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Exposure Draft 2010/13: Hedge Accounting

Dear Sir or Madam,

MAZARS welcomes the opportunity to comment on t#eéSB exposure draftHedge
Accounting Our answers to the Exposure Draft questions laogvs in the appendix to this
letter which summarises our concerns and opinion.

The proposals in the exposure draft evidence theed®® efforts to address the limits of the
existing guidance on hedge accounting that has tédely criticized for being rule-based,
overly complex and not reflecting an entity’s rislknagement.

In our view, the exposure draft contains significamprovements in the following areas:

= We support the proposed objective to better aligki management practice with
hedge accounting. This will benefit users and lisitations where accounting
treatment is disconnected from risk management potential undesirable results.

= We welcome the Board’s efforts to propose hedgecaffeness requirements as a
qualifying criterion for hedge accounting that relg an objective-based model
instead of some arbitrary bright lines. We beli¢lvat the arbitrary 80%-125%
range has precluded sound hedging strategies td A& 39 effectiveness
qualifying criterion for hedge accounting. We algelcome the Board’s proposal
to allow the entity to elect to use a qualitativeaaquantitative hedge effectiveness
method depending on the complexity of the hedgaiogiship.

= We agree that an entity should be allowed to desegas a hedged item in a
hedging relationship changes in the cash flowsiwnglue of an item attributable
to a risk component, provided that the risk compoingeseparately identifiable
and reliably measurable.
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= The proposal will align the designation of risk qunents as hedged items for
financial and non-financial items. It will be helpffor corporates that are
increasingly seeking risk strategies to hedge codity@rices on non-financial
items.

= We believe that an aggregated exposure that isndiocation of an exposure and a
hedging derivative may be designated as a hedged ithis will address common
risk management practices where an aggregated @ngEso often referred to as
a “synthetic exposure”) is managed as one expdsugeparticular risk.

We encourage the Board to give further considemabahe following areas:

= We believe that the exposure draft should provititeonal guidance on the level
at which the risk management objective shall bessel in order to establish the
right linkage between risk management strategyreadje accounting (see our
answer to questions 7 and 8).

= Even though we support the Board's initiative tdrads the volatility generated by
the changes in value of the time value componeanadptional hedging strategy,
we believe that the Board should simplify the prsgzb approach that is overly
complex (see our answer to question 10).

= We consider that requiring the rebalancing of agivegirelationship, for which the
risk management objective remains the same, eawh thie hedging relationship
fails to meet the objective of the hedge effectesgmassessment adds unnecessary
operational complexity. The objective of the heddfectiveness assessment to
“minimize expected hedge effectiveness” createerainties over the frequency
and timing of rebalancing (see our answer to qorsi).

= Even though we understand the Board’'s concern deggathe interaction between
the prepayment option and the change in fair valuthe risk being hedged, we
consider that the way the exposure draft is writkeruld preclude entities from
using hedge accounting on a layer component of réfofio because of the
existence of prepayment clauses (see our ansvgeretion 5b).

Our major areas of concern related to the expaidnarfe are as follows:

= A critical point is that the exposure draft doe$ smlve the European carve-out on
IAS 39 (e.g. sub-LIBOR issue). Indeed, the propogedance requires that if a
component of the cash flows of a financial assdinancial liability is designated
as the hedged item, that component must be lessahaqual to the total cash
flows of the asset or liability. We are convincéuitt the IFRS 9 project is an
opportunity to reconcile the IFRS framework and #mecounting framework
adopted within the European Union that should rotiissed.
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Therefore we urge the Board to continue its dediben with preparers to find a
pragmatic solution to this issue (see our answeguégstion 4).

We think that the proposed objective of hedge actiog should be expanded to
include risks that impact other comprehensive ineamnbalance sheet line items.
While the proposed exposure draft is limited tksishat could affect profit or

loss, actual management activities also includeuteeof financial instruments to
hedge risk exposures that will not affect profilass.

We consider that the guidance on inflation andlasis for conclusions on credit
risk hedging is rule-based and preempts the estigvn analysis so as to
determine whether these components are separateltifiable and reliably

measurable risk components in its specific circamsts. The proposed explicit
prohibition to designate inflation as a hedged iteould have unintended
consequences on the eligibility of other kind akrcomponents (especially in the
non-financial area) as it does not rely on a pplecimentioned in the exposure
draft (see our answer to question 4). In additive,believe that it would not be
relevant to impede entities to apply hedge accagntin their hedging strategy
related to credit risk, since management of creslt is a critical part of entities’

actual risk management practices especially withm banking sector (see our
answer to question 15).

Finally, even though the exposure draft addredseg¢neral model of hedge accounting, it
contains proposals that will influence the macrddieg model (e.g. prepayment options,
sub-LIBOR issue). Therefore our comments on théajlbedge accounting approach cannot
be comprehensive before we get a better undersigdithe IASB’s direction in respect of
macro-hedging.

Do not hesitate to contact us should you want$oudis any aspect of our comments.

Best regards,

D

Michel Barbet-Massin
Head of Financial Reporting Technical Support
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Objective of hedge accounting

Question 1
Do you agree with the proposed objective of heageanting? Why or why not? If not, what
changes do you recommend and why?

The exposure draft proposes that the objectiveenfgh accounting is to represent in the
financial statements the effect of an entity’s riekknagement activities that uses financial
instruments to manage exposures arising from pdaticisks that could affect profit or loss.

