reasons for proposing mandatory relvajasi¢o require hedge ratios to be
updated to avoid purposely under-hedging for cash flows hedgesusiMecs this concern is exacerbated
in the ED when compared with IAS 39 because of the removhed0-125% test, thereby potentially
giving entities a greater opportunity to purposely under-hedgeettnwwe note that the potential for
abuse with under-hedging already exists in IAS 39, and inipegbis has not been a problem even
though IAS 39 does not require rebalancing. As our respori@edsiion 6 states, we would raise the
threshold for effectiveness as proposed in the ED andoheraleviate some of the risk of purposely
under-hedging that could arise with the ED as drafted.

Further, we suspect in practice it will be disproportiolyatemplex to assess when a mandatory
rebalancing is required. For example, assume an eatity lderivative and a hedged item where basis
risk exists between the two. At inception of the hedge theyeldgtermines that the probability of the
basis risk giving rise to an under or over hedge is equalesdts hedge ratio (say one-to-one). At the
end of the first reporting period the gain/loss on the hédgen is larger than the gain/loss on the
hedging instrument. The ED would require the entity to ingatt whether this difference arises from
actual basis risk which confirms its initial assessnifest the basis risk could result in an under or over
hedge (and it turned out to be an under-hedge) or whether iseese structural shift in the hedging
instrument and hedged item that is expected to contintire ifuture (and therefore require a
rebalancing). We consider that if the hedge ratio is datedrat inception to be unbiased and the
hedging instrument and hedged item are unchanged then thergreater risk of abuse due to under-
hedging that needs to be corrected through a mandatory rghglahhe financial statements will reflect
the hedge ineffectiveness of the hedge relationship.

However, we believe that if an entity wishes to rebalanbedging relationship to reduce expected hedge
ineffectiveness it should be permitted to do this attamg provided the revised designation does not give
rise to deliberate hedge ineffectiveness or deliberate umatlging. In practice, to the extent the basis
risk is significant enough that it is beyond the tolerdacel of the entity we would expect an entity to
adjust the quantum of the hedging instrument and hedged itexe@uting their risk management
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objective. This rebalancing for risk management purposesoviben be reflected for accounting
purposes.

The requirement to rebalance also raises questiomsvdsat would happen in practice if it is discovered
at a later date that the rebalancing had not beenrperfb Presumably, the application of hedge
accounting in the previous periods would have been in agranandatory rebalancing is a qualifying
criterion and, if material, would require restatementelverse the application of hedge accounting.

We also note that the requirement for mandatory rebalgmeilinked with the prohibition of de-
designating a hedge unless there has been a change in thameggement objective. As detailed in our
response to Question 8, we also do not believe such a pi@hisibperational.

Question 8

(& Do you agree that an entity should discontinue hedge acatting prospectively only when the
hedging relationship (or part of a hedging relationship)ceases to meet the qualifying criteria
(after taking into account any rebalancing of the hedging rationship, if applicable)? Why or
why not? If not, what changes do you recommend and why?

(b) Do you agree that an entity should not be permitted tdiscontinue hedge accounting for a
hedging relationship that still meets the risk managem® objective and strategy on the basis
of which it qualified for hedge accounting and that contings to meet all other qualifying
criteria? Why or why not? If not, what changes do you recommendnd why?

We agree that an entity should discontinue hedge acogumospectively when the hedging relationship
ceases to meet the qualifying criteria. This is comsistith the requirement that for a hedging
relationship to be eligible for hedge accounting it mus¢tnthe qualifying conditions.

However, we do not agree that an entity should not be ftedio de-designate and discontinue hedge
accounting for a hedging relationship that still meetsitlemanagement objective and strategy on the
basis of which it qualified for hedge accounting and coesrto meet all the other qualifying criteria.
This is because we believe the ability to voluntary de-dastgn IAS 39 has not resulted in issues in
practice and, as described immediately below, prohibitaigntary de-designations could lead to the
unintended consequence of discouraging hedge accounting.

As the existing hedge accounting model in IAS 39 and the moodiebged in the ED do not allow all
types of economic hedge to be eligible for hedge accounting swtities will attempt to reduce any
measurement mismatch arising from hedge accounting by desgyaa alternative proxy hedge
relationship that can portray the effects of risk managg. A common example arises in banks where
due to the various restrictions around portfolio hedge acicguatbank would designate its hedging
interest rate swaps in individual hedge relationships witlvithatdl hedged items to closely replicate in
the financial statements the effect of its risk mansagg activities. For these banks it is necessary to
periodically de-designate the individual hedging relationships exd@gsignate either the hedged item,
hedging instrument, or both, in different hedging relationstige leave them out of any hedging
relationship. The ED would potentially require the hedgatiaiship to be maintained even though the
entity would wish to de-designate so that the proxy heeltgrts the overall risk position that the
hedging instrument was trying to manage. Prohibiting de-ddsgnaould have the inadvertent effect in
these cases of discouraging hedge accounting.

