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RE: FASB’s Discussion Paper: Invitation to Comment - Selected Issues about Hedge
Accounting to solicit input on the IASB’s Exposure Draft, Hedge Accounting (File
Reference No. 2011-175)

Dear Technical Director

We appreciate the opportunity to comment on the Financial Accounting Standards Board’s
(FASB’s) Discussion Paper - Selected Issues about Hedge Accounting (the Discussion Paper)
issued on February 9, 2011 to solicit input on the International Accounting Standard Board’s
(1ASB’s) Exposure Draft, Hedge Accounting, (the ED or the proposals).

We support the development of a standard based on the core principles in the proposals. Hedge
accounting is currently rules-based and requires detailed requirements to be met. The proposals
adopt a more principles-based approach which includes aligning hedge accounting more closely
with risk management. We agree with this directional change proposed by the IASB. However,
we do have concerns about the clarity of certain principles in the proposals. In particular, risk
management functions and activities vary from entity to entity and therefore it is important to get
more clarity around the principle of aligning hedge accounting with risk management in order to
achieve consistency of application. We discuss this and our other significant concerns below.

Our responses to the questions in the Discussion Paper are set out in Appendix A of this letter. In
addition, Appendix B of this letter includes the comment letter on the ED submitted on March 9,
2011 by the global network of KPMG firms, including the US member firm.

Risk management

The proposed objective of hedge accounting makes an entity’s risk management a determining
factor in assessing whether hedge accounting can be applied. However, even though risk
management is discussed in IFRS 7 Financial Instruments: Disclosures (IFRS 7), it is neither
defined under IFRSs or International Standards on Auditing (ISAs) nor under US GAAP or US
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auditing standards. Entities may have difficulties aligning hedging relationships at the transaction
level with risk management which is often applied at a higher level. Therefore, we are concerned
that entities may interpret risk management in the context of the proposals differently and apply
hedge accounting in situations the IASB did not intend or vice versa. This issue also would
create difficulties in auditing an entity’s assertion that it has aligned its hedging relationships
with its risk management activities. We asked the 1ASB to clarify the objective of hedge
accounting to address this issue.

In particular we asked the 1ASB to clarify whether it believes that risk management would need
to include policies and processes at a lower level than entity-wide or other high level, such as an
individual hedging strategy level, and if not, how linking such high-level policies and processes
to individual hedging relationships could be achieved.

Risk components

We believe that the IASB should clarify the principles of ‘separately identifiable’ and ‘reliably
measureable’ as they are key in determining the eligibility of risk components of financial and
non-financial items as hedged items.

For example, it is unclear whether in order for a risk component to meet the separately
identifiable and reliably measureable conditions any or all of the following are needed:

e A forward market for the hedged component for the hedging relationship period,;

e A statistical correlation between the hedged component and the non-financial item and
whether such correlation is based on the cost or fair value of the component and non-
financial item; and

e Each component that makes up the non-financial item, and not just the hedged component, is
separately identifiable and reliably measureable.

Effectiveness assessment

We support the removal of the current “bright-line” quantitative thresholds for expected and
actual effectiveness. However, the proposed qualitative descriptions are not sufficiently specific
to drive consistent application. We believe that the IASB should clarify the principles of
‘minimising expected hedge ineffectiveness’ and ‘producing an unbiased result’. As different
readers of the proposals might interpret the principles differently, the proposals could create
application challenges and auditing issues.

Convergence

We also note that the ED proposes changes that are significantly different from those proposed
for hedge accounting under US GAAP in the FASB’s comprehensive financial instruments
accounting exposure draft published in May 2010. We continue to reiterate the importance of the
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IASB and the FASB working together to create a single set of high quality, converged global
accounting standards related to hedge accounting. As noted above, we support the development
of a standard based on the core principles in the proposals. The proposals adopt a more
principles-based approach instead of the current rules-based standards that include detailed
requirements. We agree with this directional change and believe that it would be an appropriate
starting point for changes to US GAAP if certain principles in the proposals are clarified as noted
in our responses to the FASB questions and comment letter on the ED.

If you have any questions about our comments or responses or wish discuss any of these matters
further, please contact Enrique Tejerina at (212) 909-5530.

Sincerely,

KPMG LLP

KPme LIP
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Appendix A — Responses to the FASB’s questions

Risk management

Question 1: When an entity uses financial instruments to manage risk exposures in economic
hedges but those instruments are not designated in hedging relationships for accounting
purposes, do you believe that the proposed guidance would provide useful information about all
of the effects of an entity’s risk management objectives?

The proposals do not address situations when an entity economically hedges an exposure but
does not apply hedge accounting (‘economic hedges’). We do not believe that it is the IASB’s
intent to address economic hedges in the ED. However, we note that IFRS 7 currently calls for
disclosures regarding the nature and extent of risks arising from financial instruments to which
the entity is exposed and how the entity manages those risks. An entity may consider disclosing
significant economic hedges based on this guidance.

Questions 2, 3 and 4:

Q2: Do you believe that the proposed guidance and illustrative examples included in the 1ASB’s
Exposure Draft are sufficient to understand what is meant by risk management, how to apply
that notion to determine accounting at a transaction level, and how to determine the appropriate
level of documentation required? Why or why not?

Q3: Do you foresee an entity changing how it determines, documents, and oversees its risk
management objectives as a result of this proposed guidance? If yes, what changes do you
foresee? Do you foresee any significant difficulties that an entity would likely encounter in
establishing the controls related to complying with the proposed guidance?

Q4: Do you foresee any significant auditing issues arising from the proposed articulation of risk
management and its link to hedge accounting? For example, is the information required to be
disclosed regarding an entity’s risk management strategies measurable and objective? Could the
inclusion of an entity’s risk management objectives create an expectation gap that the auditor is
implicitly opining on the adequacy of an entity’s risk management objectives?

We generally agree with the objective that hedge accounting should represent in the financial
statements the effect of an entity’s risk management activities that use financial instruments to
manage exposures arising from particular risks. Including a clear, principles-based objective in
the standard would avoid situations in which hedge accounting is arbitrarily not allowed even
though the hedge relationship is consistent with appropriate risk management activities.
However, we believe that the IASB should clarify its objective so that entities can interpret risk
management in the context of the proposals consistently and determine how to align hedging
relationships at the transaction level with risk management which is often applied at a higher
level. We believe this is necessary because the proposed objective of hedge accounting makes an
entity’s risk management a determining factor in assessing whether hedge accounting can be
applied.
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The current hedge accounting model is particularly rules-based. This creates at times a
disconnect from an entity’s risk management activities. Therefore, we note that in practice,
aligning existing hedges with risk management may require significant effort and changes to risk
management documentation, as some current hedges may have been designed or designated to
primarily achieve an accounting objective. However, realignment will need to be done since the
proposed objective of hedge accounting makes an entity’s risk management a determining factor
in assessing whether hedge accounting can be applied.

Adding to this challenge is the fact that risk management is not defined under IFRSs, ISAs, US
GAAP or US auditing standards. IFRS 7 requires qualitative disclosures of an entity’s policies
and processes for accepting, measuring, monitoring and controlling risks and discusses certain
components that may be part of these policies and processes. However, the policies and
processes used by an entity to manage risk are typically developed and applied at a high level
and not at an individual transaction level. Entities may have difficulties aligning hedging
relationships at the transaction level with risk management. Therefore, we are concerned that
entities may interpret risk management in the context of the proposals differently and apply
hedge accounting in situations the IASB did not intend or vice versa. This issue also would
create difficulties in auditing an entity’s assertion that it has adequately aligned its hedging
relationships with its risk management activities. Difficulties would also arise in designing
controls related to complying with the proposals. We asked the 1ASB to clarify the objective of
hedge accounting to address this issue.

In particular we asked the 1ASB to clarify whether it believes that risk management would need
to include policies and processes at a lower level than entity-wide or other high level, such as an
individual hedging strategy level, and if not, how linking such high-level policies and processes
to individual hedging relationships could be achieved.

We also suggested that the IASB consult with the International Auditing and Assurance
Standards Board (IAASB) about this key proposal so that the IAASB can consider whether any
of the existing ISAs need to be amended and whether new International Auditing Practice
Statements (IAPSs) need to be issued. If the FASB were to align its hedge accounting model
with entities’ risk management, we would recommend the FASB to consult with the American
Institute of Certified Public Accountants (AICPA) and the Public Company Accounting
Oversight Board (PCAOB) to consider whether any of the existing US auditing standards need to
be amended and whether new auditing standards need to be issued.

Hedging Instruments

Question 5: Should cash instruments be eligible to be designated as hedging instruments? Why
or why not? If yes, is there sufficient rigor to prevent an entity from circumventing the
classification and measurement guidance in other relevant accounting guidance (for example,
IFRS 9, Financial Instruments, and IAS 21, The Effects of Changes in Foreign Exchange Rates)?
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Are there any operational concerns about designating cash instruments (such as items within a
portfolio of receivables) as hedging instruments?

We agree with the proposals that allow non-derivative financial instruments measured at fair
value through profit or loss to be designated as hedging instruments. There appears to be no
conceptual reason to preclude such a financial instrument from being designated as a hedging
instrument when this is consistent with an entity’s risk management. In addition, we are not
aware of specific operational concerns about designating these instruments as hedging
instruments.

Hedged Items - Overall

Question 6: Do you believe that the proposed guidance is sufficient to understand what
constraints apply when determining whether an item in its entirety or a component thereof is
eligible to be designated as a hedged item (for example, equity instruments measured at fair
value through profit or loss, standalone derivatives, hybrid instruments, and components of
instruments measured at fair value through profit or loss that are not permitted to be
bifurcated)? If not, what additional guidance should be provided?

We agree with the proposals that allow designation of an item in its entirety or a component as a
hedged item as long as such hedge accounting is aligned with the entity’s risk management
activities. Please refer to our responses to questions 7 through 13 with respect to specific
clarifications we believe are necessary.

Hedged Items — Risk Components

Question 7: Do you believe that the proposed criteria are appropriate when designating a
component of an item as a hedged item? If not, what criteria do you suggest? Do you believe that
the proposed guidance and illustrative examples are sufficient to understand how to determine
when the criteria of separately identifiable and reliably measurable have been met? If not,

please describe what additional guidance should be provided.

We agree that the proposed criteria of separately identifiable and reliably measureable are
appropriate hedge accounting eligibility requirements when designating a risk component of a
financial or non-financial item as a hedged item in a hedging relationship. However, we believe
that the IASB should clarify the principles of separately identifiable and reliably measureable.

Paragraph B15 of the ED notes that the reliably measurable condition is met when a forward
market for the underlying exists and the separately identifiable condition is met when there is a
relationship between the prices of the component being hedged and the non-financial item. The
discussion describes such a relationship as a “building block’. In addition, paragraph B14 states
that the assessment of whether risk components are hedgeable is made in the context of the
particular market structure to which the risk relates and in which the hedging activity takes place.
We do not believe that the guidance in this area is robust enough to allow entities to understand
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and therefore comply with such principles. In addition, this lack of clarity would make auditing
the assertions that these conditions have been met difficult.

For example, it is unclear whether the following are needed in order for a risk component to meet

these conditions:

e A forward market for the hedged component for the hedging relationship period;

e A statistical correlation between the hedged component and the non-financial item and
whether such correlation is based on the cost or fair value of the component and non-
financial item; and

e Each component that makes up the non-financial item, and not just the hedged component, is
separately identifiable and reliably measureable.

Although the principles of separately identifiable and reliably measureable are included in the
current guidance for assessing risk components of financial items under 1AS 39 Financial
Instruments: Recognition and Measurement (IAS 39), issues in practice have arisen. For
example, even though the basis for conclusions of IAS 39 notes that non-contractually specified
inflation is not separately identifiable and reliably measureable, the conceptual basis behind this
determination has not been explained adequately. In addition, the IASB notes in the ED that
they believe credit risk hedging to be operationally difficult, if not impossible, to achieve. The
IASB should consider credit risk hedging, as well as inflation, when they clarify the principles of
separately identifiable and reliably measurable.

Question 8: Do you believe that “separately identifiable’ should be limited to risk components
that are contractually specified? Why or why not?

We do not believe that the separately identifiable criterion should be limited to risk components
that are contractually specified. This limitation does not exist for risk components of financial
items and we believe that consistent hedge accounting eligibility requirements should be applied
for financial and non-financial items. In order to address the operational concerns raised in our
response to question 7, we recommended that the IASB clarify the principles of separately
identifiable and reliably measureable.

Hedged Items — Layer Component

Question 10: Do you believe that the proposed guidance is sufficient to understand what
constraints apply to determining a layer component from a defined, but open, population? (For
example, do you believe that the sale of the last 10,000 widgets sold during a specified period
could be designated a layer component in a cash flow hedge?) If not, what additional guidance
should be provided?

We agree with the proposals that allow the designation of a layer of a nominal amount as the
hedged item. A layer component of a nominal amount, such as the bottom 10,000 widgets of
inventory is not different from any other layer component of the nominal amount. Therefore,
similar to the eligibility of a proportion or percentage of an item to be designated as a hedged
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item, a portion or layer should be an eligible hedged item as long as the layer can be identified
with sufficient specificity to track for accounting purposes (i.e., separately identifiable). For
example, we would not expect that a layer designated as the last 10,000 widgets sold in a period
would meet the separately identifiable condition for hedge accounting as such an amount could
not be sufficiently specified to track for hedge accounting purposes and other accounting
processes, when applicable, such as impairment testing, income recognition and derecognition.
In addition, we do not believe that the example in paragraph B21(b) of the ED, “a part of a
physical volume, e.g., 50,000 cubic meters of natural gas stored in location XYZ” is sufficiently
specified. Thus, we do not believe that this layer component would qualify as a hedged item. We
asked the 1ASB to clarify this example.

Hedged Items — Aggregated Exposure and Groups of Items

Questions 11 and 13

Q11: Do you foresee any operational concerns applying other guidance in IFRS (for example,
guidance on impairment, income recognition, or derecognition) to those aggregated positions
being hedged? For example, do you foresee any operational concerns arising when an
impairment of individual items within a group being hedged occurs? If yes, what concerns do
you foresee and how would you alleviate them?