We agree that the objective of hedge accountinglldhioe to reflect in financial statements
the effect of transactions entered into for risknagement purposes. Users will benefit from
closer alignment between risk management and hadgaunting. This will limit situations
(e.g. accounting for the time value of options) mhaccounting treatment is disconnected
from risk management, with the following potentialdesirable results:
= Economic hedging is not implemented: The entitynaloas its hedging strategy
because the requirements to qualify for hedge attoapare burdensome.
= Hedge accounting is not attempted by the entitye €htity accepts unnecessary
volatility in its profit or loss because it considethat costs of applying hedge
accounting outweigh its benefits.
= Hedges documented for accounting purposes are hghed to the risk
management objective.

Any of these outcomes is undesirable and will tegulless relevant and understandable
information for users of financial statements. Weréfore agree that the changes envisaged
by the Board constitute an improvement to the 18S8es.

However, we believe that the proposed objectivlenfge accounting should be expanded to
include risks that impact other comprehensive inemnbalance sheet line items. While the
proposed exposure draft is limited to risks thatld@affect profit or loss, actual management
activities also include the use of financial ingtents to hedge risk exposures that will not
affect profit or loss. Under IFRS 9 as currentlyitign, changes in the fair value of
investments in equity instruments designated at Walue through other comprehensive
income will never impact profit or loss. Consequignthe proposed guidance precludes the
application of hedge accounting to such instrumeat®n though it may contradict the
entity’s risk management activities.

Similarly, the proposed guidance will impede theplegation of hedge accounting to the
following risks exposures since they do not impawfit or loss: actuarial gains or losses
(IAS 19), revaluation of property plant and equipm@AS 16), revaluation of intangible

assets (IAS 38), changes in fair value of own ggustruments (IAS 32). Hedge accounting
on own equity instruments is relevant for exampleew the entity’'s objective is to hedge
share based payments. In this case, the entitywaay to fix or cap the cost of buying shares
in the market to satisfy the promise at vestingd&herefore, the limitations in the proposed
guidance may contradict entities’ risk managementctyres and lead to situations where
entities document hedging relationships that arecainected from their actual risk
management practices in order to limit volatiliygrofit or loss.

MAZARS 4

61, rue Henri Régnault — 92075 La Défense Cedex
Tel : + 33 (0) 1 49 97 60 00 — Fax : + 33 (0) 1949%0 01 — www.mazars.com



WISEE M A Z AR S

We believe that the principles of the proposed heglguidance should thus be extended so
as to allow the hedging of risk exposures evendhatney will not impact profit or loss.
Advocating for that change, we note that the predasuidance enables the documentation of
hedge relationship on net investments in a foreigeration even though the probability that
the risk exposure will impact profit or loss mayreenote.

Instrumentsthat qualify for designation as hedging instruments

Question 2
Do you agree that a non-derivative financial asset a non-derivative financial liability
measured at fair value through profit or loss stidaé eligible hedging instruments? Why|or
why not? If not, what changes do you recommendvamg?

The exposure draft proposes that non derivativenfiral instruments measured at fair value
through profit or loss should be eligible hedgingtruments.. Current guidance under IAS 39
allows the designation of non derivative finandgradtruments as hedging instruments for a
hedge of foreign currency risk.

Non derivative financial instruments measured &t\value through profit or loss correspond
under IFRS 9 to:
» Financial instruments not held within a businessdehovhose objective is to
collect contractual cash flows.
= “Complex” financial instruments held within a busgs model whose objective is
to collect contractual cash flows.
» Financial instruments for which the fair value optiwas elected to eliminate an
accounting mismatch.

Hedge accounting may be needed only in the casmofplex” non financial instruments not
held within a business model whose objective isditect contractual cash flows. However,
for those instruments, the benefits of the propealllbe limited since the non derivative
financial instruments shall be designated in itdrety (except for foreign currency risk).
Consequently, the effects of risk components ofniwe-derivative financial instruments that
are not related to the risk being hedged cannoéxmtuded from the hedging relationship,
thus negatively affecting the effectiveness assestm

Even though we do not foresee its actual benefits,agree with the Board’s proposal to
expand the eligibility of non derivative financialstruments measured at fair value through
profit or loss as hedging instruments

We also think the Board should reconsider the tgbib designate net written options as a
hedging instrument. The proposed guidance leadstmsistencies in accounting for similar
economic hedges depending on the nature of thargedwtrument used.

For example, a corporate may decide to hedge axp&seire on its sales by buying a floor.
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To reduce the cost of its policy, it could eithetl @ cap or combine both instruments by
buying a tunnel at no cost. In this second casehe@dunnel is not a net written option, it
would qualify as a hedging item, while the comhimatof a floor and a cap would not, thus
creating undue volatility in profit and loss comifngm changes in the fair value of the cap.

While we recognize that the use of net written @i in a hedging policy is rare and needs
precise documentation, we consider that the expodtaft should not preclude the use of
such instruments, leaving to the management toifjustnd document that the risk
management strategies that use such instrumentsoasestent with the principles of the
standard.

Derivativesthat qualify for designating as hedged items

Question 3
Do you agree that an aggregated exposure thatasmdination of another exposure and a
derivative may be designated as a hedged item?aiimpy not? If not, what changes do ypu
recommend and why?

We agree that an aggregated exposure that is aicaton of another exposure and a
derivative may be designated as a hedged item.Wilisddress common risk management
practices where an aggregated exposure (an exposilirea derivative) is managed as one
exposure for a particular risk.

As discussed in question 11, we also believe thatBoard should clarify that a group

comprised of (i) items that are individually eligglthedged items and (ii) a derivative can be
seen as an aggregated exposure that may be desigizad hedged item.