Question 9

(& Do you agree that for a fair value hedge the gain or loss ohd hedging instrument and the
hedged item should be recognised in other comprehews income with the ineffective portion
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of the gain or loss transferred to profit or loss? Why or wl not? If not, what changes do you
recommend and why?

(b) Do you agree that the gain or loss on the hedged item attritable to the hedged risk should
be presented as a separate line item in the statemeof financial position? Why or why not?
If not, what changes do you recommend and why?

(c) Do you agree that linked presentation should not ballowed for fair value hedges? Why or
why not? If you disagree, when do you think linked pregaation should be allowed and how
should it be presented?

Recognition of gain or loss in OCI

We disagree with the use of OCI for fair values hedges.b®lleve that it will neither improve the
usefulness of information for users nor simplify the axgsrequirements. We do not see any clear
benefit of using OCI that could not be better achievedbylisclosure of the gains/losses on the hedging
instrument and hedged item and the resulting ineffectivenaish is already required by IFRS 7.

Requiring gains/losses on derivatives in OCl should bexaeption to the default measurement of
FVTPL. The need for this exception is inevitable for désh hedging because the hedged item is
unrecognised and therefore deferral in OCI is necessamwotd the accounting mismatch that would
result from the default measurement of the hedging instruméRRIS 9. However, extending this
concept to fair value hedging when the hedged item is recogsisetnecessary. Our preference for fair
value hedges is to retain the requirements in IAS 3théogains/losses of hedging instruments to be
recognised in profit or loss with the hedge adjustment tbé¢kged item also recognised in profit or loss.

We also note that for fair value hedges of interestrisitausing an interest rate swap, it is necessary to
recognise the interest accrual on the interest ratp Bwarofit or loss to match the recognition of the
hedged item. This is not explicitly stated in the ED astdsainnecessary complexity to the fair value
hedge accounting model.

Separate line presentation

We disagree with the proposal to present separatelyeistatement of financial position, the gain or loss
attributable to the hedged risk on the hedged item. We undethtrthe basis for this proposal was to
preserve the original measurement basis for hedged itetraréhsubsequently measured on a basis other
than fair value (e.g. amortised cost). However, eleele that the benefit of not adjusting the hedged
item is outweighed by the crowding out of key information orfalee of the statement of financial

position arising from the addition of potentially many sapafine items to present the hedge adjustment
for each type of hedged item. We also note that in siases the hedge adjustment shown on the face of
the statement of financial position may not be matanal hence separate line presentation would give
undue prominence to qualitatively immaterial informatioincould also be misleading, as the separate
amounts could inappropriately be viewed as separatts agdebilities in their own right, which they are
not.

We believe it would be more appropriate to address the isisthe adjusted measurement basis of a
hedged item through other means. For example, we woulthikBoard to consider addressing this
issue by either requiring an entity to report the unaelfumeasure of the hedged item in parenthesis on
the face of statement of financial position or, akiérrely, require full disclosure of the unadjusted
hedged item measure and the corresponding hedge adjustnfennotés to the financial statements.

Linked presentation

We agree that linked presentation should not be allowef@ifovalue hedges as we do not believe that in
this case it would result in more useful informatitwo@t the risk management activities of an entity for
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users. We believe that note disclosures would betiectehe link between hedged items and hedging
instruments.

Question 10

(@) Do you agree that for transaction related hedged items, thehange in fair value of the
option’s time value accumulated in other comprehensivencome should be reclassified in
accordance with the general requirements (e.g. like a bigsadjustment if capitalised into a
non-financial asset or into profit or loss when hedged sad affect profit or loss)? Why or why
not? If not, what changes do you recommend and why?

(b) Do you agree that for period related hedged items, the paof the aligned time value that
relates to the current period should be transferred fom accumulated other comprehensive
income to profit or loss on a rational basis? Why or why n& If not, what changes do you
recommend and why?

(c) Do you agree that the accounting for the time value of tipns should only apply to the extent
that the time value relates to the hedged item (i.¢he ‘aligned time value’ determined using
the valuation of an option that would have critical terms hat perfectly match the hedged
item)? Why or why not? If not, what changes do you recommend anghy?

We welcome the Board’s attempt to address the issune@dcounting for the time value of an option
when the option’s intrinsic value is designated in a hedgilagionship. However, we have the
following concerns with the proposed approach, and sugge$ieamaéive approach to address these
concerns.

Accounting choice

We note that when an entity designates the intrindicevaf an option, it is mandatory to account for the
time value in accordance with the proposals in the BI2. believe this could be overly onerous and
propose that an entity can have a choice, on a hedge by hedgebti® defer any time value in OCI
and instead recognise any changes in time value diiaqgthyfit or loss (as is required under IAS 39).

