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[bookmark: _GoBack]13.	Hedge accounting
	OVERVIEW
	Hedge accounting allows an entity to selectively measure assets and liabilities on a basis different from that otherwise stipulated in IFRS, or to defer the recognition in profit or loss of gains or losses on derivatives.
Hedge accounting is permitted only when strict documentation and effectiveness requirements are met.
There are three hedge accounting models: fair value hedges of fair value exposures, cash flow hedges of cash flow exposures, and net investment hedges of currency exposure on a net investment in a foreign operation.
Only derivative instruments – and for hedges of foreign exchange risk only, non‑derivative financial instruments – entered into with an external party qualify as hedging instruments.



13.1	Purpose and scope
This document provides guidance and rules for applying hedge accounting in accordance with IFRS 9, Financial Instruments, as well as the required disclosures to be made in financial statements prepared according to International Financial Reporting Standards.
13.2	Definitions
NOTE: some definitions relevant to hedge accounting are captured and explained in the Financial Instruments policy.
A firm commitment is a binding agreement for the exchange of a specified quantity of resources at a specified price on a specified future date or dates.
A forecast transaction is an uncommitted but anticipated future transaction.
A hedging instrument is a designated derivative or (for a hedge of the risk of changes in foreign currency exchange rates only) a designated non‑derivative financial instrument whose fair value or cash flows are expected to offset changes in the fair value or cash flows of a designated hedged item.
A hedged item is an asset, liability, firm commitment, highly probable forecast transaction or net investment in a foreign operation that
(a)	exposes the entity to risk of changes in fair value or future cash flows and
(b)	is designated as being hedged.
A hedged item can be a recognized asset or liability, an unrecognized firm commitment, a highly probable forecast transaction or a net investment in a foreign operation.
The hedged item can be a single item, a group of items or, in a portfolio hedge of interest rate risk only, a portion of the portfolio of financial assets or financial liabilities that share the risk being hedged.
An entity can designate all changes in the cash flows or fair value of a hedged item in a hedging relationship. An entity can also designate only changes in the cash flows or fair value of a hedged item above or below a specified price or other variable (a one‑sided risk).
Hedge effectiveness is the degree to which changes in the fair value or cash flows of the hedged item that are attributable to a hedged risk are offset by changes in the fair value or cash flows of the hedging instrument.
13.3	Hedging relationships
Hedge accounting is voluntary and the decision to apply hedge accounting is made on a transaction‑by‑transaction basis.
As hedge accounting is permitted only when strict documentation and effectiveness testing requirements are met, Corporate Finance should be consulted before any such transaction is entered into to ensure the appropriate documentation is prepared.
Hedge accounting recognizes the offsetting effects on profit or loss of changes in the fair values of the hedging instrument and the hedged item. Hedging relationships are of three types, two of which are discussed below, as they may be applicable to the Group:
(a)	fair value hedge: a hedge of the exposure to changes in fair value of a recognized liability, or an identified portion of such a liability that is attributable to a particular risk and could affect profit or loss.
(b)	cash flow hedge: a hedge of the exposure to variability in cash flows that
(i)	is attributable to a particular risk associated with a recognized liability (such as all or some future interest payments on variable rate debt) and
(ii)	could affect profit or loss.
13.4	Qualifying for hedge accounting
A hedging relationship qualifies for hedge accounting if, and only if, all of the following conditions are met.
a) The hedging relationship consists only of eligible hedging instruments and eligible hedged items.  
b)	At the inception of the hedge there is formal designation and documentation of the hedging relationship and the entity’s risk management objective and strategy for undertaking the hedge.  That documentation shall include identification of the hedging instrument, the hedged item, the nature of the risk being hedged and how the entity will assess whether the hedging relationship meets the hedge effectiveness requirements (including its analysis of the sources of hedge ineffectiveness and how it determines the hedge ratio).  
c)	The hedging relationship meets all of the following hedge effectiveness requirements:
i. There is an economic relationship between the hedged item and the hedging instrument;
