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|nvitation to Comment: An economic risk management perspective on the new
Hedge Accounting principles contained in proposed |AS-39;

1. We grongly support the IAS39 theme of identifying and documenting the
exposures and the hedging insruments used to cover busness financid risks. This
approach decreases the opportunity for renegade transactions and or fraud. For example
the large financid losses of Orange County in the US during the 1990's sarves as a good
reminder of what can go wrong when derivative postions are mis-managed.

2. As per (1) it is best business practice for companies to have a risk policy integrated
into the overdl company drategy. The documentation should highlight the risk exposures
in the busgness and how they will be managed. This type of policy paper reduces the
opportunity for unexpected outcomes as business risk is rigoroudy defined and discussed.

3. But the hedge effectiveness test range of 80% to 125% seem abitrary, overly
resrictive and not particulaly well desgned. See pages / paragraphs 210 to 211 / 146 to
151 of the Exposure Dreft.

In practice, this means tha only a few types of risk management drategy will be
congstent with the "Hedge Accounting” classification.

These involve hedge instruments and transactions that provide nearly a complete offset to
the underlying current or forecast risk exposure.

Therefore, hedging drategies that atempt to modify the earnings profile rather than fully
offset risk exposures will not dways be digible for Hedge Accounting trestment.
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Practical Hedging Example— demonstrating the limitations of | AS-39:

In the mid to late 1990's AUD mining companies used bought AUD/USD Forward FX
postions to cover Forward US dollar earnings exposures — under proposed 1AS-39 these
transactions would mogt likdy be conddered "effective’ and therefore digible for Hedge
Accounting dassfication.

In practice these drategies were not particularly successful because the AUD/USD
depreciated by more than expected and as a result the companies faced a sgnificant
opportunity cogt - usng forwards and rdaed indruments provides more certainty in
earnings but removes the company's opportunity to take advantage of positive moves in
key business variables,

A potentid dternative to protect agang an gppreciaging AUD/USD is to use a CAl
option that gives the company the right but not the obligation to buy AUD agang a sold
USD postion & a predetermined rate. Thus, the company $A earnings can benefit from a
fdling AUD/USD but the option provides “"insuranceg' againg the AUD/USD risng. The
key point is tha an out-of-the money Cadl, even dter dripping out time vadue as
suggested on Page 203 / Paragraph 126C ( option vauation as per the generic Black and
Scholes formula is a function of time vdue voldility of the undelying, interest rate
funding and the drike price), is not going to be initidly or potentidly ever ale to provide
an 80% to 125% offset to changesin the fair value of the underlying position.

However, the Cdl option dthough a smple and rdaivey "vanilld' Srategy may benefit
and maximise shareholder weelth which is the ultimate objective of modern companies

The four diagrams on the following pages provide a basc overview of the type of risk
management  drategies avalable to companies — (i) leaving exposures unhedged, (ii)
locking-out exposures with forwards, (iii) modifying the downsde exposure via a long
option postion and (iv) modifying both the downsde and upsde exposure by purchesng
a collar, made up by a long and a short option postion. These diagrams assume the
company has only one key financid variable that impacts on earnings per share (EPS)
such as a resources company that produces Oil.

The drategies demondrated in diagrams 2, 3 and 4 should be trested smilally by 1AS-39
as vdid hedging drategies, and not speculative or trading, even though the Cdl option
and the Collar dructure will not necessarily meet the exising hedge effectiveness tedt.
Strategies 3 and 4 ae desgned to modify the risk profile rather than to remove dl risk

exposure.

This is condgent with the approach that equates risk not soldy with loss but focuses
indead on the didribution of dl likdy outcomes induding those associaed with pogtive
dates of nature. To suggest that a hedging indrument and drategy must aways cover
cdose to 100% of the underlying exposure promotes an opportunity cod on companies
that seek to manage busnessrisksin amore profitable way.

In summary, it maybe more appropriate from a hedge effectiveness per spective to
demongtrate that the hedge instrument is consistent with the overall busness
strategy rather than rewarding one style of exposure management over another.
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(i) Unhedged-exposed to earnings “talls’

A

Prob.

Loss EPS Gah

(i) Forwar ds-100% effective but opportunity cost

A

Praob.

L oss EPS Glin

Diagrams 3 and 4 are on the following page.
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(ii1) Insurance-Options modify the downside potentid

A

Prob.