Designation of risk components as hedged items

Question 4
Do you agree that an entity should be allowed twigihate as a hedged item in a hedding
relationship changes in the cash flows or fair gadfian item attributable to a specific risk|or
risks (ie a risk component), provided that the rsknponent is separately identifiable and
reliably measurable? Why or why not? If not, whadrmges do you recommend and why?

We agree that an entity should be allowed to desggms a hedged item in a hedging
relationship changes in the cash flows or fair galf an item attributable to a risk
component, provided that the risk component is regply identifiable and reliably

measurable.
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The proposal will align the designation of risk qmments as hedged items for financial and
non-financial items. It will be helpful for corpdes that are increasingly seeking risk
strategies to hedge commodity prices on non-firnitems. In addition the proposed
guidance may potentially enable insurance compaioidsedge separately identifiable and
reliably measurable risk components in insurancetraots (e.g. foreign exchange risk,
interest rate risk, credit risk and also non finahgsks such as mortality risk).

However, we do not support IASB’s proposed guidameehe designation of inflation as a
hedged component. Paragraph B18 of the exposuri skates that“inflation is not
separately identifiable and reliably measurable aadinot be designated as a risk component
of a financial instrument unless it is contractyadpecified”

We consider that the guidance is rule-based areippts the entity’s own analysis so as to
determine whether inflation is separately identigaand reliably measurable in its specific
circumstances. The proposed explicit prohibitionlésignate inflation as a hedged item could
have unintended consequences on the eligibilitytioér kind of risk components (especially
in the non-financial area) as it does not rely goriaciple mentioned in the exposure draft.
We encourage the Board either:
= To remove the explicit prohibition to designate th#ation component as a hedged
item unless it is contractually specified; or
= To explain the principles underlying this prohibitiin order to help preparers to adopt
a consistent approach on other “identifiable andsueable” components.

Another critical issue for banks and insurance camgs is the sub-LIBOR issue. The

Board’s proposal on the relationship between cormaptsand the total cash flows of a
hedged item is one of the most sensitive as it $goart of the current European IAS 39 carve
out. We are convinced that this IFRS 9 project nsaopportunity to reconcile the IFRS

framework and the accounting framework adoptediwithe European Union that should not
be missed. Therefore we urge the Board to contitsuéeliberation with preparers to find a

pragmatic solution to this issue.

Our understanding is that the current provisionl/A$ 39 retained in this exposure draft
prevents entities (especially banks) from reflegttheir actual risk management policy in
their financial statements. The Board's propasaldcument the hedging relationship on the
total cash flows of the instrument does not seefet@perational. Indeed it will lead to the
use of a hedging ratio which will have to be rdsequently to take into account changes in
market condition whereas the actual risk managemietite entity will manage its exposure
on a component basis with a constant hedging ratics disconnection between actual risk
management and hedge accounting documentation isomtradiction with the Board’s
objective regarding hedge accounting.

In addition, the exposure draft seems to considat LIBOR represents a risk free interest
rate, but it is not. LIBOR, being an inter bankfeoéd rate, corresponds approximately to an
"AA" credit risk. That is why, especially followinthe recent financial turmoil, high credit
guality issuers rated "AAA" can issue "sub-LIBORSiruments.
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This negative residual component is therefore mgthiut a convention related to the most
active and liquid interest rate index: the intetbame. We therefore consider that a simple
market convention should not result in flawed acdimg outcome.

Finally, we consider that the Board should clathg “highly probable forecast transaction”
criterion for cash-flow hedges in order to dealhatihe following specific situation: It is not
uncommon that an entity hedges future cash flowistware not highly probable (e.g. tender
hedge) with a hedging derivative that perfectlyliceppes the uncertainty of the hedged
exposure. Although there is a perfect economic égidigs unclear whether hedge accounting
may be applied before the hedged item becomes $higiobable”. In this kind of specific
situation where the uncertainty of the future célslws is fully replicated in the hedging
instrument, we consider that the future non higigbable cash flows should be considered
eligible hedged items and that the final standaukl be clarified in this regard.

Designation of alayer component of the nominal amount

Question 5
(a) Do you agree that an entity should be alloveeddsignate a layer of the nominal amount
of an item as the hedged item? Why or why not®tf what changes do you recommend and
why?

Yes, we agree. An entity should be allowed to daeninthe hedged exposure as a layer
where that it is consistent with the way it actyatianages its risks. We strongly support the
Board’s proposal to extend this possibility to featue hedging.

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

We understand the concern of the Board regardiagriteraction between the prepayment
option and the change in fair value of the riskngeiedged. But we consider that the way the
exposure draft is written is too ruled based anesdwt sufficiently rely on a strong principle.
For example, we believe that the existence of plgleut of the money prepayment option
should not preclude the use of hedge accounting.avéeparticularly concerned that the
principles developed in this exposure draft shdaddconsistent with the ones underlying the
future approach for an open portfolio (such as bali).

It is clear that in an open portfolio, sound rislamagement practice will take into account
behavioral effects. For instance, on large poxfbf mortgages loans, banks are able to take
into account the expected behavior of their cliantserms of prepayment and identify the
most stable layer of the portfolio. They will thee able to hedge this stable layer without
taking account of the risk of prepayment. Consetiyewe disagree that a bank or any other
entity should be prevented from using hedge acoogimf a layer component of a portfolio
because of the existence of prepayment clauses.
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Moreover, we also encourage the Board to conslaefdllowing proposal. We believe that,
when the prepayment option is within the controthe entity, in order to determine whether
or not the option is relevant to the determinatbmair value, it should be possible to rely on
an analysis of its past practice, in a way simitathe one applied to the cash settlement
condition in the "own use" exemption. Indeed, iMmsocircumstances, entities may not be
interested in prepayment options and never exeitieen. The option may constitute a
standard clause of financial liability contract.iSlis especially true when removing such
"standard" features would cost to the entity beedtelored” transactions are generally more
expensive, even if from an economic point of vidve entity gives up its option.

