
inancial derivatives have been relatively
recent entrants to the arena of Financial
Instruments. Because of the complexity
inherent in the definition and financial
implications of a derivative the account-

ing profession has taken a long time to come to terms with
this new entity. The Indian Accounting Standards are still
in a formative stage in this area with AS l l (Accounting for
the Effects of Changes in Foreign Exchange Rates),
‘Guidance Note on Accounting for Equity Index Futures’
and ‘Guidance Note on Accounting for Equity Index
Options and Equity Stock Options as the only specific
guidelines from ICAI for the accounting of derivative
instruments. International and US standards are in an
advanced stage of evolution in this area and have specific
Accounting Standards to deal with derivatives. This article
attempts a broad exposition of the accepted principles for
accounting of derivatives and a comparison of the
approaches adopted by US International and Indian stan-

dards. The approaches adopted in US and International
accounting standards have natural implications and learn-
ing for accounting of derivatives in India.

In the earlier versions of US standards the derivatives
were defined by their classification (e.g. in FAS 80, 105, l
l9). This impeded wide applicability and caused account-
ing problems. The current standards of both the Financial
Accounting Standards Board (FASB) as well as
International Accounting Standards Board (IASB) take
care of this problem. The approach of the relevant stan-
dards, namely FAS 133 (Accounting for Derivative
Instruments and Hedging Activities) and IAS 39
(Financial Instruments: Recognition and Measurement)
exhibits a convergence in thinking. Both these standards
consider the intention and the nature more important
than the classification of a derivative. This approach is in
keeping with the basic accounting principles. Moreover, a
separate treatment need not be prescribed for each of the
plethora of derivative instruments by their name and clas-
sification. In the Indian Accounting Standards, by con-
trast, derivatives have been identified by specific classes.
Only Foreign Currency Forwards, Equity Index Futures,
Equity Index Options and Equity Stock Options are cur-
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rently covered. For accounting of other derivatives one
has to apply the general guidelines applicable to financial
assets and liabilities which are inadequate.

DDEEFFIINNIITTIIOONN
Both FAS 133 and IAS 39 define financial derivatives in

a generic way based on their nature rather than the name.
Financial derivatives are those financial instruments:
● Whose value changes in response to the change in a

variable (called underlying ) such as interest rate, price
of a security, price of a commodity, foreign exchange
rate, index of certain prices credit rating etc. and

● Which require very little initial net investment relative
to other types of contracts that have a similar
response to change in market conditions and

● Which are settled at a future date
Since this definition is based on the basic principle of

risk and futurity, it is general enough to include a for-
ward, future, option, swap or any combination of these.
There is no undue restriction on what can constitute an
underlying variable except that it has to be objectively
observable. The definition also leaves sufficient scope
for automatic inclusion of any new derivative that may be
created in future. Whereas FAS 133 also brings in the
characteristics of notional amount and net settlement in
the definition itself, IAS 39 mentions it more in the
nature of explanation rather than the main definition.

Exclusions: Some of the normal transactions have
been excluded from being classified as derivatives even
though futurity and risk may be involved. These include
the transactions entered in regular-way according to
common conventions and trade practices, insurance
contracts, bank guarantees, and derivatives that impede
a sale contract. Both IAS 39 and FAS 133 allow these
exclusions to avoid making accounting unduly complex.

Inclusion - Embedded Derivatives: If a contract has
explicit or implicit terms affecting the cash- flow or the value
of other exchanges in a way similar to the stand-alone deriv-
ative, then such terms of a contract are treated as embedded
derivatives and are to be separately accounted for as a deriv-
ative provided the following conditions are fulfilled.
● risks and economic characteristics are different from

the host contract
● a separate instrument with same terms would be

accounted for as a derivative 
● the hybrid instrument embedding the terms of the nature

of a derivative is not required to be measured at fair value
The examples of such contracts are convertible

bonds, warrants issued with preference shares or bonds,
leveraged inflation indexed interest payments etc.
Interest rate caps, collars and floors are excluded from
being considered as embedded derivatives if at the time
of issue the cap was more than market rate or the floor
was less than the market rate. Indian Accounting
Standards are unfortunately silent on accounting treat-
ment for these and other derivative instruments.