ii. The effect of credit risk does not dominate the value of changes that result from that economic relationship; and
iii. The hedge ratio of the hedging relationship is the same as that resulting from the quantity of the hedged item that the entity actually hedges and the quantity of the hedging instrument that the entity actually uses to hedge that quantity of hedged item.  However, that designation shall not reflect an imbalance between the weightings of the hedged item and the hedging instrument that would create hedge ineffectiveness (irrespective of whether recognized or not) that could result in an accounting outcome that would be inconsistent with the purpose of hedge accounting.
Qualifying hedged items
For hedge accounting purposes, only assets, liabilities, firm commitments or highly probable forecast transactions that involve a party external to the entity can be designated as hedged items.
The foreign currency risk of an intercompany monetary item (e.g., a payable/receivable between two subsidiaries) may qualify as a hedged item in the consolidated financial statements if it results in an exposure to foreign exchange rate gains or losses that are not fully eliminated on consolidation (using translation policies documented elsewhere in this manual).
Qualifying hedging instruments
For hedge accounting purposes, only instruments that involve a party external to the reporting entity (i.e. external to the Company or individual entity that is being reported on) can be designated as hedging instruments.
A proportion of the entire hedging instrument, such as 50 percent of the notional amount, may be designated as the hedging instrument in a hedging relationship. However, a hedging relationship may not be designated for only a portion of the time period during which a hedging instrument remains outstanding.
13.5	Hedge accounting: Cash flow hedge
If a cash flow hedge meets the conditions above to qualify for hedge accounting during the period, it shall be accounted for as follows:
(a)	the portion of the gain or loss on the hedging instrument that is determined to be an effective hedge shall be recognized in equity (see “Hedge effectiveness” section below); and
(b)	the ineffective portion of the gain or loss on the hedging instrument shall be recognized in profit or loss.
More specifically, a cash flow hedge is accounted for as follows:
(a)	the separate component of equity associated with the hedged item is adjusted to the lesser of the following (in absolute amounts):
(i)	the cumulative gain or loss on the hedging instrument from inception of the hedge; and
(ii)	the cumulative change in fair value (present value) of the expected future cash flows on the hedged item from inception of the hedge.
(b)	the portion of the gain or loss on the hedging instrument that is determined to be an effective hedge (i.e. the portion that is offset by the change in the cash flow hedge reserve calculated in accordance with (a)) shall be recognized in other comprehensive income.
(c)  any remaining gain or loss on the hedging instrument (or any gain or loss required to balance the change in the cash flow hedge reserve calculated in accordance with (a)) is hedge ineffectiveness that shall be recognized in profit or loss.
(d)	the amount that has been accumulated in the cash flow hedge reserve in accordance with (a) shall be accounted for as follows:
i. If a hedged forecast transaction subsequently results in the recognition of a non-financial asset or non-financial liability, or a hedged forecast transaction for a non-financial asset or non-financial liability becomes a firm commitment for which fair value hedge accounting is applied, the entity shall remove that amount from the cash flow hedge reserve and include it directly in the initial cost or other carrying amount of the asset or liability.  This is not a reclassification adjustment and hence it does not affect other comprehensive income.
ii. For cash flow hedges other than those covered by (i), that amount shall be reclassified from the cash flow hedge reserve to profit or loss as a reclassification adjustment in the same period or periods during which the hedged expected future cash flows affect profit or loss
iii. However, if that amount is a loss and an entity expects that all or a portion of that loss will not be recovered in one or more future periods, it shall immediately reclassify the amount that is not expected to be recovered into profit or loss as a reclassification adjustment. 
For cash flow hedges, amounts that had been recognized in equity shall be reclassified from equity to profit or loss as a reclassification adjustment in the same period or periods during which the hedged transaction affects income or loss.
The Group’s subsidiaries periodically enter into forward contracts related to the purchase of inventory or the payment of intercompany royalties denominated primarily in US dollars which are designated as cash flow hedges. The Group also enters into interest rate hedges designated as cash flow hedges.