L 0ss EPS Gah

(iv) Callar-trade-off downside for less upside opportunity

A
Prob.

L 0SS EPS ain

4. Point 3 leads to the follow up question - what is the real economic benefit of having
Hedge Accounting ? - while as mentioned in 1. we agree and support the need for
identifying what companies are doing with derivaives - it does seem that the Hedge
Accounting dandard in 1AS39 is too redrictive and not subtle enough for practicd use
by companies whether they be Audrdian or not. The increasing focus by al busness to
look globdly for commerda opportunities would ssem to argue for more sophisticated
risk management and hedging strategies and not less.

Fundamental Questions:
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(@ Will the implementation of 1AS-39 necessxily be postive if it condrans the ability
of busness to execute desrable business drategies based on modifying, rather than fully
covering, risk exposures?

(b) Will busness that does not use transactions that comply with the Hedge Accounting
classfication be seen as second rate by the marketplace, even though to pursue Hedge
Accounting may not be a firg best policy that is in the intereds of shareholders ? This
rases the red prospect that shareholder vadue maybe damaged if companies are coerced
into pursuing this sandard out of concerns, over the increesngly important issue of
reputationd risk.

(c) Reaed to (b), how is it envisaged that the Hedge Accounting entries will be
presented in performance related documents such as annud reports ? In the same way
how will hedging indruments not conddent with this dasdfication be treged in
company publications ?

5. Embedded derivatives — agan, what is the rationde for excduding these packaged
derivatives from individud accounting scrutiny and trangparency? If the objective of
IAS39 is to force derivative reporting out into the open it is not dear how this is
achieved by the gpproach outlined on page 152, Paragraph 23. There seems to exig an
opportunity here for regulatory arbitrage between "cugomised” Over The Counter (OTC)
embedded derivatives and the dandard publicly Exchange Traded derivative contracts.
The packaging of risks adds complexity and potentidly crestes outcomes that have not
been fully worked through. In the interets of a leve playing fidd there seems little
reason to differentiate between these twotypes of hedge insruments.

6. Overall business risk vs gpecific risk exposures. On page 210 / paragraph 149
proposed IAS 39 Sates —

"To qualify for Hedge Accounting, the hedge must relate to a specific identified and
designated risk, and not merely to overall entity business risks..."

The assumed purpose of this, as per the portfolio hedging type issues mentioned on page
206 / paragraph 133, is that it ensures that hedging indruments are maiched out directly
agand a defined hedging item. This is commendable from a reporting perspective but in
economic profit terms it may not be the best approach. Modern risk management theory
and practice endeavours to measure company wide net financid risks rather than a an
individuad budness unit, proect or transaction level. The company wide approach
atempts to determine any naturd hedges in the business mix that provide offsets for risk.
This may dill leave a measurable net risk that potentidly benefits shareholders if covered
completdy or patidly managed. This suggests that IAS39 may agan encourage risk
management practices that are not necessarily business vaue friendly.

Y ours Sincerdly,

Ross Mclnnes
Director Research
Audrdian Investment Research Services Pty Ltd
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If there are any questions or issues arising from this review please contact Ross Mclnnes Director

Research by Ph: +61-2-9564-3815 , Email research@airs.com.au or visit the www.airscom.au site for
moredetails. Thisreport was prepared on Friday September 27" 2002.

IMPORTANT NOTICES

Natur e of this Service:

Theinformation contained in this research note is general securities and market information only and is not
investment advice and is not suitable to be relied upon as investment advice. Nothing in this noteis advice
to the effect that some action in relation to securitiesis appropriate to your individual investment needs and
financial circumstances or is arecommendation, solicitation or offer by Australian Investment Research
Services Pty Ltd (ABN 59 081 312 674) (AIRS) to buy or sell any securities.

Warning:
Investment involvesrisk. Theinformation available in the research is not suitabl e to be acted upon as

investment advice and, as aresult, it may be advisable to obtain investment advice before making any
investment decisions relying on the information provided.

Disclaimer of Liability:
AIRS, itsdirectors, employees nor affiliates do not make any representation or warranty asto thereliability
or accuracy, completeness or timeliness of the information. AIRS excludes all liability for loss or damage

suffered by you resulting from use of or reliance on the information contained in this research note for
investment decisions.
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