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ISDA recommends that the FASB provide criteria in the final standard that will assist companies
in determining whether a hedge is reasonably effective as well as when a quantitative evaluation
is necessary versus only a qualitative evaluation. These criteria might include some of the
criteria set forth in paragraph 65 of SFAS 133 or DIG Issue No. G9, which companies are
currently using in practice. ISDA feels that some specific guidelines are necessary as auditors
and regulators are likely to develop their own perceptions of and quantitative thresholds for what
meets their definition of “reasonably effective” which will only lead to more diversity and
complexity in applying the new rules.

Furthermore, we think the proposed standard should include more examples illustrating when a
qualitative assessment is sufficient and when it is not for some of the most common hedging
strategies. These examples should include interest rate and equity derivatives. The interest rate
examples should include (1) a hedge of forecasted debt issuance using a forward starting swap or
Treasury rate lock, (2) an interest rate swap converting callable, fixed rate debt to floating, (3) an
interest rate swap converting floating rate debt to fixed, and (4) interest rate caps to hedge
floating rate debt. The equity examples should include (1) a purchased option to hedge an SAR
lability, (2) an equity collar to hedge the forecasted sale of an available-for-sale (AFS)
marketable equity security and (3) a forward to hedge the forecasted purchase of an AFS
marketable equity security. There should also be two examples for each of these derivatives, one
in which a qualitative assessment is sufficient, and one in which it is not. Preparers and auditors
will then have a clear, conceptual road map for the financial derivatives that they and their
clients are most likely to enter into and designate as hedges under SFAS 133, ISDA further
recommends the FASB to facilitate field festing of these examples by a selected number of
financial statement preparers prior to issuing any guidance that amends the current SFAS 133
hedge accounting model.

Lastly, although paragraph 6 of the External Reviewer Draft relaxes the conditions that must be
met for a relationship between a hedging instrument and a hedged item to qualify for special
hedge accounting, paragraph 21(a)(1) of SFAS 133 regarding the conditions for whether a
portfolio of similar financial instruments can be designated in a fair value hedge has not been
amended to reflect the less restrictive threshold for applying special hedge accounting. We are
unclear as to whether the FASB intended to keep the thresholds similar. We do not believe that
any portfolio hedges of overall changes in fair value or cash flow would qualify under the
existing threshold, as any one financial instrument within the portfolio would not be expected to
react to changes in borrower-specific credit spreads in a highly similar (80-125%) fashion.
ISDA believes that the accounting result described in paragraph A17 of the Exposure Draft
which states, “If the designated hedged risk in a cash flow hedge is the risk of overall changes in
interest payments to be received related to a variable-rate financial asset, it would still be
possible, in certain situations, to obtain financial statement results similar to those that could be
obtained if interest rate risk were permitted to be the designated hedged risk...” would applicable
to a very limited number of situations in practice, and likely not at all for hedges of portfolios.
Thus, not amending paragraph 21(a)(1} of SFAS 133 to be consistent with the reasonably
effective criterion in the paragraph 6 of the Exposure Draft would preclude almost all hedges of
financial instrument portfolios from qualifying as either fair value or cash flow hedges.
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Accordingly, we strongly fecommend that the FASB amend paragraph 21(a)(1) to reflect
paragraph 6’s criteria and therefore pemmit a portfolio of similar financial instruments to be
designated as long as they have reasonably similar risks that are expected to be reasonably offset
by the hedging instrument.

Issue 4/Question 4b: For situations in which interest rate risk is currently designated as the
hedged risk for financial instruments but would no longer be permitted under this proposed
Statement (except for an entity’s own issued debt at inception), do you believe you would
continue to qualify for hedge accounting utilizing your current hedging strategy?

As previously discussed in this letter, we believe that many common, simple and prudent risk
management strategies will no longer qualify for hedge accounting due to the requirement to
include credit risk in the assessment of reasonable effectiveness when the risk economically
hedged is solely due to changes in benchmark interest rates. For example, companies who issue
debt infrequently and those with large or volatile credit spreads would hikely not qualify for
hedge accounting. Similarly, hedges of portfolios of loans would likely not qualify for hedge
accounting.

We believe that the pullback from hedging that was observed when SFAS 133 first was
implemented until the rules were interpreted and understood and systems and processes were
redesigned to accommodate the new rules will likely occur again upon transition. However,
unlike the implementation of SFAS 133 and its related amendments, the Exposure Draft will not
allow companies to move to simpler hedging instruments and hedge accounting strategies in
order to achieve income statement results that reflect the economics of the risks being hedged,
such as the shortcut method and critical terms matching approach, and thus we believe there will
be pressure not to apply hedge accounting in all but the most compelling situations.

Please refer to ISDA’s response to Issue 1/Question 1 above as well as the examples illustrating
hedges of overall changes in fair value to two common interest rate hedge accounting
relationships in Appendix B attached.

Issue 4/Question 4c: If not, would you (a) modify your hedging strategy to incorporate other
derivative instruments, (b) stop applying hedge accounting, (c) elect the fair value option for
those financial instruments, or (d) adopt some other strategy for managing risk?

The organizations that comprise ISDA’s North America Accounting Committee and their clients
would likely attempt to modify their hedging strategies in a manner that best reflects the
economics of their economic hedging objectives but also which minimizes ineffectiveness and
volatilify in earnings. Depending upon the volatility of the credit spreads of the hedged item,
many companies may cease applying SFAS 133 hedge accounting, while other companies may
cease managing risk with derivative financial instruments entirely. The examples attached in
Appendix B illustrate that companies with volatile credit spreads will likely not qualify for hedge
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accounting even though the threshold has been lowered to being reasonably effective. ISDA
foresees few companies adopting the fair value option for items that are currently designated in
SFAS 133 hedges because companies had an opportunity but chose not to elect the fair value
option for these items upon the initial adoption of SFAS 159.

Issue 5/Question S5a: Do you foresee any significant operational concerns in creating
processes that will determine when circumstances suggest that a hedging relationship may no
longer be reasonably effective without requiring reassessment of the hedge effectiveness each
reporting period?

Once sufficient clarity is provided for when a qualitative assessment is sufficient and a
quantitative assessment is not required, ISDA does not foresee any significant operational
concerns in creating processes to identify circumstances that suggest that a hedging relationship
(for which a qualitative assessment is permitted at inception) is no longer reasonably effective.
As noted above, however, ISDA believes that the elimination of the benchmark interest rate risk
designation for many common hedging relationships will continue to require ongoing
guantitative hedge effectiveness assessments due to the requirement to include variability due to
credit risk in the assessment.

Issue 5/Question 5b: Do you believe that requiring an effectiveness evaluation after inception
only if circumstances suggest that the hedging relationship may no longer be reasonably
effective would result in a reduction in the number of times hedging relationships would be
discontinued? If so, why?

As discussed in our response to Issue 4/Question 4a above, ISDA foresees the number of hedge
relationships where solely a qualitative effectiveness evaluation is permitted to be limited. As
such, companies will be required to perform a quantitative evaluation of hedge effectiveness at
inception of a hedge. Because many hedge relationships will not qualify as benchmark interest
rate hedges, the complexity associated with including credit spreads in the evaluation of hedge
effectiveness will require both at inception and going forward a quantitative evaluation, and
therefore will not diminish the need to perform a subsequent evaluation of hedge effectiveness.

