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HEDGE ACCOUNTING

This programme is to be used when the entity has entered into hedge relationships and is applying hedge accounting. The application of hedge accounting is optional – many clients take out financial instruments to “hedge” risks (such as forward foreign currency contracts to mitigate the risks arising from exposure to fluctuating exchange rates), but this does not necessitate the application of hedge accounting. Hedge accounting is a choice, and can only be applied when certain criteria have been met.


	Audit tests – Background information

	
	Extent
	Reference
	Initials / Date

	1. Confirm that hedge accounting has been adopted by the client. 

	
	
	
	

	2. Confirm the accounting policy choice made by the client in accounting for financial instruments:
· The recognition and measurement criteria of NAS 39; or
· [bookmark: _GoBack]The recognition and measurement criteria of NFRS 9.

	
	
	
	

	3. Obtain details of the hedged item and the hedging instrument. 

A hedged item can be a recognised asset or liability, an unrecognised firm commitment, a highly probable forecast transaction or a net investment in a foreign operation, or a component of any such item, provided the item is reliably measurable.

An instrument may be a hedging instrument provided all of the following conditions are met:
a) it is a financial instrument measured at fair value through profit or loss;
b) it is a contract with a party external to the reporting entity (i.e. external to the group or individual entity that is being reported on); and
c) it is not a written option.

	
	
	
	




	
	
	Extent
	Reference
	Initials / Date

	4. Consider whether all of the qualifying criteria have been met in order for hedge accounting to be applied:
· The hedging relationship only consists of the hedged item and the hedging instrument;
· The hedging relationship is consistent with the entity’s risk management objectives;
· There is an economic relationship between the hedged item and the hedging instrument;
· There is documentation of the hedging relationship (see test below); and
· The entity has determined and documented the causes of hedge ineffectiveness.

	
	


	


	



	5. Obtain the documentation of the hedging relationship and consider whether the following have been clearly identified: 
· The risk being hedged; 
· The hedged item;
· The hedging instrument;
· Causes of ineffectiveness.

An economic relationship between a hedged item and hedging instrument exists when the entity expects that the values of the hedged item and hedging instrument will typically move in opposite directions in response to movements in the same risk, which is the hedged risk.

6. Confirm the type of hedging relationship in place. This will be one of the 3 following categories:
· Fair Value hedge;
· Cash Flow hedge;
· Hedge of a net investment in a foreign operation.

A Fair Value hedge is a hedge of the exposure to changes in fair value of a recognised asset or liability or an unrecognised firm commitment, or a component of any such item, that is attributable to a particular risk and could affect profit or loss.  For example – a contract to purchase stock from an overseas supplier, hedged by a compensating forward exchange contract.

A Cash Flow hedge is a hedge of the exposure to variability in cash flows that is attributable to a particular risk associated with all, or a component of, a recognised asset or liability (such as all or some future interest payments on variable rate debt) or a highly probable forecast transaction, and could affect profit or loss. For example, an interest rate swap.

A hedge of the foreign currency risk of an unrecognised firm commitment may be accounted for as a fair value hedge or as a cash flow hedge.

	
	
	
	

	7. 
	
	
	
	




	
	
	Extent
	Reference
	Initials / Date

	MEASUREMENT
Fair values

8. The fair values of the hedged item and the hedging instrument will need to be recorded on the Statement of Financial Position. Obtain supporting documentation for the fair values (usually obtained from the counterparty to the financial instrument). Assess this information for reasonableness by considering the following:
	
	
	
	

	· Underlying assumptions;
· Reliability and objectivity of the information;
· Qualifications of the provider of the fair value;
· Where the information is provided by the counterparty to the instrument, assess whether all the information required has been provided;
· Where an expert has been engaged to independently assess the fair values, complete the appropriate tests on the N audit programme?
	
	
	
	

	
ACCOUNTING TREATMENT

Fair Value Hedge

9. Ensure the gain/loss on the hedging instrument has been recognised in profit or loss.

The charge through profit or loss for the period should be the fair value movement on the hedging instrument (the other side being to adjust the fair value of the instrument itself)

	
	
	
	

	10. The hedging gain/loss on the hedged item should also be recognised in profit or loss, with the carrying value of the hedged item adjusted accordingly.

If the hedged item is an unrecognised firm commitment, the cumulative hedging gain/loss on the hedged item is recognised as a separate asset/liability, with a corresponding entry through profit or loss.

	
	
	
	




	
	
	Extent
	Reference
	Initials / Date

	11. If the hedged item is an unrecognised firm commitment to purchase an asset or assume a liability, has the initial carrying amount of the asset/liability that arises as a result of meeting the commitment been adjusted to include the cumulative hedging gain/loss of the hedged item that had been recognised in the balance sheet?

