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Accounting for Derivatives: The way forward1

Under the existing Indian GAAP, there is limited guidance available for accounting of derivatives. 
The Accounting Standard (AS) 11 on “The Effects of Changes in Foreign Exchange Rates (revised 
2003)” contains the authoritative guidance for accounting of forward exchange contracts or 
another financial instrument that is in substance a forward exchange contract. With respect to 
other derivative contracts, there is lack of authoritative accounting guidance. Certain companies 
adopted the hedge accounting principles of Accounting Standard 30, Financial Instruments: 
Recognition and Measurement (AS 30 is not notified by the ministry of corporate affairs, further 
the ICAI has withdrew the recommendatory status of the standard) whereas others follow the 
requirements of the ICAI announcement dated March 2008 and provide for mark to market losses 
on all outstanding derivatives as at the balance sheet date. Any unrealised gains as at the balance 
sheet date are ignored considering the principle of prudence. Read on to know more…..

This article summaries the key requirements of the 
Guidance Note:-

Scope of Guidance Note
The Guidance Note provides guidance on 
recognition, measurement, presentation and 
disclosure for derivative contracts. The Guidance 
Note covers all derivative contracts that are not 
covered by an existing notified accounting standard. 
Hence, the Guidance Note does not apply to: 
(i) Foreign exchange forward contracts (or other 

financial instruments which are in substance 
forward contracts) covered by AS 11.

(ii) Derivatives where the accounting is governed 
by regulator (e.g. banks and non-banking 
finance companies are required to follow the 
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1 Readers are advised to refer to GN(A) 33 (Issued 2015) Guidance Note on Accounting for Derivative Contracts, available at http://www.icai.org/post.
html?post_id=1399, for further details.

Background
Considering the varied industry practices prevalent 
for accounting of derivatives, the ICAI issued 
the Guidance Note on accounting for derivatives 
(GN) in the month of May 2015 (revised June 
2015). Companies which are not required to follow 
the Indian Accounting Standards (Ind AS) have 
to comply with the requirements of the GN for 
accounting periods beginning on or after April, 2016. 
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accounting treatment for derivative contracts, 
if any, prescribed by RBI.)

The Guidance Note accordingly applies to the 
following derivatives:
(i) ‘Foreign exchange forward contracts (or other 

financial instruments that are in substance 
forward contracts) that are hedges of highly 
probable forecast transactions and firm 
commitments. These contracts are outside 
the scope of AS 11. AS 11 covers accounting 
for foreign exchange forward contracts where 
the hedged item is recognised on the balance 
sheet for e.g. foreign currency trade receivable, 
borrowings, payables, etc. 

(ii) Other foreign currency derivative contracts such 
as cross currency interest rate swaps, foreign 
currency futures, options and swaps, if not in 
the scope of AS 11.

(iii) Other derivative contracts such as traded equity 
index futures, traded equity index options, 
traded stock futures and option contracts; and

(iv) Commodity derivative contracts.’
The GN does not include in its scope accounting 

for embedded derivatives, macro hedging and 
accounting for non-derivative financial assets/
liabilities which are designated as hedge items. 
The objective of the GN is to provide guidance on 
accounting for derivative contracts only and not 
hedge accounting in its entirety.

Key accounting principles
1. Hedge accounting principles of the GN is not 

mandatory. If an entity decides not to use 
hedge accounting principles, it should account 
for derivatives at fair value with changes in fair 
value (gains or losses) being recognised in the 
statement of profit and loss. 

2. Fair value in the context of derivative contracts 
represents the ‘exit price’ i.e. the price that 
would be paid to transfer a liability or the price 
that would be received when transferring an 
asset to a knowledgeable, willing counterparty.

3. If an entity decides to apply hedge accounting 
principles of the GN, it should be able to clearly 
identify its risk management objective, the 
risk that it is hedging, how it will measure the 
derivative instrument if its risk management 
objective is being met and document this 
adequately at the inception of the hedge 
relationship and on an ongoing basis.

4. An entity may decide to apply the hedge 
accounting principles for certain derivatives and 
fair value others considering the requirement 
mentioned in point 1 above.