ISDA believes that, even for the most basic of hedges involving financial instruments, if a
company quantitatively evaluated hedge effectiveness at the inception of the hedge relationship,
auditors will likely require companies to subsequently validate that the hedge is expected to be
reasonably effective. For the reasons discussed in Issue 1/Question 1 (related to hedges of debt
instruments), hedges that are initially deemed reasonably effective could easily be disqualified as
eligible for hedge accounting due to the requirement to include credit risk in the assessment of
hedge relationships economically designed to only address interest rate risk, and thus we do not
believe that the proposed amendments to SFAS 133 will result in a reduction to the number of
times hedging relationships using interest rate swaps would be discontinued.
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Issue 6/Question 6a: Do you agree with the Board’s decision to continue lo require that hedge
accounting be discontinued if a hedge becomes ineffective?

ISDA supports the Board’s decision to continue to require a reassessment of hedge effectiveness
subsequent to inception if circumstances suggest that the hedging relationship may no longer be
reasonably effective; however, we strongly recommend that the FASB limit the circumstances
that would necessitate a reassessment of hedge effectiveness. Because companies are required to
assess hedge effectiveness at the inception of the hedge in order to apply hedge accounting in the
first place, and because most hedges are designed to match the key terms of the hedged
transaction, we recommend that a subsequent reevaluation of hedge effectiveness only be
required if any of the critical terms of either the hedging instrument or the hedged item change
during the life of the hedge. We believe that this clarification will alleviate the number of
differing interpretations that may arise regarding the circumstances that would require a
subsequent evaluation of hedge effectiveness. Accordingly, we recommend that the following
modifications to the Exposure Draft be included in the final standard (text inserted is underlined
and text deleted is strack).

7. After inception of the hedging relationship, an entity shall qualitatively (or
quantitatively, if necessary) reassess effectivencss only if_ the critical terms of either the

(a} hedged item or (b) hedging instrument have changed and eireumstances_therefore
suggest that the hedging relationship may no longer be reasonably effective.

Issue 6/Question 6b: Alternatively, should an effectiveness evaluation not be required under
any circumstances after inception of a hedging relationship if it was determined af inception
that the hedging relationship was expected to be reasonably effective over the expected hedge
term?

Since the Exposure Draft has retained the requirement to perform an effectiveness assessment at
the inception of a hedge, and because a hedge must be expected to be reasonably effective over
the life of a hedge relationship, we believe a subsequent evaluation of hedge effectiveness is
necessary in certain circumstances. As discussed above, we recommend that a subsequent
reevaluation of hedge effectiveness only be required if any of the critical terms of either the
hedging instrument or the hedged item change during the life of the hedge.

See ISDA’s response to Issue 6/Question 6a above.

Financial Statement Presentation

Issue 7/Question 7: Do you believe that Statement 133 should be amended to prescribe the
presentation of these amounts? For example, the Statement could require that the effective
portion of derivatives hedging the interest rate risk in issued debt be classified within interest
expense and that the ineffective portion and any amounts excluded from the evaluation of
effectiveness be presented within other income or loss.
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ISDA believes that the disclosure requirements set forth in SFAS 161 provide sufficient
information regarding the location of gains and losses recognized on derivatives and related
hedged items in the financial statements; therefore, we do not believe that the issuance of further
guidance regarding the presentation of gains and losses on derivative instruments is necessary.

Effective Date and Transition

Issue 8/Question 8: Do you believe that the proposed effective dafe would provide enough time
Jor entities to adopt the proposed Statement? Why or why not?

Effective Date

In summary, ISDA strongly objects to the issuance the Exposure Draft because it would (1)
increase rather than decrease the complexity associated with the accounting for and reporting of
hedging activities, and (2) reduce the transparency of financial statements, and therefore does not
meet the FASB’s project objectives. Also, due to the significant increase in complexity
introduced by the Exposure Draft, we fervently believe that the proposed effective date would
not provide nearly enough time for most companies to adopt the proposed Statement.
Additionally, in light of the FASB’s recently renewed Memorandum of Understanding with the
Intemational Accounting Standards Board (IASB) to converge the U1.S. GAAP and IFRS, and the
public support by certain U.S. organizations for a move toward a single set of global accounting
standards in the near term, we must question the merits of amending SFAS 133 in a manner that
diverges from the existing IFRS hedge accounting model, especially when a piecemeal approach
to convergence with IFRS would require preparers under U.S. GAAP to adopt new hedge
accounting models twice in a relatively short time horizon. Further, as amendments to the
existing hedge accounting framework under IAS 39 continue to evolve, there is a risk that any
convergence with IFRS achieved through the FASB’s project to simplify hedge accounting could
be subsequently changed within a short time period. Accordingly, we strongly recommend that
the FASB discontinue its project to simplify SFAS 133 and jointly develop a plan with the JASB,
the goal of which could be the development of a single, principles-based hedge accounting
framework.

Transition

The transition provisions of the Exposure Draft would require all hedging relationships, except
those in which the designated risk(s) are exactly the same before and after adoption to be
dedesignated and designated anew using the qualifying criteria of Statement 133 as amended by
this proposed Statement and certain benchmark interest rate hedges designated prior to transition,
and which began after the inception of a company’s own debt.

However, we believe that almost all hedge relationships will need to be redocumented if not
dedesignated at the effective date due to the change in (i) the risks that can be hedged and (ii) the
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methods of assessing and measuring hedge effectiveness required before and after the effective
date. For example, the assessment of effectiveness would change from a “highly effective” to
“reasonably effective” threshold and quarterly assessments would no longer be required unless
circumstances suggest that the hedging relationship may no longer be effective. Consequently,
although the risk being hedged may be the same, the previous documentation regarding assessing
and measuring ineffectiveness would be obsolete in accordance with the provisions of the
Exposure Draft, thus requiring dedesignation and designation anew under revised hedge
documentation. Therefore, the FASB needs to consider providing additional guidance on the
transition provisions for hedging relationships for which the hedged risk remains the same.

Lastly, it is unclear from the Exposure Draft whether any adjustments to accumulated other
comprehensive income associated with hedges that are terminated prior to transition are required.
Because paragraph 34 of the Exposure Draft implies that retrospective application is only
required for existing hedge relationships that either continue uninterrupted at transition or those
hedges that are designated anew at transition, we recommend that the FASB incorporate the
following modifications to paragraph 33 into the final standard (inserted text is underiined).

33. This Statement does not require any adjustments to the statement of financial position
on the date of initial application for fair value hedges. _Additionally, this Statement need
not be applied to cash flow hedging relationships that were terminated prior to the date of
its initial application.

Issue 9/Question 9: Do you believe that there are specific disclosures that should be required
during transition? If so, what? Please be specific as to how any suggested disclosures would
be used.

Although ISDA does not believe that there is a need for specific disclosures that should be
required during transition, we reiterafe our strong disagreement with the issuance of a final
statement that reflects the Exposure Draft’s proposed changes to SFAS 133 because of the
significant complexity it introduces into the hedge accounting model and the counterintuitive
results, particularly for interest rate hedges. In lieu of amending SFAS 133 consistent with the
provisions of the Exposure Draft, we instead would support a comprehensive project to enhance
the disclosures of for financial instruments as a whole, not just those for which a preparer has
elected hedge accounting.

Issue 10/Question 10: Do you agree with the Board’s decision to allow a one-time fair value
option at the initial adoption of this proposed Statement? Do you agree with the Board’s
decision to limit the option to assets and liabilities that are currently designated as hedged
items under Statement 1337

ISDA supports the Board’s decision to allow a one-time fair value option at the initial adoption

of the proposed Statement; however, we do not believe that the Board should necessarily limit
the items that are eligible under this election solely to financial instruments that were designated
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as hedged items on the date immediately prior to initial application . We do not believe that a
company should be required to enter into a hedge relationship immediately prior to transition in
order to achieve the ability to elect SFAS 159 at transition solely to obviate a potentially
undesirable change to the fiture accounting for the financial instrument that will arise at
transition. We therefore would support an expansion of the one-time fair value option election to
financial instruments other than those that are currently designated as hedged item under SFAS
133.

