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New guidance on hedge accounting – a significant 
issue for the energy and resources industry 
An exposure draft excluding macro hedging was issued in December 2010 with a proposed 
application date of 1 January 2013. An exposure draft on macro hedging is expected later in 2011, 
with a new standard expected in 2011.

What is the issue? 
The International Accounting Standards Board 
(IASB) has proposed a number of fundamental 
changes to the accounting for financial instruments 
as part of the IAS 39 replacement project.  

These proposals have been issued in response to the 
global financial crisis and criticisms from the 
business community about the complexity of 
accounting for financial instruments and the 
reliability of the rules in relation to measuring fair 
value and impairment testing.  

The release of the new standard has been split into 
three phases: 1) Classification and measurement; 2) 
Impairment; and 3) Hedge accounting. The 
classification and measurement component has 
been finalised and issued via IFRS 9; the remaining 
two phases are to be finalised by the end of 2011 
once the standard-setters have considered feedback 
from the business community. 

In this document we discuss the impacts of the 
hedging proposals (and the IASB redeliberations) 
on entities in the energy and resources sector. 
Macro hedging will be the subject of a separate 
exposure draft later in 2011. Entities should 
continue to engage in the debate, as there is much 
that can be done now to prepare for the change. 
Additionally understanding the impacts on 
customer needs for hedging products will be crucial.  

 

Why is the IASB amending the 
hedging rules? 
Current hedge accounting rules are detailed and 
complex, and meticulous care is required for each 
hedging transaction, particularly for the purposes of 
documentation and effectiveness testing. The rules 
can be difficult to understand and apply and entities 
around the globe have called on the IASB to simplify 
the accounting requirements.  

As a result, hedge accounting is the third phase of 
the IASB’s project to replace IAS 39. The objective of 
this phase is to simplify hedge accounting and 
improve the usefulness of financial statements for 
users.  

As part of this process, the IASB is fundamentally 
reconsidering the current hedge accounting 
requirements for both financial and non-financial 
items. 

 

Why is this issue significant for the energy 
and resources industry? 
If adopted, almost all entities with hedging activities 
in the energy & resources sector will be affected, 
particularly those that hedge concentrate sales for 
commodity price risk, users of options and issuers of 
foreign currency debt. With significant fluctuations 
in commodity prices and foreign exchange rates, 
companies in this sector should familiarise 
themselves with these changes if they expect to 
utilise hedging as part of their financial and risk 
management strategy. 

Energy and 
resources 
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We expect precious and base metal producers that 
sell concentrate to refineries and hedge the 
contained metal content to benefit from the 
proposals. These miners will be able to designate 
(for accounting purposes) the change in variations 
in cash they are paid for the metal out-turned, 
which is exactly what they seek to hedge. Those that 
hedge diesel fuel with gas oil derivatives will benefit 
in the same way. 

Entities should revisit their risk management 
strategies to determine if hedge accounting is or is 
not available to them. The impact of the new 
eligibility criteria (unbiased hedging relationships) 
may make it necessary to evaluate existing hedge 
accounting strategies that work today and consider 
whether they will continue to be eligible. This is 
discussed in further detail below. 

 

What are the key proposals?  
Hedge effectiveness tests and eligibility for 
hedge accounting. The Exposure Draft (ED) 
proposes relaxing the requirements for hedge 
effectiveness assessment and consequently the 
eligibility for hedge accounting. Under IAS 39 
today, the hedge is expected to be highly effective (a 
prospective test) and have been highly effective (a 
retrospective test) with ‘highly effective’ defined as 
a ‘bright line’ quantitative test of 80-125%. The 
current proposals (which incorporate IASB re-
deliberations) replaces this with a requirement for 
an entity’s designation of the hedge relationship to 
be based on an economic relationship between the 
hedged items and hedging instrument which gives 
rise to offset. The entity must rebalance that hedge 
relationship for hedge accounting purposes in order 
to maintain the economic relationship. There is a 
requirement that an entity shall not designate a 
hedging relationship in order to achieve an 
accounting outcome that is inconsistent with the 
purpose of hedge accounting. The 80-125% bright 
line rule would be removed; however, hedge 
ineffectiveness would still be measured and 
reported in the income statement.  

