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Hedge Accounting [Part 1]: 

Prospective Testing and the Risk 

Induced Fair Value 

In response to the criticism of the accounting rules by the G20 during the course 

of the financial crisis, the IASB regulations in the International Financial Reporting 

Standard 9 (IFRS 9), which were first published on 24 July 2014, came into effect 

within the EU on 1 January 2018. One of the aims of these regulations was to 

replace the previous approach of the International Accounting Standard 39 (IAS 

39) and to achieve a stronger alignment with the risk management strategy 

pursued by (publicly traded) entities, particularly in the field of hedge accounting.  

As a result, banks and other institutions are confronted with the necessity of 

reviewing their hedge accounting strategy. One of the required adjustments is the 

future accounting treatment of designated hedge relationships between hedged 

items and hedging instruments (see Figure 1), whereby the prospective 

effectiveness test, which is relevant for measuring the effectiveness of such a 

relationship, becomes increasingly important. The test is used for the prospective 

classification into effective and ineffective hedge relationships and is prescribed in 

the new standard along with numerous other new changes and improvements. 

The first part of this publication [Part 1] describes the regulatory hurdles 

encountered when implementing prospective testing, while the second part [Part 

2] presents a concrete implementation option based on the Risk Induced Fair Value 

("RiFV"). In view of the quite extensive switch to IFRS 9 regarding hedge 

accounting, it may be worthwhile for financial institutions to consider the option 
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in IFRS 9 to still determine the effectivity of hedge relationships based on IAS 39 

rather than IFRS 9 during a transition phase.  

 

Figure 1: Example of a designated hedge relationship from the perspective of Bank A. Here, the interest rate 

market risk is hedged by an interest rate swap. 

Option in IFRS 9 

“The new IFRS 9 standard was endorsed by the EU in November 2016 through 

Commission Regulation (EU) 2016 / 2067 and its application became mandatory 

on 1 January 2018 for all publicly traded entities when accounting for financial 

instruments […].”1 

The risk management strategy of a company includes measures of risk 

identification and risk or risk performance measurement, respectively. For example, 

an underlying transaction (comprising all changes in cash flows or fair value), an 

underlying component or a group of underlying transactions may fluctuate in 

value and can therefore be hedged with an eligible hedging instrument (derivative 

or non-derivative asset) by means of a designated hedge relationship that fulfils 

 

1 Deutsche Bundesbank, Monthly Report (Engl.) January 2019, p. 76 
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relevant criteria in terms of regulation. The objective when accounting for hedges 

is to reflect the effect of an entity's risk management measures in the financial 

statements in cases when it uses financial risk management instruments that could 

affect profit or loss (or other comprehensive income). The accounting 

requirements for financial instruments are manifested in the regulations of IFRS 9, 

which are mandatory since 1 January 2018, and which set themselves the goal of 

completely replacing the originally applicable International Accounting Standard 

39. Phase 3 of IFRS 9 deals with hedge accounting and regulates the prospective 

and retrospective approach (see Figure 2) for assessing the effectiveness of a 

hedge relationship (prospective and retrospective effectiveness test). 

 

Figure 2: Prospective and retrospective test in hedge accounting2 

The objective of IFRS 9 is, on the one hand, to better reflect the risk management 

activities in accounting and, on the other hand, to reduce the complexity and 

simplify the application of the former regulations. This applies in particular to the 

significantly relaxed restrictions on transactions that can be hedged ("hedged 

items") and is in contrast to the old standard. [IFRS 9: 7.2.21] also states that when 

IFRS 9 is applied for the first time, an accounting option can be exercised to 

 

2 In the prospective test, the effectiveness of a hedge relationship is generally only tested at the 

hedge start date or at the beginning of the hedge relationship (time t=0). The test at a later date 

(t=1) is carried out if the underlying hedge relationship changes. 
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continue to account for hedge relationships in accordance with IAS 39 instead of 

the hedge accounting rules set out in this standard.  

“When an entity first applies this Standard, it may choose as its accounting policy 

to continue to apply the hedge accounting requirements of IAS 39 instead of the 

requirements in Chapter 6 of this Standard.”3 

 

Figure 3: Transitional provision for hedge accounting: Option in IFRS 9 

This option gives banks and other financial institutions the flexibility to postpone 

the transition in a short and medium term. IAS 39 defines, among other things, 

rules for the recognition and measurement of derivatives and for hedge 

accounting, which, as mentioned previously, regulates the accounting treatment 

of opposite value changes of underlying and hedging transactions. 

In order to assess the effectiveness of a hedge relationship, a hedge is regarded as 

highly effective only if both of the following conditions are met (IAS 39 A105): 

1. At the inception of the hedge and in subsequent periods, the effective 

compensation for the risks from changes in fair value or cash flows related 

to the hedged risk must be estimated and effectively demonstrated. The 

demonstration of this expectation can be provided in various ways, e.g. by 

considering fair values or the statistical correlation between the hedged 

item and the hedging instrument (IAS 39 A105 (a)).  

 

3 Official Journal of the European Union, Commission Regulation (EU) 2016/2067 of 22 November 

2016, IFRS 9: 7.2.21 
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2. The actual results of the hedge are within a range of 80-125 per cent (IAS 

39 A105 (b)). 

IAS 39 A106 defines the time at which the effectiveness of hedging instruments is 

assessed, which must be no later than during the preparation of the annual or 

interim financial statements. IAS 39 A107 gives the company the possibility to 

choose the calculation method for assessing the effectiveness of a hedge 

relationship - it is based on the company's risk management strategy. 