Q13: Do you believe that an entity should be permitted to apply hedge accounting to a group of
cash instruments or portions thereof that offset and qualify as a group under the proposed
guidance and satisfy the proposed hedge effectiveness criteria? Why or why not?

Although it is difficult to comment fully on the proposed requirements for group hedging until
we have seen the IASB’s proposals on open portfolio hedging, we generally agree with the
principle that a group of items is eligible to be a hedged item. However, we are concerned that
the proposals do not appear to contain any eligibility criteria for hedges of groups of items, other
than aligning the relationship with an entity’s risk management activities and limiting net
position cash flow hedges.

We recommended that the IASB clarify if there are any qualifying criteria for aggregating a
group of hedged items into gross or net positions. As the hedged items in a group, whether gross
or net, “hedge’ one another, we believe that they should be subject to analogous requirements to
those of a hedging instrument and a hedged item in a traditional hedging relationship (i.e., some
type of similarity test). These criteria also would mitigate operational issues dealing with the
subsequent accounting of the individual hedged items such as impairment, income recognition
and derecognition since the hedge accounting effect on the group could be allocated to individual
hedged items in a rational manner.

Our view is based on the fact, as the IASB states in paragraph BC 11 of the ED, that hedge
accounting is an exception to the normal recognition and measurement requirements of IFRSs.
Allowing hedged items to be grouped without some type of similarity test on the basis that it is
consistent with the entity’s risk management could be interpreted as hedge accounting being the
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rule and the normal recognition and measurement requirements the exception. For example,
taken to the extreme, an entity could hedge its entire fixed-rate financial instrument net position
by hedging these net assets or liabilities, no matter how dissimilar these instruments may be, if
that was in line with its risk management objective.

Question 12: Do you believe that the proposed guidance on aggregated exposures will provide
more transparent and consistent information about an entity’s use of derivatives? Why or why
not?

We agree with the principle that an aggregated exposure (i.e., a combination of a non-derivative
exposure and a derivative) should be an eligible hedged item. This is an example of aligning
hedge accounting with an entity’s risk management activities. In the past in many situations,
workarounds to the prohibition of aggregated exposures have been achieved by combining
multiple derivatives to be the hedging instrument in a hedge of one or more risks. We believe
that either approach should be acceptable (i.e., aggregated hedged item or aggregated hedging
instrument), depending on how the combinations of hedged items and hedging instruments are
viewed from a risk management perspective.

However, it is unclear from the guidance provided how to account for the aggregated exposures,
how to assess hedge effectiveness for hedging relationships (for each individual hedging
relationship or the combined relationship) and how to apply the hedge accounting eligibility
criteria when an aggregated exposure is designated in a hedging relationship. Without
clarification, we believe the principle could be misapplied.

Hedge Effectiveness

Question 14: Do you foresee any significant operational concerns, including auditing issues, in
determining how to assess whether a hedge achieves other-than-accidental offset? If yes, what
concerns do you foresee and how would you alleviate them?

We agree that ‘other than accidental’ is an appropriate criterion for the hedge effectiveness
requirements when combined with the clarified principles of minimizing expected hedge
ineffectiveness and producing an unbiased result as discussed in our response to question 15. In
our experience, it is unlikely that an entity would put in place hedges using offset that is
‘accidental’. We expect risk management to be based on offsetting risks that can be
demonstrated to be economically effective.

However, we do not believe that the examples provided in paragraph B31 of the ED are useful to
explain this principle. Thus, we suggest that these examples be deleted and replaced with a
general statement that an entity’s risk management normally seeks to use hedging instruments
that provide an appropriate degree of offset in cash flows or fair values based on demonstrated
economic relationships. Another area for which there is lack of clarity is whether the changes in
fair value of the hedged item can be determined using a hypothetical derivative for fair value
hedges.
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Question 15: Do you believe that the proposed guidance and illustrative examples are sufficient
to understand how to analyze hedge effectiveness (for example, how to measure the change in the
value of the hedged item attributable to the related hedged risk for nonfinancial items)? If not,
what additional guidance is needed?

We support the elimination of the bright-line effectiveness requirements in IAS 39. We support
the proposal that only a prospective effectiveness test should be required, and that in many
simple cases only a qualitative assessment would be needed at each reporting date or when a
hedge is rebalanced.

However, we believe that the IASB should clarify the principles of minimizing expected hedge
ineffectiveness and producing an unbiased result. We believe that the objectives of the
effectiveness requirements are not clear enough to ensure that entities will apply the principles
consistently and as the IASB may intend. In addition, this lack of clarity would make auditing
the assertion that the requirements have been met difficult. Producing an unbiased result implies
no hedge ineffectiveness while minimizing expected ineffectiveness implies the possibility of
some ineffectiveness. Also, the ED notes that an entity should have no expectation that changes
in the fair value of the hedging instrument will systematically either exceed or be less than that
of the hedged item, but that this does not mean that there should be an expectation of perfect
effectiveness. Thus, somewhere between some level of random ineffectiveness and perfect
effectiveness may be the appropriate effectiveness level. Different readers of the proposals might
interpret the effectiveness conditions as being more or less restrictive than the current
requirements. While these conditions would be based on an entity’s risk management activities,
it is unclear whether a hedging relationship would qualify if risk management called for a very
low effectiveness threshold.

In addition, it is unclear how an entity should align the evaluation of whether an individual
hedging relationship meets the conditions of minimizing expected hedge ineffectiveness and
producing an unbiased result with its risk management which often is applied at a higher level.
For example, risk management may not address the expected level of hedge effectiveness at the
individual hedging relationship level. Instead, it may address an objective of risk mitigation at a
division or some other high level of an entity’s structure.

Changes to a Hedge Relationship

Question 16: Do you foresee any significant operational concerns or constraints in determining
whether (a) a change to a hedging relationship represents a rebalancing versus a
discontinuation of the hedging relationship or (b) an entity’s risk management objective has
changed? If yes, what concerns or constraints do you foresee and how would you alleviate them?

We do not foresee any significant operational concerns or constraints in determining whether a
change to a hedging relationship represents a rebalancing versus a discontinuation of the hedging
relationship.
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As previously discussed in our response to questions 2, 3 and 4, entities may have difficulties
aligning hedging relationships at the transaction level with risk management which is often
applied at a higher level. In turn, this may create difficulties in assessing whether an entity’s risk
management objective has changed in relation to an individual hedging relationship. Such a
change would call for termination of the hedging relationship.

Question 17: Do you foresee any significant operational concerns or constraints relating to the
potential need to rebalance the hedging relationship to continue to qualify for hedge
accounting? If yes, what concerns or constraints do you foresee and how would you alleviate
them?

We agree with the proposed requirements to rebalance the hedging relationship in circumstances
where an entity’s hedging relationship fails to meet the objective of the hedge effectiveness
assessment but the risk management objective for a hedging relationship remains the same.
Under the current requirements, entities are required to de-designate their hedging relationships
when they fall outside of the bright-line hedge effectiveness requirements. These entities often
re-designate such hedging relationships given that there is no change to their risk management
objectives. De-designations and re-designations of relationships have led to unnecessary
complexity. We believe that in cases in which the entity’s risk management objective has not
changed, rebalancing the hedging relationship would be a simpler solution and would reflect
more accurately the entity’s risk management objectives.

However, we believe that the IASB should clarify the circumstances in which an entity would be
required to rebalance the hedging relationship. For example, is rebalancing required only as a
response to changes in the relationship between the hedged item and hedging instrument arising
from their underlying or risk variables as noted in paragraph B48 of the ED or is it also required
when the probability of occurrence of some of the volume of the hedged item changes as noted
in paragraph B65(b)?

We also believe that the IASB should clarify the consequences of the following actions since

they could be interpreted to cause voluntary discontinuations of hedging relationships:

e Failing to rebalance a hedging relationship that no longer meets the objective of the hedge
effectiveness assessment;

e Failing to amend hedge documentation subsequent to a rebalancing; or

e Canceling hedge documentation.

In relation to the proactive rebalancing of a hedging relationship, the IASB should clarify how an
entity could determine that the hedging relationship meets the objective of the hedge
effectiveness assessment (a prospective test) and at the same time conclude that it would not be
effective in the future. The two conclusions seem contradictory.

In addition, it is unclear whether an entity would be able to voluntarily discontinue hedge
accounting if its risk management policies allowed for voluntary de-designations.
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Accounting for the Time Value of Options

Question 18: Do you believe that capitalizing the time value of an option as a basis adjustment
of nonfinancial items (in other words, marking the asset or liability away from market) will
improve the information that is provided in an entity’s statement of financial position? Why or
why not?

We agree with the proposed accounting to capitalize the time value of a purchased option as a
basis adjustment of non-financial items when the hedged item is transaction related. Such
treatment is consistent with the view that an option premium paid represents a premium for
protection against risk and properly reflects the nature of such cost.

Fair Value Hedge Accounting and Presentation

Question 19: Do you believe that the proposed presentation of the gains and losses in other
comprehensive income will provide users of financial statements with more useful information?
Why or why not?

We do not believe that the changes to the requirements for fair value hedge accounting are
improvements or that they reduce complexity; rather they may cause confusion. Thus, we
support retaining the current fair value hedge accounting model as it relates to recognizing the
changes in fair value of the hedged item and hedging instrument in profit or loss. We agree that
ineffectiveness should be visible to readers of financial statements, and, therefore, suggest that
the ineffectiveness amount be disclosed in the notes to the financial statements.

Question 20: Do you believe that the proposed presentation of a separate line item in the
statement of financial position would increase the transparency and the usefulness of the
information about an entity’s hedging activities? Why or why not?

Although we support the separate line item approach in the proposals over the current mixed

measurement model, we believe that the benefits of using a separate line item approach will be

negated by the effects of entities having potentially numerous additional line items in the

statement of financial position. Therefore, we believe that the IASB should consider the merits

of:

e All the valuation adjustments being aggregated into a single line on the statement of financial
position; or

¢ All the valuation adjustments for hedged assets being aggregated into a single line item and
all the valuation adjustments for hedged liabilities being aggregated into a single line item.

We believe that either approach is preferable to the multiple separate line item approach in the
proposals as both alternatives would avoid the mixed measurement attribute which was noted by
constituents to be overly complex and confusing while avoiding the disclosure of numerous
additional line items in the statement of financial position. Under either alternative approach, we
recommend that the |ASB require an analysis of the amounts in the notes to the financial
statements.
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Question 21: Do you believe that there is sufficient guidance to specifically link the hedging
adjustments to the hedged assets and liabilities that compose a hedged net position with respect
to presenting a separate line item in the statement of financial position?

We believe there is sufficient guidance in the proposals to specifically link the hedging
adjustments to the corresponding hedged assets and liabilities that compose a hedged net position
with respect to presenting a separate line item in the statement of financial position. Please refer
to our response to questions 10, 11 and 13 relating to sufficient specificity in identifying the
hedged item and the need for a similarity test.

Disclosures

Question 22: Do you foresee any significant auditing issues arising from the inclusion of risk
management disclosures in the notes to the financial statements? If yes, what issues do you
foresee and how would you alleviate them? Do you believe that it is appropriate to include risk
management disclosures in the notes to the financial statements rather than in other information
in documents containing financial statements? Why or why not?

The risk management disclosures required by the ED only cover risk management strategies for
each category of risk exposure being hedged and for which hedge accounting is applied. The
required disclosures are not a complete discussion of an entity’s risk management strategies. We
agree with the disclosure objective and with most of the detailed disclosure proposals as we
believe that the proposed disclosures would provide a clearer and more useful depiction of an
entity’s risk profile. However, we believe certain principles in the proposals should be clarified
as discussed in our responses to the previous questions. For example, risk management is not
defined under IFRSs, ISAs, US GAAP or US auditing standards, and we are concerned that
entities may interpret risk management in the context of the proposals differently and apply
hedge accounting in situations the IASB did not intend or vice versa. Therefore, we suggest that
the IASB consult with the IAASB about this key proposal so that the IAASB can consider
whether any of the existing ISAs need to be amended and whether new IAPSs need to be issued.
If the FASB were to align its hedge accounting model with the IASB’s hedge accounting
proposals, we would recommend the FASB to consult with the AICPA and the PCAOB to
consider whether any of the existing US auditing standards need to be amended and whether new
auditing standards need to be issued.

As long as the IASB clarifies the specific concerns raised above, however, we do not foresee any
specific difficulties in auditing the risk management disclosures in the notes of the financial
statements.

In addition, we believe that the IASB should consider requiring disclosures, based on risk
management, of how the effectiveness requirements are established, what requirements are in
place and how this is tested for each type of, but not each individual, hedge relationship. We
also believe that disclosures should include the nature of hedging instruments that are used to
manage each type of risk.
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Other

Question 23: Do you believe that the changes proposed by the IASB provide a superior starting
point for any changes to US GAAP as it relates to derivatives and hedging activities? Why or
why not? Should the FASB be making targeted changes to US GAAP or moving toward
converging its overall standards on derivatives and hedging activities with the IASB’s
standards?

We continue to reiterate the importance of the IASB and the FASB working together to create a
single set of high quality, converged global accounting standards related to hedge accounting.

We support the development of a standard based on the core principles in the proposals. The
proposals adopt a more principles-based approach instead of the current rules-based standards
that include detailed requirements. We agree with this directional change and believe that it
would be an appropriate starting point for changes to US GAAP if certain principles in the
proposals are clarified as noted in our responses to the previous questions and comment letter on
the ED (Refer to Appendix B).
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KPMG IFRG Limited Tel +44 (0)20 7694 8871
8 Salisbury Square Fax +44 (0)20 7694 8429
London EC4Y 8BB mary.tokar@kpmgifrg.com
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9 March 2011

Dear Sir
Comment letter on 1ASB Exposure Draft ED/2010/13 Hedge Accounting

We appreciate the opportunity to respond to Exposure Draft ED/2010/13 Hedge Accounting (the
ED or the proposals), issued by the International Accounting Standards Board (IASB). We have
consulted within the KPMG network in respect of this letter, which represents the collective
views of the KPMG network.

