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pose of this paper
1.

I
meetiing, the Boaard discusseed feedbackk on the hedgge
At the 28 July 2011 IASB
ng disclosuree requiremeents proposeed in the expposure drafft
accountin
Hedge Acccounting.

2.

At that meeeting, the Board
B
did not
n make anny decisions on disclosu
ure
requiremeents related to dynamicc hedging prrocesses. A dynamic hedging
h
proccess
refers to a situation inn which enttities hedge an exposurre that is connstantly
evolving and
a as a ressult the desig
gnated hedgging relation
nship needss to be
frequentlyy reset (ie hedging relattionships neeed to be discontinued and new
hedged iteems and heddging instru
uments needd to be desiggnated).

3.

The Boardd has made tentative deecisions on all other areas of disclosures.

4.

This papeer provides a discussionn only withiin the context of dynam
mic hedgingg
processes. This papeer does not ask
a the Boaard to reconssider any off its previouus
decisions..

5.

This papeer asks the Board
B
to exeempt hedginng strategiess that use dyynamic
hedging processes
p
froom disclosing the term
ms and condiitions of thee hedging
instrumennt. Instead, the entity should expannd the explaanation of itts risk
managem
ment strategyy to allow users to undeerstand how
w hedge accoounting
requiremeents are usedd to achievee the dynam
mic hedging strategy.

This paper has been prrepared by the technical
t
staff of
o the IFRS Foundation for disccussion at a pub
blic meeting of th
he
IASB.
ws expressed in
n this paper are
e those of the sta
aff preparing the
e paper. They do
d not purport to
t represent the
The view
views of any individual members of the
e IASB.
ents made in relation to the app
plication of an IF
FRS do not purp
port to be accep
ptable or unacce
eptable applicattion of
Comme
that IFR
RS—only the IFR
RS Interpretatio
ons Committee or
o the IASB can
n make such a determination.
d
The ten
ntative decisions
s made by the IA
ASB at its publicc meetings are reported in IASB Update. Officcial pronouncem
ments
of the IA
ASB, including Discussion
D
Papers, Exposure Drafts,
D
IFRSs an
nd Interpretation
ns are published
d only after it ha
as
completted its full due process,
p
includin
ng appropriate public
p
consultation and formal voting
v
procedurres.
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Background
6.

At the 28 July 2011 IASB meeting, the Board noted that many respondents were
concerned that part of the proposed disclosure requirements regarding the
timing, amount and uncertainty of future cash flows might lead to disclosure of
commercially sensitive information (this refers to paragraph 46 of the exposure
draft). Instead of that proposed disclosure, the Board tentatively decided to
require entities to disclose1:
(a)

the principal, stated face or similar amount (notional amount) of the
hedging instrument;

(b)

a profile of the timing of the notional amount of the hedging
instrument. This is based on the terms of that instrument; and

(c)

if applicable, the average price or rate of the hedging instrument.

What is a dynamic hedging process?

7.

For the purpose of this paper, a ‘dynamic’ hedging process refers to a situation
in which entities assess their overall exposure to a particular risk and then
designate hedging relationships for constantly evolving exposures that require
frequent discontinuations and restarts of hedging relationships. This is
particularly the case for hedges of open portfolios. Because the exposure draft
facilitates hedges of groups and net positions in relation to closed portfolios,
entities need to use a dynamic hedging process for an open portfolio. This
means that entities designate hedging relationships for an open portfolio as if it
were a closed portfolio for a short period and at the end of that period look at the
open portfolio as the next closed portfolio for another short period. The

1

This paper asks the Board to exempt hedging strategies that use dynamic hedging processes from these
disclosure requirements that the Board tentatively decided on at the 28 July 2011 IASB meeting.
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dynamic nature of this process involves frequent discontinuations and
restarts of hedging relationships.
8.

Dynamic hedging processes were also discussed at the 2 June 2011 IASB
meeting (see Agenda Paper 9 of that meeting). At that meeting, the Board
discussed the distinction between risk management objectives and risk
management strategies for the purpose of making it clear when hedging
relationships need to be discontinued.

9.

See the appendix to this paper for an example.

What is the problem?
10.

Because of their dynamic nature, the hedging relationships will change
continuously. Consequently, the staff think that providing information about the
terms and conditions of the hedging instruments for such short-lived hedging
relationships will not be useful. This is consistent with the staff view expressed
at the 28 July 2011 IASB meeting (see Agenda Paper 1D of that meeting).