BBAASSIICC AAPPPPRROOAACCHH::  FFAAIIRR VVAALLUUEE AACCCCOOUUNNTTIINNGG
Derivatives are financial instruments (assets or liabil-

ities) and the value of a financial instrument can be quite
accurately determined by its quotations in an active mar-
ket. Due of this fact the world- wide trend in accounting
is to value the financial instruments, if held for current
operations, at fair value rather than historical cost. The
same principle is applied to the financial derivatives. Fair
value is the amount for which an asset would be
exchanged (or a liability settled) between knowledgeable,
willing parties in an arm’s length transaction. It may be
represented by market price in a free and active market,
or by the present value of future cash-flows (for a debt
security), or by computations using any other technique
or model of valuation in which data inputs can be mea-
sured reliably (generally coming from an active market).
In case the derivative is not directly traded in the market
or is traded infrequently, the situation becomes more dif-
ficult. However, by accepting a value computed using a
model of valuation as fair value; this difficulty has been
partially mitigated. Fair value accounting better fulfils
the relevance criterion while taking care of objectivity at
the same time (coming from the prices determined by an
active market). Its implication is that the change in the
market price of a financial instrument over a year is to be
reflected in the Income Statement as a profit or a loss of
that year, making the annual profit figures more volatile.

Derivatives are particularly suited for fair value
accounting because these are traded in an active market
making it easy to enter and exit a position at the market
determined price and are generally based on the prices of
an asset that itself is freely traded. Therefore economic
benefit of holding a position in a derivative (profit or loss)
is truly related to the period in which the derivative was
held rather than to the period in which the contract is
finally closed out. This benefit flowing from the value of a
derivative is quickly convertible into cash through the
derivatives market whose structure effectively guards
against counter party default. Due to these characteristics,
both FAS 133 and IAS 39 accept fair value accounting for
derivatives as the default treatment unless they are used
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for hedging. Since the Indian Accounting Standards have
not accepted fair value accounting for financial instru-
ments, it has not been accepted for accounting of deriva-
tives either. The value of financial instruments is reported
at cost or market value whichever is lower for short-term
investments and at cost for long-term investments.

RREEPPOORRTTIINNGG GGAAIINNSS AANNDD LLOOSSSSEESS
Both FAS 133 and IAS 39 prescribe that all the gains

and losses in the fair value of derivatives not designated as
hedge should be recognised in the earnings (Profit and
Loss Accounts) for the period. For accounting purposes
the derivatives are to be considered as the securities ‘held
for trading’. Accordingly in the Balance Sheet the value of
a derivative is to be reflected at its fair value (without
deduction of transaction costs form the market prices as
per IAS 39; FAS 133 is silent on this aspect). This implies
that any increase in the value of a derivative will lead to
increase in the profit of the current year while any
decrease will correspondingly lead to the loss for the cur-
rent year. There is a special treatment to be given to deriv-
ative instruments that constitute part of a hedge. Hedging
refers to assuming a position in a derivative (hedging
instrument) such that it offsets any unfavourable change
in the value of another asset or liability (hedged item). For
instance an importer may hedge his expected future $
payments with a long forward position on $, or a portfo-
lio manager may hedge the value of his portfolio by tak-
ing a short position in Index Futures. If a derivative has
been used to design a hedge and has been designated to
be so, then its accounting is linked to the hedged item that
is being hedged through it. Both FAS 133, 52 and IAS 39
treat the derivative and the hedged item constituting a
hedge together for accounting purposes. AS 11 also takes
the foreign currency forward and the corresponding
commitment together by requiring only the amortisation
of the premium over the life of the forward. However, the
guidance notes on Equity Index Futures and Equity
Index Options and Equity Stock Options issued by ICAI
preclude hedge accounting altogether.

