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T
he Kübler-Ross model describes
five stages of grief: denial (this
isn’t happening to me!), anger

(why is this happening to me?), bar-
gaining (I promise I’ll be a better
person if...), depression (I don’t care
anymore), acceptance (I’m ready for
whatever comes).  Although usually
applied to personal tragedy, in some
regards it describes companies’
reactions to being forced to comply
with hedge accounting under IAS 39 or
FAS 133.  There are still some
companies who are in denial of their
need to properly comply, clearly many
who are still angry with the FASB or

IASB, even more who try to bargain
with their auditor and some who are
depressed enough and just mark to
market their derivatives.  In the US
there has been a return to these five
stages as companies realize they have
to re-implement FAS 133 after seven
years, with the recent scrutiny of the
short-cut rule and critical terms match.  

After helping companies across the
globe comply with FAS 133 or IAS 39
and in many cases under FAS 133 re-
implement, Reval has seen many
companies go through these various
stages of evolution in their handling of
hedge accounting.  And while it’s not

always easy to implement, thousands
of companies have successfully
complied and in light of the volatile
financial markets and greater need to
understand risk, analysts have evolved
in their understanding of the results.

For companies who have now had
several years of reporting under their
belt, not only has the stage gone past
acceptance, many have even garnered
some benefits. In fact many treasuries
have taken the opportunity of this reg-
ulatory change to obtain budgets to
hire much needed additional staff (still
amazing how thinly staffed treasury
is), educate and train staff and
overhaul old systems.  

After the acceptance there is often
also an ‘awakening’, when companies
look past the rules and regs to see how
IAS 39 and FAS 133 have forced them
to evaluate their hedging programs.
Understanding and implementing the
prospective and retrospective effective-
ness tests have caused many
companies to analyze how derivatives
really behave with market moves and
perhaps more importantly how to
better measure their exposures.  

The Dollar Offset Method
The ratio test or Dollar Offset Method

Acceptance, the Fifth Stage 
of Grief - Making the Most 

of Hedge Accounting 
by Jiro Okochi, CEO & Co-founder, Reval

After the acceptance there is often also an ‘awakening’,
when companies look past the rules and regs to see how
IAS 39 and FAS 133 have forced them to evaluate their

hedging programs.
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clearly has its weaknesses with fair
value hedges, but the root of the
method is looking at the delta hedge
ratio, the foundation to quantitative
risk management.  Many corporates
only looked at covering notional
amounts and interest expense or
balancing a fixed/float mix or meeting
a budget rate, rather than looking at
durations.  Companies who have seen
the impact of the failure of the Dollar
Offset Method, have taken a closer
look at the various sensitivities of both
the derivatives and exposures to help
them understand why their hedges
were no longer effective.

Better risk management 
techniques
The classic next phase in the evolution
of adoption of the hedge accounting is
when a company gains a better under-
standing of how to apply statistical
analysis to avoid the risk of relying just
on Dollar Offset.  While for the most
part it may seem like overkill to come
up with the correlation data for an
‘obviously’ effective hedge, this type of
analysis is nothing new for more
sophisticated methods of financial
analysis.  Retrospective regression
analysis coupled with stress testing for
prospective assessments, which is also
recommended to capture those rare
market moves that seem to be
happening not so rarely, again makes
for better risk management techniques.
Hopefully at minimum, most of us have
at last found some practical value from
any statistic classes taken in 
university!

Despite any advanced assessment
techniques, not having a good handle
on the exposure will cause problems as
the other part of the equation to good
effectiveness is the modelling and
timing of the hedged Item or exposure.
Many companies have therefore signif-
icantly improved their methods for

obtaining more timely and accurate
forecasting of exposures from sales
subsidiaries, procurement departments
and business units.  The stringent
requirements around hedging
commodity exposures have forced
companies to take a really hard look at
the risk within the final finished
product or ultimate delivery point of
the commodity.  Now manufacturers
really need to know what part of the
car door has aluminum risk or what it
means to price the forward basis curve
differential between two natural gas
locations.  

So while it’s very easy to find flaws

with the rules or principles behind FAS
133 or IAS 39 it’s hard to argue that
there have not been any benefits from
the standard for companies and share-
holders.  At minimum it is forcing
companies to ask the question of
should I hedge and a better under-
standing of how derivatives work as
these volatile markets change.

Whatever stage of grief you may be in
with complying with IAS 39, this
handbook authored by the industry
experts and leaders in best practices, will
hopefully shed new light on different or
better ways to tackle the challenges
around hedge accounting.   n

The stringent requirements around hedging commodity
exposures have forced companies to take a really hard look

at the risk within the final finished product or ultimate
delivery point of the commodity.
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I
n the course of the past twenty years, the
monetary and financial markets have
undergone important structural change

brought about by the deregulation and
‘despecialisation’ of the financial institutions.

These phenomena have been amplified
by the opening up of the European services
and financial markets, as well as by the con-
vergence of monetary policies even before
the introduction of the euro. The increased
offer of financial instruments has allowed
companies to make their financial manage-
ment more sophisticated.

The financial instruments, owing to their
characteristics, have given rise to the so far
unsatisfied requirement of introducing suit-
able concepts into the field of accounting
principles and evaluation rules, such as the
recognition of income and expenditure in
the profit and loss statement. This deficien-
cy in accounting is the result of the absence
of specifications in the standards, whereas
the requirement for a true accounting pic-
ture consists in the application of the provi-
sions of the Accounting Law. This deficiency
in accounting and the resulting possible
alteration of an accurate picture of the
financial statements has led to an approach
of providing detailed information to the
shareholders and rendering the financial
markets more efficient.

It is in this context and within the frame-
work of its new accounting strategy adopted
in 1995, that the European Commission
endeavours to guarantee conformity
between the European Accounting Directives
and the International Accounting Standards

(IFRS, International Financial Reporting
Standards) established by the IASB. This
amendment of the accounting directives is
aimed at taking into consideration the devel-
opment of markets, companies and the evo-
lution of International Accounting Standards.
As a consequence, the European Union
decided to adopt the IFRS accounting stan-
dards for the consolidated financial state-
ments of European companies having issued
listed shares or bonds.

Introduction of fair value
accounting
The modification of the accounting frame-
work entails the introduction of a new eval-
uation method: the fair value. This concept
of the fair value is at the heart of the
accounting standards IAS 32 and IAS 39 on
financial instruments. The application of the
evaluation rule of the fair value is based on
the observation that, when there is a suffi-
ciently active and liquid financial market
(that is, in numerous cases, a stock market),
a company is, at any time, in a position to
realize the asset items without any distor-
tion of rates and to transform an unrealized
or hidden gain into a realized gain. But
there is still no active and liquid market,
that is, a market on which a financial asset
can easily be traded under conditions of full
competition, prompted by normal commer-
cial considerations. This observation alters
the reliability of the method, which requires
valuations based on imperfect mathemati-
cal models and thus involves risks inherent
to models. 

The fair value accounting principle has its
origin in the Anglo-Saxon accounting phi-
losophy which tends to give priority to the
accounting principle consisting in matching
income and expenditure for financial years.
This principle implies carrying back, to the
extent possible, the realized and especially
the unrealized variations in value of the
financial assets and liabilities concerned, to
the accounting years in which they were
incurred. It relates the representation of
financial results to the present. The objec-
tive of this rule is also to disclose, by way of
accounting, certain risks, while by using tra-
ditional accounting rules, these risks are not
reflected in the accounts but by using an
extra accounting method.

Considered under this angle, the fair
value aspires to externalize the recognition
of the results of the management bodies of
a company. In this perspective, this evalua-
tion rule is consistent with the postulate of
corporate governance requirements, namely
to provide for a clearer separation between
ownership and control of companies.

The backdrop of the switch to IFRS
accounting standards, is the evolution from
a creditors’ towards a shareholders’
accounting framework. In continental
European countries, the accounting environ-
ment is pervaded by governmental influence
leaving not enough clout to the professional
standardization organizations. This context
has the advantage of facilitating a temporal
and spatial stability of the financial results,
but sometimes to the detriment of the ‘eco-
nomic substance’.

Pros and Cons of the IFRS
Accounting Standards

by François Masquelier, RTL Group Head of Treasury, Corporate Finance  

& ERM,  and Honorary Chairman EACT
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Some reservations
The increasing reliance on fair value
accounting is, however, subject to a number
of reservations. Unrealized gains and losses
are treated in a similar manner. However, an
attitude based on a conservative accounting
principle should not take into account unre-
alized gains, except those related to liquid
financial instruments traded in organized
markets. As a consequence, using the fair
value can influence the volatility of the
financial results. Certain authors also under-
line that this rule is in contradiction with the
particular character of the banks’ credit
activities.

The detractors of fair value accounting
thus argue that it could lead to adverse
effects on financial stability. There is a risk
that results based on the variations of mar-
ket prices are more volatile than those
established on the basis of historical cost.
This increased volatility does not reflect the
economic volatility of the operations. The
inadequate adjustment of the IFRS account-
ing standards to the banking sector has,
besides, become apparent in a number of
specialized areas.