Illustration of the cash flow hedge accounting model
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13.6	Assessing hedge effectiveness
IFRS 9 removed the quantitative requirement to test for effectiveness using the 80-125% threshold. Under IFRS 9, a hedge is effective if the relationship meets all of the following hedge effectiveness requirements:
a) There is an economic relationship between the hedged item and the hedging instrument;
b) The effect of credit risk does not dominate the value changes that result from that economic relationship
c) The hedge ratio of the hedging relationship is the same as that resulting from the quantity of the hedged item that the entity actually hedges and the quantity of the hedging instrument that the entity actually uses to hedge that quantity of hedged item.

IFRS 9 does not specify a method for assessing whether a hedging relationship meets the hedge effectiveness requirements.  However, an entity may use a method that captures the relevant characteristics of the hedging relationship, including the sources of hedge ineffectiveness.  Depending on those factors, the method can be a qualitative or quantitative assessment.
When the critical terms (such as the nominal amount, maturity and underlying) of the hedging instrument and the hedged item match or are closely aligned, it might be possible for an entity to conclude on the basis of a qualitative assessment of those critical terms that the hedging instrument and the hedged item have values that will generally move in the opposite direction because of the same risk and hence that an economic relationship exists between the hedged item and the hedging instrument.
If the hedge relationship does not meet hedge effectiveness criteria, the entity discontinues hedge accounting from the last date on which compliance with hedge effectiveness was demonstrated.
13.7	Disclosure
The Group shall disclose the following separately for each type of hedge (i.e. fair value hedges and cash flow hedges)
(a)	a description of each type of hedge;
(b)	a description of the financial instruments designated as hedging instruments and their fair values at the end of the reporting period; and
c)	the nature of the risks being hedged.
For cash flow hedges, the Group shall disclose:
(a)	the periods when the cash flows are expected to occur and when they are expected to affect profit or loss;
(b)	the amount that was recognized in equity during the period;
(c)	the amount that was reclassified from equity to profit or loss for the period, showing the amount included in each line item in the income statement; and
The Company shall disclose separately:
(a)	in fair value hedges, gains or losses:
(i)	on the hedging instrument; and
(ii)	on the hedged item attributable to the hedged risk; and
(b)	the ineffectiveness recognized in profit or loss that arises from cash flow hedges.
13.8	Illustrative examples
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7I.7.910 Example 41 - Cash flow hedge of foreign currency sales transactions   


7I.7.910.10 Company M produces components that are sold to domestic (UK) and foreign customers (US). Company M's


functional currency is sterling. Export sales to customers in the US are denominated in the customers' functional currency (US


dollars). To reduce the foreign currency risk from the export sales, M has the following hedging policy.   


A transaction is committed when the pricing, quantity and timing are fixed.


Committed transactions are hedged 100%.


Anticipated transactions that are highly probable are hedged 50%.


Only transactions anticipated to occur within six months are hedged.


7I.7.910.20 For export sales, cash payment falls due one month after the invoice date. M projects sales to its foreign customers


during April 2018 of 100,000 units, amounting to sales revenue of USD 10 million.   


7I.7.910.30 At 28 February 2018, all of the USD 10,000,000 of sales in April 2018 are still anticipated but uncommitted. Therefore,


only 50% of the total anticipated sales are hedged. The hedge is transacted by entering into a foreign currency forward contract


(forward 1) to sell USD 5 million and receive sterling at 0.6829 on 15 May 2018 and is documented as a cash flow hedge of the


cash receipts pertaining to the first USD 5 million of forecast sales. The hedge is expected to be highly effective. Hedge


effectiveness will be assessed by comparing the changes in the discounted cash flows of the incoming amounts of US dollars to


the changes in the fair value of the forward contract. M includes the interest element of the foreign currency forward contract when


measuring hedge effectiveness. This is expected to result in a highly effective cash flow hedge because the fair value of the sales


transactions during the period of the hedge will be affected by US dollar interest rates as well as by the spot exchange rates.   


7I.7.910.40 A review of the sales order book at 31 March 2018 shows that all of the anticipated sale contracts for invoicing in April


are now signed. In accordance with the hedging policy, a further foreign currency forward contract (forward 2) is entered into to sell


USD 5 million and receive sterling at 0.7100 on 15 May 2018 in order to hedge the cash receipts pertaining to the next USD 5


million of forecast sales.   


7I.7.910.50 The spot and forward exchange rates and the fair value of the forward contracts are as follows.   


7I.7.910.60 The fair value of the foreign currency forward contracts at each measurement date is computed as the present value of


the expected settlement amount, which is the difference between the contractually set forward rate and the actual forward rate on


the date of measurement multiplied by the notional foreign currency amount. The discount rate used is 6%.   


7I.7.910.70 During April 2018, export sales of USD 10 million are invoiced and recognised in profit or loss. The deferred gain or


loss on the hedging forward contracts that was recognised in OCI up to the date of sale is reclassified from equity to profit or loss.


