
13 December 2010 
 
To: Members of the Hong Kong Institute of CPAs 

All other interested parties 
 
INVITATION TO COMMENT ON IASB EXPOSURE DRAFT OF HEDGE 
ACCOUNTING 
 

Comments to be received by 16 February 2011 
 

The Hong Kong Institute of Certified Public Accountants’ (Institute) Financial Reporting 
Standards Committee (FRSC) is seeking comments on the IASB Exposure Draft which 
has been posted on the Institute’s website at: 
http://www.hkicpa.org.hk/en/standards-and-regulations/standards/financial-
reporting/exposure-drafts/.     

 
The exposure draft proposes requirements that will enable companies to reflect their risk 
management activities better in their financial statements, and, in turn, help investors to 
understand the effect of those activities on future cash flows. 
  
The proposed model is principle-based, and will more closely align hedge accounting with 
risk management activities undertaken by companies when hedging their financial and 
non-financial risk exposures. The proposals also include enhanced presentation and new 
disclosure requirements.  
 

--- A summary prepared by the IASB on the Exposure Draft is set out in the attached 
Appendix. 

Comments should be supported by specific reasoning and should be submitted in written 
form. 

 
To allow your comments on the IASB Exposure Draft to be considered, they are 
requested to be received by the Institute on or before 16 February 2011.  
 
Comments may be sent by mail, fax or e-mail to: 

 
Steve Ong 
Director, Standard Setting  
Hong Kong Institute of Certified Public Accountants 
37th Floor, Wu Chung House 
213 Queen’s Road East 
Wanchai, Hong Kong 

 
Fax number (+852) 2865 6776 
E-mail: commentletters@hkicpa.org.hk 

 
Comments will be acknowledged and may be made available for public review unless 
otherwise requested by the contributor. 

 

http://www.hkicpa.org.hk/en/standards-and-regulations/standards/financial-reporting/exposure-drafts/
http://www.hkicpa.org.hk/en/standards-and-regulations/standards/financial-reporting/exposure-drafts/
mailto:commentletters@hkicpa.org.hk


Snapshot: Hedge Accounting 

Exposure Draft

December 2010

The snapshot has been prepared by staff and is not
an offi cial technical document of the IASB.

Project objectives: To improve the ability of investors to understand risk management activities 
and to assess the amounts, timing and uncertainty of future cash fl ows.  
The proposals will replace the rule-based hedge accounting requirements in 
IAS 39 Financial Instruments: Recognition and Measurement and more closely align 
the accounting with risk management activities.

Hedge accounting 

proposals:
The exposure draft (ED) contains proposals on the accounting for 
hedging activities.  When fi nalised, the new hedge accounting 
requirements will be added to IFRS 9 Financial Instruments.  

In addition to the general hedge accounting proposals in the ED, the 
IASB is discussing portfolio hedge accounting.

Next steps: During the comment period the IASB will undertake further 
outreach to seek views on these proposals.  Upon completion of those 
consultations the IASB will redeliberate these proposals to fi nalise 
them in the fi rst half of 2011.

Project to replace 
IAS 39:

Hedge accounting represents the third phase of the project to replace 
IAS 39.   The fi rst phase dealing with classifi cation and measurement for 
fi nancial instruments has been completed while the second phase 
dealing with impairment is ongoing.

Comment deadline: 9 March 2011.
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mentThis snapshot is a brief 

introduction to the 
exposure draft 
Hedge Accounting.
It provides an overview 
of the main proposals 
developed by the 
International Accounting 
Standards Board (IASB).
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An overview of hedge accounting
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Wha  t is the objective of 

hedge accounting? 

The objective of hedge accounting is to 
represent in the fi nancial statements the 
effect of an entity’s risk management 
activities that use fi nancial instruments to 
manage exposures arising from particular 
risks that could affect profi t or loss (P&L).

The existing hedge accounting requirements 
are contained in IAS 39.

Why use hedge accounting?

An entity uses hedging to manage risks, for 
example, foreign exchange risk, interest rate 
risk or the price of a commodity.  It may 
choose to apply hedge accounting to show 
the effect of managing those risks in the 
fi nancial statements.
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Why change the hedge accounting requirements? 

Refl ecting risk management 

appropriately

Many believe that IAS 39 does not allow 
entities to adequately refl ect their risk 
management practices.  For example, there 
are instances where hedge accounting 
cannot be applied to groups of items, 
whereas for risk management purposes 
items are often hedged on a group basis.  
Also, IAS 39 does not allow components of 
non-fi nancial items to be hedged but entities 
usually hedge components of such items.

Complexity and confusion 

in cash fl ow hedges

Some believe that the distinction in IAS 39 
between cash fl ow hedges and fair value 
hedges adds complexity and is confusing. 

Insuffi cient disclosures

Others believe that the disclosure 
requirements do not provide suffi cient 
information in the fi nancial statements 
about an entity’s risk management activities.