One of the main aims of this supple-
ment is merely to describe certain aspects
of the accounting standards IAS 32, IAS 39
and IFRS 7. It is likely that the accounting
standards IAS 32 and IAS 39 will be sub-
ject to further amendments in the course of
the next few years. However, such modifi-
cations are not expected to alter the basic
concepts underlying the standards, which
this supplement endeavours to address

and to treat in a practical manner.
The interpretative and evolutionary char-

acter of this new accounting issue is an
explanation for any remaining questions
and uncertainties to which this supplement
may give rise or for any inaccuracies it may
contain.

Conclusion 
The adoption of the IFRS accounting stan-
dards has brought about the transition from
Colbertist and Rhineland accounting princi-
ples to Anglo-Saxon standards. One of the
dominant characteristics of the IFRS
accounting standards is the adoption of the
fair value as the valuation mode of financial
instruments.

The fair value accounting principle has its
origin in the Anglo-Saxon accounting philos-
ophy which tends to give priority to the
accounting principle of matching.

This valuation rule thus recommends that
certain financial assets and liabilities are esti-
mated at market value and that the result of
this valuation, whether positive or negative,
is shown in the profit and loss account at
each closing of accounts. This valuation rule
is conceptually different from traditional
European accounting systems which do not
authorize the recognition of positive results
that have not been realized for the reason
that only realized positive results constitute
an actual and eventual increase of the com-
pany’s assets.

The fair value rule, the cornerstone of the
new accounting framework, is, however, not
exempt from criticism. It in fact conflicts with

the accounting requirements of reliability
since it does not result from an incontestable
reference. But, at the same time, it would
have been unlikely that the IASB adopts
financial rules, as this would have entailed
basing accounting valuation on unstable
concepts. Besides, the fair value aspires to
render the presentation of accounts more
independent from corporate management
decisions. Incidentally, the application of the
fair value rule, owing to the attempt of more
up to date accounting restoration, encour-
ages the presentation of accounts in a more
continuous chronology, that is, in practice,
producing half-year or quarterly accounts.

To conclude, the IFRS accounting stan-
dards constitute an advance in the search
for a more accurate accounting picture, by
reconciling accounting and management
results. The fair value rule is probably a
practice that is to be given priority over the
restoration of historical cost. However,
because they try to define a universal
model without considering certain sector-
based modalities, these accounting stan-
dards are still imperfect and subject to fur-
ther evolution.  n

RTL Group

NNoo..11 iinn TTVV aanndd RRaaddiioo
BBrrooaaddccaassttiinngg iinn EEuurrooppee
l 42 TV channels and 32 Radio

stations in 10 countries

GGlloobbaall LLeeaaddeerr iinn CCoonntteenntt
((PPrroodduuccttiioonn && RRiigghhttss))
l Over 10,000 hours of program-

ming per year
l More than 300programmes in

22 countries
l Produces number one prime-

time shows for major broad-
casters in almost every 
major TV market in the world

LLaarrggeesstt IInnddeeppeennddeenntt
DDiissttrriibbuuttiioonn CCoommppaannyy OOuuttssiiddee
UUSS

l Broadcasting rights for 19,000
programming hours in 150
countries worldwide

François Masquelier,
Head of Corporate Finance & Treasury, RTL Group
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T
he Financial Instruments Working
Group (FIWG) was founded in
mid 2004 to assist the

International Accounting Standards
Board (IASB) with accounting standards
related to financial instruments. 

The FIWG consists of bankers from
commercial and investment banks, prac-
titioners from insurance companies,
experts on accounting of financial
instruments from major audit firms, aca-
demics, representatives from regulatory
bodies and two treasurers from corpo-
rates ( RTL and Nokia), a controller
responsible for financial directives in a
corporate (Siemens) and myself -
responsible till recently for risk manage-
ment and cash management in Philips. 

The FIWG meets rather irregularly:
initially meetings were every six
months, however, meetings tend now
to be once a year. Usually five or six of
the IAS board attend the meetings of
the FIWG.

Simplification of hedge
accounting
It is now almost 10 years that I have
worked in a corporate treasury depart-
ment. Prior to working at Philips I
worked for an American investment
bank in the fixed income derivatives
area. I was used to calculating mark to
markets/ models of relatively complicat-
ed instruments. Based on this you could
calculate profit and loss and make mar-
ket based decisions. 

In my first months in Philips, I
learned that not all changes in the fair
value of financial instruments went to
income - some were parked in a place
called other comprehensive income
(OCI), while others were simply ignored
by the accountants  (revaluation of own
bonds related to changes in credit or
interest rates). This corporate account-
ing/ treasury world was a complicated
one. I could get certain accounting
treatments if I did transactions in one

way but have a completely different
accounting treatment if I did it in anoth-
er, despite the risk profile being almost
identical. 

Further, the rules related to when
results could be deferred and when not,
seemed almost to have been chosen at
random. According to my accounting
friends a hedge is a hedge when it is
between 80% and 125% effective. At
79% effectiveness it is no longer a
hedge. Such precision is uncanny!

I would smile inwardly when explain-
ing to a banker from London that
although we wanted to sell 1 million
USD against euro, would he please
book it as 42 transactions, so that our
auditor could follow the risk manage-
ment. I had little doubt that netting was
well within our auditor’s capabilities.
Unfortunately, it was prescribed by the
accounting setters that this must be
done in order that I could achieve the
desired accounting outcome because it
was difficult for auditors to follow. 

When I heard that the IASB wanted
to set up an advisory group, the FIWG, I
immediately volunteered. I thought that
simply complaining that the tail was
shaking the dog (accountants making
rules on accounting which in the end
drive risk management policies) was not
going to change anything. It would be
better to try to explain to the standard
setters why their current rules were dif-
ficult and unwieldy in practice. 

Reducing Complexity in 
Hedge Accounting

by Mark Kirkland, Senior Vice President and Global Head of Financial Risk 

and Cash Services, Philips Electronics

It would be better to try to explain to the standard setters
why their current rules were difficult and unwieldy in

practice.
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The first meeting gave a flavour of
what was to follow. There was much
discussion on how difficult it was for
banks to price loans and therefore the
fair value was not relevant. As a market
practitioner, this surprised me because
for sure every bank could put a price at
any time on money they lent to Philips.
There was also a great deal of discus-
sion on what you recognise as profit on
a sale and when. This also surprised me
from my investment banking days, since
banks usually pay their sales people
based on the profit of deals - so sales
people and management were very
focused on the profitability of deals.
Finally, there was also much time
devoted to what was the true fair value
of complicated structured products. I
suppose the one thing that I’ve learnt
from the sub-prime mortgage crisis in
the United States, is that models are
great for valuations, but there is noth-
ing like trying to sell an asset to truly
discover the price.

In summary, few if any of these dis-
cussions seemed relevant for corporates
who did some foreign exchange for-
wards, foreign exchange options, inter-
est rate swaps, commodity price swaps
and perhaps some cross currency basis
swaps. My issues were rather more
down to earth and less esoteric.

After a few meetings, the corporate
team on the FIWG approached Sir David
Tweedie, head of the IASB, and told him
that we did not find the discussions very
relevant. He then suggested that the
small group of corporates sit together
and do some blue-sky thinking. We
were to present a replacement of IAS39
which had to be more transparent, easi-
er to adopt and make more use of fair
value. It was quite a challenge! The
entire standards setting industry had
tried for the last five  years to find a
solution to the problem without joy -
but we, corporate treasurers could solve
the million dollar question. (These days

a million euros is probably more correct,
but does not have the same ring to it.)

The corporate representatives and
the representative from PWC met for
the next six months hashing out ideas
trying to think where there were com-
plications in the current rules. We
worked on the following principles:

l Consistent - Two constructions which
have the same economic effect
should be accounted for in the same
way

l Simple - The day to day working with
the standard should not be bureau-
cratic

l Transparent - The changes in fair
value of all instruments should be
seen either in P&L or in OCI

l Reflect Reality - Economic and
Accounting considerations should
lead to the same outcome.

We decided that complexity in IAS39
comes in three forms:

1. The standard forces a great deal of
unnecessary work for implementers.
Many of these requirements add little or
no clarity for users/ auditors but require
significant effort by the preparer. It is
also unclear what exactly is required by
certain tests. If I hedge a forecasted
transaction with a forward where the
notional, currency pair and quantity
match and the exposure does not

change over time, is a qualitative effec-
tiveness test enough? If not, why not?
Mathematically I can prove it will always
be effective for any currency move.

2. There are too many categories for
hedge accounting. The accounting
model is a mixed model i.e. some items
are marked to market with changes
going to income or OCI while others are
valued at cost (bonds). A move to full
fair value would not be acceptable to
the financial community. Therefore to
make the standard simpler you need to
eliminate one of the categories of
hedge accounting. In my company, fair
value hedge accounting is only used by
Treasury for hedging of our own debt,
specifically when we swap from fixed to
floating. The businesses tend to use
cash flow hedge accounting for their
own foreign exchange exposures.

