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CHAPTER 2

Hedge accounting: key
trends in risk management

This article covers the trends in risk management embraced by
companies with derivative instruments and adopting hedge
accounting.
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Background

In today’s rapidly changing business landscape, effective risk
management plays a key role in achieving sustainable growth
and enhancing organisational resilience. The current business
environment reflects significant volatility- stronger USD against
INR, surging gold prices, and escalating costs of metals and
raw materials. These fluctuations could create ripple effects on
manufacturing cost, trade decisions, and overall market stability
across multiple sectors. Risk management plays a key role in
achieving sustainable growth and enhancing resilience.

Entities engage in various transactions as part of their business

operations, which expose them to different business risks
including interest rate risks, currency risks and price risks.
Although entities assume some of these risks as a part of their
normal business activities, there are certain risks that may need
to be eliminated or reduced to an acceptable level through risk
management strategies. In today’s volatile environment, entities
are increasingly inclined to hedge these exposures. Entities
often use multiple derivatives like currency forward contracts,
interest rate swaps, commodity futures or option contracts to
hedge some of these risks.

From an accounting perspective, without hedge accounting, an
entity that hedges economic exposures as part of its risk
management activities might potentially record the hedging

instrument (derivatives) and the hedged item on different bases.

For example, under Ind AS 109, Financial instruments, certain
financial assets or financial liabilities may be measured at
amortised cost, whereas derivatives - even when used for
hedging the risks arising from these financial assets or financial
liabilities - are measured at Fair Value Through Profit or Loss
(FVTPL). This results in an accounting mismatch in the
statement of profit and loss. Similarly, derivatives taken to
hedge highly probable future transactions are measured at
FVTPL, while the underlying highly probable future transactions
itself may not have been accounted for as they are executory
contracts. To avert the volatility in reported results, entities may
opt for hedge accounting, provided they meet the established
criteria.

When an entity applies hedge accounting, it can measure its
assets, liabilities and firm commitments on a different basis from
that stipulated under other requirements of the accounting
standards or can defer the recognition of gains or losses on
derivatives in the statement of profit and loss.

Ind AS 109 prescribes three hedge accounting models, and the
choice of model to be adopted depends on whether the hedged
exposure is a fair value exposure, a cash flow exposure or a
foreign currency exposure on a net investment in a foreign
operation.

| Chapter1 | Chapter2. | Chapter3

In this article, we aim to cover the trends in risk management
embraced by entities by using derivatives and adopting hedge
accounting.
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Profile of companies covered

For the purposes of this article, we have analysed hedges taken by the companies and
hedge accounting approaches adopted by the top 50 companies (by market capitalisation
as at 1 July 2025") listed on the National Stock Exchange (NSE) (NIFTY50) excluding

7 banks and insurance companies?.

The period covered by this analysis relates to disclosures made by these companies in their
consolidated financial statements for the financial year ended 31 March 2025. The objective
of this analysis is to identify key trends of corporate risk management strategies adopted by
the 43 companies, by leveraging the use of derivatives and hedge accounting techniques.

Of the 43 companies evaluated by us, 8 companies did not hold any derivative instruments.
These companies do not belong to a particular sector® and span across multiple sectors,
ranging from defense, mining, power, automobile, financial services and retail.

Interestingly, while some of these companies had exposure to risks like — commaodity price risk,
interest rate risk and currency risk, we noted that the companies had not taken any derivatives
to manage their risks. Typically, the decision to hedge or not is influenced by company’s risk
appetite and the level of uncertainty they are willing to accept in pursuit of their financial
objectives. Organisations with a higher risk appetite may tolerate greater volatility in earnings
and avoid hedging, focusisng instead on potential upside opportunities. Conversely, entities
with a lower risk appetite typically value stability and predictability, making hedging a preferred
approach.

Among the balance 35 companies holding derivatives, 4 companies did not adopt hedge
accounting. The instruments held by these 4 companies (that have not adopted hedge
accounting) included forward contracts, options, cross currency interest rate swaps to
manage risks related to foreign currency, interest rate and commodity prices.