Benefit-Cost Considerations

Issue 11/Question 11: Do you believe the Board identified the appropriate benefits and costs
related to this proposed Statement? If not, what additional benefits or costs should the Board
consider? '

ISDA strongly disagrees with the FASB assertion that the costs are justified by the incremental
benefits the FASB cites. We do not believe that the financial statements will be more
representative of the economics of the instruments designated as accounting hedges or will make
it easier to assess the effects of hedging activities. We assert that bringing in unhedged and
unhedgeable risks is not representative of the hedging instruments being used or the risk
management activities of the enterprise. ISDA does not consider the proposal enhancing
comparability or transparency in financial reporting because entities that elect hedge accounting
will be subject to partial and arbitrary fair value accounting whereas companies that do not elect
hedge accounting will not. Since none of the FASB’s perceived benefits are being met, we do
not see how the costs can be justified.

In addition, the new proposal does not simplify the hedge accounting that has been in place for
over eight years, but instead introduces different complexities. The introduction of long haul
accounting for all fixed to floating interest rate hedges will significantly complicate the
accounting for simple interest rate hedge transactions, even those done at the inception of the
debt instrument. In addition, we believe the proposal will require significant systems changes
and will significantly increase costs as firms will need to resolve new interpretive issues on a
piecemeal basis between company and auditor, likely also resulting in differences in
interpretation and thus reduced comparability.

Finally, any cost/benefit analysis should consider how long these changes will be in place. We
again must reiterate that spending scarce resources to make these questionable changes when
there may be more changes on the horizon when IFRS is adopted fails to meet the most basic of
cost/benefit thresholds. Although SFAS 133 is long and complex, most companies that hedge
have already made the investment in meeting its requirements. [t would be a significant waste of
resources to force a significant change to the hedge accounting rules at this point when the
benefits cannot be substantiated.
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Other Comments

Dedesignation/Redesignation

General

Paragraphs 13 through 15 of the Exposure Draft describe the conditions for when an entity can
dedesignate a qualifying cash flow or fair value hedging relationship. These paragraphs provide
the following.

“A hedging derivative may be effectively terminated by entering into an offsetting
derivative instrument. An entity shall document when a derivative is terminated by an
offsetting derivative instrument. An entity is not permitted to dedesignate a fair value
hedge and discontinue prospectively the accounting specified in paragraphs...of
Staterent 133 by just removing the designation of the hedging relationship.”

The basis for the FASB’s conclusions that prohibits companies from removing the designation of
an accounting hedge states that, “The Board believes that since the economics of the relationship
between the hedging instrument and hedged item (forecasted transaction) did not change then the
accounting should not change. The Board acknowledges that entities could override the special
accounting under fair value and cash flow hedges by terminating the derivative designated as the
hedging instrument and entering into a similar new derivative. However, the Board does not
believe that dedesignation should be used as a tool for changing measurement attributes and/or
managing the classification of certain items reported in earnings.”

ISDA notes that companies have different levels of risk depending on the nature of their
activities, and accordingly, hedge their risks differently. For example, certain companies hedge
the risk to which they are exposed because of discrete transactions. However, risk management
is often not based on exposures resulting from specific transactions. Rather, many companies
group related exposures, i.e. net interest exposure resulting from a group of interest-bearing
assets and related funding, in order to determine what risks should be hedged. Given that hedge
accounting needs to be applied at a transaction level, a transaction is selected to represent the
portfolio risk for designation purposes. As changes occur in the risk profile of the underlying
grouped exposure, companies will commonly add new hedging relationships and remove, or
dedesignate, existing hedge relationships. Because such risk management strategies are prudent
and appropriate, we find the FASB’s basis for conclusions regarding dedesignation to be flawed
and inaccurate. Since hedge accounting designations must be made in advance of market
movements, we do not understand how an earnings recognition-based intent could ever be
realized.

In ISDA’s view, the proposed conditions for a permissible dedesignation are unnecessarily
restrictive. Entering into an offsetting derivative is a costly and unnecessary expense when the
existing derivative may be reused and possibly redesignated for other purposes including risk
management in a qualifying hedge accounting relationship. Terminating a derivative may also
have significant negative liquidity impacts as a result of having to settle a derivative payable
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prior to scheduled maturity. This dedesignation restriction will likely complicate or prohibit
such common hedge strategies as (1) “dynamic” or “delta-hedging” strategies from qualifying
under a benchmark interest rate risk and other designations; (2) the ability to dedesignate hedges
of foreign currency sales/purchases upon recognition of the resulting receivables/payables to be
remeasured under SFAS 52, Foreign Currency Translation; (3) fair value hedges of commodity
inventory balances that change over time. We are not aware of any perceived lack of clarity or
diversity in practice in this area. Accordingly, it is unclear why the FASB is focusing on this
aspect of the hedge accounting model.

Further, the FASB’s basis for not permitting dedesighation while at the same time
acknowledging that a company can achieve a result similar to dedesignating a hedge by
terminating the hedging instrument and entering into a new derivative is not fully understandable
or explained in the Basis for Conclusions. We strongly recommend the FASB reconsider its
decision to prohibit hedge accounting for strategies that necessitate dedesignation before a hedge
expires, and further reconsider the resulting consequences. We also ask the FASB to clarify
users’ concerns with a company’s decision to end a hedging relationship early when, in fact, the
changes in fair value of the hedging instrument are subsequently included in earnings. If users
find complexity in understanding when a dedesignation has occurred, the hedged items impacted
and the future effects of the hedged item on earnings, we suggest that the FASB address these
concerns through enhanced disclosures rather than by restricting hedge accounting for prudent
and cost-effective risk management practices.

Lastly, because the proposed amendment regarding dedesignation is such a significant change to
current practice, we also recommend that the FASB clarify whether a derivative designated in a
hedge relationship that subsequently fails to meet one the criteria set forth in paragraphs 28 or 29
of SFAS 133 can be redesignated in a new qualifying hedge relationship.

Net Investment Hedges

The Exposure Draft does not address how to change the notional amount of the hedging
instrument(s) as the amount of the current net investment changes over time given the inability to
dedesignate/redesignate. Because net investment hedges are neither fair value hedges nor cash
flow hedges and because DIG Issue H7 will be superseded, the final standard should be modified
to allow dedesignation and redesignation of net investment hedges. ISDA believes that the
retention of the guidance in DIG Issue H7 is necessary in order to address how to change the
hedged amount as the amount of an entity’s net investment in a foreign operation changes.

Measurement of Ineffectiveness — Net Investment Hedges

The proposed amendment to the DIG Issue H8, as described in Appendix C of the Exposure
Draft, states the following:

“The proposed Statement would require the balance of accumulated other comprehensive
income to reflect the cumulative change in the fair value of a derivative that would
exactly offset the hedged cash flows when measuring the ineffectiveness of a cash flow
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hedge. This Issue will be revised to maintain langnage consistent with that of the
proposed Statement.”