5. Guidance Note states that the derivative and the 
underlying hedged item needs to be accounted 
separately. It is not possible to apply synthetic 
accounting. If an entity has a foreign currency 
borrowing that it has hedged by entering into 
a cross currency interest rate swap, the entity 
would be required to recognise the loan liability 
separately from the cross currency interest rate 
swap and not treat them together as a package 
as INR Loan.

What is Hedge Accounting?
Hedge accounting is an accounting technique that 
may be voluntarily adopted to achieve consistency 
in recognising the accounting effects arising 
from the recording of hedged instrument and the 
hedged item. Hedge accounting modifies the usual 
accounting treatment of a hedged instrument and/
or a hedged item to enable gains and losses on the 
hedged instrument to be recognised in the profit 
and loss account in the same period as the offsetting 
losses and gains on the hedged item.

Consider the following example:
A company enters into a forward contract to  
hedge a highly probable forecast sales transaction 
which is expected to occur at the end of year 4. The 
Company has entered into the forward contract 
in year 1. If hedge accounting is not adopted, the 
Company would need to fair value the derivative 
from year 1 itself. Such gains and losses on the 
derivative instrument is recognised in profit and loss 
in the period in which they occur, irrespective of the 
occurrence of the gains and losses on the hedged 
item. 

Under hedge accounting, the timing of 
recognition of gains and losses on the derivative 
hedged instrument is matched with the gains and 
losses on the hedged item.

Listed companies which are not required to follow 
Ind AS need to comply with the requirements of 

the GN on accounting for derivatives from the first 
quarter ended June 30, 2016.
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future transaction. A sales contract is an example of 
firm commitment. 

The distinction between firm commitment 
and highly probable forecast transaction is also of 
utmost importance since forecast transaction are 
always cash flow hedged whereas firm commitments 
are always fair value hedged with the exception of 
foreign exchange risk in a firm commitment that 
can be designated as hedged item under a fair value 
hedge or a cash flow hedge.

Various types of hedge relationship permitted for 
different types of hedged items are presented below:-
Hedged item Fair value hedge Cash flow hedge
Recognised 
asset/liability

Yes Yes

Unrecognised 
firm 
commitment

Yes Yes (only for 
foreign currency 
risk)

Highly 
probable 
forecast 
transaction

No Yes

What is a highly probable forecast 
transaction?
It is important to note that not all forecast 
transactions qualify for hedge accounting. Forecasts 
must be highly probable to qualify for hedge 
accounting (highly probable indicates a much greater 
likelihood of happening than the term ‘more likely 
than not’). An assessment based on management 
intention is not sufficient to prove that forecast is 
highly probable. 

This has to be assessed based on verifiable facts 
such as the history of executing the transactions, 
amount of the forecast transaction involved, the 
financial and operating capacity of the entity, the 
penalty/loss for non-execution of the forecast 
transaction, the percentage of the forecast transaction 
in terms of the entity’s historical transactions.

Impact without hedging 
Year Impact of hedged 

item in P&L
Impact of hedged 
instrument in P&L

Net P&L 
impact

1 0 20 20
2 0 30 30
3 0 30 30
4 -100 20 -80

 
Impact with hedging
Year Impact of 

hedged 
item in 
P&L

Impact of 
hedged 
instrument in 
P&L

Impact 
on other 
comprehensive 
income

Net 
P&L 
impact

1 0 0* 20 0
2 0 0* 30 0
3 0 0* 30 0
4 -100 100 20 0

* It is assumed that the hedge is 100% effective.

As can be seen above, hedge accounting helps 
in matching the gains and losses on the derivative 
instrument with the gains and losses of the underlying 
hedged item. 

This is an example of cash flow hedging where the 
effective portion of the gains and losses of derivative 
instrument is accumulated in other comprehensive 
income (under equity) and is reclassified to profit 
and loss when the underlying hedged item impacts 
the profit and loss account.

What is a hedged item?
As per the Guidance Note, a hedged item is an 
asset, liability, firm commitment or highly probable 
forecast transaction or net investment in a foreign 
operation that 
a) exposes the entity to risk of changes in fair 

value or future cash flows and
b) is designated as being hedged.

