ITC31sub 2



from the accounting mismatch between economically hedged items in open
portfolios being measured at amortised cost while their hedging instruments are
measured at fair value through profit or loss; and

o reduce the incentive to 'use’ a proxy hedge accounting solution whereby a hedging
instrument is designated against an item which it is not necessarily economically
hedging to achieve a desired accounting outcome; and

e reducing the operational accounting complexity that arises from ‘macro fair value hedge
accounting’ due to the need to track and amortise hedge adjustments on closed
portfolios.

In our view the Portfolio Revaluation Approach proposed in the DP {with either a focus on
dynamic risk management or a focus on risk mitigation) does not fully achieve these
objectives. The shortcomings include:

Portfolio Revaluation Approach with a focus on risk mitigation

« this approach has similar limitations to the existing macro fair value hedge accounting
and macro cash flow hedge accounting requirements in terms of the potential for
misalignment between the hedge accounting and underlying risk management activities
because the risk management focus is on the total risk that is being managed
holistically whereas the hedge accounting requires a potentially arbitrary selection of
hedged items; and

e this approach will not fully alleviate the practical burden of tracking individual
exposures that exists under current macro fair vaiue hedge accounting reguirements,
and is likely to necessitate the imposition of accounting rules {e.g. re: adding or
removing exposures to a net position, dealing with changes in behavioural assumptions
and identifying situaticns of overhedging) which preciude full alignment between hedge
accounting and risk management activities.

Portfolio Revaluation Approach with a focus on dynamic risk management

¢ while this approach eliminates the accounting mismatch for net positions that have
been hedged, it introduces new profit or loss volatility in relation to unhedged net open
risk positions; and

e this approach also deviates from the IFRS 9 principle of aligning the measurement of
exposures with an entity’s business model. In our view, this deviation is not justified
as the decision usefulness of the resultant financial information is not-enhanced.

Having regard to these shortcomings, we consider that the Portfolic Revaluation Apprecach in
its current form requires further analysis and discussion before it is a valued added alteration
(conceptually and practically} to the options available under IFRS 9 / IAS 39. Accordingly, we
recommend further consideration of this model be deferred to a longer term IASB project,
subject to demand from the financial statement user community,

In the short term, we recommend that the IASB investigate modifications to macro fair value
hedge accounting requirements that leverage the macro cash flow hedge accounting
requirements and aspects of the following DP proposals:

Hedging of sub-benchmark rate instruments;

Application of a bottom layer approach for portfolios with prepayable exposures;
Ability to designate pipeline transactions as hedged items;

Ability to incorporate behavioural expectations; and

Macro hedging using internal derivatives.
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Under these principles, gains/losses on a hedging instrument that is an effective hedge would
be recognised in other comprehensive income (*OCI’). We believe such a model has the
potential to reduce operational complexity and improve alignment of macro fair value hedge
accounting with risk management activities.

Alternatively, if the IASB decides to continue to explore the Portfolio Revaluation Approach in
the short term, we have a preference for the focus on risk mitigation alternative on the basis
that it is the less conceptually problematic of the two alternatives outlined in the DP.
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