3. The standard is not intuitive.
Ineffectiveness is deemed at 79% while
a hedge is still effective with an 80%
effectiveness. This is a real concern if
you hedge commodities where basis
risk can be significant. A listed future
may be your best form of hedging
despite fluctuations in basis. Current
accounting would penalize the treasur-
er that hedged with these futures as
their hedges would be deemed as inef-
fective and any deferred results
released to the P&L. Many CFOs are
focused on earnings volatility and thus
in order to reduce the volatility, they
may stop hedging. The accounting

Models are great for valuations, but there is nothing like
trying to sell an asset to truly discover the price.
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seems to be drive away from prudent
risk management.

Further, assuming I am a euro func-
tional currency company. I issue a USD
bond. I could also issue a fixed euro
denominated bond and swap to fixed
USD. The accounting treatment of the
two is entirely different. This is because
a hedge cannot be a hedge of a portfo-
lio of dissimilar items. 

The three areas were broadly sup-
ported by a group of treasury profes-
sionals. Having put the problems on
paper we then worked on solutions
which would not only address these
issues but keep in line with Sir David’s
requirements.

The final proposal was actually made
up of four proposals. The basis is that
IAS39 would be unchanged except:

Proposal 1.
l Changes in the fair value of own

bonds, own loans and deposits due
to interest rate may be reflected
either in P&L or OCI subject to pre-
specification. This specification can
be changed prospectively at any time.
If changes in fair value were stored in
OCI and a decision is made that
future changes should go through
P&L, then the deferral in OCI must be
released to P&L over the remaining
life of the bond

l Changes in the fair value of bonds,
loans and deposits due to foreign
exchange moves must be reflected in
P&L

l Changes in the fair value of own
bonds, own loans and deposits due
to changes in credit are reflected in
OCI.

Therefore, the changes in fair value of
all debt instruments are shown in either
P&L or OCI.

Proposal 2.

l Eliminate ‘Fair Value Hedge
Accounting’ leaving only ‘Cash Flow
Hedge Accounting’ and ‘Net
Investment Hedge Accounting’ there-
fore the change in fair value of all
derivatives is either in P&L or OCI.

The need to use fair value hedge
accounting is eliminated for interest
rate hedging as a result of the first pro-
posal. At this stage, I admit we need to
do some more homework on ways
around the need for fair value hedge
accounting for commodities. One of the
proposals which we discussed was
allowing inventory in listed commodi-
ties to be revalued with results going
through income or OCI as discussed in
proposal 1.

The beauty of proposals 1 and 2 is
that you simplify the number of cate-
gories of hedge accounting, while mak-
ing statements easier to read. All
changes in fair value of financial instru-
ments with the exception of AP/ AR, are
at fair value with changes going through
income of OCI, making the financial
statements easier to understand.

Proposal 3.
l The hedged item can be a portfolio of

items or a portfolio of items and
derivatives

This proposal would solve one major
non value added function of a group
treasury-namely, the booking of thou-
sands of useless transactions with
banks. If I can apply hedge accounting
to a single derivative which hedges a
portfolio of exposures, there would be
no reason to book hundreds of individ-
ual hedges which are individually
mapped to each individual exposure.
The number of bookings and hence the
resulting operational risk would be
eliminated.

A further advantage is that this
amendment would allow my USD bond
to be valued in exactly the same way as
a euro denominated bond swapped to
fixed USD. Similar risks now have simi-
lar accounting treatment which is much
more intuitive for those of us who are
not part of the accounting fraternity.

Proposal 4.
l In order to apply hedge accounting a

business must show ( perhaps quali-
tatively) that the hedge would
‘reduce risk’

l At reporting dates, a business must
show that the hedges are effective.
This test may also be qualitative -
possibly similar to a matched terms
test

l At reporting dates, ineffectiveness is
released to the P&L for all hedges
with no requirement for a 80-125%
test

The fourth proposal again eliminates
the need for non valued added tasks
that many treasurers are required to
perform. The elimination of the 80-
125% test ensures that sound risk

If I can apply hedge accounting to a single derivative which
hedges a portfolio of exposures, there would be no reason to
book hundreds of individual hedges which are individually

mapped to each individual exposure.
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management policy is not rewarded by
a volatile income statement. 

The group of treasurers plus PWC
asked for feedback on the idea from
major corporates, treasury associations
and other audit firms. There seemed
broad support in the concepts with the
exception of the French Association of
Corporate Treasurers who wanted
IAS39 to stay unchanged.

A formal paper was then submitted
to the IASB for discussion. The initial
feedback was mildly encouraging. Some
board members felt that there was too
much freedom in the first proposal. The
ability to switch from P&L to OCI was
worrying for them. We explained that
this is exactly the choice that can cur-
rently be made if you have a floating
rate note and hedge with a floating
fixed swap. You can either let the swap
be revalued through income or apply

cash flow hedge accounting and have
changes in the fair value as a result of
interest rate changes, go to OCI. They
also thought that more results would be
deferred as a result of this proposal -
although I would argue better this than
valuing own bonds at cost. 

The second proposal was positively
received, although we were clear to
state that implementing proposal 2 was
dependant on implementing proposal
number 1. 

The concern with the third proposal
was how could effectiveness / ineffec-
tiveness be traced? Further, would such
a system create the need for complicat-
ed tracing of transactions? We were
able to show the board that it is possi-
ble to trace the effectiveness and this is
no more complicated that the system

which is currently in place.
Finally, the fourth proposal was

greeted as a breakthrough by some
board members and simply dismissed by
others as either not an issue or required
by the need to in some way police the
implementation of hedge accounting.

On March 19th, the IAS issued a dis-
cussion paper entitled “Reducing
Complexity in Reporting Financial
Instruments”. All four proposals have
been included in the document albeit in
a half hearted way. Comments need to
be submitted by September 19th 2008. I
would encourage you to read the paper
and comment directly to the IASB or via
your Treasury Association - it’s a long
one - but as my father would say
“Better to have fought and lost, than
never to have fought at all!”   n

Philips 

Royal Philips Electronics of the
Netherlands is a global leader in
healthcare, lighting and con-
sumer lifestyle, delivering peo-
ple-centric, innovative products,
services and solutions through
the brand promise of "sense and
simplicity".

Headquartered in the
Netherlands, Philips employs
approximately 123,800 employ-
ees in more than 60 countries
worldwide. With sales of EUR 27
billion in 2007, the company is a
market leader in medical diag-
nostic imaging and patient moni-
toring systems, energy efficient
lighting solutions, as well as
lifestyle solutions for personal
wellbeing.

60,000 registered patents illus-
trate the innovative nature of the
company. In a world in which
technology increasingly touches
every aspect of daily life, we
want to bring "sense and sim-
plicity" to consumers with
advanced, easy to use products
that are designed specifically to
meet their needs, wherever in the
world they may be.

Mark D Kirkland

Mark D Kirkland is a Senior Vice President and Global
Head of Financial Risk and Cash Services within the
Corporate Treasury of Philips Electronics. The primary
focus of the Financial Risk and Cash Services team is to
advise and assist the businesses within Philips with finan-
cial hedging and cash management. The Risk Services

Team also devises the hedging policies of the Philips Group and provides
advice to the Group Treasurer and Chief Financial Officer on the financial
risks that the Philips Group runs. The Financial Risk and Cash Services
Group is responsible for the execution of all financial transactions by
Philips in the financial markets. Finally, the Financial Risk and Cash
Services Group devises the cash management structure of the Group
ensuring the most efficient usage of cash.

Prior to joining Philips in December 1998, Dr Kirkland was employed by
Merrill Lynch in London, New York and Frankfurt in the Fixed Income
and Commodity markets for a period of nine years. He was educated at
the University of Strathclyde in Glasgow, Scotland obtaining a BSc(Hons)
in Mathematics and a Doctor of Philosophy in the field of Statistical
Stochastic Simulation.

On March 19th, the IAS issued a discussion paper entitled
"Reducing Complexity in Reporting Financial Instruments".
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Introduction
After seven years of living with IAS 39
for long-term IFRS reporters, and four
years for other listed companies in
Europe, there remain a number of areas
where interpretations of the standards
still differ. One area of continued con-
troversy relates to the time value of
options, and whether this can be con-
sidered an effective component in a
hedge accounting relationship.  The
debate on this subject has been raging
ever since the standard was issued,
with the positions of the opposing
camps remaining pretty well
entrenched.  It looks now though as if
this debate may soon reach a conclu-
sion which, whilst providing some
degree of clarity, will not necessarily be
popular with the treasury and banking
communities.  In this article we will
look at some of the arguments in favour
of (and against) hedge accounting for
time value and consider where IFRS is
likely to end up on this subject.

