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Hedging: Targeted improvements
Foreword

More options = Good news
In August 2017, the FASB issued Accounting Standards Update No. 2017-12,
Targeted Improvements to Accounting for Hedging Activities.
This standard is different – it’s light on new requirements and heavy on new
options and alternatives. There are few required changes, and most of those
relate to presentation and disclosure.
The new hedging alternatives provide additional opportunities to align hedge
accounting with an entity’s risk management practices and/or reduce the cost
and complexity of applying hedge accounting. Welcome news for companies.
The standard can be adopted early and at any time.
We think this will be an attractive option for some. However, it is critical that
companies understand the new alternatives and requirements before making
that decision. This publication will help you to understand the new requirements
and enable you to decide whether there are new alternatives that are right
for you.

Kimber Bascom and Mark Northan
Department of Professional Practice, KPMG LLP
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About this publication

About this publication
The purpose of this Issues In-Depth is to assist you in understanding the
changes to hedge accounting as a result of the issuance of FASB Accounting
Standards Update No. 2017-12, Targeted Improvements to Accounting for
Hedging Activities, in August 2017.

Organization of the text
Each chapter of this Issues In-Depth includes excerpts from ASU 2017-12 and
overviews of the relevant requirements.
Our guidance is explained through Q&As that reflect the questions we are
encountering in practice. We include examples to explain key concepts, and we
explain the changes from legacy US GAAP.
Our commentary is referenced to the Codification and to other literature, where
applicable. The following are examples.
— 815-30-35-41A is paragraph 35-41A of ASC Subtopic 815-30.
— ASU 2017-12.BC148 is paragraph 148 of the basis for conclusions to
ASU 2017-12.

Future developments
As more people turn their attention to the application of the new hedging
standard, more questions are arising and the interpretations of the principles in
the standard continue to evolve. This means that some positions may change,
and positions on new issues will emerge, as we get closer to implementation.
For the Questions in this Issues In-Depth where we are aware of ongoing
discussions and the potential for a position to change, we have indicated that in
our interpretive response.

Abbreviations
We use the following abbreviations in this Handbook.
AFS

Available-for-sale

AOCI

Accumulated other comprehensive income

CTA

Cumulative translation adjustment

HTM

Held-to-maturity

LIBOR

London Interbank Offered Rate

NYMEX

New York Mercantile Exchange

OCI

Other comprehensive income

SIFMA

Securities Industry and Financial Markets Association
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1.

Executive summary
ASU 2017-12 makes targeted improvements to the existing hedge accounting
guidance.
While not changing the optional nature of hedge accounting or the requirement
for hedge relationships to be highly effective in order to qualify for hedge
accounting, the ASU provides a number of improvements that may reduce the
cost and complexity of hedge accounting and allow for additional hedging
strategies that better align with an entity’s risk management practices.

Early adoption possible now
Public business entities apply the amendments for interim and annual periods in
fiscal years beginning after December 15, 2018.
All other entities apply the amendments for annual periods in fiscal years
beginning after December 15, 2019, and interim periods in fiscal years
beginning one year later.
Early adoption was permitted in any annual or interim period immediately upon
issuance (August 2017). If an entity early adopts the ASU in an interim period,
any cumulative effect adjustments for existing hedges will be reflected as of
the beginning of the fiscal year that includes the interim period – i.e. the initial
application date.

Recognition and presentation simplified
Under legacy US GAAP, except for certain permissible excluded components,
when hedge accounting is applied the change in the fair value of the hedging
instrument is divided between:
— amounts that offset the hedged item (effective portion); and
— amounts that do not offset the hedged item (ineffective portion).
While not changing the requirement to determine whether a hedge is ‘highly
effective’, the ASU eliminates the requirement to separately measure and
disclose hedge ineffectiveness.
The ASU also requires the entire change in fair value of the hedging instrument
to be included in the same income statement line item as the earnings effect of
the hedged item.
In addition, the ASU introduces the option to recognize permissible excluded
components using a systematic and rational method (amortization approach) as
an alternative to recognizing all fair value changes of the excluded components
currently in earnings (mark-to-market approach).
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New hedging strategies introduced
The ASU provides new alternatives for applying hedge accounting to additional
hedging strategies. The ASU amends legacy US GAAP to permit an entity to
apply hedge accounting for the following.
Type of hedge

Significant change

Fair value hedges of interest rate
risk

Securities Industry and Financial Markets
Association (SIFMA) Municipal Swap Rate
added as an eligible benchmark interest rate.

Cash flow hedges of interest rate
risk of a variable-rate financial
instrument

An entity can designate as the hedged risk
variability in cash flows attributable to changes
in a contractually specified interest rate, which
need not be a ‘benchmark’ interest rate.

Cash flow hedges of a forecasted
purchase or sale of a nonfinancial
asset

An entity can designate as the hedged risk
variability in cash flows attributable to changes
in a contractually specified component.

More opportunities for fair value hedge
accounting of interest rate risk
The ASU provides opportunities for entities to apply fair value hedge accounting
to hedging strategies that are either not allowed or impractical under legacy US
GAAP. Under the ASU, entities have alternatives for designating fair value
hedges of interest rate risk and measuring the change in the hedged item’s fair
value attributable to the hedged risk.
These changes are intended to allow entities to better align their hedge
accounting and interest rate risk management strategies and to better reflect
hedging results in their financial statements.

Hedging only the benchmark rate component
An entity may designate only the benchmark rate component of the fixedcoupon interest cash flows of a financial instrument as the hedged item in a
hedge of interest rate risk.
Hedging only the benchmark rate component instead of the entire coupon may
better reflect how an entity manages interest rate risk. In addition, it will provide
a greater degree of offset between the changes in the fair values of the
hedging instrument and the hedged item.

Partial-term hedge
An entity may designate only certain consecutive interest payments of a
financial instrument as the hedged item and assume that the principal payment
occurs at the end of the hedge term.
Compared to legacy US GAAP, it will be easier to achieve hedge accounting.
This aligns better with a risk management strategy to hedge interest rate risk
for only part of the term of a financial instrument – e.g. an entity may wish to
hedge the first two years of interest payments of a four-year bond.

© 2018 KPMG LLP, a Delaware limited liability partnership and the U.S. member firm of the KPMG network of independent member
firms affiliated with KPMG International Cooperative, a Swiss entity. All rights reserved.

4

Hedging: Targeted improvements
1. Executive summary

Hedging prepayable financial instruments
For a financial instrument that is prepayable, an entity may elect to only
consider how changes in the benchmark interest rate affects the decision to
prepay the instrument when it assesses hedge effectiveness and measures the
change in the hedged item’s fair value attributable to the hedged interest
rate risk.
If an entity makes this election, it does not consider how other factors (e.g.
credit risk) might affect the decision to prepay the financial instrument.

Last-of-layer method
An entity may designate a fixed amount of a closed portfolio of prepayable
financial assets as the hedged item in a fair value hedge of interest rate risk if
the entity expects the designated amount to remain outstanding at the end of
the hedge term – i.e. last of layer.
If an entity elects the last-of-layer method, it may treat the designated last of
layer as a nonprepayable item when assessing effectiveness and measuring the
change in the hedged item’s fair value attributable to the hedged interest rate
risk. This makes achieving hedge accounting for a portfolio of prepayable fixedrate assets easier than under legacy US GAAP.

Reduced cost and complexity for documentation
The ASU makes targeted improvements to the hedge effectiveness
assessment process and the timing requirements for preparing hedge
documentation. These targeted improvements are designed to reduce cost and
complexity for preparers.
These improvements include the following.
Timing of initial
hedge
documentation,
including initial
effectiveness
assessment

The timing for preparing the initial hedge documentation,
including the initial hedge effectiveness assessment, depends on
the type of entity.

Nature and
timing of
subsequent
assessments

Subsequent quarterly effectiveness assessments (after an initial
quantitative assessment) may be performed on a qualitative
(rather than quantitative) basis if an entity can reasonably support
an expectation that the hedge is highly effective at inception and
in subsequent periods.

— Certain private companies and certain not-for-profit

entities have until the next financial statements are issued to
document certain elements of a hedge relationship, and to
perform and document the initial and subsequent quarterly
effectiveness assessments.
— All other entities have until the earliest of several dates to
perform and document the initial quantitative effectiveness
assessment, the latest of which is three months after hedge
designation.

Additionally, certain private companies and certain not-for-profit
entities have until the next financial statements are issued to
perform the subsequent quarterly effectiveness assessments.
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Critical terms
match method

The ’critical terms match’ method may be applied to groups of
forecasted transactions in which the individual transactions occur,
and the hedging derivative matures, within the same 31-day
period or fiscal month.

Shortcut
method

An entity that inappropriately applied the ‘shortcut method’ may
continue to apply hedge accounting if it:

— documented at hedge inception which quantitative method it
would use to assess hedge effectiveness if the shortcut
method was inappropriate; and
— determines that (when that quantitative method is applied)
the hedge was highly effective for the periods in which the
shortcut method criteria were not met.
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2.

Recognition and
presentation
Detailed contents
2.1

How the standard works

2.2

Income statement classification
2.2.10

Comparison to legacy US GAAP

2.2.20

Eliminating ineffectiveness and income statement
presentation

2.2.30

Excluded components

Questions
2.2.10

What are the implications of eliminating the requirement to
measure and disclose ineffectiveness?

2.2.20

Why did the FASB eliminate the term ‘ineffectiveness’?

2.2.30

Is an entity permitted to deliberately overhedge or
underhedge?

2.2.40

Is income statement classification affected for derivative
instruments not designated in a hedging relationship?

2.2.50

If the hedged item affects more than one line item, where
should the effect of the hedging instrument be presented?

2.2.60

Where is the effect of the hedging instrument included in
the assessment of hedge effectiveness presented for a cash
flow hedge when the forecasted transaction is probable of
not occurring?

2.2.70

If cash flow hedge accounting is discontinued, where should
the amounts reclassified from AOCI be presented in
earnings?

2.2.80

Are there specific considerations when a hedging
instrument designated in a cash flow hedge has a non-zero
fair value at hedge inception?

2.2.90

What may be excluded from the assessment of hedge
effectiveness?

2.2.100

Can the cross-currency basis spread be an excluded
component when a cross-currency interest rate swap is
used in a net investment hedge?

2.2.110

Should the approach used to recognize the excluded
component be applied consistently for similar hedges?

2.2.120

What is a systematic and rational method to recognize an
excluded component?
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2.2.130

Where is the effect of the excluded components presented
in earnings?

2.2.140

How does an entity account for the amounts included in
AOCI related to an excluded component if hedge accounting
is discontinued?

2.2.150

How does an entity account for amounts in AOCI related to
an excluded component if it is probable that a forecasted
transaction will not occur?

2.2.160

Should the method to recognize the excluded component be
applied consistently for similar hedges executed before and
after the adoption of ASU 2017-12?

Example
2.2.10

Comparison of approaches to recognize the excluded
component for a cash flow hedge

Observations
Components excluded from fair value hedges may impact
AOCI
Changes to the timing of the recognition of excluded
components
2.3

Changes to the method of assessing effectiveness of net
investment hedges
Questions
2.3.10

Is an entity permitted to change the method it uses to
assess effectiveness of a net investment hedge?

2.3.20

Is an entity permitted to change the method it uses to
assess effectiveness of a net investment hedge on
transition?

2.3.30

What does an entity consider in changing its method of
assessing effectiveness for a net investment hedge?

2.3.40

What does an entity consider when it dedesignates and
redesignates a net investment hedge?
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2.1

How the standard works
A hedge must be ‘highly effective’ to qualify for hedge accounting.
Under legacy US GAAP, except for certain permissible excluded components,
when hedge accounting is applied the change in the fair value of the hedging
instrument is divided between:
— amounts that offset the hedged item (effective portion); and
— amounts that do not offset the hedged item (ineffective portion).
While not changing the requirement to determine whether a hedge is ‘highly
effective’, ASU 2017-12 eliminates the requirement to separately measure and
disclose hedge ineffectiveness.
The ASU also requires the entire change in fair value of the hedging instrument
to be included in the same income statement line item as the earnings effect of
the hedged item.
In addition, the ASU introduces the option to recognize permissible excluded
components using a systematic and rational method (amortization approach) as
an alternative to recognizing all fair value changes of the excluded components
currently in earnings (mark-to-market approach).
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2.2

Income statement classification

2.2.10

Comparison to legacy US GAAP
ASU 2017-12 replaces existing guidance with specific income statement
presentation requirements for the earnings effect of hedging instruments in fair
value, cash flow and net investment hedges. [815-20-45-1A – 45-1C]

Excerpt from ASU 2017-12
815-20-45-1 Paragraph superseded by Accounting Standards Update No.
2017-12.
This Subtopic does not provide guidance on the required income statement
classification of the amount of hedge ineffectiveness and the component
of a derivative instrument’s gain or loss, if any, excluded from the
assessment of hedge effectiveness. While the Derivatives and Hedging
Topic does not specify whether certain income statement categories are
either permitted or appropriate, the other hedging-related Subtopics in this
Topic do contain specific disclosure requirements for those items. See
Section 815-10-50 and Subtopics 815-25, 815- 30, and 815-35. [Content
amended and moved to paragraph 815-20-45-1D]
815-20-45-1A For qualifying fair value and cash flow hedges, an entity
shall present both of the following in earnings in the same income statement
line item that is used to present the earnings effect of the hedged item:
a. The change in the fair value of the hedging instrument that is included in
the assessment of hedge effectiveness
b. Amounts excluded from the assessment of hedge effectiveness in
accordance with paragraphs 815-20-25-83A through 25-83B.
See paragraphs 815-20-55-79W through 55-79AD for related
implementation guidance.
815-20-45-1B For cash flow hedges in which the hedged forecasted transaction
is probable of not occurring in accordance with paragraph 815-30-40-5, this
Subtopic provides no guidance on the required income statement
classification of amounts reclassified from accumulated other comprehensive
income to earnings.
815-20-45-1C For qualifying net investment hedges, an entity shall present in
the same income statement line item that is used to present the earnings
effect of the hedged net investment those amounts reclassified from
accumulated other comprehensive income to earnings. This Subtopic provides
no guidance on the required income statement classification of amounts
excluded from the assessment of effectiveness in net investment hedges.

© 2018 KPMG LLP, a Delaware limited liability partnership and the U.S. member firm of the KPMG network of independent member
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Comparison to legacy US GAAP
Presentation requirements
The following table compares the presentation requirements of the gains and
losses on the hedging instrument included in the assessment of effectiveness
in legacy US GAAP to those included in ASU 2017-12. Section 2.2.30 includes a
discussion of the presentation requirements for excluded components.
Legacy US GAAP

ASU 2017-12

Fair value hedges
Entire change in fair value is recognized
in earnings. [815-25-35-1 – 35-3]

Entire change in fair value of the
components included in the
effectiveness assessment is recognized
in earnings. [815-25-35-1(a)]

Ineffective portion is required to be
separately measured and disclosed.

Ineffective portion is not separately
measured or disclosed.

Ineffective portion or excluded portion
could be presented in an income
statement line item different from the
effective portion. [815-20-45-1]

Entire change in fair value (including any
excluded portion) is required to be
presented in the same income statement
line item used to present the earnings
effect of the hedged item. [815-20-45-1A]

[815-10-50-4C, 815-25-50-1(a)]

Cash flow hedges
Effective portion is recognized in AOCI
and reclassified to earnings when the
hedged item affects earnings. Ineffective
portion is recognized in earnings. [815-2035-1(c), 815-30-35-2 – 35-3]

Entire change in fair value of the
components included in the
effectiveness assessment is recognized
in AOCI, and reclassified to earnings
when the hedged item affects earnings.
[815-20-35-1(c), 815-30-35-3]

Ineffective portion is required to be
separately measured and disclosed.