We support the development of a standard based on the core principles in the proposals. Hedge
accounting is currently rules-based and requires detailed requirements to be met. The ED
proposals have a different starting point and adopt a more principles-based approach which
includes aligning hedge accounting more closely with risk management. We agree with this
directional change. However, we do have concerns about the clarity of certain principles in the
proposals. In particular, risk management functions and activities vary from entity to entity and
therefore it is important to get more clarity around the principle of aligning hedge accounting
with risk management in order to achieve consistency of application. We discuss this and our
other key concerns below. We expand on these points and discuss other issues in Appendix A to
this letter.

Risk management

The proposed objective of hedge accounting makes an entity’s risk management a determining
factor in assessing whether hedge accounting can be applied. However, even though risk
management is discussed in IFRS 7 Financial Instruments: Disclosures (IFRS 7), it is not
defined under IFRSs or ISAs. Entities may have difficulties aligning hedging relationships at
the transaction level with risk management which is often applied at a much higher level.
Therefore, we are concerned that entities may interpret risk management in the context of the
proposals differently and apply hedge accounting in situations the Board did not intend or vice
versa. This issue also would create difficulties in auditing an entity’s assertion that it has aligned
its hedging relationships with its risk management activities. We ask the Board to clarify the
objective of hedge accounting to address this issue.
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In particular we ask the Board to clarify whether it believes that risk management would need to
include policies and processes at a lower level than entity-wide or other high level, such as an
individual hedging strategy level, and if not, how linking such high-level policies and processes
to individual hedging relationships could be achieved.

Risk components

We believe that the Board should clarify the principles of ‘separately identifiable’ and ‘reliably
measureable’ as they are key in determining the eligibility of risk components of financial and
non-financial items as hedged items.

For example, it is unclear whether in order for a risk component to meet the separately
identifiable and reliably measureable conditions any or all of the following are needed:

e A forward market for the hedged component for the hedging relationship period,;

e A statistical correlation between the hedged component and the non-financial item and
whether such correlation is based on the cost or fair value of the component and non-
financial item; and

e Each component that makes up the non-financial item, and not just the hedged component,
is separately identifiable and reliably measureable.

Clarification of these principles also would assist in the evaluation of whether non-contractually
specified inflation and credit risk are hedgeable components.

Effectiveness assessment

We support the removal of the current ‘bright-line’ quantitative thresholds for expected and
actual effectiveness. However, the proposed qualitative descriptions are not sufficiently specific
to drive consistent application. We believe that the Board should clarify the principles of
‘minimising expected hedge ineffectiveness’ and ‘producing an unbiased result’. As different
readers of the proposals might interpret the principles differently, the proposals could create
application challenges and auditing issues.

Other issues

Eligibility criteria for including items in a group: It is difficult to comment fully on the
proposed requirements for group hedging until we have seen the Board’s proposals on open
portfolio hedging. We are concerned that the proposals do not appear to contain any eligibility
criteria for groups of hedged items, whether gross or net, other than aligning the relationship
with an entity’s risk management activities and limiting net position cash flow hedges. As the
hedged items in a group of items effectively “hedge” one another, we believe that they should
be subject to analogous requirements to those of a hedging instrument and hedged item in a
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traditional hedging relationship (i.e. some type of similarity test). To do otherwise could be
interpreted as hedge accounting being the rule and the normal recognition and measurement
requirements of IFRSs the exception.

Risks that affect profit or loss: We do not agree with the proposed requirement that a hedged
risk must affect profit or loss. We suggest that risks that affect other comprehensive income also
should be hedgeable.

Cash flow hedge accounting for groups of items: We do not support the proposal to limit cash
flow hedge accounting for groups of items with offsetting positions to only those that affect
profit or loss in the same period. We believe that it is common for an entity’s risk management
activities to include exposures on a group basis that affect multiple periods. We believe that the
accounting should be aligned with an entity’s risk management activities and the eligibility of
hedge accounting should not be impacted by the frequency of an entity’s reporting.

Fair value hedge accounting: We do not believe that the proposed changes to the mechanics
for fair value hedge accounting are improvements or reduce complexity. We support retaining
the current fair value hedge accounting model as it relates to recognising the changes in fair
value of the hedged item and hedging instrument in profit or loss and disclosing ineffectiveness
in the notes to the financial statements.

Although we support the separate line item approach in the proposals over the current mixed
measurement model, we believe that the benefits of using a separate line item approach will be
negated by the effects of entities having multiple additional line items in the statement of
financial position. Therefore, we propose two possible alternatives: all valuation adjustments
would be aggregated into a single line item or all valuation adjustments for hedged assets would
be aggregated into a single line item and all valuation adjustments for hedged liabilities would
be aggregated into a single line item.

Layers of prepayable items: We do not support the proposal to preclude a layer component of a
contract or group of contracts that contains a prepayment option for which the option’s fair
value is affected by changes in the hedged risk from being designated as a hedged item. Instead,
we believe that the changes in fair value of the layer should include the change in fair value
attributable to the prepayment option, if any, that is expected to affect that layer.

Accounting alternatives for ‘own-use’ contracts: We believe that the criteria for the suggested
accounting are too restrictive. Instead, we believe that an entity should have the option to
designate such contracts at fair value through profit loss based on the same criteria as the fair
value option under IFRS 9 Financial Instruments (October 2010) (IFRS 9) for financial
liabilities.

Portfolio hedging

We support the Board’s proposal to develop an exposure draft on open portfolio hedge
accounting or macro hedging which might better enable entities that manage their risks in this
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way, in particular financial institutions, to reflect this in their financial statements. Portfolio
hedging is also of particular importance in Europe as it is subject to the current “‘carve-out’ in
the European Union. We note that the Board may need to revisit certain aspects of the proposals
in this ED once it has received feedback on the portfolio hedge accounting proposals and
constituents have had the opportunity to evaluate the package as a whole.

Convergence

We also note that the ED proposes changes that are significantly different from those proposed
for hedge accounting under US GAAP in the Financial Accounting Standards Board’s (FASB’s)
comprehensive financial instruments accounting exposure draft published in May 2010. We
continue to reiterate the importance of the Boards working together to create a single set of high
quality global accounting standards.

Our responses to the individual questions asked in the ED are set out in Appendix A of this
letter.

If you have any questions about our comments or wish to discuss any of these matters further,
please contact Mary Tokar +44 (0)20 7694 8871 or Enrique Tejerina +1 (212) 909-5530 with
KPMG’s International Standards Group.

Yours faithfully
Kpme (FRG Limi

KPMG IFRG Limited
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Appendix A — Responses to the Board’s questions

Objective of hedge accounting (paragraphs 1 and BC11-BC16)

Question 1

Do you agree with the proposed objective of hedge accounting? Why or why not? If not, what
changes do you recommend and why?

We generally agree with the objective that hedge accounting should represent in the financial
statements the effect of an entity’s risk management activities that use financial instruments to
manage exposures arising from particular risks. Including a clear, principles-based objective in
the standard would avoid situations in which hedge accounting is arbitrarily not allowed even
though the hedge relationship is consistent with appropriate risk management activities.
However, we believe that the Board should clarify its objective so that entities can interpret risk
management in the context of the proposals consistently and determine how to align hedging
relationships at the transaction level with risk management which is often applied at a much
higher level. We believe this is necessary because the proposed objective of hedged accounting
makes an entity’s risk management a determining factor in assessing whether hedge accounting
can be applied. In addition, we do not agree that the hedged risk must affect profit or loss.

Risk management

In deliberating other areas of the IAS 39 Financial Instruments: Recognition and Measurement
(IAS 39) replacement project, the Board has required entities to make accounting
determinations based on their business model. Under IFRS 9 one of the criteria for determining
if a financial asset is classified at amortised cost is based on whether “the asset is held within a
business model whose objective is to hold assets in order to collect contractual cash flows.”
Under the IASB’s supplemental document on impairment of financial assets managed in an
open portfolio, the determination of whether an asset held in an open portfolio is carried in the
‘good book’ or ‘bad book’ would be based on the entity’s credit risk management objective.

Although these aspects of financial instrument accounting have a link to an entity’s business
model or credit risk management, the current hedge accounting model is particularly rules-
based. This creates at times a disconnect from an entity’s risk management activities. Therefore,
we note that in practice, aligning existing hedges with risk management may require significant
effort and changes to risk management documentation, as some current hedges may have been
designed or designated to primarily achieve an accounting objective. However, realignment will
need to be done since the proposed objective of hedge accounting makes an entity’s risk
management a determining factor in assessing whether hedge accounting can be applied.

Adding to this challenge is the fact that risk management is not defined under IFRSs or ISAs.
IFRS 7 requires qualitative disclosures of an entity’s policies and processes for accepting,
measuring, monitoring and controlling risk and discusses certain components that may be part
of these policies and processes. However, the policies and processes used by an entity to
manage risk are typically developed and applied at a high level and not at an individual
transaction level. Entities may have difficulties aligning hedging relationships at the transaction
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level with risk management. Therefore, we are concerned that entities may interpret risk
management in the context of the proposals differently and apply hedge accounting in situations
the Board did not intend or vice versa. This issue also would create difficulties in auditing an
entity’s assertion that it has adequately aligned its hedging relationships with its risk
management activities. We ask the Board to clarify the objective of hedge accounting to address
this issue.

In particular we ask the Board to clarify whether it believes that risk management would need to
include policies and processes at a lower level than entity-wide or other high level, such as an
individual hedging strategy level, and if not, how linking such high-level policies and processes
to individual hedging relationships could be achieved.

We also suggest that the IASB consult with the International Auditing and Assurance Standards
Board (IAASB) about this key proposal so that the IAASB can consider whether any of the
existing ISAs need to be amended and whether new IAPSs need to be issued.

Lastly, we suggest that the Board clarify that the application of hedge accounting is not
mandatory, despite the objective that the effects of risk management activities should be
reflected in the accounting.

Risks that affect profit or loss

While we believe in principle that hedge accounting should be aligned with an entity’s risk
management activities, we recognise that this might not be the optimum answer in certain
circumstances (e.g. using written options as hedging instruments since these instruments expose
the writer to open-ended risk). However, we do not believe that hedgeable risks should be
limited to those that affect profit or loss. We suggest that they be expanded to include risks that
affect other comprehensive income when such an approach is consistent with the entity’s risk
management.

For hedges of risks that affect other comprehensive income, changes in fair value of the hedging
instrument and the hedged item in a fair value hedge, and the resulting volatility due to
ineffectiveness, could be reflected in other comprehensive income. For a cash flow hedge, the
change in fair value of the hedging instrument could be reflected in other comprehensive
income as could the subsequent effect of the hedged item. This accounting would be analogous
to hedges of risks that affect profit or loss.

Instruments that qualify for designation as hedging instruments (paragraphs 5-7 and
BC28-BC47) Question 2

Do you agree that a non-derivative financial asset and a non-derivative financial liability
measured at fair value through profit or loss should be eligible hedging instruments? Why or
why not? If not, what changes do you recommend and why?

We agree. There appears to be no conceptual reason to preclude a non-derivative financial
instrument measured at fair value through profit or loss from being designated as a hedging
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instrument when this is consistent with an entity’s risk management. Below we point out two
issues we suggest that the Board clarify in this area.

In paragraph B5, we assume that a proportion of a non-derivative financial instrument measured
at fair value through profit or loss could be designated as a hedging instrument, as is the case for
a proportion of a derivative hedging instrument. We suggest that this be clarified.

In addition, we suggest that the Board clarify the prohibition on designating a hedging
instrument for only part of its life. We understand that the Board’s intention, consistent with the
way in which IAS 39 is applied generally, is that, for example, an interest rate swap with a
remaining term of 10 years may be designated as a hedge of an instrument with a remaining
term to maturity of 9 years, but that some ineffectiveness would result. The restriction is on
separating the interest rate swap into a 9-year swap and a forward-starting one-year swap and
designating only the 9-year swap as the hedging instrument. Some have interpreted the
requirement in IAS 39 as precluding a hedging instrument from being designated in a hedging
relationship when the hedged item has a shorter maturity.

Derivatives that qualify for designation as hedged items (paragraphs 15, B9 and BC48-
BC51)

Question 3

Do you agree that an aggregated exposure that is a combination of another exposure and a
derivative may be designated as a hedged item? Why or why not? If not, what changes do you
recommend and why?

We agree with the principle. This is an example of aligning hedge accounting with an entity’s
risk management activities. In the past in many situations, workarounds to the prohibition of
aggregated exposures have been achieved by combining multiple derivatives to be the hedging
instrument in a hedge of one or more risks. We believe that either approach should be
acceptable (i.e. aggregated hedged item or aggregated hedging instrument), depending on how
the combinations of hedged items and hedging instruments are viewed from a risk management
perspective. However, it is unclear from the guidance provided how to account for the
aggregated exposures.

We ask the Board to clarify:

e Whether the combination of the derivative and non-derivative(s) that form the aggregated
exposure, and thus the first hedging relationship, is subject to all of the hedge accounting
requirements as any other hedging relationship;

e The accounting for both the first hedging relationship and the combined hedging

relationship (e.g. is the first derivative accounted for under the hedging model governing the
first or second hedging relationship?);
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e How an entity would assess hedge effectiveness for both hedging relationships (e.g. is
hedge effectiveness assessed for each individual hedging relationship or the combined
relationship?).

Without clarification the principle could be misapplied, such as allowing hedge accounting for
the first hedging relationship (aggregated exposure) when currently it would not qualify. For
example a written option could be included in an aggregated hedged item or the aggregated
hedged item could involve foreign currency risk on a foreign currency fixed-rate instrument
which is exchanged for a different foreign currency risk (Dollar functional currency entity
converting a Euro-denominated debt instrument to a Yen-denominated debt instrument with a
foreign currency forward contract).

Designation of risk components as hedged items (paragraphs 18, B13-B18 and BC52—-
BC60)

Question 4

Do you agree that an entity should be allowed to designate as a hedged item in a hedging
relationship changes in the cash flows or fair value of an item attributable to a specific risk or
risks (ie a risk component), provided that the risk component is separately identifiable and
reliably measurable? Why or why not? If not, what changes do you recommend and why?