Hedge effectiveness requirementsto qualify for hedge accounting

Question 6
Do you agree with the hedge effectiveness requinésnas a qualifying criterion for hedge
accounting? Why or why not? If not, what do yownkhhe requirements should be?

The exposure draft proposes that the hedging oelsttip meets the hedge effectiveness
requirements if:
= It meets the objective of the hedge effectivenessessment, that is to say it
ensures that the hedging relationship will prodaiceinbiased result and minimize
expected hedge ineffectiveness.
= |tis expected to achieve other than accidentaletting.

We welcome the Board’s efforts to propose hedgectffeness requirements as a qualifying
criterion for hedge accounting that rely on an otiye-based model instead of some arbitrary
bright lines. We believe that the arbitrary bridime of 80%-125% has precluded sound
hedging strategies to meet IAS 39 effectivenesdifgung criterion for hedge accounting,
thus disconnecting hedge accounting from risk memegt. The introduction of principle-
based approach for effectiveness requirements beifler align hedge accounting and risk
management practices and, therefore, will easendiah communication between preparers
and users.

We also welcome the Board’s proposal to allow thetyeto elect to use a qualitative or a
guantitative hedge effectiveness method dependingtte complexity of the hedge
relationship. We agree that a qualitative methoapigropriate when the critical terms of the
hedging instrument and the hedged item are cloakfyned. Similarly, we agree that a
guantitative method may be more appropriate wherh#tge effectiveness during the term of
the hedging relationship is more difficult to pretdi

Next, we agree with the Board’s proposal to remibverequirement for retrospective hedge
effectiveness testing. First, the entity is reqiite perform the forward-looking hedge
effectiveness assessment at each reporting pemnodpon a significant change in the
circumstances affecting the hedge effectivenessin@agents. Second, any ineffectiveness is
recognized in profit or loss.
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However, we consider that the Board should morarlledescribe the qualifying criteria for
hedge accounting related to hedge effectivenessresgents. Paragraph 19(c)i states that a
hedging relationship needs to mé&ée objective of the hedge effectiveness asses$reeras

to meet the hedge effectiveness requiremént¥his objective is detailed in the
implementation guidance B29The objective of the hedge effectiveness assessisidn
ensure that the hedging relationship will produceumbiaised result and minimize expected
hedge ineffectiveness.”

In order to simplify the presentation of qualifyirgiteria for hedge accounting related to
hedge effectiveness requirements, we propose tacthe paragraph 19 (c) as follows:

“The hedging relationship meets the hedge effegéigs requirements (see paragraphs
B27-B39). The hedging relationship meets the heffgetiveness requirements if it:

I. ensures that the hedging relationship correspormisatstrategy that will
produce an unbiased result and minimize expectddénmeffectiveness taking
into account entity’s risk management objectivese (9bjective of hedge
effectiveness requirements in paragraph B29); and

ii. is expected to achieve other than accidental diifget

In addition, we consider that “produce an unbiaseglult” is not clearly explained in the
exposure draft and may lead some to believe thaptoapective 100% effectiveness is
required. We think that the Board should providditahal guidance in order to clarify this
point.

Rebalancing of a hedging relationship

Question 7
(&) Do you agree that if the hedging relationstapsfto meet the objective of the hedge
effectiveness assessment an entity should be eghjtor rebalance the hedging relationship,
provided that the risk management objective foreddging relationship remains the same?
Why or why not? If not, what changes do you recomarnand why?

We welcome the Board’s efforts to increase entifiggibility to adjust (“rebalance” in the
exposure draft) existing hedging relationship withdiscontinuing the hedging relationship.
Current IAS 39 treats adjustments to an existindghey relationship that were not envisaged
at the inception of the hedging relationship asiscahtinuation of the original hedging
relationship and the start of a new one. We thivdt tebalancing reinforces the alignment
between hedge accounting and risk management ggadince it enables an entity to reflect
in hedge accounting changes in hedge ratio mad&stomanagement purposes.

However, we believe that requiring the rebalan@h@ hedging relationship, for which the
risk management objective remains the same, eamghtlie hedging relationship fails to meet
the objective of the hedge effectiveness assessadelstunnecessary operational complexity.

Operational complexity will arise from the follovgrsources:
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= The interaction with the objective of the hedge eetiveness assessment
“minimizing expected hedge ineffectiveness” mayateeoperational issues and
cause unnecessary burdens for entities. For examplentity may assess that a
change in basis risk requires a rebalancing ofhidge ratio by increasing the
volume of the hedged item in order to continue imgethe qualifying criteria for
hedge accounting, in particular the “minimizing eged hedge ineffectiveness”
objective. Rebalancing will add complexity sincee tthedged item after
rebalancing will be comprised of two layers. Weida that this complexity may
be unnecessary since any ineffectiveness arisorg the hedging relationship is
recognized in profit or loss.

The proposed objective to “minimize expected hedgsfectiveness” creates
uncertainties over the frequency and timing of lab@ng. The decision to
rebalance or not will be very difficult to documeamtd justify for entities a soon as
some ineffectiveness arise.

= There are uncertainties over the level at whichriglemanagement objective shall
be assessed.

One solution would be to consider that rebalangngptional and not mandatory. We believe
that the entity should be allowed to elect eitloedédesignate or to rebalance when a hedging
relationship ceases to meet the objective of tldgdesffectiveness assessment but the risk
management objective for that designated hedgilagioaship remains the same. To make
this proposed solution operational, the Board sthapkcify that “minimizing expected hedge
ineffectiveness” does not mean “targeting 100%a#iffeness”, but “reasonably minimizing
expected hedge ineffectiveness”.