Common hedging strategies
Companies commonly use either single or
multiple option strategies when hedging a
variety of risks, particularly those which
result from forecasted transactions, where
there is an inherent uncertainty as to the
exposure itself.  Strategies often seen in
practice include the use of vanilla pur-
chased options or risk reversal / collar
structures, as well as more exotic combi-
nations, including barriers, hedging fore-
casted foreign currency sales or pur-
chases, variable rate debt, forecasted
acquisitions and commodity sourcing or
sales transactions.  The purpose of this
article is not to defend or otherwise the
merits of any particular strategy, let alone
to recommend the use of options over
more traditional linear products such as
forwards or swaps.  Whatever strategy is
chosen, however, it would seem appropri-
ate that this choice should be based as far
as possible on risk management consider-
ations, rather than on which strategy will
ultimately receive the most favourable

accounting treatment.  While it is well
known and amply documented that there
are a variety of sensible hedging strate-
gies which do not receive hedge account-
ing under IFRS, most would agree that in
an ideal world such instances should be
kept to a minimum.  The area of hedging
with options is one where alignment
between accounting standards and risk
management practice would be beneficial
to all, yet it looks as though this may not
be entirely the case going forward.

Anti-option bias?
The standards have over the years been
viewed by many as having an ‘anti-
options’ bias, and consequently as favour-
ing the use of forwards and other types of
linear instruments in corporate hedging
programmes.  One reason for this has
been the volatility in P&L coming from
option time value.

As most readers will be aware, while
most derivatives are required by the stan-
dards to be treated as hedges in their
entirety, both IAS 39 and its US counter-
part FAS 133 include the possibility of
separating the time value from the intrin-
sic value of an option, and adopting
hedge accounting based only on the
intrinsic value component. Applying this
possibility, the most commonly accepted
interpretation of the hedge accounting
rules, and in particular of the related
effectiveness tests, has meant that most
preparers of accounts chose to exclude
the time value component from their

Time Value of Options 
- what’s all the fuss about?

by Sebastian di Paola, Partner, PricewaterhouseCoopers

One area of continued controversy relates to the time value
of options, and whether this can be considered an effective

component in a hedge accounting relationship.
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assessments of hedge effectiveness.  This
approach was generally deemed neces-
sary since it was felt that only changes in
intrinsic value (of which there are various
definitions involving forward or spot
rates, with and without discounting)
would offset any traditional valuation of
the hedged item and thus result in effec-
tive hedges.  In such strategies, time
value would have to be recorded on a
mark-to-market basis through earnings,
resulting in potentially significant
unwanted P&L volatility.  As a result,
some companies have chosen to exclude
options from their hedging programmes
or at least significantly reduce their use in
favour particularly of FX forward and
other linear instruments.  

Issues such as this have dealt a blow to
many of the more sophisticated hedging
products being offered by the major deriv-
atives banks, which have seen a marked
reduction in appetite for any form of com-
plexity, and this has been particularly
noticeable in respect of option-based
instruments.

The earnings volatility which results
from marking the time value of option
hedges to market can be particularly sig-
nificant in periods of market turmoil or
uncertainty, which, paradoxically, is just
when many would argue that options are
the most appropriate risk management
tool.  This Catch 22 situation was illus-
trated a few years ago by one company
which wrote to the standard setters in the
US indicating that its quarterly earnings
could fluctuate up or down by as much as
100 per cent due to the recognition in
earnings of changes in the time value
associated with its option-based hedges.

Is time value effective?
Back in 2001, the Derivatives
Implementation Group, the body set up
by the US FASB to provide interpretations
of FAS 133, published an interpretation,
DIG G20, which is still valid today, and
which recognises that time value may be

an effective component in a cash flow
hedge.  Under this approach, the changes
in fair value of the hedged item, namely
the expected future cash flows associated
with the forecasted transaction being
hedged, are assessed for effectiveness
testing purposes based on a probability-
weighted distribution of possible
outcomes.  This results in a valuation
which is essentially consistent with option
theory, since, as with options, the risk on
the hedged item has been defined as one-
sided.  In this scenario, the time value of
the hedging instrument need not be
excluded from the effectiveness test, since
it is offset by an equivalent time value
component in the valuation of the fore-
casted flows.  Consequently, effectiveness
is tested based upon a comparison of the
entire fair value change of the option and
of the hedged cash flow based on option
pricing methodology.  In the absence of
basis risk (for example from mismatches
in amounts, timing or risk type), this will
mean the entire fair value change of the
option, including time value, is posted to
the hedging  reserve rather than to P&L.

So is this approach acceptable under
IFRS?  The relevant paragraphs in IAS 39
and FAS 133 do not differ on this
question, so logically if this interpretation
is acceptable under US GAAP, it should be
equally acceptable under IFRS.
Unfortunately, DIG G20 is worded in a
somewhat confusing manner, and mixes
the concept of using a hypothetical option
to model the hedged risk, with the

concept of perfect effectiveness (where
the hedging instrument is identical to the
hypothetical option).  This has caused
some, including certain members of the
IASB, to express concern that applying
this approach will lead to a full deferral of
all fair value gains and losses on all
option hedges, irrespective of whether
they are genuinely effective.

One-sided risk
Apart from this concern of a ‘free-for-all’
hedge accounting treatment for options,
the main argument against treating time
value as effective seems to be that since
the hedged item is a linear exposure, it
does not contain time value and hence
cannot possibly offset this element of the
change in value of an option.  This is an
interesting argument, and one that merits
further discussion.

In order to hedge using the traditional
intrinsic value method (where time value
is excluded as described earlier), the
hedged risk must be designated as ‘one-
sided’.  Indeed companies generally use
purchased options when they want to
hedge only downside risk (i.e. they are
hedging against the risk of adverse rate
movements without foregoing the benefit
from favourable movements).  A ‘one-
sided’ risk designation is therefore gener-
ally accepted as the appropriate designa-
tion of the hedged risk for such hedges.
An example of such a risk designation
would be: “the risk that at maturity of a
forecasted sale in foreign currency (FC),

The earnings volatility which results from marking the time
value of option hedges to market can be particularly

significant in periods of market turmoil or uncertainty,
which, paradoxically, is just when many would argue that
options are the most appropriate risk management tool.
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the FX rate is below 1 LC = 1 FC” (LC
refers to the local currency of the
company).  The risk that the rate is above
1 LC = 1 FC (e.g. each 1 of FC yields 1.5
of LC) is not being hedged since this is the
upside, and is therefore excluded via this
hedge designation.  This designation is
accepted by all sides of the debate as
being acceptable, since without this it
would be impossible to hedge account
when using options, even under the tradi-
tional intrinsic value method.

Yet surely a ‘one-sided’ exposure
behaves like an option.  IAS 39 permits
the hedged risk to be modelled as a deriv-
ative for effectiveness testing purposes,
sometimes referred to as a ‘hypothetical
derivative’ method.  Proponents of the
inclusion of time value as effective, argue
that a ‘one-sided’ exposure where only
downside risk is taken into account (such
as the example risk designation above)
behaves like a sold option and should in
fact be modelled as such.  So whilst the
forecasted transaction may create a linear
exposure to risk, once the hedged risk has
been described as ‘one-sided’, this risk

behaves in a non-linear manner, precisely
like a sold option, making time value an
effective component of the hedge.

In other words, one-sided hedged risks
should be modelled as vanilla sold
(‘European’) options for effectiveness
testing purposes.  This means that the
exposure includes time value.  Intuitively
this makes sense: going back to the des-
ignation above (“the risk that at maturity
of a forecasted sale in foreign currency,
the FX rate is below 1 LC = 1 FC”), if at
the effectiveness testing date the rate is
1.2 LC = 1 FC (i.e. the exposure is out-of-
the money and therefore in our favour),
this does not mean that it might not
come below 1 LC = 1 FC by the time it

matures and this risk therefore cannot be
said to have no value.  In fact it has a
value - the time value, which stems from
the fact that rates may still move before
maturity and bring it in-the-money.

IASB ‘portions’ projects
The debate outlined above is coming to a
head with the IASB’s exposure draft of
changes to IAS 39 relating to exposures
qualifying for hedge accounting.  IAS
39.81 currently states “If the hedged item
is a financial asset or financial liability, it
may be a hedged item with respect to the
risks associated with only a portion of its
cash flows or fair value (such as one or
more selected contractual cash flows or
portions of them or a percentage of the
fair value) provided that effectiveness can
be measured.”

In recent years a number of issues have
been submitted to IFRIC in relation to
what can be considered a portion of a
financial instrument for hedge accounting
purposes.  These have included questions
as to whether exposures can be hedged
for only a part of their time to maturity,
whether inflation is a hedgeable portion
of interest rates risk, and, most relevant
for this article, whether exposures desig-
nated as one-sided contain time value.

The IASB’s initial considerations
focused on whether IAS 39 should specify
the risks that are eligible for designation
as hedged risks, on top of the current
principle that the hedged risks must be
identifiable and separately measurable.
In other words, the Board needed to
decide whether to adopt a principles-

Further illustration of the time value in an exposure

TThhee ffaacctt tthhaatt aa oonnee--ssiiddeedd eexxppoossuurree ccoonnttaaiinnss ttiimmee vvaalluuee mmaayy bbee iilllluussttrraatteedd aass
ffoolllloowwss::

Suppose Entity A agrees in June to pay Entity B 100 USD if on 30 September the
price of oil is at or above 120 USD per barrel (this agreement is similar in nature to
a one-sided risk designation as described in the Analysis section above).  In June,
the price of oil is 105 USD per barrel, but this does not mean Entity A’s promise to
B is worthless.  There is still a chance that by the end of September the oil price
will have risen above 120 USD.  The value of Entity A’s exposure to B is based on
this possibility and is made up entirely of time value, since it has no intrinsic value
in June where the price is 120 USD.

