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Exposure Draft of Proposed Amendments to IAS 39 Financial Instruments: Recognition and
Measurement — Fair Value Hedge Accounting for a Portfolio Hedge of Interest Rate Risk

Finnish Financia Supervison Authority has reviewed Exposure Draft on the amendment to hedge
accounting and our comments on the proposd are asfollows:

This ED represents a sep towards converging banks sound risk management practices and
accounting and thereby fadilitating the application of IAS dandards and fulfilment of the hedge
accounting requirements. In our comments we emphasse the man target of financia Statements: to
present fairly an entity’s financid pogtion, performance and cash flows. We interpret this main
requirement for financid reporting to mean that financid information farly presents the business and
not vice versa, that financia accounting requirements steer business decisons.

Our comments are presented from the point of view of a financid supervision authority. In forming
our podtion we have hdd discussons with different parties in the banking sector (auditors, financid
executives of banks, financid experts). We underline that the approach for management of interest
rate risk in accounting cannot differ too much from the requirements of BASEL .

General comments

The hedge accounting requirements of the IAS 39 Financid Instrument standard currently in force
are based on the desgnaed hedge reationships of transactions. The net postion of assets and
ligbilities cannot itsdf be designated as the item to be hedged; instead, the sum indicated by the net
position can be replaced by designating a specific pat of the underlying individud items as a hedged
item. The desgnated relationship enables the effectiveness to be measured precisdy in order to
recognise al materiad under- and over-effectiveness of hedging in profit and loss. Thus current 1AS
39 makes possble to hedge interest rate risk as transaction based. Ineffectiveness can then be
measured based on the maturity schedule for individud financid assets and lighilities.

! Basel Committee on Banking Supervision: Consultative Document on Principles for the Management and Supervision
of Interest Rate Risk, September, 2003.
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However, in the banking business, entities are hedging the interest rates margin received from assets
and pad for liabilities. Following the current IAS 39 hedge accounting requirements can cause
distorted hedging decisions and so hamper sound risk management.

One could argue that banks are not compelled to follow the hedge accounting requirements, but on
the other hand banks hedge their assets and ligbilities, and in so doing they use hedging insruments,
derivatives. Derivatives must be measured a fair vaue in the baance sheet, and, if banks do not
aoply hedge accounting for interest rate risk, the hedged items (or hedged risk component) are
measured & amortised cost: this increases earnings volaility and reduces the financid tability both
of individua inditutions and of the financid sector as a whole Because the am of financid
upervison is to maintain financid Sability, it is very important that banks can use hedge accounting
rues effectivdly when goplying IFRS dandards as long as a mixed far-vadue modd is usad in
vaudtion.

The IASB conddered the hedging of net-based interest rate risk in more detall in Q&A 121-1 and
121-2 (including appendix). In this Q&A, the IASB preferred cash flow hedges over far vaue
hedges because of the difficulties involved in consdering prepayment risk. Moreover, the 1ASB
stated that current IT technology and programs support the use of a cash flow hedge. In this context
the IASB dlows partid hedging (ie the bank does not hedge the whole amount of ‘net’ future cash
flow). However, cash flow hedging causes vaiation in the amount of equity because changes in the
far vaue of efficent hedging derivatives are recognised in equity. As, in the banking busness the
amount of equity related to debt is reativey low, negaive changes in derivative far vaues further
decrease the amount of equity. Agan, from the point of view financid dability the sengtivity of
equity iscritical.

In the revised IAS 39, the IASB proposes tha the entity may dedgnate any financid instrument as
hed for trading when it is initidly recognised. Option for fair vadue messurement will reduce the
need for hedge accounting, but only full far vaue accounting will remove the need for hedge
accounting.

The amendment to IAS 39 now proposed represents a very welcome step forwards compared with
what is presented dove. However, we believe this step does not go far enough as far as sound risk
management practices are concerned, particularly in the banking sector. Moreover, the solution,
especidly concerning the recognising of ineffectivenessin profit and loss, istoo technical.
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Question 1

I neffectiveness

Do you agree with the proposed designation and the resulting effect on measuring ineffectiveness? If

not,

a)
b)

c)

in your view how should the hedged item to be designated and why?

would your approach meet the principle underlying IAS 39 that all material ineffectiveness
(arising from both over- and under-hedging) should be identified and recognised in profit
and |oss?

under your approach, how and when would amounts that are presented in the balance sheet
line items referred to in paragraph 154 be removed from the balance sheet?

Finnish FSA

Prepayment risk has not recently been consdered a subgtantid risk dement concerning risk
management in Fnnish banks, because assats are mainly floating-rate loans. However, from the
point of view of ordinary ALM we comment as follows.

a)

b)

We agree that the proposed hedged item should be the amount of currency rather than
specific individud assats or ligbilities. In measuring ineffectiveness we support modd  C,
because it best matches ALM in the banking business. It dso dlows partid hedging, and we
assume that C, too, does not prevent full hedging.

When the ‘net podtion’ is hedged, ineffectiveness arises only in case of over-hedging. The
solutions concerning net podtion far vadue hedging must be in line with those solutions the
IASB has made concerning cash flow hedging.

In over-hedging Stuations. the amounts are removed from the baance sheet when the time
period of maturity has expired. In under-hedging Stuations the amounts are removed from
the balance sheet for the hedged part, when the time period of maturity has expired; for the
unhedged part, the amounts will either remain unhedged or will be desgnated for hedge

agan.
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Question 2

Fair value of core depositsin fair value hedging

Do you agree that a financial liability that the counterparty can redeem on demand cannot qualify
for fair value hedge accounting for any time period beyond the shortest period in which the
counter party can demand payment?

a) Do you agree with the Board's decision (which confirms an existing requirement in [AS 32)
that the fair value of such financial liability is not less than the amount payable on demand?
If not why not?

b) Would your view result in such a liability being recognised initially at less than the amount
received from the depositor, thus potentially giving rise to a gain on initial recognition? If
not, why not?

If you do not agree that the situation outlined in (b) is the result, how would you characterise the
change in value of the hedged item?

Finnish FSA

We are pleased to note that deposts can be taken into account in caculating the hedged amount of
currency for maturity time periods based on each bank’s historica experience. However, according
to BC17 core deposits cannot be designated as hedged item, when amount of currency for specific
maturity period includes net liabilities, which are only core deposts. We find this problematic, from
the point of view of sound risk management practices.

In Finnish banks, loans are manly floding-rate assets, whereas a very high proportion of ligbilities
are fixed-rate core deposits The levd of depodts is stable and their amount is not price (risk)
sengtive in the short run. Banks use core deposits in their hedge decisons based on assumptions
about the duration of core deposits derived from historica experience.

We agree tha, in genera, deposits cannot be measured at fair vaue without unusud and peculiar
impacts on earnings.
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However, in hedge accounting we are of the opinion that core deposits could be valued a fair vaue.
The man question is how the far vaue of depodts can be measured so that the result is sufficiently
relidble EFRAG's draft letter proposes that the change in the far vaue of deposits in a hedging
relationship correspond to the change in the far vaue of hedging indrument(s). This is a very
practicd and Imple solution to avoild a gtuation whereby the far vadue changes of hedging
indruments alone are recognised in profit and loss. As a result, the hedging derivetive ingruments
would not increese unnecessary volaility in earnings. We support this gpproach, but are of the
opinion that the proposd requires further examination, including the carrying out of representative
field tests.

FINANCIAL SUPERVISION AUTHORITY
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