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Both IFRS and Canadian GAAP are principle based frameworks, and from a conceptual
standpoint, many of the general principles are the same. However, the application of those
general principles in IFRS can be significantly different from Canadian GAAP. Therefore,

to understand the magnitude of the differences between IFRS and Canadian GAAP, it is
essential to look beyond the general principles and look at the detailed guidance provided
in the standards. This is our sixteenth issue in a series of publications, which will provide
detailed information on the key differences between IFRS and Canadian GAAP.

In this issue, hedge accounting will be presented with focus on:
* Effectiveness Testing;

* Eligibility of Hedge Accounting;

* Measurement and Presentation;

* [FRST first time adoption and transition issues; and

+ The Future.

The differences presented will focus on differences between the Canadian GAAP Handbook
Section 3865, and in IFRSs it is addressed in IAS 39. This publication will not address IFRIC
16, Hedges of a Net Investment in Foreign Operation, which deals with some specific issues
related to hedges of net investment in foreign operations.

Be advised that this publication is a guide to some of the significant differences between
Canadian GAAP and IFRS and is not meant to be a comprehensive manual. Please contact a
BDO representative for specific details and information.

Background

Under both Section 3865 and IAS 39 hedge accounting is optional and is permitted only
when strict documentation and effectiveness testing requirements are met and three hedge
accounting models exist:

* Cash Flow - changes in value of future cash flows;
* Fair Value - changes in value of an asset or liability; and
* Net Investment — changes in the net investment in a foreign operation.

In order to use hedge accounting under both Canadian GAAP and IFRS, an entity must have
formal documentation at the date at which an entity begins using hedge accounting. This
documentation must detail all the following:

* |dentification of the hedging instrument;

* Identification of the hedged item or transaction;
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* Nature of the risk being hedged;

* Risk management objective and strategy for undertaking the
hedge; and

* How effectiveness will be measured.

In addition to having formal documentation, in order to use hedge accounting an entity must assess the probability of the forecasted
transaction, the effectiveness of the hedge at inception and perform ongoing effectiveness testing.

Hedge accounting must be discontinued when the hedge criteria are no longer met, when the hedging instrument expires, is sold terminated
or exercised when the forecasted transaction is no longer expected to occur or when the hedge designation is revoked.

While Section 3865 and IAS 39 have some similarities, there are some key differences that are noted in the chart below. By far, the biggest
difference is that IAS 39 does not allow the use of the short cut method.

CANADIAN GAAP

Effectiveness Testing

When the critical terms of a hedging relationship match, then
Canadian GAAP allows for an entity to use the short cut method.
The short cut method assumes no ineffectiveness and therefore, no
documentation or effectiveness testing is required.

Canadian GAAP requires effectiveness testing to be done quarterly.

Canadian GAAP lacks guidance for effectiveness testing. As a form
of practice, entities typically refer to US GAAP — DIG Issue G20 for
guidance.

While there are detailed criteria outlined in Section 3865 on hedge
effectiveness including criteria (a) described in IFRSs, a range of
actual results is not provided unlike IFRSs.

For a cash flow hedge with a purchased option, DIG Issue G20
allows for the time value of money to be ignored in effectiveness
testing and instead, focuses on the intrinsic value. If all the critical
terms match, then the entire change in fair value is recognized in
Other Comprehensive Income.

For a cash flow hedge with a swap, DIG Issue G20 allows for use of
the variable cash flow method. This involves comparing the floating
rate cash flows of the hedged item and the hedging item.

While IAS 39 does have the concept of critical terms match, the
application differs from Canadian GAAP. Whereas Canadian GAAP
assumes no ineffectiveness, IFRS assumes the hedge relationship
is highly effective. Therefore, such a relationship would meet the
criteria for hedge accounting but there would be a requirement for
ongoing effectiveness testing.

Under IFRS, effectiveness testing is required at each reporting date.
Therefore, there is a reduction for effectiveness testing for entities
that do not report quarterly.

IAS 39 provides specific guidance on effectiveness testing in the
standard itself and the implementation guidance.

Under Paragraph 105B of Appendix A: Application Guidance of IAS
39, criteria for hedge effectiveness include:

AG105 - A hedge is regarded as highly effective only if both of the
following conditions are met:

(a) At the inception of the hedge and in subsequent periods, the
hedge is expected to be highly effective in offsetting changes in
fair value or cash flows for the hedged risk during the period for
which the hedge is designated; and

(b) The actual results of the hedge are within a range of 80-125 per
cent of the original assessed effectiveness.

For a cash flow hedge with a purchase option, IAS 39.74(a)
provides a choice of either excluding time value of money from the
hedge designation, with changes in fair value related time value
recognized in income; or including time value of money in the
hedge designation, with changes in fair value recognized in Other
Comprehensive Income to the extent that the hedge is effective.

The latter option will usually lead to the determination that the
hedge is not highly effective and therefore hedge accounting will
not be permitted.

