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1.4.2 j‘J;a.!ina%tian of Futures Contracts

t follows from the above that the valuation of futures contracts is simil
that of a forward contract, except that no discounting is necessary, giv;
. that settlement is done through the margin account on a daily basis:

Fair value of futures contract = (Difference between contracted and
prevailing forward price quoted in the futures exchange) x notional
quantily

Similar to that of a forward contract, the

fair value of a futures COmMpris
a spot and interest element;:

Spot element of futures contract = (Difference between spot rate on contrac
date and prevailing spot rate) x notional quantity

The spot element may he positive or negative, depending whether

it ig
calculated from the buyer’s or seller’s perspective

Interest element of futures contract = Fair value of firtures contract — Spot
element of futures contract

© CCH Asia Pte Limited
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1.4.3 Accounting for Futures Contracis

The accounting for futures contracts is similar to fchat of forward cor}z??arft(ff,‘
except that it would typically involve journal gntrles for the recognitio
margin deposit and margin calls from time to time.

i 143
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a0 Chapter 1: Accounting for Derivatives

that interest rates are rising and consequently enter into an interest rate

swap to convert its fixed rate yield from the corporate bond to floating rate -
or simply to derive gains from such speculations. The accounting entries -

will be exactly the same as those for hedging purposes, unless where hedge
accounting is applied.

1.5.1.3 Comparative Advaniage

1.5.2 Vaiuation of Swap Contracts

The value of a swap is calculated based on the net present value of all
estimated future cash flows. Specifically, as a swap involves both a pay and
a receive leg, the value of a swap involves calculating the net present value
of the outgoing and incoming cash flows.

5.1 © CCH Asia Pte Limited
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SSe Ltd's

floating int

$103.98 million)
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36 Chapter 1: Accounting for Derivatives

1.6.1.3 CurrentiNon-current Preseniation

The presentation of a derivative asset and Hability as current or non-
current generally depends on the maturity date or expectation to settle,
whichever earlier. This is summarised below:

Not applicable

| Current asset / liability | Non-current asset /
liability

1.6.2 Statement of Profit or Loss and Other Comprehensive
Income

In many of the earlier illustrations, it is indicated that the fair value
changes of a derivative from the end of a reporting period to ancther may
be accounted for through profit or loss, or through other comprehensive
income, depending on the intended purpose or use of the derivative and
whether hedge accounting is applied.

As a general rule, derivatives are classified as “held for trading” under
TAS 39. That means derivatives are to be accounted for as “fair value threug 1y
profit or loss”. As derivatives are re-measured to their fair value from the
end of one reporting period to another, the changes in fair value ars recorded
through profit or loss.

Under IFRS 9, the “held for trading” clagsification is removed and replaced
with the “fair value through profit or loss” classification 'The clasgification
criterion of financial assets is changed significantly urder iIFRS 9. However
it does not change the general accounting rule suirounding derivatives,
where the re-measurement effects of the fair values from the end of one
reporting period to another are recorded through profit or loss.

When entities use derivatives for hedging, they can elect (i.e. not
mandatory) to apply a set of hedge accounting rules, which represent an
exception to the above general rule. The focus of Chapters 2 and 3 of this
book is to introduce and discuss the details of these hedge accounting
rules. The key objective of hedge accounting is to ensure that profits or
losses arising from the re-measurement of the hedged item and hedging
instruments (typically derivatives) offset one another within the same
period, thereby reducing profit or loss volatility, which would otherwise
not be the case under general accounting rules. Depending on the hedge
accounting model applied, the re-measurement gains and losses may be

1.8 © CCH Asla Pie Limited

' Chapter 1: Acecounting for Derivatives a7

recorded in other comprehensive income rather than profit or loss. If entities
do not elect to apply hedge accounting, they will apply the ge_neral rule of
recording changes in fair value through profit or loss, as described above.

1.6.3 Contracts to Buy or Sell Non-Financial ltems

Section 1.6 mentions that the definition of a derivative can be a bro-ad
one, especially where it relates to contracts to buy or sell non-financial
items. Consider Nlustration 1.20 below.