Ineffective portion is not separately
measured or disclosed.

[815-10-40-4C(d), 815-30-35-2 – 35-3]

Ineffective portion and excluded portion
could be presented in an income
statement line item different from the
effective portion. [815-20-45-1]

Entire change in fair value (including any
excluded portion) is required to be
presented in the same income statement
line item as the earnings effect of the
hedged item. [815-20-45-1A]

Net investment hedges
Effective portion is recognized in AOCI
and reclassified to earnings when the
foreign operation is sold or substantially
liquidated. Ineffective portion is
recognized in earnings. [815-20-35-1(c),
815-35-35-1, 35-4, 35-13]

Entire change in fair value of the
components included in the
effectiveness assessment is recognized
in CTA within AOCI, and reclassified to
earnings when the foreign operation is
sold or substantially liquidated. [815-3535-1]

Ineffective portion is required to be
separately measured and disclosed.

[815-10-50-4C, 815-35-35-1, 35-4, 35-13]

Ineffective portion is not separately
measured or disclosed.

© 2018 KPMG LLP, a Delaware limited liability partnership and the U.S. member firm of the KPMG network of independent member
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Legacy US GAAP

ASU 2017-12

Net investment hedges
Ineffective portion and excluded portion
could be presented in an income
statement line item different from the
effective portion. [815-20-45-1]

2.2.20

No guidance is provided on the income
statement presentation of the excluded
component for a net investment hedge.

[815-20-45-1C]

Eliminating ineffectiveness and income statement
presentation
ASU 2017-12 eliminates the requirement to separately measure and disclose
hedge ineffectiveness.
For cash flow and net investment hedges, the FASB decided that changes in
the fair value of a hedging instrument should no longer be split into effective
and ineffective portions, and the entire change in the fair value of the hedging
instrument included in the assessment of effectiveness should be recorded in
AOCI (CTA for net investment hedges). Those amounts are recognized in
earnings, in the same income statement line item as the effect of the hedged
item, when the hedged item affects earnings. [815-20-45-1A, 45-1C, 815-30-35-3,

815-35-35-1]

For fair value hedges, the FASB also decided that changes in the fair value of a
hedging instrument should no longer be split into effective and ineffective
portions. However, the entire change in fair value of the hedging instrument will
still be recorded in earnings. [815-25-35-1]
The following shows the general accounting and presentation for a highly
effective cash flow or net investment hedge (not including excluded
components).

Hedging instrument

Hedged item or forecasted
transaction

Entire change in fair value
recorded in OCI (or CTA)

No change in accounting

Reclassified when hedged
item/forecasted transaction
affects earnings

Hedged item/forecasted
transaction affects earnings

Offset of hedging instrument in same
income statement line item as earnings
impact of hedged item

© 2018 KPMG LLP, a Delaware limited liability partnership and the U.S. member firm of the KPMG network of independent member
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The following shows the general accounting and presentation for a highly
effective fair value hedge (not including excluded components).

Hedging instrument

Hedged item

Changes in fair value

Gain or loss recognized
in earnings

Change in value attributable
to hedged risk recognized
in earnings

Income statement presentation

Recorded in the same income statement line item

Question 2.2.10
What are the implications of eliminating the
requirement to measure and disclose
ineffectiveness?
Interpretive response: Changes in the fair value of a hedging instrument will
no longer be split into effective and ineffective portions.
For all types of hedges, because there is no separate recognition of
ineffectiveness, amounts previously recognized separately as ineffectiveness
will now be included in the same income statement line item that is used to
present the earnings effect of the hedged item.
Although ineffectiveness will no longer be separately recognized and disclosed,
it does not mean that all hedges are considered perfectly effective. The highly
effective threshold must still be met to qualify for hedge accounting. Under a
highly effective hedge, there still could be mismatches between the change in
the fair value of the hedging instrument and the change in the fair value or cash
flows of the hedged item attributable to the hedged risk that affect earnings.
[ASU 2017-12.BC143]

Under legacy US GAAP, to the extent that a hedge was ineffective, those
amounts did not offset the related hedged risks and were therefore often
recognized in other income or expense. Under ASU 2017-12, this change in
classification could, depending on the type of hedged item, lead to volatility in
income statement line items such as net interest income (for financial
institutions) and revenue or cost of goods sold (for commercial entities).
Cash flow hedges
For some cash flow hedges that are not perfectly effective (e.g. cash flow
overhedges), there will be a change in the timing of when amounts are
recognized in earnings. This is because amounts previously recognized as
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ineffectiveness under legacy US GAAP are no longer recognized currently in
earnings, but rather are deferred in AOCI until the hedged item affects earnings.
[ASU 2017-12.BC145]

Net investment hedges
Under legacy US GAAP, for net investment hedges that are not perfectly
effective, the change in fair value of a perfectly effective hypothetical derivative
is recorded in CTA within AOCI, while the difference in the change in fair value
of the perfectly effective hypothetical derivative and the actual derivative is
recorded as ineffectiveness in earnings.
ASU 2017-12 eliminates the recognition of ineffectiveness for net investment
overhedges and underhedges (which is a common reason that a hedge is not
perfectly effective). An entity records the entire change in the fair value of an
actual hedging instrument in CTA within AOCI. For further discussion of
overhedges and underhedges, see Question 2.2.30. [815-35-35-1, ASU 201712.BC146]

Fair value hedges
For fair value hedges, there is no change from legacy US GAAP in the timing of
when amounts are recognized in earnings.

Question 2.2.20
Why did the FASB eliminate the term
‘ineffectiveness’?
Interpretive response: The FASB agreed with many stakeholders that the
concept of hedge ineffectiveness is confusing, and that the timing of
recognizing ineffectiveness in the financial statements under legacy US GAAP
does not provide stakeholders with useful information. [ASU 2017-12.BC142]
The FASB also concluded that eliminating the requirement to separately
measure and disclose the amount of hedge ineffectiveness will reduce costs
and administrative burden while providing users of financial statements with
greater transparency about the effect of hedge accounting on an entity’s
financial statements. [ASU 2017-12.BC144]

Question 2.2.30
Is an entity permitted to deliberately overhedge or
underhedge?
Background: An overhedge occurs when the hedging instrument is expected
to provide cash flows in excess of the expected cash flows of the forecasted
transaction. For example, an entity has a $1,000,000 investment in a variablerate (three-month LIBOR) corporate debt security and enters into an interest
rate swap to hedge the variability in cash flows attributable to interest receipts
due on the debt security, but designates the entirety of a swap contract with a
$1,100,000 notional as the hedging instrument.
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An underhedge occurs when the expected cash flows on the hedged
forecasted transaction exceed the expected cash flows on the derivative
hedging instrument. For example, an entity has a $1,000,000 investment in a
variable-rate (three-month LIBOR) corporate debt security and enters into an
interest rate swap contract to hedge the variability in cash flows attributable to
interest receipts due on the debt security, but the swap contract has a
$900,000 notional.
Interpretive response: Yes. An entity is permitted to deliberately overhedge or
underhedge as long as the hedge relationship will still be highly effective.

[815-20-25-75]

ASU 2017-12 does not change the timing of recognition of the earnings impact
of fair value overhedges or underhedges. This is because the entire change in
fair value of the hedging instrument included in the assessment of
effectiveness is included in earnings under legacy US GAAP and the ASU.
However, the ASU will change the timing of the recognition of the earnings
impact of cash flow overhedges and net investment overhedges and
underhedges.
As discussed in Question 2.2.10, the effects of the cash flow overhedge, which
were previously considered ineffectiveness and were recognized immediately
in earnings, will now initially be recognized in AOCI. Similarly, the effects of the
net investment overhedge or underhedge, which were previously considered
ineffectiveness and were recognized immediately in earnings, will now initially
be recognized in CTA within AOCI.

Question 2.2.40
Is income statement classification affected for
derivative instruments not designated in a hedging
relationship?
Interpretive response: No. When a derivative is designated in a hedging
relationship, ASU 2017-12 requires that an entity present the entire change in
fair value of the hedging instrument (including any components excluded from
the assessment of hedge effectiveness) in the same income statement line
item that is used to present the earnings effect of the hedged item.
The ASU does not provide guidance on the income statement presentation of
derivative instruments not designated in hedging relationships. Entities should
continue to apply their existing policies.

Question 2.2.50
If the hedged item affects more than one line item,
where should the effect of the hedging instrument
be presented?
Interpretive response: When the earnings effect of the hedged item is
presented in more than one line item, the FASB concluded that it is appropriate
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to present the change in the fair value of the hedging instrument in those same
line items. The change in the fair value of the hedging instrument should be
appropriately allocated to the different line items. [ASU 2016-13.BC134]
For example, if a hedging relationship involves hedging both the interest rate
risk and the foreign currency risk of an interest-earning asset or interest-bearing
liability denominated in a currency other than the entity’s functional currency,
the earnings effect of the hedged item is typically presented in:
— an interest income or interest expense line item; and
— another line item that the entity uses to present the spot remeasurement of
the foreign currency-denominated assets and liabilities under Topic 830 (e.g.
foreign currency transaction gain or loss).
The portion of the hedging instrument associated with converting the interest
cash flows from fixed-rate to floating-rate and/or from a foreign currency to the
entity’s functional currency is presented in interest income or interest expense,
except for the portion that the entity determines should be presented in the
income statement line item used to present the remeasurement of foreign
currency-denominated assets and liabilities. [ASU 2017-12.BC134]
The FASB example beginning at 815-20-55-79Z (see next excerpt) illustrates
one way that an entity might allocate the effect of the hedging relationship
between multiple income statement line items.

Excerpt from ASU 2017-12
>>> Income Statement Presentation of Hedging Instruments
>>>> Scenario B
815-20-55-79Z Entity B designates a fair value hedge of foreign exchange risk
in which the hedged item is an issued variable-rate debt instrument
denominated in a currency other than Entity B’s functional currency. The
derivative designated as the hedging instrument is a receive-floating-rate (in
foreign currency), pay-floating-rate (in functional currency) cross-currency swap
that requires an initial and final exchange of notional amounts. In this scenario,
Entity B’s objective is to convert the cash flows of the debt instrument (both
interest cash flows and the principal cash flow) from a foreign currency to
Entity B’s functional currency.
815-20-55-79AA The currency swap is a highly effective hedge of the currency
risk of both the interest cash flows and the principal cash flows of the debt
instrument. Therefore, the change in fair value of the currency swap should be
presented in the same income statement line item(s) used to present the
earnings effects of the hedged item. Before applying hedge accounting,
Entity B presents the earnings effect associated with the hedged item in two
income statement line items. That is, interest accruals are presented in an
interest expense line item, and the spot remeasurement of the foreigncurrency-denominated debt under Topic 830 on foreign currency matters is
presented in a foreign currency transaction gain or loss line item. Therefore, in
this scenario, because the hedging instrument is highly effective at offsetting
changes in fair values associated with the hedged item that are reported in
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more than one income statement line item, the effects of the hedging
instrument also should be presented in those corresponding income statement
line items. Entity B should present all changes in the fair value of the hedging
instrument (that is, the interest accruals and all other changes in fair value) in
the same interest expense line item that is used to present the earnings effect
of the hedged item before applying hedge accounting, except for the change in
the fair value of the hedging instrument that the entity determines should be
presented in the same foreign currency transaction gain or loss line item used
to present the spot remeasurement of the hedged item before applying hedge
accounting.
>>>> Scenario C
815-20-55-79AB Entity C designates a fair value hedge of interest rate risk and
foreign currency risk in which the hedged item is a foreign-currencydenominated fixed-rate available-for-sale debt security. The derivative
designated as the hedging instrument is a pay-fixed-rate (in foreign currency),
receive-floating-rate (in functional currency) cross-currency interest rate swap.
In this scenario, Entity C’s objective is to convert the interest cash flows of the
fixed-rate security to floating-rate and also to convert the cash flows of the
security (both interest cash flows and the principal cash flow) from a foreign
currency to Entity C’s functional currency.
815-20-55-79AC The cross-currency interest rate swap is a highly effective
hedge of both the interest rate risk and foreign currency risk of the availablefor-sale debt security. Therefore, the change in fair value of the cross-currency
interest rate swap should be presented in the same income statement line
item or items used to present the earnings effect of the hedged item. Before
applying hedge accounting, Entity C recognizes the earnings effect of the
hedged item (that is, interest accruals on the available-for-sale debt security) in
an interest income line item in the income statement and recognizes all other
changes in fair value in other comprehensive income in accordance with
paragraph 320-10-35-1(b). Entity C should present changes in fair value of the
hedging instrument (that is, the interest accruals and all other changes in fair
value) in the same income statement line item used to present the earnings
effect of the hedged item. However, if Entity C’s policy is to present the effect
of foreign exchange rate changes on the fair value of the security that are
recognized in earnings after applying hedge accounting in accordance with
paragraph 815-25-35-6 in a different income statement line item (consistent
with its presentation policies when reflecting other foreign exchange rate
changes), then the related changes in fair value of the hedging instrument also
should be presented in that income statement line item.
815-20-55-79AD This scenario illustrates that a single hedging instrument (a
cross-currency interest rate swap) may be highly effective at offsetting
changes in fair values or cash flows associated with the hedged item in which
the earnings effect of the hedged item is presented in more than one income
statement line item. If a hedging instrument is highly effective at offsetting
changes in fair values or cash flows of the hedged item and the earnings effect
of the hedged item is presented in more than one income statement line item,
then the earnings effects of the hedging instrument also should be presented
in those corresponding income statement line item(s).
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Question 2.2.60
Where is the effect of the hedging instrument
included in the assessment of hedge effectiveness
presented for a cash flow hedge when the
forecasted transaction is probable of not occurring?
Interpretive response: When an entity determines that a forecasted
transaction is probable of not occurring either by the end of the originally
specified time period or within an additional two-month period (i.e. missed
forecast), the derivative instrument gain or loss reported in AOCI is reclassified
immediately into earnings. The FASB decided to retain legacy US GAAP by not
providing specific presentation guidance for amounts immediately reclassified
from AOCI to earnings when an entity concludes that a hedged forecasted
transaction is probable of not occurring. [815-20-45-1B, 815-30-40-5, ASU 2017-12.BC140]
Because the ASU does not provide specific presentation guidance for missed
forecasts, an entity may exercise judgment in determining the income
statement classification. We believe an entity should apply its current policies
consistently. If an entity did not previously have a policy, it should develop a
policy and apply it consistently. This policy could include presenting the effect
of the hedging instrument in the income statement line item where the missed
forecasted transaction would have been recorded.

Question 2.2.70
If cash flow hedge accounting is discontinued,
where should the amounts reclassified from AOCI
be presented in earnings?
Interpretive response: For discontinued cash flow hedges, as long as it is not
probable that the hedged forecasted transactions will not occur, an entity
reclassifies amounts from AOCI to earnings when the hedged forecasted
transaction affects earnings. The reclassified amounts should be presented in
the same income statement line item as the earnings effect of the hedged
item. [815-20-55-26E, 815-30-35-38 – 35-41, 55-61]
As discussed in Question 2.2.60, if hedge accounting is discontinued because
the forecasted transaction is probable of not occurring, the ASU does not
provide specific guidance about the income statement presentation of the
amounts immediately reclassified from AOCI.