We agree. There should be consistent hedge accounting eligibility requirements for non-
financial and financial items. However, we believe that the Board should clarify the principles
of separately identifiable and reliably measureable as they are key in determining the eligibility
of risk components as hedged items.

Paragraph B15 notes that the reliably measurable condition is met when a forward market for
the underlying exists and the separately identifiable condition is met when there is a relationship
between the prices of the component being hedged and the non-financial item. The discussion
describes such a relationship as a ‘building block’. In addition, paragraph B14 states that the
assessment of whether risk components are hedgeable is made in the context of the particular
market structure to which the risk relates and in which the hedging activity takes place. We do
not believe that the guidance in this area is robust enough to allow entities to understand and
therefore comply with such principles. In addition, this lack of clarity would make auditing the
assertions that these conditions have been met difficult.

For example, it is unclear whether the following are needed in order for a risk component to
meet these conditions:

o A forward market for the hedged component for the hedging relationship period,;
e A statistical correlation between the hedged component and the non-financial item and

whether such correlation is based on the cost or fair value of the component and non-
financial item; and
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e Each component that makes up the non-financial item, and not just the hedged component,
is separately identifiable and reliably measureable.

Although the principles of separately identifiable and reliably measureable are included in the
current guidance for assessing risk components of financial items under IAS 39, issues in
practice have arisen. For example, even though the basis for conclusions of 1AS 39 notes that
non-contractually specified inflation is not separately identifiable and reliably measureable, the
conceptual basis behind this determination has not been explained adequately. In addition, the
Board notes that they believe credit risk hedging to be operationally difficult, if not impossible,
to achieve. Although we address the issue of credit risk hedging specifically in our response to
question 15, we believe that the Board should consider credit risk hedging, as well as inflation,
when they clarify the principles of separately identifiable and reliably measurable.

Designation of a layer component of the nominal amount (paragraphs 18, B19-B23 and

BC65-BC69)

Question 5

(a) Do you agree that an entity should be allowed to designate a layer of the nominal amount of
an item as the hedged item? Why or why not? If not, what changes do you recommend and
why?

(b) Do you agree that a layer component of a contract that includes a prepayment option
should not be eligible as a hedged item in a fair value hedge if the option’s fair value is
affected by changes in the hedged risk? Why or why not? If not, what changes do you
recommend and why?

We agree with (a). A layer component of a nominal amount, such as the bottom 10,000 widgets
of inventory, is not different from any other layer component of the nominal amount. Therefore,
similar to the eligibility of a proportion or percentage of an item to be designated as a hedged
item, a portion or layer should be an eligible hedged item as long as the layer can be identified
with sufficient specificity to track for accounting purposes (i.e. separately identifiable). For
example, we would not expect that a layer designated as the last 10,000 widget sales in a period
would meet the separately identifiable condition for hedge accounting as such an amount could
not be specified sufficiently to track for hedge accounting purposes and other accounting
processes, when applicable, such as impairment testing, income recognition and derecognition.
In addition, we do not believe that the example in paragraph B21(b), “a part of a physical
volume, eg 50,000 cubic meters of natural gas stored in location XYZ” is sufficiently specified
since the timing of the sale or use of these cubic meters of gas could not be identified. Thus, we
do not believe that this layer component would qualify as a hedged item. We ask the Board to
clarify this example.

We do not agree with (b). We believe that a layer component of a contract or group of contracts

that contains a prepayment option(s) for which the option(s)’s fair value is affected by changes
in the hedged risk should not be precluded from being designated as a hedged item in a fair

MT/288 9





KPMG IFRG Limited
Comment letter on IASB Exposure Draft ED/2010/13 Hedge Accounting
9 March 2011

value hedge. This is consistent with practice when hedging a bottom layer of variable cash flows
subject to prepayment.

However, we believe that the changes in fair value of the layer should include the change in fair
value attributable to the prepayment option, if any, that is expected to affect that layer. That is to
say that an entity should take into consideration expectations of prepayments of the items within
the layer when calculating the changes in fair value of the layer. For example, there may be
scenarios for which an entity has designated a layer of items, such as the interest receipts of the
bottom 10,000 USD of a group of prepayable loans that total 100,000 USD, and determines that
there is substantially no likelihood that the layer will be prepaid. In such a scenario, the change
in fair value of the layer due to changes in fair value attributable to the prepayment option
would be nil.

Hedge effectiveness requirements to qualify for hedge accounting (paragraphs 19, B27-
B39 and BC75-BC90)

Question 6

Do you agree with the hedge effectiveness requirements as a qualifying criterion for hedge
accounting? Why or why not? If not, what do you think the requirements should be?

We support the elimination of the bright-line effectiveness requirements in IAS 39. We support
the proposal that only a prospective effectiveness test should be required, and that in many
simple cases only a qualitative assessment would be needed at each reporting date or when a
hedge is rebalanced. However, we believe that the Board should clarify the principles of
minimising expected hedge ineffectiveness and producing an unbiased result.

The current bright-line effectiveness requirements in 1AS 39 are arbitrary and lead to a lack of
clarity and comparability in the financial statements. Under IAS 39, the accounting results for
two similar hedging relationships, based on the same risk management objective, are different if
one is determined to be 79% effective and the other is 81% effective. In other words, the former
does not qualify for hedge accounting while the latter does.

Minimising expected hedge ineffectiveness and producing an unbiased result

We believe that the objectives of the effectiveness requirements are not clear enough to ensure
that entities will apply the principles consistently and as the Board may intend. In addition, this
lack of clarity would make auditing the assertion that the requirements have been met difficult.
Producing an unbiased result implies no hedge ineffectiveness while minimising expected
ineffectiveness implies the possibility of some ineffectiveness. Also, the ED notes that an entity
should have no expectation that changes in the fair value of the hedging instrument will
systematically either exceed or be less than that of the hedged item, but that this does not mean
that there should be an expectation of perfect effectiveness. Thus, somewhere between some
level of random ineffectiveness and perfect effectiveness may be the appropriate effectiveness
level. Different readers of the proposals might interpret the effectiveness conditions as being
more or less restrictive than the current requirements. While these conditions would be based on
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an entity’s risk management activities, it is unclear whether a hedging relationship would
qualify if risk management called for a very low effectiveness threshold.

In addition, it is unclear how an entity should align the evaluation of whether an individual
hedging relationship meets the conditions of minimising expected hedge ineffectiveness and
producing an unbiased result with its risk management which often is applied at a much higher
level. For example, risk management may not address the expected level of hedge effectiveness
at the individual hedging relationship level. Instead, it may address an objective of risk
mitigation at a division or some other high level of an entity’s structure.

Other than accidental offset

We agree that “other than accidental’ is an appropriate criterion. In our experience, it is unlikely
that an entity would put in place hedges using offset that is ‘accidental’. We expect risk
management to be based on offsetting risks that can be demonstrated to be economically
effective. However, we do not believe that the examples provided in paragraph B31 are useful
to explain this principle. Thus, we suggest that these examples be deleted and replaced with a
general statement that an entity’s risk management normally seeks to use hedging instruments
that provide an appropriate degree of offset in cash flows or fair values based on demonstrated
economic relationships.

Another area for which there is lack of clarity is whether the changes in fair value of the hedged
item can be determined using a hypothetical derivative for fair value hedges.

It is unclear why the Board states in paragraph BC 36 that most hedging relationship using cash
instruments would not achieve other than accidental offsetting. For example, if an entity
designates an investment in fixed-rate bonds as the hedging instruments in a hedge of the
change in fair value of fixed-rate liabilities attributable to the change in a benchmark interest
rate, it is unclear why this strategy would fail the other than accidental offsetting criterion in
most scenarios. Although the changes in fair value of the hedging instruments would in many
cases include changes due to credit risk and liquidity risk that would not be included in the
hedged risk, this would be the same if a derivative were designated as the hedging instrument.
The effect of a change in credit risk on a derivative hedging instrument is considered by the
Board in paragraph B31. Paragraph B31 provides an example in which the counterparty to an
uncollateralised derivative hedging instrument experiences a severe deterioration in its credit
standing and it then is determined that any offsetting between the change in fair value of the
hedging instrument and the hedged item’s fair value or cash flows might become accidental.
Paragraph B31 does not indicate that the mere possibility of changes in the credit risk of the
derivative would invalidate the hedge effectiveness requirements in other circumstances.

Furthermore, we note that if an entity designated, say, fixed-rate German government bonds as
the hedging instruments in a hedge of fixed-rate Euro-denominated liabilities for changes in fair
value attributable to changes in the German government bond yield, the hedging relationship
would appear to meet the hedge effectiveness criteria. Therefore, we do not believe that the
Board’s view in BC36 is consistent with the qualifying criteria for hedge accounting in the
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proposals and believe that the Board should clarify its reasoning in paragraph BC36 for stating
that most hedging relationships using cash instruments would not achieve other than accidental
offsetting.

Rebalancing of a hedging relationship (paragraphs 23, B46—-B60 and BC106-BC111)

Question 7

(a) Do you agree that if the hedging relationship fails to meet the objective of the hedge
effectiveness assessment an entity should be required to rebalance the hedging relationship,
provided that the risk management objective for a hedging relationship remains the same?
Why or why not? If not, what changes do you recommend and why?

(b) Do you agree that if an entity expects that a designated hedging relationship might fail to
meet the objective of the hedge effectiveness assessment in the future, it may also
proactively rebalance the hedge relationship? Why or why not? If not, what changes do you
recommend and why?

We agree with the proposed requirement in (a). Under the current requirements, entities are
required to de-designate their hedging relationships when they fall outside of the bright-line
hedge effectiveness requirements. These entities often re-designate such hedging relationships
given that there is no change to their risk management objectives. De-designations and re-
designations of relationships have led to unnecessary complexity. We believe that in cases in
which the entity’s risk management objective has not changed, rebalancing the hedging
relationship would be a simpler solution and would reflect more accurately the entity’s risk
management objectives. However, we believe that the Board should clarify the circumstances in
which an entity would be required to rebalance the hedging relationship. For example, is
rebalancing required only as a response to changes in the relationship between the hedged item
and hedging instrument arising from their underlying or risk variables as noted in paragraph
B48 or is it also required when the probability of occurrence of some of the volume of the
hedged item changes as noted in paragraph B65(b)?

As to the proposal in (b), the Board should clarify how an entity could determine that the
hedging relationship meets the objective of the hedge effectiveness assessment (a prospective
test) and at the same time conclude that it would not be effective in the future. The two
conclusions seem contradictory.

Discontinuing hedge accounting (paragraphs 24, B61-B66 and BC112-BC118)

Question 8

(a) Do you agree that an entity should discontinue hedge accounting prospectively only when
the hedging relationship (or part of a hedging relationship) ceases to meet the qualifying
criteria (after taking into account any rebalancing of the hedging relationship, if
applicable)? Why or why not? If not, what changes do you recommend and why?

(b) Do you agree that an entity should not be permitted to discontinue hedge accounting for a
hedging relationship that still meets the risk management objective and strategy on the
basis of which it qualified for hedge accounting and that continues to meet all other
qualifying criteria? Why or why not? If not, what changes do you recommend and why?
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We agree with (a) and (b) that an entity should discontinue hedge accounting prospectively only
when the hedging relationship ceases to meet the qualifying criteria and that discontinuing the
hedging relationship in any other circumstance should be precluded.

However, as voluntary discontinuation of hedge accounting is prohibited, we believe that the
Board should clarify the principle behind discontinuing hedge accounting to explain the
consequences for the following actions since they could be interpreted to cause voluntary
discontinuations of hedging relationships:

o Failing to rebalance a hedging relationship that no longer meets the objective of the hedge
effectiveness assessment;

¢ Failing to amend hedge documentation subsequent to a rebalancing; or
e Cancelling hedge documentation.

In addition, it is unclear whether an entity would be able to voluntarily discontinue hedge
accounting if its risk management policies allowed for voluntary de-designations.

Accounting for fair value hedges (paragraphs 26-28 and BC119-BC129)

Question 9

(a) Do you agree that for a fair value hedge the gain or loss on the hedging instrument and the
hedged item should be recognised in other comprehensive income with the ineffective
portion of the gain or loss transferred to profit or loss? Why or why not? If not, what
changes do you recommend and why?

(b) Do you agree that the gain or loss on the hedged item attributable to the hedged risk should
be presented as a separate line item in the statement of financial position? Why or why not?
If not, what changes do you recommend and why?

(c) Do you agree that linked presentation should not be allowed for fair value hedges? Why or
why not? If you disagree, when do you think linked presentation should be allowed and how
should it be presented?

Fair value hedge mechanics (a)

We do not support (a) as we believe that the proposed changes to the mechanics for fair value
hedge accounting are not improvements and do not reduce complexity; rather, they may cause
confusion for users. Thus, we support retaining the current fair value hedge accounting model as
it relates to recognising the changes in fair value of the hedged item and hedging instrument in
profit or loss. We agree that ineffectiveness should be visible to readers of financial statements,
and, therefore, suggest that the ineffectiveness amount be disclosed in the notes to the financial
statements.
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Fair value hedge adjustments (b)

Although we support the separate line item approach in the proposals over the current mixed
measurement model, we believe that the benefits of using a separate line item approach will be
negated by the effects of entities having potentially numerous additional line items in the
statement of financial position. Therefore, we believe that the Board should consider the merits
of:

e All the valuation adjustments being aggregated into a single line on the statement of
financial position; or

o All the valuation adjustments for hedged assets being aggregated into a single line item and
all the valuation adjustments for hedged liabilities being aggregated into a single line item.

We believe that either approach is preferable to the multiple separate line item approach in the
proposals as both alternatives would avoid the mixed measurement attribute which was noted by
constituents to be overly complex and confusing while avoiding the disclosure of numerous
additional line items in the statement of financial position. Under either alternative approach, we
recommend that the Board require an analysis of the amounts in the notes to the financial
statements.