HHEEDDGGEE AACCCCOOUUNNTTIINNGG
In terms of classification of a hedge the two standards

namely FAS 133 and IAS 39 differ marginally. However,
this does not change the accounting treatment signifi-
cantly. Both FAS 133 and IAS 39 allow three classes of
hedges as follows:

1. Fair value hedge
2. Cash-flow hedge

3. Foreign currency hedge
The classification of transactions among these three

differs to some extent but in the ultimate analysis the
accounting principles and the mechanics for majority of
the transactions is similar.

1. Fair value hedge
A fair value hedge is the one that safeguards changes

in the value of an asset or liability or an unrecognised firm
commitment (the last one only for FAS 133), for
instance, a hedge created by a portfolio manager to safe-
guard the value of his portfolio of securities by shorting
Index Futures. In such a hedge the gains and losses on
both the derivative and the hedged item are recognised in
the Profit & Loss Account as income (or expense) for the
period. These gains and losses arise due to re- measuring
of fair value and include hedging ineffectiveness. An
interesting aspect of fair value hedge (common to both
IAS 39 and FAS 133) is that even on those securities
which are normally accounted on an amortised cost basis
(‘held to maturity’ securities in both IAS 39 and FAS 115
and ‘available for sale’ securities optionally in IAS 39) the
loss or gain on the fair value is charged to profit and loss
account if a fair value hedge has been set up with these
securities as the hedged item. Hedge accounting gets
precedence over the amortised cost method normally
followed for these securities.

2. Cash-flow hedge
A cash-flow hedge is the one that safeguards varia-

tion in a forecasted cash-flow, for instance, a hedge cre-
ated by an enterprise to safeguard variable interest out-
flow on its Libor linked borrowing by a swap of Libor
linked interest payments with fixed interest payment.
IAS 39 includes unrecognised firm commitment to buy
or sell an asset at a fixed price also as a cash-flow hedge.
FAS 133 classifies hedging of unrecognised firm com-
mitment (in reporting currency of the enterprise) as a fair
value hedge. In this regard the two standards differ.

Effectiveness of a hedge assumes significant impor-
tance in accounting of a cash-flow hedge. Effective por-
tion of a derivative is the one that fulfils the objective of
safeguarding the variations in the value of the hedged
item. The method used for assessing the hedging effec-
tiveness of a derivative must be defined at the time of set-
ting-up the hedge. The standards do not put any restric-
tions on the method to be used for judging the effective-
ness or the effective portion but, if this method is
changed during the currency of a hedge the hedge has to
be discontinued and re- established. Based on the
method chosen for judging the effectiveness, a deriva-
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tive may have an effective portion and an ineffective por-
tion. In addition to these two, there may be a change in
the value of the derivative not dependent on variation in
the economic variable for example, the change in the
value of an option with the passage of time. This portion
is called the excluded portion and is unrelated to hedging.
The illustration given in Appendix I clarifies the differ-
ence between the ineffective and excluded portions of a
derivative in a hedge relationship.

In accounting for a cash-flow hedge the main consider-
ation is to carry forward the gains or losses of the effective
portion. These are meant to offset the change in the value
of hedged item at a later date. The gains and losses on the
ineffective portion and excluded portion are written off as
the income or loss of the current period. The accumulated
profits and gains on the effective portion of the derivative
keep accumulating in a special reserve in the equity in the
balance sheet. FAS 133 identifies these as part of ‘Other
Comprehensive Income’. The accumulated amount of
such unrealised gains is reclassified as profits in the period
in which the hedged forecasted transaction affects the
earnings. In case the forecasted transaction results in cre-
ation of an asset/liability then this accumulated gain is
applied for adjusting the value of such asset/ liability.

