
T
he global economy and financial markets have been evolv-
ing rapidly over the past few decades, and the pressures on
companies to do business internationally have risen signif-
icantly. Businesses operating internationally have experi-

enced severe currency volatility in recent years. Currency
volatility not only impacts a company’s financial statements; it
also affects decisions on mergers and acquisitions, current and
future procurement plans, investments, and divestitures. Foreign

exchange (FX) fluctuations and unmanaged FX risks affect a busi-
ness’s cash flows, income and loss, assets, liabilities, credit, and
even market capitalization.

Current FX risk management practices, such as currency cash
flow hedging using forward exchange contracts, can be helpful
to international businesses. Recently proposed changes by U.S.
and international standards setters may have an impact on their
use and accounting.
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Planning for Hedge Programs
Any international company should eval-

uate and analyze the benefits and pitfalls
of any potential FX hedge strategy and
institute a program tailored to the compa-
ny’s objectives and goals. A formal
hedge program requires management to
identify the risks, define strategies to mit-
igate these risks, and define risk gover-
nance policies for hedge programs. Timing
should not play a role in the implementa-
tion of a hedge program, because the objec-
tive of a hedge program is averting risk,
not maximizing profit or minimizing loss. 

FX hedges have some unique charac-
teristics that make them different from
other types of hedge programs. Accounting
Standards Codification (ASC) Topic 815,
“Derivatives and Hedging,” has retained
certain provisions of ASC Topic 830,
“Foreign Currency Matters.” 

ASC 815 permits hedge accounting for
FX risks involving any of the following: 
� Unrecognized firm commitments with
a financial component
� Recognized assets or liabilities (includ-
ing available-for-sale securities)
� Foreign currency–forecasted transactions 
� Intercompany foreign currency–
forecasted transactions
� Net investments in foreign operations.

FX hedge programs can be structured as
one of the following hedge programs: 
� A fair-value hedge of an unrecog-
nized firm commitment or a recognized
asset or liability
� A cash flow hedge of a forecasted
transaction, an unrecognized firm com-
mitment, and the forecasted functional cur-
rency–equivalent cash flows associated
with a recognized asset or liability or a
forecasted intercompany transaction
� A hedge of a net investment in a for-
eign operation. 

Cash Flow Hedges
Companies can mitigate the FX risk of

either foreign currency–denominated unrec-
ognized firm commitments or recognized
assets and liabilities by engaging in a hedge
program. Businesses can designate the
hedging relationship as either a fair value
hedge or a cash flow hedge, depending
on its objectives and the type of hedge
instrument that is being used. When an
entity’s objective is to eliminate the vari-
ability of the functional curren-

cy–equivalent cash flows of the hedged
item, then it is more appropriate to use
the cash flow hedge model.

Cash flow hedges can be used to miti-
gate the risk of the foreign currency trans-
lation for the following transactions:
� Hedges of a forecasted purchase or sale
of foreign currency–denominated financial
assets or nonfinancial assets (e.g., fixed
assets) with an unrelated third party
� Hedges of a forecasted intercompany
purchase or sale of foreign curren-
cy–denominated financial assets or non-
financial assets
� Hedges of a forecasted transaction
related to a recognized asset or liability for
which remeasurements are recognized in
income (e.g., receipt or payment of inter-
est on a foreign currency–denominated debt
instrument)
� Hedges of a forecasted receipt or pay-
ment of service-related revenues denomi-
nated in a foreign currency (e.g., royalties
or franchise fees)

FASB has determined that none of the
following shall be designated as a hedged

item or transaction in a cash flow hedging
model under ASC 815-20-25-43(b)(1):
� An investment accounted for by the
equity method in accordance with the
requirements of ASC 323-10
� A noncontrolling interest in one or
more consolidated subsidiaries 
� Transactions with stockholders as stock-
holders, such as projected purchases of
treasury stock and payments of dividends.

Foreign Currency Forward Contracts
for Forecasted FX Transactions

A forecasted transaction, such as a
forecasted sale to a third party, that is
denominated in a foreign currency presents
earnings exposure due to the movements
in foreign exchange rates. This exposure
can be mitigated through a foreign currency
forward contract. 

The use of a forward contract in a for-
eign currency cash flow hedge of a fore-
casted transaction is relatively straightfor-
ward and follows the basic cash flow hedge
model. However, certain unique imple-
mentation issues arise when forward
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exchange contracts are used in a cash flow
hedge of a recognized foreign curren-
cy–denominated asset or liability. These
issues result from the different bases for
measuring the forward contract (based on
forward rates) and the resulting assets or
liabilities (based on spot rates). This dif-
ference, depending upon the methodology
that a company adopts, may get reflected
in earnings.