Transaction related items

We disagree with the approach proposed by the Board fwairtion related hedged items. We do not
believe that the nature of the transaction should be thendetat of when to recognise the ‘cost’ or time
value of the option. We believe that the ‘cost’ of th&apshould be recognised in profit or loss over the
period that protection has been obtained in the same svidng aecognition for time period related items.
This is the approach that would be applied if an entitglpased a single premium insurance contract. It
would be inconsistent to defer the cost of insurancebasia adjustment for the item that is insured when
the insurance protection arrangement happens to be ateriyarticularly when the Board developed

its model on the basis of insurance, yet if an insurandeamns acquired a different treatment would be
applied (i.e. recognition of the cost of insurance over énmg of the period of insurance cover). We
therefore believe that the time value of an optionettite of hedge designation should be recognised in
profit or loss over the life of the hedging relationship. Furtteee, a single treatment for both transaction
related and time period related items would reducepbexity.

Time period related items
Instead of the proposed mechanics for recognition ofrtie\talue in profit or loss for time period

related items we suggest an alternative that we belelve more operational for both transaction related
and time period related items.
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Single treatment of time value for time period and transaction reitgets

We would propose recognising the lower of the initial @tenception of the hedging relationship)
aligned time value of the option and the initial actual tvakeie of the option directly in profit or loss on
a rational basis (e.g. straight line) over the term oh#dge. This approach is more consistent with
insurance accounting where the cost of purchased insusanoerevalued each period; the profit or loss
in a given period represents the proportionate cost ofslaeance over the hedged period; it avoids the
complexity of recognising amounts in OCI to then be pamiyediately reclassified to profit or loss.

Under this proposed approach, any difference betweenitia iime value amount identified to be
recognised in profit or loss on a rational basis (i.eldtver of the actual time value and the aligned time
value) and the amount already recognised in profit ordngbe rational basis is accumulated in a
separate component of equity along with the effective sitrivalue of the option.

If the initial aligned time value of the option is lowhah the actual time value of the option then any
difference between the aligned time value and the act@Malue would be recognised immediately in
profit or loss as this does not form part of the hedgirggiogiship and hence should not be deferred in
OCI. If the option is held to its maturity, the amoimtespect of time value in OCI will have been
depleted to zero as all the time value at inceptionhaille been recognised in profit or loss. If the option
is derecognised prior to its maturity any amount in O@ltirgy to time value will be reclassified
immediately to profit or loss.

Combinations of financial options

We believe that when the intrinsic value of a financiairument that represents a combination of options
is designated as an eligible hedging instrument (eignidt a net written option), the alternative
accounting treatment we propose above for the time vatmddbe permitted for the component time
values of each component option. For example, considep&aast collar that is a combination of a
purchased foreign exchange option and a written foreigraegehoption with matched terms but
different strike prices, that is deemed an eligible hedgisigument. If the intrinsic value of such a
contract is designated as a hedging instrument, an ehotyld be permitted to apply the alternative
accounting treatment to the time value of both the @s®th and written option. When, at inception of
the hedge, the two time values are equivalent to the dligme values and are equal but opposite in
value, the sum of time value recognised in profit os iaseach period would be nil. We believe that this
is consistent with the fact that the net time valudlie contract is nil.

Question 11

Do you agree with the criteria for the eligibility of groups of items as a hedged item? Why or why
not? If not, what changes do you recommend and why?

We agree with the eligibility criteria for a group of imidiual items to be an eligible hedged item.
However, we believe guidance is needed on the treatmanmiaints deferred in OCI in a cash flow
hedge of a net position when at designation the offsettsty ftavs that comprise the net position are
expected to occur in the same reporting period, but subdégtienentity expects the cash flows to
occur in different reporting periods.

Question 12

Do you agree that for a hedge of a group of items with offgang risk positions that affect different
line items in the income statement (e.g. in a net pen hedge), any hedging instrument gains or
losses recognised in profit or loss should be presenteda separate line from those affected by the
hedged items? Why or why not? If not, what changes do you reconend and why?
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We agree with the requirement to present any hedgingimstit gain or loss in a separate line of profit
or loss if the offsetting hedged risk positions affectedédht line items, as the alternative would be to
gross up the gains or losses into amounts that deximsit

However, we note that if the hedged items affect two aemon-adjacent line items the location of the
separate line item may not be meaningful. For example ewhernet position comprises foreign
currency sales and purchases in a hedge of net foreiggncyrexposure, separate presentation
immediately before gross profit is meaningful and intuitlewever, when the net position comprises
foreign currency sales and operating expenses it isuiffo identity where the single line item should
be presented as the hedged items are not presented ierddijae items. The basis for the positioning of
the single line item must be transparent in these casdb@pdesentation consistent period to period.

Furthermore, the guidance is not clear as to whetheigleseparate line item is required or permitted for
each type of individual hedge of offsetting risk positions.

Question 13

(& Do you agree with the proposed disclosure requirements? Whyr why not? If not, what
changes do you recommend and why?

(b) What other disclosures do you believe would provide a$ul information (whether in addition
to or instead of the proposed disclosures) and why?