3. Foreign currency hedge
Foreign currency hedge safeguards exposure of an asset,

liability or forecasted transaction to foreign exchange rate
fluctuations. FAS 133 recognises four classes of foreign
currency hedges whereas IAS 39 recognises only one. FAS
133 classifications of foreign currency hedge are as follows: 
● Net investment in foreign operations: This is a hedge to safe-

guard the translation risk faced by an enterprise
because of foreign exchange exposure to its net invest-
ment in foreign operations in a foreign country, for
instance, a hedge created by an enterprise to safeguard
the value of its net investment in its Japanese subsidiary
(assets designated in Yen less: liabilities designated in
Yen in the same subsidiary) by a currency swap. IAS 39
also recognises hedge of a net investment in a foreign
entity separately (in fact this is the only classification
recognised by IAS 39 apart from fair value and cash-
flow hedges). Accounting for gains or losses for this
class of hedge is done in a similar manner as that for a
cash-flow hedge both in IAS 39 and FAS 133.

● Unrecognised firm commitment involving foreign currency exposure:

An unrecognised firm commitment, in general, is classi-
fied by IAS 39 as a cash-flow hedge. FAS 133, on the
other hand, classifies an unrecognised firm commitment
without foreign exchange exposure as a fair value hedge.

Accordingly, the accounting treatment for this class of
hedge even with a foreign exchange exposure is consis-
tent with these positions. FAS 133 treats it similar to a fair
value hedge whereas IAS 39 similar to a cash-flow hedge. 

● Available-for-sale securities with foreign exchange exposure:

Financial instruments are categorised into four
classes by IAS 39 and three classes by the corre-
sponding US standard FAS 115. The three classes
namely ‘held for trading’ securities, ‘held to maturity’
securities, and ‘available for sale’ securities are com-
mon to both whereas the class ‘loans and receivables
originated by enterprise’ is specific to IAS 39. The
residual securities which cannot be classified into any
of the other classes are classified as ‘available for sale’
securities. Investments in other enterprises that are
neither for short-term profits nor for being held till
maturity (primarily applicable to the debt securities)
are likely to be put into this class. Those ‘available for
sale’ securities that cause foreign exchange exposure
to the enterprise and are hedged by a derivative are
classified by FAS 133 into this class of foreign cur-
rency hedge. IAS 39 implicitly classifies such hedge as
fair value hedge. The accounting treatment in both
the standards is similar to a fair value hedge. 

● Foreign currency dominated forecasted transactions: These
hedges, though not separately classified by IAS 39,
implicitly get classified into general forecasted trans-
actions. In either standard (IAS 39 and FAS 133) the
accounting is similar to cash-flow hedge where gains
or losses on the effective portion of the hedging
instrument are allowed to be deferred.

CCOONNDDIITTIIOONNSS FFOORR HHEEDDGGEE AACCCCOOUUNNTTIINNGG
The following conditions need to be satisfied for a

relationship to qualify for hedge accounting. These con-
ditions are broadly similar for both IAS 39 and FAS 133.
1. Existence of significant risk to profit: It is to be
established that 
● The forecasted transaction is probable and creates

exposure to variations in cash flow affecting profit.
● Hedged item is not re-measured with changes

reported in earnings.
● Hedged item is not a ‘held to maturity’ security which

is reported at amortised cost. 
● Hedged item is not a normal business commitment

or transaction like repayment risk, business combina-
tion, parent’s interest in the subsidiary etc.

2. Intention to hedge: The following details have to be
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provided at the time of establishing the hedge:
● identification and details of the hedged item and the

derivative instrument (that is supposed to hedge) and
the nature of risk proposed to be hedged

● risk management objectives
● hedge relationship between the hedged item and the

derivative instrument and the strategy of hedging
● method of assessing the effectiveness and the

excluded components for the hedge
Because the intention in a hedge is to reduce risk, FAS

133 specifically proscribes combination of a derivative
and the hedged item as a hedge, where the net gains out
of it are asymmetric with the potential for loss being
higher than that of the gain (e.g. a written option with the
underlying). IAS 39 implicitly takes a similar position as
it goes against the intention to hedge.