Off-market derivatives (non-zero fair value at inception)

Excerpt from ASU 2017-12
>> Non-Zero Fair Value of Hedging Derivative at Hedge Inception
815-30-35-41A An entity may designate a hedging derivative with periodic
cash settlements and a non-zero fair value at hedge inception as the hedging
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instrument in a qualifying cash flow hedging relationship. In this situation,
amounts related to the initial fair value that are recorded in other
comprehensive income during the hedging relationship shall be reclassified
from accumulated other comprehensive income to earnings on a systematic
and rational basis over the periods during which the hedged forecasted
transactions affect earnings. Amounts reclassified to earnings shall be
presented in the same income statement line item as the earnings effect of
the hedged item. This guidance applies to both option-based and non-optionbased derivatives designated as hedging instruments in a cash flow hedge.

Question 2.2.80
Are there specific considerations when a hedging
instrument designated in a cash flow hedge has a
non-zero fair value at hedge inception?
Interpretive response: Yes. There is specific guidance that relates to hedging
instruments with multiple cash flows or periodic cash settlements (e.g. swaps,
purchased caps) that have non-zero fair values at hedge inception.
For derivative instruments with multiple cash flows or periodic cash
settlements (e.g. interest rate swaps), amounts in AOCI that are related to the
initial fair value are required to be reclassified to earnings on a systematic and
rational basis over the periods during which the hedged forecasted transactions
affect earnings. This guidance was developed because the FASB wanted to
ensure that the non-zero initial fair value of the hedging instrument did not
result in amounts remaining in AOCI at the end of the hedge relationship.
[815-30-35-41A, ASU 2017-12.BC150]

For hedging instruments with a single cash flow (e.g. a forward or option
contract), the FASB did not provide additional guidance because the entire
cumulative change in fair value of the derivative included in AOCI is released to
the income statement at a single point in time. Therefore, there was not a
perceived risk that amounts would remain in AOCI. [ASU 2017-12.BC148]

2.2.30

Excluded components
Legacy US GAAP permits an entity to exclude the time value of options and
forward points (spot-forward difference) from the assessment of hedge
effectiveness. In addition to other items that were previously permitted,
ASU 2017-12 allows an entity to exclude the portion of the change in fair value
of a currency swap attributable to a cross-currency basis spread for fair value
and cash flow hedges. [815-20-25-82, 815-35-35-5]
If an entity has excluded components from its assessment of hedge
effectiveness, it can recognize the initial value of the excluded components in
earnings using either of the following: [815-20-25-83A – 25-83B, 815-35-35-5A – 35-5B]
— Amortization approach. A systematic and rational method over the life of
the hedging instrument; or
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— Mark-to-market approach. A method that recognizes all fair value changes
of the excluded components currently in earnings, consistent with legacy
US GAAP.
For fair value and cash flow hedges, an entity presents amounts related to
excluded components that are recognized in earnings in the same income
statement line item that is used to present the earnings effect of the hedged
item. For net investment hedges, the ASU does not specify a required
presentation in earnings for excluded components. [815-20-45-1A]

Excerpt from ASU 2017-12
>> Hedge Effectiveness Criteria Applicable to both Fair Value Hedges and
Cash Flow Hedges
815-20-25-82 In defining how hedge effectiveness will be assessed, an entity
shall specify whether it will include in that assessment all of the gain or loss on
a hedging instrument. An entity may exclude all or a part of the hedging
instrument’s time value from the assessment of hedge effectiveness, as
follows:
a. If the effectiveness of a hedge with an option is assessed based on
changes in the option’s intrinsic value, the change in the time value of the
option would be excluded from the assessment of hedge effectiveness.
b. If the effectiveness of a hedge with an option is assessed based on
changes in the option’s minimum value, that is, its intrinsic value plus the
effect of discounting, the change in the volatility value of the contract shall
be excluded from the assessment of hedge effectiveness.
c. An entity may exclude any of the following components of the change in
an option’s time value from the assessment of hedge effectiveness:
1. The portion of the change in time value attributable to the passage of
time (theta)
2. The portion of the change in time value attributable to changes due to
volatility (vega)
3. The portion of the change in time value attributable to changes due to
interest rates (rho).
d. If the effectiveness of a hedge with a forward contract or futures contract
is assessed based on changes in fair value attributable to changes in spot
prices, the change in the fair value of the contract related to the changes in
the difference between the spot price and the forward or futures price
shall be excluded from the assessment of hedge effectiveness.
e. An entity may exclude the portion of the change in fair value of a currency
swap attributable to a cross-currency basis spread.
815-20-25-83 Changes in the excluded component shall be included currently
in earnings, together with any ineffectiveness that results under the defined
method of assigning ineffectiveness. No other components of a gain or loss on
the designated hedging instrument shall be excluded from the assessment of
hedge effectiveness nor shall an entity exclude any aspect of a change in an
option’s value from the assessment of hedge effectiveness that is not one of
the permissible components of the change in an option’s time value. For
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example, an entity shall not exclude from the assessment of hedge
effectiveness the portion of the change in time value attributable to changes in
other market variables (that is, other than rho and vega).
815-20-25-83A For fair value and cash flow hedges, the initial value of the
component excluded from the assessment of effectiveness shall be
recognized in earnings using a systematic and rational method over the life of
the hedging instrument. Any difference between the change in fair value of the
excluded component and amounts recognized in earnings under that
systematic and rational method shall be recognized in other comprehensive
income. Example 31 beginning in paragraph 815-20-55-235 illustrates this
approach for a cash flow hedge in which the hedging instrument is an option
and the entire time value is excluded from the assessment of effectiveness.
815-20-25-83B For fair value and cash flow hedges, an entity alternatively may
elect to record changes in the fair value of the excluded component currently in
earnings. This election shall be applied consistently to similar hedges in
accordance with paragraph 815-20-25-81 and shall be disclosed in accordance
with paragraph 815-10-50-4EEEE.
>> Amounts Excluded from the Assessment of Effectiveness under an
Amortization Approach
815-25-40-7 When applying the guidance in paragraph 815-20-25-83A, any
amounts remaining in accumulated other comprehensive income associated
with amounts excluded from the assessment of effectiveness shall be
recorded in earnings in the current period if the hedged item is derecognized.
For all other discontinued fair value hedges, any amounts associated with the
excluded component remaining in accumulated other comprehensive income
shall be recorded in earnings in the same manner as other components of the
carrying amount of the hedged asset or liability in accordance with
paragraphs 815-25-35-8 through 35-9A.
>> Method Based on Changes in Spot Exchange Rates
>>> Hedging Instrument Is a Derivative Instrument
815-35-35-5 The change in the fair value of the derivative instrument
attributable to changes in the difference between the forward rate and spot
rate would be excluded from the measure assessment of hedge effectiveness
ineffectiveness and that difference would be reported directly in earnings if all
of the following conditions are met:
a. The notional amount of the derivative instrument designated as a hedge
of a net investment in a foreign operation matches (that is, equals) the
portion of the net investment designated as being hedged.
b. The derivative instrument’s underlying exchange rate is the exchange rate
between the functional currency of the hedged net investment and the
investor’s functional currency.
c. The When the hedging derivative instrument is a cross-currency interest
rate swap, it is eligible for designation in a net investment hedge as
permitted by in accordance with paragraph 815-20-25-67.
In that circumstance, the hedging relationship would be considered perfectly
effective, and no quantitative effectiveness assessment is required at hedge
inception. (See paragraph 815-20-25-3(b)(2)(iv)(01).)
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815-35-35-5A An entity shall recognize in earnings the initial value of the
component excluded from the assessment of effectiveness using a systematic
and rational method over the life of the hedging instrument. Any difference
between the change in fair value of the excluded component and amounts
recognized in earnings under that systematic and rational method shall be
recognized in the same manner as a translation adjustment (that is, reported in
the cumulative translation adjustment section of other comprehensive income).
815-35-35-5B An entity alternatively may elect to record changes in the fair
value of the excluded component currently in earnings. This election shall be
applied consistently to similar hedges in accordance with paragraph 815-2025-81.

Comparison to legacy US GAAP
Excluded components
The following table highlights the differences between legacy US GAAP and
ASU 2017-12 for excluded components.
Legacy US GAAP

ASU 2017-12

An entity may exclude: [815-20-25-82]

An entity may exclude: [815-20-25-82]

— time value of options; and
— forward points (spot-forward

— time value of options;
— forward points (spot-forward

difference) in a forward contract.

difference) in a forward contract; and

— cross-currency basis spreads (for fair
value and cash flow hedges only).

Changes in excluded components are
recognized currently in earnings, together
with any ineffectiveness. [815-20-25-83]

The initial value of the excluded
component is recognized in earnings
using either: [815-20-25-83A – 25-83B, 81535-35-5A – 35-5B]

— a systematic and rational method

over the life of the hedging
instrument (amortization approach);
or
— currently in earnings (mark-to-market
approach).
When using the amortization approach,
any difference between the change in fair
value of the excluded component and the
amounts recognized in income are
included in AOCI (the CTA section of
AOCI for a net investment hedge). [81520-25-83A, 815-35-35-5A]

This election is applied consistently to
similar hedges. For fair value and cash
flow hedges if an entity elects to record
the amounts currently in earnings, that
election is disclosed. [815-10-50-4EEEE,
815-20-25-83B, 815-35-35-5B]
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Legacy US GAAP

ASU 2017-12

No guidance regarding the income
statement presentation of excluded
components.

For fair value and cash flow hedges, an
entity presents amounts excluded from
the assessment of hedge effectiveness
in earnings in the same income
statement line item that is used to
present the earnings effect of the
hedged item. [815-20-45-1A]
No guidance regarding the income
statement presentation of excluded
components for net investment hedges.

Question 2.2.90
What may be excluded from the assessment of
hedge effectiveness?
Interpretive response: Legacy US GAAP permits an entity to exclude the time
value of options and forward points (spot-forward difference) in a forward
contract from the assessment of hedge effectiveness. Under ASU 2017-12, an
entity is also permitted to exclude the portion of the change in fair value of a
currency swap attributable to a cross-currency basis spread. For cross-currency
interest rate swaps used in a net investment hedge, see Question 2.2.100.
[815-20-25-82]

The cross-currency basis spread is used in the valuation of cross-currency
swaps and represents a charge to convert one currency into another. The initial
cost of a cross-currency basis spread is embedded in the coupon payments that
an entity has agreed to pay to the counterparty.
Under legacy US GAAP, cross-currency interest rate swaps designated in a fair
value hedge of interest rate risk and foreign currency risk often resulted in
significant ineffectiveness and income statement volatility. This occurred
because cross-currency basis spreads are included in the measurement of the
hedging instrument, but not in the measurement of the hedged item.
Because of this potential income statement volatility, some stakeholders
indicated that they do not use currency swaps as hedging instruments. To
better align the accounting for currency swaps with the associated risk
management activities, the FASB decided to allow the change in fair value
of cross-currency basis spreads in currency swaps to be excluded from
the assessment of effectiveness in a fair value or cash flow hedge.
[ASU 2017-12.BC162]

For a discussion of the timing of when the excluded component impacts
earnings, see Question 2.2.110.
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Question 2.2.100
Can the cross-currency basis spread be an excluded
component when a cross-currency interest rate
swap is used in a net investment hedge?
Interpretive response: No. While ASU 2017-12 permits an entity to exclude
the portion of the change in fair value of a currency swap attributable to a crosscurrency basis spread in a cash flow or fair value hedge, it cannot be the
excluded component for a net investment hedge. [815-20-25-82]
For a cross-currency interest rate swap used in a net investment hedge, only
the change in the fair value of the derivative instrument attributable to changes
in the difference between the forward rate and the spot rate (spot-forward
difference) can be excluded from the assessment of hedge effectiveness.
[815-35-35-5]

Question 2.2.110
Should the approach used to recognize the
excluded component be applied consistently for
similar hedges?
Interpretive response: Yes. The approach to recognize the excluded
components is applied consistently to similar hedges. For fair value and cash
flow hedges if an entity elects to record the amounts currently in earnings, that
election is disclosed. [815-10-50-4EEEE, 815-20-25-83B, 815-35-35-5B]
The initial value of the excluded component is recognized in earnings using
either of the following: [815-20-25-83A – 25-83B, 815-35-35-5A – 35-5B]
— Amortization approach. A systematic and rational method over the life of
the hedging instrument; or
— Mark-to-market approach. A method that recognizes all fair value changes
of the excluded components currently in earnings, consistent with legacy
US GAAP.
The FASB recognized that entities may have fundamentally different risk
management strategies, and to better portray the economic results of an
entity’s risk management activities it allowed either an amortization approach or
a mark-to-market approach. The FASB views excluded components as being
part of the hedging relationship rather than as being a separate freestanding
derivative. [ASU 2017-12.BC157]
When using the systematic and rational method, any difference between the
change in the fair value of the excluded component and the amounts
recognized in income are included in AOCI (or in the same manner as a
translation adjustment for a net investment hedge – i.e. CTA section of AOCI).
[815-20-25-83A, 815-35-35-5A]
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Observation
Components excluded from fair value hedges may
impact AOCI
When an entity elects the amortization approach for fair value hedges, the
excluded components of derivative hedging instruments will affect AOCI. This
represents a change from legacy US GAAP in which fair value hedges do not
affect AOCI. [815-20-25-83A]

Observation
Changes to the timing of the recognition of excluded
components
The excluded component can be viewed as the ‘cost of the hedge’. The
amortization approach allows that cost to be recognized over the term of the
hedging relationship and could be viewed as smoothing the effect of the
excluded component in earnings. However, if the forecasted transactions will
only impact earnings at the end of the hedge relationship, the excluded
component (cost of the hedge) will be recognized earlier than when the hedged
item actually affects earnings.
For example, an entity purchases an option to hedge its price exposure on the
anticipated sale of a nonfinancial item and decides to exclude the time value
from the assessment of hedge effectiveness. In that case, the effect of time
value is recognized over the period of the hedge, which is before the
anticipated sales revenue is recognized in earnings.

Question 2.2.120
What is a systematic and rational method to
recognize an excluded component?
Interpretive response: The FASB did not prescribe a specific methodology to
satisfy the requirement that the excluded component be recognized in earnings
using a systematic and rational method over the life of the hedging instrument.
However, one method that an entity may consider to be systematic and rational
is the straight-line method. [815-20-55-237]
Additionally, the FASB noted that, similar to forward points (or the spot-forward
difference), cross-currency basis spreads reduce to zero by the time the
derivative matures. In the FASB’s view, recognizing the cross-currency basis
spread in earnings through the swap accrual is a systematic and rational
method for recognizing the cost of the cross-currency basis spread in earnings.
[ASU 2017-12.BC162–BC163]

When an entity elects to consider a cross-currency basis spread as an excluded
component that is recognized in earnings on a systematic and rational basis, the
change in fair value of the swap attributable to the cross-currency basis spread
incorporated in the discount rates used to value the swap is included in AOCI.
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No amounts related to the change in value of the cross-currency basis spread
(via their effect on discounting the remaining swap cash flows) need to be
manually amortized to earnings because their effect on the swap discounting
reverses to zero in AOCI as the swap matures. [ASU 2017-12.BC164]

Question 2.2.130
Where is the effect of the excluded components
presented in earnings?
Interpretive response: For fair value and cash flow hedges, an entity presents
amounts excluded from the assessment of hedge effectiveness in earnings in
the same income statement line item that is used to present the earnings
effect of the hedged item. [815-20-45-1A]
ASU 2017-12 does not provide guidance regarding the income statement
presentation of excluded components for net investment hedges. The FASB
did not prescribe guidance because presenting those amounts together with
the earnings effect of the hedged item in a net investment hedge could result in
presentation in an income statement line item such as ‘gain or loss on sale
of subsidiary’ even when that subsidiary has not or will not be sold.
[ASU 2017-12.BC131]

Regardless of whether the entity chooses the amortization or mark-to-market
approach, we believe an entity should apply its current policies regarding
income statement line item presentation of excluded components for net
investment hedges consistently.
For example, many entities present the excluded component for net investment
hedges in interest expense. If an entity did not previously have a policy, it
should develop a policy for income statement line item presentation and apply
that policy consistently for all applicable net investment hedges.

