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Dear Sirs,
Dear Sirs,
RESPONSE TO EXPOSURE DRAFT OF PROPOSED AMENDMENTSTO IAS 39

The Council for Corporate Disclosure and Governance (CCDG) appreciates the opportunity to
comment on the Exposure Draft of the proposed amendments to IAS 39 Financial Instruments:
Recognition and Measurement published by the Internationd Accounting Standards Board
(IASB) in August 2003. The CCDG has sought comments from the key sectors, which are likely
to be affected by the proposed ED. Our comments address the two specific questions set out in
the “Invitation to Comment” section and include generd and other comments as follows.

General Comments

The proposed ED is a marked improvement from the existing standard in that it dlows macro
hedging, eiminates the need to identify specific hedged items, and diminates the need to update
far vadue changes of hedged items individudly. We are agreesble to the concept of macro
hedging proposed by IASB. There are, however, some practical issues relating to the proposed
ED and they are outlined below for IASB’ s further consideration.

Question 1 — Proposed designation and effectiveness measurement
Draft paragraph 128A proposes that in a fair value hedge of the interest rate risk associated

with a portion of a portfolio of financial assets (or financial liabilities), the hedged item may be
designated in terms of an amount of assets (or liabilities) in a maturity time period, rather than
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as individual assets or liabilities or the overall net position. It also proposes that the entity may
hedge a portion of the interest rate risk associated with this designated amount. For example, it
may hedge the change in the fair value of the designated amount attributable to changes in
interest rates on the basis of expected, rather than contractual, repricing dates. However, the
Board concluded that ineffectiveness arises if these expected repricing dates are revised (e.g. in
the light of recent prepayment experience), or actual repricing dates differ from those expected.
Draft paragraph A36 describes how the amount of such ineffectiveness is calculated.
Paragraphs BC16-BC27 of the Basis for Conclusions set out alternative methods of designation
that the Board considered, their effect on measuring ineffectiveness and the basis for the Board's
decision including why it rejected these alternative methods.

Do you agree with the proposed designation and the resulting effect on measuring effectiveness?
If not,

(@) inyour view, how should the hedged item be designated and why?

(b) would your approach meet the principle underlying IAS 39 that all material
ineffectiveness (arising from both over- and under-hedging) should be identified and
recognized in profit or |0ss?

(¢) 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?

Responseto Question 1

The CCDG notes the merits of the proposed designation and the resulting effect on measuring
effectiveness. We are of the view that the sandard should be principle-based, and that the merits
and drawbacks of the four approaches outlined in BC 19 should be further considered by the
IASB in deciding which gpproach or dternative approaches would be most gppropriate to ensure
the provison of meaningful accounting information, while teking into condderation the risk
management practices of banks internationdly.

Comments expressed by respondents during CCDG's consultation process on issues that may
aise from the proposed method of designation, as explained in the Bads of Conclusons, are
appended below:-

(1) Desgnation of hedge amount

Bass for Conclusons, BC 19 oulines four approaches of hedge desgnation and its
consequential measurement of ineffectiveness.  However, the ED does not specify a bass of
desgnation and does not include requirements as to the degree of hedging a company has to
undertake. Assuch, it isunclear asto whether:
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(8 the four approaches outlined in BC 19 ae avalable as dternatives in that flexibility is
rendered to the preparers of the financid statements, or
(b) the percentage basis is the prescribed approach, in which case, the approach should be

spdt out pecificdly.

Some banks have noted Approach A as explained in the Basis for Conclusons and fed that there
are merits to support this approach:

0 Assumptions on () the average life span of the loans and (b) the probability of
prepayment are based on higorical trends. These assumptions introduce subjectivity into
the current profit and loss statement. Furthermore, prepayments may aso occur due to
non-interest rate related economic factors such as market competition.

0 The entity is hedging interest rate risk rather than prepayment risk. Any change to the
portfolio because of change in prepayment patterns should not affect the effectiveness of
the hedge in mitigating interest rate risk.