The exposure to risk of changes in fair value 
or future cash flow is an essential condition  
for an item to be designated as hedge. For e.g. an  
item of inventory purchased in foreign currency 
cannot be designated as a hedge for foreign currency 
risk as such a risk does not exist in non-monetary 
items. 

Examples of common risks that can be hedged 
include foreign currency risk, interest rate risk, and 
commodity price risk.

A firm commitment is a binding agreement for 
the exchange of a specified quantity of resources 
at a specified future date or dates. A forecast  
transaction is an uncommitted but anticipated 

Hedge accounting is not mandatory. If hedge 
accounting is not applied, derivatives (other than 
those covered by AS 11) will be recognised at the 

balance sheet at fair value. The resulting fair value 
changes will be recognised in the profit and loss. 
These changes could either represent a gain or 
loss. Application of hedge accounting can be on 

instrument to instrument basis.
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What is a Derivative Instrument?
A derivative is a financial instrument or other 
contract with all three following characteristics
(i) its value changes in response to the change in 

a specified interest rate, financial instrument 
price, commodity price, foreign exchange rate, 
price or rate index, credit rating or index, or 
other variable; 

(ii) it requires no initial net investment and 
(iii) it is settled at a future date.

Derivative instrument is designated as hedge in its 
entirety. The only exceptions permitted are:
(a) separating the intrinsic value and time value 

of an option contract and designating as the 
hedging instrument only the change in intrinsic 
value of an option and excluding change in its 
time value; and

(b) separating the interest element and the spot 
price of a forward contract and designating 
only the spot price. 

Types of Hedging 
1. Fair value hedge:
 ‘A fair value hedge seeks to offset the risks of 

changes in the fair value of an existing asset or 
liability or an unrecognised firm commitment 
that may give rise to a gain or loss being 
recognised in the statement of profit and loss. 
An example of a fair value hedge is the hedge 
of a fixed rate bond with an interest rate swap, 
changing the interest rate from fixed to floating.’ 
In such case, an entity is hedging its exposure 
to adverse changes in fair value of the bond due 
to a fall in the market interest rate. Another 
example is the hedge of the changes in value of 
inventory using commodity futures contracts.

 Under fair value hedge, the hedging instrument 
is measured at fair value with changes in the 
fair value being recognised in the profit and 

loss account. The hedged item is also adjusted 
for its fair value changes attributable to the risk 
being hedged (even if normally it is measured 
at cost such as loan amount, inventory), and 
those fair value changes are also recognised in 
the profit and loss. 

2. Cash flow hedge:
 ‘A cash flow hedge is a hedge of the exposure to 

variability in cash flows that (i) is attributable 
to a particular risk associated with a recognised 
asset or liability (such as all or some future 
interest payments on variable rate debt) or a 
highly probable forecast transaction or a firm 
commitment in respect of foreign currency and 
(ii) could affect the statement of profit and loss. 

 
 An example of a cash flow hedge is the hedge of 

future highly probable sales in a foreign currency 
using a forward exchange contract. Another 
example of a cash flow hedge is the use of a swap 
to change the future floating interest payments 
on a recognised liability to fixed rate payments.

  
 Under a cash flow hedge, the hedging instrument 

is measured at fair value, but any gain or loss 
that is determined to be an effective hedge 
is recognised in equity, e.g., cash flow hedge 
reserve. This is intended to avoid volatility in 
the statement of profit and loss in a period 
when the gains and losses on the hedged item 
are not recognised therein. Ineffective portion 
of the change in the fair value of the hedging 
instrument is recognised directly in profit and 
loss. 

 
 In order to match the gains and losses of the 

hedged item and the hedging instrument in 
the statement of profit and loss, the changes in 
fair value of the hedging instrument recognised 
in equity must be recycled from equity and 
recognised in the statement of profit and loss at 
the same time that the impact from the hedged 
item is recognised in the statement of profit and 
loss.’