Question 2.2.140
How does an entity account for the amounts
included in AOCI related to an excluded component
if hedge accounting is discontinued?
Interpretive response: The FASB considered how changes in the fair value of
an excluded component recorded in AOCI (or in the CTA section of AOCI for a
net investment hedge) should be accounted for if hedge accounting is
discontinued (i.e. hedge dedesignation). The FASB concluded that these
amounts should be recognized in earnings consistent with existing guidance for
discontinued fair value, cash flow or net investment hedges. [ASU 2017-12.BC159]
Fair value hedges
Any amounts associated with the excluded component remaining in AOCI
when a fair value hedge is discontinued are recorded in earnings in the same
manner as other components of the carrying amount of the hedged asset or
liability when the hedged item continues to exist. [815-25-40-7]
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The following are examples.
— An adjustment of the carrying amount of a hedged asset held for sale (e.g.
inventory) remains part of the carrying amount until the asset is sold. [815-2535-8]

— An adjustment of the carrying amount of a hedged interest-bearing financial
instrument is amortized into earnings over a period that is consistent with
other premiums and discounts associated with the hedged item (e.g.
Subtopic 310-20). [815-25-35-9 – 35-9A]
When the hedged item is derecognized, the amounts remaining in AOCI are
recognized in earnings immediately. [815-25-40-7]
Cash flow hedges
Any amounts associated with the excluded component remaining in AOCI
when a cash flow hedge is discontinued are recognized in earnings when the
hedged forecasted transaction affects earnings. If the cash flow hedge
relates to a forecasted transaction that is probable of not occurring, see
Question 2.2.150. [815-30-40-6A]
Net investment hedges
Any amounts that have not yet been recognized in earnings when a net
investment hedge is discontinued remain in the CTA section of AOCI until the
hedged net investment is sold or substantially liquidated. [815-35-40-1]

Question 2.2.150
How does an entity account for amounts in AOCI
related to an excluded component if it is probable
that a forecasted transaction will not occur?
Interpretive response: For cash flow hedges, if the forecasted transaction is
probable of not occurring (i.e. a missed forecast), any amounts associated with
the excluded component remaining in AOCI are recognized currently in
earnings. These amounts should be presented consistently with the amounts
included in the assessment of hedge effectiveness. [815-30-40-6A]
For a discussion of presentation in the income statement of such amounts, see
Question 2.2.60.
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Examples
The following FASB example illustrates the amortization approach. It is followed
by a KPMG example illustrating the mark-to-market approach and comparing the
amortization and mark-to-market approaches for a cash flow hedge.

Excerpt from ASU 2017-12
>> Example 31: Option Time Value Excluded from the Assessment of
Effectiveness in a Cash Flow Hedge and Recorded in Earnings under an
Amortization Approach
815-20-55-235 This Example illustrates the application of paragraph 815-20-2583A.
815-20-55-236 On December 31, 20X0, an entity intends to purchase 1,000
barrels of crude oil in December 20X4. The entity decides to hedge changes in
the price of the crude oil by purchasing an at-the-money call option on 1,000
barrels of crude oil. The entity purchases the option on December 31, 20X0,
with an initial premium of $9,250, a strike price of $75, and a maturity date of
December 31, 20X4. The entity designates the option as the hedging
instrument in a cash flow hedge of a forecasted purchase of crude oil.
815-20-55-237 The entity elects to exclude the time value of the option from
the assessment of effectiveness in accordance with paragraph 815-20-25-82
and applies the amortization approach for recognizing excluded components in
accordance with paragraph 815-20-25-83A. The entity applies a straight-line
amortization method and, based on the initial option premium of $9,250, the
entity determines an annual amortization amount of $2,313. The entity records
all changes in fair value over the term of the derivative in other comprehensive
income and records amortization in earnings each period with an offsetting
entry to other comprehensive income. The changes in value of the option over
the life of the hedging relationship are as follows.
[For ease of readability, the new table is not underlined.]
12/31/20X1
Ending market price of
crude oil

12/31/20X2

12/31/20X3

12/31/20X4

$77

$76

$74

$81

Time value

7,500

5,500

3,000

-

Intrinsic value

2,000

1,000

-

6,000

$9,500

$6,500

$3,000

$6,000

$ (1,750)

$ (2,000)

$ (2,500)

$ (3,000)

2,000

(1,000)

(1,000)

6,000

$ 250

$ (3,000)

$ (3,500)

$ 3,000

Ending fair value of
option:

Total
Change in time value
Change in intrinsic
value
Total current-period
gain (loss) on
derivative
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815-20-55-238 On December 31, 20X4, the entity purchases 1,000 barrels of
crude oil, and the option expires with an intrinsic value of $6,000. This amount
will remain in accumulated other comprehensive income until the commodity
is sold in 20X5. The journal entries over the life of the hedging relationship are
as follows.
December 31, 20X0
Derivative asset
$ 9,250
Cash
$ 9,250
To record the derivative asset based on the initial premium.
December 31, 20X1
Derivative asset
$ 250
Other comprehensive income
$ 250
To record the change in value of the derivative in other comprehensive income.
Cost of goods sold
Other comprehensive income
To record amortization of the excluded amount.

$ 2,313
$ 2,313

December 31, 20X2
Other comprehensive income
$ 3,000
Derivative asset
$ 3,000
To record the change in value of the derivative in other comprehensive income.
Cost of goods sold
Other comprehensive income
To record amortization of the excluded amount.

$ 2,313
$ 2,313

December 31, 20X3
Other comprehensive income
$ 3,500
Derivative asset
$ 3,500
To record the change in value of the derivative in other comprehensive income.
Cost of goods sold
Other comprehensive income
To record amortization of the excluded amount.

$ 2,313

$ 2,313

December 31, 20X4
Derivative asset
$ 3,000
Other comprehensive income
$ 3,000
To record the change in value of the derivative in other comprehensive income.
Cost of goods sold
Other comprehensive income
To record amortization of the excluded amount.

$ 2,311 a
$ 2,311 a

July 1, 20X5
Accumulated other comprehensive income
$ 6,000
Cost of goods sold
$ 6,000
Upon sale of commodity, to record intrinsic value to cost of goods sold.
(a) $2 rounding adjustment
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Example 2.2.10
Comparison of approaches to recognize the
excluded component for a cash flow hedge
Using the fact pattern in the FASB’s example in paragraph 815-20-55-235, the
following shows the effect on earnings if the entity has elected to recognize the
change in the excluded component currently in earnings (mark-to-market
approach).
12/31/X0

12/31/X1

12/31/X2

12/31/X3

12/31/X4

$9,250

$ 7,500

$ 5,500

$ 3,000

-

2,000

1,000

-

6,000

$9,250

$ 9,500

$ 6,500

$ 3,000

$ 6,000

$(1,750)

$(2,000)

$(2,500)

$(3,000)

2,000

(1,000)

(1,000)

6,000

250

$(3,000)

$(3,500)

$ 3,000

Ending fair value
of the option:
Time value
Intrinsic value
Total
Change in time
value
Change in intrinsic
value
Total currentperiod gain (loss)
on derivative

$

$

-

The following journal entry recognizes the purchase of the derivative.
Debit
Derivative asset (option)

Credit

$9,250

Cash

$9,250

To record derivative asset based on initial
premium paid.

The following journal entry recognizes the change in the fair value of the
derivative for 20X1.
Debit
Cost of goods sold

1

Credit

$1,750

Derivative asset (option)

$1,750

To recognize change in time value.
Derivative asset (option)2

$2,000

AOCI

$2,000

To recognize change in intrinsic value.
Notes:
1.

Beginning time value of $9,250 - ending time value of $7,500.

2.

Beginning intrinsic value of $0 - ending intrinsic value of $2,000.
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The following journal entry recognizes the change in the fair value of the
derivative for 20X2.
Debit
Cost of goods sold

1

Credit

$2,000

Derivative asset (option)

$2,000

To recognize change in time value.
AOCI2

$1,000

Derivative asset (option)

$1,000

To recognize change in intrinsic value.
Notes:
1.

Beginning time value of $7,500 - ending time value of $5,500.

2.

Beginning intrinsic value of $2,000 - ending intrinsic value of $1,000.

The following journal entry recognizes the change in the fair value of the
derivative for 20X3.
Debit
Cost of goods sold

1

Credit

$2,500

Derivative asset (option)

$2,500

To recognize change in time value.
AOCI2

$1,000

Derivative asset (option)

$1.000

To recognize change in intrinsic value.
Notes:
1.

Beginning time value of $5,500 - ending time value of $3,000.

2.

Beginning intrinsic value of $1,000 - ending intrinsic value of $0.

The following journal entry recognizes the change in the fair value of the
derivative for 20X4.
Debit
Cost of goods sold

1

Credit

$3,000

Derivative asset (option)

$3,000

To recognize change in time value.
Derivative asset (option)2

$6,000

AOCI

$6,000

To recognize change in intrinsic value.
Notes:
1.

Beginning time value of $3,000 - ending time value of $0.

2.

Beginning intrinsic value of $0 - ending intrinsic value of $6,000.
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The following table compares the earnings effect of the excluded component
under the two methods:
— amortization approach (FASB example); and
— mark-to-market approach (KPMG example).
Approach
Amortization
Mark-to-market
Difference

12/31/X1

12/31/X2

12/31/X3

12/31/X4

Total

$2,313

$2,313

$2,313

$2,311

$9,250

1,750

2,000

2,500

3,000

9,250

$ 564

$ 313

$ (187)

$ (689)

$

-

Transition considerations
For a hedging relationship that exists on the date of adoption of ASU 2017-12
for which a portion of the hedging instrument has been excluded from the
assessment of effectiveness, the transition guidance allows an entity to modify
its current hedge documentation to change the recognition model for the
excluded component from a mark-to-market approach to an amortization
approach without dedesignating the hedging relationship. [815-20-65-3(e)(4)]
For further discussion of the requirements related to this transition election, see
section 6.4.50.

Excerpt from ASU 2017-12
> Transition Related to Accounting Standards Update No. 2017-12,
Derivatives and Hedging (Topic 815): Targeted Improvements to
Accounting for Hedging Activities
815-20-65-3 The following represents the transition and effective date
information related to Accounting Standards Update No. 2017-12, Derivatives
and Hedging (Topic 815): Targeted Improvements to Accounting for Hedging
Activities: …
i.

An entity is not required to apply the guidance in paragraph 815-20-25-81
when comparing hedging relationships executed before and after the date
of adoption of the pending content that links to this paragraph for any of
the following: …
3. Hedging relationships executed before the date of adoption for which
the recognition of excluded components was not amended to an
amortization approach as permitted by (e)(4) above, and hedging
relationships executed after the date of adoption for which an
amortization approach is elected in accordance with paragraph 815-2025-83A.
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Question 2.2.160
Should the method to recognize the excluded
component be applied consistently for similar
hedges executed before and after the adoption of
ASU 2017-12?
Interpretive response: As discussed in Question 2.2.110, the method to
recognize the excluded components should be applied consistently to similar
hedges. Therefore, if an entity wants to elect an amortization approach for
excluded components, it also has to use that method for similar hedging
relationships existing at the date of adoption of ASU 2017-12. However, the
FASB was informed of operational issues that may prevent an entity from
employing new assessment methods for hedges executed after adoption. For
example, it may not be operable for an entity to calculate the opening retained
earnings adjustment related to an amortization approach for excluded
components for hedging relationships existing at the date of adoption, which
would prohibit an entity from using the amortization approach on a similar
hedge. [ASU 2017-12.BC261]
Therefore, the FASB provided relief for an entity that does not elect an
amortization approach for excluded components for existing hedging
relationships at the date of adoption. An entity may continue recognizing
excluded components using a mark-to-market approach for hedging
relationships that existed on the date of adoption, and elect an amortization
approach for hedging relationships executed after the date of adoption. It is not
required to comply with the guidance in paragraph 815-20-25-81 to assess
similar hedges in a similar manner when considering hedging relationships
executed before and after the date of adoption. [815-20-65-3(i)(3)]

2.3

Changes to the method of assessing
effectiveness of net investment hedges
ASU 2017-12 introduces the ability to change the method that an entity
chooses to assess hedge effectiveness for net investment hedges.

Excerpt from ASU 2017-12
>> Measuring Assessing Hedge Effectiveness and Measuring Hedge
Results Ineffectiveness
815-35-35-4 If a derivative instrument is used as the hedging instrument, an
entity may assess the effectiveness of measure the amount of ineffectiveness
in a net investment hedge using either a method based on changes in spot
exchange rates (as specified in paragraphs 815-35-35-5 through 35-15) or a
method based on changes in forward exchange rates (as specified in
paragraphs 815-35-35-16 815-35-35-17 through 35-26). This guidance can also
be applied to purchased options used as hedging instruments in a net
investment hedge. However, an entity shall consistently use the same method
for all its net investment hedges in which the hedging instrument is a
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derivative instrument; use of the spot method for some net investment hedges
and the forward method for other net investment hedges is not permitted. An
entity may change the method that it chooses to assess the effectiveness of
its net investment hedges in accordance with paragraphs 815-20- 55-55
through 55-56A.
>>> Changes in Quantitative Assessment Methods
815-20-55-55 Examples If an entity elects to or is required to assess hedge
effectiveness on a quantitative basis after the initial quantitative assessment of
hedge effectiveness, examples of changes in the types of methods an entity
may use in assessing hedge effectiveness (see paragraph 815-20-35-20) could
include the following:
a. A change from the dollar-offset method to the use of regression analysis or
vice versa
b. A change between any one of the three methods discussed beginning in
paragraph 815-30-35-10 (for example, a change from the change in variable
cash flows method to either the hypothetical derivative method or the
change in fair value method)
c. A change from excluding certain components of a derivative instrument
gain or loss to including such components or vice versa (for example, a
change from assessing measuring effectiveness based on changes in
intrinsic value to the entire change in an option’s fair value)
d. A change from assessing hedge effectiveness on a period-by-period basis
to a cumulative basis or vice versa.
815-20-55-56 This Subtopic permits a hedging relationship to be dedesignated
(that is, discontinued) at any time. (See paragraphs 815-25-40-1(c) and 815-3040-1(c).) If an entity wishes to change any of the critical terms of the hedging
relationship (including the method designated for use in assessing hedge
effectiveness), as documented at inception, the mechanism provided in this
Subtopic to accomplish that change is the dedesignation of the original hedging
relationship and the designation of a new hedging relationship that
incorporates the desired changes. However, as discussed in paragraph 815-3035-37A, a change to the hedged risk in a cash flow hedge of a forecasted
transaction does not result in an automatic dedesignation of the hedging
relationship if the hedging instrument continues to be highly effective at
achieving offsetting cash flows associated with the hedged item attributable to
the revised hedged risk. The dedesignation of an original hedging relationship
and the designation of a new hedging relationship represents the application of
this Subtopic and is not a change in accounting principle under Topic 250, even
though the new hedging relationship may differ from the original hedging
relationship only with respect to the method designated for use in assessing
the hedge effectiveness of that hedging relationship. Although paragraph 81520-35-19 refers to discontinuing an existing hedging relationship and then
designating and documenting a new hedging relationship using an improved
method for assessing effectiveness, that reference was not meant to imply
that the perceived improved method had to be justified as a preferable method
of applying an accounting principle under Topic 250.
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815-20-55-56A For the purposes of applying the guidance in paragraph 815-2055-56, a change in the counterparty to a derivative instrument that has been
designated as the hedging instrument in an existing hedging relationship would
not, in and of itself, be considered a change in a critical term of the hedging
relationship.