The inaceurate conclusion in Nlustration 1.20 clearly appears odd and it
is henceforth important to note that for contracts to buy or sell non-financial
items, there are additional criteria to be considered before such contracts
may be scoped in within IAS 39 or IFRS 9.

Contracts to buy or sell non-financial items are within the scope of IAS
39 gr IFRS 9 if the following conditions are met (IAS 39 para 5; IFRES 9 para
2.4):

i.  the contract to buy or sell a non-financial item can be settled net in
cash or another financial instrument, or by exchanging financial
instruments, as if the contracts were financial instruments; and

Derivatives and Hedge Accounting 1.8.3
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. that otherwise would be required by the contract; or

= . it is clear with little or no analysis when a similar hybrid instrument:
is first considered that separation of the embedded derivative is

prohibited, as in the case of a prepayment option embedded in a
Ioan that permits the holder to prepay the loan for approximately itg
amortised cost.

Of the three criteria, condition (a) is the most challenging to implement:
There is no specific definition of what constitutes “closely related”. In certain.
cases, the evaluation of whether an embedded feature is closely related to its
host is straight-forward. For example, in the case of a convertible hond, the
host carries economic risks and characteristics of that of a debt instrument,
for example interest rate risks, whereas the embedded convertible feature
carries economic risks and characteristics of an equity instrument, for
example equity price risks. In this instance, it is clear that the convertible
feature needs to be separated from the host contract and accounted for as
a derivative, and hence FVPL, while the host is accounted for as a debt

instrument under cther classification and measurement principles under
IAS 39,

In other cases, the evaluation entails significant Judgement. For example,
a bond which gives holders the right to put back to the issuers at a certain
price at any point in time. The put feature is an embedded feature which
may or may not be closely related to the debt host.

Instead of specific guidance on what constitutes “closely related”, 123 59
sets out two illustrative lists — one comprising of examples where embeaded
derivatives are closely related to their hosts, and the other corprising of
examples where embedded derivatives are not closely related to ‘Leir hosts,
In the absence of specific guidance, entities are required f5 draw analogy
to the illustrative lists in evaluating whether an embediad derivative is
closely related to their hosts,

The topic of embedded derivatives is complex. It is not within the scope of
this book fo cover the details of accounting for embedded derivatives.

1.6.5.2 [FRS 9 Accounting for Embedded Derivatives

The IAS 39 principles of accounting for embedded derivatives described
above are retained and carried forward to the new IFRS 9 where the host
is a financial lability or a non-financial item. However, if the host is a
financial asset, the hybrid contract is accounted for in its entirety, and does
not require split accounting.

1.6.5 @ CCH Asia Pte Limited
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:ﬁ;é.embedded derivative does not significantly modify the cash flows

1.7 Summary

Derivatives are used increasingly by corporations for specglati_ve and
risk management purposes. Although derivatives can come in different
forms, the most basic forms are options, forwards and swaps. Futures are

gimilar to forwards.

Derivatives are generally accounted for at “fair V.alue through profit or loss”,
anless hedge accounting rules are elected and apphezli. Contrgc?ts to buy c_)r‘sell
non-financial items need to be further evaluatec'i against additional conditions
to ascertain if they are accounted for as derivatives under IAS 39 or IFRS 9.

Derivatives may also be embedded within 0the1f host contracts. The
accounting for such embedded derivatives may at times be complex and

difficult to apply.

1.8 Propiems for self-study

This last section of the chapter presents nine problems on derivatives for
sal{-study.
'Problem 1.1 (Uses of options)
The current market price of AIS Litd’s share is $3.00 per share, and a three-
meonth call option for 10,000 A1S Ltd’s shares at a strike price of $3.00 costs $1,QOO.
You are contemplating te (i) buy 10,000 AIS Ltd shares or (ii) buy the call option.
What would be your gain/loss under each of the investment strl'ateg“ies if the
market price of AIS Ltd’s shares at the end of the S-mont}'l_ pericd when you
have to liguidate your investment is (i) $3.30 per share and .(11) $_2.50 per share.
Assuming there is a 50-50 chance that the price of AIS Lid price will be $3.30 and
$2.50, which investment strategy will give you a higher expected value? Ignore
transaction costs.