Accounting for Foreign Currency 
Forward Contracts

ASC 815-30-35-38 through 41 describe
the accounting for cash flow hedges.
According to the guidance, the effective por-
tion of a derivative’s gain or loss is reflect-
ed in other comprehensive income and is
classified into earnings, as the hedged
transaction impacts earnings. The ineffective
portion, however, is generally reported in
earnings immediately. The accounting for
cash flow hedges for forecasted FX inter-
company transactions was previously dis-
cussed by the authors in the October 2010
CPA Journal (Josef Rashty and John
O’Shaughnessy, “Foreign Currency Forward
Contracts and Cash Flow Hedging:
Navigating Accounting and Disclosure
Requirements”).

Hedge Effectiveness and Documentation
Hedge effectiveness refers to the extent

that the changes in the fair value of a
hedging instrument offset the changes in
the fair value of the hedged item (the
underlying). Hedge effectiveness must be
assessed and documented at the time 
of hedge designation as well as in sub-
sequent periods (at least quarterly). A
qualifying hedge transaction requires
compliance with rigorous documenta-
tion requirements.

In an FX forward contract, effectiveness
is assessed by comparing the changes in
the spot rate of the currency underlying the
forward contract with the changes in the
spot rate of the currency in which the fore-
casted transaction is to be consummated.
If both currencies are the same, it is high-
ly unlikely that the hedge relationship
will be ineffective.

Although there are no bright lines for
determining whether a hedge is highly
effective, the FASB staff has stated infor-
mally that, in order for a hedge to be high-
ly effective, the cumulative change in

the value of the derivative instrument
expressed as a ratio of the cumulative
change in the fair value of the hedged item
(the underlying) must fall within the range
of 80% to 125%. A derivative instru-
ment only qualifies for cash flow hedge
accounting if it is highly effective.

Other Considerations
Over- and underhedges. Under the recog-

nition model for cash flow hedges, ineffec-
tiveness is recognized only to the extent
that the cumulative change in the fair value
of the derivative instrument exceeds the
cumulative change in the expected future
cash flows from the hedged transaction.
Therefore, the ineffectiveness from an “over-
hedge” (i.e., where the cumulative change in
fair value of the derivative is greater than the
cumulative change in the expected future

cash flows of the hedged transaction) is
recorded in earnings. But ineffectiveness
from an “underhedge” (i.e., where the cumu-
lative change in fair value of the derivative
is less than the cumulative change in the
expected future cash flows of the hedged
transaction) is not recorded in earnings. 

Shortcut methods. ASC 815 allows the
use of a shortcut method in a limited num-
ber of plain vanilla hedging relationships.
The shortcut method allows an entity to
assume that there is no ineffectiveness pre-
sent without having to perform detailed

effectiveness assessments otherwise required
to apply hedge accounting, and it allows
an entity to not record any ineffectiveness
related to the hedging relationship (ASC
815-20-25-104 through 106). FX forward
contracts are not permitted to be accounted
for as hedges using the shortcut method.

Critical terms matching methods. In a
cash flow hedge, if the critical terms of the
derivative and the hedged forecasted trans-
action are the same, an entity can subse-
quently assess hedge effectiveness by ver-
ifying and documenting two conditions:
The critical terms have not changed, and
no adverse developments exist regarding
risk of default by the derivative counter-
party (ASC 815-20-25-84).

Background on the Financial 
Instruments Convergence Project

In late 2010 and early 2011, the
International Accounting Standards Board
(IASB) and FASB narrowed their focus and
concentrated their resources on completing
certain high-priority convergence projects.
These projects included revenue recognition,
leasing, other comprehensive income, fair
value measurement, and financial instru-
ments. At that time, the boards’ target
completion date for the above projects was
June 30, 2011, which was extended to late
2011 and subsequently to mid-2012.