The cash flows being hedged are recognised in the statement of financial position as receivables of USD 10 million. M determines


that hedge accounting no longer is necessary because foreign currency gains and losses on the amounts receivable are


recognised in profit or loss and will mostly be offset by the revaluation gains and losses on the forwards.   


7I.7.910.80 Assuming that all criteria for hedge accounting have been met, M records the following entries.   


7I.7 Hedge accounting


© 2018 KPMG IFRG Limited, a U.K. company, limited by guarantee. All rights reserved.
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7I.7 Hedge accounting


© 2018 KPMG IFRG Limited, a U.K. company, limited by guarantee. All rights reserved.
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7I.7.910.90 After all transactions have been settled, the statement of financial position, including the profit or loss impact, is as


follows (amounts in sterling).   


7I.7.910.100 The bank balance reflects the settlement of the two forward contracts (amounts in sterling).   


7I.7 Hedge accounting


© 2018 KPMG IFRG Limited, a U.K. company, limited by guarantee. All rights reserved.
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7I.7.910.110 The foreign exchange loss in this example has two causes.   


Timing mismatches - receivables and sales are recognised at the spot exchange rate at the date of the transaction (on average


0.7115) during April 2018, whereas the release from the hedging reserve is recognised at the end of April 2018 (for practical


reasons), when the rate was 0.7117. Furthermore, receivables are collected during the month of May 2018 and recognised at


the relevant spot rates, whereas the forward contracts are settled on 15 May 2018.


Interest element on the forward contracts for the period in which hedge accounting is not applied (1 to 15 May 2018) - from 30


April 2018 the cash flow hedge is de-designated, but the forward contracts remain as an economic hedge of the receivables to


be collected during May 2018. The foreign exchange results on the receivables are recognised in profit or loss, as are changes


in the fair value of the forward contracts. However, a perfect offset is not achieved because of the interest element included in


the changes in fair value of the forward contracts.


7I.7.910.120 As an alternative to the cash flow hedge accounting described in this example, M could have applied the approach


suggested in 7I.7.450.80, with the following results.   


On occurrence of the forecast sales - i.e. the transaction date - the difference between the spot foreign exchange rates at the


inception of each of the two hedges and spot foreign exchange rates on the sale dates would have been reclassified from equity


to profit or loss.


The forward points (interest cost in this case) in each hedging relationship that are ascribed to the period until sale would have


been recognised in profit or loss on sale. For example, in the hedge of the cash receipts pertaining to the first USD 5 million of


forecast sales using the first forward contract, the forward points of GBP 15,500 (USD 5,000,000 x (0.6860 - 0.6829)) would be


allocated to sales in the ratio of the period from hedge inception to date of sale and period from date of sale until estimated


date of cash collection.


The net effect of these steps would be that the sales under each of the two hedging relationships would be recognised in sterling


in profit or loss at the respective spot exchange rates at hedge inception, less an allocation of the interest cost represented by


the forward point ascribed to the sale under each hedge.


Subsequent to recognition of the receivables arising from the US dollar sales, the entire change in the fair value of the hedging


forward contracts would be recognised in OCI and the forward points - other than those allocated to the period up to sale as


discussed above - would be amortised and reclassified from equity to profit or loss. If there was a reporting date between the


dates when the receivables are recognised and when they are collected, then M would reclassify from equity to profit or loss an


amount equal to the remeasurement of the receivable or payable under IAS 21 based on the spot exchange rates.


7I.7.920 Example 42 - Termination of hedge accounting   


7I.7.920.10 Modifying Example 41, assume that on 31 March 2018 the committed transactions actually are only USD 3 million and


that no more transactions for April 2018 are anticipated. It is now unlikely that the original forward contract to sell USD 5 million


would be highly effective in hedging the cash flows pertaining to the now expected future sales of USD 3 million. Therefore, the


original hedging relationship is discontinued. However, M may designate the remaining USD 3 million of committed sales as the


hedged item in a new hedging relationship.   


7I.7.920.20 The unrealised foreign exchange loss deferred in equity related to the forecast sales of USD 2 million that are no


longer expected to occur are immediately recognised in profit or loss because the cash flow is no longer expected to occur. The


unrealised foreign exchange loss related to the USD 3 million of sales that still are expected to occur remains in equity.   


7I.7.920.30 M records the following entry.   


7I.7 Hedge accounting


© 2018 KPMG IFRG Limited, a U.K. company, limited by guarantee. All rights reserved.
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