Suggested solution {o Problem 1.1
(a) Buy shares; (b) buy option

Price = $3.30;
Strategy (a): gain of $3,000 (10,000 x ($3.30 - $3.00))
Strategy (b): gain of $2,000 (10,000 x ($3.30 - $3.00) — $1,000)

Price = $2.50:
Strategy (a): loss of $5,000 (10,000 x ($2.50 - $3.00))
Strategy (b): loss of $1,000 (value of call option = $nil)

Expected value:
Strategy (a): $3,000 x 50% - $5,000 x 50% = loss of $1,000
Strategy (b): $2,000 x 50% - $1,000 x 50% = gain of $500

i 1.
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60 Chapter 2: Hedge Accounting Under 1AS 39

functional currency, the exchange gain or loss arising therefrom will not bé
fully eliminated, and thus, this inter-company loan (even though there is no
external party invelved) may qualify as a hedged item in the consolidated
financial statements.

IAS 39 also provides that:

Tf the hedged item is a financial asset or financial liability, it may be a
hedged item with respect to the risks associated with only a portion of
the cash flows or fair value, provided that effectiveness can be measured
(para 81); and

{}

(i) I the hedged item is a non-financial asset or non-financial liability,
it should be designated as a hedged item either in its entirety for all

risks, or for foreign currency risk only (para 82).

While IAS 39 does not permit designating only a portion of the time period
during which a derivative is outstanding as a hedging instrument (para 75),
it does permit a porticn of the time period and a portien of the amount of
a financial asset or liability to be a hedged item (para 81). For example,
for purposes of hedge accounting, an entity is allowed tc hedge the foreign
currency exchange risk relating to US$100 of a US$500 AFS investment in |
shares, and to hedge the foreign currency exchange risk relating to the first
two years of a five-year “held-to-maturity” investment in bonds. .

IAS 39 permits similar assets and liabilities to be aggregated and hedgea
as a group (if the individual assets and individual hakblities in the gioup:
share the risk exposure that is designated as being hedged and the fair @
value of individual items change proporticnately to entire group (pzra 83)). -

JAS 39 does not permit the net position (the net amount after offsetting -
asgets and labilities) to qualify for hedge accounting (pars 34). However,
what is allowed is to hedge the “excess” asset or liability position (JAS :
59.AG101). For example, if an entity has $100 worth o'an asset and $80 ¢
worth of a liability with risks and terms of a similar nature, it cannot :
designate $20 of the net asset {asset of $100 less liability of $80) as a hedged
iterm, but it can designate $20 of the asset as a hedged item.

2.3.3 Hedged Risks

IAS 39.AGOY9F provides that, to be eligible for hedge accounting, the -
designated risks must be separately identifiable components of the financial
instrument, and changes in the cash flows or fair value of the entire financial
ingtrument arising from changes in the designated rigk must be reliably
measurable.

For example, for a fixed rate financial instrument hedged for changes in
fair value attributable to changes in a risk-free or benchmark interest rate,
the risk-free or benchmark rate is normally regarded as both a separately

2.3.3 © CCH Asia Pie Limited
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currency exchange ris 7 ide
measurable. In Tilustration 2.2, the hedged risk is

separately identifiable and reliably measurable.

d reliably measurable . . ‘
ireldge accounting under TAS 39. However, a contractually specified inflation

portion of the cash flows of a recognised inflation-linked bgnd (assuming
there is no requirement to account for an embedded derivative separately)

.« separately identifiable and : . . '
Eowspof the instrument are not affected by the inflation portion, and will

51

- Jentifiable component of the financial instrument and reliably mgasurable,
1and is thus, permitted to be designated as risk for hedge accounting under

1AS 39.

i i isks are foreign
Nustration 2.1 and Illustration 2.3, the hedge'd T8 '
e k. which are separately identifiable and reliably
7 price risk which is

General business risk, for example inflation, is not separately ident}ﬁable
and therefore, cannot be designated as a risk for

reliably measurable as long as other cash

therefore. qualify as a risk for hedge accounting under IAS 39.