(b) Do you agree that if an entity expects thaesighated hedging relationship might fail{to
meet the objective of the hedge effectiveness assad in the future, it may also proactively
rebalance the hedge relationship? Why or why riot®t, what changes do you recommend
and why?

Yes, we agree. We believe that an entity shoulcalbmved to proactively rebalance the
hedging relationship if it expects that a desigddtedging relationship might fail to meet the
objective of the hedge effectiveness assessméhneifuture.

Discontinuing hedge accounting

Question 8
(a) Do you agree that an entity should discontinegge accounting prospectively only when
the hedging relationship (or part of a hedging tr@hship) ceases to meet the qualifying
criteria (after taking into account any rebalancaighe hedging relationship, if applicable)?
Why or why not? If not, what changes do you recomarand why?
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While we support a solution that permits the egsitio reflect the way they manage their risks
with the least restrictions possible, we agree \th#h Board’s proposal that an entity should
normally discontinue hedge accounting prospectivally when the hedging relationship
ceases to meet the qualifying criteria. This isststent with the exposure draft’s objective to
align hedge accounting with risk management prestielowever, we encourage the Board to
maintain the option for entities to voluntary distiaue hedge accounting since the removal
of this option might have unintended consequences.

(b) Do you agree that an entity should not be piechito discontinue hedge accounting far a
hedging relationship that still meets the risk ngggment objective and strategy on the basis
of which it qualified for hedge accounting and tleantinues to meet all other qualifying
criteria? Why or why not? If not, what changes da yecommend and why?

Yes, we agree that an entity should not be perdiibediscontinue hedge accounting for a
hedging relationship that still meets the risk ngggment objective and strategy on the basis
of which it qualified for hedge accounting and tleantinues to meet all other qualifying
criteria. This is consistent with the exposure daddjective to align hedge accounting with
risk management practices.

However, we believe that the Board should providéhker guidance so as to indicate at which
level the risk management objective shall be careidl

Accounting for fair value hedge

Question 9
(a) Do you agree that for a fair value hedge the galoss on the hedging instrument and {the
hedged item should be recognised in other compseaemcome with the ineffective portian
of the gain or loss transferred to profit or lo8gRy or why not? If not, what changes do you
recommend and why?

We support the Board’'s proposal to amend the faluer hedge mechanics instead of
replacing it with the cash flow hedge mechanics,ratsally envisaged. We believe that
replacing the fair value hedge mechanics with taghcflow mechanics would have caused
artificial volatility in other comprehensive inconamd equity since the hedged items would
not have been remeasured.

We believe that the two-step approach proposedemvgnizing hedge ineffectiveness for a
fair value hedge adds operational complexity withcorresponding benefit. We believe that,
for fair value hedge, users of financial statemearts more interested in the amount of
ineffectiveness recognized in the profit or losanthn the extent of offsetting achieved in
other comprehensive income.

(b) Do you agree that the gain or loss on the hedgan attributable to the hedged risk
should be presented as a separate line item istétement of financial position? Why or why
not? If not, what changes do you recommend and why?
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We support presenting the gain or loss on the rkedgen attributable to the hedged risk
separately from the hedged item. This eliminates thexistence of two measurement
methods to value the hedged item (e.g. an amouwatishamortized cost with a partial fair
value adjustment).

However, we do not support adding an additionas lim the statement of financial position
for every category of items that have such remeasents. This will reduce the clarity of the
presentation by adding too many lines on the fd¢keobalance sheet. Rather, we believe that
all remeasurements of the hedged risk should beepted in the statement of financial
position in one line without offsetting debit andedit figures, with a distinction for current
and non-current portions, where relevant. Our psapavould prevent distorting financial
ratios in the statement of financial position. Asstis a rather controversial issue, we also
recommend the Board to address the problem ofuhert / non-current classification when
dealing with derivative instruments.

Further analysis and disaggregation of the impdctemeasurements into risk types and
asset/liability categories would be provided in tloges.

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

We agree that linked presentation should not lmevaldl for fair value hedges. We believe that
the face of the primary financial statements isthetbest place to disclose complex hedging
strategies involving a large number of underlyitegris. Moreover, we consider that linked
presentation is beyond the scope of the hedge atinguproject. This issue should be
addressed within the context of the projeictancial Statement Presentation.

Accounting for thetime value of optionsfor cash flow and fair value hedges

Question 10
(@) Do you agree that for transaction related heédgams, the change in fair value of the
option’s time value accumulated in other comprelvengncome should be reclassified |in
accordance with the general requirements (e.g.dikmsis adjustment if capitalized intg a
non-financial asset or into profit or loss when ¢pedi sales 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 hedgeahstethe part of the aligned time value that
relates to the current period should be transfefrech accumulated other comprehensjive
income to profit or loss on a rational basis? Whywby not? If not, what changes do ypu
recommend and why?
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(c) Do you agree that the accounting for the tirmku® of options should only apply to the
extent that the time value relates to the hedgad (tie the ‘aligned time value’ determinged
using the valuation of an option that would havigaal terms that perfectly match the hedged
item)? Why or why not? If not, what changes do y@eommend and why?

We support the Board'’s initiative to address thiatwdy generated by the changes in value of
the time value component of an optional hedginatstyy.

We note that the Board's proposal relies on thieviahg general principles which already
apply to other hedging relationships:
As any derivative, an option should be measurddiatalue on balance sheet;
= Any ineffectiveness of a hedging relationship sdobé recognized in profit or
loss;
= The effective part of the hedge impacts profitassl in a way consistent with the
hedged item (e.g. basis adjustment for non finaditeias).

