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Papers to be discussed at this meeting

1. Inaddition to this paper, the Board will discuss five other papers:

(@) Agenda paper 20A: Disclosures about the effects of hedge accounting
on the balance sheet.

(b) Agenda paper 20B: Disclosures about the effects of hedge accounting
on the income statement and on the statement of other comprehensive
income and the cash flow hedge reserve.

(c) Agenda paper 20C: Disclosures about each of the risks that the entity
manages through hedging activities.

(d) Agenda paper 20D: Illustrative example of the recommended hedge
accounting disclosures.

(e) Agenda paper 20E: Staff recommendations and questions to the

Board.

2. This cover note only provides the Board with background information. Agenda

papers 20A, 20B and 20C will ask the Board to consider possible hedge

accounting disclosure requirements. Agenda paper 20D provides the Board with

an illustrative example of the recommended disclosures. Agenda paper 20E

considers the alternative approaches that the Board can adopt for hedge

accounting disclosures and asks the Board for decisions.

This paper has been prepared by the technical staff of the IFRS Foundation for discussion at a public meeting of the

IASB.

The views expressed in this paper are those of the staff preparing the paper. They do not purport to represent the
views of any individual members of the IASB.

Comments made in relation to the application of an IFRS do not purport to be acceptable or unacceptable application of
that IFRS—only the IFRS Interpretations Committee or the IASB can make such a determination.

The tentative decisions made by the IASB at its public meetings are reported in IASB Update. Official pronouncements
of the IASB, including Discussion Papers, Exposure Drafts, IFRSs and Interpretations are published only after it has
completed its full due process, including appropriate public consultation and formal voting procedures.
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3. The staff recommend that all the proposed disclosures should be provided in one
location in the financial statements. However, because relevant information
may be described in other locations, the entity does not have to duplicate that

information, but rather needs only to provide clear cross-references.

Tentative decisions reached by the Board at previous meetings

4. At the September 2010 meeting the Board decided on the scope of the hedge
accounting disclosures® . At that meeting, the Board tentatively decided:

(@) toexpand disclosures in IFRS 7 Financial Instruments: Disclosures to
include the exposure to a specific risk for financial and non-financial

items when an entity applies hedge accounting; and

(b) that hedge accounting disclosures are restricted to the risks that an

entity hedges and for which hedge accounting applies.

Purpose of this paper

5. This paper provides the Board with background information. This paper is

organised as follows:
(@ summary of feedback received from users;
(b) approach followed in developing the proposed disclosures; and

(c) overview of the approach to hedge accounting disclosures.

Summary of feedback received from user outreach

6.  During its deliberations on the hedge accounting project, the Board and staff

reached out to preparers and users. A specific effort was made to gain an overall

! See agenda paper 17 of the September 2010 IASB meeting.
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understanding of how users view hedging and of how an entity’s hedging
activities affect their analysis and decisions. Our outreach included soliciting
views on presentation and disclosure. The staff used the feedback received from
users as a starting point from which to develop the proposals for possible hedge

accounting disclosures.

7. Atthe March 2010 meeting, the staff provided the Board with feedback from its
outreach activities with users®. This section provides a brief summary of the
feedback that the staff provided to the Board at that meeting.

The main points

8.  The main points from the user feedback were:
(@ users specifically want information on:

(i)  gross exposures and hedged volumes;
(i)  how exposures are mitigated,

(iii) the effects of the risk management strategy (ie the
resulting net exposure);

(iv) notional amounts; and
(v) time horizons of the hedges.
(b) users want a (meaningful!) description of the entity’s hedging strategy;

and

(c) users want information on the derivatives that qualify for hedge
accounting and the ones that do not qualify for hedge accounting but

that are economically used to hedge.

2 Agenda paper 12 of the March 2010 IASB meeting.
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Overall, there was a broad spectrum of views regarding other points from the

user feedback:

(@ many analysts were not greatly concerned about hedge ineffectiveness;

(b) analysts are interested in long-term, recurring value drivers that impact
the cash flows of the business;

(c) many analysts want information that allows them to unwind the effects
of hedge accounting so they can see how the business performs before
the effect of hedging; this provides information on underlying value
drivers and risks of the business (this is relevant for hedges of operating
activities like sales and purchases rather than hedges that eg change
financing between fixed or floating interest exposure);

(d) analysts of non-financial institutions were not greatly concerned about
management speculation with derivatives that are portrayed as hedges;

(e) buy-side analysts tend to look at hedge activities in less detail compared
to sell-side analysts;

() overall, analysts are interested in an entity’s risk exposures and how the
entity manages those exposures through the use of hedging instruments;

() most analysts believe that hedge accounting should reflect the entity’s
internal risk management approach;

(h) many users noted that today’s hedge accounting requirements are
overly complex, and they do not understand why hedge accounting is
achieved in some situations and not in others;

(i) analysts think that hedge accounting information would be more useful
if it were concise, focusing on the key points (rather than providing
abundant detail) so that the “message’ does not get lost; and

(J))  some analysts think that providing disclosures on hedging activities in

one note helps them to save time in their analysis.
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Considerations in developing the proposed disclosures

10. Accounting is inherently limited in its ability to provide all the information that

all users of financial statements will find useful.

11. Inaddition to this inherent limitation, one of the main issues relating to the
reporting of hedging activities is that existing recognition and measurement
requirements allow for only partial reflection of these activities in the financial

statements.