Suppose now that on 25 September the oil price is 119 USD per barrel.  The
intrinsic value of Entity A’s exposure is still zero, since the promise is still not ‘in-
the-money’.  The intrinsic value has not changed, it was zero in June and is still
zero, but it would be wrong to suggest that the overall value of the risk  has not
changed.  Entity A is arguably more at risk now that it was in June.  The value of
its exposure has changed, based entirely on change in its time value.

The above illustrates why a one-sided exposure has time value.

Once the hedged risk has been described as 'one-sided',
this risk behaves in a non-linear manner, precisely like a
sold option, making time value an effective component of

the hedge.
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based or rules-based approach to resolv-
ing the issue.  It finally chose the rules-
based approach, whereby IAS 39 would
specify the risks that qualify for designa-
tion as a hedged risk and would further
specify a finite list of what qualifies as a
hedgeable portion of a cash flow for
hedge accounting purposes.  The IASB’s
proposal on this matter is now contained
in the Exposure Draft (ED) of Proposed
Amendments to IAS 39 - “Exposures
Qualifying for Hedge Accounting”.

Inter alia, the ED suggests that the time
value of options would not be considered

effective, even in hedges of one-sided
exposures.  The example given is of a fair
value hedge, though the exact rationale is
not clear (the wording suggests that time
value is represented by a cash flow, which
is not the case) and the example refers to
a hypothetical derivative, which would
normally only be relevant in a cash flow
hedge.

By coming up with specific lists of what
exposures may qualify for hedge account-
ing, rather than identifying an overarching
principle which could then be applied to
any situation, the Board expressly recog-
nises it is adopting a rules-based
approach.   Many commentators feel that
this is unfortunate and that a broad prin-
ciple would have been preferable, and
this view is reflected in many of the
comment letters the IASB has received.
The start of the slippery slope in this case
was the failure in both the Board’s and
IFRIC’s attempts to identify an acceptable
and robust principle which could be
clearly articulated and applied in practice
to this complex subject. 

We will not resolve here the question
of whether principles are better than
rules. However on the subject of option
time value and one-sided risks, it would
appear that the IASB is headed in the
direction of a specific rule, prohibiting
time value from being treated as effec-
tive. This would clearly be a change to
the current standard for the reasons
outlined earlier. Indeed IFRS does not
currently specify any particular method
for testing effectiveness, provided the
method chosen is consistent with the

company’s risk management strategy,
one-sided designations are clearly
allowed, and the standard allows expo-
sures to be modelled using hypothetical
derivatives.

Conclusion
The reader will have realised that the
author is firmly in the camp that favours
recognising the time value component of
one-sided exposures and allowing some
degree of hedge accounting for time
value, provided the risk has been appro-
priately designated.  This does not mean
all option structures would be perfectly
effective; far from it.  What it does mean
is that the hedged item may be modelled
using option theory if this is the right
economic reflection of the designated
risk.

There is a very real risk that the IASB,
as part of its portions amendment, will
expressly disallow this approach (in fact
as noted above the Exposure Draft sought
to do this, albeit not very effectively), con-
demning option time value to the P&L
and creating an accounting disadvantage
for option strategies.  If this is to be the
case, then we can but hope that it will be
accompanied by a clearly argued ratio-
nale, which explains why the IASB has
reached a different conclusion from the
US standard setters, and why the argu-
ments presented above are flawed.   n

1 A European option can be exercised on only a
single date, being the maturity of the option. This
compares with American options that may be exer-
cised on any date during the life of the option.

PricewaterhouseCoopers

At PricewaterhouseCoopers, we
measure our success by yours.
Every day our more than
146,000 people in 150 coun-
tries go to work to help our
clients succeed. From Dublin to
Durban, from Minneapolis to
Manila, our job is channeling
knowledge and value through
our lines of service and 22
industry-specialised practices.

Our global annual review
details how our industry-
focused services in the fields of
assurance, tax, human
resources, transactions, perfor-
mance improvement and crisis
management have helped
address client and stakeholder
issues. Our success in meeting
today's business challenges
rests on the way we approach
our work. We call that
approach Connected Thinking.

Sound governance and trans-
parency form the bedrock of
leadership. We are committed
to serving as a force for
integrity, good sense and wise
solutions to the problems
facing businesses and the
capital markets today.
Transparency and good stan-
dards of corporate governance
— both in our clients' busi-
nesses and in our own — are
central to our ability to achieve
those objectives. And we aim
to continue to achieve them
from a position of strength as
the undisputed leader of our
profession.

Sebastian di Paola

Sebastian di Paola is the partner in charge of
PricewaterhouseCoopers’ Eurofirm Treasury Advisory
practice. Based in the Geneva office, he is responsible for a
multidisciplinary team of consultants, advising corporates
on all aspects of their treasury activities including risk
management, treasury policies, processes, system selection

and implementation, controls and accounting.

sebastian.di.paola@ch.pwc.com
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S
appi’s treasury operations have
undergone a thorough restructuring
by replacing a decentralized

structure with multiple systems with a
global centralized treasury solution.  The
degree of centralization was in some
respects limited by regulatory constraints
but nevertheless, Sappi managed to cen-
tralize the bulk of its treasury business.
This system is in operation for all financial
transactions in Europe, Asia and the US
with South Africa due to join in the course
of this year.

New treasury policies and processes
were implemented according to best
market practice as well as the new inte-
grated treasury system including an in-
house bank, and a new global banking
and cash management structure.  A key
element was the implementation of inte-
grated controls in line with Sarbanes-
Oxley, IFRS and US GAAP.  

Group Treasury’s objectives are derived
from the corporate objective to maximize

Group cash flow per share in USD, to
actively manage its financial risk and
reduce the group’s earnings volatility in a
cost-effective manner.  To achieve this
objective, Sappi hedges centrally all of its
foreign exchange and interest rate
exposures.  Internal cash flows are
matched and the net remaining position is
hedged externally by using authorized
derivative instruments.  

Given that the Sappi business cycle has
historically been correlated with the
general interest rate cycle, the company
has chosen to adopt a policy that swaps a
certain proportion of funding to floating
rates.  This strategy results in lower
interest expense at times of reduced
business activity, and in the long run
should reduce the absolute interest
expense.  The desired fixed/floating ratio is
fixed annually.

Early adopter of IAS 39
Sappi was an early adopter of IAS 39

(since October 2000) and as the company
is publicly traded on the New York stock
exchange, it also had to adjust to US
GAAP. Before 2005, IAS39 was not
applied extensively in Europe so there was
a lack of experience and expertise in the
early years.  While there was more experi-
ence in the US, US GAAP was different
from IAS39 in many respects.  

Sappi has a certain number of fair value
and cash flow hedges involving foreign
currency and interest rate risk.  For some
deals hedge accounting is applied,
whereas for others it is not applicable. 

Some of the biggest issues Sappi  faced
were the following:

1) Ability to apply the theoretical
principles in practice correctly

2) Different interpretations by the Big Four
audit firms: and even within the same
audit firm, it was often difficult to
obtain one formal view on certain
complex topics

3) The standard has been revised frequently
and since it is a principle- based
standard, a lot of clarifications were
needed to ensure correct application

4) Difference between American and
European interpretation of IAS39

5) Finally, the differences between IAS39
and US GAAP.

The boxed text shows a practical example,
demonstrating the different challenges
which had to be overcome.

Implementing Hedge 
Accounting at Sappi

Romy Peelman, Manager - Accounting and Tax, Sappi

SAPPI

Sappi is a leading producer of coated fine paper widely used for books,
brochures, magazines, catalogues and many other print applications.
Sappi is also the world’s largest producer of chemical cellulose, used
primarily in the manufacture of viscose fibre, acetate tow, consumer and
pharmaceutical products.  In addition, Sappi produces newsprint,
uncoated graphic and business papers, premium quality packaging
papers and a range of coated speciality papers and paper grade pulp.

Sappi has manufacturing operations on four  continents, sales in over
100 countries, counts 15,100 employees worldwide and produces
annually some 5.1 million tons of paper, 600,000 tons of chemical
cellulose and 2.8 million tons of paper pulp.
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I
n 2003, Sappi swapped the fixed interest rates of existing
bonds issues into floating USD 6-month LIBOR rates set in
arrears.  The swaps had a term of nine  years which

matched the maturity date of the majority of the bonds.
However, another part of the bond portfolio had a tenor of
30 years, for which partial hedging was applied.

The hedge was designated as a fair value hedge, as the
designated hedged risk was the change in fair value of the
future capital redemption at par value
and of the future interest coupon
payments, arising from fluctuations in
the USD Libor swap curve.

In order to improve hedge effective-
ness, it was decided to exclude the
credit spread (only the imputed theoreti-
cal risk-free cash flows were hedged) as
well as all interest accruals (all valua-
tions and hedge effectiveness measure-
ments were based on the clean value).