ISDA questions the factual accuracy of the proposed amendment to DIG Issue H8 cited above
since the net investment hedge accounting model within SFAS 133 is separate and distinct from
the cash flow hedge accounting model, and thus warrants a unique approach for measuring
ineffectiveness. Though the FASB has not addressed the accounting for net investment hedges
in the body of the Exposure Draft, the proposed amendment to DIG Issue H8 suggests otherwise.
it clearly indicates that the unique, yet necessary treatment for net investment hedges is being
eliminated, including the method for measuring ineffectiveness. As net investment hedges are
not designed so that the cash flows of the hedging instrument and the cash flows associated with
dividends or the disposition of the hedged net investment match, we disagree with the
requirement to calculate ineffectiveness in the same manner prescribed for cash flow hedges.
We believe that under the forward method there should be no ineffectiveness if the notional and
currency of the portion of the net investment hedged match and that the forward points or option
premium should be recorded in CTA until disposition of the net investment. Accordingly, we
recommend the FASB to reflect the following medifications to the proposed amendment to DIG
Issue H8 within final statement (inserted text is underlined and deleted test is struck).

“The proposed Statement would require the balance of accumulated other comprehensive
income to reflect the cumulative change in the fair valve of a derivative that would
exactly offset the hedged net investment (or portion thereof) eash-flows when measuring
the ineffectiveness of a get investment eash-flow hedge. This Issue will be revised to
maintain language consistent with that of the proposed Statement. When using the
forward method, ineffectiveness need not be measured to reflect any difference between

the maturity of the hedging instrument and the cash flows from dividends or the
disposition of the hedged net investment.”

Intercompany Transactions

Paragraph 40 of SFAS 133 will be amended as follows.

“However, the requirement in paragraph 29(c) that the forecasted transaction presents an
exposure to variations in cash flows that could affect reported earnings must still be met
at the Jevel being reported on. (For example, in the financial statements of a consolidated
entity, there would need to be a potential earnings effect that survives consolidation.)”

ISDA finds the proposed amendment to paragraph 40 of SFAS 133 unclear in terms of the types
of intercompany foreign currency transactions that would continue to be eligible for cash flow
hedges in the consolidated financial statements and those that would not be. Thus, if FASB
includes this change in a final standard, we strongly recommend that the FASB provide several
examples that illustrate the types of hedge relationships that qualify and those that do not qualify
based on the proposed amendment to paragraph 40 of SFAS 133.
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Though we understand that the amendment is intended to be a clarification of the FASB's
original intent for intercompany foreign currency cash flow hedges, ISDA believes that this
change represents a fundamental change to the hedge accounting model, and the FASB’s original
decisions as outlined in paragraphs 482 through 484 of SFAS 133’s basis for conclusions.

“482....The Exposure Draft would have required a direct, substantive relationship
between the costs incurred and the recovery of those costs from the outside third party.
For example, the Exposure Draft would have permitted an English subsidiary that incurs
manufacturing costs in pounds sterling to hedge the ultimate sale of that product for
French francs by its affiliated French subsidiary to an unrelated third party. The Board
proposed that exception because it considered those fransactions 1o be, in substance,
direct foreign export sales.”

“483, A number of respondents said that the guidance provided in the Exposure Draft
was unduly restrictive because forecasted intercompany royalties and licensing fees,
which are based on third-party sales and remitted from foreign subsidiaries to a parent
company, would not be afforded cash flow hedge accounting. Respondents also took
exception to the requirement that there be a "direct, substantive relationship” between
costs incurred and recovery of those costs.”

“484. The Board decided to remove the restrictions on hedge accounting for hedges of
Jorecasted intercompany foreign currency transactions because, pursuant to Statement 52
as amended by this Statement, an intercompany transaction that is denominated in a
currency other than the entity's functional currency gives rise to a transaction gain or loss
if exchange rates change. A forecasted intercompany transaction that is expected to be
denominated in a foreign currency can be viewed as giving rise to the same kind of
Sforeign currency risk. Therefore, pursuant to this Statement, a forecasted intercompany
transaction that presents an exposure to foreign currency risk and that otherwise satisfies
the criteria for a foreign currency cash flow hedge is eligible for designation as a hedged
transaction.” (emphasis added)

Our view of the FASB’s consideration of this issue in the original drafting of SFAS 133 is
further confirmed in DIG Issue H13, which elaborates on how to apply the Board’s decision to
permit hedge accounting for forecasted foreign currency denominated intercompany transactions.

“Paragraph 40 of Statement 133 permits a derivative instrument to be designated as a
hedge of the foreign currency exposure of variability in the functional-currency-
equivalent cash flow associated with a forecasted intercompany foreign-currency-
denominated transaction if certain criteria are met.”

*“...in the consolidated financial statements, the amount of OCI representing the effective
portion of the gain or loss on a derivative designated as a cash flow hedge of a forecasted
foreign-currency-denominated intercompany sale should be reclassified into earnings in
the period that the revenue from the sale of the manufactured product to an unrelated
third party is recognized.” {(emphasis added)

22



ISDA International Swaps and Derivatives Association, Inc.

Based on the above discussion and eight years of subsequent practice, ISDA believes that the
FASB Board clearly understood the foreign currency exposure arising from intercompany
transactions and the relationship with the ultimate third party revenues and also clearly decided
to permit hedge accounting for these exposures. It is on this basis that ISDA believes that the
amendment to paragraph 40 is findamental change to the hedge accounting model.

ISDA believes that such a fundamental change deserves the full deliberation by the Board and
opportunity for constituents to understand the Board’s basis for disagreement with paragraphs
482 through 484 of the SFAS 133 Basis for conclusions. Based on the increasing globalization
of commerce and insourcing as well as outsourcing to lower cost locations, the foreign currency
risks arising from these transactions have only increased in these past eight years. Companies
invariably consider their ability to hedge and apply hedge accounting to their foreign currency
transactions when making resource allocation decisions. We must highlight that a hedge of
either an intercompany foreign currency transaction or an external foreign currency transaction
impacts net profit margins in substantially the same manner. We have illustrated several
examples supporting the basis for allowing both sets of transactions to qualify in hedge
accounting relationships in Appendix C attached. As in any decision that would restrict the
ability to manage economic risks, we urge the Board to proceed with due caution in this area. If
there is any doubt regarding the original intentions regarding hedgeable intercompany risks and
how this is being applied in practice, this matter should be addressed as part of a separate project
that evaluates the cash flow hedge accounting model together with SFAS 52.

Reasonably Effective Criterion

Paragraph A9 of the Exposure Draft provides the following basis for not defining reasonably
effective.

“A9. The Board decided not to define reasonably effective for purposes of determining
when hedge accounting could be applied and when it could not be applied. The Board
believes that it is necessary to use judgment when determining whether a hedging
relationship is reasonably effective. That judgment should include a holistic consideration
of all the facts and circumstances that led an entity to enter into a hedging relationship.
That would include, for example, consideration of whether the objective of applying
hedge accounting was to compensate for accounting anomalies or to achieve a fair
value measurement option for items not currently eligible for fair value
measurement.” ’

ISDA finds the last sentence in paragraph A9 {(in bold text above) perplexing, as we perceive the
effectiveness of a hedge relationship to be solely an economic test. We do not understand what
the purpose for entering into a hedge relationship has to do with whether the hedging relationship
is reasonably effective. We further do not believe that the thresholds for an economic test should
differ based on the objective for applying hedge accounting.
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In addition, ISDA does not understand what is meant by “accounting anomalies” and is
concerned about the suggestion of inappropriate objectives where a company appropriately
utilizes the hedge accounting requirements for a valid economic hedge relationship. We do not
see how applying hedge accounting would achieve the objective of achieving the fair value
option given that (1) the extensive criteria required to qualify for hedge accounting and (2) in
many cases, the accounting measurements are different in hedge accounting versus the fair value
option. In summary, we do not believe an additional criterion to consider the purpose of a hedge
is necessary or justified and expect such a requirement to result in unintended consequences.
Therefore ISDA recommends that the final two sentences in paragraph A9 to be struck in their
entirety from a final standard.