We welcome proposals to reconsider the hedge accountingsdisesaequired by IFRS 7 as they are
somewhat limited in explaining the extent of hedge accouatiugthe effect of hedge accounting on the
financial statements. However, we have some concerhdhitrequirements in paragraph 46 to disclose
a breakdown of the quantity of the exposure, the quantity hedgethe effects of hedging. As these
requirements are only applicable to those entities gy d&edge accounting we believe that requiring
information about amounts or quantities of exposures hedigedminates against those that choose to
apply hedge accounting. We do not see such informationrag inere or less useful on the basis of
whether an entity chooses to apply hedge accounting. ésul we believe such disclosures should
remain optional for all entities that hedge.

If the disclosures requirements in paragraph 46 are tetb@ed we have some specific concerns with
paragraph 46(a). Firstly, it is not clear whether the “eigosure” in the case of cash flow hedges only
relates to exposures that meet the definition of highlpgste. We presume it should and therefore this
should be made explicit. Without such a statement aryewtiild be required to disclose its total risk
exposure from all forecast transactions even though thgiyt mot be highly probable. This would not be
meaningful as it would not illustrate in combination wgragraph 46(b) the degree to which highly
probable forecast transactions are hedged. Secondly, provididgthesure detailed in paragraph 46(a)
for cash flow hedges would be a subjective exercise. Fong@rafor a hedge of the foreign currency risk
of forecast sales over the next five years, an entityduoeed to disclose the total foreign currency
forecast sales the entity is exposed to over the next faves yreespective of the extent to which those
sales are hedged. In practice, considerable judgementaghalrequired in assessing high probability for
forecast transactions which are hedged. The ED wouldreeqg further assessment of the probability of
forecast transactions that aret hedged. This would be more judgemental bearing in mind the
transactions that are hedged are considered the bottonofaleforecast transactions and therefore are
the ones that are more likely to occur. Disclosing theegetyr which forecast transactions are hedged is
no doubt of some value, but we question whether it will betipedcparticularly over a long time period.
In addition we note the potential commercial sensitivitthese disclosures.
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Question 14

Do you agree that if it is in accordance with the entity’sair value-based risk management strategy
derivative accounting would apply to contracts that can bsettled net in cash that were entered into
and continue to be held for the purpose of the receipt atelivery of a non-financial item in
accordance with the entity’s expected purchase, sale osage requirements? Why or why not? If
not, what changes do you recommend and why?

We agree with the proposals to amend IAS 32 to requineati®e accounting for contracts that were
entered into and continue to be held for the purpose okttegpt or delivery of a non-financial item in
accordance with the entity’s expected purchase, salsage requirements, if it is in accordance with the
entity’s fair value-based risk management strategy.

However, the proposals are not clear as to whether thiklwaly apply to such contracts only if they
allow for net settlement. In many cases commodity costidanot explicitly allow for net settlement
due to the liquidity issues that such a term couldter&&le believe the amendment should apply
regardless of whether or not the contracts have an #qaitdition of net settlement provided the
contract meets the definition of a derivative.

The proposals are also not clear as to whether adlie\based risk management strategy requires the
entire business, or only part of a business, to be managetharvalue basis. This is particularly

relevant in certain conglomerates where some parts ohtltg may have a fair value-based risk
management strategy where other parts of the entity,simtitar contracts, may have a physical delivery
objective. Further, it is not clear whether this requaatonly applies when the net exposure maintained
is close to nil, whether it is a condition that fairu@hccounting could have been applied in the absence
of applying this requirement or whether the net exposure igana@a within some other parameters not
necessarily close to nil (i.e. in the case where thitygrurposely remains exposed to a net open fair
value exposure).

Question 15

(& Do you agree that all of the three alternative accouimy treatments (other than hedge
accounting) to account for hedges of credit risk using edit derivatives would add
unnecessary complexity to accounting for financial instrurants? Why or why not?

(b) If not, which of the three alternatives consideredy the Board in paragraphs BC226-BC246
should the Board develop further and what changes to thatlternative would you
recommend and why?

We agree that all of the three alternative accourttewmments to account for hedges of credit risk using
credit derivatives would add unnecessary complexity towatg for financial instruments.

We note that in practice it can be difficult in centaases to identify the credit risk component of a debt
instrument that is ‘separately identifiable and reliabsasurable’. However, this is true for other types
of hedge relationships, for example, hedging interest lt@nd other risks such as for non-financial
items. Therefore we do not believe that this warrantexception to the hedge accounting model.

We believe that reference to the difficulties in hedgingretlit risk in the basis for conclusions should be
removed for a number of reasons.

Firstly, some of the difficulties cited are not uniqoénedging credit risk. For example, the Board
highlights that using credit default swaps (CDS) creatsss bk when hedging the credit risk in a debt
instrument because the CDS is a synthetic position bulethieis a cash instrument. The difference
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between cash and synthetic instruments is equally thea Wwedging the interest rate risk of debt
instruments with vanilla interest rate swaps but thestdiference of itself is not regarded as a source of
ineffectiveness. Further, IAS 39:1G.F.5.5 is clear thagmtity can infer in a fixed rate debt the LIBOR
swap curve and therefore explicitly permits inference riglafrom the synthetic market onto an
instrument in the cash market.

