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ACCOUNTING FOR DERIVATIVE INSTRUMENTS AND
HEDGING ACTIVITIES



Hedge Accounting

GAAP’s objective is to account for derivative instruments used to hedge risks
so that the financial statements reflect their effectiveness in reducing the
company’s exposure to risk. For the financial statements to reflect the
derivative contract’s effectiveness, both changes in the hedged item’s fair
value and the hedging instrument’s fair value resulting from the underlying
change must be recorded in the same period. The investor can then clearly
assess the effectiveness of the strategy. The term hedge accounting refers to
accounting designed to record changes in the value of the hedged item, and in
the value of the hedging instrument in the same accounting period.



Hedge Effectiveness

Once a type of risk is identified that qualifies for hedge accounting, the
effectiveness of the hedge to offset gains or losses in the item being hedged
must be assessed. This assessment is done when the hedge is first entered into
and during the hedge’s existence. In order for a hedge to qualify for hedge
accounting, the derivative instrument must be considered highly effective in
offsetting gains or losses in the item being hedged. ASC Topic 815 requires
statistical or other numerical tests to assess hedge effectiveness, unless a
specific exception exists. Companies must choose a methodology to be
applied to assess hedge effectiveness. Two common approaches are critical
term analysis and statistical analysis.



Types of Hedge Accounting

















Additional Cash Flow Hedge Examples





FUTURES CONTRACTS—CASH FLOW HEDGE OF 
FORECASTED TRANSACTION





Additional Fair Value Hedge Examples



ACCOUNTING FOR HEDGE CONTRACTS: ILLUSTRATIONS OF CASH FLOW
AND FAIR VALUE HEDGE ACCOUNTING USING INTEREST RATE SWAPS



CASH FLOW HEDGE ACCOUNTING ENTRIES 





Fair Value Hedge Accounting









FOREIGN CURRENCY DERIVATIVES AND HEDGING ACTIVITIES



Example of Accounting for a Cash Flow Hedge of an Existing Foreign
Currency–Denominated Accounts Receivable

















Fair Value Hedge Accounting: Foreign Currency–
Denominated Receivable Example







Fair Value Hedge of an Identifiable Foreign 
Currency Commitment







Cash Flow Hedge of an Anticipated Foreign 
Currency Transaction









Speculation
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