The existing hedge accounting requirements 
in IAS 39 were developed when hedging 
activities were relatively new and not as 
widely understood as they are today.

However, hedging risks and components of 
items has become common business practice 
and investors have said they want to be able 
to understand the risks an entity faces, what 
management is doing to manage those risks, 
and how effective those risk management 
strategies are. 

Many investors believe that the current 
IAS 39 hedge accounting requirements are 
not adequate for these purposes.  As a result, 
investors often use non-audited (pro-forma) 
information to understand risk management.  
Investors, and others, also believe that the 
present requirements are arbitrary and too 
rule-based, and they argue for a closer 
alignment with risk management.
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What are we proposing?
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Building on the proposals in the 

discussion paper 

The ED builds on proposals contained in the 
IASB’s discussion paper Reducing Complexity in 

Reporting Financial Instruments published in 
March 2008.  In developing the ED the IASB 
considered input from:

• the comment letters received on the 
discussion paper

• extensive consultation with interested 
parties, including auditors, regulators, 
investors and preparers across different 
jurisdictions and industries. 

Closer alignment with risk 

management

The proposed model will more closely 

align hedge accounting with risk 

management activities undertaken by 

companies when hedging their fi nancial 

and non-fi nancial risk exposures.  

The ED proposes that entities will often use 

information produced internally for the 

purpose of risk management as the basis 

for hedge accounting. 

Enhanced presentation and 
disclosure

The ED proposes comprehensive 
disclosures focusing on the risks that 
entities are managing, how they are 
managing those risks and the outcomes of 
that risk management activity, including 
the effect on the fi nancial statements.  
This is to help investors to understand better 
the extent and effect of companies’ hedging 
activities and to assist them in forecasting 
future cash fl ows.

In addition the ED proposes changing the 
mechanics of fair value hedge accounting 
so that the remeasurement of the hedged 
item is presented separately.  It is also 
proposed that information about fair value 
hedges (like cash fl ow hedges) is refl ected 
in other comprehensive income (OCI).  
This will improve transparency for investors 
by including all information about 
hedging in OCI. 

The ED proposes requirements 

that will enable companies to 

refl ect their risk management 

activities better in the fi nancial 

statements.  This will help 

investors to understand the 

effect of hedging activities upon 

the fi nancial statements and 

future cash fl ows.

The Board is seeking views 

on the general hedging model 

fi rst, while continuing to 

discuss portfolio (macro) 

hedge accounting. 

APPENDIX



Exposure Draft | Snapshot: Hedge Accounting | 5

As an overall objective, the ED proposes 
a model for hedge accounting that aims 
to align accounting with risk 
management activities.    

The proposed model combines a 
management view that aims to use 
information produced internally for risk 
management purposes and an accounting 
view that seeks to address risk management 
issue of the timing of recognition of gains 
and losses.  

This will provide investors with more useful 
information and will allow entities to use 
risk management information as a basis for 
hedge accounting.

A new model for hedge accounting

Risk management objective

Seeks to link risk management 
and fi nancial reporting (top down)

Accounting

Accounting objective

Seeks to manage timing of 
recognition of gains or losses
(bottom up)

Risk management

APPENDIX



Better alignment to risk management activities
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IAS 39 allows components (parts) of 
fi nancial items to be hedged, but not 
components of non-fi nancial items1.  

An example of a risk component in a 
fi nancial item is the LIBOR risk 
component of a bond.  However, risk 
managers often hedge a risk component 
for non-fi nancial items as well, for instance, 
the oil price component of the jet fuel 
price exposure.  This is an important issue 
for many companies.  

The ED proposes to eliminate this 
distinction.  As a principle-based approach, 
the proposed requirements would look only 
at whether a risk component can be 
identifi ed and measured, as opposed to 
determining what can be hedged by type of 
item.  This would enable entities to apply 
hedge accounting that refl ects their risk 
management activities.

1 Except foreign currency risk.

Hedged items: risk components
Financial and non-fi nancial items

Variable
element Fixed element

Benchmark
(eg interest rate or commodity price)

Hedging instrument

eg jet fuel

eg crude oil derivative 
hedging a component 
of jet fuel

Benchmark
(eg interest rate or commodity price)
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A new approach to net positions 

IAS 39 does not allow net positions to be 
hedged.  However, companies often hedge net 
positions; for example, they may hedge a net 
foreign exchange position of 20 that is made 
up of an asset of 100 and a liability of 80.  
This creates an inconsistency between hedge 
accounting and risk management activity. 

The ED proposes extending the use of hedge 
accounting to net positions and, thereby, 
improving the link to risk management.

Hedged item

A

B

A - B

100

20

80

20

Gross positions

Net item hedged

Proposed model for net position hedging
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A comprehensive set of disclosures  

Hedge accounting today focuses on an 
entity’s hedging instruments.  The ED proposes 
a comprehensive set of new disclosures that 
focus on the risks being hedged, how those 
risks are being managed and the effect of 
hedging those risks upon the primary 
fi nancial statements.