Measurement of Ineffectiveness in a Cash Flow Hedge Relationship

Paragraph 24 of the Exposure Draft provides that, “Accumulated other comprehensive income
associated with the hedged transaction shall be adjusted to a balance that reflects the amount
necessary to offset the present value of the cumulative change in expected future cash flows on
the hedged transaction from inception of the hedged less the amount previously reclassified from
accumulated other comprehensive income into earnings, if any.” This proposed requirement will
result in the recognition of ineffectiveness in current earnings due to both under-hedging and
over-hedging, which is significant change to current practice. The basis for the FASB’s decision
to require both under-hedging and over-hedging in earnings states that, “The Board also believes
that in those situations there should be no distinction between whether the change in value of the
actual derivative is greater than or less than the change in value of a derivative that would mature
on the date of the forecasted transaction and provide cash flows that would exactly offset the
hedged cash flows.” Further, the basis for the FASB’s decision states, “The Board believes it is
preferable to treat overhedges and underhedges consistently because there is no conceptual basis
for providing special hedge accounting for cash flow hedges other than to achieve a synthetic
instrument accounting result in the income statemsent.”

The FASB’s Basis for conclusions does not address why this fundamental change from SFAS
133 is an improvement to financial reporting, results in simplification, and further does not
address the change in the conclusion the FASB reached when it issued SFAS 133. In paragraphs
379 and 380 of SFAS 133 the FASB explained its decision to prohibit recognition in other
comprehensive income of nonexistent gains or losses relating to the change in present value of
the cash flows associated with non-contractual, forecasted transactions. We support the prior
Board’s rationale for limiting recognition of ineffectiveness in eamings to amounts by which the
actual derivative instrument exceeds, on an absolute basis, the projected present value of the
hedged cash flows. Therefore ISDA does not agree that such a significant change to SFAS 133
should be made without a more robust justification that directly addresses how reporting these
nonexistent gains and Josses in OCI and eamnings provides more transparent financial statements,
and achieves the appropriate cost-benefit conclusion.

Delta Hedgin
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ISDA International Swaps and Derivatives Association, Inc.

Paragraphs 13 through 15 of the Exposure Draft describe the conditions for when an entity can
dedesignate a qualifying cash flow or fair value hedging relationship and prohibit companies
from terminating a hedge simply by removing the designation. As noted in our comment on
dedesignation above, many common hedging strategies used in practice employ hedge
dedesigation that would be inconsistent with paragraph 13 of the Exposure Draft, possibly
including delta neutral hedging strategies. However, the example of a delta neutral hedging
strategy illustrated in paragraphs 86 and 87 of SFAS 133 has not been revised in a manner
consistent with paragraph 13 of the Exposure Draft and thus leads us to question the application
of the Exposure Draft’s dedesignation provisions to delta neutral hedging strategies.

In a typical delta neutral hedging strategy, the quantity or notional of derivatives over the life of
the hedge is changed as the hedged item’s delta changes. Since some practitioners currently
view a change in the quantity or notional of the derivatives used in a delta neutral hedge strategy
as the termination of the existing hedging relationship, we are unclear how such a strategy would
be permitted in light of the ammendments proposed in paragraphs 13 and 15 of the Exposure Draft.
Specifically, it is unclear whether the addition or removal of derivatives to maintain a delta
neutral hedge ratio would be treated as a termination of the hedge relationship under the
Exposure Draft. As such, we strongly encourage the FASB to clarify whether a delta neutral
hedging strategy would continue to be permitted under the proposed amendments and, if so, to
illustrate how such a strategy would be implemented in a manner that meets the conditions of
paragraphs 13 and 15 of the Exposure Draft by amending paragraphs 86 and 87 of SFAS 133.

Clarification of When Own Debt Qualifies for a Benchmark Interest Rate Hedpe

Paragraph 17 of the Exposure Draft permits a company to designate its own issued debt in a
hedge of a benchmark interest rate if the hedge begins at the inception of the debt or within a
reasonably short period of time after recoguition of the debt. ISDA believes that if the Board
goes forward and issues the Exposure Draft as final, this provision should be included as part of
the amendments to paragraphs 21g and 291 and recommends that the following modifications be
made to SFAS 133 (text inserted is underlined).

21g. If the hedged item is the recognized liability for an entity’s own issued debt or other
borrowing, including debt assumed in a business combination, the designated risk being
hedged is:

(1) The risk of changes in the overall fair value of the entire hedged item,

(2) The risk of changes in its fair value attributable to changes in the designated

benchmark interest rate (referred to as interest rate risk), (3) The risk of changes

in its fair value attributable to foreign exchange risk, or

(4) The risk of changes in its fair value attributable to both interest rate risk

and foreign exchange risk.

Designating only interest rate risk, or only a combination of interest rate risk and foreign
exchange risk as the hedged risk is permitted only at inception of the debt, or within a
reasonably short period of time after recognition of the debt. (For debt assumed in a
business combination, inception of the debt would be the acquisition date.)
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Appendix B: Illustration of Common Hedges under the Proposed Overall Change in Fair Value Approach

The following examples highlight the application of the FASB’s proposed overall changes in fair value approach to two fair value
hedge accounting relationships involving a company’s own debt. The effectiveness conclusions are equally applicable to overall cash
flow hedges using interest rate swaps.

Example # 1: Fair Value Hedge of Fixed-Rate High Credit Quality Debt (with Stable Credit Spreatls)

iBackground

spreads.

This example illustrates the results of a hedge of the overall changes in fair valus of $100 miliion, 10-year fixed-rate debt for 30 months (based on actual market data} using
a LIBOR-based interest rate swap as the hedging instrument.

This examples illustrates the consequences of eliminating bifurcation-by-risk for late hedges, forecasted debt issuances, and hedges of financial assets. In this example,
ISDA applied the FASB's overall change in fair value approach to a fair value hadge of fixed-rate debt Issued by a borrawer of high credit quality with refatively gtable credit

Vaiuation of the hedged item was performed using publicly avaitable credit default swap data for the issuer.

Key Terms Swap Debt
Noticnal/Principal 100,000,000 100,000,000
Start Date 12/31/2008 12/31/2005
Maturity Date 1213112015 12/31/2015
Fixed Rate 4.91% 5.26%
Initial Credit Spread N/A, 0.35%