TAR 39 also allows one-gided risk, nsually downside, to be the. hedg_ed
o Tor example, in Mustration 2.2, the hedged risk is the downside price

Sk,
224 Qualification Criteria

JAS 39 provides that a hedging relationship qualifies for hedge accounting
if, and only if, the following conditions are met (para 88) ‘
(a) At the inception of the hedge, there is formal documenta‘_mon: of the
hedging relationship and the entity’s risk management objective and
strategy for undertaking the hedge; and
The effectiveness of the hedge can be reliably measured. The hedge
is expected to be highly effective at the ingeption of the hedge, and-ls
actually assessed to have been highly effective ‘.chroughout the financial
reporting periods for which the hedge was designated.

(b)

The hedging documentation should be done at the inceptipn qf the hedge.
It should include identification and designation of the hedging mstm‘:lmen.t,
the hedged item and the hedged risk. It should also state hovs:r the f:nmty will
assess the hedge effectiveness (for example, Wbether the entire fair value_ or
only the intrinsic value of option is to be deggnated for hojdge fstccountmgf
purposes, and whether delta ratio (the ratio of changes in fair vz?duebo
hedged item and hedging instrument) is to be calculated on a period-by-
period basis or on & cumulative basis).

For hedge effectiveness, IAS 39.A(+105 requires a prospective test and a
retrospective test.

For the prospective test, IAS 39.AG105a)
of the hedging relationship and in subsequent

requires that at the inception
periods, the hedge is expected

i 2.3.4
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In the illustration above, the option (hedging instrument) is ehiored into
at-the-money. Options may, of course, also be entered into in'tha-money or
out-of-the-money and used as the hedging instrument. At inception, an out-

of-the-money option has no intrinsic value but would hive time value (see
algo Chapter 1).

The following illustrates a case where an out-of-the-money option is used
as the hedging instrument.

llustration 2.10

2.4 © CCH Asia Pte Limited
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..: . Nevertheless, the gain or loss on hedged item would still have to b."
+ calculated for the purpose of computing the delta ratio for hedge effectiveney
- testing. .

Thus, there are two levels of effectiveness testing to be d i :
;CaSh flow hedge, (i) the 80% - 125% effectiveness tgst, and ?1171{')3 ;Eeﬂ;?fngf o
ineffective tes‘f. The 80% - 125% effectiveness test is performed to assesg' p
hedge accounting is allowed under paragraph 88(e). The effective/itneffectiwf :
test is performed to ascertain the amount of hedge that is to be recognised b
other comprehensive income in accordance with cash flow hedge accounti o
(the effective portion) and the amount (if any) that is not required for c'aIs,ll%r
ﬂowuhedge accounting and is to be written offin profit or loss (the ineffect;
portion). (Note that in the case of fair value hedge, there is no need for tgz

recognised in profit or logs.)

© CCH Asia Pie Limited

“effective/ineffective” test as all the gains/losses on hedging instruments are.
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It should be noted that, in a multiple-period hedging relationship, while
the first level of effectiveness test (delta ratio test) may be done on a period-
hy-period basis or cumulative basis in accordance with paragraph 38(d), the
second level of effectiveness test (effective/ineffective portions of the hedge)
must be done on a cumulative basis in accordance with paragraph 96(a).

IAS 39 specifically provides that the cash flow hedge reserve in the
Statement of Financial Position should be adjusted to the lesser of (i} the
cumulative gain or loss on the hedging instrument from the inception of the
hedge, and (ii) the cumulative change in fair value of the expected future
cash flows on the hedged item from inception of the hedge (para 96(a)).