Linked presentation (c)

We do not support linked presentation because we believe that although an asset and a liability
may be ‘linked’ for a specific risk, they might not be linked for all risks. For example, this could
result in one net amount for an asset and a liability that are linked even though that link affects
only currency risk but not credit risk or interest rate risk. Further, we believe that disclosures
about hedging would be a more appropriate alternative to provide information about the
relationship between hedged items and hedging instruments.

Accounting for the time value of options for cash flow and fair value hedges (paragraphs

33, B67-B69 and BC143-BC155)

Question 10

(a) Do you agree that for transaction related hedged items, the change in fair value of the
option’s time value accumulated in other comprehensive income should be reclassified in
accordance with the general requirements (eg like a basis adjustment if capitalised into a
non-financial asset or into profit or loss when hedged sales affect profit or loss)? Why or
why not? If not, what changes do you recommend and why?

(b) Do you agree that for period related hedged items, the part of the aligned time value that
relates to the current period should be transferred from accumulated other comprehensive
income to profit or loss on a rational basis? Why or why not? If not, what changes do you
recommend and why?

(c) Do you agree that the accounting for the time value of options should only apply to the
extent that the time value relates to the hedged item (ie the ‘aligned time value’ determined
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using the valuation of an option that would have critical terms that perfectly match the
hedged item)? Why or why not? If not, what changes do you recommend and why?

Transaction-related and time period-related hedged items

We agree with the proposals in (a) and (b). The proposed accounting is consistent with the view
that an option premium paid represents a premium for protection against risk.

Aligned time value

We agree with the proposals in (c). We believe that this requirement results in avoiding the
recognition of cumulative profit or loss over the hedge period from the under-insured portion of
an exposure (i.e. when the aligned time value is greater than the time value of the actual option).

Zero cost collars

We noted during the IASB’s outreach activity that the IASB Staff’s view appears to be that the
time value component of a zero cost collar designated as a hedging instrument would not be
accounted for in a manner similar to the time value component of a purchased option. The Staff
noted that they believe that as no premium is paid at inception of a zero cost collar the
subsequent changes in time value would be recognised directly in profit or loss. We believe that
as long as the instrument is not a net written option, the proposed accounting for purchased
options should apply.

Hedges of a group of items (paragraphs 34-39, B70-B82 and BC156-BC182)

Eligibility of a group of items as the hedged item (paragraphs 34, B70-B76, BC163, BC164
and BC168-BC173)

Question 11

Do you agree with the criteria for the eligibility of groups of items as a hedged item? Why or
why not? If not, what changes do you recommend and why?

Although it is difficult to comment fully on the proposed requirements for group hedging until
we have seen the Board’s proposals on open portfolio hedging, we generally agree with the
principle that a group of items is eligible to be a hedged item. We believe that this would be an
improvement to the approach of IAS 39 and would align hedge accounting with how entities
manage risks. However, we are concerned that the proposals do not appear to contain any
eligibility criteria for hedges of groups of items, other than aligning the relationship with an
entity’s risk management activities and limiting net position cash flow hedges. In addition, we
do not support the proposal that, in a portfolio cash flow hedge, offsetting cash flows must
affect profit or loss in the same period.

Eligibility requirements for groups of items

We recommend that the Board clarify if there are any qualifying criteria for aggregating a group
of hedged items into gross or net positions. As the hedged items in a group, whether gross or
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net, ‘hedge’ one another, we believe that they should be subject to analogous requirements to
those of a hedging instrument and a hedged item in a traditional hedging relationship (i.e. some
type of similarity test). These criteria also would mitigate operational issues dealing with the
subsequent accounting of the individual hedged items such as impairment.

Our view is based on the fact, as the Board states in paragraph BC 11, that hedge accounting is
an exception to the normal recognition and measurement requirements of IFRSs. Allowing
hedged items to be grouped without some type of similarity test on the basis that it is consistent
with the entity’s risk management could be interpreted as hedge accounting being the rule and
the normal recognition and measurement requirements the exception. For example, taken to the
extreme, an entity could hedge its entire fixed-rate financial instrument net position by hedging
these net assets or liabilities, no matter how dissimilar these instruments may be, if that was in
line with its risk management objective.

Cash flow hedges of groups of items

We do not support the proposal that, in a portfolio cash flow hedge, offsetting cash flows must
affect profit or loss in the same reporting period. An entity might choose, for risk management
purposes, to define hedged portfolios by time period, depending on when the hedged item
affects profit or loss. Alternatively, an entity might define its hedged portfolios more broadly by
encompassing numerous periods. We believe that an accounting standard should not be a barrier
to hedge accounting in those circumstances. We believe that accounting considerations such as
the frequency of an entity’s financial reporting should not impact the availability of hedge
accounting.

If portfolio cash flow hedging with offsetting cash flows that affect profit or loss in different
reporting periods were allowed, then it could raise accounting issues that would need to be
resolved. It is unclear how an entity would recognise the separate components of the cash flow
hedge without ‘grossing up’ the effect of the hedging instrument. As we note in Question 12, we
do not support grossing up the change in fair value of a hedging instrument that hedges a net
position.

Presentation (paragraphs 37, 38, B79-B82 and BC174-BC177)

Question 12

Do you agree that for a hedge of a group of items with offsetting risk positions that affect
different line items in the income statement (eg in a net position hedge), any hedging instrument
gains or losses recognised in profit or loss should be presented in a separate line from those
affected by the hedged items? Why or why not? If not, what changes do you recommend and
why?

We agree with the proposals on presentation. We believe that the gains and losses of a hedging

instrument designated in a hedge of a net position should be presented as the actual change in
fair value of the hedging instrument.
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Disclosures (paragraphs 40-52 and BC183-BC208)

Question 13

(a) Do you agree with the proposed disclosure requirements? Why or why not? If not, what
changes do you recommend and why?

(b) What other disclosures do you believe would provide useful information (whether in
addition to or instead of the proposed disclosures) and why?

We agree with the disclosure objective and with most of the disclosure proposals. We agree that
the current scope of IFRS 7 is too narrow to address hedging activities for many entities as IFRS
7 requires an entity to disclose risks arising from the use of financial instruments. As there are
many scenarios for which an entity’s risks are mitigated by the use of financial instruments, we
believe that the additional disclosures proposed would provide a clearer and more useful
depiction of an entity’s risk profile.

We agree that the disclosure requirements should be integrated with IFRS 7. At the same time,
we believe that the Board should consider whether any existing risk disclosure requirements in
IFRS 7 are redundant or duplicative and could be deleted.

We believe that the Board should consider requiring disclosures, based on risk management, of
how the effectiveness requirements are established, what requirements are in place and how this
is tested for each type — but not each individual - hedge relationship. This would enable users to
distinguish between entities that apply lower vs. higher effectiveness thresholds for similar
types of hedges. We also believe that disclosures should include the nature of hedging
instruments that are used to manage each type of risk.

Accounting alternatives to hedge accounting (paragraphs BC208-BC246)

Accounting for a contract for a non-financial item that can be settled net in cash as a
derivative (Appendix C and paragraphs BC209-BC218)

Question 14

Do you agree that if it is in accordance with the entity’s fair value-based risk management
strategy derivative accounting would apply to contracts that can be settled net in cash that were
entered into and continue to be held for the purpose of the receipt or delivery of a non-financial
item in accordance with the entity’s expected purchase, sale or usage requirements? Why or
why not? If not, what changes do you recommend and why?

Own-use contracts

We believe that the criteria for the suggested accounting are too restrictive and entities will find
it difficult to comply with the requirements in practice, especially that the net exposure be
maintained next to nil. Therefore, we believe that an entity should have the option to designate
contracts that can be settled net in cash at fair value through profit or loss based on the same
criteria as the fair value option under IFRS 9 for financial liabilities.

We also believe that there might be additional, similar scenarios for which certain types of
contracts not reflected currently as assets or liabilities should be treated as derivatives to align
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their accounting with an entity’s risk management activities (e.g. loan commitments). However,
we believe that considering these further issues is not a necessary step to finalising the general
hedge accounting model. This issue might be better addressed in a broader project.

Entities that are not commodity broker-traders cannot measure their inventory at fair value.
Thus, the proposals for own-use contracts would not affect the measurement of these
inventories, even though they may be included with contracts in a fair-value-based risk
management strategy. We suggest that the Board clarify whether this was their intention.

1AS 39 scope

In its March 2010 update the International Financial Reporting Interpretations Committee
(IFRIC) noted as part of its agenda decision on IAS 39 — Unit of account for forward contracts
with volumetric optionality, that the Board will consider the scope of IAS 39, including the
guidance about contracts to buy or sell non-financial items in IAS 39.5-7, as part of the
replacement for that standard. We believe that the Board should clarify if they believe that they
have addressed all the IAS 39 scope issues they intend to address as part of the IAS 39
replacement project.

Accounting for credit risk using credit derivatives (paragraphs BC219-BC246)

Question 15

(a) Do you agree that all of the three alternative accounting treatments (other than hedge
accounting) to account for hedges of credit risk using credit derivatives would add
unnecessary complexity to accounting for financial instruments? Why or why not?

(b) If not, which of the three alternatives considered by the Board in paragraphs BC226—
BC246 should the Board develop further and what changes to that alternative would you
recommend and why?

We do not support any of the alternative approaches described. We do not believe that there is
anything ‘special’ about hedges of credit risk that would justify the complexity created by any
alternative fair value option approach. Rather, hedge accounting should be applied to hedges of
credit risk if the requirements are met, and otherwise no special accounting should apply.

Having said that, we disagree with the assumption in the ED that hedge accounting for credit
risk is operationally difficult (if not impossible) to achieve, either under IAS 39 or under the
model proposed. In our view, under both IAS 39 and under the proposed model, a credit default
swap under which the hedged item can be delivered on default, and which is traded in an active
market, provides an adequate basis for identifying and reliably measuring changes in the fair
value of that hedged item due to changes in credit risk.

In particular, we believe that the ability to deliver into the settlement mechanism for a credit
default swap the item within which the credit risk component being hedged is included shows
that specified credit risk can be transferred through this market mechanism. The ability to
transfer such risk provides a strong argument that credit risk, or perhaps more accurately,
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‘default risk’, can be identified separately using the default events specified in an ISDA-
compliant credit default swap contract.

We agree that there are factors relevant to the measurement of a credit default swap, including
counterparty credit risk, liquidity, settlement mechanisms, etc, that need to be adjusted for in
measuring the fair value of the hedged item and whose significance needs to be considered in
making the judgment about whether the risk component can be properly identified. However,
this is no different from the adjustments and judgments that need to be made for other types of
hedges.

Paragraph B14 notes that, in considering whether a risk component is eligible for hedge
accounting, an entity assesses the risk component in the context of the particular market
structure to which the risk relates and in which the hedging activity takes place. Such a
determination requires an evaluation of the relevant facts and circumstances, which differ by
risk and market. We agree with these principles. In the context of credit risk, we can see no
reason why the application of these principles should make hedge accounting for credit risk
more difficult to apply than hedge accounting for other risks.

For example, both IAS 39 and the proposals would permit the risk component in an interest rate
fair value hedge to be identified and measured by reference to either LIBOR, EURIBOR or
similar curves of various durations. LIBOR is considered to represent a benchmark market
interest rate which reflects the credit risk of AA rated banks. It is widely accepted that LIBOR
includes the credit risk of the participating banks, and that different LIBOR tenors carry
different credit and liquidity spreads, none of which are reflective of the interest rate risk being
hedged within the selected item. Nevertheless it is generally accepted that, given the particular
market structure, changes in a specified LIBOR rate, which is not contractually specified in the
selected item, provide a reasonable means by which to identify and reliably measure changes in
the fair value of the item for changes in market interest rates. We see no reason why credit
spreads derived from actively traded credit default swaps cannot be accepted for pricing credit
as LIBOR is for the pricing of interest rate risk.

Another example is provided in the paragraph B15(b) of the ED, which considers a hedge of the
crude oil/gas oil components of future jet fuel purchases by an airline. In that paragraph, it is
noted that “on the basis of its analysis of the market structure for oil and oil products and its
evaluation of the relevant facts and circumstances, entity B concludes that although crude oil
and gas oil are not specified in any contractual arrangement there is a relationship between their
prices and jet fuel prices. This relationship results from different refining margins that allow the

entity to look at the hedging relationship as a ‘building block’”.

We agree that hedge accounting for the crude/gas oil risk component could be permitted in this
example. Nevertheless, judgment would need to be applied to determine the specific market,
quality and delivery location to be chosen as the ‘benchmark’ crude oil price used to identify the
hedged risk. In making that choice, assumptions would need to be made about which market
price best reflects the risk component in the jet fuel purchase. Adjustments might be made to a
specified price to reflect the liquidity of the chosen market, credit risk, etc. Nevertheless, as long
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as the same approach is applied consistently over time, we would accept that the methodology
provides a reasonable means, within the market structure, by which to identify and reliably
measure changes in the fair value or cash flows of the hedged item due to changes in a
benchmark market price for crude oil.

We see little or no difference between these examples and the judgments, adjustments and
assumptions that need to be made to conclude that a method to determine the price of credit
based on the price of an actively-traded credit default swap under which an item may be
delivered provides a reasonable means by which to identify and reliably measure the credit risk
component in an item.

We believe that the Board should not provide specific detailed guidance on hedge accounting
for hedges of credit risk using credit derivatives. Practice should be allowed to develop from the
objectives and principles in the proposed standard, and should reflect the economic risk
management in the accounting, without limitations specific to any particular type of hedge.
However, in our view it is important for the standard to recognise that hedge accounting for
credit risk is appropriate when the objectives and criteria for hedge accounting are met.

If this difference of opinion as to whether credit risk is a hedgeable component raises any issue,
then it is that the principles behind the conditions of separately identifiable and reliably
measureable need to be made clearer as discussed in our response to question 4.

Effective date and transition (paragraphs 53-55 and BC247-BC254)

Question 16

Do you agree with the proposed transition requirements? Why or why not? If not, what changes
do you recommend and why?

We agree with the proposed transition requirements. However, we ask for clarification on
accounting for continuing hedging relationships. We do not agree with the proposed effective
date and early application requirements.