issusr's Credit Ratings
Moody's Aa2
S&P Al
Fitch Aa-
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Summary of Results - Exampla 81
T
Ghangein. § Rebi¥alve (Baged |AddtAdivst. to Debi] Full Fair Valve of Change in FY | Reller Offsat %o  Changein Amount of Berigdic
{Measwremen(Dats| (U8 | | bsl D.Gredh Soreads | soreads)SUS) | Swap(SUS) | Raleo(SUS) | caieal | DeDLOBYS) | (SUST | Offgetd
12[1605 - 35 — {100,060,006) — (100,000,000} povend i — hrrer = fiad
21086 {718,395) 38 199,332,072 188,384 {55.143,888) {718,398} 667,526 -106% 356,112 {132.717) 3%
2420405 {1,020,548) 32 18) {99,031, 602} (252,149} (98,263, T80) 202,1563) 300,471 -101% {139,062 442,013 | %
3106 (3 391,304) EX [t {96 736,774) (303,847} (97,040,691} (2,370,758 2,294,628 105% 2,243,179 127 826 %
4130606 (4,638,322) 3d {2} {95,417 2,5%5) (418,370 {95,859, 255} {1.248,018) 1,253 878 -99%. 1,351,356 26862 08%,
5131708 (5,398,174) 29 {1 194 723 866) (443 953) (85,167.819) (768,851} 749,028 101% 721,446 37 408 —i05%
5/30705 (5,698,920) 29 - (94,486 511} (438,715) 04,905,226} — (300,747) 257,354 ~117%| 262,593 38,164 -115%
713105 (4,328,318) 28 {1} (95,803,775 (531,068} 95,334,843) 1,370,602 {1,337,264] -102% {1,429617) 59,015 -96%
B31/06 (2,519,522) 25 {3) (97 628,149 (751,783} (96,379,932 1 808, T96 {1,824,375} -59%|  {2,045089% 236,253 B8
G130/06 {1,620,385) 24 {1X {98,486 203) 808,425} {99,274 827} 889,137 {838,053} -197%. (B94.£95) {4 442) -100%
10/34106 (1,320,181} 23 (5H (98,752,512) 876,648) (99.629,160) 300,204 {286,309) -106% (354,533) 54,329 -85%
1130/66 68,142 24 i {100,152 098 812,378} {100,964 475) 1,386,323 (1,399,586) -59% 1,335315) {53,008} -104%
12133106 {1,595 266) 5 1 (99,491,63 721,042} [99.212,673) (1,663,408) 1,660,466 -100% 751,80, {88,394 -95%
3107 {3,023,343) 25 m (97,075,862 (737,555) (F7.513.417) {1,428,077) 1,415,769 -101% 399,256 28,821 —102%
FIE (922 148) 28 3 39,142,462) (526,481} {99,668 944) 2,101,197 (2,006,600} 102 {1,855.527) (245,670)
331/07 (3,377,571} 29 1 58 709,468) 455,436} (95,164,505) (455 426} 432,954 -105% 504,038 48,813
4130107 (1,274,539} 24 5 (98,787 5671} 785,916} (69.583,477) 103,032 {58,093) -117% {418,571) 216,559
53107 {3,346,385) 24 1 (96 783 124} 719,574} (97.502,698) (2,071,647} 2,014,437 A03% 2080779 {6,832}
30107 (4,626,388) 29 3] {95 494 53%) {399,353 {85,883,891} (1,280,001} 1,288,385 -99% 1,618,807 {338 8051
7131707 (3,276,014} 55 26 (96 825 161) 1,281,77 (85,543,398} 1,350,374 (1,330,622} -101% 340,503 {1,690.87 )i
83107 {1,471,938) 47 [B) (98 613 912) 789,337 {97,844 575) 1,804,078 (1,788,751) -101%{ (2,301,188 497,110
Sren? (+,177,222) 38 {9} (98,903,636) 203,449 {96,700,128)| 294 714 (289,724) -102%]1 (865612) 580,898
10f34H07 (552,044) 43 4 {99 566, 816) 463,117 (99,103,79¢) 526,178 (663,279) -94% (403.611) {221,567}
1143007 3,168,168 £3 13 {103,192 351) 1,203 944 {107,988 407) 2 720,214 (3.825 436) -103% (2,884 609) {835 605}
130T 2,842,718 58 4 {102,832 561) 1,474,240 {101,358 321) {325,452) 359,750 -90% 630,087 {304 838)
131108 £,085,438 71 13 (106 327,776 2,408,533 (103,522,242) 3243721 {3495 214 93%|  (2,5639317 (679,800,
/2308 £663,95 95 25 {196,778 £58) 4,098 589 {102 680,069) 597,512 {450 861) -133% 1,242,173 {1,839,685
3131108 7 581516 100 4 {107 531,920) 43721 {103,155,812) 897,965 {753, 264) -119% (479,750} {417,814
A0 5,161,815 70 {30) {105,110,804) 2.21C.035 {102,840,76%) (2,419 698) 2424118 -100% 218,050 2,160,848
5/31/08 2675146 78 8 {102 685,384) 2684 505 {100,000,798) (2,486 872) 2,425 421 -103% 2839970 {353 298
87300 2 749,563 108 28 {102 753 886) 4,353,576 {96,400,319) 74,41 (58,503) -105% 1,600,489 (1,674,907}
—— 2L — 14308.250)
Net inaffacliveress: 4,323)
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Example #1 Regression Results Indicative of Reasonably
{Overall Changes in Fair Vaius} Effective/Passed?
R-Squared 0.794 Yes
Slope (0.945) Yes
F-Stat 108 Yes

Exampie #1 Regression Resulfs

Indicative of Reasonably

(Changes in LIBOR) Effective/Passed?
R-Squared 0.998 Yes
Slops {1.004) Yes
F-Stat 14,716 Yes

Example # 1 Conclusions:

This exampie illusirates the consequences of eliminating bifurcation-by-risk.

must be negatively correlated.

and adding to the complexity required for quantitative assessments.

Regression statistics and dollar offset results are very strong for hedges of the benchmark interest rate anly. The regression statistics and doliar offset results for when the
hedged risk is designated as overall changes in fair value are much worse than for a hedge of benchmark interest rate risk only. The cumulative income statement impact is
a gain of $4.3 milfion under an everall changes in fair value appreach compared to a loss of oniy $0.004 million for a hedge of interest rate risk only.
Further, cells highlighted above indicate periods when changes in fair value of swap and debt are pesitively correlated in the overall fair value designation. Effective hedges
Based on a "reasonably effective” standard, this hedging relationship would likely qualify for hedge accounting using regression, although the last 12 months show significant

deterioration in the effectiveness of the hedging relationship for overall changes in fair value due to volatility in the issuer's credit spread.

Doliar offset percentage for overall changes in fair value would fail even a "reasonably effective” standard in some periods, thereby requiring preparers to use regression,
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Example #2: Fair Value Hedge of Fixed-Rate Lower Credit Quality Debt (with Unstable Credit Spreads)

Background

This example ilustrates the results of
based interest rate swap as the hedging instrument.

the overall changes in fair value of $100 million, 10-year, fixed-rate debt for 30 months {based on actual market data) using a LIBOR-

This exampie illustrates the consequences of eliminating bifurcation-by-rigk for late hedges, forecasted debt Issuances, and hedges of financial assets. In this example,
ISDA applied the FASB's overall change in fair value approach to a fair value hedge of fixed-rate debf issued by a berrower with a lower investment grade credit rating with
relatively unstable credit spreads.

Valuation of the hedged item was performed using publicly available credit default swap data for the issuer.

Koy Tarms Swap Debt

Nofional/Principat 106,000,000 100,000,000
Start Date 12/31/2005 12/31/2005
Maturity Date 121312015 1273112015
Fixed Rate 4.91% 5.73%
Initial Credit Spread NIA 0.82%