3. Net Investment Hedging:
 An investor in a non-integral operation is 

exposed to changes in the carrying amount of 
net assets of the foreign operation arising from 
translation of those assets into the reporting 

Hedging only part of the component such as spot 
price in a forward contract helps in achieving hedge 
effectiveness. In actual situation, forward points are 

a function of interest rate differentials of the two 
currencies involved in the forward contract. A spot 
to spot designation helps eliminating the interest 

element of the movement in forward rates and 
minimises hedge ineffectiveness.
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currency of the investor. Since foreign exchange 
gains or losses on a net investment in a non-
integral operation are recognised directly 
in equity under AS 11 as foreign currency 
translation reserve, the gains and losses on 
foreign currency derivatives used as hedging 
instruments are also directly recognised in 
equity to the extent that the hedge is considered 
effective. On disposal, the net deferred foreign 
currency gain and losses i.e. arising from both 
the net investment and the hedged instrument 
are recognised in the statement of profit and 
loss at the time of disposal of the foreign 
operation. 

Conditions for Hedging 
1. At the inception of the hedge, there is a formal 

designation and documentation of the hedging 
relationship and the entity’s risk management 
objective and strategy for undertaking the 
hedge. 

2. The hedge is expected to be highly effective in 
offsetting changes in fair value or cash flows 
attributable to the hedged risk in accordance 
with the documented risk management 
strategy.

3. For cash flow hedges, a forecast transaction 
must be highly probable.

4. The effectiveness of the hedge can be measured 
reliably. 

5. The effectiveness of the hedged needs to be 
assessed on an ongoing basis.

 
What is hedge effectiveness?
Hedge effectiveness is the degree to which changes 
in the fair value or cash flows of the hedged item 
that are attributable to a hedged risk are offset 
by changes in the fair value or cash flows of the 
hedging instrument. At a minimum, an entity should 
perform the hedge effectiveness assessment at each 
reporting date or upon a significant change in the 
circumstances affecting the hedge effectiveness 
requirements, whichever comes first.

‘The Guidance Note does not prescribe one single 
method for how hedge effectiveness testing and 
ineffectiveness measurement should be conducted. 
The appropriate method for each entity will depend on 
the facts and circumstances relevant to each hedging 
programme and be driven by the risk management 
objective of the entity.’ The Guidance Note also does 
not prescribe bright line tests for effectiveness 

assessments but instead requires disclosure of the 
entity’s risk management objectives and measures 
for assessing if these objectives are met.

The most common methods to test hedge 
effectiveness are:
1. Critical terms matching: This method 

consists of comparing the critical terms of the 
hedging instrument with those of the hedged 
item. It is a qualitative method of assessing 
hedge effectiveness. If the critical terms of the 
hedging instrument and the hedged item - e.g. 
the nominal amount, maturity and underlying 
- match or are closely aligned, then in such 
case it may be possible to use the critical terms 
matching approach to qualitatively access 
hedge effectiveness. 

2. Dollar offset method: This method involves 
comparing the change in fair value of the hedged 
instrument with the change in the fair value of 
the hedged item attributable to the hedged risk. 
This method is simple and best suited for short 
term hedges. Effectiveness under this method 
is calculated as:

 Change in fair value of the hedging instrument
 Change in fair value of hedged item
3. Regression Analysis: This method is a 

statistical technique for determining the 
validity and the extent of a relationship between 
an independent and dependent variable. It is a 
complex measurement technique and requires 
understanding of statistical assumptions.

Conclusion:
The Guidance Note has become effective from 
accounting periods beginning on or after April 1, 
2016. If an entity has to follow the hedging accounting 
principles, there are lot of compliances which needs 
to be ensured such as hedge documentation and 
assessment of hedge effectiveness. Companies need 
to ensure that their financial reporting systems 
are equipped to handle the new hedge accounting 
guidance. The hedging provisions of the GN are 
significantly aligned with Ind AS 109 - Financial 
Instruments. Still there exist certain areas such as 
accounting for embedded derivatives, hedging of 
non-derivative financial asset/liability, etc. which are 
outside the scope of the GN. Ind AS provides detailed 
guidance on these accounting matters. Consequent 
to the same, there would remain differences between 
existing Indian GAAP and Ind AS. 
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All that we are is the result of what we have thought. The mind is everything. What we think we become. - Gautama Buddha