The extensive new changes associated with IFRS 9 include a recalibration of the 

designated ongoing hedging relationship on the basis of the hedge ratio used as 

the starting point in accordance with IAS 39:  

“On initial application of the hedge accounting requirements of this Standard, an 

entity: 

a. may start to apply those requirements from the same point in time as it 

ceases to apply the hedge accounting requirements of IAS 39; and  

b. shall consider the hedge ratio in accordance with IAS 39 as the starting 

point for rebalancing the hedge ratio of a continuing hedging relationship, 

if applicable. Any gain or loss from such a rebalancing shall be recognised 

in profit or loss. “4 

On the other hand, the measurement of effectiveness, which is no longer 

necessarily quantitative or has to be assessed with the help of a predefined range 

(in contrast to IAS 39), must be adjusted and is no longer to be applied 

 

4 Official Journal of the European Union, Commission Regulation (EU) 2016/2067 of 22 November 

2016, IFRS 9: 7.2.25  
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retrospectively but rather prospectively, unless there are exceptional 

circumstances5.  

"Except as provided in paragraph 7.2.26 6 , an entity shall apply the hedge 

accounting requirements of this Standard prospectively. “7 

 

A comparison between IFRS 9 and IAS 39 regarding the prospective test is shown 

in Figure 4. 

 

5 Such an exception might be, for example the accounting for the time value of an option if, in 

accordance with IAS 39, only the change in intrinsic value was designated as a hedging instrument. 

[IFRS 9: 7.2.26 a)] 
6 This paragraph provides guidance on measuring effectiveness retrospectively. 
7 Official Journal of the European Union, Commission Regulation (EU) 2016/2067 of 22 November 

2016, IFRS 9: 7.2.22 
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Figure 4: Comparison of the new IFRS 9 standard with the previous IAS 39 standard regarding the prospective 

test 

 IFRS 9 

❖ Interlinking of accounting and risk management is in focus 

❖ Single risk components can be more easily included in 

hedge relationships 

❖ New classification model in three phases 

❖ Partially stricter rules for reclassification of financial assets 

❖ Reduced scope of effectiveness measurement 

 Effectiveness testing predominantly 

prospective and may be performed 

qualitatively if high efficacy can be 

demonstrated without calculation 

 No specified range for effectiveness 

❖ Introduction of a recalibration method based on the 

hedge ratio (e.g. the correlation between hedged 

item/hedging instrument) 

❖ Permission to terminate hedge accounting is subject to 

restrictions 

 

 IAS 39 

❖ Transitional hedge accounting according to IAS 39 

possible due to option in IFRS 9  

❖ High complexity due to numerous exceptions and an 

extensive level of detail 

❖ Effectiveness measurement 

 Implementation should be computational and 

quantitative  

(e.g. through correlations, sensitivity analysis) 

 Application mainly retrospective 

 Specified effectiveness range of 80-125 % 

❖ Permissibility of voluntary termination of hedge 

accounting is given 
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The new standard therefore demands from banks and other financial institutions 

to analyse the possible advantages and disadvantages of an immediate transition 

to the new standard. If appropriate, a softer approach can be taken, which is 

conditional on a more serious consideration of the prospective test that will be 

indispensable in the future, with a precise view to the future regulations of IFRS 9. 

Conclusion 

With IFRS 9, the accounting for financial instruments and thus the effectiveness 

test in hedge accounting was revised in such a manner that in future the 

prospective test is, with a few exceptions, to be applied in full. However, at present 

there is an option for an unspecified period during which IFRS 9 allows transitional 

accounting in accordance with the former IAS 39 standard. Financial institutions 

are given the opportunity to adopt a strategy that weighs up the possibilities and 

advantages of both approaches and one that takes a more serious view on the 

prospective test that will be indispensable in the future. The considerations should 

be taken early in accordance with the new IFRS 9 regulations in order to be fully 

prepared in the ongoing extensive transition. 
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Our offer 

The described regulatory requirements in hedge accounting are related to 

challenges regarding the future of prospective testing. Depending on these 

conditions, the test offers extensive application possibilities in a professional 

environment. The methods and solutions required should be in line with the risk 

management strategy of the company. We would be pleased to advise you in the 

context of a preliminary study in the analysis of possible solution variants of the 

effectiveness measurement, and also help you to develop the solution which, 

within the framework of the professional and technical possibilities, is adequately 

suited to the risk management strategy of your company. 

Based on this, we can also assist you with the professional implementation. 

For the implementation of individual solutions, our following core competencies 

provide significant benefits: 

➢ Quick, thorough and cross-sectoral process analysis and support, 

➢ Technical and professional know-how in hedge accounting and problem-

solving, 

➢ Result orientation and integration ability in the development of systematic 

approaches. 

We hope to have piqued your interest in our consulting services and we look 

forward to hearing from you! 
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About us 

Finbridge GmbH & Co. KG is an independent, specialised consulting company 

working in the field of financial services and supporting the entire process chain of 

financial products in credit, capital market, treasury, risk controlling, compliance, 

accounting and reporting. 

Digital Transformation @ Finbridge 

Digital Transformation is Finbridge's latest initiative, focused on introducing 

innovative methods and technologies to our clients.  

Finbridge works in an integrated and structured way on various fronts of Digital 

Transformation. We support our clients in overcoming individual challenges, 

especially digitalization of traditional technologies and processes when existing, to 

reach their limits. 

Our experts benefit from many years of experience from a wide variety of project 

assignments and are well acquainted with challenges that arise in the daily 

operations of our clients. 

 
Innovation path: how can we support our customers? 

Source: Peter Hinssen / Finbridge 
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