Even though we agree with the proposed prospective application of the proposals, it is unclear
how continuing hedging relationships (relationships that qualified under IAS 39 and would
continue to qualify under the proposals) would be accounted for at transition. For example, in a
hedging relationship in which only the intrinsic value of a purchased option is designated as the
hedging instrument, the fair value changes in the option’s time value would have been reflected
in profit or loss under 1AS 39 vs. included for a time in other comprehensive income under the
proposals. The treatment of such a change in accounting is not clear, including whether a true-
up adjustment, calculated as if the proposed hedge accounting had been applied since the hedge
inception, is necessary when continuing the hedging relationship. A related issue may arise with
respect to derivatives entered into for risk management that did not qualify for hedge accounting
under 1AS 39 but would qualify under the proposals. The issue is whether, for a hedging
relationship established at transition, the assessment and measurement of ineffectiveness could
be performed as if the relationship had been established when the derivative was entered into.
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We note that the IASB published in October 2010 a request for views on effective dates and
transition methods for IFRSs expected to be issued in 2011 as well as other new IFRSs. Our
response included views on the effective date and transition method for the hedge accounting
proposals and the other areas of the financial instrument project. The comment letter response is
attached as Appendix B.

As noted in our comment letter, we suggest that the Board should require that the hedge
accounting proposals, along with the other components of the IAS 39 replacement project
proposals, have a single mandated effective date three to four years after all of the new and
revised standards are published. This extended period is due to more significant preparation
being needed prior to implementation. We also suggest that early application of any of these
standards and the Insurance proposals individually not be permitted. Early application would be
permitted only for all these standards together. This suggestion does not apply to entities in
jurisdictions that have already adopted final standards related to the IAS 39 replacement project.

Other comments

Paragraph 10 notes that an entity may designate combinations of derivatives and non-derivatives
as the hedging instrument. The Board should clarify that paragraph 10(b) refers to non-
derivatives that are measured at fair value through profit or loss.

Designating and documenting a hedging relationship and its related risk management objective
is a qualifying criterion for hedge accounting as per paragraph 19(b). This paragraph should be
clarified to state that in addition to an entity documenting its risk management objective, a
qualifying criterion for hedge accounting is that the hedging relationship is consistent with the
entity’s risk management objective. As noted in paragraph B64(a), an entity would be required
to discontinue a hedging relationship if it no longer pursues the risk management objective
based on which it originally qualified for hedge accounting.

Paragraph 32 notes that the effective portion of a hedge of a net investment in a foreign
operation would be accumulated in the cash flow hedge reserve. We believe that such a gain or
loss should be recognised in other comprehensive income and accumulated in the foreign
currency translation reserve, which is consistent with the current treatment under IAS 39.102
and IFRIC 16.16.

In paragraph B46, the box that is in the upper left hand corner asks “Does the hedging
relationship meet the qualifying criteria for hedge accounting?” We believe that the term
“qualifying criteria for hedge accounting” should be replaced with the term “objective of hedge
effectiveness assessment.”

Paragraph B68 notes that the time value of an option relates to the hedged item if the critical
terms of the option are aligned with the hedged item. To operationalise this concept, an entity
would have to construct a hypothetical option contract with critical terms that align with the
hedged item. Please provide guidance as to the style (e.g., American, European, etc) of such a
hypothetical option.
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Appendix B

Comment letter on 1ASB Request for Views on Effective Dates and Transition Methods,

19 October 2010 and FASB Discussion Paper Effective Dates and Transition Methods
(File Reference 1890-100)
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Dear Sir David and Technical Director

Comment letter on 1ASB Request for Views on Effective Dates and Transition Methods,
19 October 2010 and FASB Discussion Paper Effective Dates and Transition Methods
(File Reference 1890-100)

We appreciate the opportunity to comment on the Request for Views (“RfV”) issued by the
International Accounting Standards Board (IASB) and the Discussion Paper (“DP”) issued by
the US Financial Accounting Standards Board (FASB) (collectively, the Boards). We have
consulted within the KPMG network in respect of this letter, which represents the views of the
KPMG network, including the US member firm.

This cover letter provides an overview of our responses and is accompanied by two appendices;
in the appendices we respond to the questions posed by each Board. We have responded
separately to certain questions of each Board because the impact of the changes resulting from
the new standards for both users and preparers could differ between companies following IFRSs
and those following US GAAP even if the final standards are converged. Our responses to the
DP in Appendix 2 are intended to supplement the responses to the RfV in Appendix 1 for
differences in the US reporting environment and differences in the projects that are the focus of
near-term standard setting by the FASB as compared with the IASB.

We commend the Boards for the approach they are taking with their RfV/DP. The adoption of
the new and revised standards which the RfVV/DP cover is more than a technical issue as the
adoption of the new and revised standards collectively will represent a change management
issue for preparers, auditors, users and other stakeholders. In establishing effective dates we
believe that the Boards should seek to minimise the costs of the transition impacts of the
upcoming changes in standards for all stakeholders.
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We believe that each Board should develop a transition approach for each new and revised
standard considering:

(@) The minimum time required for orderly and efficient transition, with the input from
preparers being especially important; in setting the mandatory effective date, each Board
should set the date no earlier than this minimum time period; and

(b) how users of financial statements balance the:

(i) desire for improved financial reporting expected to result and therefore presumably a
desire for the earliest possible adoption of the new and revised standards; and

(i) expected impact on comparability among entities if some entities early adopt whilst
others wait until the mandated date.

Establishing extended periods until adoption of standards is mandatory while allowing early
adoption would create a very large number of possible combinations of standards that could be
used across a number of years. As all of these combinations would be able to claim compliance
with IFRSs or US GAAP, there is a risk of impacting the comparability of the group of entities
reporting under either IFRSs or US GAAP even before considering comparability between
IFRSs and US GAAP.

We suggest that the Boards seek to address the concerns about comparability during the
adoption period by limiting the number of possible combinations of adoption dates for standards
by “batching” the effective dates of the new and revised standards. This batching would require
standards with significant interactions and linkages to have the same effective dates and to be
adopted simultaneously even when early adoption is elected. We believe that the Boards should
not place any general restrictions on early adoption of the new and revised standards on the
basis that their adoption is presumed to improve financial reporting. Hence we believe that the
Boards should allow early adoption when other related standards also are adopted at the same
time.

For example, our analysis of the new and revised standards for IFRSs and the expected
difficulty of implementation and impact on comparability could result in two basic groupings.
These are:

(a) Mandated effective date not earlier than 18 to 24 months after the new and revised standards
are published, with in most cases no limits placed on early adoption because they have
limited comparability impacts and/or the effect is to reduce existing diversity.

(b) Mandated effective date three to four years after the new and revised standards are
published. This extended period is due to more significant preparation being needed prior
to implementation. For these standards there would be restrictions placed on early adoption
with all standards in the same batch required to be adopted at the same time.

The specific standards that may be grouped together and the timing of the required adoption
may differ for US GAAP due to fewer standards that may be involved, differences in current
standards and the potential implications of the SEC’s decision on whether IFRSs should be
incorporated into the financial reporting system for US public companies.
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We note that differing transition methods (e.g., the IASB using a prospective approach and
FASB a retrospective one) for a converged standard could create long-term lack of
comparability even after the converged standard had become mandatory for both financial
reporting frameworks. While enhanced comparability between IFRSs and US GAAP is
desirable until adoption of the converged standards is mandatory, we believe that the more
important focus should be on comparability after transition, especially for converged standards.
Therefore, in terms of enhancing comparability between companies reporting under IFRSs and
US GAAP we encourage the Boards to prioritise conforming the transition methods above
conforming the effective dates.

Another aspect of minimising the costs of transition relating to the new standards is reducing the
risk of multiple rounds of major changes for first-time adopters of IFRSs. We believe that first-
time adopters of IFRSs should be permitted to adopt early all of the new and revised standards
without limitation, other than the need to adopt all those linked in a “batch”, as part of their
first-time adoption.

As instructed by the FASB in their DP, the responses in Appendix 2 generally presume that the
SEC does not decide to permit or require adoption of IFRSs for public companies currently
required to report under US GAAP. However, if the SEC decides to require or permit US
public companies to use IFRSs, the FASB will need to coordinate the effective dates of their
standards with the effective dates of the transition to IFRSs. If the SEC decides to permit or
require the use of IFRSs by US public companies then we believe that the FASB’s transition
dates may need to be reconsidered to avoid requiring two major changes by US companies in
close proximity.

Please contact Mary Tokar at +44 (0)20 7694 8871 or Mark Bielstein at +1 212 909 5419 if you
wish to discuss any of the issues raised in this letter.

Yours sincerely
Kpme, (FRE LimZic

KPMG IFRG Limited

Appendix 1: responses to IASB RfV

Appendix 2: responses to FASB DP
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Appendix 1 — Responses to the IASB’s questions

Background Information — Question 1
Please describe the entity (or the individual) responding to this Request for Views.
For example:

(a) Please state whether you are primarily a preparer of financial statements, an auditor, or an
investor, creditor or other user of financial statements (including regulators and standard-
setters). Please also say whether you primarily prepare, use or audit financial information
prepared in accordance with IFRSs, US GAAP or both.

(b) If you are a preparer of financial statements, please describe your primary business or
businesses, their size (in terms of the number of employees or other relevant measure), and
whether you have securities registered on a securities exchange.

(c) If you are an auditor, please indicate the size of your firm and whether your practice focuses
primarily on public entities, private entities or both.

(d) If you are an investor, creditor or other user of financial statements, please describe your
job function (buy side/sell side/regulator/credit analyst/lending officer/standard-setter), your
investment perspective (long, long/short, equity, or fixed income), and the industries or
sectors you specialise in, if any.

(e) Please describe the degree to which each of the proposed new IFRSs is likely to affect you
and the factors driving that effect (for example, preparers of financial statements might
explain the frequency or materiality of the transactions to their business and investors and
creditors might explain the significance of the transactions to the particular industries or
sectors they follow).

(a) As outlined in the covering letter, this letter is submitted by KPMG IFRG Limited on behalf
of the KPMG network of firms.

Member firms of the KPMG network are auditors of multinational, regional and national
entities covering all major industries. The member firms audit financial statements prepared
under a variety of financial reporting frameworks including IFRSs and US GAAP.

Advisory functions within KPMG member firms provide accounting advisory services.
These services include advice on implementation of new and revised IFRSs and US GAAP.

(b) Not applicable.

(c) In the year ended 30 September 2010 the separate member firms of KPMG International
had over 112,000 professionals and had operations in 144 countries and territories.

The KPMG member firms audit both public entities and private entities.
(d) Not applicable.

(e) Each of the new and revised standards will impact auditors and those professionals
providing advisory services on accounting matters. As auditors of financial statements
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ultimately KPMG member firms will need to opine on financial statements prepared using
the new and revised IFRSs. In order to do so KPMG professionals will receive training to
understand the requirements of the new and revised IFRSs whether for audit or advisory
purposes. In addition accounting and auditing guidance to support professionals conducting
audits will be developed.

The lead time for us as auditors and accounting advisors will vary for each of the new and
revised standards.

We have established mechanisms for disseminating information, developing and rolling out
training material, implementation guidance and developing audit tools. We believe that we
would be able to support the preparation of KPMG professionals for all the new and revised
standards to support early adoption and early planning of mandatory adoption. Our
established channels include education sessions, publications and training.

Having considered the time requirements within the KPMG network of firms, we believe
that the Boards should focus on obtaining an understanding from preparers of the length of
time it will take for efficient and effective preparation to adopt each new and revised
standard.

Preparing for transition to the new requirements — Question 2

Focusing only on those projects included in the table in paragraph 18 above:

(a) Which of the proposals are likely to require more time to learn about the proposal, train

personnel, plan for, and implement or otherwise adapt?

(b) What are the types of costs you expect to incur in planning for and adapting to the new

requirements and what are the primary drivers of those costs? What is the relative
significance of each cost component?

(a) In answering this question rather than attempting to define precisely the length of time we

graded all the new and revised IFRSs into three categories based on the expected time
required for implementation (short, medium and long).

New and revised IFRSs Period (short/medium/long)
Fair value measurement M
Proposed amendments to IAS 19 S
OCI proposed amendments to IAS 1 S
Consolidation M
Joint Arrangements M
Disclosure of Interests in Other Entities S
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Financial instruments — phase 1 L*
Financial instruments — phase 2 L*
Financial instruments — phase 3 L*
Insurance contracts L
Revenue from contracts with customers L
Leases L

* See discussion in the response to question 5 in connection with the linkage between the
different phases of the financial instruments standard project.

(b) The majority of the costs that we expect to incur in planning for and adapting to the new
and revised IFRSs will relate to training time and developing implementation guidance and
audit tools.

Preparing for transition to the new requirements — Question 3

Do you foresee other effects on the broader financial reporting system arising from these new
IFRSs? For example, will the new financial reporting requirements conflict with other
regulatory or tax reporting requirements? Will they give rise to a need for changes in auditing
standards?

In some countries and territories there currently are differences in areas between accounting and
tax computations. New and revised IFRSs may reduce or increase differences. “Work arounds”
already exist for many differences and there is no reason to believe that, with sufficient time,
updated “work arounds” cannot be put into place for any new differences arising from the new
and revised IFRSs.

Due to the major changes in financial reporting, accounting systems and processes, and internal
controls that will result from implementation of the new standards, various audit standard setters
will need to address whether changes to audit standards or new interpretive guidance is needed.
We encourage the Boards to discuss the potential impact of the new standards on the audit
requirements with the various audit standard setters.

We are not aware that the adoption of new and revised IFRSs by preparers will require changes
to be made in International Standards on Auditing (“ISAs”) but this ultimately will depend on
what the final requirements in the new and revised IFRSs are. We note that the IAASB
currently has issued an exposure draft in which it proposes to withdrawal all its existing
International Auditing Practice Statements (“IAPSs”) and issue a new IAPS 1000 Special
Considerations in Auditing Complex Financial Instruments.