1. List extracted from NSE website>Market Data>Indices>NIFTY50
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Typically, companies that do not apply hedge accounting, would mark to market the fair value
of the derivative instruments at each reporting date and record the change in fair value in the
statement of profit and loss in accordance with the requirements of Ind AS 109. As mentioned
earlier, this can translate into noticeable volatility in the statement of profit and loss, where the
corresponding exposure do not impact the statement of profit and loss in the same period as
the hedging instruments or the exposure may be measured using a different manner.

The below chart explains the number of companies that don’t hold derivatives, the companies
that hold derivatives and have adopted hedge accounting and the ones that have not adopted
hedge accounting:

Companies not holding
derivatives
(8 companies)

Companies not
applying hedge
accounting

Companies applying (4 companies)

hedge accounting to all or
few instruments held by
them
(31 companies)

Source: KPMG in India analysis, 2025 based on the primary data gathered from disclosures provided by covered companies

2. Since banks and insurance companies prepare financial statements under Accounting Standards and not under Indian Accounting Standards (Ind AS), they have been excluded for this analysis.

3. Sector as tagged on the NSE website.
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Profile of companies covered (contd.)

The 31 companies (covered companies) that have adopted hedge accounting held a total Further, Ind AS 109 also permits the designation of non-derivative financial instruments as hedging

of 108 instruments. The below chart provides a range of derivative instruments held by instruments. Such non-derivative financial assets or liabilities measured at FVTPL may be

these 31 covered companies. designated as hedging instruments in hedging relationships. These eligible instruments may be
designated as a hedge of any risk- not only foreign currency risk. For hedges of foreign currency risk,
an entity may designate the foreign currency risk component of a non-derivative financial asset or
liability as the hedging instrument.

We noted that most of the covered companies have used derivative instruments as a qualified
hedging instrument. However, there were a few companies which used non-derivative financial
instrument as a qualifying hedging instrument for the purpose of hedge accounting. We noted 6
instances where non-derivative instruments or components were designated as hedging instruments.
Amongst others, these included:

» hedge of currency risk on highly probable future transactions using foreign currency risk
component of a borrowing,

One derivative instrument 2-5 derivative instruments More than 5 derivative instruments hedge of currency risk on investment in foreign operation using foreign currency risk Component

of a borrowing and lease obligation,

Source: KPMG in India analysis, 2025 based on the primary data gathered from disclosures provided by covered companies . . ] . .
hedge of interest rate risk using investments carried at FVTPL.

Risks hedged and instruments used

Companies have an option to hedge financial risks (mainly the price risk, currency risk and
interest rate risk) using derivative instruments like options, swaps, forwards, and other
over-the-counter products. Selection of the product would depend on whether the
instrument aligns with the company’s risk management objectives.
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Risks hedged and instruments used (contd.)

The chart below gives a breakup of instruments used by the 31 covered companies that The hedged items included highly probable forecast transactions (both imports and exports),
have adopted hedge accounting. borrowings, payables, net investment in foreign operations, and receivables.

Interest rate risk

The covered companies have majorly used swaps (18 instruments) to hedge the interest rate risks,
NDFI (2 instruments) and other instruments (3 instruments including forwards, caps, etc.).

38
32
The hedged items mainly included variable rate borrowings and Non-Convertible Debentures.
19 Price risk
The covered companies have used a mix of forward contracts (5 instruments), futures (5 instruments),
options (5 instruments) and others (4 instruments including swaps) to hedge the price risk.
I i i 5 Risks hedged majorly include the commaodity price risks for metals used in the production process,

- such as copper, zinc, aluminum, gold, silver. Some companies also hedged the cost of natural gas,

coking coal and diesel.
Forward contracts Swaps Options Futures NDFI Others

Source: KPMG in India analysis, 2025 based on the primary data gathered from disclosures provided by covered companies

A further analysis of the risks hedged and instruments used for hedging those risks by the
said 31 companies that have adopted hedge accounting is discussed in the subsequent
section:

Foreign currency risk

Forward contracts (32 instruments) continue to be the preferred instruments for the
covered companies to hedge their currency risks, followed by options (14 instruments),
swaps (12 instruments), Non-Derivative Financial Instruments (NDFI) (4 instruments)
and other instruments (4 instruments including futures, caps, etc.).
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Hedging models