FASB and the IASB have jointly recon-
sidered the accounting for all financial instru-
ments, including hedge accounting. Despite
starting a joint project, the two standards
setters have been pulled in different direc-
tions by political forces, and as a result have
arrived at different conclusions. FASB
released its highly anticipated exposure draft
(ED) in May 2010 (“Accounting for Financial
Instruments and Revisions to the Accounting
for Derivative Instruments and Hedging
Activities—Financial Instruments [Topic 825]
and Derivatives and Hedging [Topic 815]”).
The ED states that the goal remains for both
boards to issue comprehensive improvements
to this complex area that will foster the
comparability of information about financial
instruments. However, each board has faced
different imperatives that have resulted in dif-
ferent approaches to accounting for certain
types of financial instruments.

The IASB released for public comment
an ED on accounting for hedging activi-
ties in December 2010 (phase 3, “Hedge
Accounting”). This proposal, when final-
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ized, will add the new hedge accounting
requirements to IFRS 9, Financial
Instruments (which replaced IAS 39).
Unlike FASB’s ED, which barely touched
upon hedge accounting issues, the
IASB’s ED has undertaken a comprehen-
sive review of the hedge accounting model
and has attempted to closely align the
model with the actual risk management
activities of companies that hedge their
financial and nonfinancial risk exposures.

In February 2011, in an unprecedented
decision, FASB asked its constituents to
comment on the IASB’s proposed changes
to hedge accounting. FASB also asked
whether the IASB’s proposal is indeed a
better starting point than its own earlier ED. 

FASB received feedback on both the
IASB’s ED and its own, and plans to
consider this feedback in its future rede-
liberations. In August 2011, FASB dis-
cussed the feedback on its February 2011
discussion paper soliciting comments on
the IASB’s hedge accounting proposal.
FASB said that auditors and preparers gen-
erally supported the IASB’s “principles-
based, risk management strategy–oriented”
approach, with some reservations about
certain aspects of the IASB model that
might be operationally challenging. Some
others argued that the best approach would
be to make targeted changes to the cur-
rent FASB model because it is not funda-
mentally flawed. Many auditors and pre-
parers also urged the boards to converge
their two different models. 

The IASB completed its redeliberations
and issued a staff draft of the final stan-
dard in November 2011; a final standard
is expected in the first half of 2012.
Furthermore, the IASB has begun its delib-
erations on the second phase of its hedg-
ing project: macro hedging (related to
hedging risks in “open” portfolios).

FASB’s Proposed Changes 
to Hedge Accounting

FASB’s ED proposed the following
changes to hedge accounting:
� It would relax the rules pertaining to
the assessment of hedge effectiveness by
reducing the effectiveness threshold from
highly effective to reasonably effective.
� It would eliminate the shortcut method
and critical terms matching method as allow-
able techniques to assess effectiveness.
� It would recognize in earnings any

hedge ineffectiveness resulting from under-
hedges of cash flows, in addition to the
current recognition of overhedges.
� It would eliminate the ability to vol-
untarily dedesignate hedging relationships.
(Many respondents to the ED did not
support this provision.) 

The updated FASB model on hedge
accounting maintains the existing structure
and framework of current U.S. GAAP: The
measurement of hedge ineffectiveness,

the presentation of hedge accounting in the
financial statements, and the types of hedge
relationships remain intact. FASB’s pro-
posal, does, however, makes it easier for
companies to qualify and maintain hedge
accounting. For example, it changes the
“highly effective” concept to “reasonably
effective,” it permits the use of qualitative
assessments for hedge effectiveness, and it
abolishes mandatory quarterly assessments.
Under FASB’s more relaxed proposals,
more companies that currently do not use
hedge accounting may be motivated to con-
sider implementing a hedge program as
part of their risk management framework. 

Despite there being some advantages to
its new model, FASB also included some
new concepts that would make qualifying
for hedge relationships more challenging.
For example, due to the elimination of
the shortcut method, accounting for fair
value hedges of fixed-rate debt would be
more difficult, as the so-called long haul
approach would be used to report ineffec-
tiveness. Another example that would
make qualifying for a hedge relationship
less appealing is the provision for recog-
nition in earnings of any hedge ineffec-
tiveness resulting from underhedges in
addition to overhedges.

IASB’s Proposed Changes 
to Hedge Accounting

The IASB’s proposed hedging model in
its December 2010 ED is much more
ambitious than FASB’s proposal. For the
most part, FASB maintained the basic
structure of the existing hedging model,
including what constitutes an eligible hedge
strategy, how hedge ineffectiveness is mea-
sured, and how the effects of hedge
accounting are presented in the balance

sheet and income statement. In contrast,
the IASB took on a large-scale project and
dealt with substantial issues, such as allow-
ing a nonfinancial risk component to be
separately hedged and introducing the con-
cept of rebalancing a hedge (a hedge
requires rebalancing when a hedge rela-
tionship loses its effectiveness, but the risk
management objective remains the same).