Secondly, the hedging of credit risk could change over timslammanagement techniques change. As a
result the analysis in the basis for conclusions that nhighelevant currently may not be relevant in the
future and may unnecessarily call into question the wpidiipply hedge accounting for credit risk.

Finally, the comments in the basis for conclusions are gwmmsistent with application guidance rather
than basis for conclusions. We do not believe that haunlg observations on the difficulties in
application of hedge accounting for credit risk in the bfasisonclusions is appropriate.

Question 16

Do you agree with the proposed transition requirements? Whgr why not? If not, what changes do
you recommend and why?

We agree with the general principle that, when finalifeeihedge accounting requirements should be
applied prospectively as this is consistent with the edge accounting is normally applied, except for
some limited circumstances noted below. We also dbegesarlier application should be permitted.

However, we note that there are several scenarios uthenanclear how prospective application would
apply or where prospective application could be inappropri@esequently, we encourage the Board to
consider further the scenarios described below and to prguidance on how to apply the transition
requirements in these cases.

Continuation of IAS 39 hedging relationships

The ED states that for hedging relationships that qedliior hedge accounting in accordance with IAS
39 that also qualify for hedge accounting in accordanttetive proposed new requirements shall be
regarded as continuing hedging relationships. Howeverniti explicit that such hedges must satisfy alll
the new qualifying criteria (e.g. revised hedge effectiveregisirements). We assume from paragraph
54 that this would be a requirement and hence suggest adtesgaliement to that effect to avoid
misapplication.

We believe that it was the Board'’s intention to alloweatity, on transition from IAS 39 to IFRS 9, to
revise its documentation of an existing hedging relationsgtgbkshed under IAS 39 to comply with
IFRS 9 and to then treat that hedging relationship astanoorg hedging relationship. We recommend
that the Board make this clear as part of the applicatiatagce for transition.

Date of earlier application

We note that paragraph 53 and 54 refer to both the ‘datéiaf application’ and the ‘date of adoption’.

It is not clear whether the two phrases have differetiteosame meaning. If the meaning is the same we
propose the terminology to be aligned. If they are intetml@dve different meaning then we request the
Board to provide further guidance to clarify their meaning. note that IFRS 9:7.2.2 has a specific
definition for the date of initial application and it is mt¢ar whether that definition will equally apply to
the hedge accounting requirements when included in thad&Bt
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Hedge accounting in the comparative period

An entity with a 31 December year end will be requiit@ adopt IFRS 9 for its reporting period beginning
on or after 1 January 2013. As the hedge accounting recgritenwould have to be applied
prospectively, an entity would have to comply with thBE9 requirements from 1 January 2013 if it
wanted to apply hedge accounting from that date. Howgiem the short time period between the date
the Standard is finalised and the start of the comparpgriod, say 1 January 2012, an entity may wish
to designate hedges on the basis of the revised standandotiiclear whether if documentation has been
put in place at the start of the comparative period whetleanipresent hedge accounting that complies
with the new standard in the comparative period.

We considered this issue, amongst others, in formulatingesponse to the Request for Views on
Effective Dates and Transition Methods in which we nobed an effective date of 1 January 2013
appears unrealistic.

Presentation of fair value hedges

As noted in our response to Question 9, we do not suppgrtapesed changes to the presentation of fair
value hedges. However, if these proposals are retain@buld welcome application guidance
explaining how the prospective transition requirements avapply to IAS 39 fair value hedges that are
treated as continuing hedges under IFRS 9. We assume pivsp@plication would mean that only fair
value hedge adjustments from the date that the new requireanerapplied would follow the revised
presentation but it is not clear. Further, we quesherusefulness of this presentation as it would result
in inconsistent treatment of fair value hedge adjustmagpending on whether they were posted to the
statement of financial position pre or post transition.

We believe the Board should consider whether a retrospegiplecation for presentation would be more
appropriate for fair value hedging relationships that, &8 39, are treated as continuing hedging
relationships under the transition requirements of IFR8 thi$ case, previous fair value hedging
relationships that have ceased on or before transitiofveontinue to be presented as before under IAS
39 and not be restated.