For example: the hedged item is a commitment to purchase a fixed asset from an overseas supplier, and the hedging instrument is a compensating forward exchange contract. The cumulative gain or loss on recognising the fair value of the purchase commitment is CU100. The asset, when acquired, costs CU500. The carrying value is consequently adjusted to be CU400.

	
	
	
	

	12. If the hedged item is a financial instrument recognised at amortised cost, then any adjustment arising under test 9 above shall be amortised to profit or loss.

	
	
	
	

	Cash Flow Hedge

13. A Cash Flow Hedge Reserve should be recognised in equity (as a separate reserve), being the lower of, IN ABSOLUTE TERMS (i.e. ignoring positives or negatives):
· The cumulative gain/loss on the hedging instrument; and
· The cumulative change in fair value on the hedged item

	
	
	
	

	14. Has the portion of the gain/loss on the hedging instrument that is an effective hedge been recognised through other comprehensive income?

This is the portion of the gain/loss that is offset by the change in the cash flow hedge reserve. 

	
	
	
	

	15. Ensure that any gain/loss that relates to hedge ineffectiveness has passed through profit or loss.

This is any gain/loss required to balance the change in the cash flow hedge reserve.

	
	
	
	




	
	
	Extent
	Reference
	Initials / Date

	16. Ensure that the cash flow hedge reserve has been appropriately treated: 
· If the transaction results in the recognition of a non-financial asset or liability, the cash flow hedge reserve should be reversed and the amount offset against the initial carrying value of that non-financial asset or liability;
· If not, the cash flow hedge reserve should be released to profit or loss in the same period or periods during which the hedged expected future cash flows affect profit or loss;
· If the amount is a loss, and all or part of that loss is not expected to be recovered, the amount of the loss not expected to be recovered shall be reclassified to profit or loss immediately.

	
	
	
	

	Net Investment in Foreign Operations

17. This type of hedge is normally only relevant when consolidated accounts have been prepared, and are accounted for in a similar manner to cash flow hedges. Ensure that:
· The portion of the gain or loss on the hedging instrument that is determined to be an effective is recognised in other comprehensive income; and
· The ineffective portion is recognised in profit or loss.

Please note that the cumulative gain or loss on the hedging instrument relating to the effective portion of the hedge that has been accumulated in equity shall not be reclassified from equity to profit or loss on disposal or partial disposal of the foreign operation.

	
	
	
	




	Discontinuing hedge accounting

	
	Extent
	Reference
	Initials / Date

	18. If hedge accounting has been discontinued, ensure that this has occurred for one of the following reasons:
· The hedging instrument has expired, is sold, terminated or exercised; or
· The conditions for hedge accounting are no longer met; or
· The entity has elected to discontinue hedge accounting and the entity has documented this decision. 

In all cases, hedge accounting shall be discontinued prospectively (i.e. not as a prior year adjustment).

19. The only significant impact of discontinuing hedge accounting arises where there was a cash flow hedge. 
· If the hedged future cash flows are no longer expected to occur, ensure that the amount that has been accumulated in the cash flow hedge reserve was reclassified to profit or loss immediately; and
· If the hedged future cash flows are still expected to occur (for example when the entity has voluntarily elected to discontinue hedge accounting), the cumulative gain or loss in the cash flow hedge reserve should be retained in reserves and reclassified to match the hedged item (as per test 15 above).


	
	
	
	

	DISCLOSURE REQUIREMENTS

20. For each type of hedging relationship, the following must be disclosed: 
· A description of the hedge;
· A description of the financial instruments designated as hedging instruments and their fair values at the reporting date; and
· The nature of the risks being hedged, including a description of the hedged item.

	
	
	
	

	21. For a Fair Value hedge, ensure the following are disclosed:
· The amount of the change in fair value of the hedging instrument recognised in profit or loss for the period; and
· The amount of the change in fair value of the hedged item recognised in profit or loss for the period.

	
	
	
	




	
	
	Extent
	Reference
	Initials / Date

	22. For a Cash Flow hedge, ensure the following are disclosed:
· The periods when the cash flows are expected to occur and when they are expected to affect profit or loss;
· A description of any forecast transaction for which hedge accounting had previously been used, but which is no longer expected to occur;
· The amount of the change in fair value of the hedging instrument that was recognised in other comprehensive income during the period;
· The amount, if any, that was reclassified from equity to profit or loss for the period; and
· The amount, if any, of any excess of the fair value of the hedging instrument over the change in the fair value of the expected cash flows that was recognised in profit or loss for the period.

	
	
	
	

	
23. For a net investment in a foreign operation hedge, ensure the following are disclosed separately: 
· The amounts recognised in other comprehensive income;  and 
· The amounts recognised in profit or loss 
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