Derjvatives and Hedge Accounting 2.5
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The following illustration on cash flow hedge takes into account the time
value of money in the valuation of the long-term derivative instruments,

forward f@réign_ _
December 20x2.
| forward rafe)

: fqbé_bl‘é’:fc}re A
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considered an expiry or termination if such replacement or rollover is part gf:
the entity’s hedging strategy as stated in the hedging documentation (par
91(a)h). :

When an entily discontinues cash flow hedge accounting under paragrap
101 (a), (b) and (d), IAS 39 prevides that the cash flow hedge reserve sha
continue to remain separately in equity in the Statement of Financia
Position until the forecast transaction occurs (in which case, the cash flo
hedge reserve will be dealt with in accordance with the requirements o
paragraphs 97, 98 and 100 accordingly), or until the hedge accounting i
discontinued under paragraph 101(¢) (in which case, the cash flow hedge:
reserve shall be immediately reclassified from equity to profit or loss).

As mentioned in Section 2.4 above, if hedge effectiveness is not met in on ;
period but is met in a subsequent period, TASB does permit redesignation

of the hedging relationship in that subsequent period (see IAS 391G Para:
F.6.2), and Illustration 2.18).

2.6 Hedge of a Net Investment

For hedge of a net investment in a foreign operation, TAS 39 provides:
that it should be accounted for similar to cash flow hedge, as follows {para:
102):

{a) The portion of the gain or loss on the hedging instrument that is.
determined to be an effective hedge shall be recognised in OCT and’
subsequently as part of cash flow hedge reserve in the Staterent of:
Financial Position; and

(b) The ineffective portion of the gain or loss on the hedging instrument;. :

shall be recognised in profit or loss.

TAS 39 further provides that the net investment hedge veserve shall be -
reclassified from equity to profit or loss upon the disposalor partial disposal
of the foreign operation (para 102).

the functional currency exposure.

To hedge a net investment in a foreign operation, IFRI(_] i6 Hedges of a
Net Investment in a Foreign Operation provides that an entity should hedge

Note that net investment includes monetary items that is accounted for -
as part of the investment.

© CCH Asia Pie Limited
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Regquired:

P .
the transactit ! the relevant journal eniries (in S$'000) for AAA Ltd t
e omeact ;)ns .and events from 1 January 20x1 to 31 December 20x5 ’ Eli‘eco.r
gain or loss and the foreign exchange gain or loss Separ;{; lecord.
ELy an

indicate clearly wheth, i
er the gain or loss 1 i 1
; S 114
oo whether recognised in “profit or loss”

orin “otha
Buggested solution to Problem 2.3
Journal entries (in SF000)

1 January 20x1

No journal entr i
y required i :
contract, q for entering into the forward foreign exchange i

31 December 20x1

Dr Loss on derivative trading (P/L)
Dr Cash flow hedge loss (OCI)

100
500

Cr Cash
(Settlement of forward foreign exchange contract) e
[Held for trading: RM5,000,000 x (0.52 - 0,50) = S$100,000]
[Hedging: RM25,000,000 x (0.52 - 0.50) = $$500,000] j
Dr Investment in AFS securities 12,500
Cr Cash ’ 12,500

{Investment in shares) [RM25,000,600 x 0.50 = 8$12,500,000]
1 January 20x2 |

No journal entr i
v required fi ine i |
contract. ! or entering into the forward foreign exchange

Dr Put option
Cr Cash
{Purchase of put eption)

19
10

31 December 20x2
Dr Foreign exchange loss (P/L)
Cr Mark-to-market gain (QCI
Cr Investment in AWVS securities
{Gain/loss on investment in shares)
[Foreign exchange loss: (0.45 - 0.50) x RM25,000,000 = 8$1,250,000]

[Mark-to-market gain: (RM2
5%450,000] gain ( 6,000,000 - RM25,000,000) x 0.45) =

[Note: No hed i
: ge accounting for mark-to-m ;
relationship is not effectigv el ark-to-market gain because the hedging

1,250
450
800

©® CCH Asia Pie Limited
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Dr Fair vatue loss (P/L)
{Cr Put option
(Change in fair value of put option: [8%10,000 — 0D
Note: No hedge accounting for put option because the hedging
relationghip is not effectivel

No settlement of put option, as it expires out-of-the-money.