The same banks are of the view tha the above is in line with IAS 39 as it is not apparent that
there is any principle underlying IAS 39 tha materid ineffectiveness aisng from under-hedging
should be identified and recognized. In the application of normd hedging rules, should a
company decide to ledge net assets of $20m when its overdl interest rate risk position is $30m,
there is no requirement to measure ineffectiveness, even if the $30m increase to $40m during the
hedge process.

The banks aso noted in A37 which proposed that once ineffectiveness has been cadculated, a
new esimate of the "hedged portion" has to be re-established, teking into account any new
asty liabilities that have been added to the overdl portfolio. While the banks do not disagree
with the Board's proposa, they recognize that complex system changes will be required to
handle this ‘dynamic’ hedge designation, which is a mgor issue to the bank. It may potentidly
require revaudion of al assts and ligbilities of the portfolio from which the "hedged portion” is
drawvn and cdculation of the far vaue of the "hedged portion" as a percentage of the total fair
vdue. Moreover, as the ED specifically does not dlow the assumption tha the vaue of the
"hedged portion” changes by the same amount as the fair vaue of the hedging derivative, there is
no acceptable "short-cut” method to ease the practica difficulties of implementation.

(i) Ineffectiveness test

As identified in 1()(b), given that no methods were gpecified for the ineffectiveness
measurement of macro hedges, the question arises as to whether the assessment method for
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general hedges is dso applicable to macro hedges and thus whether the same method require
macro hedges to be unwound. The banks are of the view that this assessment method should not
aoply to macro hedges, which should be taken on a rolled forward bass. Based on the current
ED, it isunclear asto whether:

(@ ineffectiveness should be dlowed to continue by way of macro hedges, and

(b) macro hedges can be exempted from the “80-125%" rule and there are concerns if the rule
il gpplied.

(i) Expected repricing dates and maturity time periods

Paragraph A26 (a) and (b) states

The entity identifies a portfolio of items whose interest rate risk it wished to hedge. The portfalio
may comprise both assets and liabilities The entity andyses the portfolio into maturity time
periods based on expected, rather than contractual, repricing dates.”

The respondents are of the view that the proposed ED may wish to consder providing some
guiding principles for determination of the expected repricing dates and maturity time periods in
order to increase comparability of hedging results across entities.

The respondents commented that paragraph A26(b) of the ED requires the hedge portfolio to be
andysed into different time buckets based on expected repricing dates. Historical experience
may not be reflective of future payment trends. Prepayment patterns could be affected by factors
other than interest rates, such as competition, migration and downsizing. The process could be
subjective which would in turn affect the computation of hedge effectiveness.  Guiddines on this
subject matter would be useful.

(iv) Change in the fair value of the hedged item

Paragraph A26(f) requires the entity to measure the change in the far vaue of the hedged item
that is atributable to the hedged risk based on the expected repricing dates determined in

paragraph A26(b).

The respondents are of the view that the fair vaue of cusomer loans, bonds and deposits may
change due to variation in interest rates, credit ratings and market conditions. For the testing and
recognition of hedge effectiveness in the profit/loss statement, fair vaue is to be computed soley
based on interest rate risk hedged i.e. variation in interest rates. Differentigting the far vaue of
the various components of the risks would be chdlenging as market prices are normdly quoted
for the ingruments as a whole. The respondents propose more guiddines to ensure consistent
goplication across entities.
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(v) Derecognition of items

Views were expressed that the amounts that are presented in the balance sheet line items referred
to in paragragph 154 should be removed from the baance sheet when the assatg/liabilities are
derecognised. The amount of gain or loss on the hedged item to be removed is the proportion that
the amount of designated hedged items bears to the totd assetgliabilities in the portfolio.

Question 2 — Accounting for demand deposits

Draft paragraph A30(b) proposes that all of the assets (or liabilities) from which the hedged
amount is drawn must be items that could have qualified for fair value hedge accounting if they
had been designated individually. It follows that a financial liability that the counterparty can
redeem on demand (i.e. demand deposits and some time deposits) cannot qualify for fair value
hedge accounting for any time period beyond the shortest period in which the counterparty can
demand payment. Paragraphs BC13-BC15 of the Basis for Conclusions set out the reasons for
this proposal.