As the swaps were contracted a
certain time after the issuance of the
underlying bonds, it was required at the
time of designating the hedge relation-
ship to mark-to-market the bonds to
create an initial market value benchmark
which was different from the face value
of the bonds as market conditions had
changed since the original issue date of
the bonds.  All future mark-to-markets of the bonds are
measured against this benchmark.

The bonds and the swaps are revalued on a monthly basis
and show movements in line with changing market condi-
tions.  All market movements will reverse over time and the
fair value of the bonds will at maturity revert to the
benchmark, and not to the par value to be repaid.  Therefore
it was decided to amortize the mismatch between the
benchmark and the par value payable at maturity in order to
smooth the income statement impact over the remaining
period until maturity.

For this type of hedge, the dollar offset method to measure
hedge effectiveness could not be applied.  For retrospective
testing, the dollar offset method compares the changes in fair
value at only one data-point at the moment of measurement.
Therefore this method often fails in fair value hedges
involving interest rate swaps, especially if at this one point in
time, relatively small changes in fair value occur. 

The size of the movements on the floating leg of the swap
compared to the movements on the fixed leg of the swap
and on the movement of the fixed rate debt, will determine
the effectiveness result.  Ineffectiveness will in this case
occur if there are small changes on the fixed leg and large
changes on the floating leg.

Moreover, as the floating leg of the swap is set in arrears,
a convexity adjustment needed to be done to correctly value

the floating leg of the swap, which
introduced a volatility % in the calcula-
tion of the forward rates.

As a result, Sappi had to apply a sta-
tistical method to measure hedge effec-
tiveness using a certain number of data
points and a certain frequency of data
which had to be consistent over the life
of the hedge.  Given the particularities
of the hedge, it was considered appro-
priate to use 60 monthly rolling data
points.  At the beginning of the hedge,
there were not enough actual data
points available to create a complete
set of data for the analysis, so both the
hedging instrument and the underlying
hedged item had to be back dated at
inception date of the hedge to create
simulated historical data points.

Several issues came up which
resulted in a number of de- and re-designations in order to
keep pace with the development of the IFRS and US GAAP
accounting standards and also to meet the requirements of
the company’s external auditors:

l Initially, historical simulated data points could not be used
so the frequency of the actual data points had to be
increased, resulting in ineffectiveness over time;

l US GAAP adjustments were necessary because of partial
hedging, exclusion of credit margin and accruals in the des-
ignated hedge, in-arrears feature seen as non-vanilla etc;

l Finding the appropriate hedge effectiveness measurement
methodology, from dollar offset to volatility reduction, on to
volatility variance and finally to linear regression;

l Disagreement around the minimum thresholds of the statis-
tical effectiveness measurement method;

l Finding an appropriate tool to measure hedge effectiveness;
l Different interpretation of IFRS in the US and in Europe  n

The bonds and the swaps
are revalued on a monthly
basis and show movements

in line with changing
market conditions.
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Winning the battle
The last five years have been a  long and
frustrating road to get on top of IAS39
and especially hedge accounting, not
only for the company but also for its
auditors. There has been a long and
intensive learning process. A lot of money
has been spent on external opinions and
hours of discussion took place with senior
management to explain the different
issues and convince them of the impor-
tance of it. The assistance of an excellent
external consultant who was a pioneer in
this matter and was completely indepen-
dent from Sappi’s external auditors,
finally helped the company to solve all
the problems. The open communication
and good cooperation with the firm’s
own auditors also contributed in a very
positive way.

Sappi has  implemented new policies
and procedures and a technical consulta-
tion process with respect to technical
accounting issues. The company has
appointed subject matter accountants
and created the Sappi Accounting
Standards Committee (SASC).  This
committee approves the accounting
treatment of specific transactions or
events, as well as all accounting policies
and procedures.  Extensive training
programs on a variety of topics relating
to financial reporting have been
organized on an ongoing basis.

Last but not least, Sappi decided to
replace its valuation and hedge effective-
ness tool by the Reval HedgeRx Module.
The major motivation in implementing
Reval HedgeRx was to move away from
bank valuations and from tools offered
by the bank to measure hedge effective-
ness. When Sappi started hedge account-
ing for interest rate swaps in 2003, it
could use a tool developed by the bank.
This tool allowed the firm to measure
hedge effectiveness using statistical
methods.  The valuations of the swaps
were carried out by the bank and the
market data used to value the swaps
were also used to calculate the changes
in fair value of the underlying debt using
an Excel spreadsheet.  However since
this tool was not commercialized, it was
not feasible to develop further enhance-
ments which were  needed to meet the
firm’s requirements.

Choice of Reval
From a business point of view Sappi
wanted to use a reliable and independent
supplier with SAS70 certification to
perform the valuations and hedge effec-
tiveness calculations, and it selected
Reval which was implemented in spring
2007. All valuations of interest rate deriv-
atives, fixed rate debt fair value calcula-
tions, hedge effectiveness measurement
and sensitivity analyses and stress testing

necessary for IFRS 7 are run on Reval.
Today, the standard provides more

interpretive guidance and the rules have
somewhat ‘stabilized’ compared to the
early years, so hedge accounting should
be easier than it used to be.  On the other
hand, it is still a very complex standard
and if newly applied, an in-depth learning
process is needed.  Some of the key
lessons Sappi has learnt are the need to:

l establish an adequate organizational
framework with the necessary commu-
nication channels

l implement streamlined accounting and
treasury policies and procedures

l acquire first class tools to face the dif-
ficulties of correctly managing all
treasury transactions

l organize regular and adequate training
l use competent external consultants

who are independent from the external
auditors

For any new deal, the challenge is to
apply the most suitable hedging instru-
ment to each exposure type and at the
same time maintain the necessary flexi-
bility to enable the company to adjust its
strategy in case a business restructuring
would take place.  This is very important
for a dynamic company such as Sappi,
which over the last 15 years has grown
through acquisition.  It is of utmost
importance to measure upfront the
impact of a deal on the company’s
future results, especially when market
conditions are extremely volatile and
unpredictable.

The biggest focus of Sappi’s hedging
strategy is on maintaining a sound
balance between avoiding earnings
volatility and maximizing cash flows.
Therefore hedging of currency and
interest rate risk for periods greater than
one year is only likely to be undertaken
where income statement volatility can be
avoided, either by means of hedge
accounting or fair value accounting.  n

Romy Peelman
Manager - Accounting and Tax, Sappi

Romy is Manager Accounting & Tax of Sappi International
S.A., a financial centre based in Brussels responsible for the
Group Treasury function of the Sappi Group.

She is also responsible for all matters relating to financial instruments in the
group. In this role, she is involved in the development of the accounting
policies covering financial instruments and is required to sign off on the
accounting treatment of transactions with respect to financial instruments and
she is also a member of the Sappi Accounting Standards Committee. 

Before joining Sappi in 1994, Romy worked as Financial Manager in a Belgian
subsidiary of a Swedish Oil Company for seven  years and before that she
worked for ten  years in the Foreign Exchange Advisory Service of a major
American bank located in Brussels where she held various positions in
accounting and administration.
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D
eloitte Touche Tohmatsu

providing advisory and capital
markets services to corporate cus-
tomers when hedge accounting first
appeared in the US in the form of FAS
133 and then globally through IAS 39
(or AASB 39 in Australia). We recog-
nized that FAS 133 was proving trau-
matic for most United States-based
accountants or those working for US
multinationals overseas and that this
problem would increase. The notion of
fair valuing derivatives was really a
foreign language which few wanted to
learn, resulting in very few FAS 133
professionals which are most often
snapped up by the largest firms. This
creates a problem for those with hedge
accounting requirements but perhaps
for whom the number or complexity of
transactions does not warrant a full
time (and expensive) hedge accounting
expert. Consequently, in 2000, Deloitte
launched its outsourced hedge

accounting services, a function which
has grown from two  people in 2000 to
27 people today. 

The Australian economy, which is
the primary market to which we
provide services, is heavily commodity-
dependent, such as metals and agricul-
ture, so it represents a huge market for
companies dealing in derivatives. The
Deloitte team initially focused on pro-
viding derivative valuations but the
range of activities has increased so we
can now perform accounting services
to our clients. We now support over
150 companies, a figure which contin-
ues to grow.

Improved client support
Until we discovered Reval, we were
using spreadsheets as the basis for our
service. Making use of a specialist
hedge accounting solution has made it
much easier to support our clients, par-
ticularly in situations where there is
ineffectiveness in hedge relationships

i.e. when changing from a simple effec-
tiveness model such as dollar offset to
a more complex effectiveness model
such as regression. While it can be
done computationally in a spreadsheet,
it is time consuming to look up historic
data from external market information
providers; however, when using a
treasury management system or hedge
accounting system such as Reval, it is
much quicker to create the analysis as
the relevant data is available automati-
cally. Furthermore, all the necessary
reporting which we need to provide to
customers, such as hedge documenta-
tion, accounting and valuation reports
are produced automatically.