Dr Forward foreign exchange contract 1,000
Cr Tair value gain (P/1) 1,000
(Change in fair value of forward foreign exchange contract)
[(0.49 - 0.45) x RM25,000 = §%$1,000,000]
Dr Cash 1,000
C» TForeign exchange contract 1,000
(Setilement of foreign exchange contract)
21 Deceinber 20x3
Dr Investment in AFS securities 770
| Dr Foreign exchange loss (OCD) 520
1,290

Cr Mark-to-market gain (OCI)
(Gain/loss on investment in shares)
[Foreign loss: (0.43 - 0.45) x RM26,000,000 = 8$520,000]
MMark-to-market (MTM) gain: (RM29,000,000 - RM26,000,000) x 0.43) =
84$1,290,000]
12,470
1,740

Dr Cash (RM29,000,000 x 0.43)
Dr Fair value (MTM) reserve
Cr Foreign exchange reserve
Cr Investment in AFS securities
Cr Cash flow hedge reserve
Cr (ain on disposal of AFS securities

520
12,470
500
720

(Disposal of investment in shares)

1 Jannary 20x4
Dr Investment in HTM
Cr Cash
(Investment in HTM bonds)
TRM25,000,000 3 0.43 = §4$10,750,000]

red for entering into the forward foreign exchange

10,750
10,750

No journal entry requi
contract.

Derivatives and Hedge Accounting 2.9
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The hedge is effective throughout the life of the futures contract. :
It is not a perfect hedge because the eritical terms are not matched exactiy
{(future price of crude oil vs spot price of jet fuel).

(b) Journal entries - Cash flow hedge (in 8)

30 April 20x8
Dr Loss on hedging instrument (P/L)
Dr Loss on hedging instrument (OCT}
Cr Future contract
(Change in fair value of hedging instrument)
[Note: As the cumulative loss in the fair value of the hedging instrument is:
more than the cumulative gain in the hedged item, the effective portion i ig:
recognised in OCL, the ineffective portion is recogmsed in profit or loss.]
30 May 20x8
Dr Loss on hedging instrument (OCI) 20,000
Cr Futures contract

(Change in fair value of hedging instrument}

30 June 20x8
Dr Loss on hedging instrument {OCT)
Cr Beginning retained profit 10,000
Cr Futures contract 20,000
{Change in fair value of hedging instrument)
[Note: A part of the ineffective portion in the previous period shall be “written
hack”].
Dr Futures contracts 90,200
Cr Cash
(Settlement of the hedging instrument)

Dr Cash 1,200,000

Cr Sales 1,200,000
(Sales of inventory)

D Cost of sales 1,000,000

Cr Inventory 1,000,000
{Cost of sales)
DPr Sales

Cr Cash flow hedge reserve
(“Recycle” “Cash flow hedge reserve” to Sales)

© CCH Asia Pie Limited
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| (c) Journal entries — Fair Value Hedge (in §)

30 April 20x8

r Loss on hedging instrument (P/L) 50,000
Cr Futures contract
(“Fair value through profit or loss” of hedging instrument)

Dr Inventory 40,000
Cr Gain on hedged item (P/L)
{“Fair value through profit or loss” of hedged item)

31 May 20x8
Dr Lose on hedging instrument (F/L) 20,000
Cr Futures contract
{“Feir value through profit or loss” of hedging instrument)

D Inventory 20,000
Cr Gain on hedged item (P/L)
(“Fair value through profit or loss” of hedged item}

30 June 20x8
Dr Loss on hedging instrument (P/L) 20,000
Cr Futures contract
(“Fair value through profit or loss” of hedging instrument)

Dr Inventory 40,000
Cr Gain on hedged item (P/L)
{“Fair value through profit or loss” of hedged item)

Dr Futures contracts 90,000
Cr Cash
(Settlement of hedging instrument)

Dr Cash 1,200,000
Cr Sales

(Sales of inventory)

Dr Cost of sales 1,100,000
Cr Inventery
(Cost of sales)