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? If not,

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

(b) Would you view result in such a liability being recognized nitially 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 characterize the
change in value of the hedge item.

Response to Question 2

The CCDG notes the merits that a financid liability that the counterparty can redeem on demand
cannot qudify for fair vaue hedge accounting for any time period beyond the shortest period in
which the counterparty can demand payment. We note that alowing demand deposits to qudify
for hedge accounting could result in demand deposts being vaued a amounts less than the
amounts payable on demand. This could result in a materid oversatement of a bank’s financid
position under certain circumstances.

Appended below are the comments expressed by respondents during CCDG's consultation
process:
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Banks often use macro-hedges to lock in the interest rate spread earned on their deposit base. If
core deposits are not permitted to qualify as the hedged items, derivatives that are entered into
cannot be attached to an eigible hedge accounting relationship despite being established as an
economic hedge. There is support by banks for the view that demand deposits should qudify for
fair vaue accounting. Reasons given indlude the following:

0 Although demand deposits are payable on demand, expected repayments and repricing could
be edimated based on higtorica behavioura paterns and fair vaue could be computed
accordingly based on these behaviourd patterns.

0 Assts with prepayable festures are alowed to be scheduled into different time buckets based
on expected repayment dates. By not alowing demand deposts to be scheduled based on
expected withdrawal datesis not consstent with the treatment proposed in the ED for assets.

0 Banks have been managing the risks of the demand deposits using the behavioura repayment
pattern rather than the contractual repayment dates.

0 To gpply cash flow hedge accounting for demend deposits will cause undesirable movements
in the equity account.

Overdl, the CCDG notes that there are strong arguments for and againg the far vaue hedge
accounting for demand deposits and suggests that the IASB study these issues further.

Other Comments

The bank respondents aso identified the following issues.

() Early termination of the macro- hedging relationship

For macro-hedges, the hedge items may contain numerous assets (or liabilities) and to amortise
the far vdue adjusment agang the carrying amount of the hedged items would be complex and
impractical. The proposed ED is not clear on the accounting trestment to be adopted when there
is a temination of the macro-hedging rddionship eg. when the hedging indrument is
terminated earlier than anticipated and the hedged item is 4ill in the books. Guiddines on this
subject matter would be most ussful. A possible solution would be to dlow the amortisation of
the adjusment over the origind life of the hedging insrument for both e hedged items and the
hedging ingrument.

Paragraph 157 of the earlier Exposure Draft on amendments to IAS 32 and IAS 39 dates that
“when the hedging relationship ceases, the adjusment to the carying amount of a hedged
interest-bearing finenda indrument shal be amortised to profit or loss Amortisation may begin
as soon as an adjustment exists and shdl begin no later than when the hedged item ceases to be
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adjusted for changes in its far value attributable to the risk being hedged. The adjusment is
based on a recdculated effective interest rate a the date amortisation begins and shal be
amortised fully by maturity.”

(i) Considerable system changes and manual efforts

To comply with the proposed ED, a complicated process will need to be established to caculate
and record ineffectiveness. Condderable systems changes are aso required such as edtimating
and tracking the expected repricing dates and prepayment amounts, fair valuing the hedged items
and the related hedged risk; and incorporating the testing of effectiveness amortisation of
adjusments to the carrying amount of the hedged item to comply with the new proposed
procedures.

This practical problem was dso identified by respondents as highlighted in the response to Q1(i),
paragraph 4. An extenson of the effective date of this sandard would assst banks in making the
systems and adminigtrative changes to comply with the procedures.

Should you require any further clarification, please contact Mr Ramchand Jegtiani, Deputy
Director, a the Inditute of Certified Public Accountants of Singegpore via emal a
jagtiani @icpas.org.sg should you require further information. Thank you.

Yours sncerdly,

Derek How
Secretary, CCDG