We agree and support all the above general priegipl

We therefore agree with the outcome of the propagmoroach regarding time value of
options. We also consider that the Board shouldriylestate that the proposed accounting
treatment could also apply to forward points infard contracts.

However we have concerns about the complexity @fibproach proposed by the Board.

We recommend to the Board to simplify the proposegdroach without changing the above
underlying principles.

We have identified 2 main sources of complexity:

1. The split of the actual time value between thegtad" time value and the residual
which implies an additional measurement proceshdalready existing effectiveness
test of the hedging relationship.

2. The distinction between "transaction related" gmeribd related" hedged exposure.

We recommend to the Board to consider the followaltgrnatives in order to simplify the
approach without changing its main underlying pphes:

1. We understand the Board objective related to tleatification and measurement of
the “aligned time value”. However we have strongaarn about the complexity of
this approach.

We consider that most entities, given the compyerit the “aligned time value”
approach would prefer not applying hedge accour{tngven not entering into option
based strategy) for cost-benefit reason. This wdadda major impediment to the
Board objective to reflect the actual risk managetmaf entities in the financial
statements.
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Therefore we recommend to the Board to give ugdhgned time value” concept and
treat the full actual time value similarly to holaetexposure draft proposes to treat the
“aligned time value” component. Though less roboshceptually, this approach
seems acceptable to us for the following reasons:

a. If the difference between actual time value and ‘thkgned” time value
component is likely to be significant, the instrurhevill probably not benefit
from hedge accounting.

b. Consistently with the Board approach explainedaragraph BC 146 and BC
147, initial time value of an option is not a compat of ineffectiveness but
rather a cost of protection. Therefore it is natoimsistent with the Board
general approach on ineffectiveness to consider tthe actual time value
should not be split into 2 components.

2. While we agree with the outcome of the approachngigg the timing of profit or loss
impact of aligned time value, we consider that greposed distinction between
"period related" and "transaction related" expossi@mmplex in practice.

Thus we recommend the Board to adopt a principsedba@pproach such dshe initial time

value component (to the extent that it relateshtohiedged item) should impact profit or loss

in a manner consistent with the profit or loss iipaf the hedged exposure. If the hedged
transaction subsequently results in the recognitadna non financial instrument, basis
adjustment (as defined in paragraph 33 (b) i ofékposure draft) is required.”

Hedges of a group of items

Question 11
Do you agree with the criteria for the eligibiliby groups of items as a hedged item? Why or
why not? If not, what changes do you recommendvam®

We welcome the Board’s proposal to loosen therait®r the eligibility of groups of items
as a hedged item.

=  We particularly support the removal of existing 188 requirements stating that
the change in fair value attributable to the hedggklifor each individual item in
the group shall be expected to be approximatelpgnmnal to the overall change
in fair value attributable to the hedged risk & tiroup of items.

= We consider that the ability to designate a nettjposin a hedging relationship is
a significant improvement, particularly for corpms in the case of foreign
exchange risk. We support the Board’s approachiniaguhe entity to designate
the two gross exposures that together give riseededged net position.

= We agree with the Board’s proposal to allow antgnwhen the hedged item is a
group that is a nil net position, to designatenitai hedging relationship that does
not include a hedging instrument provided certaitega are met.
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However, we draw the Board’s attention to the fhat it is not possible to comment on these
proposals in full before gaining a better underditagn on the Board’s direction in respect of
macro-hedging.

Our comments on the qualifying criteria proposediécument a group of items as hedged
item are detailed below:

= With respect to the first proposed criteria (ahiis are individually hedged items),
we believe that the Board should make it clear #wataggregated exposure
(including a derivative) can be seen as an indafigugualifying hedged item. In
addition, we believe that the first proposed ciemay preclude an entity to
designate a portfolio of tenders as a hedged iteralse, while a proportion of the
cash flows of the portfolio of tenders can be dadfheghly probable” cash flows,
each tender’s cash flows cannot be consideredithdlly as “highly probable”.
We draw the Board’s attention to the fact that Kim&l of portfolio analysis is also
relevant for open portfolio hedging and should ¢fiere also be taken into account
in the future macro-hedging proposal.

= The second criterion (items in the group are mathaggether on a group basis for
risk management purposes) enables a greater aligrbegveen hedge accounting
and risk management policy.

= The third criterion states th&br the purpose of cash flow hedge accounting pnly
any offsetting cash flows in the group of hedgenhd, exposed to the hedged risk,
affect profit or loss in the same and only in tlaporting period (including
interim periods as defined in IAS 34)We consider that the third criterion
applicable to cash-flow hedge is too restrictivd aot in line with the way entities
actually manage their risks. This impairs the besef the proposed guidance.

This third criterion would make the extension offi@rby the exposure draft to
designate a net position as a hedged item unwakéi many corporates.
Corporates would not be able to document on neishasa cash flow hedge
relationship foreign exchange exposures arisinglamg term contracts. This
would contradict risk management practices to hddgaign exchange risk on a
net basis so as to guarantee the level of grosgimaver the life of the long-term
contract from the contract signature date. We ctardhat this also contradict the
Board’s intention to allow the designation of ne&ispion as hedged item in a
hedging relationship.

