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COVID-19: Hedge
accounting insights

Assessing highly probable cash flows in light of COVID-19
There are several accounting considerations the COVID-19 pandemic hastriggered
in relation to IFRS 9. In our view one of the most significant is in relation to hedge
accounting and highly probable cash flows.
Under IFRS, if an entity is applying hedge accounting as part
of its risk management strategy, it will follow the hedging
requirements in IFRS 9 ‘Financial Instruments’. However it
could still be applying the requirements in IAS 39 ‘Financial
Instruments: Recognition and Measurement’ in certain
circumstances. In both cases, a key criterion relating to
cash flow hedges over forecast transactions relates to the
requirement for the hedged cash flows to be highly probable.
This is set out in IFRS9.6.3.3.
During the COVID-19 pandemic, an entity therefore may
need to consider:
• if the hedged cash flows still meet the highly probable
assessment (if not, the hedging relationship will have to be
discontinued, in its entirety or only in part in accordance
with IFRS9.6.5.6)
• if the cash flow hedge reserve includes amounts that should
be moved to profit or loss upon discontinuation of the hedge
• if there is any hedge ineffectiveness to recognise in the
profit or loss for hedges that continue to meet the qualifying
criteria to apply hedge accounting.

Global

Highly probable forecast cash flows’
assessment
The requirement to meet the highly probable assessment
is crucial. The impact of COVID-19 needs to be taken into
consideration in the highly probable assessment, based on
the facts and circumstances that exist at the end of the
reporting period.
For instance, entities frequently enter into cash flow hedges
of forecast transactions, such as the purchase and sale of
raw materials andinventories. A forecast transaction can be
designated as a hedged item only if it is highly probable to
occur. The highly probable assessment is therefore likely to
be significantly impacted. The impact of some or all of the
hedged transactions ceasing to be highly probable could vary
depending on the facts and circumstances, varying from hedge
accounting failure, partial hedge discontinuance or significant
ineffectiveness.
The impact of this is likely to be significant for any entities
which hedge forecast transactions where the volumes are
impacted by COVID-19. It may be that derivatives were taken
out at earlier times where the hedged levels were considered
highly probable at the time of hedge inception, but due to
COVID 19 in the intervening period the highly probable cash
flows will now likely to be significantly reduced.
This can also be relevant to cash flow hedges over interest rate
risk. While the hedged item in many cases will relate to interest
cash flows on debt which is from committed facilities, projected
covenant failure due to COVID 19 could impact the hedge
accounting assessment. Similarly, if the hedged cash flows
included a forecast issuance of debt, COVID 19 could impact
the highly probable assessment ofthis.
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What is meant by highlyprobable?
The term “highly probable” is not defined in IFRS 9 but is
interpreted to have a much greater likelihood of occurring
than “more likely than not”. The meaning of the term has
not changed between IAS 39 and IFRS 9 and IG F3.7
accompanying IAS 39 provided guidance on themeaning.
Assessing whether a forecast transaction is “highly probable”
and/or “expected to occur” requires judgement based on
the individual facts and circumstances. Although IFRS 9 does
not specify a quantitative threshold to define these terms,
“expected to occur” might be interpreted as more likely than
not (ie a probability of over 50%) and “highly probable” as
being much closer to 100%. The interpretation guidance
mentioned above that accompanied IAS 39 contained some
helpful guidance in how to interpret “highly probable” in
respect to hedge accounting. That guidance indicated an
assessment of the likelihood that a forecast transaction will
take place is not based solely on management’s intention, it
should be supported by observable facts and the attendant
circumstances, such as:
• the frequency ofsimilar past transactions
• the financial and operational ability of the entity to carry
out the transaction
• whether substantial commitments of resources havebeen
made to a particular activity
• the extent of loss of disruption of operations that could result
if the transaction does not occur
• the likelihood that transactions with substantially different
characteristics might be used to achieve the same business
purpose, and
• the entity’s businessplan.
Overall COVID-19 will mean that in many industries, there will
be a lower confidence level on sales or purchases. This will
depend on facts and circumstances, including the nature of
the products and services and the extent to which demand and
the ability to supply has been impacted by the pandemic and
therefore the level of uncertainty on a forward looking basis
with reference tothe hedged item.