In the implementation guidance to IAS 39, the use of the
variable cash flows method is prohibited. This will impact the
documentation related to hedge effectiveness.
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Eligibility of Hedge Accounting

Canadian GAAP allows for a component of interest rates to be
designated as the hedged risk, however, it is more restrictive
than IFRSs in defining the component of interest rates that can
be hedged. In practice, there may be fewer instances when a
component of interest rates are hedged under existing Canadian
GAAP because of this stricter definition.

Unlike IFRS, Canadian GAAP specifically disallows the risk-free

rate component of the prime interest rate to be designated as the
hedged risk. It does not consider whether there is a reasonable
economic relationship between the risk-free rate component being
hedged and the overall prime interest rate. This restriction does not
exist under IFRS.

Canadian GAAP allows the fair value of a held-to-maturity financial
asset to be hedged.

Under Canadian GAAP, a derivative and a non-derivative cannot be
combined and designated as a single hedging instrument.

Under Canadian GAAP, internal hedging arrangements qualify for
hedge accounting treatment for financial reporting purposes when
some specific conditions are met.

Unlike IFRS, there are no restrictions on the amount of the cash
flows that are hedged.

Under Canadian GAAP fair value hedges are limited to recognized
assets or liabilities; therefore, fair value hedges are not permitted if
the portfolio does not consist of a set group of assets or liabilities.
For entity’s that have a fluid composition of financial assets and
liabilities, a fair value hedge would not be permitted; rather a cash
flow hedge would be used to hedge the forecasted interest receipts
or payments.

Under Paragraph 7c of Section 3865, an anticipated transaction
may be a hedged item. An anticipated transaction is defined as
any transaction expected to occur in the future that has not yet
given rise to a recognized asset or liability. A hedging relationship
involving an anticipated transaction may satisfy the conditions
for hedge accounting only when it is probable that the anticipated
transaction will occur at the time and in the amount expected,

so that the relationship may be specifically identified and its
effectiveness measured and assessed. However, an anticipated
transaction cannot be a hedging item.

Under IFRS, a component of interest rates may be designated as the
hedged risk for a financial asset or liability, provided that there is a
reasonable economic relationship between the component being
hedged and the variable rate on which the cash flows are based. This
includes the risk-free rate component of the prime interest rate.
This is less restrictive than the definition of a component of interest
rate that can be hedged under Canadian GAAP.

IFRS disallows the fair value of a held-to-maturity financial asset to
be hedged.

Unlike Canadian GAAP, IFRS allows non-derivatives and derivatives
to be aggregated as the hedging instrument for foreign currency
risk.

Unlike Canadian GAAP, internal hedging arrangements do not
qualify for hedge accounting. Only instruments that involve an
external party to the reporting entity can be designated as hedging
instruments.

Under [FRS, the portion of the cash flows of a financial asset or
financial liability that is designated as the hedged item must be less
than the total cash flows of the asset or liability.

IFRS allows a portfolio hedge of interest rate risk; rather than on
individual assets and liabilities within a portfolio. In a fair value
hedge of the interest rate exposure of a portfolio of financial assets
or financial liabilities, the hedged amount could be in terms of the
amount of currency, rather than as individual assets or liabilities.

Any gain or loss attributable to the hedged item may be presented
either:

(a) In a single separate line item within assets, for those repricing
time periods for which the hedged item is an asset; or

(b) In a single separate line item within liabilities, for those repricing
time periods for which the hedged item is a liability.

The separate line items referred to in (a) and (b) above shall be
presented next to financial assets or financial liabilities. Amounts
included in these line items shall be removed from the balance
sheet when the assets or liabilities to which they relate are
derecognized.

Unlike Canadian GAAP, IAS 39 Paragraph 78, a forecasted
transaction can be hedged if it has a high probability of occurring.
Therefore, the threshold for allowing a forecasted transaction to be
hedged is much higher under IFRS than under Canadian GAAP.
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An unrecognized firm commitment can be hedged with certain
conditions. In order too qualify as a firm commitment, a significant
disincentive for non-performance must exist and the transaction
must be with an unrelated party.

A hedging relationship established for a period less than the term
to maturity of either the hedged item or the hedging item (partial-
term hedge) qualifies for hedge accounting, provided the term

of the relationship is designated on inception and all of the other
conditions for hedge accounting are satisfied.

A derivative instrument, whether freestanding or embedded,

can be the hedged item only when it is a put option, call option,
interest rate cap or interest rate floor embedded in an existing

asset or liability that is not an embedded derivative accounted for
separately in accordance with Section 3855 - Financial Instruments,
Recognition and Measurement.

Under 3865.25, there are more items under Canadian GAAP that
are ineligible for hedge accounting than under IFRS. These include:

* Non-controlling interests in a subsidiary;
* Financial instruments classified by the issuer as equity;
* Capital transactions of the issuer; and

* Accrued benefit liability or asset for employee future benefits.