Question 2.3.10
Is an entity permitted to change the method it uses
to assess effectiveness of a net investment hedge?
Interpretive response: Yes. The amendments in ASU 2017-12 allow an entity
to change the method it chooses to assess the effectiveness of its net
investment hedges. Under legacy US GAAP, an entity was prohibited from
changing its method of assessing hedge effectiveness. [815-35-35-4]
For a net investment hedge, there are two methods for assessing hedge
effectiveness: the spot method and the forward method.
If a nonderivative hedging instrument (e.g. a foreign currency-denominated
financial liability) is used, only the spot method is relevant. However, if a
derivative hedging instrument (e.g. a foreign currency forward contract, or a
cross-currency interest rate swap) is used, an entity may use either the spot
method or the forward method.
As a result of this amendment, an entity that uses the forward method to
assess hedge effectiveness is now permitted to change to the spot method or
vice versa, provided that the new method is an improved method for assessing
effectiveness. In addition, the entity uses the new method for all of its net
investment hedges. For further discussion of an improved method, see
Question 2.3.30. [815-20-55-56, 815-35-35-4]

Question 2.3.20
Is an entity permitted to change the method it uses
to assess effectiveness of a net investment hedge
on transition?
Interpretive response: No. We believe an entity can change the method of
assessing effectiveness of its net investment hedges after the adoption of
ASU 2017-12, but not through the transition provisions. The ASU does not
provide transition guidance for changing the method used to assess
effectiveness of a net investment hedge.
Additionally, we believe an entity would have to dedesignate and redesignate
the hedges when the change is made. [815-20-55-56]

© 2018 KPMG LLP, a Delaware limited liability partnership and the U.S. member firm of the KPMG network of independent member
firms affiliated with KPMG International Cooperative, a Swiss entity. All rights reserved.

35

Hedging: Targeted improvements
2. Recognition and presentation

Question 2.3.30
What does an entity consider in changing its
method of assessing effectiveness for a net
investment hedge?
Interpretive response: When changing the method of assessing effectiveness,
an entity should document its justification for the new method being an
improved method for assessing effectiveness.
When making the initial change, the entity establishes that the new method is
an improved method. Therefore, it is unlikely that the entity could later support
the original method as an improved method without contradicting the original
analysis.
For example, an entity that uses the forward method to assess effectiveness
under legacy US GAAP and wants to change to the spot method under
ASU 2017-12 may be able to justify that the spot method is an improved
method. This is because:
— its risk management objective is to hedge the changes in the spot
exchange rates arising from the translation of its foreign operation(s); and
— it considers the excluded component as a ‘cost of the hedge’, which should
be recognized ratably in earnings over the term of the hedge.
However, if that same entity wishes to change back to the forward method at a
later date, it is unlikely that it could justify the change without contradicting its
original justification.

Question 2.3.40
What does an entity consider when it dedesignates
and redesignates a net investment hedge?
Interpretive response: As discussed in Question 2.3.20, to change the method
of assessing hedge effectiveness for a net investment hedge, we believe an
entity needs to dedesignate and redesignate the hedge.
If an entity uses a derivative hedging instrument (e.g. a cross-currency interest
rate swap or a foreign currency forward contract), it is likely that the derivative
hedging instrument will have a non-zero fair value (i.e. be off-market) at
redesignation. The non-zero fair value of the derivative instrument creates some
complexity when determining the value of the excluded component at the time
of redesignation.
If an entity changes from the forward method to the spot method, and it elects
to subsequently amortize the excluded component (the spot-forward difference)
using the amortization approach, it will have to develop an appropriate
methodology at the date of redesignation to determine the value of the
excluded component (the spot-forward difference) that subsequently is
amortized. [815-35-35-5 – 35-5A]
In a February 2018 FASB meeting, the Board discussed appropriate
methodologies for amortizing the excluded component, including the off-market
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element of a derivative instrument that could occur at the time of redesignation.
The Board agreed that an appropriate amortization method would not violate the
guidance in 815-35-35-6 to 35-7, meaning that at the end of the hedging
relationship, only amounts of the derivative related to the changes in spot
exchange rates over the hedge term on the notional amount of the net
investment should remain in CTA within AOCI. Therefore any systematic and
rational approach that results in the off-market nature of the swap being
reduced to zero at the end of the hedging relationship is acceptable.
The FASB further clarified that any approach that is designed specifically to take
advantage of structuring opportunities to achieve a desired accounting result
does not meet the spirit of a systematic and rational approach. For example if
an entity deliberately enters into an off-market derivative to amortize the offmarket amount into interest income to achieve a desired accounting result, the
entity would have to use the terms of an at-market derivative to determine the
appropriate amortization of the excluded component.
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3.

New hedging strategies
Detailed contents
3.1

How the standard works

3.2

Fair value hedges of interest rate risk
3.2.10

Overview

Question
3.2.10
3.3

Can rates other than those listed above be used as
benchmark rates in the United States?

Cash flow hedges of interest rate risk
3.3.10

Recognized variable-rate financial instruments

3.3.20

Forecasted issuance or purchase of debt instruments

3.3.30

Comparison to legacy US GAAP

Question
3.3.10

If the contractually specified interest rate is not a benchmark
interest rate, can the shortcut method be applied to that
cash flow hedging relationship?

Examples

3.4

3.3.10

Forecasted issuance of fixed-rate debt

3.3.20

Forecasted issuance of debt when it is not known whether
the interest rate will be fixed or variable

Cash flow hedge of nonfinancial items
3.4.10

Overview

3.4.20

Designating the contractually specified component as the
hedged risk

3.4.30

Contractually specified component

Questions
3.4.10

If there is a change to the hedged risk in a cash flow hedge
of a forecasted transaction, is the hedging relationship
automatically dedesignated?

3.4.20

Does the ability to change the hedged risk also extend to the
hedged forecasted transaction?

3.4.30

Can an entity hedge an index or rate that is not specified in
the contract?

3.4.40

Can an entity hedge a contractually specified component of
a forecasted purchase or sale of a nonfinancial asset in a
spot market transaction?
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Examples

3.5

3.4.10

Normal purchases and normal sales scope exception not
met

3.4.20

Normal purchases and normal sales scope exception is met

3.4.30

Contractually specified component in an existing contract

3.4.40

Not-yet-existing contracts

3.4.50

Contractually specified component

3.4.60

Underlying index or price as a contractually specified
component

Transition considerations
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3.1

How the standard works
ASU 2017-12 provides new alternatives for applying hedge accounting to
additional hedging strategies. The ASU amends legacy US GAAP to permit an
entity to apply hedge accounting for the following.
Type of hedge

Significant change

Fair value hedges of interest rate
risk

Securities Industry and Financial Markets
Association (SIFMA) Municipal Swap Rate
added as an eligible benchmark interest rate.

Cash flow hedges of interest rate
risk of a variable-rate financial
instrument

An entity can designate as the hedged risk
variability in cash flows attributable to changes
in a contractually specified interest rate, which
need not be a ‘benchmark’ interest rate.

Cash flow hedges of a forecasted
purchase or sale of a nonfinancial
asset

An entity can designate as the hedged risk
variability in cash flows attributable to changes
in a contractually specified component.

© 2018 KPMG LLP, a Delaware limited liability partnership and the U.S. member firm of the KPMG network of independent member
firms affiliated with KPMG International Cooperative, a Swiss entity. All rights reserved.

40

Hedging: Targeted improvements
3. New hedging strategies

3.2

Fair value hedges of interest rate risk

3.2.10

Overview
Excerpt from ASU 2017-12
Interest Rate Risk – For recognized variable-rate financial instruments and
forecasted issuances or purchases of variable-rate financial instruments,
interest rate risk is the risk of changes in the hedged item’s cash flows
attributable to changes in the contractually specified interest rate in the
agreement.
For recognized fixed-rate financial instruments, interest rate risk is the risk of
changes in the hedged item’s fair value attributable to changes in the
designated benchmark interest rate. For forecasted issuances or purchases of
fixed-rate financial instruments, interest rate risk is the risk of changes in the
hedged item’s cash flows attributable to changes in the designated benchmark
interest rate. The risk of changes in a hedged item’s fair value or cash flows
attributable to changes in the designated benchmark interest rate.
Securities Industry and Financial Markets Association (SIFMA) Municipal
Swap Rate – The fixed rate on a U.S. dollar, constant-notional interest rate
swap that has its variable-rate leg referenced to the Securities Industry and
Financial Markets Association (SIFMA) Municipal Swap Index with no additional
spread over the SIFMA Municipal Swap Index on that variable-rate leg. That
fixed rate is the derived rate that would result in the swap having a zero fair
value at inception because the present value of fixed cash flows, based on that
rate, equates to the present value of the variable cash flows.
>> Hedged Item and Transactions Criteria Applicable to both Fair Value
Hedges and Cash Flow Hedges
>>> Hedged Items Involving Interest Rate Risk
815-20-25-6 Hedges involving a the benchmark interest rate are addressed in
paragraph paragraphs 815-20-25-12(f) and 815-20-25-12A (for fair value hedges)
and paragraph 815-20-25-15(j) (for cash flow hedges). Hedges involving a
contractually specified interest rate are addressed in paragraph 815-20-25-15(j)
(for cash flow hedges). The benchmark interest rate or the contractually
specified interest rate being hedged in a hedge of interest rate risk shall be
specifically identified as part of the designation and documentation at the
inception of the hedging relationship. Paragraphs 815-20-25-19A through 2519B provide guidance on the interest rate risk designation of hedges of
forecasted issuances or purchases of debt instruments. An entity shall not
simply designate prepayment risk as the risk being hedged for a financial asset.
However, it can designate the option component of a prepayable instrument
as the hedged item in a fair value hedge of the entity’s exposure to changes in
the overall fair value of that prepayment option, perhaps thereby achieving the
objective of its desire to hedge prepayment risk. The effect of an embedded
derivative of the same risk class shall be considered in designating a hedge of
an individual risk. For example, the effect of an embedded prepayment option
shall be considered in designating a hedge of interest rate risk.
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>>>> Benchmark Interest Rate
815-20-25-6A In the United States, currently only the interest rates on direct
Treasury obligations of the U.S. government and, for practical reasons, the
London Interbank Offered Rate (LIBOR) swap rate and rate, the Fed Funds
Effective Swap Rate (also referred to as the Overnight Index Swap Rate)
Rate), and the Securities Industry and Financial Markets Association
(SIFMA) Municipal Swap Rate are considered to be benchmark interest
rates. In each financial market, generally only the one or two most widely used
and quoted rates that meet these criteria may be considered benchmark
interest rates. The Prime rate, the Federal National Mortgage Association
(FNMA or Fannie Mae) Par Mortgage rate, and the Securities Industry and
Financial Markets Association Municipal Swap Index (formerly called the Bond
Market Association index) shall not be used as the benchmark interest rate in
the United States.
>> Hedged Item Applicable to Fair Value Hedges Only
815-20-25-12 An asset or liability is eligible for designation as a hedged item in
a fair value hedge if all of the following additional criteria are met: …
f.

If the hedged item is a financial asset or liability, a recognized loan
servicing right, or a nonfinancial firm commitment with financial
components, the designated risk being hedged is any of the following: …
2. The risk of changes in its fair value attributable to changes in the
designated benchmark interest rate (referred to as interest rate risk)

Excerpt from ASC 815-20 Glossary
Benchmark Interest Rate
A widely recognized and quoted rate in an active financial market that is
broadly indicative of the overall level of interest rates attributable to high-creditquality obligors in that market. It is a rate that is widely used in a given financial
market as an underlying basis for determining the interest rates of individual
financial instruments and commonly referenced in interest-rate-related
transactions.
In theory, the benchmark interest rate should be a risk-free rate (that is, has no
risk of default). In some markets, government borrowing rates may serve as a
benchmark. In other markets, the benchmark interest rate may be an interbank
offered rate.
For fixed-rate assets and liabilities, an entity may hedge the risk of changes in
fair value attributable to changes in the benchmark interest rate. ASU 2017-12:
[815-20-25-6 – 25-6A, 815-20 Glossary]

— retains the legacy US GAAP definition of benchmark interest rate and the
list of benchmark interest rates; and
— adds the SIFMA Municipal Swap Rate as an additional benchmark interest
rate.
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SIFMA is the average rate at which high-credit quality US municipalities may
obtain short-term financing, and currently is the predominant rate referenced for
municipal bonds. The addition of the SIFMA rate as a benchmark rate allows
entities that issue or invest in fixed-rate tax-exempt financial instruments to
designate as the hedged risk changes in the fair value attributable to the SIFMA
rate. [ASU 2017-12.BC71–BC72]
The following benchmark interest rates are eligible to be designated in a fair
value hedge of interest rate risk. [815-20-25-6A]

U.S. Treasury Rate
London Interbank Offered Rate (LIBOR)
Swap Rate
Fed Funds Effective Swap Rate
(Overnight Index Swap Rate)
SIFMA Municipal Swap Rate

As discussed in chapter 4, the ASU provides a choice in measuring a hedged
item’s change in fair value attributable to the hedged benchmark interest rate
risk. An entity may elect to consider either: [815-20-25-12(f)(2), 815-25-35-13]
— the hedged item’s entire contractual coupon cash flows; or
— only the benchmark rate component of the contractual coupon cash flows
of the hedged item determined at inception.

