Technical update

Proposed portfolio revaluation as
alternative to general hedge model

I

n April, the International Accounting
Standards Board issued a discussion
paper, Accounting for Dynamic Risk
Management: a Portfolio Revaluation Approach to Macro Hedging, which addresses
the accounting for dynamic risk management
strategies (i.e. a continuous process that
involves identifying, analysing and deciding
on whether, and how, to mitigate risks) on
open portfolios (i.e. portfolios that change
over time).
Exposures in these portfolios change frequently as new exposures are added and existing exposures mature or are prepaid. This
changing nature of open portfolios requires
many entities (in particular for financial
institutions such as banks) to continuously
reassess their exposure to risk.
The discussion paper explores the use of
a portfolio revaluation approach. The aim of
such approach is to provide an alternative to
the present general hedge accounting model
that will be easier for preparers to apply
and that will better represent and be more
consistent with risk management activities,
resulting in better information for investors.
Portfolio revaluation approach involves
identifying a portfolio of exposures that is
subject to dynamic risk management, and
remeasuring these for the risk being managed. This could be a portfolio of loans and
deposits in the example of banks.
Portfolio revaluation approach is not a full
fair value approach, as only one component
of changes in value would be recognized in
the revaluation adjustment.
For example, for dynamic interest rate
risk management, only changes in value of
the loan or deposit due to the hedged benchmark interest rate risk component would be
included in the revaluation. Other components of the change in fair value including
credit risk, expected credit losses and other
components of the credit spread such as
liquidity, are not included in the adjustment.
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This revaluation adjustment is then reported
in profit or loss, together with the full fair
value changes of the derivatives that the
bank is using to manage that risk.
There are two key advantages of this
approach over the general hedge accounting
model.
The portfolio revaluation approach can be
more easily applied to open portfolios
The general hedge accounting model in
IAS 39 Financial Instruments: Recognition
and Measurement and IFRS 9 Financial
Instruments essentially relies on a one-to-one
designation of the hedged item (the loan or
deposit) with the hedging instrument (the
derivative). Therefore, while the general
model works well for closed portfolios it has
significant limitations when applied to open
and dynamically managed portfolios.

these changes may cause an entity to “dedesignate” the original hedge relationship
and re-establish it in a different form. Not
only is this operationally burdensome
for the bank, but the resulting accounting
adjustments can result in volatility in profit
or loss, making the hedge appear to be
ineffective when in reality it is not.

The portfolio revaluation approach would
enable entities to better reflect their
dynamic risk management practices in
their financial statements
Some dynamic risk management activities
that are designed to manage or stabilize the
net interest income of banks are difficult to
accommodate the general hedge accounting
model.
Taking the example of so-called “core” demand deposits which is considered by banks
as a stable source of funding at a low or even
zero interest rate. If these effective fixed interest rate liabilities fund variable interest rate
“The portfolio
assets, the bank may wish to hedge (and thus
revaluation
stabilize) the resulting volatile net interest
approach is
income through an appropriate derivative
designed to result position.
Normally, fixed interest rate funding can
in a recognition
be designated in a fair value hedge in the
and measurement general hedge accounting model, but this
is not possible with core demand deposits,
approach that
most of the deposits are repayable
better reflects the because
on demand, which means that there is no fair
economics of risk value change that can be recognized.
The portfolio revaluation approach would
management.”
therefore provide an alternative and more
Problems in the general hedge accounting transparent solution. Using this approach,
model arise when derivative positions
banks would be able to apply a so-called
are adjusted in response to changing
behaviouralized approach to the core
risk exposures (for example, new bank
demand deposits such that a revaluation gain
loans being added to portfolio, early loan
or loss could be offset against the derivatives
repayment of existing loans or changes
being used to manage that risk, thus better
in the levels of deposit). All such changes
reflecting dynamic risk management in the
affect the extent of the “natural hedge.”
financial statements.
Under the general hedge accounting model
The portfolio revaluation approach
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is designed to result in a recognition and
measurement approach that better reflects
the economics of risk management, to
provide for a presentation that shows how
dynamic risk management has impacted net
interest income for the current period and to
separate this impact from the ineffectiveness
of risk management and the financial effect
of risks that are unhedged.
Even though the discussion paper uses
dynamic risk management of interest rate
risk, particularly as managed by banks, for
illustrative purposes, the approach considered in the discussion paper is intended to
be applicable to the dynamic management
of risks arising from both financial and nonfinancial items.
Entities in industries such as mining,
utility or manufacturing also undertake
dynamic risk management activities. This

is because they are exposed to commodity
price risk or foreign exchange risk that could
significantly affect their profitability.
For example, one rationale for an entity to
undertake dynamic risk management would
be if the entity aimed to manage its gross
profit from a particular portfolio of transactions with respect to commodity price risk. In
such a case, commodity price risk may arise
from purchases and sales (and inventory).
In the event that the pricing of both
purchase and sale contracts was based on
the market price of the commodity, dynamic
risk management might focus on identifying
pricing mismatches between purchases and
sales (and inventory), the absence of which
could expose the entity to unstable gross
profits.
The IASB is using the discussion paper
as a basis for learning more about whether

the portfolio revaluation approach could be
applied to other risks, such as commodity
price risk or foreign exchange risk, and
what, if any, special considerations would be
necessary for risks other than interest rate
risk.
The Institute’s Financial Reporting
Standards Committee is deliberating on the
proposals and will be preparing a submission to the IASB. In this connection, the
Institute welcomes comments on matters
addressed in the discussion paper. Please
send them to the Standard Setting Department at commentletters@hkicpa.org.hk by
15 September.

This article is contributed by the Institute’s Standard Setting
Department.
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