Fair value-based risk management strategy for non-financial items

We note that the proposed amendment to IAS 32 in Appendix Chdoésive explicit transition
requirements. Prospective application of this amendment @mgwly recognised non-financial

contracts entered into as part of this business model wotiiesult in useful information. This

approach would result in inconsistent treatment ofreats that are part of the same business model and
not reflect the risk management strategy in the finhstaements

Continuation of hedge designation of intrinsic value of an option

The ED proposes a change to the way time value of an aptamtounted for when the intrinsic value is
designated in a hedging relationship. However, it is not biearexisting IAS 39 hedge designations of
only the intrinsic value of an option are treated onditeom to the new requirements. For example, it is
not clear whether the terms of the aligned option whosealrierms match the hedged item are
determined at inception of the original hedge under IAS 39 at the date of transition. The differing
date would in many cases have a significant effect oauthsequent accounting entries. We believe the
date should be the inception of the original hedge under I1AS 88aedge relationship is a continuation
of an existing hedge, as opposed to a new hedge relationship.
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De-designation of hedging relationships

Given the conditional de-designation allowance proposed unde&xhi is not clear how IAS 39
hedging relationships that have not been de-designated atehef timnsition would be treated if none of
the conditions for de-designation of the hedging relationshimate For example, say a hedging
relationship is eligible under both IAS 39 and IFRS 9, hanethe hedge ratio to comply with the
objective of hedge effectiveness has not been determinedthedsew proposals as at transition. In this
case it is not clear if this would be subject to a marglaebalancing and prohibition from de-
designation if the de-designation conditions are not met thisitvould be treated as an ineligible hedge
as the qualifying conditions for hedge accounting have not lagisfied at the date of transition.

Change in designation from proportion to a layer

The ED explicitly allows an entity to designate a lageg. bottom layer) of an item in a fair value hedge
if certain conditions are met and this is consistent atlentity’s risk management objective. We note
that on transition to the new requirements an entity chaose to change a designation from a proportion
of an item (eg 40% of a CU100m fixed rate loan) to sobotayer of an item (e.g. the last CU40m to
remain of a CU100m fixed rate loan). It is not cleant the transition requirements whether such an
alteration to the way in which the hedged item is identifi®uld result in a de-designation of the
previous hedge and a re-designation of a new hedge. We noffestizt a change does result in a break
in the hedge this would require the recalculation of thecgtfe interest rate to amortise some or all of the
previous fair value hedge adjustments which would not providalisfrmation as this would distort

the natural amortisation of the hedge adjustment that vathé&twise occur if treated as a continuing
hedging relationship. Hence, we would recommend an exglmitance for an entity to alter a hedge
designation from a proportional component to an equivalent tayaponent without creating a break in
the hedging relationship.

Hedges of groups of items (including net positions)

The ED allows more types of groups of items to beldigior hedge accounting. As a result, on
transition, an entity may choose to combine individual hedgilagionships into single group hedging
relationships. It is not clear from the transition riegjments whether such a combination would be treated
as a continuing hedging relationship or a new hedging relatmris the case where the individual items
included in the group hedge continue to be hedged for theasadrenly that risk, we believe this should
be treated as a continuing hedge. However, where this tga béa net position, this would call into
guestion how any prior period gains or losses recognisgafit or loss should be presented, as from
transition such gains or losses would be presentedeparate line item. Consistent with our view on the
presentation of fair value hedges that continue afteriti@mmswe believe the presentation requirements
should be applied retrospectively.

Hedging aggregated exposures

The ED allows an aggregated exposure that includes\atieei to be an eligible hedged item. Hence, at
transition an entity could designate an aggregated exposarcash flow hedge which under IAS 39
would not have been eligible. We note that in thiecasvould be necessary to define the hypothetical
derivative as at the date of transition as this woelthle start of the hedging relationship. However, we
believe that the Board should consider a concessionow al entity to define the hypothetical

derivative as at the start date of the original econondgéneelationship as this is the date the entity
would have been able to apply hedge accounting had IAS 3%teersuch an approach.
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Basis adjustment of non-financial items

We note the ED requires basis adjustments for cashhibalges of forecast transactions that result in the
recognition of non-financial items. However, it is notaclaow this requirement would apply to past
cash flow hedges which have already resulted in the recmgoitithe non-financial item but have not
been basis adjusted (i.e. the gain/loss on the hedging instreeneains deferred in OCI). It is not clear
whether such amounts deferred in OCI should be recogasspdrt of the recognised non-financial item
or not.

First-time adoption of IFRSs

We also note that the ED does not propose any specific areahtbriFRS 1. As already commented in
our comment letter on the Request for Views on EffectigE®and Transition Methods, if the current
exceptions to retrospective application in IFRS1.B4-B6@beetretained, depending on the final
effective date of the final standards and the dateaofition, first-time adopters may be prohibited from
reflecting their risk management activities in their ficial statements, merely because they are not
practically able to comply with hedge documentation requinésrigefore their date of transition to
IFRSs. This consequence is not consistent with theigeof hedge accounting and does not result in
useful information for users. We recommend the Boardttakepoint into consideration when finalising
the effective date and/or requirements for the firsetadopters. In addition, many of our comments
above on transition should also be considered in the caftéxtt-time adoption.