What should an entity do when a
hedging relationship is discontinued?
If a hedging relationship is discontinued because a forecast
transaction is no longer highly probable, the entity needs
to assess whether the transaction is still expected to occur.
Just because the hedged transaction is no longer highly
probable does not automatically mean that all related other
comprehensive income reserves should be transferred to the
profit or loss immediately upon the discontinuance or partial
discontinuance of the hedgingrelationship.

Is the forecast
transaction still
highly probable?

Maintain hedge
accounting
Yes

Continue to use hedge
accounting

No

Is the transaction
still expected
to occur?

Consider partial
discontinuance of
hedge accounting
(See Note 1below)
Yes

Gains or losses on the
hedging instrument stay in
the cash flow reserve until
the future cash flows occur

No

Discontinue hedge
accounting
The accumulated gains
or losses on the hedging
instrument need to be
immediately reclassified
to profit or loss

Note 1 – A part of a hedging relationship is discontinued (and
hedge accounting continues for its remainder) when only a
part of the hedging relationship ceases to meet the qualifying
criteria. For example, when some of the volume or component
of the hedged item that is a forecast transaction is no longer
highly probable, hedge accounting is discontinued only for
the volume of the hedged item whose occurrence is no longer
highly probable. This is in accordance with IFRS 9.B6.5.27.

Potential sources of ineffectiveness in
cash flow hedges
COVID-19 also introduces potential sources of hedge
ineffectiveness where interest payments on loans are subject to
deferral of forgiveness. In addition, many loans contain interest
floors (eg interest rate is LIBOR +1% but loan contract says
LIBOR is floored at 0%). Where interest rates fall, this increases
the likelihood of the interest floor impacting the future cash
flows as there may be no corresponding floor in the hedging
instrument. This causes a source of hedge ineffectiveness
because when some repayments are postponed to a later date
for the hedged loan, there could have several periods where the
interest cash flows on the swap have nothing to match on the
hedged instrument’s side, which could result inineffectiveness.
In addition, the increased credit risk as a result of COVID-19
could affect the hedge effectiveness. The credit risk of the
counterparty could affect the hedge effectiveness testing and
the measurement of hedge effectiveness, and this is true both
for hedging instruments and hedged items. For instance, if the
credit risk of the counterparty to an uncollateralised derivative
has deteriorated as a result of COVID-19 (eg it being severely
downgraded by external rating agencies such as Moody’s
or S&P), the hedging relationship will most likely have to be
discontinued. Indeed, in such a situation the qualifying criterion
for hedge accounting in IFRS 9 which is “the effect of credit
risk does not dominate the value changes that result from
that economic relationship” will probably no longer be met.
Another example would be where the hedged asset becomes
credit impaired as a result of the pandemic: here the hedging
relationship would cease if the hedge no longer met the
requirements of hedge effectiveness.
Another source of ineffectiveness, in the case of hedging
foreign exchange risk of expected foreign exchange sales
or purchases, is when the date of the future transaction is
postponed (while the cash flow date on the hedging derivative
remains unchanged). The calculation of the resulting
ineffectiveness would depend on how exactly the hedged
transaction is documented. Although forecast transactions
related to inventory do not pose credit risk, the credit risk of
the possible counterparty to the anticipated transaction can
indirectly affect the assessment of whether the transaction is
highly probable.
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Potential non-recoverability of
OCI reserves
If an entity expects that all or a portion of the other
comprehensive income (OCI) reserve (that is a loss) will not be
recovered in the future, it should straightaway reclassify the
amount that is not expected to be recovered into profit or
loss as a reclassification adjustment. This is the case even
for hedges thatremain in place.
Situations where this potentially could happen during the
COVID pandemic are as follows:
• a hedge of future purchases of goods whereas the expected
reselling price of these goods would not permit to recover
the current loss in OCI,or
• a hedge of interest rate risk of floating rate financial asset
that has beenimpaired.