3. Feasibility of designing a hedge: The derivative
instrument has to be such that it can effectively hedge the
risks in the hedged item and its effectiveness can be reli-
ably measured. IAS 39 specifically requires it but, FAS
133 has this requirement only in an implicit form as it also
requires the method of assessing effectiveness of the
hedge to be specified.

4. Monitoring and measuring the hedge: Both IAS 39
and FAS 133 require that once a hedge has been established
it needs to be continuously measured and monitored to
determine that it is actually effective. IAS 39 does not
specifically mention the frequency of such assessment;
FAS 133 requires this frequency to be at least quarterly.

DDIISSCCOONNTTIINNUUAATTIIOONN OOFF HHEEDDGGEE
A hedge, once established, does not automatically

continue. It is discontinued if any of the following con-
ditions are fulfilled: 
● Criteria for qualification of the transaction as a hedge

are no longer met. 
● The derivative instrument ceases to exist.
● Designation of hedge is removed.
● The forecasted or committed transaction (the hedged

item) is no longer expected to occur.

PPRROOBBLLEEMM AARREEAASS IINN HHEEDDGGEE AACCCCOOUUNNTTIINNGG
The crucial point, in a hedge accounting, is whether the

unrealised gain/loss on a derivative can be deferred. If the
hedge accounting is not allowed, the derivative is
accounted at fair value. If the hedged item is also accounted
at fair value then there is no difference in accounting

whether fair value hedge is allowed or not. The only major
difference comes about in the effective portion of a cash-
flow hedge or the net investment in foreign operations in a
foreign currency hedge where part of profit/loss can be
deferred. This is one area that is amenable to divergent
interpretations and accounting treatments despite the care
taken to reduce the scope of wrong use of discretion. For
instance a company trying to achieve asset-liability match
may account for derivative instrument (a swap in this case)
as effecting fair value hedge or a cash-flow hedge depend-
ing on which asset or liability has been designated as the
hedged item. Suppose the company under consideration is
holding an investment that gives fixed interest, and also a
debt the interest on which is tied to Libor. To achieve asset-
liability match the company enters into a swap that allows
it to receive Libor and pay fixed interest. Now, if the com-
pany designates the swap as hedging the value of its fixed
interest investment, then the hedge would qualify as a fair
value hedge as it is safeguarding the value of the investment
that will change with the change in Libor. On the other
hand if the company designates the swap as hedging the
interest outgo on its debt then this hedge would qualify as
cash- flow hedge. This situation applies to both the stan-
dards and can change the accounting significantly by
changing the deferment of gain/loss on the swap.
Synthetic derivatives have also been reported in the litera-
ture that help effectively in converting fair value hedge to
the cash-flow hedge.

IIMMPPEERRAATTIIVVEESS FFOORR IINNDDIIAANN AACCCCOOUUNNTTIINNGG SSTTAANNDDAARRDDSS
Indian Accounting Standards are still in their formative

stage as regards the accounting for derivatives. The com-
parative position on accounting treatment for derivatives
for US, International and Indian Accounting Standards is
given in Appendix 2 for ready reference. The Indian stan-
dards and guidance notes deal with the financial derivatives
in a fragmented manner. Whereas AS 11 deals with Foreign
Currency Forwards, Guidance Notes on Equity Index
Futures, Equity Index Options and Equity Stock Options
deal with these specific derivatives. As a result a whole
range of over-the-counter and market traded financial
derivatives like interest rate swaps, forward rate agree-
ments, comrnodity futures, currency options etc remain
completely unattended. With the passage of time more and
more derivative instruments will be added to the Indian
market. There is a need to make the definition of the finan-
cial derivatives more broad-based and integrate all the
accounting treatments for derivatives in a single account-
ing standard to obviate differing interpretations.