Question 3.2.10
Can rates other than those listed above be used as
benchmark rates in the United States?
Interpretive response: No. The FASB considered but rejected adding the prime
composite indexes to the definition of a benchmark interest rate. The FASB
was concerned that the prime rates may contain an element of credit risk.
[ASU 2017-12.BC73]

The FASB also considered but rejected an approach that would have broadened
the definition of benchmark interest rate for all hedges of interest rate risk and
would have allowed a more principles-based approach in selecting rates that
could be hedged. The FASB was concerned about allowing interest rate indices
that potentially could incorporate a high level of credit risk as benchmark rates.
[ASU 2017-12.BC74]
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Future developments
The FASB added a project to its technical agenda to consider including the
overnight index swap rate based on the secured overnight financing rate (SOFR
OIS) as a benchmark interest rate.
A proposed Accounting Standards Update was issued in February 2018 with a
comment period ending on March 30, 2018. [Proposed ASU]

3.3

Cash flow hedges of interest rate risk
Excerpt from ASU 2017-12
815-20-20 Glossary
Interest Rate Risk – For recognized variable-rate financial instruments and
forecasted issuances or purchases of variable-rate financial instruments,
interest rate risk is the risk of changes in the hedged item’s cash flows
attributable to changes in the contractually specified interest rate in the
agreement.
For recognized fixed-rate financial instruments, interest rate risk is the risk of
changes in the hedged item’s fair value attributable to changes in the
designated benchmark interest rate. For forecasted issuances or purchases of
fixed-rate financial instruments, interest rate risk is the risk of changes in the
hedged item’s cash flows attributable to changes in the designated benchmark
interest rate. The risk of changes in a hedged item’s fair value or cash flows
attributable to changes in the designated benchmark interest rate.
>> Hedged Item and Transaction Criteria Applicable to both Fair Value
Hedges and Cash Flow Hedges
>>> Hedged Items Involving Interest Rate Risk
815-20-25-6 Hedges involving a the benchmark interest rate are addressed in
paragraph paragraphs 815-20-25-12(f) and 815-20-25-12A (for fair value hedges)
and paragraph 815-20-25-15(j) (for cash flow hedges). Hedges involving a
contractually specified interest rate are addressed in paragraph 815-20-25-15(j)
(for cash flow hedges). The benchmark interest rate or the contractually
specified interest rate being hedged in a hedge of interest rate risk shall be
specifically identified as part of the designation and documentation at the
inception of the hedging relationship. Paragraphs 815-20-25-19A through 2519B provide guidance on the interest rate risk designation of hedges of
forecasted issuances or purchases of debt instruments. An entity shall not
simply designate prepayment risk as the risk being hedged for a financial asset.
However, it can designate the option component of a prepayable instrument
as the hedged item in a fair value hedge of the entity’s exposure to changes in
the overall fair value of that prepayment option, perhaps thereby achieving the
objective of its desire to hedge prepayment risk. The effect of an embedded
derivative of the same risk class shall be considered in designating a hedge of
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an individual risk. For example, the effect of an embedded prepayment option
shall be considered in designating a hedge of interest rate risk.

3.3.10

Recognized variable-rate financial instruments
For cash flow hedges of interest rate risk of variable-rate financial instruments,
ASU 2017-12 permits an entity to designate the hedged risk as the variability in
cash flows attributable to a contractually specified interest rate. Because a
contractually specified interest rate does not need to be a benchmark interest
rate, the ASU eliminates the legacy US GAAP requirement that the hedged risk
in a cash flow hedge of interest rate risk can only be a specified benchmark
interest rate. [815-20-25-15(j)(2), 815-20 Glossary]
The FASB decided to eliminate the benchmark concept for hedges of variablerate financial instruments because changes in the cash flows attributable to the
explicit rate referenced in the agreement are clearly measurable. The FASB
believes hedging a contractually specified interest rate would be difficult to
manipulate because the remaining components of the interest rate typically
represent a fixed spread related to the credit risk and other factors of the
borrower that are well understood and verifiable. [ASU 2017-12.BC81]
As a result of the ASU, an entity can designate non-benchmark rates (e.g. prime
lending rates) as the hedged risk instead of hedging the overall changes in cash
flows. If the hedged item’s contractually specified rate (e.g. entity-specific
prime rate) does not exactly match the hedging instrument’s variable rate, an
entity needs to consider this difference in its hedge effectiveness assessment.
[815-20-25-6, 25-77 – 25-78, 55-62]

For example, a debt contract specifies the rate as a specified Bank’s prime
lending rate plus 100 basis points. Although the specified Bank’s prime lending
rate is not a benchmark interest rate, it can be the hedged risk because it is
contractually specified. If the bank entered into a LIBOR-based interest rate
swap to hedge the variable prime-based cash flows, it should consider the
variability in the prime lending rates compared to the LIBOR interest rates in
assessing hedge effectiveness.

Question 3.3.10
If the contractually specified interest rate is not a
benchmark interest rate, can the shortcut method
be applied to that cash flow hedging relationship?
Interpretive response: Yes. One of the conditions to apply the shortcut
method to a cash flow hedging relationship is that the interest rate index of the
variable leg of the interest rate swap matches the contractually specified
interest rate designated as the risk being hedged. [815-20-25-106(g), 55-71]
The contractually specified interest rate does not need to be a benchmark
interest rate for an entity to apply the shortcut method.
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3.3.20

Forecasted issuance or purchase of debt instruments
Excerpt from ASU 2017-12
>> Hedged Transaction Criteria Applicable to Cash Flow Hedges Only
815-20-25-15 A forecasted transaction is eligible for designation as a hedged
transaction in a cash flow hedge if all of the following additional criteria are
met: …
j.

If the hedged transaction is the forecasted purchase or sale of a financial
asset or liability (or the interest payments on that financial asset or liability)
or the variable cash inflow or outflow of an existing financial asset or
liability, the designated risk being hedged is any of the following: …
2. The For forecasted interest receipts or payments on an existing
variable-rate financial instrument, the risk of changes in its cash flows
attributable to changes in the designated benchmark interest rate
contractually specified interest rate (referred to as interest rate risk).
For a forecasted issuance or purchase of a debt instrument (or the
forecasted interest payments on a debt instrument), the risk of
changes in cash flows attributable to changes in the benchmark
interest rate or the expected contractually specified interest rate. See
paragraphs 815-20-25-19A through 25-19B for further guidance on the
designation of interest rate risk in the forecasted issuance or purchase
of a debt instrument. …
4. The risk of changes in its cash flows attributable to all of the following
(referred to as credit risk):
i.

Default

ii.

Changes in the obligor’s creditworthiness

iii. Changes in the spread over the contractually specified interest rate
or benchmark interest rate with respect to the related financial
asset’s or liability’s credit sector at inception of the hedge.
>>> Forecasted Issuances or Purchases of Fixed-Rate Debt Instruments as
a Hedged Transaction
815-20-25-17 Paragraph 815-20-25-43 explains that the restriction against
hedging interest rate risk in paragraph 815-20-25-43(d)(3) does not apply to a
cash flow hedge of a forecasted issuance or forecasted purchase of fixed-rate
debt because the contractually fixed interest rate established at the issuance of
fixed-rate debt is based on current market interest rates for that debtor and the
debt’s future interest payments will not be variable explicitly based on any
index. In this Subtopic, the phrase issuance of fixed-rate debt includes the
issuance of a zero-coupon instrument because the interest element in a zerocoupon instrument is fixed at its issuance.
815-20-25-18 Provided the entity meets all the other cash flow hedging
criteria, an entity may designate as the hedged risk the risk of changes in either
of the following:
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a. The coupon payments (or the interest element of the final cash flow if
interest is paid only at maturity) related to the forecasted issuance of fixedrate debt
b. The total proceeds attributable to changes in the benchmark interest rate
related to the forecasted issuance of fixed-rate debt.
The derivative instrument used to hedge either of these risks must provide
offsetting cash flows for the hedging relationship to be effective in accordance
with paragraph 815-20-35-3.
815-20-25-19 An entity shall not characterize its variable-rate debt as fixed-rate
debt that, at each interest reset date, is effectively rolled over to another
issuance of fixed-rate debt that has a new fixed interest rate until the next
reset date. Such a characterization cannot justify not applying the restriction
against hedging interest rate risk in paragraph 815-20-25-43(d)(3) to variable
rate debt.
815-20-25-19A In accordance with paragraph 815-20-25-6, if an entity
designates a cash flow hedge of interest rate risk attributable to the variability
in cash flows of a forecasted issuance or purchase of a debt instrument, it shall
specify the nature of the interest rate risk being hedged as follows:
a. If an entity expects that it will issue or purchase a fixed-rate debt
instrument, the entity shall designate the variability in cash flows
attributable to changes in the benchmark interest rate as the hedged risk.
b. If an entity expects that it will issue or purchase a variable-rate debt
instrument, the entity shall designate the variability in cash flows
attributable to changes in the contractually specified interest rate as the
hedged risk.
815-20-25-19B If an entity does not know at the inception of the hedging
relationship whether the debt instrument that will be issued or purchased will
be fixed rate or variable rate, the entity shall designate as the hedged risk the
variability in cash flows attributable to changes in a rate that would qualify both
as a benchmark interest rate if the instrument issued or purchased is fixed rate
and as a contractually specified interest rate if the instrument issued or
purchased is variable rate.
Consistent with legacy US GAAP, an entity can apply cash flow hedge
accounting to the variability in cash proceeds from forecasted issuances or
purchases of a debt instrument, or to the forecasted interest payments on the
future issuance or purchase of a debt instrument.
An entity specifies the hedged risk based on its expectation of the interest rate
on the debt as follows. [815-20-25-19A]
— If the entity expects to issue or purchase fixed-rate debt, it designates the
hedged risk as the variability in cash flows attributable to changes in the
benchmark interest rate.
— If the entity expects to issue or purchase variable-rate debt, it designates
the hedged risk as the variability in cash flows attributable to changes in the
contractually specified interest rate.
If the entity does not know whether the debt instrument will be fixed-rate or
variable-rate, it designates the hedged risk as variability in cash flows
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attributable to changes in a rate that would qualify both as a benchmark interest
rate and a contractually specified interest rate. [815-20-25-19B]

Example 3.3.10
Forecasted issuance of fixed-rate debt
ABC Corp. forecasts that it will issue fixed-rate debt in six months. ABC will be
exposed to variability in cash flows related to changes in its forecasted interest
payments on the debt to be issued.
ABC enters into an interest rate swap with a LIBOR leg to hedge the interest
rate risk associated with the forecasted interest payments. At inception of the
hedge of the forecasted interest payments, ABC designates the variability in
cash flows attributable to changes in the LIBOR rate as the hedged risk. The
LIBOR rate may be designated as the hedged risk because it is a benchmark
interest rate.

Example 3.3.20
Forecasted issuance of debt when it is not known
whether the interest rate will be fixed or variable
Assume the same fact pattern as in Example 3.3.10 except that ABC Corp.
does not know whether the interest rate on the debt will be fixed-rate or
variable-rate.
ABC expects that if variable-rate debt is issued, the debt agreement will specify
the variable index as the LIBOR rate plus a spread.
ABC enters into an interest rate swap to hedge the interest rate risk associated
with the forecasted interest payments. At inception of the hedge of the
forecasted interest payments, ABC designates the variability in cash flows
attributable to changes in the LIBOR rate as the hedged risk.
The LIBOR rate qualifies as a:
— benchmark interest rate if the debt issued is fixed-rate; and
— contractually specified interest rate if the debt issued is variable-rate.
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3.3.30

Comparison to legacy US GAAP
Comparison to legacy US GAAP
Hedged risk
ASU 2017-12 made select revisions for cash flow hedges of interest rate risk,
as summarized in the following table.
Hedged item

Legacy US GAAP

ASU 2017-12

Recognized
variable-rate
financial asset or
liability

Risk of changes in the hedged
item’s cash flows attributable
to changes in the designated
benchmark interest rate.

Risk of changes in the hedged
item’s cash flows attributable to
changes in the contractually
specified interest rate. [815-20

[815-20 Glossary, 815-20-25-6]

Glossary, 815-20-25-6]

Risk of changes in the hedged
item’s cash flows attributable
to changes in the designated
benchmark interest rate.

For forecasted fixed-rate
instruments, risk of changes in
the hedged item’s cash flows
attributable to changes in the
benchmark interest rate. [815-20

Forecasted
issuance or
purchase of debt

[815-20 Glossary, 815-20-25-6]

Glossary, 815-20-25-19A(a)]

For forecasted variable-rate
instruments, risk of changes in
the hedged item’s cash flows
attributable to changes in the
forecasted contractually
specified interest rate.
[815-20-25-19A(b)]

3.4

Cash flow hedge of nonfinancial items

3.4.10

Overview
Excerpt from ASU 2017-12
815-20-20 Glossary
Contractually Specified Component – An index or price explicitly referenced
in an agreement to purchase or sell a nonfinancial asset other than an index or
price calculated or measured solely by reference to an entity’s own operations.
> Eligibility of Hedged Items and Transactions
>> Hedged Transaction Criteria Applicable to Cash Flow Hedges Only
815-20-25-15 A forecasted transaction is eligible for designation as a hedged
transaction in a cash flow hedge if all of the following additional criteria are
met: …
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i.

If the hedged transaction is the forecasted purchase or sale of a
nonfinancial asset, the designated risk being hedged is any either of the
following: …
2. The risk of changes in the cash flows relating to all changes in the
purchase price or sales price of the asset reflecting its actual location if
a physical asset (regardless of whether that price and the related cash
flows are stated in the entity’s functional currency or a foreign
currency), not the risk of changes in the cash flows relating to the
purchase or sale of a similar asset in a different location or of a major
ingredient. Thus, for example, in hedging the exposure to changes in
the cash flows relating to the purchase of its bronze bar inventory, an
entity may not designate the risk of changes in the cash flows relating
to purchasing the copper component in bronze as the risk being
hedged for purposes of assessing offset as required by paragraph 81520-25-75(b).
3. The risk of variability in cash flows attributable to changes in a
contractually specified component. (See additional criteria in
paragraphs 815-20-25-22A through 25-22B for designating the
variability in cash flows attributable to changes in a contractually
specified component as the hedged risk.)

