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Banks provide different financial services and, therefore, manage different 

financial instruments with the aim of earning profit and dominate financial markets. In 

order to reduce the risks in financial instruments, banks use financial derivatives. 

Hedging procedures refer to the application of the derivatives (swaps, options, forward 

and futures) as instruments to compensate fluctuations in the fair value or cash flows 

of financial instruments. In the variety of derivatives banks prefer applying swaps as 

the most efficient hedging instruments. A swap is an over-the-counter agreement 

between two parties, which contemplates the exchange of the cash flows in future 

periods.  

Banking risks are typically managed with interest rate swaps and foreign 

exchange swaps (cross-currency swaps).  

The interest rate swap is an agreement that requires exchange of contractual cash 

flows between two parties at fixed or floating interest rates. Banks use interest rate 

swaps to hedge the fair value of fixed-rate financial assets and liabilities.  

The cross-currency swap is an over-the-counter derivative, by the terms of which 

two counterparties exchange principal and interest payments on the principal 

denominated in two different currencies. Banks apply сross-currency swaps to hedge 

the fair value of foreign-currency denominated financial liabilities and available-for-

sale financial assets. With currency swaps banks lock cash flow equivalents in 

domestic currency from foreign-currency denominated borrowings. 

It is worth mentioning that the swap can be applied as hedging instrument if swap 

relationship meets the qualifying criteria for hedge and the hedge effectiveness 

requirements under IFRS 9. 

Accounting for hedging transactions is specified in the International financial 

Reporting Standard (IFRS) 9 “Financial instruments”. In order to implement the IFRS 

requirements, the National Bank of Ukraine has issued the Instruction on Derivatives 

Accounting in Ukraine, which sets legal requirements for hedge accounting [1].  

Under IFRS9, swaps are used in two types of hedging relationships: 

1) fair value hedge – a hedge of the exposure to changes in fair value of financial 

asset or liability, which could affect profit or loss; 
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2) cash flow hedge – “a hedge of the exposure to variability in cash flows that is 

attributable to a particular risk” [2], associated with financial asset or liability, which 

could affect profit or loss. 

Fair value hedge with interest rate swap implies that the change in the fair value 

of the swap (hedging instrument), recognized in profit or loss, will compensate the 

change in the fair value of particular financial instrument (hedged item). The fair value 

of the hedging instrument at the remeasurement date is calculated as the difference 

between the present value of fixed-rate cash flows and the present value of floating-

rate cash flows. The fair value of both the hedging instrument and the hedged item is 

calculated using the eligible benchmark interest rate (London Interbank Offer Swap 

Rate, Overnight Index Swap Rate, etc.).  

In the fair value hedge, the gain or loss on the swap as a hedging instrument is 

recognized in profit or loss. The positive difference between swap inflows and outflows 

is recognized as a swap asset, while the negative difference is recognized as a swap 

liability. Fair value hedge of a certain financial liability with the interest rate swap is 

accounted as follows:  

Dr    Profit/Loss 

Cr    Financial liability 

Dr    Interest rate swap asset 

Cr    Profit/Loss 

Another instrument of fair value hedge is a currency swap – financial derivative, 

widely applied to reduce exchange rate risks. Banks use currency swaps in transactions 

with financial liabilities denominated in currency, other than their functional one. The 

financial liability is remeasured at the end of each payment period. The fair value of 

the financial liability chances due to fluctuations of the benchmark interest rate. 

The hedge procedure is based on the principle of offsetting the fair value increase 

of the hedged item by the fair value decrease of the hedging instrument. 

Swaps are also applied as hedging instruments in cash flow hedges. Cash flow 

hedges are structured to eliminate or reduce exposure to variability in interest receipts 

or payments on financial assets and financial liabilities with floating interest rates. 

Using interest rate swaps banks compensate fluctuations in the floating interest rates 

from the cash flow hedge reserve. Following the recommendations of IFRS 9, 

accounting for the cash flow hedge relationships requires several explanations: 

1) in order to compensate the fluctuations in the floating cash flows of the hedged 

item, the bank is required to build up cash flow hedge reserve that is the lower of the 

cumulative gain/loss on the hedging instrument from inception of the hedge and the 

cumulative change in fair value of the hedged item from inception of the hedge [2, 

p.6.5.11]; when the gain/loss on the hedging instrument exceeds the gain/loss on the 

hedged item, the difference is classified as hedge ineffectiveness and recognized in 

profit or loss; in turn the excess of the gain/loss on the hedged item over the gain/loss 

on the hedging instrument is not classified as hedge ineffectiveness, and the gain/loss 

on the hedging instrument is fully recognized in other comprehensive income; 

2) the cumulative gain or loss on the hedging instrument at the end of each 

accounting period is calculated as the difference between the fair value gain or loss 

during the period and the cash settlement; 
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3) the portion of gain or loss on swap (change in fair value) that is an effective 

hedge (equals the cash flow hedge reserve) is recognized in other comprehensive 

income; 

4) any remaining, if exists, gain or loss on swap is hedge ineffectiveness and 

recognized in profit or loss; 

5) the amount recognized in the cash flow hedge reserve that offsets the floating 

interest rate fluctuations shell be reclassified to profit or loss [2]. 

In the cash flow hedge, where floating-rate financial liability is a hedged item and 

the interest rate swap is a hedging instrument, the increase of the fair value of the 

hedged item is offset by the cumulative loss on the hedging instrument cumulative loss 

of the hedged item hedge relationship is accounted as follows: 

1. The recognition of the financial liability: 

Dr    Cash 

Cr    Financial liability 

2. Accrued interests on the debt at the end of the first period: 

Dr    Interest Expense (Profit/Loss) 

Cr    Accrued interest on financial liability 

3. Change in the fair value of the swap: 

Dr    Other comprehensive income (cash flow hedge reserve) 

Cr    Derivative 

4. Net settlement of interest on the swap: 

Dr    Derivative 

Cr    Cash 

5. Reclassification from Other comprehensive income to Profit/Loss: 

Dr    Interest Expense (Profit/Loss) 

Cr    Other comprehensive income (cash flow hedge reserve) 

6. Settlement of interest on the financial liability: 

Dr    Accrued interest on the financial liability 

Cr    Cash 

The study aimed at developing the accounting procedures for the fair value and 

the cash flow hedge with swaps. Disclosed accounting treatment for hedge 

relationships is relevant for domestic banks making attempts to implement 

international practice of hedge accounting in the Ukrainian accounting framework. 
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