The Guidance Notes on futures and options suggest
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deferment of gains whereas the losses on these derivatives
are to be charged to the current year’s Profit & Loss State-
ment. Furthermore, the hedge accounting is not allowed.
This treatment gives rise to anomalous situations. If a deri-
vative is used for hedging an asset or a cash-flow, the treat-
ment suggested in the Guidance Notes would make the
enterprise postpone the gains, if any, on the derivative,
whereas the losses would be written off in the current
period. For the hedged item also, the gains will be deferred
and the losses shall be written off- going by conservatism.
Since it is a hedge, it is expected that the hedged item shall
have gains or losses which are opposite to those of the deri-
vative instrument. As both these accounting acts are being
done independently, without regard to the hedge relation-
ship, whenever there are gains on the derivative these will
be postponed and the accompanying losses on the hedged
item shall be charged to the Profit & Loss Statement. When
the situation is the other way around, the losses on the hed-
ged item would be booked and the gains on the derivative
would be deferred. In either case the loss would be
charged to the Profit & Loss Statement if we consider
both the hedged item and the derivative instrument
together. The Profit & Loss Statement, because of hedge,
would give an artificial impression of high amount of
losses in the initial years and high amount of profit during
the year when the hedge ends and the deferred gain is
booked to the Profit & Loss Statement. It would also
make the profits unreasonably volatile from year-to-year.

To illustrate the above point we visualise a situation
where an investor on 27 February 2002 invests in 600
Reliance Industries (RIL) shares on a short term basis and
hedges these against the downward movement of share
prices by a short position in 600 RIL Futures ( I market lot
of Futures contracts) of 25 April expiry. He purchases RIL
shares at the closing price for Rs 1,95,450 (Rs 325.75x 600)
and takes the Futures position at the closing price of Rs
1,98,600 (Rs 331x 600). On 31 March 2002 when his final
Balance Sheet is drawn up this position is still outstanding.
The closing prices of the last trading day (28 March 2002)
are: RIL shares - Rs 300.30 and RIL Futures (of 25 April
expiry) - Rs 303.40. Since the value of RIL shares has
decreased as compared to their cost the shares would be val-
ued at market price Rs 1,80,180 (300.30x600). The reduc-
tion in the value of Rs 15,270 (1,95,450 - 1,80,180) would be
charged to Profit and Loss Account. The ‘Mark to Market
Margin’ account of short position in RIL Futures of 25
April expiry would show a credit balance of Rs 16,560 {(331
- 303.40)x600} as the accumulated ‘Mark to Market Margin’
for the period 28 February to 28 March being notional gain
received from the stock exchange on the short Futures

position. This amount would be carried over to the next
year as per the ‘Guidance Note on Accounting for Equity
Index Futures’. If we take the same illustration but change
the dates of transactions (7 November 2002 instead of 27
February 2002) and the closing of accounts (31 December
2002 instead of 31st March 2002) the complexion changes.
Now, our investor purchases RIL shares at the closing price
for Rs 1,55,790 (Rs 259.65x600) and takes the short Futures
position in RIL Futures expiring on 30 January 2003 at the
closing price of Rs 1,58,040 (Rs 263.4x 600) on 7 November
2002. On 31 December 2002 when his Balance Sheet is
drawn up the closing price of 31 December 2002 are: RIL
shares - Rs 297.95 and RIL Futures (30 January 2003 expiry)
- Rs 301.65. Since the value of RIL shares has increased
compared to their cost the shares would be valued at cost
(Rs 1,55,790). The ‘Mark to Market Margin’ account of
short position in RIL Futures of 30 January 2003 expiry
would show a debit balance of Rs 22,950 {(301.65 -
263.4)x600} as the accumulated ‘Mark to Market Margin’
for the period 7 November 2002 to 31 December 2002
being notional loss paid to the stock exchange on the short
Futures position. This amount would be charged to Profit
and Loss Account as per the Guidance Note.