One argument supporting the ability to designatedge relationship when the net
position impacts the profit or loss in differenpogting periods is that the entity
could achieve the desired accounting outcome byctsiring the operation
differently. Assuming that the entity faces foreigxchange exposures on a long-
term contract, it could achieve the desired outcbmentering into two forwards
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contracts, each with a maturity date in a diffemapiorting period, documented as
cash flow hedge with forward points being excludiedn the hedge relationship.
Another argument is that the entity could, in tlse of a long-term contract that
came into force, document the foreign exposureseatibasis in a fair value hedge
relationship in the case of firm commitments. Hoamr\the co-existence of fair
value and cash flow mechanics on long-term cordraatids unnecessary
operational and system complexity.

Were the Board to maintain its position, we thinh&ttit should clarify the meaning

of “including interim periods as defined in IAS 34Does it mean that the hedged
items shall impact the profit of loss in the samjgarting period, with the reporting

period including interim periods? Or does it mehattthe hedged items shall
impact the profit or loss in the same interim pé®idn such a case, the proposal
would disadvantage entities that report quartedyngared to those that report
only half yearly and annually.

Question 12
Do you agree that for a hedge of a group of itenth wffsetting risk positions that affect
different line items in the income statement (egaimet position hedge), any hedging

instrument gains or losses recognised in profitoes should be presented in a separate|line
from those affected by the hedged items? Why or wbt? If not, what changes do you
recommend and why?

Presentation of hedging relationship documented gross basis:

We welcome the Board’s clarification, stated ingugaph B8O, that the performance of the
hedging instrument shall impact the line item ia thcome statement affected by the hedged
item.

Presentation of a hedge of items with offsettirsdf positions that affect different lines in the
income statement:

We understand the Board’s concerns (BC 174 — 1&@arding the recognition of gross
(partially offsetting) gains or losses that do exist.

However, we believe that the Board should proviceater flexibility on the presentation of
instrument gains or losses in the income statertwehelp entities reflecting their actual risk
management in their financial statement. This woalthble better alignment between
management reporting and financial communicatibas treducing the need for non-GAAP
measures, reducing operational complexity and betfgporting hedge accounting objectives.

While the presentation of the performance of thdgeéd instrument in a separate line item
above the gross margin enables to display a hetigeds margin”, it distorts the level of
sales and cost of sales that cannot be presentdte agjuaranteed hedged rate. This may
contradict the management risk’s objective to mitee level of sales. We consider that the
requirement to present the performance of the fadveantract on a separate line item will
limit much of the benefits of the possibility toaonent a hedging relationship on a net basis.
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In addition, a potential discrepancy in the expesinraft reinforces our argument supporting
the ability to designate a hedge relationship icaah-flow hedge when the net position
impacts the profit or loss in different reportingripds. The proposed fourth criteriangt
applying hedge accounting to the nil net positiavuild give rise to inconsistent accounting
outcomes as the accounting would not recognizeoffeetting risk position that would
otherwise be recognized in a hedge of a net pos)tisaises the issue of the interaction
between the paragraphs 8 37 and BC 181 of thesexgalraft:

Paragraph 37 states tHé&dr a hedge of a group of items with offsettingdged risk
positions that affect different line items in thecome statement, any hedging
instrument gains or losses recognized in profitoss shall be presented in a separate
line item from those affected by the hedged items”.

According to BC 181

= “(a) in periods where hedge accounting is permit{bdcause a net position
exists and is hedged with a hedging instrument}rdresactions would reflect
an overall hedged rate or price; whereas

= (b) in periods where hedge accounting would ngb&mnitted (because the net
position is nil), transactions would be recorded paevailing spot rates or
prices.”

It stems from BC 181 that hedging on a net basisagegin could lead to the recognition of
both sales and cost of sales at the hedged rateewo this contradicts the guidance
proposed in paragraph 37 stating that the perfocmari the hedging instrument shall be
presented in a separate line item on the incontensémt.

Disclosures

Question 13
(a) Do you agree with the proposed disclosure requents? Why or why not? If not, what
changes do you recommend and why?

We welcome the Board’s proposal to allow an entityincorporate disclosures by cross-
reference from the financial statements to someerostatement, such as management
commentary or risk report, that is available toras® the financial statements on the same
terms as the financial statements and at the senge This will provide relief to preparers
that are already subject to extensive disclosuyairements and may make it easier for users
to find the relevant disclosure.

Additionally, we support the Board’s effort to prote a clear disclosure of the risk

management policy. This is consistent with the psgpl hedge accounting objective that is to
represent in the financial statements the effe@moéntity’s risk management activities. This
will urge entities to refine the description of ithesk management strategies so as to justify
that hedge accounting is in line with risk managenpelicies.

MAZARS 18

61, rue Henri Régnault — 92075 La Défense Cedex
Tel : + 33 (0) 1 49 97 60 00 — Fax : + 33 (0) 1949%0 01 — www.mazars.com



WISEE M A Z AR S

However, the proposed disclosure requirements taheséllowing issues:

The Board should specify at which level the risknaigement exposure shall be
disclosed in the notes. We believe that entitieoukh disclose the risk
management strategy as envisaged at group leweblayanagement. We consider
that a too detailed level of information, such ascldsures at the individual
hedging relationships level, would impede the tyaof financial statements.

Paragraph 44 of the exposure draft requires that dhtity explains its risk

management strategy for each category of risk expothat it decides to hedge
and for which hedge accounting is applied. The Boahould precise the

interaction between disclosure requirements in élxposure draft and those
established in IFRS 7. Moreover under the curreopgsal, there is no disclosure
requirement on risk exposures arising from nonrfaia instruments even though
this issue is not included in the scope of IFRSVE. believe that the Board should
propose a comprehensive set of disclosures on exglosures presenting the
entity’s risk management strategy no matter whictoanting is applied. Entities
should be allowed to disclose this information eithin the notes or in a
management commentary report that is availabldh@atsime time as financial
statements.