11.

As explained in Agenda Paper 9 of the 2 June 2011 IASB meeting, hedge
accounting is sometimes applied as a surrogate for ‘dynamic’ hedging. For
example, under IAS 39 Financial Instruments: Recognition and Measurement
many banks use a hedge accounting process that involves frequent
discontinuation and restarts of hedging relationships. In these situations, the
hedged item and the hedging instrument do not remain the same for long.
Consequently, these entities tend to designate hedging relationships that are
discontinued after only a short period (such as a month) and then replaced by a
new hedging relationship that takes into account changes in the exposure and the
related hedging instruments over that period.

12.

The disclosure requirement related to the terms and conditions of the hedging
instrument is designed to provide information for non-dynamic hedging
strategies. In other words, when an entity hedges a risk that remains broadly the
same over the entire hedged period, the proposed disclosure requirements
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provide information about the terms and conditions of the hedging instruments
that are used to manage the particular risk exposure. In dynamic hedging, hedge
accounting merely acts as a surrogate to achieve an outcome that is directionally
consistent with the entity’s risk management strategy, but the hedging
relationship must be frequently reset and hence does not last for the entire period
for which the risk is hedged.
13.

However, before we can address possible solutions for this problem, we need to
determine what information will be disclosed as a result of the tentative
decisions that the Board reached at the 28 July 2011 IASB meeting.

What information is already being disclosed?
14.

At the 28 July 2011 IASB meeting, the Board decided that entities should:
(a)

Provide a description of their risk management strategy (see Agenda
Paper 1B of the 28 July 2011 IASB meeting).

(b)

Provide tabular disclosures that will allow users of financial statements
to understand the effects of hedge accounting on the financial
statements (see Agenda Paper 1C of the 28 July 2011 IASB meeting).

15.

Putting this into the context of the dynamic hedging process, an entity will:
(a)

first identify the risk category to which the dynamic process relates (for
example, interest rate risk);

(b)

separate all the information disclosed as part of the dynamic risk
management strategy from other interest rate risk management
strategies (eg hedging a particular debt facility on a long term basis
separately form open portfolios);

(c)

provide a detailed description of the risk management strategy; and

(d)

provide, in a tabular format, the effects of hedge accounting for this risk
management strategy on the financial statements.
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Staff analysis
16.

The staff think that the Board has two alternatives. The Board can decide to
exempt dynamic hedging strategies from disclosing the terms and conditions of
the hedging instruments (alternative 1), or not to do so (alternative 2).

Alternative 1

17.

For reasons explained in paragraphs 10-12 of this paper, the staff recommend
that the Board should exempt entities from the disclosure requirement as
described above when applying hedge accounting as a surrogate for dynamic
hedging.

18.

The staff think that it is more important for users to understand why entities use
hedge accounting (as a surrogate) for dynamic hedging, than to provide them
with information about the terms and conditions for the rather short life of the
designated hedging instrument (which changes frequently).

19.

The staff think that if entities apply dynamic hedging processes, the discussion
of the risk management strategy should be expanded by requiring information
about how the entity uses hedge accounting to reflect their risk management
strategy. In other words:
(a)

information about what the ultimate risk management strategy is (for
the dynamic hedging process);

(b)

a description of how it meets that objective by using hedge accounting
and designating the particular hedging relationships; and

(c)

an indication of how frequently the hedging relationships are
discontinued and restarted as part of the dynamic process.

Alternative 2

20.

The Board could decide not to exempt dynamic hedging processes from
disclosing the terms and conditions of the hedging instruments.
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21.

The advantage of this approach is that the Board does not create any exceptions
from the disclosure requirements for hedge accounting. However, the
disadvantage is that it requires entities to expend a considerable amount of effort
to produce a disclosure that does not, in the staff’s view, provide any useful
information on dynamic hedging strategies (refer to paragraphs 10-12 of this
paper).

22.

The staff do not recommend that the Board adopt this approach.

Concerns raised at the 28 July 2011 meeting

23.

At the 28 July 2011 Board meeting, the staff made the same recommendation as
is in this paper. However, two concerns about the proposal to exempt dynamic
hedging strategies from disclosing the terms and conditions of the hedging
instruments were raised at that meeting. These are discussed below in more
detail.
Concern 1—Describing a dynamic hedging process

24.