Issuer's Credit Ratings

Moody's Baal
S&P BBB
Fitch BBB-~
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ts - Example #2
Feriodic Dollar
Change in | DeblVale {Based |Add1Adjust. to Dett| Full Fair Value of Change in FV | Dollar Offset %| Change in Amount of Pernodic
Swap Claan Price| Credit Spread | Credil Spread on Changes in Value for Changas Debt (rates + Change in FV of | of Debidue to | {changes in Totas FV of Ineffectvenass Dolar
Measurement Date {$1US} (bps) _(ops) Rates) in Credil Spreads | spreads) ($US} Swap ($US) Rates ($US] ratas} Dabt ($US) (SUS) Otfsel %
12131705 - B2 — (100,600,000) 100,000,060} — . s hnad d el
173106 (718.395) 7 {5} {99,396,363) 369,534 {99,767 £48) (718,395} 801,647 “119% 232, 486 283 -210%
2/28/06 (1,020,548 67 {10}, {99.101,976) {1,100,921) (100,202 8%8) (302,153} 298377 ~102%) [435010) 737,163 Lnttueey|
331706 (3,391,304) 71 4 [96,855,636) [779,648) (97 635 284} {2,370, 756) £.246340 +106% 2,567 814 {196,858) Q2%
4730706 (4,638 327) 63 (8)] {95,615,083) {1,325,380) 196,940,473) (1,248,013) 4240573 01 % 594 861 553,15 A80%
513111 5,.398,174) 66 {54,680,548) (1074612) {95,955 160) (758,851) 734 515 -103% 985,263 (226,412) IT%|
6130108 {5,698 920} 72 {94,628,888) {848,350) (95 317.238) (300,747} 251 660 120% §37.923 (331.178) ~47%
7R06 {4,028,318) & {4 {95,936 938) {957 381) {96,854 289) 1,370,602 (1,308,050} -105% (1,677,081} 206,449 -B7%
8/31/06 12,519,522} & {3) (97,727 652} (1,148,149 {98,873 801} 1,808,756 (1,790,714} -101% (1,979,512} 70,716 91%)
9r30/06 {1.62G,385) 68 2 {98,543,661) {1,010,524) {99,854 184) 99,137 {816,008)/ -110% {680,384) {218,753} -132%
10434406 {1,320, 181} 62 (5) (95,623,713) {1,392.234) {180,218 947) 300,204 {280,053} -107% {661.762) 361,569 -45%
11/38/06 68142 53 1 (100,187 910) {1,368717} {1C1,566,627) 1,388,323 (1,374,197} -101% {1,350.630) 137,643 -103%
1213406 {1,599,266) &9 7 (88 568 011} {872,399} {98,440, 408) {1,653 408} 1,629,839 -102% 2,126,218 {462,819) -78%
13107 (3,023,343} % 7 {97 179.618) {411,283) {97,590,902) {1,428.077) 1,388,393 -103% 1,849,508 {421,431} ~77%
22807 922,146} 71 (5] (99,203,333) (745 179) (99,848,512) 2401197 (2,023 715) ~104%[ (2 357 616) 256,413
¥31/07 (137751 a8 1% (98,778 833) 245,304 (96,632.529) {45542 424,499 -107% 1415982 (560,55
4130707 {1,274 538} 82 {4) {98 863 863) - {58,663 863) 103,632 (85,029} -121% {331,333) 228,301
5131707 (3,345,388} 84 2 {98,990 583) 127.920 186,782,663 {2.071,847); 1,973 279 -106% 2,101,148 {29,352}
830/07 4 628 368 88 4 {95,622,393) I75,246 (98,247, 147) (1,280,001] 1,268,180 0% 1,515518 {235,515}
73407 {3.2765,014) 87 72 (96,927 732) 206482 (81,722,250 950 374 {1,305,339) -103% 3,524 897 {4,875 27 1|3
Br3107 (1,471,936} 213 45 6425 173) 7,985 510 (90,698 662) 804,078 (1,757,440} -103% 1,023 688 {2,827.666)
3130107 {1.177,222) 253 40 {8h 966 187) 253 091 (86,713.097) 294714 (281,015) -1056% 585 565 {2,280 280}
10731507 {552,044} 268 15 (99,616,980) 086,319 (85,530,871 625,178 (650,802) 965% 162 426 (807 604}
11130/07 3,168,169 3 44 {103,176,504) ,830,732 {89,245773) 3,720.214 (3,589,518) -105% (715,102} {3,005 112)
12131407 2842718 28 {31 (102,823177) 12,119,184 (80,704,021 {325,452} 353,327 -82% {1,468 2511 1,783,703
1731108 8,006,439 32 82 (106,256,901) 17,167,250 189,089,650) 324372 (3,433 723) -94% 151437 {4,858,004)
2/29/08 £,683 95 133 379 {106,698,003) 35,026 229 {71,669,773 557 512 (439,102)] +136%: 17.419.877 {18,017, 388)
331105 7,581,518 754 21 {107,435,083) 35,334,080 {71,501 903); 397 585 {739,081} -121% 188,770 (1,068,335),
4730/08 5,161,818 365 {389) {105,058,620] 16,590,528 (B8,367 692) (2,419,688] 2,376,463 -102%| {16,865,689) 19,286,387
5131108 2,675,148 326 {35}1 {102,677,527) 14,072,241 {68,605,286) (2,485 872) 2,361,093 -104% (237,594 2,724,965 |
630108 2,748 863 810 284 {102,744 542) 27,389,822 (75.355.02}_@ 74418 ({67,315) -111% 13,248,268 {13,323 684
2749 583 (2.744.842) -100% (27,393 843)
Net neffsctivanasy: 4722

30



Example #2 Regression Resuits Indicative of Reasonably Example #2 Regression Results Indicative of Reasonably
{Overall Changes in Fair Value) Effective/Passed? - (Changes in LIBOR) Effective/Passed?
R-Squared 0.012 No R-Squared 0.998 Yes
Slope 0.033 No Slope {1.023) Yes
F-Stat 0.332 No E.Stat 13,410 Yos

Example # 2 Conclusions:

Regression stalistics and dollar offset results are very strong for hedges of the benchmark interest rate only. However, the regression statistics and dollar offset resuits for
when the hedged risk is designated as overall changes in fair value show little to no negative correlation (there is actually positive correlation in many cases). The results of
hedging the overall changes in fair value do not resemble the results that would occur in a hedge of the benchmark interest rate risk only.

Cells highlighted above indicate periods when changes in fair value of swap and debt are pasiively correlatec in the overall fair value designation. Effective hedges must
be negatively correlated. ‘

For hedges of overalt changes in fair value, this hedge would not qualify for hedge accounting under any reasonable interpretation of "reasonably effective." While this
issuer's debt is rated investmen{ grade, the instability of its credit spread over the period of this hedge is the primary driver of the fallure to be reasonably effective.
Therefore, ISDA generally believes that regardless of their credit rating (including investment grade borrowers), companies with unstable cradit spreads wilf find it difficuit
for their debt hedges to achieve the "reasonably effective” criterion.

Income statement volatility is significant {gains of about $27.4 nﬁillion during the period). Most of that volatitity occurs during the last 12 months of the hedge relationship
and is due to more significant changes in the issuer's credit spread.
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Appendix C: Common Hedges of Foreign Currency Denominated, Intercompany
Transactions

Background:

The examples below illustrate several common foreign currency denominated, intercompany
transactions that companies hedge and designated in SFAS 133 hedge accounting relationships,
most, if not all, would be ineligible for hedge accounting pursuant to the proposed amendment to
paragraph 40 of SFAS 133. For certain of these examples, we have included comparable third
party transactions that would be eligible for hedge accounting pursuant to the Exposure Draft to
highlight the merits of permitting hedge accounting for both sets of transactions.

Hedge Strategy

Example #1(a): Foreign Currency Denominated Intercompany Royalties (based on external sales)

U.S. functional currency parent has various international operating subsidiaries whose functional currencies are the same
as their local currencies. The parent licenses its own intellectual property to its subsidiaries for their use of that
intellectual property in the production of goods/services ultimately sold to third parties. The parent invoices its
subsidiaries on a quarterly basis for royalties due for their nse of the intellectual property based on actuai third-party sales
recorded during the period. The intercompany invoices are denominated in the same currency as the subsidiaries’
local/fimctional currencies. The parent designates the variability of functional currency equivalent cash flows atiributed
to changes in foreign currency exchange rates between the U.S. Dollar and the currency in which the intercompany
royalties are invoiced as a cash flow hedge under SFAS 133,

Under the Exposure Draft the parent company would not be permitted to apply hedge accounting to its forecasted
intercompany royalty revenues at the consolidated level; also the subsidiaries could not hedge the forecasted
intercompany royalties (even if denominated in a foreign cutrency), as the forecasted intercompany royalties would be
eliminated in consolidation and do not affect earnings.

