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NOTICE

DISCLAIMER. This document has been compiled by the IATA Industry Accounting Working
Group (IAWG), which consists of senior finance representatives from IATA member airlines.
This working group’s mandate is to promote consistency in the application of International
Financial Reporting Standards (IFRS) and to lobby accounting standard setters to take into
consideration the interests of airlines globally.

It is distributed with the understanding that IATA, the IAWG and its members, observers and
advisors are not rendering accounting, legal or other professional services in this publication.
If accounting, legal advice or other expert assistance is required, the services of a competent
professional should be sought.

The paper addresses a specific issue related to the adoption of IFRS 9, Financial Instruments.
This paper is not intended to provide accounting advice or a definitive analysis of the underlying
issue as fact patterns, regulatory environment, practices and interpretations may vary. The
views taken should not be used as a substitute for referring to the standards and interpretations
of IFRS or professional advice from your auditor or other professional accounting advisor.

The information contained in this publication is subject to constant review in the light of
changing government requirements and regulations. No subscriber or other reader should act
on the basis of any such information without referring to applicable laws and regulations and/or
without taking appropriate professional advice. Although every effort has been made to ensure
accuracy, the International Air Transport Association shall not be held responsible for any loss
or damage caused by errors, omissions, misprints or misinterpretation of the contents hereof.
Furthermore, the International Air Transport Association expressly disclaims any and all liability
to any person or entity, whether a purchaser of this publication or not, in respect of anything
done or omitted, by any such person or entity in reliance on the contents of this publication.
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\Hedge Accounting: Benchmark crude oil contracts used in jet fuel hedges

Background:

Airlines commonly use crude oil contracts to hedge their future jet fuel purchases as the market
for these contracts is more cost effective than jet fuel contracts where supply is far more limited.
Crude oil contracts are traded for a number of benchmarks, most notably Brent, West Texas
Intermediate (WTI) and Dubai. The benchmarks trade at different prices with a premium paid for
lighter crude oil as it is more easily refined into products including jet fuel.

Unlike IAS 39, IFRS 9 allows an airline at the time of hedge designation to choose whether to
separate and designate only a particular risk component of a non-financial hedged item.

Jet fuel can be produced from different types of crude oil and therefore the relevant crude oil risk
component is generally based on the physical crude oil actually used in the hedged item to avoid
ineffectiveness. However in certain circumstances, the contractual price of jet fuel is based on a
specific crude oil benchmark regardless of the physical crude oil input.

Issue:

This paper addresses whether a hedge using a single crude oil benchmark contract as the
hedging instrument have no ineffectiveness if designated against the purchase of jet fuel when
some of the jet fuel designated as the hedged item is not refined from that benchmark crude oil.

Analysis of Issues

IFRS 9 will allow for components of non-financial items to be hedged if the component is
separately identifiable and reliably measurable. IAS 39 prohibited a components approach for
non-financial items. As a result, if a crude oil contract was used to hedge jet fuel purchases, the
hedge needed to be designated as a hedge of jet fuel and any ineffectiveness taken to income.
Under IFRS 9, the hedge may be designated against the crude oil component resulting in the
underlying hedged item and the hedging instrument both being crude oil.

The question then becomes whether this would result in no ineffectiveness in the hedge.

IFRS 9 application guidance indicates that different crude oil benchmarks (for example, Brent and
West Texas Intermediate (WTI) crude oil) may be relevant for different geographical areas, and if
an entity uses derivatives based on a benchmark that is not the relevant benchmark for hedging
its risk then ineffectiveness may arise.

The IASB addressed this issue in IFRS 9, BC6.188. The IASB noted that the hedge accounting
requirements would apply to the risk component in the same way as they apply to other hedged
items that are not risk components. Consequently, even when a risk component was designated
as the hedged item, hedge ineffectiveness could still arise and would have to be measured and
recognised.

A relevant example was provided in IFRS 9, BC6.188(d).

An entity is exposed to price risk from forecast purchases of jet fuel. The entity’s jet fuel
purchases are in North America and Europe. The entity determines that the relevant crude
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oil benchmark for jet fuel purchases at its North American locations is West Texas
Intermediate (WTI) whereas it is Brent for jet fuel purchases at its European locations.
Hence, the entity designates as the hedged item a WTI crude oil component for its jet fuel
purchases in North America and a Brent crude oil component for its jet fuel purchases in
Europe. Historically, WTI and Brent have been closely correlated and the entity’s
purchase volume in North America significantly exceeds its European purchase volume.
Hence, the entity uses one type of hedge contract—indexed to WTIl—for all its crude oll
components. Changes in the price differential between WTI and Brent cause hedge
ineffectiveness related to the forecast purchases of jet fuel in Europe. There is no market
structure that would support identifying WTI as a component of Brent. In particular, the
terms and conditions of the WTI futures cannot simply be imputed by projecting terms and
conditions of those derivatives onto the forecast jet fuel purchases in Europe.

In IFRS 9, BC6.189, the IASB concluded that the designation of a risk component as a hedged
item did not mean that no hedge ineffectiveness arises or that it would not be recognised.

The considerations for determining the appropriate crude oil benchmark in a geographical location
as provided for in the IATA Airline Disclosure Guide - Hedge Accounting under IFRS 9, are set
out below. Typically steps 1 and 2 are not conclusive and therefore step 3 may be conclusive:
1. If available, use the crude oil benchmark explicit in the jet fuel purchase contract.
2. If the purchase contract is not explicit, but the jet fuel in a given geography is produced
exclusively from one crude oil product, then use this as the crude oil benchmark.
3. If steps 1 and 2 are not conclusive, then perform an economic analysis to determine the
crude oil benchmark that most directly affects the price of jet fuel products purchased in
each representative geography.

It has been observed that crude oil is exported around the world and even jet fuel itself is exported,
making it sometimes difficult to establish the actual benchmark crude that was refined into the jet
fuel purchased. Therefore determining the relevant benchmark crude oil may be challenging.

It should also be noted that if an airline hedges a percentage of their jet fuel purchases equal to
or less than the amount refined from a benchmark crude oil they would be able to designate those
hedges against the relevant benchmark to avoid hedge ineffectiveness.

If an airline uses a single benchmark crude oil contract, but identifies multiple benchmark crude
oils as relevant for the jet fuel they purchase, the hedge would be effective, but not perfect. An
airline would then need to measure the hedge ineffectiveness. For example, if Brent contracts
were used to cash flow hedge purchases of jet fuel refined in various locations from Brent, WTI
and Dubai crude oil, the hypothetical perfect derivative used to measure hedge effectiveness
would be the relevant benchmark contract against the Brent contract used with the variance taken
to income as hedge ineffectiveness. As result, the Brent contract would be a perfect hedge, but
the jet fuel purchases where WTI and Dubai are the relevant crude oil, there would be
ineffectiveness.

IAWG View

A hedge using a single crude oil benchmark contract as the hedging instrument may have
ineffectiveness in relation to the purchases of jet fuel designated as the hedged item in the
hedge that is identified as not being priced based on the benchmark crude oil of the
contract.