These two situations illustrate that the loss is always
booked in the current year and the profit is postponed to
the next year irrespective of whether the prices go up or go
down. This is despite the fact that in reality the loss on
shares is more or less compensated by the gains on futures
and vice versa. The investor’s net loss or gain was close to
0 (a net gain of Rs 1,290 in the first situation and a net gain
of Rs 30 in the second) in both the above situations if one
took into account both the shares and the futures
together. The year in which the Futures mature, would
show the profits deferred from the previous year. Due to
conservatism concept being applied independently for
accounting of futures and the hedged asset the loss is
always being booked in the current year and an equal
amount of profit is being deferred to the future years. This
illustration emphasises the need for introducing fair value
accounting and hedge accounting for derivatives at an
early date. Without these, such anomalies shall continue.
One of the main reasons why LC Gupta Committee rec-
ommended the introduction of financial derivatives to the
Indian market was their use in hedging but, the current
accounting treatment militates against it. Fortunately, our
Accounting Standards Board is in a good position to effec-
tively use the experience of FASB and IASB during imple-
mentation of FAS 133 and IAS 39 for framing and launch-
ing our own comprehensive standard for accounting of
derivatives with fair value and hedge accounting.
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Appendix 1

Illustration of Ineffective and Excluded Portions of a Derivative in a Hedge Relationship

A holder of Rs 10 lakh worth of shares of Silverline Technologies Ltd (STL) hedges the fair value of this holding by pur-
chasing American put option of Rs 10 lakh notional value on the shares of  Satyam Computer Services Ltd (SCL). Based
on the similarities in the business of SCL and STL he expects a high degree of correlation between the share prices of these
companies. Since an option is not available on STL shares the holder believes that put option on SCL shares will provide
him an effective hedge against the downward Movement of the price of shares of STL. The objective of the hedge is to off-
set the possible loss on his holding of STL shares with the gain on American put of SCL which he specifies. The transac-
tion of purchase of shares of STL and the put option on SCL is entered on 18 March 2002 and the effectiveness of hedge
is reviewed on 3 April 2002. The prices of put option and the shares of SCL and STL on these dates are as follows:

18-March 3-Apr-02
closing price of SCL shares 290.15 254.45
closing price of STL shares 60.05 49.35
closing price of American put on SCL shares with strike price 24.5 44.2
of Rs 300 and maturity  25 April 2002 .

The increase in the value of American put Rs 19.70 (= 44.20 - 24.50) is primgily comprised of the following two com-
ponents:

1. Change in the current price of the shares of SCL which gives rise to the change in the intrinsic value of the option from
Rs 9.85 to Rs 45.55 (strike price minus spot price); this is the amount that could be realised on 18 March or 3 April by
exercising the American put at its exercise price of Rs 300. This is a net gain of Rs 35.70 (= 45.55 - 9.85) from 18 March
02 to 3 April 02.

2. Change in the time value of the right to sell one share of SCL at Rs 300 any time till 25 April 2002 from the current day.
This amount changed from Rs 14.65 (24.50 - 9.85) on 18 March to Rs -1.35 (44.20 - 45.55) on 3 April. This is a net loss
of Rs 16 (= Rs 14.65 + 1.35) from 18March 02 to 3 April 02.
While establishing the hedge the holder had specified that it is expected that any reduction in the value of his holding