We suggest that the IASB consult with the 1AASB: (i) generally about the new and revised
IFRSs so that the IAASB can consider whether any of the existing ISAs need to be amended
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and (ii) whether any changes are needed to the proposed new IAPS 1000 and whether addition
new IAPSs need to be issued.

As the IASB is aware, the Basel Committee on Banking Supervision (“BCBS”) has finalised its
revised capital requirements and these requirements are expected to be adopted locally in order
to support transition from 2013 to 2022. In many cases the BCBS calculations start with the
financial statements prepared under local reporting requirements which may be under IFRSs or
on IFRS-based national or regional frameworks. Therefore, it is likely that there will be a
number of interactions, but not necessarily conflicts, between changes to capital and related
requirements, and the changes proposed by the IASB, in particular from the financial
instruments, consolidation and possibly leases project. We believe that being required to adopt
both significant changes in accounting and new capital requirements in the same period may be
onerous. The time for financial institutions to consider the interactions and plan a coordinated
adoption of both sets of requirements, and communicate to investors and others what the impact
of these changes will be, is another reason that we support (as set out in the response to question
5) delaying the mandatory adoption of the whole of the financial instruments standard until
2015.

Preparing for transition to the new requirements — Question 4

Do you agree with the transition method as proposed for each project, when considered in the
context of a broad implementation plan covering all the new requirements? If not, what
changes would you recommend, and why? In particular, please explain the primary advantages
of your recommended changes and their effect on the cost of adapting to the new reporting
requirements.

The proposed methods of transition as summarised in this RfV and as included in the Appendix
to the RfV largely are unchanged from those included within the Exposure Drafts (when issued
by the date the RfV was published) for each project.

In our responses to each of the Exposure Drafts submitted to date we have commented in
relation to the proposed transitional methods and have no changes to our individual responses as
a result of reconsidering the transition method proposals for this response.

With respect to the chapters of IFRS 9 that have been issued already, we have the following
observations:

e As a result of our discussions about this RfV, the continuing deliberations on impairment
and the 1ASB’s hedging proposals in the Hedge Accounting Exposure Draft, we have
concluded that the IASB should revise the current effective date in the chapters of IFRS 9
Financial Instruments that have been finalised (classification and measurement
requirements). We believe that the interaction between these chapters of IFRS 9 with the
impairment and hedging proposals, including potentially the macrohedging proposals, for
which an Exposure Draft has not been published yet, are sufficiently significant to not
require adoption on a piecemeal basis. Therefore we propose in the response to question 5
classifying all chapters of IFRS 9 in the same batch with a single mandatory effective date.
That single effective date should, in our view, be set considering the lead time required for
implementation of the entire standard from its finalisation.
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e Implementation issues for later adopters. IFRS 9 prohibits the application of its
requirements to financial instruments that are derecognised prior to the entity’s date of
initial application. For entities initially applying IFRS 9 from 2011 onwards, the date of
initial application is required to be the beginning of the first reporting period in which IFRS
9 is adopted. If the date of initial application is in 2012 or later, the entity is required to
restate comparative information in accordance with the standard. The combination of these
requirements is that an entity is unable to compile restated comparative information for a
prior period until its date of initial application has passed since it is not until that time that it
knows what instruments have been derecognised. Furthermore, the requirement creates
operational complexity and a lack of consistency in that an entity must identify the specific
instruments derecognised and then apply different accounting policies in prior periods to
similar instruments in a portfolio depending on the date of derecognition. The operational
burden is even greater for entities that report more than one year of comparative
information. We recommend that the IASB consider permitting or requiring entities to
apply IFRS 9 to all financial instruments in existence at the start of the first comparative
period presented in the annual financial statements for the year in which IFRS 9 is adopted.

o Identification of the date of initial application by interim reporters. As noted above, for
entities initially applying IFRS 9 from 2011 onwards the date of initial application is
required to be the beginning of the first reporting period in which IFRS 9 is adopted. This
suggests that if an entity adopts IFRS 9 in interim financial information prepared in
conformity with IAS 34 Interim Financial Reporting, then the date of initial application is
the beginning of the current interim period. However, selection of the start of the annual
reporting period would be at least equally meaningful and would be consistent with the
principle in 1AS 34.28 that the frequency of an entity’s reporting shall not affect the
measurement of its annual results. It also would avoid different accounting policies being
applied to different parts of the same annual period. We also note that it is not clear how
the date of initial application should be identified if an entity that prepares interim reports in
conformity with 1AS 34, but does not adopt IFRS 9 in those interim reports, elects to adopt
IFRS 9 in its annual financial statements.

The issues noted above could be significant particularly for entities that prepare financial
statements in accordance with both IFRSs as issued by the IASB and an endorsed jurisdictional
form of IFRSs. If the jurisdictional endorsement of IFRS 9 is delayed until the year of
mandatory application, it is possible that an entity could have different dates of initial
application under the two systems. This might lead to long-standing differences between the
amounts reported under each.

Obviously, the precise nature of the changes that would best address these problems will depend
on other choices made as to transition methods and effective dates, including their interaction
with the phases of IFRS 9 that have yet to be completed. Finally on issuing the first chapters of
IFRS 9 in November 2009, the IASB noted its undertaking to conduct a post-implementation
review of each of its major projects as well as its intention to undertake a preliminary post-
implementation review on the application of the requirements for classification and
measurement of financial assets in IFRS 9. We recommend that the IASB undertake this review
at the earliest possible opportunity in order to address the type of application issues raised in the
agenda paper Feedback IFRS 9 — non-recourse assets and constant maturity assets discussed by
the IASB in September 2010. We believe that this review should focus on identifying and
addressing areas of lack of clarity for which there is a risk of diversity in practice or application
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inconsistent with the Board’s intent. The completion of the review and a revised mandatory
effective date for IFRS 9 should be established so that any amendments to IFRS 9 are available
in good time to entities that plan to adopt IFRS 9 when it becomes mandatory. Consistent with
the 1ASB’s 2009 Feedback Statement, the review should be discussed with the FASB. We
understand that the FASB has decided recently that many loan assets might qualify for
amortised cost accounting and the Boards should consider the extent to which it is practicable
for them to align specific criteria for qualification for amortised cost accounting. More
generally, timely completion of the review would demonstrate the IASB’s commitment to
quality and its responsiveness to the concerns of constituents, including those in jurisdictions
that have not yet endorsed IFRS 9 for use locally.

Effective dates for the new requirements and early adoption — Question 5

In thinking about an overall implementation plan covering all of the standards that are the
subject of this Request for Views:

(a) Do you prefer the single date approach or the sequential approach? Why? What are the
advantages and disadvantages of your preferred approach? How would your preferred
approach minimise the cost of implementation or bring other benefits? Please describe the
sources of those benefits (for example, economies of scale, minimising disruption, or other
synergistic benefits).

(b) Under a single date approach and assuming the projects noted in the introduction are
completed by June 2011, what should the mandatory effective date be and why?

(c) Under the sequential approach, how should the new IFRSs be sequenced (or grouped) and
what should the mandatory effective dates for each group be? Please explain the primary
factors that drive your recommended adoption sequence, such as the impact of
interdependencies among the new IFRSs.

(d) Do you think another approach would be viable and preferable? If so, please describe that
approach and its advantages.

(a) We support a form of sequential approach.
A single date approach has some advantages. These include:

(i) Comparability of financial information between companies would be maximised as they
all would have to apply the same version of IFRSs at any given point in time and hence
there only would be a limited period in which the comparability of financial statements is
reduced due to differences in year ends of entities.

(ii) It would avoid preparers having to make changes in their accounting policies with
consequential prior period restatements over a number of years as the new and revised
IFRSs are adopted if retrospective application were required.

(iii) It would lessen the need for each Board to have to devise a variety of differing potential

consequential changes to other standards dependent upon the “pick and mix” form of
adoption of the new and revised standards. This would reduce the possibility of omissions
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when considering what potential consequential changes to other standards are needed which
then might generate corrections e.g., via the Annual Improvements Process.

(iv) It would reduce the possibility of omissions or conflicts within the scope requirements
between old and new standards.

However, there is a major significant disadvantage to a single date approach which is the
time before it can be effective. A single date change can be mandated only at the end of the
longest lead-time period needed for implementation of a particular standard. Hence it
would mean that all the improvements in accounting standards are delayed for the same
time.

Hence we suggest use of a variant of a sequential approach as discussed in (c) below rather
than a single date approach.

(b) If the IASB were to complete the projects noted in the introduction to the RfV by June
2011, then we believe that their collective effective date in a single date approach should be
no earlier than accounting periods beginning on or after 1 January 2015. As discussed in (c)
below 1 January 2015 would be needed for some projects; however we believe that some of
them require less preparation and could be mandated earlier (2013) under a sequential
approach.

If a single date approach is used then significant lead time would be needed due to:

(i) Some of the new and revised standards will have a major effect on the financial
statements and may need to be applied retrospectively. Hence it will take time for
preparers to assess the requirements of the new and revised IFRSs and to prepare the
financial information required to implement the new and revised IFRSs into their financial
statements.

(i) In some jurisdictions, the new and revised IFRSs would need to be translated and/or
endorsed. Endorsement mechanisms such as by the European Union may not be
straightforward for all of the new and revised IFRSs and hence sufficient time is needed to
try to avoid having different effective dates for IFRSs as issued by the IASB and other
versions of IFRSs as issued or endorsed by other standard setters/endorsement bodies.

(c) As stated in (a) above our preference is for a variant of the sequential approach for the
adoption of these new and revised IFRSs.

We believe that it would be appropriate to have five batches of the new and revised IFRSs

though the first three and the second two batches would have the same mandated effective
date.

MT/288 10







RN

KPMG IFRG Limited

Effective Dates and Transition Methods

31 January 2011

New and revised IFRSs Batch Early adoption Suggested effective
permitted (see date (accounting
guestion 6) period beginning on
or after 1 January)
Fair value measurement 1() Yes 2013
Proposed amendments to IAS 19 1 (b) Yes 2013
OCI proposed amendments to 1 (b) Yes 2013
IAS 1
Consolidation 1(c) Yes but only with 2013
rest of batch 1 (c)
Joint Arrangements 1(c) Yes but only with 2013
rest of batch 1 (c)
Disclosure of Interests in Other 1(c) Yes but only with 2013
Entities rest of batch 1 (c)
Financial instruments — phase 1 2 (a) Yes but only with 2015
rest of batch 2 (a)
Financial instruments — phase 2 2 (a) Yes but only with 2015
rest of batch 2 (a)
Financial instruments — phase 3 2 (a) Yes but only with 2015
rest of batch 2 (a)
Insurance contracts 2 (a) Yes but only with 2015
rest of batch 2 (a)
Revenue from contracts with 2 (b) Yes but only with 2015
customers rest of batch 2 (b)
Leases 2 (b) Yes but only with 2015

rest of batch 2 (b)

For batch 1 we believe that the effective date could be for accounting periods beginning on or
after 1 January 2013 assuming that this is at least 18 months after the new and revised IFRSs are
issued. We believe that this length of time between being issued and becoming effective should
be sufficient for preparers to assess the new requirements and to prepare the financial
information required to implement the new and revised IFRSs into their financial statements. It
normally is a sufficient length of time for a new or revised IFRS to be translated and/or

endorsed.
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The new fair value measurement IFRS is the only item in batch 1 (a) for which the proposed
transition method is prospective only. This IFRS will affect a number of areas of accounting. It
is expected to reduce diversity by bringing different “fair value” measurements within different
IFRSs onto a common platform. While we believe that there are some measurement issues to
be addressed before an entity can adopt this IFRS, we believe that they are not so great as to
require an extended period before mandatory adoption.

Fully retrospective application was proposed for the new and revised IFRSs in batch 1 (b).
Generally the effect of these revised IFRSs is relatively minor though there will be some
measurement issues that will to be need to addressed before an entity can adopt the amendments
to IAS 19. In our view there is no need for an extended delay before mandatory adoption.

In our view there are no significant interdependencies in the two revised IFRSs in batch 1 (b)
and as such there is no need for them to be adopted at the same time. This has consequences in
relation to question 6 below.

The effect of adopting the new and revised IFRSs in batch 1 (c) will depend upon the type of
entity. For some the revised consolidation IFRS may have no effect but for others the effect of
consolidation in relation to de facto control candidates and, especially in the financial sector,
SPEs may be significant. The revised joint arrangements IFRS will reduce the current
accounting options and hence increase comparability. As there is significant interaction
between all three new and revised IFRSs in batch 1 (c) we believe that all the new and revised
standards in this batch should be adopted at the same time; this has consequences in relation to
question 6 below.

Batch 2 is comprised of four projects: Financial instruments, Insurance contracts, Revenue from
contracts with customers and Leases. For many entities, these new and revised IFRSs will
require significant changes in accounting for core operational and reporting activities that have
significant effects on a large number of items and transactions that an entity will undertake.

There are interdependencies between: (i) Revenue from contracts with customers and Leases;
and (ii) Financial instruments and Insurance contracts. Some but not all entities such as
insurance companies also will have significant interdependencies between Revenue from
contracts with customers and Insurance contracts and so for them all four new and revised
IFRSs should be linked together into a single batch.

As discussed in the response to Question 4 we believe that there should a single mandatory
effective date for all of IFRS 9 in light of the interaction between its various chapters.

(d) Nothing to add.

Effective dates for the new requirements and early adoption — Question 6

Should the IASB give entities the option of adopting some or all of the new IFRSs before their
mandatory effective date? Why or why not? Which ones? What restrictions, if any, should
there be on early adoption (for example, are there related requirements that should be adopted
at the same time)?
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Please refer to our table in response to question 5.

For batch 1 (a) and 1 (b) we believe that entities should be permitted to early adopt the new and
revised IFRSs without any limits.

There are only limited comparability issues arising comparing the financial statements of those
entities that have adopted these new and revised IFRSs and those who have not and there are no
significant interdependencies such that there is a need for them to be adopted at the same time.