At its September 2011 meeting, the IASB
concluded that redeliberations were essen-
tially complete. It decided that reexposure
would not be necessary and issued a staff
draft in November 2011. In December 2011,
the IASB issued an amendment that delayed
the effective date of the guidance to annual
periods beginning on or after January 1,
2015—the original effective date was
for annual periods beginning on or after
January 1, 2013. The final standard is expect-
ed to be issued in the first half of 2012.

Comparative Analysis of the IASB 
and FASB Proposals

A complete analysis of the IASB’s ED
is beyond the scope of this article, but the
following is a brief discussion of some of
the main differences between the two pro-
posed EDs and how they will impact cash
flow hedges and FX forward contracts.

Under FASB’s more relaxed proposals, more companies that currently do not

use hedge accounting may be motivated to consider implementing a hedge

program as part of their risk management framework. 
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Qualifying criteria. Under the IASB’s
ED, a hedge relationship must produce 
an unbiased result, which means that the
ratio of the hedging instrument to 
the hedged item should not result in an
intentional mismatch. 

FASB’s ED introduces the concept of a
hedge being “reasonably effective” in lieu
of the existing threshold of “highly effective.”

Both boards intend to lower the highly
effective threshold that is currently used in
ASC 815 and IAS 39, Financial Instruments:

Recognition and Measurement, thereby grant-
ing companies more flexibility to enter into
hedging relationships. 

Some commentators, however, have
expressed concerns that the IASB’s pro-
posed model is more restrictive than
FASB’s ED and may require an unneces-
sary degree of precision in order for a trans-
action to qualify for hedge accounting.

Frequency of testing for hedge effec-
tiveness. The IASB’s ED requires entities
to perform an ongoing assessment of the
effectiveness of the hedge program at the
end of each period or upon a significant
change in circumstances affecting the
hedge effectiveness requirements. This
IASB requirement resembles the current
U.S. GAAP guidance, with the exception
that ASC 815 also requires a retrospec-
tive assessment of the hedge effectiveness
every period. 

FASB’s ED removes this requirement,
however, and replaces it with a qualita-
tive (or quantitative, if necessary) assess-
ment only when circumstances suggest that
the relationship can no longer be reason-
ably effective. 

The commentators generally favored
FASB’s less restrictive approach.

Discontinuation of hedge program. Not
only does the IASB’s ED permit the dis-
continuation of a hedge program when
the hedge instrument has expired or been
sold, terminated, or exercised; it also allows
discontinuation when the risk management
objectives are no longer met. Thus, the pro-
posed IASB ED prohibits the voluntary
discontinuation of hedge accounting
when the risk management objective
remains the same and all the other quali-
fying criteria are still met. 

FASB’s proposal similarly prohibits
companies from dedesignating an other-
wise reasonably effective ongoing hedge. 

Even though both proposals rule out a
voluntary termination of hedge accounting
aside from effectively terminating the hedg-
ing instrument itself, the IASB’s proposal
would permit an early hedge termination
if the company’s risk objectives have
changed. This position allows more align-
ment with a company’s actual risk man-
agement objectives.

Rebalancing of hedge programs. The
IASB’s ED also introduces the concept of
rebalancing a hedge relationship. An enti-
ty first determines whether its original
risk management objectives have changed.
If so, it can rebalance the hedge relation-
ship to minimize any expected ineffec-
tiveness. The rebalancing only covers
adjustments to the quantities of the hedged
item or the hedging instrument for the pur-
pose of maintaining a ratio that complies
with the requirements of the hedge effec-
tiveness assessment. For example, an
entity may have a change in the volume of
an expected transaction and engage in
hedge rebalancing in order to make mid-
course corrections to eliminate ineffec-

tiveness from hedging relationships with-
out any need to discontinue any otherwise
existing highly effective hedges. 

Current U.S. GAAP and FASB’s pro-
posed ED, on the other hand, can only
effect a change in a hedge relationship by
dedesignating a hedge program and
redesignating a new one. This requirement
creates volatility in a company’s profit and
loss and results in additional expenses.

Unlike the IASB’s proposal, FASB’s
proposal prohibits companies from 
dedesignating an otherwise “reasonably
effective” ongoing hedge program. This
restrictive provision of dedesignation or
discontinuation has not been well received
by many, because a company can always
close a hedge program and open a new
one. Critics argue that the prohibition
FASB has imposed is one more of form
than substance. 