Derivatives and Hedge Accounting
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the requirements of [IFRS 9 when the entity first applies IFRS 9. According
the new hedge accounting rules in IFRS 9 are optional for the time being

3.3 Why the need for new Hedge Accounting Rules
under IFRS 97

Ever since the introduction of IAS 39 way back in 1998, there have b
much criticisms over the hedge accounting requirements in IAS 39 for havi
too many rules which are not connected with an entity’s risk management
activities. The complex rules in TAS 39 made it difficult for an entity to appif
hedge accounting and to explain the results of hedge accounting applicati
in the context of the entity’s business and risk management activities.

This disconnect is largely due to IAS 39 approaching hedge accountin
as an exception to the relevant applicable recognition and measureme
requirements in IFRSs rather than as a means to portraying how an enti
manages risk. '

With the new hedge accounting rules under IFRS 9, the TASE believ
that this will help hedge accounting serves as a means for entities
communicate the purpose and effect of hedging instruments and the entitie
risk management activities.

3.4 Hedging and Hedge Accounting

Hedging is a management strategy to manage risks that anp cutity
exposed to (see also Chapter 1). '

Hedge accounting is a special accounting treatment that airs to minimise
accounting mismatch with the objective of reducing income (profit or loss)
volatility arising from hedging, .

When an entity hedges its exposure to risks, atd applies the relevant
applicable TAS/IFRS (instead of hedge accounting), an accounting mismatch

with its consequent volatility in income may arise in the financial statements:

However, when an entity hedges and chooses to apply hedge accounting

(assuming it is a perfect hedge), then, there should be no income volatility:

arising from the hedging relationship.

Using the same case facts from the illustrations in Chapter 2, this:
section discusses the economic and accounting impacts of hedging and

hedge accounting under IFRS 9.

© CCH Asia Pte Limited:
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.- hedged item shall be recognised in profit or loss. However, if the hedg
" item is an equity instrument for which an entity has elected to prese
changes in fair value in OCI, those amounts shall remain in OCL. When
a hedged item is an unrecognised firm commitment (or a component
thereof), the cumulative change in the fair value of the hedged itey
subsequent to its designation is recognised as an asset or a hiab
with a corresponding gain in profit or loss.

It may be noted that fair value hedge accounting attempts to minimj
accounting mismateh and reduce income volatility by requiring fair value
gain or loss from both the hedging instrument and the hedged item to Be
recognised in profit or loss during the financial accounting period/(s) f
which the hedge is designated. Hence, achieving the objective of hed.
accounting. In the case of a hedged item being an equity instrument st

il inventory.

t mionths, the company deci es:
entering into futares contracts:
irel. The maturity date of the.

ng;: the c'oni;iéxijr'haé desi'@'aﬁgd._tﬁg-
Tes contracts as a hedge dgainst the

¢e miovements of crude oil per barrel:

Ignore margin

ic TPutiires price on 30

FVOCI, this accounting mismatch is reduced by having the gain or loss on

and the otherwise-applicable TAS/IFRS, the carrying amount of all hedge ' G
items under fair value hedge shall generally be adjusted for gain or log Vi 30k 0% 1] getfled;
attributable to the hedged risks and such gain or loss are recogniged i
profit or loss. The exception is in the case of a hedged item being an equif
instrument accounted for at ¥VOCI whereby under such a scenario, the
accounting treatment for the hedging instrument is changed by allowing the
hedging instrument to be fair valued through other comprehensive incomae,
These changes in accounting treatment will ensure proper aceouiiting:
matching and thereby, reduce income volatility in the financial statements

_ and the com
: barrelto a third party..

The accounting consequences of applying fair value hedge 11 accordanc
with paragraph 6.5.8 (and assuming it is a perfect hedge) is that (i) there
will be no profit or loss, and (i) there will be no fair value erposure (the ne

carrying amount of the hedging instrument and the hedged item will als
remain the same).