(b) What other disclosures do you believe wouldvgte useful information (whether in
addition to or instead of the proposed disclosures)

As stated in our comment letter, we believe thdowihg notes would provide useful
information:

Effective portions of hedging relationships for rfaralue hedges provided this
information corresponds to a need expressed bysudering outreach activities
(question 9a).

Remeasurements of hedged items in the case of adiaie hedge: Further analysis
and disaggregation of the impact of remeasuremetdgisk types and asset/liability
categories (question 9b).

Accounting alter natives to hedge accounting

Question 14

Do you agree that if it is in accordance with tmitg’s fair value-based risk management

strategy derivative accounting would apply to cacts that can be settled net in cash

that

were entered into and continue to be held for tmpgse of the receipt or delivery of a non-

financial item in accordance with the entity’s exfeel purchase, sale or usage requireme
Why or why not? If not, what changes do you recomarnand why?
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We consider that entities should be allowed to wplglrivative accounting for a commodity
contract that would otherwise meet the “own uselegiion if that is in accordance with the
entity’s risk management strategy. Applying deliw@taccounting may be more operational
and less onerous for entities than applying hedgeumting.

However, we consider that accounting for a comnyodintract that would otherwise meet
the “own use” exemption should remain a choicehef éntity upon contract signature. We
believe that the hedge accounting project is netrilevant mean to establish mandatory
requirements on “executory contracts”, which igssue that has raised many practical issues.
Accounting for executory contracts should re-assss the frame of a comprehensive
project on the scope of IFRS 9.

Accounting for credit risk using credit derivatives

Question 15
(a) Do you agree that all of the three alternateeounting treatments (other than hegdge
accounting) to account for hedges of credit riskngiscredit derivatives would add
unnecessary complexity to accounting for finaniciatruments? Why or why not?

(b) Ifnot, which of the three alternatives consetkiby the Board in paragraphs BC226—
BC246 should the Board develop further and whaihgha to that alternative would you
recommend and why?

We agree that the three alternative accountingnrexats to account for hedges of credit risk
using credit derivatives would add unnecessary d¢exity to accounting for financial
instruments.

We believe that entities should use the criterida¢h in the exposure draft, that is to say that
the risk component is separately identifiable aglthbly measurable, to assess whether credit
risk can be designated as hedged item. We considethe proposed guidance is rule-based
and preempts the entity’s analysis so as to determihether the credit risk component is

separately identifiable and reliably measurable.

Management of credit risk is a critical part ofiges’ actual risk management practices. As
such, we believe that it would not be helpful teeyant entities from applying hedge
accounting to their hedging strategy related talitmesk.

Thus we disagree with BC 220 wording tHmancial institutions that manage credit risk
using credit derivatives do not achieve hedge aeting because it is difficult (if not
impossible) to isolate and measure the credit néla financial item as a component that
meets the eligibility criteria for hedged itemdBC 225 adds thameasuring the credit risk
component of a loan or a loan component is complex”

We consider that the objective of Basis for conolus is to summarize the Board’'s
considerations in developing the proposals in ttposure draft, and not to establish rules on
how to apply the principles in the standard.

MAZARS 20
61, rue Henri Régnault — 92075 La Défense Cedex
Tel : + 33 (0) 1 49 97 60 00 — Fax : + 33 (0) 1949%0 01 — www.mazars.com



VIERE M A Z AR S

We also disagree with the Board’s arguments in BC &d BC 222 supporting that it is not
possible to document a hedge relationship on cresttiusing CDS:
= They are not specific to CDS and may also applynterest rate and foreign
exchange swaps: BC 221 (a), BC 221 (c), BC 2221id)BC 222 (b). Similarly to
interest rate and foreign exchange swaps, CDS daeguire funding and are
subject to counterparty risk. ‘Cheapest to delivegtions also exist in other
vanilla derivatives.
= They are not relevant for all types of CDS: BC ZB), BC 221 (d), BC 222 (a)
and BC 222 (d). Some types of CDS do not pay thgpao accruals between the
last coupon date and the date of default. Some @B specifically identify the
bond that shall be delivered.
= Auction processes are consistent with market ppaits approach used in the
determination of fair value: BC 222 (c).

Finally, there is an additional argument supportihg fact that credit risk may meet the
requirements of a risk component that is separadelytifiable and reliably measurable. The
Board assessed that changes in own-credit risk vdemtifiable enough to be separately
recorded in other comprehensive income for findiahilities measured at fair value.

Effective date and transition

Question 16
Do you agree with the proposed transition requirgsi Why or why not? If not, what
changes do you recommend and why?

We agree that the new guidance on hedge accousttimgid be applied prospectively to all
hedging relationships.

We believe that hedging relationships that qualifier hedge accounting in accordance with
IAS 39 that also qualify for hedge accounting ic@dance with the criteria of the exposure
draft shall be regarded as continuing hedging icelahips. However, we do not think that
existing hedging relationships that do not meettladl qualifying criteria in the proposed
guidance shall be discontinued. We believe thath shedging relationships should be
grandfathered until they can be redesignated @laabed.

We consider that a retrospective application wdiddess operational and would contradict
the prospective designation set forth in the expoglraft. We agree with the Board that
requiring a prospective application only for newdgieg relationships would entail the

complexity of applying two hedge accounting modsfaultaneously until hedge accounting
is discontinued for hedge relationships establisheatcordance with IAS 39.

Consistent with our position expressed in the reguer views, Effective Dates and
Transition Methodswe believe that entities should apply all requieats of IFRS 9 (with all
phases completed) at a single date, being Janyu2Q15b.
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