>>> Hedged Items in Cash Flow Hedges Only
>>>> Determining Whether a Contractually Specified Component Exists
815-20-55-26A The definition of a contractually specified component is
considered to be met if the component is explicitly referenced in agreements
that support the price at which a nonfinancial asset will be purchased or sold.
For example, an entity intends to purchase a commodity in the commodity’s
spot market. If as part of the governing agreements of the transaction or
commodities exchange it is noted that prices are based on a pre-defined
formula that includes a specific index and a basis, those agreements may be
utilized to identify a contractually specified component. After an entity
determines that a contractually specified component exists, it must assess
whether the variability in cash flows attributable to changes in the contractually
specified component may be designated as the hedged risk in accordance with
paragraphs 815-20-25-22A through 25-22B.
>>>> Contractually Specified Component in a Not-Yet Existing Contract
815-20-55-26B This guidance discusses the implementation of paragraphs 81520-25-22B and 815-30-35-37A. Entity A’s objective is to hedge the variability in
cash flows attributable to changes in a contractually specified component in
forecasted purchases of a specified quantity of soybeans on various dates
during June 20X1. Entity A has executed contracts to purchase soybeans only
through the end of March 20X1. Entity A’s contracts to purchase soybeans
typically are based on the ABC soybean index price plus a variable basis
differential representing transportation costs. Entity A expects that the
forecasted purchases during June 20X1 will be based on the ABC soybean
index price plus a variable basis differential.
815-20-55-26C On January 1, 20X1, Entity A enters into a forward contract
indexed to the ABC soybean index that matures on June 30, 20X1. The
forward contract is designated as a hedging instrument in a cash flow hedge in
which the hedged item is documented as the forecasted purchases of a
specified quantity of soybeans during June 20X1. As of the date of hedge
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designation, Entity A expects the contractually specified component that will
be in the contract once it is executed to be the ABC soybean index. Therefore,
in accordance with paragraph 815-20-25-3(d)(1), Entity A documents as the
hedged risk the variability in cash flows attributable to changes in the
contractually specified ABC soybean index in the not-yet-existing contract. On
January 1, 20X1, Entity A determines that all requirements for cash flow hedge
accounting are met and that the requirements of paragraph 815-20-25-22A will
be met in the contract once executed in accordance with paragraph 815-20-2522B. Entity A also will assess whether the criteria in 815-20-25-22A are met
when the contract is executed.
815-20-55-26D As part of its normal process of assessing whether it remains
probable that the hedged forecasted transactions will occur, on March 31,
20X1, Entity A determines that the forecasted purchases of soybeans in June
20X1 will occur but that the price of the soybeans to be purchased will be
based on the XYZ soybean index rather than the ABC soybean index. As of
March 31, 20X1, Entity A begins assessing the hedge effectiveness of the
hedging relationship on the basis of the changes in cash flows associated with
the forecasted purchases of soybeans attributable to variability in the XYZ
soybean index. Because the hedged forecasted transactions (that is, purchases
of soybeans) are still probable of occurring, Entity A may continue to apply
hedge accounting if the hedging instrument (indexed to the ABC soybean
index) is highly effective at achieving offsetting cash flows attributable to the
revised contractually specified component (the XYZ soybean index). On
April 30, 20X1, Entity A enters into a contract to purchase soybeans throughout
June 20X1 based on the XYZ soybean index price plus a variable basis
differential representing transportation costs.
815-20-55-26E If the hedging instrument is not highly effective at achieving
offsetting cash flows attributable to the revised contractually specified
component, the hedging relationship must be discontinued. As long as the
hedged forecasted transactions (that is, the forecasted purchases of the
specified quantity of soybeans) are still probable of occurring, Entity A would
reclassify amounts from accumulated other comprehensive income to earnings
when the hedged forecasted transaction affects earnings in accordance with
paragraphs 815-30-35-38 through 35-41. The reclassified amounts should be
presented in the same income statement line item as the earnings effect of
the hedged item. Immediate reclassification of amounts from accumulated
other comprehensive income to earnings would be required only if it becomes
probable that the hedged forecasted transaction (that is, the purchases of the
specified quantity of soybeans in June 20X1) will not occur. As discussed in
paragraph 815-30-40-5, a pattern of determining that hedged forecasted
transactions are probable of not occurring would call into question both an
entity’s ability to accurately predict forecasted transactions and the propriety
of applying cash flow hedge accounting in the future for similar
forecasted transactions.
ASU 2017-12 permits an entity to designate a contractually specified
component of a purchase or sale of a nonfinancial asset as the hedged risk in a
cash flow hedge. Under legacy US GAAP, an entity is prohibited from
designating changes in cash flows of a component of a nonfinancial asset as
the hedged risk, with the exception of foreign exchange risk. [815-20-25-15i(3)]
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The FASB decided that by allowing contractually specified component hedging
for nonfinancial assets, an entity could more accurately reflect the effects of its
risk management activities in its financial reporting. [ASU 2017-12.BC46]

3.4.20

Designating the contractually specified component
as the hedged risk
Excerpt from ASU 2017-12
>> Hedged Transaction Criteria Applicable to Cash Flow Hedges Only
>>> Eligibility Criteria for Designating the Variability in Cash Flows
Attributable to Changes in a Contractually Specified Component for the
Purchase or Sale of a Nonfinancial Asset as the Hedged Risk
815-20-25-22A For existing contracts, determining whether the variability in
cash flows attributable to changes in a contractually specified component
may be designated as the hedged risk in a cash flow hedge is based on the
following:
a. If the contract to purchase or sell a nonfinancial asset is a derivative in its
entirety and an entity applies the normal purchases and normal sales scope
exception in accordance with Subtopic 815-10, any contractually specified
component in the contract is eligible to be designated as the hedged risk. If
the entity does not apply the normal purchases and normal sales scope
exception, no pricing component is eligible to be designated as the hedged
risk.
b. If the contract to purchase or sell a nonfinancial asset is not a derivative in
its entirety, any contractually specified component remaining in the host
contract (that is, the contract to purchase or sell a nonfinancial asset after
any embedded derivatives have been bifurcated in accordance with
Subtopic 815-15) is eligible to be designated as the hedged risk.
815-20-25-22B An entity may designate the variability in cash flows attributable
to changes in a contractually specified component in accordance with
paragraph 815-20-25-15(i)(3) to purchase or sell a nonfinancial asset for a period
longer than the contractual term or for a not-yet-existing contract to purchase
or sell a nonfinancial asset if the entity expects that the requirements in
paragraph 815-20-25-22A will be met when the contract is executed. Once the
contract is executed, the entity shall apply the guidance in paragraph 815-2025-22A to determine whether the variability in cash flows attributable to
changes in the contractually specified component can continue to be
designated as the hedged risk. See paragraphs 815-20-55-26A through 55-26E
for related implementation guidance.
>> Hedge Effectiveness
>>> Changes in Quantitative Assessment Methods
815-20-55-56 This Subtopic permits a hedging relationship to be dedesignated
(that is, discontinued) at any time. (See paragraphs 815-25-40-1(c) and 815-3040-1(c).) If an entity wishes to change any of the critical terms of the hedging
relationship (including the method designated for use in assessing hedge
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effectiveness), as documented at inception, the mechanism provided in this
Subtopic to accomplish that change is the dedesignation of the original hedging
relationship and the designation of a new hedging relationship that
incorporates the desired changes. However, as discussed in paragraph 815-3035-37A, a change to the hedged risk in a cash flow hedge of a forecasted
transaction does not result in an automatic dedesignation of the hedging
relationship if the hedging instrument continues to be highly effective at
achieving offsetting cash flows associated with the hedged item attributable to
the revised hedged risk. The dedesignation of an original hedging relationship
and the designation of a new hedging relationship represents the application of
this Subtopic and is not a change in accounting principle under Topic 250, even
though the new hedging relationship may differ from the original hedging
relationship only with respect to the method designated for use in assessing
the hedge effectiveness of that hedging relationship. Although paragraph 81520-35-19 refers to discontinuing an existing hedging relationship and then
designating and documenting a new hedging relationship using an improved
method for assessing effectiveness, that reference was not meant to imply
that the perceived improved method had to be justified as a preferable method
of applying an accounting principle under Topic 250.
An entity may hedge a contractually specified component in an existing contract
or in a not-yet-existing contract. [815-20-25-22A – 25-22B]

Existing contracts
After an entity determines that a contractually specified component exists, it
needs to determine whether it can designate that risk as the hedged risk. The
following decision tree provides an overview of the process to determine
whether the contractually specified component of an existing contract to
purchase or sell a nonfinancial asset may be designated as the hedged risk.
[815-20-25-22A]

Is the contract to
purchase or sell a
non-financial asset a
derivative in its
entirety?

No

Yes

Does the entity apply
the normal purchase
and normal sale scope
exception?

Do any embedded
derivatives require
bifurcation?

Yes

Only a contractually
specified component
remaining in host contract
is eligible to be designated
as the hedged risk.

No

Yes

Contractually specified
component is eligible to
be designated as the
hedged risk.

No

No component is
eligible to be designated
as the hedged risk.
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The FASB was concerned that an entity could inappropriately elect hedge
accounting by fabricating a contractually specified component that it does not
have price exposure to and then enter into a derivative to hedge that
component. However, the FASB agreed with feedback from stakeholders that
applying the normal purchases and normal sales scope exception in
combination with the embedded derivative guidance in Topic 815 should
prevent extraneous pricing features from being designated as the hedged risk.
[ASU 2017-12.BC51–BC54]

Normal purchases and normal sales
Normal purchases and normal sales are contracts that provide for the purchase
or sale of something other than a financial instrument or derivative instrument
that will be delivered in quantities expected to be used or sold by the entity
over a reasonable period in the normal course of business. [815-10-15-22]
The requirements to qualify for the normal purchases and normal sales scope
exception vary depending on the type of contract – e.g. freestanding option
contract, forward (non-option-based contract) or forward with optionality.
However, in all cases, three criteria are required to be met for any contract to
qualify for the exception. [815-10-15-22 – 15-51]
— The asset under the contract is delivered in quantities expected to be used
or sold by the entity over a reasonable period in the normal course of
business.
— The contract does not have a price based on an underlying that is not clearly
and closely related to the asset being sold or purchased.
— The entity documents the designation of the contract as a normal purchase
or a normal sale.
Clearly and closely related
For a contract to qualify for the normal purchases and normal sales scope
exception, it cannot have a price based on an underlying that is not clearly and
closely related to the asset being sold or purchased. [815-10-15-30]
In general, if the underlying in a price adjustment feature incorporated into a
purchase or sales contract is reasonably related to either the cost of the asset
subject to the contract or the fair value of that asset, then the price adjustment
feature would not be an impediment for the contract to qualify for the normal
purchases and normal sales exception.
A price adjustment feature incorporated into a contract is not clearly and closely
related to the asset being sold or purchased in any of the following
circumstances. [815-10-15-32]
— The underlying is extraneous (i.e. irrelevant and not pertinent) to both the
changes in the cost and the changes in the fair value of the asset being sold
or purchased, including being extraneous to an ingredient or direct factor in
the customary or specific production of that asset.
— The magnitude and direction of the impact of the price adjustment is not
consistent with the relevancy of the underlying. That is, the magnitude of
the price adjustment based on the underlying is significantly
disproportionate to the impact of the underlying on the fair value or cost of
the asset being purchased or sold (or of an ingredient or direct factor, as
appropriate).
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— The underlying is a currency exchange rate involving a foreign currency that
meets none of the criteria in paragraph 815-15-15-10(b).
Bifurcation of embedded derivatives
Contracts that do not meet the definition of a freestanding derivative may
contain embedded derivatives. An embedded derivative instrument is separated
from the host contract and accounted for as a derivative instrument if all of the
following criteria are met. [815-15-25-1]
— The economic characteristics and risks of the embedded derivative
instrument are not clearly and closely related to the economic
characteristics and risks of the host contract;
— The contract (the hybrid instrument) that embodies both the embedded
derivative instrument and the host contract is not remeasured at fair value
under otherwise applicable US GAAP with changes in fair value reported in
earnings as they occur; and
— A separate instrument with the same terms as the embedded derivative
instrument would be a derivative instrument subject to the requirements of
Topic 815.

Example 3.4.10
Normal purchases and normal sales scope exception
not met
ABC Corp., a gold miner, requires crude oil in its extraction business and enters
into a forward contract to buy crude oil at a price that is indexed to gold. The
forward contract meets the definition of a derivative in its entirety.
The contract does not meet the normal purchases scope exception because the
price is based on an underlying (gold) that is not clearly and closely related to
the asset being purchased (crude oil).
Therefore, ABC may not designate the cash flow variability of the forward
purchase contract, including any pricing component of the contact, as the
hedged risk.

Example 3.4.20
Normal purchases and normal sales scope exception
is met
ABC Corp. enters into a forward contract to buy crude oil at a price that is based
on a crude oil futures price in the month of delivery plus a variable basis
differential for transportation costs.
If the other criteria to apply the normal purchases and normal sales scope
exception are met, ABC may designate the contractually specified component
(the crude oil futures price in the month of delivery, excluding the variable basis
differential) as the hedged risk.
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Example 3.4.30
Contractually specified component in an existing
contract
ABC enters into a forward contract to purchase flour at a price equal to the price
of the wheat index plus a fixed spread. The forward contract meets the
definition of a derivative in its entirety. The underlying (price of wheat) is clearly
and closed related to the asset being purchased (flour).
If the other criteria to apply the normal purchases and normal sales scope
exception are met, ABC may designate the contractually specified component
(the wheat index) as the hedged risk.

Not-yet-existing contracts
The ability to hedge a contractually specified component extends to a not-yetexisting contract if the entity expects that the contract, when executed, will
meet the criteria in paragraph 815-20-25-22A, and all other cash flow hedge
criteria are met. [815-20-25-22B]
This means that an entity needs to consider whether the contract that will be
executed that includes the contractually specified component would be eligible
for the normal purchases and normal sales scope exception (815-20-25-22A(a))
or would have required an embedded derivative related to the contractually
specified component to be bifurcated (815-20-25-22A(b)). [815-20-25-22A]
There is no threshold related to an entity’s expectation that the criteria will be
met. The FASB cited the practical issues encountered in applying the ‘probable’
threshold for hedging forecasted transactions and determined that there does
not need to be an expectation that it is probable that the criteria will be met.
[ASU 2017-12.BC56]

Once the contract is executed, an entity undergoes a more rigorous analysis
under the normal purchases and normal sales scope exception and the
embedded derivative guidance to determine if it can continue to designate the
contractually specified component as the hedged risk.

Question 3.4.10
If there is a change to the hedged risk in a cash flow
hedge of a forecasted transaction, is the hedging
relationship automatically dedesignated?
Interpretive response: Not necessarily. If there is a change to the hedged risk
in a cash flow hedge of a forecasted transaction, an entity is not required to
automatically dedesignate the hedging relationship. Instead, it determines
whether the hedging instrument continues to be highly effective at achieving
offsetting cash flows attributable to the revised contractually specified
component.
— If the hedging instrument is highly effective, hedge accounting is continued.
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— If the hedging instrument is not highly effective, the hedging relationship is
discontinued.
If the hedging relationship is discontinued, but the forecasted transaction is still
probable of occurring, an entity reclassifies amounts from AOCI to earnings
when the hedged forecasted transaction affects earnings. [815-20-55-26D – 55-26E,
815-30-35-38 – 35-41]

See Question 3.4.20 for additional information.

Example 3.4.40
Not-yet-existing contracts
The following example is adapted from the FASB example in paragraphs 81520-55-26B to 55-26E.
On January 1, Year 1, ABC Corp. expects to make future purchases of
soybeans on December 31, Year 1, at a price based on XYZ soybean index plus
a variable basis differential for transportation costs.
ABC enters into a forward derivative contract indexed to the XYZ soybean index
that will mature on December 31, Year 1. The forward derivative is designated
as the hedging instrument in a cash flow hedge. The hedged item is the
forecasted purchase of a specified quantity of soybeans on December 31,
Year 1.
As of the date of the hedge designation, ABC expects the XYZ index will be the
contractually specified component in the contract once the contract is
executed. ABC documents as the hedged risk the variability in cash flows
attributable to changes in the contractually specified XYZ soybean index in the
not-yet-existing purchase contract.
On January 1, Year 1, ABC determines that all of the requirements for cash flow
hedge accounting are met and the requirements in paragraph 815-20-25-22A
will be met once the contract is executed.
On July 1, Year 1, ABC executes a contract to purchase soybeans on
December 31, Year 1 at a price based on the DEF soybean index plus a variable
basis differential for transportation costs instead of the XYZ soybean index.
When ABC executes the contract on July 1, Year 1, it does not automatically
dedesignate the hedging relationship because the hedged risk changed from
XYZ soybean index to DEF soybean index. Instead, it evaluates if the hedge is
highly effective considering the revised soybean index.
If the hedging relationship is not highly effective using the DEF soybean index,
ABC would discontinue the hedging relationship.
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Question 3.4.20
Does the ability to change the hedged risk also
extend to the hedged forecasted transaction?
Interpretive response: It is not currently clear whether or how the FASB’s
decision with respect to the ability to change the hedged risk also extends to
the assessment of probabilities that the hedged forecasted transaction will
occur. Specifically, it is not clear:
— how the guidance should be applied if the hedged forecasted transaction is
defined in an identical manner to the hedged risk, and the hedged risk
subsequently changes;
— whether the hedged forecasted transaction could be changed to an entirely
different asset type or interest rate, or whether changes would be limited
to only different indices for the same asset type, or tenors of the same
interest rate;
— whether an entity may retrospectively designate a particular transaction as
the hedged forecasted transaction after the transaction occurs; and
— whether an entity would need to demonstrate that the hedging relationship
would have been highly effective at hedging the newly defined hedged
forecasted transaction in past periods.
We expect that these issues will be the subject of future discussions. Revisions
to this interpretive response may be provided in a future edition.