Under Paragraph 23 of Section 3865, a held-to-maturity
investment may be designated as a hedging item only of foreign
currency risk exposures. Also, under Paragraph 24 of Section 3865,
a held-to-maturity investment may be designated as a hedged item
only with respect to exposure to foreign currency risk, credit risk or
prepayment risk.

Measurement and Presentation

When hedge accounting is ceased, the treatment of the cumulative
gain or loss recognized in equity depends on whether the hedged
transaction is still expected to occur, provided that the entire
forecasted transaction is probable of occurring within two months
of the original time frame, the entire cumulative gain or loss
remains in other comprehensive income and is not recognized

in profit or loss until such time as the forecast transaction

impacts profit or loss; otherwise, the entire amount is recognized
immediately in profit or loss.

IFRS 1 first time adoption and transition issues:

Any unrecognized firm commitment can be hedged. There are no
conditions for disincentive under IFRS.

A hedging relationship may not be designated for only a portion
of the time period during which a hedging instrument remains
outstanding.

Under IFRS, there is no similar restriction on an embedded
derivative being the hedging item. In paragraph AG 94, a written
option does not qualify as a hedging instrument unless it is
designated as an offset to a purchased option, including one that is
embedded in another financial instrument (for example, a written
call option used to hedge a callable liability). This is because a
written option is not effective in reducing the profit or loss exposure
of a hedged item.

These restrictions do not exist under IFRS.

Under both Canadian GAAP and IFRS, hedge accounting does
not apply to investments accounted for by the equity method or
anticipated business combinations.

Under Paragraph AG95 of Appendix A: Application Guidance to IAS
39, a held-to-maturity investment may be designated as a hedging
item only if foreign currency risk exposures are carried at amortized
cost.

When hedge accounting is ceased, the treatment of the cumulative
gain or loss recognized in equity depends on whether the hedged
transaction is still expected to occur. If the transaction is no longer
highly probable of occurring, then the amount recognized in equity
is recognized immediately in profit or loss for that portion of the
hedged transaction that is not probable of occurring; otherwise, the
amount recognized in equity is not recognized in profit or loss until
such time as the forecast transaction impacts profit or loss.

* An entity shall not reflect in its opening IFRS statement of financial position a hedging relationship of a type that does not qualify for

hedge accounting under IAS 39; and

* If, before the date of transition to IFRSs, an entity had designated a transaction as a hedge but the hedge does not meet the conditions for
hedge accounting in IAS 39, the entity shall apply paragraphs 91 and 101 of IAS 39 to discontinue hedge accounting.

This will be a common occurrence for those entities that are using the short-cut method for hedge accounting and as such, do not have
appropriate or sufficient documentation for their hedge accounting. This would disqualify them for the use of hedge accounting since they
would not meet the criteria in paragraph 88 of IAS 39. Another instance of when hedge accounting could cause a transitional issue is for
anticipated transactions that have not yet occurred and are not highly probable of occurring.

* Transactions entered into before the date of transition to IFRSs shall not be retrospectively designated as hedges.

IFRS 1 prohibits retrospective treatment of hedge accounting therefore, it is critical if an entity want to continue to use hedge accounting
that it review its hedging relationships and documentation prior to the date of transition to ensure IAS 39 criteria is met.
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The Future

The IASB is undergoing a review of the guidance for Hedge Accounting and is expecting to publish an Exposure Draft on hedge accounting in
December 2009. To date, the Board has tentatively decided to:

* Simplify the hedge accounting requirements in the current IAS 39 by replacing fair value hedge accounting with an approach that is
similar to cash flow hedge accounting. This would permit the recognition of gains and losses on hedging instruments to be recognized
outside of the income statement;

* Simplify the existing cash flow hedge accounting model to reduce complexity;

* Address general hedge accounting first before considering the implication on portfolio hedge accounting;

* Consider separately any implication on hedge accounting for net investments in a foreign operation;

* Retain the existing “lower of” test required in IAS 39.96(a) for cash flow hedges and not to extend that test to fair value hedges; and

* Allfinancial instruments managed on a contractual cash flow basis are eligible hedged items of a fair value hedge.

The information in this publication is current as of January 19, 2010

This publication has been carefully prepared, but it has been written in general terms and should be seen as broad guidance only. The publication cannot be relied upon to cover specific situations and
you should not act, or refrain from acting, upon the information contained therein without obtaining specific professional advice. Please contact BDO Canada LLP to discuss these matters in the context
of your particular circumstances. BDO Canada LLP, its partners, employees and agents do not accept or assume any liability or duty of care for any loss arising from any action taken or not taken by
anyone in reliance on the information in this publication or for any decision based on it.

BDO Canada LLP, a Canadian limited liability partnership, is a member of BDO International Limited, a UK company limited by guarantee, and forms part of the international BDO network of
independent member firms. BDO is the brand name for the BDO network and for each of the BDO Member Firms.