Hedged items. A number of changes are proposed 
to determine what can be designated as a hedged 
item. The proposed changes primarily remove 
restrictions that today prevent some economically 
rational hedging strategies from qualifying for 
hedge accounting. For example, the ED proposes 
that risk components can be designated for non-
financial hedged items provided the risk component 
is separately identifiable and measurable. The ED 
would also allow derivatives to be included as part 

of a hedged item so long as the entity manages the 
particular risk as one aggregated exposure. 

Hedging instruments. The exposure draft 
relaxes the rules on using purchased options and 
non-derivative financial instruments as hedging 
instruments. For example, under the current 
hedging rules, the time value of purchased options 
is recognised on a mark-to-market basis in net 
income, which can create significant volatility in 
profit or loss. In contrast, the ED adopts the 
‘insurance premium’ approach to account for the 
time value of purchased options, such that only the 
initial time value (that is, the premium paid) will be 
recognised in profit or loss – either over the period 
of the hedge if the hedged item is time related, or 
when the hedged transaction affects profit or loss if 
the hedged item is transaction related. Any changes 
in the option’s fair value associated with time value 
will be recognised in ‘other comprehensive income’ 
(OCI). This should result in less volatility in profit or 
loss for these types of hedges. The ED prohibited a 
written option to be jointly designated with a 
purchased option as the hedging instrument. The 
IASB considered the responses from the comment 
letters on this proposal and redeliberated to 
tentatively agree to remove this prohibition in 
certain circumstances.  

Presentation and disclosure. The ED proposed 
changes to the presentation of fair value hedge 
accounting whereby the hedged item would no 
longer be adjusted for changes in fair value 
attributable to the hedged risk. Instead, those fair 
value changes were to be presented as a separate 
line item in the balance sheet. The IASB considered 
comment letter responses on this proposal and 
redeliberated to arrive at the current proposal 
where the hedged item will continue to be adjusted 
for changes in fair value attributable to the hedged 
risk, but those fair value changes will not be 
presented on a separate line in the balance sheet. 
This is welcome news for bank’s whose balance 
sheets would have grown considerably under this 
proposal. Rather, an entity is now required to 
disclose in a single note; the effects of fair value 
hedges and cash flow hedges on profit or loss and 
OCI, respectively. That single note disclosure also 
includes the gross gain or loss from the hedged item 
and the hedging instrument as well as any hedge 
ineffectiveness. This new presentation proposal is 
designed to give users of the financial statements 
more information about how the entity’s risk 
management activities relate to its use of hedge 
accounting, and also about the effectiveness of its 
hedges. 
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PwC insight: How the energy and resources 
sector has responded to the proposals 
Responses have generally been positive, particularly 
in the areas described below. 

Changes to eligibility and effectiveness 
testing requirements have been considered as 
far more practical than the more onerous 
requirements of IAS 39. 

To be able to align accounting more closely 
with risk management, thus establishing a 
more principles-based approach and addressing 
many of the inconsistencies and weaknesses in IAS 
39. Reviewing existing treasury policies and 
strategies will be useful at this stage in preparation 
for the proposed changes.  

Ability to hedge component(s) of a non-
financial item. Hedging the exposure to 
components such as aluminum, copper, lead or 
other resources and precious metals is clearly a valid 
risk management strategy that leads many entities 
to pursue hedge accounting; in many cases it’s 
where effective hedging strategies can be employed. 

The proposed rule removes a possible 
impediment to hedging with options. The 
proposal specifically allows derivatives as part of a 
hedged item. This is important news for issuers of 
foreign currency debt that manage their foreign 
exchange risk and interest rate risk separately.  

Some concerns have also been raised in the 
comment letters received by the IASB to date. Key 
areas of uncertainty and concern are described 
below. 

The proposed prohibition against voluntary 
de-designation of hedging relationships 
appears to be inconsistent with valid risk 
management strategies for many entities. In 
practice, it is reasonably common for entities to de-
designate their hedging relationships as part of a 
dynamic hedging strategy.  

The guidance is unclear about hedging 
component risks of a non-financial item in 
a scenario where risk components are not 
contractually specified. For example, where 
there is a known component cost for a product, is 
the mere physical presence of that component 
enough to support eligibility for hedge accounting? 
A number of entities are keen for greater clarity in 
this area. 

Requiring hedging relationships to give 
unbiased results, minimise expected 
ineffectiveness and to be continually 
rebalanced is overly complex to apply in practice. 
Some entities believe the proposed requirements 
would add an unnecessary accounting exercise and 
introduce a burden on preparers for limited benefit 
to users of the financial statements.

 