Ind AS 109 prescribes three types of hedge accounting models - fair value hedge, cash
flow hedge and net investment hedge. The selection of an appropriate model depends on
the nature of the risk being hedged. The covered companies have adopted different hedge
accounting models, which is depicted in the chart below:

51
20
12 1
7
L] . : 4
| ]

Cash flow hedge

Fair value hedge net investment hedge

m Commodity price risk ~ ®mForeign currency risk m |nterest rate risk

Source: KPMG in India analysis, 2025 based on the primary data gathered from disclosures provided by covered companies

Cash flow hedge

A cash flow hedge mitigates exposure to variability in cash flows arising from a specific risk
linked to a recognised asset, liability, or highly probable forecast transaction.
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This includes risks such as future interest payments on variable-rate debt, where changes could
ultimately impact profit or loss.

Accounting for cash flow hedge

If the hedging instrument is a derivative or a non-derivative financial asset or liability measured at
FVTPL, then the effective portion of changes in fair value of the hedging instrument is recognised in
Other Comprehensive Income (OCI). The ineffective portion of the gain or loss on the hedging
instrument is recognised immediately in the statement of profit and loss.

If the hedging instrument is the foreign currency risk component of a non-derivative financial asset
or non-derivative financial liability designated in a hedge of foreign currency risk, then the effective
portion of gains and losses on the foreign currency risk component of the hedging instrument
determined in accordance with Ind AS 21, The effects of changes in foreign exchange rates is
recognised in OCI.

In the analysis of the covered companies, we observed that the foreign currency risk components of
two non-derivative financial liabilities had been designated as a hedging instruments, which hedged
foreign currency risks.

If a hedged forecast transaction subsequently results in the recognition of a non-financial asset or
non-financial liability, or a hedged forecast transaction for a non-financial asset or liability becomes a
firm commitment for which fair value hedge accounting is applied, then the company reclassifies the
accumulated amount from the cash flow hedge reserve and includes it directly in the initial cost or
carrying amount of the asset or liability.

In other cases, the accumulated amount is reclassified from the cash flow hedge reserve to
statement of profit and loss as a reclassification adjustment in the period or periods during which the
hedged expected future cash flows affect profit or loss - e.g. in the periods during which interest
income or interest expense is recognised or when a forecast sale occurs.
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Cash flow hedge (contd.)

In the analysis of the covered companies, we noted that cash flow hedge accounting was
adopted for a total of 83 instruments, of which 51 instruments hedged foreign currency risk
- the underlying for which mainly constituted highly probable forecast transactions, foreign
currency denominated borrowings, imports and investments. 20 instruments hedged
interest rate risk, where the underlying was majorly variable rate borrowings, and 12
instruments hedged commaodity price risk, where the underlying was the purchase price of
various commodities such as aluminum, diesel, natural gas, zinc, iron ore, coking coal,
coffee, etc.

Cost of hedging

From a risk management standpoint, companies generally treat the premium on options,
the forward element in forward contracts, and foreign currency basis spreads as costs

of hedging rather than hedging instrument. Ind AS 109 permits (as an option) specific
accounting for changes in the fair value of these components, excluding them from the
hedging instrument and treating them separately. Under this approach, the change in fair
value of the excluded portion is recognised in OCI and accumulated in a separate
component of equity to the extent that it relates to the hedged item. This results in less
volatility in the statement of profit and loss, but more volatility in OCI. The accounting for
the excluded portion of a designated hedging instrument as a cost of hedging depends on
whether the hedged item is a transaction-related or a time period-related hedged item.

In the analysis of the covered companies, we noted that a cost of hedge accounting was
applied for 15 instruments. All these instruments were accounted as cash flow hedge.

Net investment hedge

Ind AS 109 provides a model for hedging an entity's foreign currency exposure arising from
net investments in foreign operations. In this case, the hedged risk is the foreign currency
exposure arising from a net investment in a foreign operation when the net assets of that
foreign operation are included in the financial statements.
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Accounting for net investment hedge

A net investment hedge (including a hedge of a monetary item) is accounted similar to a cash flow
hedge:

+ the portion of the gain or loss on the hedging instrument that is determined to be an effective
hedge is recognised in OCI; and

+ the ineffective portion is recognised in the statement of profit and loss.