Hedging of a group of items. The
IASB’s proposal provides that a group of
gross positions can be hedged together if the
following two conditions are met: The group
consists of items that are individually eligi-
ble as a hedged item, and the items in the
group are managed together on a group
basis for risk management purposes. 

Current and proposed U.S. GAAP per-
mits hedges of a group of liabilities, assets,
firm commitments, or forecasted transac-
tions if the individual items that make up
the group all share the same risk exposure
designated in the hedge.

The IASB’s proposal for hedging a
group of items is less restrictive than cur-
rent and proposed U.S. GAAP even
though, in reality, groups that are eligible
under either of the two proposals are gen-
erally those that would also qualify for
hedge accounting on an individual basis.
Commentators have generally preferred the
IASB model, because it is less restrictive
and is more aligned with the approach that
a risk manager usually takes to address the
risks to be hedged. 

Hedging net positions. The IASB’s
ED would allow a group of net positions
to be eligible for a hedging relationship.
The IASB removed the restriction that the
offsetting cash flows in a net position must
all affect the income statement in the same
reporting period. Instead, the eligibility cri-
teria would be extended to require that
the items within the net position be spec-
ified in such a way that the pattern of
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how they will affect the income statement
is set out as part of the initial hedge des-
ignation. The IASB requires that cash flow
hedges of net positions only be available
for hedges of foreign currency risk.

Current and proposed U.S. GAAP
does not permit the designation of a net
position. Under U.S. GAAP, entities
achieve the hedging results of a net posi-
tion by designating a percentage of the
gross exposure to form the net position.
For example, if an entity forecasts the
purchase of certain foreign currency
and sales of the same currency, and the
ratio of sales to purchases is 80%, then
it designates the first 20% of the for-
eign currency purchase as an FX forward
contract. 

Thus, under FASB’s proposal, an entity
can use this method to achieve the same
objective as it would have achieved through
hedging a net position, whereas the IASB
would permit an entity to directly desig-
nate a net position for hedge accounting. 

Hedging of nonfinancial items. The
IASB’s ED permits a component of a non-
financial item to be designated as a hedged
item if the component is separately iden-
tifiable and reliably measurable. For exam-
ple, the price of electricity may be tied to
the cost structure of a power plant.
Contractually agreed-upon prices may
include, for example, the price of coal or
the cost of emission rights. 

The current U.S. GAAP treatment and
the proposed FASB guidance permit a non-
financial item to be designated as the
hedged item only for its foreign currency
risk or all of its risk in its entirety. 

Commentators have argued that the pro-
posed IASB model is more aligned with
risk management and business perspective.

Has Convergence Been Achieved?
FASB and the IASB have issued two pro-

posals to amend their hedging models, but
there are key differences between the two
models. FASB’s ED provides for easier access

to hedge accounting, whereas the IASB’s
model is more ambitious and includes pro-
posals that more effectively line up account-
ing with risk management activities. The IASB
expects to issue its final standard in early 2012,
whereas FASB is still redeliberating based
on comments received from its constituents
regarding its ED and the IASB’s proposal. Has
convergence been achieved? Probably not, at
least so far in this case; the issues surround-
ing the convergence of U.S. and internation-
al hedge accounting reflect the many chal-
lenges that the SEC faces in fully adopting
IFRS in coming years.                        �

Josef Rashty, CPA, has held managerial
positions with several publicly held technol-
ogy companies in the Silicon Valley region
of California. He can be reached at
jrashty@sfsu.edu. John O’Shaughnessy,
PhD, CPA (inactive), is an accounting pro-
fessor at San Francisco State University.
He can be reached at joshaun@sfsu.edu.

MARCH 2012 / THE CPA JOURNAL 27

Use it to: register for CPE • become a member • read online versions of The CPA Journal and The Trusted
Professional • check the latest accounting legislation and news • download current and past tax forms • search for
a Society member’s contact info • find a committee • contact an elected representative • look for a job or post a job.

Make it your homepage today!

www.nysscpa.org is a winner of the 2002 Webaward Standard of Excellence.

The Society is online 24/7 at www.nysscpa.org.

Did you know the NYSSCPA 
is always available?

NYSSCPA
n e w  y o r k  s t a t e  s o c i e t y  o f

c e r t i f i e d  p u b l i c  a c c o u n t a n t s