For batch 1 (c) there would be more significant comparability issues arising comparing the
financial statements of those who have adopted these new and revised IFRSs with those who
have not. The standards within this batch also have interdependencies. On the basis that the
new and revised IFRSs will be an improvement on the accounting compared to the current
standards they are replacing, we believe that entities should be permitted to early adopt the new
and revised IFRSs within this batch but if so then they should adopt all within the batch at the
same time.

Batches 2(a) and (b) pose more complex issues. As outlined in our response to question 5, for
many entities, these new and revised IFRSs will address fundamental aspects of their operations
and reporting and therefore are expected to have significant effects on a large number of items
and transactions that an entity will undertake. Adopting these standards over a period of several
years is likely to enhance the challenge of comparing the financial statements of those who have
adopted these new and revised IFRSs and those who have not. One approach that we
considered but did not support would be to limit early adoption; for example, to allow early
adoption only in say the year before adoption is required.

Whilst there would be some advantages to this approach we prefer an approach that focuses on
limiting the variations by requiring adoption of the whole of batches. We believe that there
should not be any restrictions on early adoption of the new and revised standards on the basis
that their adoption is presumed to improve financial reporting. Hence we believe that early
adoption should be allowed but if an entity wishes to early adopt one of the new and revised
standards in a batch, other than batches 1(a) and 1 (b), then they should early adopt all within
that batch at the same time.

We believe that requiring that if an entity that early adopts batch 2 (a) and/or 2 (b) also adopts
the whole of the batch would limit sufficiently the number of variations of IFRSs to reduce the
comparability concerns.

International convergence considerations — Question 7

Do you agree that the IASB and FASB should require the same effective dates and transition
methods for their comparable standards? Why or why not?

Comparability of financial statements prepared under IFRSs and US GAAP would be enhanced
if the IASB and FASB require the same effective dates and transition methods for their
comparable standards. However, we believe that the effective date decisions of the other Board
should not be the primary driver when each Board determines the effective dates and transition
methods for its own standards, even if a new or revised IFRS is converged with US GAAP. The
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changes required may be different for entities reporting under IFRSs and US GAAP given
differences today in these two bodies of standards. We believe that it is more important for each
Board to consider independently the change management requirements for preparers and users
of its reporting framework than to align effective dates across the two bodies of standards.

We note that differing transition methods (e.g., the IASB using a prospective approach and
FASB a retrospective one) for a converged standard could create long-term lack of
comparability even after the converged standard had become mandatory for both reporting
frameworks. While enhanced comparability between IFRSs and US GAAP is desirable during
the transition period, we believe that the more important focus should be on comparability after
transition, especially for converged standards. Therefore, in terms of enhancing comparability
between IFRSs and US GAAP we encourage the Boards to prioritise conforming the transition
method above conforming the effective dates.

Considerations for first-time adopters of IFRSs — Question 8

Should the IASB permit different adoption dates and early adoption requirements for first-time
adopters of IFRSs? Why, or why not? If yes, what should those different adoption requirements
be, and why?

Paragraph 27 of the RfV sets out the IASB’s view of the two main approaches for the
implementation of the standards that could exist for first-time adopters being:

(a) Allow first-time adopters to adopt the new and revised IFRSs early, even if existing
preparers are restricted in their ability to adopt early; or

(b) Allow first-time adopters to defer adoption of some or all of the new and revised IFRSs for
a number of years.

We share the concerns of some stakeholders about the need for there to be a stable platform of
IFRSs for first-time adopters to avoid requiring them to make two or more significant changes
to their accounting policies in quick succession. This would occur if early adoption of the new
and revised IFRSs was prohibited with the result that entities would have changes not only
when adopting IFRSs but also from the later implementation of the new and revised IFRSs.

We support allowing first-time adopters to adopt the new and revised IFRSs early on their
transition to IFRSs, even if existing preparers are restricted in their ability to adopt early. This
preference reflects not only the cost/benefit considerations for both preparers and users of the
financial statements of a first-time adopter but also the significant comparability impacts of
switching reporting frameworks. We believe that the comparability concerns relating to early
adoption are less significant for entities in the year of first-time adoption.

However, if an entity elects to early adopt some of the new and revised IFRSs on transition,
then we believe that there needs to be two conditions applied. Firstly the first-time adopter
should not have an unlimited free choice of which new and revised IFRSs to adopt. Instead they
should apply all the “linked” new and revised IFRSs in that “batch” as part of their transition.
Hence if Revenue is linked with Leases in a “batch” (see question 5), then if a first-adopter
wishes to adopt the revised Revenue IFRS on transition it also would adopt the revised Leases
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IFRS. Second, if the first-time adopter decides not to early adopt any of the new and revised
IFRSs, then the requirements for existing IFRS preparers would apply.
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Appendix 2 — Responses to the FASB’s questions

Note: Our comments in Appendix 2 focus mainly on the leasing, financial instruments, and
revenue recognition exposure drafts as these are the projects expected to have the most
significant impact on US GAAP in the near term. Our responses to the questions below
supplement and address potential differences to the responses provided in Appendix 1 as they
relate specifically to the US standards and US reporting environment.

Background Information — Question 1

Please describe the entity (or the individual) responding to this Discussion Paper. For
example:

(a) Please indicate whether you are primarily a preparer of financial statements, an auditor, or
an investor, creditor, or other user of financial statements (such as a regulator). Please also
indicate whether you primarily prepare, use, or audit financial information prepared in
accordance with US GAAP, IFRSs, or both.

(b) If you are a preparer of financial statements, please describe your primary business or
businesses, their size (in terms of the number of employees or other relevant metric), and
whether you have securities registered on a securities exchange.

(c) If you are an auditor, please indicate the size of your firm and whether your practice
focuses primarily on public companies, private entities, or both.

(d) If you are an investor, creditor, or other user of financial statements, please describe your
job function (buy side/sell side/regulator/credit analyst/lending officer), your investment
perspective (long, long/short, equity, or fixed income), and the industries or sectors you
specialize in, if any.

(e) Please describe the degree to which each of the proposed new standards will likely affect
you and the factors driving that effect (for example, preparers of financial statements might
explain the frequency or materiality of the transactions to their business and investors might
explain the significance of the transactions to the particular industries or sectors they
follow).

See Appendix 1.

Preparing for transition to the new requirements — Question 2

Focusing only on those proposals that have been published as Exposure Drafts (accounting for
financial instruments, other comprehensive income, revenue recognition, and leases):

(a) How much time will you need to learn about each proposal, appropriately train personnel,
plan for, and implement or otherwise adapt to each new standard?

(b) What are the types of costs you expect to incur in planning for and adapting to the new
requirements and what are the primary drivers of those costs? What is the relative
significance of each cost component?
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(a) Ultimately the effort and time that will be required to adopt the final standards depends on
the outcome of the final standards, how much field testing is completed by the FASB prior
to the issuance of the standard, and the amount of implementation guidance provided by the
FASB in the final standards. An increased amount of field testing in the development of the
final standards would aid the process significantly. Further, field testing provides input to
the FASB on the cost and effort to implement the standards and to identify areas for which
additional guidance or clarity in the standards is needed.

We would not expect that the standard on comprehensive income, if finalised as proposed,
would encounter significant implementation issues and therefore would not require a
significant implementation period prior to adoption. If the standard on financial instruments
were to be finalised as proposed, then a significant implementation period prior to adoption
would be needed. However, with the recent tentative decisions by the FASB on
classification and measurement that implementation period may be lessened depending on
the Board’s ultimate decisions on hedging and impairment. Application of the new
standards on revenue recognition, particularly for certain industries, and leasing as proposed
will require a substantial amount of implementation effort and therefore should not be
mandatorily effective for at least three to four years after issuance of the final standards.
Depending on the outcome of the final financial instruments standard, earlier
implementation of that standard may be appropriate.

(b) From KPMG’s standpoint, the types of costs we will incur are development and delivery of
technical trainings, implementation guidance and audit tools.

More importantly for the FASB’s consideration of appropriate effective dates and transition
methods, the adoption of any new standard would require preparers to understand the new
accounting requirements as well as the effects to their business, any changes needed to be
made to contractual agreements (e.g., debt covenant compliance, employee compensation
arrangements, supplier arrangements), changes needed to be made to their accounting
systems, processes, and internal controls over financial reporting as well as other
operational changes that would need to be implemented.

Preparing for transition to the new requirements — Question 3

Do you foresee other effects on the broader financial reporting system arising from these new
standards? For example, will the new financial reporting requirements conflict with other
regulatory or tax reporting requirements? Will they give rise to a need for changes in auditing
standards?

We believe that the greatest potential effect related to the transition to the new standards could
be from the interaction of the implementation of any new US GAAP requirements and any
decision by the SEC to require or permit the use of IFRSs by US issuers. We believe that it is
imperative for the FASB to coordinate its effective date requirements with any SEC decision on
IFRSs so that US issuers are not faced with having to make two significant changes in financial
reporting in a short period of time.

Changes to any of the current accounting structure could affect regulatory reporting in certain
industries such as banking and insurance that will need to be considered by preparers and
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regulators. Further, US public companies will need to not only make changes to accounting
systems and processes, but also institute control procedures sufficient to comply with the
internal control over financial reporting requirements applicable to such companies. We believe
that the FASB should give these matters the appropriate consideration in determining the length
of time needed to implement the new standards.

Preparing for transition to the new requirements — Question 4

In the context of a broad implementation plan covering all the new requirements, do you agree
with the transition method as proposed for each project? If not, what changes would you
recommend and why? In particular, please explain the primary advantages of your
recommended changes and their affect on the cost of adapting to the new reporting
requirements.

See Appendix 1.

Effective dates for the new requirements and early adoption — Question 5

In thinking about an overall implementation plan covering all of the standards that are the
subject of this Discussion Paper:

(a) Do you prefer the single date approach or the sequential approach? Why? What are the
advantages and disadvantages of your preferred approach? How would your preferred
approach minimize the cost of implementation or bring other benefits? Please describe the
sources of those benefits (for example, economies of scale, minimizing disruption, or other
synergistic benefits).

(b) Under a single date approach, what should the mandatory effective date be and why?

(c) Under the sequential approach, how should the new standards be sequenced (or grouped)
and what should the mandatory effective dates for each group be? Please explain the
primary factors that drive your recommended adoption sequence, such as the impact of
interdependencies among the new standards.

(d) Do you think another approach would be viable and preferable? If so, please describe that
approach and its advantages.

(a) In general we are supportive of a “batching” approach as described in Appendix 1 of this
letter. However, when looking at the projects expected to affect US GAAP in the near term,
we note that there are only three exposure drafts expected to have a significant impact on
the application of US GAAP (leasing, financial instruments and revenue recognition).
Because of the significant interaction between lessor accounting and revenue recognition,
we believe that those two standards should be implemented at the same time. Depending on
the outcome of the financial instrument project, implementation of that standard prior to the
standards on revenue recognition and leasing may be reasonable due to the greater urgency
of improvements in financial reporting for financial instruments.
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Additionally, the financial instruments exposure draft proposes a cumulative effect adoption
approach whereas the revenue recognition and leases exposure drafts propose retrospective
and modified retrospective application, respectively, which could necessitate a longer time
period between issuance and effective date in order to allow preparers sufficient time to
make changes to systems, processes, and controls to be able to implement these standards
contemporaneously by running parallel processes during the transition period.

(b) It is difficult to estimate the adoption date under either adoption method of the final
standards, but we believe that any adoption date for the revenue recognition and leasing
standards prior to 2015 would be difficult with fully retrospective application. This is
especially the case when one considers the requirements for SEC registrants to provide
summarized financial information for at least the five most recent years. Additionally, as
noted earlier, we believe that it is critical that the implementation of these standards be
coordinated with any requirement or permission for US issuers to begin applying IFRSs.
As a consequence, because a decision by the SEC may occur after some of the FASB’s
standards are issued, the Board should be prepared to modify the original effective dates of
its standards to achieve a better coordination of implementation of new US GAAP standards
with a transition by some issuers to IFRSs.

(c) See our response to (a) above.

(d) Nothing further to add.

Effective dates for the new requirements and early adoption — Question 6

Should the Board give companies the option of adopting some or all of the new standards
before their mandatory effective date? Why or why not? Which ones? What restrictions, if
any, should there be on early adoption (for example, are there related requirements that should
be adopted at the same time)?

We are not necessarily opposed to early adoption of any given standard and feel that the
consideration of such should be made on a standard-by-standard basis by the Boards. However,
as noted in our response to Question 5(a), because of the interaction between lessor accounting
and revenue recognition we believe that the leasing and revenue recognition standards should be
adopted at the same time.

International convergence considerations — Question 7

For which standards, if any, should the Board provide particular types of entities a delayed
effective date? How long should such a delay be and to which entities should it apply? What
would be the primary advantages and disadvantages of the delay to each class of stakeholders
(financial statement preparers, financial statement users, and auditors)? Should companies
eligible for a delayed effective date have the option of adopting the requirements as of an
earlier date?
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We believe that a delayed effective date may be appropriate for private companies for some
standards—particularly the financial instruments proposal. The FASB should consider the input
from preparers of private company financial statements in particular when evaluating this
question.

Coordination of FASB and IASB Effective Dates and Transition — Question 8

Should the FASB and IASB require the same effective dates and transition methods for their
comparable standards? Why or why not?

We urge the Boards to work towards issuing identical standards with identical transition
methods. If the Boards are successful in doing so, then having the same effective date would be
preferable but not essential since by implementing the same standards via the same transition
method would mean that comparable financial reporting should be the outcome within a
relatively short period of time. Also, as noted earlier, it is important that the FASB coordinate
its effective date requirements with any requirements or permissions by the SEC for US issuers
to use IFRSs.

Considerations for private companies — Question 9

How does the Foundation’s ongoing evaluation of standards setting for private companies
affect your views on the questions raised in this Discussion Paper?

Absent any new research or other information that specifically addresses and identifies different
needs of users of private company financial statements with respect to these standards, we do
not believe that there would be any major changes to our views based on the Foundation’s
ongoing evaluation of standard setting for private companies. As mentioned above in our
response to Question 7, we do believe that it may be appropriate to permit private companies to
adopt a standard later than the required adoption by public companies if supported by
cost/benefit information about the application of the standard by private companies.
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