If the hedging instrument in a net investment hedge is a derivative, then it is measured at fair value.
The effective portion of the change in its fair value - computed with reference to the functional
currency of the parent entity against whose functional currency the hedged risk is measured - is
recognised in OCI and presented within equity in the foreign currency translation reserve. The
ineffective portion of the gain or loss on the hedging instrument is recognised immediately in the
statement of profit and loss.

In the analysis of the covered companies, we noted that 4 derivative instruments (all forward
contracts) were designated as net investment hedges.

If the hedging instrument is a non-derivative, then the effective portion of the foreign exchange gain
or loss arising on translation of the hedging instrument under Ind AS 21 into the functional currency
of the hedging entity is recognised in OCI and presented within equity in the foreign currency
translation reserve. The effective portion is computed with reference to the functional currency

of the parent entity, against whose functional currency, the hedged risk is measured. One entity
had designated its non-derivative financial liabilities (i.e. borrowings and finance lease obligations)
as net investment hedges.
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Net investment hedge (contd.)

Accounting for net investment hedge (contd.)

On disposal of the entire interest in a foreign operation or disposal of part of an ownership
interest that results in the entity losing control over the entity that includes the foreign
operation, or on the cessation of equity accounting, the cumulative amounts previously
recognised in OCI are reclassified to the statement of profit and loss and no amount of
such reclassification is allocated to Non-controlling Interest (NCI).

When an entity partially disposes off a subsidiary that includes a foreign operation, but
retains control, the entity re-attributes a proportionate share of the cumulative amounts
previously recognised in OCI to NCI. In our analysis, we did not observe a transaction

where a company had disposed off its foreign operation.

Fair value hedge

A fair value hedge offsets exposure to changes in the fair value of a recognised asset,
liability, or firm commitment - whether in full or in part - arising from a specific risk that may
impact the statement of profit and loss or, in certain cases, OCI.

Accounting for fair value hedge

In a fair value hedge, the hedging instrument is measured at fair value with changes in fair
value recognised in the statement of profit and loss, or in OCI (if the hedging instrument
hedges an equity investment for which the entity has elected to present changes in fair
value in OCI).

The hedged item is remeasured to fair value in respect of the hedged risk during the period
of the hedging relationship using the guidance in Ind AS 113, Fair Value Measurement,
even if it is normally measured at amortised cost - e.g. a fixed rate borrowing.
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Any resulting adjustment to the carrying amount of the hedged item related to the hedged risk is
recognised in the statement of profit and loss, even if this change would normally be recognised in
OCl, e.g., a financial asset measured at FVOCI. However, if the hedged item is an equity
investment for which the entity has elected to present changes in fair value in OCI, then those
amounts remain in OCI.

In the analysis of the covered companies, we noted that fair value hedge accounting was adopted for
a total of 21 instruments, of which 11 instruments hedged foreign currency risk - the underlying for
which mainly constituted the balances of external commercial borrowings, receivables and payables
and import firm commitments. 7 instruments hedged commaodity price risk, where the underlying was
commodity contracts or commitments for purchase and sale of certain products, and three
instruments hedged interest rate risk, where the underlying was the fair value of borrowings.
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Bottomline

Hedge accounting offers companies a powerful mechanism to align risk
management strategies with financial reporting, reducing volatility in
earnings and providing a clearer picture of economic reality. However,
its application demands careful consideration of eligibility criteria,
documentation requirements, and ongoing effectiveness testing.
Beyond compliance, transparent and comprehensive disclosures are
critical to maintaining stakeholders’ confidence and meeting regulatory
expectations. Ind AS 107, Financial Instruments: Disclosures lays down
detailed disclosures for contracts designated as fair value hedges, cash
flow hedge and net investment hedge which will enable companies to
establish the impact of risk management in the financial statements.

As global standards evolve, companies should invest in robust
governance frameworks and technology solutions to ensure accuracy,
consistency, and timely reporting. In addition to ensuring accounting
compliances, successful hedge accounting is about reinforcing trust
and demonstrating sound risk management practices.
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