Other issues
Measurement of hedge ineffectiveness

Paragraph B44 permits the use of a hypothetical derivagtlead for measuring the hedged item but
does not restrict its use to the measurement of cash ithoavsash flow hedge. As a result some may
interpret this to mean that a hypothetical derivatiethod could be used to measure changes in fair
value of a hedged item in a fair value hedge. In sonescasing the hypothetical derivative method to
measure the hedged item in a fair value hedge can give asdifferent result to measuring the hedged
item directly. For example, using an interest rate smittpa pay fixed leg and receive floating leg to
measure the change in fair value of a fixed rate ingniiitinat matches the terms of the fixed leg of the
swap will not necessarily give the same result as meadinenigked rate instrument directly. That is
because the floating leg of the swap is not replicateueimédged item and hence may give rise to fair
value changes that do not arise from the hedged item (forpdearising from the existence of a basis
swap spread in the hypothetical derivative that does ndtiexise hedged item). We do not believe it is
necessary to use the hypothetical derivative to meadwedged item in a fair value hedge as the item can
be measured directly. However, if the Board wish taimehe proposed guidance we recommend that
either (i) it refers only to cash flow hedges, or (iit fan apply to any type of hedge relationship it is
made clear that the method is only appropriate for asddire hedge if it replicates the fair value change
of the hedged item that would be derived by measuring the hédgedirectly.

Paragraph B44 is clear that the time value of money shguidcluded when measuring the hedged item.
When the Board discussed this requirement it also disdwglsether credit risk should be included in the
measurement of a hedged item. The lack of guidanteiBD regarding the inclusion or exclusion of
credit risk in the measurement of a hedged item, includingh&het not credit risk is incorporated in the
measurement of the hedged item when the hypothetical derivagitteod is used could give rise to
diversity in practice. We recommend that the Boardfgldas position on this matter.
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Basis adjustments for cash flow hedges of non-financial items

For cash flow hedges that result in the recognition of a mamdial item on the statement of financial
position, the Board has proposed mandatory basis adjusthies removes the choice that exists under
IAS 39 to retain amounts deferred in accumulated @@éclassify them directly to profit or loss when
the non-financial item affects profit or loss.

We do not believe that any benefit arising from simplifyiing hedge accounting model, by removing a
choice, outweighs the difficulty that some preparers wouwld fa comply with this requirement. The
difficulty in practice arises from the tracking of baa@justments when the volume of hedged items is
large and tracked by complex systems.

The highly probable criterion

We agree that the highly probable criterion for designatifagerast transaction as a hedged item in a
cash flow hedge should be retained , however, we believeritdson needs to be amended to reflect
that an entity may attempt to eliminate its exposuserg from the hedging instrument should the
transaction not occur. This is not the same as hedgingsatton that does not occur, but instead
ensuring that should the forecast transaction not occarttieeentity is not exposed to the risks inherent
in the hedging instrument. In practice in IAS 39, the highbbpble criterion has led to the
disqualification of these sound economic hedge relationshipsx&opée, it is increasingly common
when hedging the foreign currency risk associated with a donemt to complete a future business
combination that is still subject to regulatory approtfa} the entity will enter into a foreign currency
derivative with a purchased knock-out option that resultsaérnedging instrument settling for zero in the
case that the transaction fails to occur (i.e. iftthginess combination is not approved). Such instruments
hedge the foreign currency risk that arises if the traisgaoccurs and also eliminate the exposure from
the hedging instrument should the transaction not occurefidner from a risk management perspective
the hedging instrument is a very effective hedge at hedgiegyfocurrency risk and the uncertainty that
if the transaction does not occur the entity will contittube exposed to the hedging instrument.

As IAS 39, and the ED, assume the transaction will occunwaleessing hedge effectiveness (even
though it is not certain), a deal-contingent derivative iS@céi/e due to the inclusion of the purchased
option. This is counter-intuitive. In effect, a detiva without the purchased option is regarded as fully
effective for a transaction that may not occur, yetravdtve with a purchased option is not regarded as
fully effective when that purchased option reflects the drtibathat the forecast transaction might not
occur. The Board should give consideration to whether theyhpgbbable criterion should be amended
to reflect this anomaly.

Intragroup hedged items

We note that the Board has carried over from IAS 39 ¢heumting requirements and associated
guidance in relation to hedge accounting highly probabledstectragroup transactions (in IAS 39.80
and IAS 39.AG99A and paragraphs 17 and B10 of the ED). Itigeathis had led to a number of
interpretative issues, particularly as the standardssthat royalty payments, interest payments or
management charges between members of the same groupqualifgtunless there is a related external
transaction. Questions arise as to how the internadaiaion is related to the external transaction. For th
sale of inventory between entities prior to an onwarel sbinventory to an external party the guidance is
more intuitive, but for sale of non-physical goods, such asdies and resulting royalties etc, it is less
clear. It would be beneficial if the standard made dleatr an internal transaction is eligible as a hedged
item if the internal transaction only arises becabsesiternal transaction occurs. There must be a clear
link between the internal and external transactiogabes where external transactions, such as sales of
goods, give rise to internal royalty payments, it would aphed the internal transaction is related to an
external transaction, even though currently the standardesriplat generally internal royalties cannot be
hedged.
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Net investment hedges

In considering the proposed new hedge accounting model, the &damot specifically discuss potential
changes to net investment hedge accounting. However, sohembposed general changes that apply
to both cash flow and fair value hedges could equally appigttinvestment hedges. For example, the
changes to the effectiveness testing requirements, echéjion of de-designating a hedging relationship
unless conditions are met and the proposed accounting fomi&alue of an option when its intrinsic
value is designated in a hedge all appear to be relewanetf investment hedges. We recommend that
the Board clarify whether the proposed changes would applgttmvestment hedges.