12. To address these issues there needs to be a clear objective of hedge accounting

disclosures and a clear approach to developing such disclosures.

The approach

13.  Users have indicated that hedge accounting disclosures are not transparent®.
Enhancing the transparency of hedge accounting disclosures requires an

approach that considers:

(@) information that provides a clear picture of the entity’s risk
management activities with respect to hedge accounting, which is not

necessarily provided in the primary financial statements; and

(b) the information provided in the primary financial statements.

The objective

14. The staff have approached the development of hedge accounting disclosures

with a view to the following objectives—providing information about:

(a) the effect that hedge accounting has had on the entity’s balance
sheet, income statement and statement of comprehensive income

(see agenda papers 20A and 20B);

® See agenda paper 13 of the March 2010 IASB meeting.
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(b) how an entity’s risk management strategy is applied to manage or

transform risk (see agenda paper 20C); and

(c) how the entity’s hedge activities may affect the amount, timing and

uncertainty of its future cash flows (see agenda paper 20C).
To meet these objectives there are some issues that need to be addressed:

(@ What information do we require about the effects of hedge accounting

on the primary statements and how should it be presented?

(b) What information do we require with respect to the risk management

activities of the entity and how should it be presented?

(c) How do we provide a clear link between the information in the primary
financial statements and the additional information in the notes to the

financial statements?

Information about the effects that hedge accounting had on the primary financial
statements

Why do we need to understand the effects of hedge accounting on the primary

financial statements?

One of the functions of hedge accounting is to mitigate the recognition and
measurement anomalies between the accounting for hedging instruments and the
accounting for hedged items. Hedge accounting disclosures therefore must
increase transparency on how an entity has mitigated these recognition and
measurement anomalies. Doing so will help users identify how hedge
accounting has affected the performance statement and the balance sheet of the

entity.

Consequently, the first step is to understand what amounts have been recognised

or deferred as a result of hedge accounting.

Agenda papers 20A and 20B discuss proposed disclosure requirements about the
effects of hedge accounting on the primary financial statements.
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Information about the entity’s risk management activities

The second step in providing useful information to users of financial statements
is to provide disclosures about the entity’s risk management activities and how

they relate to the primary financial statements.

Agenda paper 20C discusses proposals about disclosures that could be provided
to allow users to understand how an entity manages each of the risks that it
identified as part of its risk management activities. These proposals focus

mainly on information that is not available in the primary financial statements.

Providing a link between information presented in the primary financial statements and
additional information that is specific to hedge accounting

Information captured in the primary financial statements represent the elements
of financial statements (assets, liabilities, equity, income and expenses).
However, for the purpose of hedge accounting, we are interested in the exposure
that an entity manages. Consequently, we need to ‘link’ (a) the information in
the primary statements to (b) the additional information specific to each risk and

how it is managed.

A good link would be to list each of the risks that the entity manages as part of
its risk management activities. In other words, the entity should disclose the
effects of hedge accounting on the primary statements by risk. This way, when
the entity provides additional disclosures on the risk management activities,
there is a natural link to the information that explains the effects of hedge

accounting on the primary financial statements.

For the purpose of hedge accounting disclosures, the entity should categorise
risks based on how that entity manages risks. In other words, the disclosure
requirements will not prescribe these particular categories: an entity will have
to apply judgement on how to categorise these risks. However, these categories
should be used consistently throughout all the proposed hedge accounting

disclosures.
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Other considerations

There will not be any prescribed level of aggregation or disaggregation for the
purpose of these disclosures. However, entities will have to consider the level of
aggregation and disaggregation used for other disclosures (for example, fair
value disclosures in IFRS 7). This is because users should be able to eg link fair
value disclosures with hedge accounting disclosers where this is necessary to

better understand the fair value movements of the relevant amounts disclosed.

As a general principle, entities are encouraged to disclose any additional
information they feel is necessary to meet the objectives of hedge accounting

disclosures.

Hedges of groups of items of net positions

The Board has tentatively decided that some hedges of groups of items and net

positions should be eligible for hedge accounting.

Because the disclosures proposed for hedge accounting are based on clear
objectives, there are no additional disclosures specific to hedges of groups or net
positions, other than providing the required information (as set out in agenda
paper 20A, 20B and 20C) in the context of a hedge of a group of items or a net

position.

In other words, when an entity provides information about the risk and how it is
managed in accordance with the proposed disclosures, it should provide that
information for hedges of groups of items and hedges of non-groups of items in
the context of that particular risk. Consequently, the proposed disclosures are
required by type of risk and then within each risk by hedges of groups of items

and hedges of non-group items.

An overview

A diagrammatic representation of the proposals for hedge accounting disclosures

is shown below.
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Overview of the approach to hedge accounting disclosures

Breakdown of the effects of hedge
= accounting on the primary statements

Additional disclosures about hedge accounting and risk

management

Effects of hedge
accounting on the balance
sheet by risk:

(see agenda paper 20A)

Effects of hedge accounting
on the income statement
and OCI by risk:

(see agenda paper 20B)

Risk#1 Risk#1

Risk#2 Risk#2

Risk#3 Risk#3
Quantitative Qualitative

disclosures for (€€ agenda paper 20C) isclosures for

each risk:

Risk exposure
Exposure hedged
Average hedge rate

Period of the hedge

Risk #1
Additional risk
management
information

Risk #2
Additional risk
management
information

Risk #3
Additional risk
management
information

each risk:

Risk management
strategy

Source of the risk

Sources of
ineffectiveness
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