of STL shares will be offset by the increase in the value of his holding of American puts. But the hedge turned out to be
less than perfect for two reasons. Firstly, the changes in the value of the put due only to the first component are related to
the changes in the price of STL (through price correlation with shares of SCL). The loss in put attributable to the second
component i.e. Rs 16 (6.8% of notional value of put), therefore, does not depend on the changes in the prices of STL and
should be excluded while judging the effectiveness. Secondly, since share price of SCL and STL cannot move in perfect
unison (correlation between them is not 1) the change in the price of STL would not be perfectly offset by the first com-
ponent. The extent to which the change in the first component i.e. Rs 35.70 (12.30% of the notional value of put) differs
from the change in the price of the share of STL i.e. Rs 10.70 (17.82% of the price of STL) the hedge would be ineffec-
tive. This ineffectiveness gives rise to a loss of 5.52 % (17.82 - 12.30).  
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Appendix 2

A Comparison of Accounting Treatment for Derivative Instruments

US Standards (FAS 133 & 52) International Standards 
(IAS 39)

Indian Standards (AS 11 &
Guidance Notes

1 Cover all the derivatives with
widely applicable definitions

Cover all -the derivatives with
widely applicable definitions

AS 11 covers Forward Exchange
contracts: Guidance notes cover
Equity Index Futures & Options
and Equity Stock Options with
specific and narrow definitions.
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2 Fair value accounting for deriva-
tives that are not used for hedging

Fair value accounting for deriva-
tives that are not used for hedging 

Gain or loss on a foreign currency
forward to be charged to earnings
of the current year,  
Losses on  equity index futures:
(cumulative debit in mark-to-mar-
ketmargin) to be charged to earnings
of the current year - profits (credit
balance) to be deferred till  maturity
of the contract; Losses on equity
index/stock options (decrease in the
:value of the premium in the market)
to be charged to earnings of the cur-
rent year - marked-to-market pre-
mium and net gains on it to be
deferred till maturity of the contract

3 Fair value accounting for both the
derivatives and the hedged item
used for a fair value hedge

Fair value accounting for both the
derivatives and the hedged item
used for a  fair value hedge

No hedge accounting allowed

4 Securities held-to- maturity or
available-for-sale also to be dis-
closed at fair value if hedged
through a derivative instrument
for a fair hedge

Securities held-to-  maturity or avail-
able-for-sale (if opted not to be acco-
unted at fair value) also to be disclosed
at fair  value if hedged through a
derivative instrument for a fair
value hedge

No hedge accounting allowed

5 The portion of the value of a deriv-
ative which is effective in hedging a
future cash-flow to be disclosed in
the earnings of the year in which
the hedged cash flow takes place
(unrecognised firm commitments
included in fair value hedge)

The portion of the value of a deriv-
ative which is effective in hedging a
future cash-flow to be disclosed in
the earnings of the year in which
the hedged cash flow takes place
(unrecognised firm commitments
included in cash flow hedge)

No hedge accounting allowed

6 The portion of the value of a deriv-
ative which is inffective in hedging
charged to earnings of the current
year

The portion of the value of a deriv-
ative which is ineffective in hedg-
ing charged to earnings of the cur-
rent year

No hedge accounting allowed

7 Gain or loss on a foreign currency
forward contract involving a for-
eign currency hedge allowed to be
deferred till the related foreign cur-
rency transaction takes place (FAS
52)

No special treatment to foreign
currency forward contracts; gains
or losses to be treated as for any
other derivative

Premium or discount at the inception
of a forward contract for hedging for-
eign currency commitment to be
amortised over the life of the contract.
Gain or loss on the forward (with
respect to the exchange rate on the date
of inception) as well as the hedged item
to be charged to earnings of the current
year like a fair value hedge (AS 11)

8 The portion of the gain or loss on a
derivative effective in hedging the for-
eign currency exposure of a net invest-
ment in a foreign operation allowed to
be deferred till the sale or liquidation of
the investment in the foreign operation

The portion of the gain or loss on a
derivative effective in hedging the net
investment in a foreign entity allowed
to be deferred till the sale or liquida-
tion of the investment in the foreign
operation as in a cash-flow hedge

No hedge accounting allowed