Some Board members were concerned about how to describe (or define)
dynamic hedging processes for the purpose of exempting them from the
proposed disclosure requirement.

25.

The staff do not think that a new defined term is required. The staff note that the
Board had already decided to add an example to the application guidance of the
final standard, which explains the difference between risk management
objectives and risk management strategies using dynamic hedging processes as
the basis for the example to illustrate when an entity should discontinue hedge
accounting (see the appendix to this paper).

26.

The staff think that the exemption (if the Board agrees with the staff
recommendation) could refer to this example in the application guidance to
illustrate the situations in which the exemption would apply.
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Concern 2—Volumes of hedged items and hedging instruments

27.

Some Board members were concerned that users will not be able to understand
the volume of hedged items and hedging instruments that are included in the
designated relationship at the reporting date.

28.

The staff note that the disclosures requirements that are prescribed to explain the
effects of hedge accounting on the financial statements already provide the
answer (see Agenda Paper 1C of the 28 July 2011 IASB meeting). As part of
the tabular disclosures, users of financial statements will be able to see the
carrying amounts of both the hedging instruments and the hedged items (and the
notional amounts of the hedging instrument). In other words, users will be able
to see the volumes of the amounts that form part of the hedging relationships
that are designated at the reporting date for this particular risk management
strategy.

29.

The staff note that because the designated hedging relationships frequently
change, the specific relationships at the reporting date might not be
representative of the normal volumes during the year. Consequently, if the
Board agrees that hedging relationships for dynamic processes should be exempt
from disclosing the terms and conditions of the hedging instruments, the Board
could require entities to disclose when the volumes are unrepresentative of
normal volumes during the year. This is similar to the disclosure requirement
currently in IFRS 7 Financial Instruments: Disclosures on sensitivity analyses
for market risk (see paragraph 42 of IFRS 7).

Staff recommendation
30.

The staff recommend that the Board should exempt hedging relationships that
are part of dynamic hedging processes from the requirement to disclose the
terms and conditions of the hedging instruments. Instead, entities shall expand
the description of their risk management strategy by providing:
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(a)

information about what the ultimate risk management strategy is (for
the dynamic hedging process);

(b)

a description of how it meets that objective by using hedge accounting
and designating the particular hedging relationships; and

(c)

an indication of how frequently the hedging relationships are
discontinued and restarted as part of the dynamic process.
Question 1
Does the Board agree with the staff recommendation in paragraph 30? If
not, why not and what would the Board prefer instead and why?

31.

The staff recommends that the Board should require entities to disclose (if this is
applicable) the fact that volumes of the hedging relationships (for dynamic
hedging processes) do not represent normal volumes during the year. This is
similar to the requirement in paragraph 42 of IFRS 7 that relates to the
sensitivity analysis for market risk.
Question 2
Does the Board agree with the staff recommendation in paragraph 31? If
not, why not and what would the Board prefer instead and why?
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Appendix
Application guidance to help explain the difference between the
risk management objective and the risk management strategy.
An entity hedges exposures that result from positions
that frequently change, particularly interest rate
risk of a portfolio of debt instruments. The addition
of new debt instruments and the derecognition of debt
instruments continuously change that exposure (ie it
is different from simply running off a position that
matures).
This is a dynamic process where both the
exposure and the hedging instruments used to manage it
do not remain the same for long.
Consequently, the
entity frequently adjusts the hedging instruments used
to manage the interest rate risk of the exposure as it
changes.
This would be the case in situations where
debt instruments with 24 months’ remaining maturity
are designated as the hedged item for interest rate
risk for 24 months. The same procedure is applied to
other time buckets. After a short period of time the
entity needs to discontinue the hedging relationship
for all time buckets designated previously and
designate new hedging relationships for all time
buckets on the basis of their size and the hedging
instruments
that
exist
at
that
date.
These
discontinuations are not voluntary.
Instead, hedge
accounting must be discontinued. This is because the
hedging relationships are established such that the
entity looks at a new hedging instrument and a new
hedged item instead of the hedging instrument and the
hedged item that were designated previously. The risk
management strategy remains the same, but there is no
risk management objective that continues for the
previously designated hedging relationships.
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