Example 1{b): Foreign Currency Denominated Intercompany Royalties (based on fixed amount per year)

U.S. functional currency parent has various international operating subsidiaries whose functional currencies are the same
as their local currencies. The parent licenses its own intellectual property to its subsidiaries for their vse of that
inteliectual property in the production of goods/services ultimately sold to third parties. The parent invoices its
subsidiaries on a quarterly basis for a royalties based on a fixed amount per year (amount is established at the beginning
of each fiscal year) for their use of the intellectual property. The intercompany invoices are denominated in the same
currency as the subsidiaries’ local/functional currencies. The parent designates the variability of functional currency
equivalent cash flows attributed to changes in foreign currency exchange rates between the U.S. Dollar and the currency
in which the intercompany royalties are invoiced as a cash flow hedge under SFAS 133.

Under the Exposure Draft the parent company would not be permitted to apply hedge accounting to its forecasted
intercompany royalty revenues at the consolidated level; also the subsidiaries could not hedge the forecasted
intercompany royalties (even if denominated in a foreign currency) as the forecasted intercompany royalties would be
eliminated in conselidation and do not affect eamnings.

Example #2; Intercompany Sales of Inventory

0.8 functional currency parent sells raw materials (denominated in U.S. Dollars) to a Eure functional currency
manufacturing subsidiary in located in Europe. Manufacturing subsidiary produces products and sells products to the
parent company's sales subsidiaries throughout Europe and globally in the sales subsidiaries' local currencies. Sales subs
sell to third party customers. European manufacturing subsidiary hedges the USD cost of the purchase of raw materials
from the parent as well as its foreign currency denominated sales.

Under the Exposure Draft the manufacturing subsidiary would not be permitted to apply hedge accounting to its
forecasted intercompany purchases from its parent as the transactions would be eliminated in consolidation and do not
affect earnings. However, the foreign sales subsidiaries would be permitted to hedge third-party sales to the extent

32



denominated in foreign currencies, which could provide the same economic resuit in the consolidated financial
statements as the a hedge entered into by manufacturing subsidiary (assuming the same currencies (U.S. Dollar and Euro)
are involved).

Other variations of the fact pattern above that are commeon inchide:

Hedge of forecasted intercompany foreign currency denominated sales (functional currency denominated
expenses, foreign currency sales)

e U8, functiona] currency parent markets and sells products (in U.S. Dollars) that are manufactured by several
consolidated manufacturing subsidiaries domiciled in various international locations. The manufacturing
subsidiaries, whose functional currencies are the same as their Jocal currencies, sell their products to the parent
company’s sales subsidiaries located in various countries and bill these intercompany sales in the sales
subsidiaries’ local currencies (using spot exchange rates). The manufacturing subsidiaries designate their
forecasted, intercompany foreign currency denominated sales in cash flow hedges under SFAS 133.

Under the Exposure Draft the manufacturing subsidiaries would not be pennitted to apply hedge accounting to
their forecasted, intercompany sales to the parent’s sales subsidiarics, as the transactions would be eliminated in
consolidation and do not affect earnings. However, the foreign sales subsidiaries would be permitted to hedge
third-party sales to the extent dencininated in foreign currencies, which could provide the same economic result
in the consolidate financial statements as the a hedge entered into by manufacturing subsidiary (assuming the
same currencies are involved).

Hedge of forecasted intercompany foreign currency denominated sales (functional crarency denominated
expenses, foreign currency sales)

s  European-based, U.S. functional currency manufacturing subsidiary of a U.S. parent company manufactures
products for the parent’s third-party customers located in various international locations. The components and
costs to produce end products seld to customers are predominantly based in .5, Dollars. The customers
manage their inventory on a just-in-time basis and place sales orders through the parent’s sales subsidiaries.
Each sales subsidiary’s functional currency is the same as its local currency, and sales to third party customers
are denominated in the respective subsidiary’s functional currency {using spot exchange rates), The
manufacturing subsidiary sells completed products to the sales subsidiaries in their focal currencies and thus the
manufacturing subsidiary designates the intercompany foreign currency denominated sales in cash flow hedges
under SFAS 133,

Under the Exposure Draft the manufacturing subsidiary would not be permitted to apply hedge accounting to
their forecasted, intercompany sales to the sales subsidiaries, as the transactions would be eliminated in
consolidation and do not affect eamings. Unless the sales subsidiaries had foreign currency sales, none of these
transactions would qualify for hedge accounting under the Exposure Draft.

Hedge of forecasted intercompany foreign currency denominated sales (foreign currency denominated cost of
goods sold, foreign currency sales)

e U.S, functional currency entity has U.S. functional currency regional sales offices in Europe, Asia, and Latin
America (generally low-tax jurisdictions within these regions). The sales offices purchase products from
manufacturing subsidiaries within the consolidated group or external suppliers (which ever provides the lowest
transfer price} in the supplier’s local currency. The regional sales offices then sell these products to sales
subsidiaries in their local currency for ultimate sales to external third parties (in local currency). The regional
sales office designates the intercompany foreign currency denominated sales to the sales subsidiaries in cash
flow hedges under SFAS 133,

Under the Exposure Draft only foreign currency sales directly from the sale office to the third party customers or

the regional sales offices’ foreign curency purchases from the third party suppliers would qualify for hedge
accounting.
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Example #3(z): In-house Shared Services Arrangements

U.S. functional currency technical services parent company has “resource centers” in Eastern Europe, India, and Mexico.
The U.S. functional currency parent company provides consulting services to customers giobally and bills its customers
in U.8. Dellars. The company uses its resowrce centers to staff the jobs {perhaps a resource center is used because of
capacity or perhaps because it has a certain specialization)., The resource centers bill the 1).S. parent in their local
currencies for the resources “sold” for ultimate services provided to external customers. The parent hedges its forecasted
local currency expenses associated with the services provided by the service centers.

The parent’s forecasted purchases of foreign currency denominated technology services provided by its foreign
subsidiaries would not qualify for hedge accounting under the Exposure Draft, as the forecasted intercompany costs
would be eliminated in consolidation and do not affect earnings. However, example 3(b} below, which illustrates the
same exact transaction economically, can qualify for hedge accounting under the Exposure Draft.

Example #3(b): Outsourcing Arrangements

U.S. functiona] currency services company outsources its information technology function to third party service providers
located in Eastern Europe, india, and Singapore. The services company purchases the information technology consulting
services in the Jocal currencies of the third party service providers. The parent hedges its forecasted foreign currency
information technology-related expenses associated with the services provided by the third party service providers.

In contrast to Example 3(a) above, the parent’s forecasted purchases of foreign currency denominated technology
services provided by third parties in intemational Jocations would qualify for hedge accounting under the Exposure Draft.

Conclusion:

¢ Based on the increasing globalization of commerce and insourcing as well as outsourcing
to lower cost locations, the foreign currency risks arising from these transactions have
also increased in these past eight years, including those described immediately above.

e The ability to hedge and apply hedge accounting is a fundamental input to resource
allocation decisions for multinational companies.

e Our examples above highlight that a hedge of either an intercompany foreign currency
transaction or an external foreign currency transaction impacts net profit margins in
substantially the same manner, and thus should not be ineligible for hedge accounting

- under the Exposure Draft.
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