There were a variety of reasons why
we chose Reval as the system on which
to base our hedge accounting services.
Reval is delivered on an ASP (applica-
tion service provider) basis which was
an important consideration. Our exper-
tise is in advisory and hedge account-
ing work, not technology, so we don’t
want to divert our resources into an
area which is outside our core compe-
tence. By outsourcing the technology
aspects of the solution, it can be
managed by a team with expertise in
the application and the technical envi-
ronment in which it is run.  

Another advantage of using Reval is
that we can support new and changing
regulatory requirements as they occur.
For example, to comply with the new
disclosure standard (IFRS7 - Financial

Outsourcing Hedge Accounting
by John Kidd, Partner, Financial Instruments Advisory Team, Deloitte Touche Tohmatsu

In 2000, Deloitte launched its outsourced hedge accounting
services, a function which has grown from two people in

2000 to 27 people today.
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Instruments: Disclosure) we needed to
be able to calculate the sensitivity of
an interest rate position. This is
straightforward using Reval as we can
simply adjust the underlying curves
based on the market data held in the
system.  

Value of outsourced services
We have been fortunate that Deloitte’s
outsourced hedge accounting services
have been met with considerable
enthusiasm. Hedge accounting is
complex and the necessary expertise
comes at a price - typically at least
$100,000. Companies with only a
handful of transactions cannot justify
this expenditure and do not require a
full time person. This is where an out-

sourced service can deliver value.
Treasuries undertake their own trans-
actions, usually after consultation with
their hedge accounting adviser at
Deloitte, and send through the contract
details. We then input the transaction
in accordance with the client’s hedge
accounting policy, check that it satis-
fies the requirements for hedge
accounting and that the level of effec-
tiveness is as expected. Periodic
reporting, hedge documentation etc.
are all provided to the client as an
‘overlay’ to their in-house accounting
function.

We expect to see hedge accounting
outsourcing continuing to grow as
increasing numbers of companies 

recognize the difficulty of keeping up
to date with the relevant standards
and maintaining the necessary
systems. Another challenge is main-
taining a disciplined approach to
hedge accounting documentation. This
requires dedicated staff, but in a cor-
porate, documentation often has to be
managed by a shared resource, or the
person responsible could move to
another area of the business, so the
process often becomes inconsistent.
Having access to both the expertise at
Deloitte and the complex calculation
and reporting capability of Reval
means that clients can comply with
hedge accounting requirements but
without the headaches.   n
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We expect to see hedge accounting outsourcing continuing
to grow as increasing numbers of companies recognize the
difficulty of keeping up to date with the relevant standards

and maintaining the necessary systems.

Deloitte Touche Tohmatsu

‘Deloitte’ refers to the
Australian partnership of
Deloitte Touche Tohmatsu and
its subsidiaries. Deloitte, one of
Australia’s leading professional
services firms, provides audit,
tax, consulting, and financial
advisory services through
around 4,000 people across the
country. Focused on the
creation of value and growth,
and known as an employer of
choice for innovative human
resources programs, we are
dedicated to helping our clients
and our people excel. For more
information, please visit
Deloitte’s web site at
www.deloitte.com.au. Deloitte
is a member of Deloitte Touche
Tohmatsu (a Swiss Verein). As
a Swiss Verein (association),
neither Deloitte Touche
Tohmatsu nor any of its
member firms has any liability
for each other’s acts or omis-
sions. Each of the member
firms is a separate and inde-
pendent legal entity operating
under the names “Deloitte”,
“Deloitte & Touche”, “Deloitte
Touche Tohmatsu” or other,
related names. Services are
provided by the member firms
or their subsidiaries and affili-
ates and not by the Deloitte
Touche Tohmatsu Verein.

John Kidd

Head of Deloitte Capital Markets/Financial Instruments
Advisory Group

John Kidd has been a partner in charge of the Deloitte
Capital Markets/ Financial Instruments Advisory Group for

eleven years, having spent his professional career of twenty four years
specialising in accounting for financial instruments (including hedge
accounting), funds management, financial/ operational risk management
and compliance.

In Australia he is considered an expert in his knowledge of financial
instruments including internal controls and valuation, the application
and implementation of FAS 133 the US standard on derivative instru-
ments and AASB 139 - the International Standard on the recognition and
measurement of financial instruments. He has implemented these stan-
dards in the various industries in Australia and SE Asia.

In respect of industries John has been across financial instruments in
most industries; banking, wealth management, electricity, wholesale and
mining.
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Royal Caribbean International (RCI) was
founded in 1969 and now has a fleet of
20 ships with a capacity of 50,126 pas-
sengers. The cruise schedule includes
Alaska, Asia, Australia/New Zealand,
Bahamas, Bermuda, Canada/New
England, Caribbean, Europe, Hawaii,
Mexico, Panama Canal and South
America, appealing to a wide range of
customers of all ages. RCI is quoted on
the New York Stock Exchange and Oslo
Stock Exchange and achieved 2007 rev-
enues of $6.1bn.

Royal Caribbean has three areas of
hedging activity:

i) Fuel
With 20 cruise ships and a number of aux-
iliary vessels, the company’s consumption
of fuel is enormous. Given the market
uncertainty, Treasury needs to hedge fuel
costs actively to stay within budget guide-
lines. Cruise schedules are published sev-
eral months or more ahead, so annual
fuel plans can be calculated for each ship,
and each November, Treasury has a full

fuel consumption guide for the following
year. This can be analysed by ship, port
and engine and consolidated into a total
fuel demand.

It is the company’s policy to hedge 2
years out divided into two time buckets.
The 1-12 month period is hedged 40-
60% and the 13-24 month period
hedged 10-50%. For example, in the
most recent quarter’s results, Q1, 2008
fuel hedging was 53% and full year
hedging for 2008 was 45%. Typically,
Treasury conducts monthly contracts for
each fuel type to satisfy FAS 133 hedge
accounting requirements. By doing it this
way, if one contract becomes ineffective,
it does not affect the whole hedging pro-
gram. Approximately 10-15 contracts
become ineffective each month which
we replace with a similar number as a
way of averaging out fuel prices across
the year.

Each ship uses a specific fuel type
which is then delivered all over the world
in accordance with each ship’s cruise
schedule. Some of these fuel types are not

commonly traded, making it difficult at
times both to source and hedge the rele-
vant fuel type. The largest fuel purchases
are in US Gulf Coast which is not typically
benchmarked against WTI  (West Texas
Intermediate, or Texas Light Sweet, used
as a crude oil price benchmark) which can
create problems. At some ports, such as in
South America and Australia, there is no
market in this fuel and therefore as it is
not universally traded, there is no stan-
dard source for future prices. This is an
issue specific to shipping companies and
cruise lines as other fuel-intensive indus-
tries use more commonly traded fuel
types, such as airlines which use jet fuel.
So while RCI aims to hedge as far out as
possible, this is not always easy to
achieve.

ii) Foreign exchange
RCI has two kinds of FX exposure. Firstly,
an exposure is created when buying a
new ship, which can typically cost $800m
- $1.2bn. Although much of RCI’s busi-
ness is in the US, ships are usually pur-
chased in €. The existing ship hedging
program of seven ships amounts to
$4.5bn. As soon as the purchase has been
approved, the exposure is created so once
the contract has been signed, the hedge
can be put in place. The policy is to hedge
85%- 95% of the purchase price, usually
using FX forwards. FX forwards are the
easiest to measure and therefore are
friendlier than options from a FAS 133
perspective. As ship purchases are known

Hedging Risk at Royal Caribbean
by Ashish Advani, Director, Derivatives, Royal Caribbean International

RCI has subsidiaries in UK, Spain and Canada and is
therefore exposed to FX fluctuations derived from cashflows

for customer deposits, salaries etc. in the relevant
currencies.
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exposures, there is no mismatch, and
long-dated contracts are used based on a
4 or 4 1/2 year ship delivery timescale.
The challenge is trying to see where €/$
rates will be over that time!

The second type of FX exposure relates
to foreign currency cashflow. RCI has sub-
sidiaries in UK, Spain and Canada and is
therefore exposed to FX fluctuations
derived from cashflows for customer
deposits, salaries etc. in the relevant cur-
rencies. While the foreign currency expo-
sure might be equivalent to $0.5bn, the
company took the decision to move away
from hedging cashflow as most of foreign
currency flows are more or less offset over
a period. Treasury runs an annual Value at
Risk (VaR) analysis and on the basis of the
last VaR report, the decision was made
the total exposure was not significant
enough to justify hedging activities.

iii) Interest rate risk
As a capital-intensive business, RCI has
extensive borrowings and therefore has
significant exposure to interest rates.
Most of the company’s borrowings are in
USD and therefore the primary exposure is
to US Libor, but RCI issued a €1 billion
bond in 2007 and bought a Spanish sub-
sidiary last year together with its € debt
so there is an exposure to both Euribor
and exchange rates. In general, the firm
holds around 50% of the portfolio in fixed
rate debt and 50% floating rate; the inter-
est rate policy stipulates a fixed rate por-
tion of 40-60% in fixed rate debt so
Treasury aims to stay within this guide-
line. With the floating rate debt, there is
always the challenge of deciding the peri-
od for which to fix rates and with $400m
in interest rate expense, Treasury needs to
make the right decisions to maintain pre-
dictability of outgoings. 

