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Professional Certificate in International Accounting Standards for Financial Instruments

Hedge Accounting under International Accounting
Standards

Hedge Accounting

Specific Term:
Hedge Accounting

Concept:
Hedge accounting is an accounting method that enables entities to mitigate the impact of changes in fair
value or cash flows of certain assets, liabilities, or forecasted transactions by using financial instruments to
offset risks. It involves matching the recognition of gains or losses on the hedging instrument and the
hedged item to reduce volatility in financial statements.

Related Terms:
- Fair Value Hedge
- Cash Flow Hedge
- Net Investment Hedge
- Derivatives
- Hedging Instrument
- Hedged Item

Explanation:
Hedge accounting under International Accounting Standards allows entities to reduce the impact of market
fluctuations on their financial statements by recognizing the gains or losses of the hedging instrument and
the hedged item simultaneously. This method aims to provide a more accurate representation of an entity's
financial position and performance by aligning the accounting treatment of the hedging relationship.

There are three main types of hedge accounting recognized under International Accounting Standards:

1. Fair Value Hedge: This type of hedge is used to hedge the exposure to changes in fair value of a
recognized asset or liability or an unrecognized firm commitment. The changes in fair value of the hedging
instrument and the hedged item are recognized in the income statement.

2. Cash Flow Hedge: Cash flow hedges are used to hedge the exposure to variability in cash flows that is
attributable to a particular risk associated with a recognized asset or liability, a highly probable forecast
transaction, or a firm commitment. The effective portion of the gains or losses on the hedging instrument is
recognized in other comprehensive income (OCI) and reclassified to the income statement when the
hedged item affects profit or loss.

Read online: https://certificates.lsba.org.uk/glossaries/3100162/hedge-
accounting-under-international-accounting-standards

London School of Business and Administration · 26 Jun 2026



G LO S S A RY

3. Net Investment Hedge: Net investment hedges are used to hedge the foreign currency risk on a net
investment in a foreign operation. The gains or losses on the hedging instrument are recognized in OCI and
recycled to the income statement upon disposal of the foreign operation.

Entities must meet specific criteria to qualify for hedge accounting, including formal designation and
documentation of the hedging relationship, the effectiveness of the hedge, and ongoing assessment of the
hedging relationship's effectiveness. Failure to meet these criteria may result in the discontinuation of
hedge accounting and recognition of gains or losses in the income statement.

Example:
Company A is a multinational corporation that has significant exposure to foreign exchange rate
fluctuations due to its investments in foreign subsidiaries. To hedge its foreign currency risk on its net
investment in a foreign operation, Company A enters into a forward contract to protect against adverse
exchange rate movements.

Under hedge accounting, Company A designates the forward contract as a net investment hedge and
documents the hedging relationship's specifics. Any gains or losses on the forward contract are recognized
in OCI and offset against the foreign exchange gains or losses on the net investment in the foreign
operation.

By applying hedge accounting, Company A can reduce the impact of foreign exchange rate fluctuations on
its financial statements and provide a more accurate representation of its overall financial position.

Practical Applications:
- Hedging interest rate risk on variable rate debt through interest rate swaps.
- Hedging commodity price risk on future purchases through commodity futures contracts.
- Hedging foreign exchange risk on forecasted transactions through forward contracts.

Challenges:
- Ensuring the effectiveness of the hedge relationship and meeting the specific criteria for hedge
accounting.
- Accounting for the complexities arising from the interaction of multiple hedging instruments and hedged
items.
- Managing the volatility in financial statements resulting from changes in fair value or cash flows of the
hedging instruments and hedged items.
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