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The International Accounting Standards Board has issued a draft 
hedge accounting standard for ‘fatal flaw’ review before the release 
of the final standard. The final standard will be mandatory for annual 
reporting periods beginning on or after 1 January 2015. We expect 
that many corporate entities will be interested in early adopting 
the new standard due to the potential benefits it will bring to the 
accounting treatment of current and future hedging strategies.  

All entities that use derivatives to manage risk could benefit from 
these changes, regardless of whether they use hedge accounting 
today. The proposed standard is expected to achieve greater 
alignment between the economics and the accounting treatment of 
hedges in a manner that should generally be simpler to implement. 
Some of the key changes proposed by the draft hedging standard are 
outlined in the diagram below.
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Deferral of forward points.4

Application of discounting to the value of the 
hedged item.
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Currently under IFRS, components of financial items can be hedged individually, but not components of non-financial items.  
Examples of such components include the oil in diesel fuel, or the copper component of a copper wire or rod. Under the proposed 
standard, entities will be able to designate for hedge accounting purposes those risk components of non-financial items that are 
being hedged economically, provided that the risk component is separately identifiable and the changes in cash flows or fair value 
attributable to such component can be reliably measured. 

A number of industries may benefit from this change including the following: 
 

Industry Example of a possible hedging strategy under the proposed standard

Transportation and logistics Hedging the oil component of diesel fuel purchases.

Consumer and industrial products Hedging the aluminium/tin component of a container.

Engineering and construction Hedging the single metal component of a metal alloy product.

Mining Hedging the copper component of copper concentrate.

Automotive Hedging the copper component of a copper harness.

Agricultural Hedging the maize component of compound animal feed. 

Hedging components of non-financial items (e.g. commodities). 1

The quantitative hedge effectiveness testing threshold of  
80%–125% (sometimes referred to as the ‘bright line’ test) will 
be replaced with a requirement that: 

•	 there is a qualifying economic relationship between the 
hedged item and the hedging instrument,

•	 credit risk does not dominate the value changes of the 
relationship, and

•	 there is no imbalance in the hedge ratio in comparison to 
the economic relationship. 

The test is only required on a prospective basis and may be either 
qualitative or quantitative as long as it captures all relevant 
characteristics of the hedge relationship, including all envisaged 

Removal of the 80%–125% ‘bright line’ to qualify for hedge accounting.2

sources of ineffectiveness. The ‘critical terms’ or ‘matched terms’ 
test is explicitly allowed in the new rules in some circumstances. 
Where an imbalance exists, it is necessary for the entity to 
rebalance its designated quantities of the hedged item and the 
hedging instrument so as to maintain a hedge ratio that complies 
with the hedge effectiveness requirements. On rebalancing, the 
hedge ineffectiveness of the hedging relationship is determined 
and recognised immediately before adjusting the hedging 
relationship. 

The need for some form of quantitative analysis in the 
effectiveness test is not eliminated in its entirety, given that 
ineffectiveness will still need to be measured and recorded in 
profit or loss over the life of the hedge.

Use of options as hedging instruments.3

Current restrictions on the hedge accounting for options have 
been relaxed under the proposals. The time value of the options 
will now be deferred in ‘other comprehensive income’ and 
brought to account at the same time as the hedged item. This 
will reduce income statement volatility and could therefore be 
beneficial to entities who have previously been deterred from 
incorporating options into their risk management strategy. 

The forward points of foreign exchange derivatives may be 
deferred and amortised to the income statement if entities 
elect to designate only the ‘spot rate’ movement in a hedge 
relationship. This will be welcome news for entities that use 
foreign currency forward contracts to hedge foreign exchange 
risk, but are unsure about the timing of the hedged exposure 
(such as forecast purchases or sales in a foreign currency).

Requirement to apply the basis adjustment to 
hedges of non-financial items.
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The proposals require an entity to determine the value of a 
hedged item on a present value basis. Entities which have 
previously designated only the ‘spot rate’ movement in a 
hedge relationship and have accounted for this movement on 
an undiscounted basis will need to consider incorporating an 
adjustment for the effect of the time value of money into their 
existing systems and processes.

The proposals have removed some of the flexibility surrounding 
the treatment of amounts deferred in the cash flow hedge 
reserve in respect of a hedged forecast transaction that results 
in the recognition of a non-financial asset or liability. Under the 
new standard, such amounts are required to be included in the 
initial cost of the asset or liability (i.e. the ‘basis adjustment’). 
The proposals no longer provide an entity with the option to 
recycle such amounts directly from reserves to profit or loss 
in the same periods during which the related asset or liability 
affects profit or loss.



Hedging of net positions.8

Override of the ‘own use exemption’ for 
contracts to buy or sell non-financial items.

What do I need to do?

The new standard is expected to be 
available for adoption from early 
2013. Many entities may welcome the 
opportunity to apply the new rules early, 
and will need to move quickly to consider 
the implications of early adoption on their 
business. For more information, please 
contact our specialists, who are available to 
advise you on the new hedging changes.
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The draft standard has removed the current prohibitions 
surrounding the hedging of a net overall position. Under the 
proposals, an entity may be permitted to hedge a group of 
eligible items that constitute a net position, provided that the 
items in the group are managed together and net position 
hedging forms part of an entity’s established risk management 
strategy.
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Under the current standard, any contract to buy or sell non-
financial items that can be settled net in cash, but is held for 
the purpose of receipt or delivery of non-financial items to 
meet an entity’s expected purchase, sale or usage requirements 
are excluded from the scope of IAS 39 (known as the ‘own 
use exemption’). This has historically created an accounting 
mismatch between such contracts and the instruments used 
to hedge them, which could only be addressed through the 
application of hedge accounting. The proposed standard allows 
an entity to override the ‘own use exemption’ and designate such 
contracts as measured at fair value through profit or loss if doing 
so serves to eliminate the aforementioned accounting mismatch. 
This will be welcome news for many entities, particularly 
manufacturers of food related products, who will no longer 
require hedge accounting to address the accounting mismatch 
arising from ‘own use’ contracts.

Hedging of an aggregated exposure that 
includes a derivative.
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Under the proposals, derivatives can be included as part of the 
hedged item in certain circumstances. This is important news for 
entities that engage in offshore funding in a foreign currency, use 
a cross-currency interest rate swap to hedge the foreign currency 
risk for the full term of the debt, and wish to periodically 
manage the local currency interest rate risk. The proposals 
allow hedging of such aggregated exposures, which currently 
fail to meet hedge accounting requirements. However, entities 
should tread with caution: the draft standard makes it clear that 
items not included in the hedged exposure cannot be assumed 
to exist in testing hedge effectiveness. This applies regardless 
of whether a fair value hedge or a cash flow hedge is used or 
whether the hypothetical derivative approach is adopted. An 
explicit prohibition on the inclusion of currency basis risk in the 
hypothetical derivative will present a challenge for many entities 
as this will cause ineffectiveness.  
 
Example: Derivatives in an aggregated exposure

Not an eligible 
hedged item 
under IAS 39

Aggregated 
exposure

2010 2011 2012 2013 2014

Swap creates ZAR borrowing 
with fixed interest

Swap creates ZAR borrowing with 
variable interest

USD borrowing with 
fixed interest

The ability to hedge aggregated exposures would also assist 
entities whose hedging strategy comprises a series of tiers or 
levels, such that the second tier of the hedging strategy is applied 
to the aggregated outcome of the first level of the hedge. 


