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HEDGE ACCOUNTING ILLUSTRATION 

 

Hedge Accounting is used to combat two types of accounting mismatches: 

 

1) Timing mismatches; and 

2) Measurement mismatches 

 

Timing mismatches example:  

Ryanair enters a forward contract in December 2012 to buy oil in March 2013 at $80 a barrel (own use 

exemption does not apply as the company settles “net in cash”).  At 31 December 2012, the fair value of 

the forward contract is -$10 i.e. the price of oil has decreased so the contract is unfavourable. In March 

2013, the company buys oil in the open market at $60 a barrel.  

 

Without Hedge Accounting: 

At year end: 

DR P/L - unrealised loss on forward contract  $10 

CR SOFP - Forward derivative liability  $10 

 

In essence, even though the company only entered the derivative contract to protect itself against the 

price risk of oil, it must re-measure the derivative at fair value through P/L.  

When oil purchase occurs, first record the oil purchase: 

DR P/L – Cost of Sales     $60 

CR Cash      $60 

 

Secondly, settle the derivative: 

Dr P/L – Realised loss on forward contract  $10 (balancing figure) 

Dr SOFP - Forward derivative liability  $10 (Derecognise) 

CR Cash      $20 (w1) 
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(w1) The company has a contract to buy oil at $80 a barrel. If they settle “net in cash”, they have 

effectively bought the oil for $80 a barrel and then sold the barrel immediately back to the same 

counterparty for the market price of $60 a barrel i.e. this is the same as Ryanair paying the party $20, a 

net in cash settlement.  

The total expense to hit the P/L is $80 ($60 oil + $10 unrealised loss + $10 realised loss) but this expense 

is recognised over two periods (2012: $10, 2013: $70) giving a timing mismatch.   

 

With Hedge Accounting (current rules): 

The company is protecting itself against future changes in the price of oil/future cash payments for oil so 

cash flow hedging* could be used in this scenario: 

DR OCI – Cash Flow Hedge Reserve    $10 

CR SOFP - Forward derivative liability   $10 

 

Instead of recognising the fair value movement in P/L, the movement can be “parked” in OCI until the oil 

purchase occurs.  

 

When oil purchase occurs, first record the oil purchase: 

DR P/L – Cost of Sales     $60 

CR Cash      $60 

 

Secondly, settle the derivative: 

Dr P/L – Realised loss on forward contract  $10 (balancing figure) 

Dr SOFP - Forward derivative liability  $10 (Derecognise) 

CR Cash      $20 (w1) 

 

(w1) The company has a contract to buy oil at $80 a barrel. If they settle “net in cash”, they have 

effectively bought the oil for $80 a barrel and then sold the barrel immediately back to the same 

counterparty for the market price of $60 a barrel i.e. this is the same as Ryanair paying the party $20, a 

net in cash settlement.  

Thirdly, extinguish the Cash Flow Hedge Reserve as the oil transaction has taken place: 

Dr P/L – reclassification of Cash Flow Hedge Reserve $10  

Cr OCI - reclassification of Cash Flow Hedge Reserve $10  
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The total expense to hit the P/L is $80 ($60 oil + $10 realised loss + $10 released from OCI) but this time, 

the expense is recognised in one period (2012: $0, 2013: $80) thereby removing the timing mismatch.   

With Hedge Accounting (Exposure Draft): 

Cash flow hedge accounting rules will not change in the exposure draft.  

* In this timing mismatch example, cash flow hedging is used. Just be aware that there are plenty of 

situations where fair value hedging could also be used to tackle a timing mismatch. Also, the hedging 

instrument is 100% effective – the decrease in the value of the hedging instrument perfectly offsets the 

decrease in value of the hedged item.   
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Measurement mismatches example:  

Ion plc owns oil inventory. It regularly enters into forward contracts to hedge the price risk of oil.   

At 31 December 2012, Ion has oil inventory recognised at cost of $100,000 on the SOFP. The fair value 

of this inventory is $110,000. Ion holds a derivative to hedge the price risk of the inventory; the fair value 

of the derivative has decreased by $9,000 at year end.  

Without Hedge Accounting: 

At year end: 

First, recognise the movement in the derivative: 

DR P/L – Unrealised loss on forward $9,000 

CR SOFP – Derivative liability  $9,000 

 

In essence, even though the company only entered into the derivative contract to protect itself against the 

price risk of oil, the derivative is measured at fair value through P/L but the inventory is not revalued 

upwards (IAS 2: Inventory is valued at the lower of cost and net realisable value).    

With Hedge Accounting (current rules): 

The company is protecting itself against price risk that could affect the fair value of its inventory so fair 

value hedging* could be used in this scenario: 

First, recognise the movement in the fair value of inventory: 

DR SOFP – Oil Inventory    $10,000 

CR P/L – Fair value movement in inventory  $10,000 

 

Next, recognise the movement in the derivative: 

DR P/L – Unrealised loss on derivative  $9,000 

CR SOFP – Derivative liability   $9,000 

 

In this case, the net amount recognised in P/L is $1,000 – this represents the ineffectiveness of the 

hedge.  

* In this measurement mismatch example, fair value hedging is used. Just be aware that there are plenty 

of situations where cash flow value hedging could also be used to tackle a measurement mismatch.  
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Illustration 

 

Statement of financial position 

 

Current assets       $'000 

Hedged asset       110 

 

Current liabilities 

Financial liability: loss on hedging instrument   (9) 

 

SPLOCI 

Profit or Loss 

Hedging gain on hedged asset     10 

Loss on hedging instrument     (9) 

 

Net effect (ineffective portion)     1 

 

 

With Hedge Accounting (Exposure Draft): 

First, recognise the movement in the fair value of inventory: 

DR SOFP – Oil Inventory    $10,000 

CR OCI – Fair value movement in inventory  $10,000 

 

Next, recognise the movement in the derivative: 

DR OCI – Unrealised loss on derivative  $9,000 

CR SOFP – Derivative liability   $9,000 

 

Finally, transfer the net ineffective portion of the hedge to P/L: 

DR OCI – Ineffective portion of hedge  $1,000 

CR P/L – Ineffective portion of hedge  $1,000 
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Illustration 

 

Statement of financial position 

 

Current assets:      $'000 

Hedged asset       100 

Hedging gain on hedged asset     10 

110 

Current liabilities: 

Financial liability: loss on hedging instrument   (9) 

 

SPLOCI 

 

Profit or Loss 

Ineffective portion of loss on hedging instrument  1 

 

Other comprehensive income 

Hedging gain on hedged asset     10 

Loss on hedging instrument     (9) 

Result of hedging arrangement      1 

Transfer of ineffective portion to profit or loss   (1)  

 0 

 

The key differences in treatment under the exposure draft are as follows: 

Fair value movements recognised in OCI, not P/L (ineffectiveness still recognised in P/L) 

The hedging asset cannot be shown net on the SOFP, the gain/(loss) attributable to the hedge risk must 

be shown directly underneath the hedged asset.  

 

 

 

  