It is not clear how the Board'’s proposal for the tresatnof time value for purchased options would
interact with net investment hedging. Would the hedge of themvettment be a time period or a
transaction related hedge? Specifically, would the renneagent of time value be always deferred in
OCI until disposal of the net investment in foreign oper&tion

Presentation of hedge ineffectiveness

We note that the ED is silent on the presentation of hedffectieeness in the income statement. The
increased tolerance of hedge ineffectiveness arising froprtip@sed removal of the highly effective
requirement will increase the importance of the apprappegsentation of hedge ineffectiveness. Under
IAS 39, hedge ineffectiveness tends to be reported asfhe recognition of the hedged item in the
income statement or in finance income/expense. ThedBbeuld consider the appropriateness of this in
light of the removal of the highly effective criterion.

Miscellaneous

As the hedge accounting requirements will be included ir5IBR would be helpful if the Standard
clarified the interaction of risk management activitytba classification of financial assets based on an
assessment of the entity’s business model (IFRS 9:4.1.2)r@erstanding is that the business model
assessment focuses on the entity’s objective for managsegsavithout considering risk management
activities, such as hedging of the contractual cash floova fuch assets. It would be beneficial if IFRS 9
clarified this. For example, an entity may condudt nenagement activities to monitor and achieve a
desired level of exposure to interest rate risk in &g of financial assets. We do not believe this is
intended to be seen as a business model where a portfGhamtial assets managed and whose
performance is evaluated on a fair value basis (IFRS D:84merely because of the risk management
activities.

We note that the Board did not discuss the implementatidiagee for hedge accounting that currently
exists in IAS 39. Although this guidance is not authavigtit is widely used in practice to understand
the application of the requirements. As such, much of th#&agee remains relevant for the proposed
new rules. We recommend that the Board incorporates thenglguidance as part of IFRS 9.

Paragraph B2 appears to indicate that an entity’s ownyaqsattuments are not eligible for hedge
accounting because they are not financial assetsaorciial liabilities of the entity. However, items that
are not financial assets or financial liabilities ¢eneligible hedged items (e.g. forecast transactions). Th
reason why own equity instruments are not eligiblenmige accounting is because they do not affect
profit or loss (nor do they affect OCI, which wouldrie&evant if the objective of hedge accounting were
to be extended to include such risks). We recommend tkgtdhagraph is amended to reflect this.

Paragraph B3 clarifies that for a hedge of foreign cayreisk, an entity may designate the foreign
currency component of a non-derivative financial instrumetergened in accordance with IAS 21.
However, it is not clear for a non-derivative, such asifpr currency monetary liability, that is measured
at fair value through profit or loss, whether the foragrrency component is based on the fair value of
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the non-derivative instrument or its deemed amortised Wstrecommend that this is clarified to avoid
inconsistencies in practice.

Paragraph B4 states that ‘This [draft] IFRS does rsitice the circumstances in which a derivative may
be designated as a hedging instrument, except for sontenaajitions’. However, IAS 39 also restricts
combinations of options that in aggregate are net wrifpéions from being eligible hedging instruments.
We do not believe that the Board had intended to chasgesition on eligibility of net written options
and therefore recommend that paragraph B4 is amendee@itdaaéfoth written options and net written
options.

Paragraph B6 refers to the eligibility of a ‘single’ hedgimgrument that hedges more than one type of
risk. This could be read to preclude the eligibility miultiple’ hedging instruments used to hedge more
than one type of risk. We do not believe that the Boashaed to restrict the eligibility of multiple
hedging instruments as a hedge of multiple risks and tlierefoommend that paragraph B6 is amended
S0 as not to be restricted to only ‘single’ hedging instnime

Paragraph B7 clarifies that a ‘firm commitment’ to acgui business combination cannot be a hedged
item except for foreign currency risk. We believe the Baatends this restriction to also apply to
‘forecast transactions’ to acquire business combinatiod$iance recommend paragraph B7 is amended
to reflect this.

Other issues relevant for the portfolio hedge accounting med
We note that the Board continues to deliberate theghortiedge accounting model. We believe the

following items, which although relevant for the general hedg®unting model will be more relevant
for the portfolio model and hence should be considered by thelBo

. hedging groups of prepayable items;
. hedging interest risk in the case where the interestyatéh-LIBOR (e.g. deposits); and
. effectiveness testing for groups of items.
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