Before acquiring Reval, Treasury was
largely dependent on its banking counter-
parties to provide mark-to-market valua-
tions. For interest rate risk, bonds were
valued using Bloomberg rates and swaps

using counterparty curves, creating very
large mismatches. The decision to acquire
a system for hedge accounting was dri-
ven by the CFO with the consistent man-
agement of interest rate risk being the
primary driver. FX and fuel created fewer
problems - Treasury used an in-house sys-
tem for FX which worked well enough
although it was not being used for hedge
accounting. RCI commenced discussions
with Reval some months ago and com-
menced operations on the system in
October 2007. I had joined the company
the previous month and was already
familiar with the system. The implemen-
tation was divided into phases, the first
of which was interest rate risk in October
2007 followed by FX which went live in
January 2008 and fuel in March 2008.
There were various reasons for delaying
the live operation of the second two
phases - FX was ready in December 2007
but no-one wants to implement a new
system in quarter four! Fuel was the final
phase so that the relevant historic crude
oil prices could be uploaded into the sys-
tem.

So far, RCI has derived significant ben-
efits from implementing Reval. For exam-
ple, two days have been shaved off the
month end closing process which is a
major advantage. Since implementing
the system, hedge accounting reports
can be produced by 12.00 on the first
day after the period end. Although FX
was implemented in Reval later, the

close period is already faster.
As well as achieving the original pro-

ject objectives, there have been further
benefits. For example, a web-based solu-
tion has proved very convenient as peo-
ple based in different locations can pro-
duce reporting when required, which is
also very useful when travelling. It is
delivered on an ASP basis so updates to
the system are applied automatically
rather than having to schedule upgrades.
Producing enhanced hedge accounting
reports has been a significant step for-
ward. Treasury can now compare valua-
tions of the underlying debt and the asso-
ciated hedge using a constant methodol-
ogy so the results are far more reliable.
Before implementing the system, there
were frustrations when trying to create
‘what if’ analyses, such as comparing
financing options for a new ship. Using
Reval, Treasury can now track the out-
comes of different scenarios such as fixed
debt, floating debt etc.

Looking ahead, RCI would like to be
able to run VaR analysis more regularly as
opposed to relying on the banks. For
example, the decision not to hedge FX
cashflow exposure was on the basis of the
overall net VaR which could change in the
future - Treasury needs to be in a position
to adapt or evolve its hedging strategy on
a proactive basis. There have been signifi-
cant advantages to implementing Reval
and with reasonable pricing, it is proving
a happy marriage.    n
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Ashish Advani

Ashish Advani has nearly 20 years’ experience of foreign
exchange in multiple countries spanning four continents. He
has in-depth, hands-on experience in Asia (China, Korea,
Thailand, Taiwan, etc) Africa, Middle East as well as North
America. He manages risk through geo-political events and
financial analysis of events affecting businesses and foreign

exchange. In the area of treasury risk, he creates holistic solutions for maxi-
mizing the impact on the bottom line considering accounting and tax impli-
cations as well as the impact on financial statements.

Ashish has a CA degree from India, a CGA in Canada and a MBA in
Finance from USA. He has also actively presented to audiences around
the world on FX.
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Why choose Reval.
Some of the most prestigious and successful multinational companies, financial institutions, and 
accounting firms in the world have chosen Reval. All of them recognize two key strengths that Reval 
delivers — the award-winning ability:  
	 n  to provide independent and accurate valuations of derivatives and  
	 n  �to assist with the hedge accounting of foreign exchange, interest rates, energy, credit, metals, 

commodities, and other asset classes.

Reval focuses on this specialized niche, which requires highly specialized talent.

Reval is powered by financial and accounting professionals combined with an award-winning Software-as-
a-Service (SaaS)/Web-based platform that supports derivative risk management. Our powerful combination 
of derivatives expertise, accounting insight, and technological prowess addresses the need for derivatives 
to comply with national accounting standards, such as FAS 133, FAS 157, and Sarbanes-Oxley, as well as 
international standards such as IAS 39 and IFRS 7.

Clients can use Reval in two ways:
n 	��Reval® 

Reval’s SaaS/Web-based clients deploy our single version SAS-70 Type II software to gain secured, 24/7  
worldwide access to Reval’s hosted database and application platform. We deliver daily market data  
that’s independent, transparent, comprehensive, and covers major asset classes. Our SaaS platform  
uses a modular structure that allows clients to configure the application to best suit their unique needs.

n 	�Reval Center:™ Treasury Services 
Reval Center clients retain us to perform valuations of derivatives and/or perform hedge accounting  
for their hedging strategies. Based on the hedging strategy, we assign a team of Reval experts in  
financial engineering, derivative valuation, or accounting that is best suited to handle the task on a 
transactional basis. 

Founded in 1999, Reval has headquarters in New York and regional centers based in Chicago, San Francisco, 
Toronto, London, Sydney, Hong Kong, and Gurgaon.

Top reasons why companies like yours come to Reval:
n	� Regulatory compliance: We help you minimize the risk of financial restatement resulting from auditors 

questioning your valuation of derivatives or hedge accounting.
n	� Capital and investor issues: We improve your ability to properly value and account for the derivative 

instruments on your books and raise investor confidence accordingly.
n	� Cost and productivity: We deliver a proven, cost-effective solution that replaces error-prone spreadsheets for 

handling your derivative portfolio and gives you the ability to close your books on the first day of the month. 
n	� Credit ratings: We deliver documentation that transparently shows how you value your derivatives and 

conduct your hedge accounting to underpin stability for your credit ratings.
n	� P&L volatility: We provide derivative risk management tools that allow you to better manage your hedging 

program and minimize its effect on your bottom line.
n	� Independent valuations: We provide market data that enables you to use an independent source to value 

your derivatives. 

 



Reval covers the life cycle of a derivative.
Reval supports the entire breadth of the treasury management workflow – from front, middle,  
and back office perspectives – across all stages of a derivative’s life cycle.

REVAL AND THE DERIVATIVE LIFE CYCLE

For more information about our 
services and offices worldwide,  
please contact us at:    
info@reval.com  |  www.reval.com

What Reval deliversWhat clients face

Exposure Evaluation
■  �Exposure capture & netting
■  �Hedge policy, budget rates & cover levels
■  �Forecasting & attribution
■  �Scenario analysis & stress testing
■  �Benchmarking

Pre-Hedge Analysis
■  �Multi-asset class derivatives 

(Foreign Exchange, Interest Rates,  
Credit, Energy, Metal, Agricultural)

■  �Pricing analytics
■  �Pre-decision tools
■  �What-if analysis
■  �Prospective effectiveness testing

Hedge Duration
■  �Hedge accounting  

(FAS 133, 157, 161, 107, 
IAS 39, IFRS 7 and more…)

■  �Retrospective effectiveness testing
■  �Independent valuations 
■  ��Advanced regression analysis
■  �Risk management reports
■  �Inventory position reports
■  �Reset, payment & expiry notices
■  �Cash & settlements
■  ��Ledger entries & balances
■  �Workflow & SOX controls

Hedge Maturity
■  �FAS 133 & IAS 39 reports
■  ��P&L impacts
■  ��Revenue recognition
■  ��Equity release
■  �Historical reports
■  �Ledger entry & reports
■  �Balances

Hedge Execution
■  �Counterparty risk exposure
■  �Order execution
■  �Bid tracking
■  �Term sheets 
■  �Confirmation matching
■  �Straight-Through Processing
■  �Hedge designation

Whether daily, weekly, 
monthly, or quarterly 

Reval provides continuous 
risk management 

services throughout the 
hedge duration.

UNDERSTAND RISK

MARK-TO-MARKET

END TRADE

EXECUTE TRADE

DECIDE TO HEDGE

What’s my risk and should I hedge?

What’s the best hedge instrument?

Who do I transact with?

Do I have independent data?

How do I recognize P&L?

Across the breadth of the derivative life cycle, 
Reval provides two important services better 
than any other SaaS/Web platform:    
■  �daily market data that’s independent, 

transparent, and authoritative 
■  �a client services team that offers 

continuous support.



For further information contact:

UUSS HHeeaaddqquuaarrtteerrss –– NNeeww YYoorrkk
100 Broadway, 22nd Floor

New York, NY 10005
Phone: +1 212.393.1313

Fax: +1 212.901.9797
info@reval.com

LLoonnddoonn
Providian House

16-18 Monument Street
London EC3R 8AJ, UK

Phone: +44 (0) 207 868 5240
Fax: +44 (0) 207 868 5241

info@reval.com

TToorroonnttoo
Phone: +1 416 486 4200
Fax: + 1 212 658 9068

info@reval.com

SSyyddnneeyy
Level 39

2 Park Street
Sydney NSW 2000, Australia

Phone: +61 2 9004 7196
Fax: +1 212 658 9068

info@reval.com

IInnddiiaa
Block 2A, Third Floor
DLF Corporate Park

DLF Phase - III
Gurgaon, Haryana, India - 122 002

Phone: +91 124 416 8200
Fax: +91 124 416 8201

info@reval.com

wwwwww..rreevvaall..ccoomm
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