This is in response to the feedback we have 
received from investors who want to be able 
to have a better understanding of the 
performance of the entity’s risk 
management activities and the effect of 
risk management on an entity’s future 
cash fl ows.

Total entity risk exposure
(no specifi c disclosure requirements)

Hedged exposure
(Exposure to risks

being hedged)

IFRS 7
Disclosure
requirements

Signifi cance of
fi nancial instruments
for fi nancial position
and performance

Nature and extent of
risks arising from
fi nancial instruments

Entity’s exposure
attributable to the
hedged risk

8 | Exposure Draft | Snapshot: Hedge Accounting 

APPENDIX



Other issues

Premium paid for options

Hedge accounting in IAS 39 treats part of 
the value of a purchased option (the part 
that refl ects time value)1 as if it was a 
derivative held for trading purposes.  
This creates volatility in P&L.  However, 
when hedging, risk managers view the time 
value premium paid as a cost of hedging 
rather than a speculative trading position. 

The ED proposes that the time value 
premium should be treated as a cost of 
hedging, which will be presented in OCI.  
Therefore, this will decrease inappropriate 
volatility in P&L and be more consistent with 
risk management practices.

1 The time value of a purchased option refl ects the 
cost of obtaining a one-sided protection that 
protects an entity against the downside risk while 
giving participation on the upside.  The time 
value of the option refl ects in substance the 
probability that the entity will make use of its right 
to the downside protection.

Adjusting hedging relationships

IAS 39 sets a high hurdle before hedge 
accounting is available.  It also sets a high 
hurdle for hedge accounting to continue.  
These hurdles result from a strict 
quantitative test, and the accounting 
consequences of failing this test are drastic. 
This is widely criticised as being arbitrary 
and for causing hedge accounting not to be 
available or to stop when a hedge is a good 
one economically.  

The ED proposes to base qualifi cation for 
hedge accounting on how entities design 
hedges for risk management purposes.  
The ED also proposes that hedging 
relationships can be adjusted without 
necessarily stopping and potentially 
restarting hedge accounting.

This enables hedge accounting to better 
refl ect risk management activity, which 
often requires adjustments to hedges to 
accommodate changes in market conditions.
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IFRSs and US GAAP

The IASB and the US Financial Accounting 
Standards Board (FASB) have a joint project 
to improve accounting for fi nancial 
instruments and a shared objective of 
improving comparability internationally 
on the accounting for fi nancial instruments.  
The boards’ efforts to develop a common 
and improved fi nancial instruments standard 
have been complicated by different project 
timetables established to respond to their 
various stakeholders.

The FASB published a draft Accounting 
Standards Update (ASU) as part of its 
comprehensive project to revise accounting 
for fi nancial instruments.  The draft ASU 
proposed changes to classifi cation and 
measurement, impairment accounting and 
hedging.  It was focused solely on fi nancial 
instruments, and proposed some limited 
changes to hedge accounting.  The IASB’s 
project on hedge accounting is a 
comprehensive re-examination of hedge 
accounting, covering hedging of both 
fi nancial and non-fi nancial exposures.  
Hence, the hedging projects have a 
different scope.  
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The FASB is considering the feedback 
received from its constituents on its 
proposed ASU and will decide shortly on the 
next steps for its fi nancial instruments 
project and whether it will directly ask for 
views on the IASB ED.
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What happens now?

During the comment period Board 
members and staff will undertake outreach 
activities to discuss the proposals with a 
wide range of interested parties.

These outreach activities will include:

• discussions with investors, preparers 
of fi nancial statements, audit fi rms, 
regulators, national standard-setters and 
other interested parties.  

• workshops

• webcasts, podcasts and presentations. 

Stay informed

The IASB will announce on its website the dates of any meetings 
at which it discusses the feedback on the ED.

To stay up to date about the project, you can also subscribe to 
email alerts on the IAS 39 replacement project page.

To view the ED, submit your comments or subscribe to email 
alerts on this project, visit www.ifrs.org.

The IASB will publish a feedback statement as an accompanying 
document to the standard to show how the Board responded to 

views received during the consultation process.

How can I comment on the 

proposals?

The ED includes questions on the proposals.  
Respondents may choose to answer all or 
only selected questions and are welcome to 
comment on any other matter that they 
think the IASB should consider in fi nalising 
the proposals.  Comment letters will be 
posted on the IASB’s website.

The IASB will carefully consider all 
responses and will discuss them in public 
meetings.  The IASB plans to issue the new 
standard in mid-2011.

The deadline for comments is 9 March 2011.
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For further information about the IFRS Foundation, IASB, copies of International

Financial Reporting Standards, International Accounting Standards, exposure

drafts and other publications, including details of IASB subscription services,

please contact our Publications Department on telephone: +44 (0)20 7332 2730

or email: publications@ifrs.org

International Accounting Standards Board (IASB)
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