Disclosure
An entity is required to apply the disclosure requirements in
accordance with IFRS 7 ‘Financial Instruments Disclosure’
for those risk exposures that an entity hedges and for which
it elects to apply hedge accounting. In our view, hedge
accounting disclosures should provide informationabout:
• an entity’s risk management strategy and how it is applied
to manage risk
• how the entity’s hedging activities may affect the amount,
timing and uncertainty of its future cash flows
• the effect that hedge accounting has had on the entity’s
Statement of Financial Position, Statement of Other
Comprehensive Income and Statement of Changes in
Equity, including amounts relating to hedge accounting
that have been recognised in profit or loss
• the impact of COVID-19 on hedge ineffectiveness, and
• the impact of COVID-19 on hedge discontinuation and
the resulting transfers of OCI reserves to the profit or loss
(the nature of forecast cash flows that are no longer highly
probable, amounts relating to discontinued derivatives and
other comprehensive incometransfers).
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How we can help
Preparers of financial statements will need to be agile
and responsive as the situation unfolds. Having access to
experts, insights and accurate information as quickly as
possible is critical – but your resources may be stretched
at this time. We can support you as you navigate through
accounting for the impacts of COVID-19 on your business.
Now more than ever the need for businesses, their auditor
and any other accounting advisors to work closely
together is essential. If you would like to discuss any of the
points raised, please speak to your usual Grant Thornton
contact or visit www.grantthornton.bh.

Our Team
Our team of IFRS experts have supported the IFRS 17 implementation programme for a wider range of our clients
across the Gulf. To navigate the complexities of the standard and to ensure you are fully compliant by the deadline of
January 2023 contact us.
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Shahnawaz Khan is a Partner at Grant Thornton Abdulaal. He leads the IFRS Advisory and
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interest entities across various industry sectors, including insurance and Takaful entities. He
has lead and performed due diligence assignments on Basel and Solvency II compliance.
Some of his key clients are Capital Market Authority, Muscat Securities Market, Dhofar
Insurance, Prudential Plc, MIG Group, Al Ahleia Insurance, Aviva, LIC, Solidarity Insurance
and Takaful Oman. He has been responsible for various cross-border assurance services to
leading clients in the region reporting on IFRS, UK and US GAAPs. He has been part of
learning and development teams in the GCC region and Europe, facilitating internal and
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UAE, Kuwait, Bahrain and UK. Prior to joining GT Bahrain, he worked with GT Oman as
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Yaser, a Partner at Grant Thornton Abdulaal, has over 10 years of experience in audit and
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he was associated with Gulf International Bank and Ernst and Young in Bahrain. He joined
GIB’s internal audit department at a critical stage in the bank’s strategy implementation,
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Bank in KSA. Yaser was involved in the overhaul of existing policies and procedures which
were replaced with newly developed process flow maps, policies and procedure manuals. At
Ernst and Young, he led assurance service delivery to a portfolio of investment and retail
banks. He is an ACCA, CIA, CFSA, and CIPA. He is also a member of IIA.
Chris, a Partner at Grant Thornton Abdulaal, has over 14 years of post qualification
experience in the field of audit and assurance services. Prior to joining Grant Thornton, he
was a Senior Associate in SyCip, Gorres, Velayo & Co. (SGV & Co.), a member firm of
Ernst & Young in the Philippines. Chris is currently the head of Audit Quality at Grant
Thornton Abdulaal. He is a Certified Public Accountant (CPA-Philippines) and finished his
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engagement management, assurance services, risk advisory services and business
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