In all subsequent illustrations, unless otherwise stated, it is assumed
that the entity has chosen to apply hedge accounting for its hedging
transactions and has also complied with the requirements with respect to
hedge accounting in accordance with IFRS 9. To simplify the discussion,

ignore tax effects arising from hedging transactions and time value of money
unless otherwise stated.

© CCH Asia Pie Limited Derivatives and Hedge Accounting
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the hedging instrument to be recognised in other comprehensive income, : $130° :
Fair value hedge accounting basically changes the accounting treatme’nt__ < $136. L
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_ j—i)eribd (moﬂfhlj_) bagis
e critical termis are exactly
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The following is another illustration on fair value hedge.

omprehenswe Inc'ome as the mvestmerit‘ 1§ A0 :
srdarice with: the falr valde hedge ’lCCDu

The following illustration assumes the same case facts as the earlier
IMustration 3.9 except that ABC Ltd purchases an equity instrument instead
of a fixed-interest debt security.

Iﬁuttonsw |
B ' ) ntmg year -ends) purchases an eqmty_f_E

o apphcable accbu_ntmg rules fo 'FVOCI_u.'der.IFRS 9.
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The following illustrates a case where an out-of-the-money option is used
as the hedging instrument.

30 September
Lo 20x9 ;

Lo

200 0005

In the illustration above, the option (hedging instrument) is entered jntt_;
at-the-money Options may, of course, also be entered into in-the-money or

out-of-the-money and used ag the hedging instrument. At inception, an cut- _ _ $252, 000 s
of-the-money option has no intrinsic value but would have time value (seé - : Change o he dzed fair alL  G18.0000]
also Chapter 1). -

_ .__C_umuiatwe ‘change:

. Go00|
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3.7 Cash Flow Hedge

For cash flow hedge, IFRS 9 provides (para 6.5.11(b) and (¢)):
(1)  The portion of the gain or loss on the hedging instrument tha

is determined to be effective hedge shall be recognised in other

comprehensive income and subsequently as part of cash flow hedgs
reserve in the Statement of Finaneial Position; and

(ii) The ineffective portion of the gain or loss on the hedging instrivaent:

shall be recognised in profit or loss.

Essentially, what paragraph 6.5.11(b} and (c) require is that the effective.

portion of the gain/loss on the hedging instrument should be retained in
the equity (to be dealt with subsequently under paragranh €.5.11(d), whic

will be discussed later), and the ineffective portion (maioly the over- hedged :

portion, and is therefore, not permitted for hedge accounting purposes)
should be immediately “written off” in profit or loss.

It should be noted that in a cash flow hedge, the hedged item is a
highly probable forecast transaction (or the foreign currency risk of a firm
commitment) which has not been transacted, and therefore, there is no gain/
loss on hedged item to be accounted for.

Unlike in the case of fair value hedge (as discussed in section 3.6) where
both the gain/loss on hedging instrument and gain/loss on hedged item have
to be accounted for, in the case of cash flow hedge, only the gain/loss on
hedging instrument has to be accounted for (there is no gain/loss on hedged
item to be accounted for as it has not occurred).

© CCH Asia Pie Limited
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Although the hedged item is not recognised under cash flow hedge
accounting, there is still a need to calculate the present value of cash
flows arising from the hedged item for the purpose of measuring hedge
effectiveness.

Thus, there are two levels of effectiveness testing to be done in the case
of cash flow hedge, (1) the hedge effectiveness test, and (ii) the effective/
ineffective test. The hedge effectiveness test is performed to assess if hedge
accounting is allowed under paragraph 6.4.1. The effective/ineffective test is
performed to ascertain the amount of hedge that is to be recognised in other
comprehensive income in accordance with cash flow hedge acecunting (the
effective portion) and the amount (if any) that is not required for cash flow
hedge accounting and is to be written off in profit or loss (the ineffective
portion). (Note that in the case of fair value hedge, there is no need for the
“affectivefineffective” test as all the gains/losses on hedging instruments are
recogniszd in profit or loss or in OCI in the case of the hedged item being an
equity inistrument classified as FVOCL)

H 318

December accountmg year nd)
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