3.4.30

Contractually specified component
A contractually specified component is an index or price explicitly referenced in
an agreement to purchase or sell a nonfinancial asset other than an index or
price calculated or measured solely by reference to an entity’s own operations.
Additionally, the definition of a contractually specified component is considered
to be met if the component is explicitly referenced in agreements that support
the price at which a nonfinancial asset will be purchased or sold. [815-20 Glossary,
815-20-55-26A]

The FASB considered, but rejected, an approach that would have permitted
hedge accounting for components that are not contractually specified when it is
market convention to use the component as the underlying basis for
determining the price of the overall product. The FASB rejected this approach
because the concept of market convention would: [ASU 2017-12.BC58]
— be difficult to define across industries;
— lead to confusion when there was no market convention or multiple market
conventions; and
— potentially be difficult to demonstrate objectively to third parties.
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Example 3.4.50
Contractually specified component
At the beginning of Year 1, ABC Corp. enters into a contract to purchase natural
gas at location 1. The contract specifies the purchase price per unit of measure
as the NYMEX Henry Hub futures price plus a variable basis reflecting local
supply/demand and transportation.
The NYMEX Henry Hub futures price meets the definition of a contractually
specified component. Therefore, ABC is eligible to designate the NYMEX Henry
Hub futures price as the hedged risk in its cash flow hedge of forecasted
purchases of natural gas.

Question 3.4.30
Can an entity hedge an index or rate that is not
specified in the contract?
Background: A contract to buy or sell a nonfinancial asset may be based on a
price that is derived/calculated by reference to another index or rate. Such a
contract would not specify how the price is calculated, but it may be market
convention that the price is derived by reference to another index or rate.
Interpretive response: No. We believe the FASB’s intent in ASU 2017-12 was
to permit hedges of components (e.g. indices, rates) only when they are
specified in the contract. Therefore, if an index or rate is not specified in the
contract, an entity cannot designate it as a contractually specified component.

Example 3.4.60
Underlying index or price as a contractually specified
component
At the beginning of Year 1, ABC Corp. enters into a contract to purchase natural
gas in Canada. The contract specifies the purchase price per unit of measure is
based on the Alberta Energy Co. (AECO) price at the time of delivery.
Although not defined in the contract, ABC considers it is market convention that
the AECO price is calculated as the NYMEX natural gas index plus a variable
basis reflecting local supply/demand and transportation. ABC is not eligible to
designate the NYMEX natural gas index as a contractually specified component
because the NYMEX natural gas index is not specified in the contract.
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Question 3.4.40
Can an entity hedge a contractually specified
component of a forecasted purchase or sale of a
nonfinancial asset in a spot market transaction?
Interpretive response: It depends. ASU 2017-12 contemplates that an entity
would be able to hedge a contractually specified component of a forecasted
purchase or sale in a spot market transaction if the component is specifically
referenced in an agreement that supports the price at which the asset will be
purchased or sold.
The FASB did not elaborate on the nature or form of contracts that could
contain a contractually specified component or whether a contract/agreement
needs to be entered into before completion of the spot purchase or sale
transaction.
However, the ASU provides examples of circumstances where the condition
would be met, such as when a pre-defined formula is incorporated into
agreements that govern either: [815-20-55-26A]
— the transaction – i.e. an agreement between the counterparties to the spot
purchase transaction; or
— the market exchange on which the transaction will take place.
It is not clear how broadly this guidance was intended to be interpreted.
Specifically, it is not clear whether the FASB contemplated that such an
agreement would be (1) pre-existing (i.e. in place before the spot purchase was
completed) and/or (2) legally binding.
We expect that these issues will be the subject of future discussions. Revisions
to this interpretive response may be provided in a future edition.

3.5

Transition considerations
For a hedging relationship that exists on the date of adoption of ASU 2017-12
for which the hedged risk has been designated as the variability in total cash
flows, the transition guidance allows an entity to modify its current hedge
documentation to specify the hedged risk as the variability in the contractually
specified component or contractually specified interest rate, without
dedesignating the hedging relationship. [815-20-65-3(e)(6)]
For further discussion of the requirements related to this transition election, see
section 6.4.40.
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Excerpt from ASU 2017-12
> Transition Related to Accounting Standards Update No. 2017-12,
Derivatives and Hedging (Topic 815): Targeted Improvements to
Accounting for Hedging Activities
815-20-65-3 The following represents the transition and effective date
information related to Accounting Standards Update No. 2017-12, Derivatives
and Hedging (Topic 815): Targeted Improvements to Accounting for Hedging
Activities:
i.

An entity is not required to apply the guidance in paragraph 815-20-25-81
when comparing hedging relationships executed before and after the date
of adoption of the pending content that links to this paragraph for any of
the following:
2. Hedging relationships executed before the date of adoption for which
the hedged risk was not amended to a contractually specified
component or a contractually specified interest rate as permitted by
(e)(6) above, and hedging relationships executed after the date of
adoption for which the hedged risk is the variability in cash flows
attributable to changes in a contractually specified component or a
contractually specified interest rate.

Subtopic 815-20 requires an entity to assess similar hedges in a similar manner.
Therefore, if an entity wants to designate the hedged risk as the variability in
the contractually specified component or contractually specified interest rate, it
also has to use that strategy for similar hedging relationships existing at the
date of adoption of ASU 2017-12.
However, the FASB provided relief for an entity that does not elect to amend
the hedged risk for existing hedging relationships at the date of adoption. An
entity may continue designating the variability in total cash flows as the hedged
risk for hedging relationships that existed on the date of adoption, and
designate the hedged risk as the variability in the contractually specified
component or contractually specified interest rate for hedging relationships
executed after the date of adoption. The entity is not required to comply with
the guidance in paragraph 815-20-25-81 to assess similar hedges in a similar
manner when considering hedging relationships executed before and after the
date of adoption. [815-20-65-3(i)(2)]
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4.

Fair value hedges of
interest rate risk
Detailed contents
4.1

How the standard works
Hedging only the benchmark rate component
Partial-term hedge
Hedging prepayable financial instruments
Last-of-layer method

4.2

Hedging only the benchmark rate component
4.2.10

Overview

4.2.20

FASB example: Hedging the entire coupon or the benchmark
rate component

Questions
4.2.10

Why would an entity designate only the benchmark rate
component?

4.2.20

Which benchmark interest rate may be used for
measurement purposes when hedging only the benchmark
rate component?

4.2.30

What is the benchmark rate component if the hedged item
is a nonprepayable financial instrument?

4.2.40

What is the benchmark rate component if the hedged item
is a prepayable financial instrument?

4.2.50

What is the benchmark rate component if the hedged item
has a premium or discount at hedge inception?

4.2.60

Can the benchmark rate component of the contractual
coupon be used if it is greater than the entire coupon?

4.2.70

If an entity uses the benchmark rate component to measure
the change in fair value of a hedged item, must it do so for
all similar hedging relationships?

Example
4.2.10
4.3

Benchmark rate component for assessment and
measurement

Partial-term hedges
4.3.10

Overview

4.3.20

FASB example: Partial-term hedge

4.3.30

Partial-term hedges and basis amortization
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Questions

4.4

4.3.10

Why would an entity designate a partial-term hedge?

4.3.20

Does the partial-term hedge guidance address some of the
challenges with hedging prepayable instruments?

4.3.30

Can the partial-term hedge guidance and the guidance for
hedging only the benchmark rate component be applied to
the same hedging relationship?

4.3.40

Are specific conditions required to be met to apply partialterm hedging in a fair value hedge of interest rate risk?

4.3.50

Can an entity apply hedge accounting to more than one
partial term of a single instrument?

4.3.60

What is the amortization period for the hedged item’s basis
adjustment in a partial-term fair value hedge?

Hedging prepayable financial instruments
4.4.10

Overview

Questions
4.4.10

Why would an entity elect to consider only the effect of
changes in the benchmark interest rate on the decision to
prepay the financial instrument?

4.4.20

Is an entity required to consider only how changes in the
benchmark interest rate affect the decision to prepay?

4.4.30

What instruments are considered prepayable for purposes of
paragraph 815-20-25-6B?

4.4.40

How does paragraph 815-20-25-6B apply to non-convertible
debt with embedded contingent call or put options?

4.4.50

How does paragraph 815-20-25-6B apply to debt that is
convertible during the hedge term?

4.4.60

Does the election to consider only how changes in the
benchmark interest rate affect the decision to prepay a debt
instrument have to be applied to all prepayable hedged
items?

Examples

4.5

4.4.10

Applying paragraph 815-20-25-6B to a callable bond

4.4.20

Applying paragraph 815-20-25-6B to a non-convertible bond
with embedded contingent put

Last-of-layer method
4.5.10

Overview

4.5.20

Discontinuation or partial discontinuation of the last-of-layer
hedging relationships

4.5.30

Hedged item basis adjustment
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Questions
4.5.10

What conditions need to be met to apply the last-of-layer
method to a portfolio of prepayable financial assets?

4.5.20

What conditions need to be met for a last-of-layer hedge to
pass the similarity test qualitatively?

4.5.30

What is needed to support the entity’s expectation that the
last of layer will remain outstanding at the end of the hedge
term?

4.5.40

What financial instruments can be included in the portfolio
under the last-of-layer method?

4.5.50

Can the last-of-layer method be applied to a portfolio of
financial liabilities?

4.5.60

Must an entity assert it is ‘probable’ that the balance of the
last of layer will remain outstanding at the end of the hedge
term?

4.5.70

When does a last-of-layer hedge have to be discontinued?

4.5.80

During the hedge term, how should the fair value hedge
basis adjustment related to the last of layer be allocated to
the individual assets in the closed portfolio?

4.5.90

During the hedge term, is an entity required to allocate the
basis adjustment related to the last of layer to comply with
the credit losses guidance in Topic 326?

4.5.100

During the hedge term, if any of the assets in the portfolio
from which the last of layer is derived are sold, is an entity
required to allocate the related basis adjustment to individual
assets?

Example
4.5.10
4.6

Discontinuation of a last-of-layer method hedge

New fair value hedge alternatives and the shortcut method
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4.1

How the standard works
ASU 2017-12 provides opportunities for entities to apply fair value hedge
accounting to hedging strategies that are either not allowed or impractical under
legacy US GAAP. Under the ASU, entities will have alternatives for designating
fair value hedges of interest rate risk and measuring the change in the hedged
item’s fair value attributable to the hedged risk.
These changes are intended to allow entities to better align their hedge
accounting and interest rate risk management strategies and to better reflect
hedging results in their financial statements.

Hedging only the benchmark rate component
An entity may designate only the benchmark rate component of the fixedcoupon interest cash flows of a financial instrument as the hedged item in a
hedge of interest rate risk.
Hedging only the benchmark rate component instead of the entire coupon may
better reflect how an entity manages interest rate risk. In addition, it will provide
a greater degree of offset between the changes in the fair values of the
hedging instrument and hedged item.

Partial-term hedge
An entity may designate only certain consecutive interest payments of a
financial instrument as the hedged item and assume that the principal payment
occurs at the end of the hedge term.
Compared to legacy US GAAP, it will be easier to achieve hedge accounting.
This aligns better with a risk management strategy to hedge interest rate risk
for only part of the term of a financial instrument – e.g. an entity may wish to
hedge the first two years of interest payments of a four-year bond.

Hedging prepayable financial instruments
For a financial instrument that is prepayable, an entity may elect to only
consider how changes in the benchmark interest rate affect the decision to
prepay the instrument when it assesses hedge effectiveness and measures the
change in the hedged item’s fair value attributable to the hedged interest
rate risk.
If an entity makes this election, it does not consider how other factors (e.g.
credit risk) might affect the decision to prepay the financial instrument.

Last-of-layer method
An entity may designate a fixed amount of a closed portfolio of prepayable
financial assets as the hedged item in a fair value hedge of interest rate risk if
the entity expects the designated amount to remain outstanding at the end of
the hedge term (i.e. last of layer).
If an entity elects the last-of-layer method, it may treat the designated last of
layer as a nonprepayable item when assessing effectiveness and measuring the
change in the hedged item’s fair value attributable to the hedged interest rate
risk. This makes achieving hedge accounting for a portfolio of prepayable fixedrate assets easier than under legacy US GAAP.

© 2018 KPMG LLP, a Delaware limited liability partnership and the U.S. member firm of the KPMG network of independent member
firms affiliated with KPMG International Cooperative, a Swiss entity. All rights reserved.

65

Hedging: Targeted improvements
4. Fair value hedges of interest rate risk

4.2

Hedging only the benchmark rate component

4.2.10

Overview
Excerpt from ASU 2017-12
>> Hedged Item Criteria Applicable to Fair Value Hedges Only
815-20-25-12 An asset or liability is eligible for designation as a hedged item in
a fair value hedge if all of the following additional criteria are met: …
f. If the hedged item is a financial asset or liability, a recognized loan
servicing right, or a nonfinancial firm commitment with financial
components, the designated risk being hedged is any of the following: …
2. The risk of changes in its fair value attributable to changes in the
designated benchmark interest rate (referred to as interest rate risk)
Changes Involving Interest Rate Risk
815-25-35-13 In calculating the change in the hedged item’s fair value
attributable to changes in the benchmark interest rate (see paragraph 815-2025-12(f)(2)), the estimated coupon cash flows used in calculating fair value shall
be based on either the full contractual coupon cash flows or the benchmark
rate component of the contractual coupon cash flows of the hedged item
determined at hedge inception. all of the contractual cash flows of the entire
hedged item. Excluding some of the hedged item’s contractual cash flows (for
example, the portion of the interest coupon in excess of the benchmark
interest rate) from the calculation is not permitted—paragraph 815-20-25-12(a),
which specifically permits the hedged item to be identified as either all or a
specific portion of a recognized asset or liability or of an unrecognized firm
commitment is not affected by this provision.

Excerpt from ASC 815-20 Glossary
Benchmark Interest Rate
A widely recognized and quoted rate in an active financial market that is
broadly indicative of the overall level of interest rates attributable to high-creditquality obligors in that market. It is a rate that is widely used in a given financial
market as an underlying basis for determining the interest rates of individual
financial instruments and commonly referenced in interest-rate-related
transactions.
In theory, the benchmark interest rate should be a risk-free rate (that is, has no
risk of default). In some markets, government borrowing rates may serve as a
benchmark. In other markets, the benchmark interest rate may be an interbank
offered rate.
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ASU 2017-12 provides an entity with a choice of measuring the change in a
hedged item’s fair value attributable to the changes in the benchmark interest
rate based on either the hedged item’s: [815-25-35-13]
— entire contractual coupon cash flows; or
— the benchmark rate component of the contractual coupon cash flows
determined at inception of the hedging relationship.
This election affects an entity’s assessment of hedge effectiveness and fair
value hedge accounting because of its effect on the measurement of the
hedged item. [815-25-35-13A]

Question 4.2.10
Why would an entity designate only the benchmark
rate component?
Interpretive response: For hedge accounting purposes, using only the
benchmark rate component of the contractual coupon cash flows of a financial
instrument can provide a better offset between the changes in the fair values of
the hedging instrument (e.g. an interest rate swap) and hedged item
attributable to interest rate risk. Therefore, we expect that many entities will
use the benchmark rate component. Certain hedging relationships could even
be perfectly effective (see section 4.2.20 example: hedging the entire coupon
or benchmark rate component, Case B).
In addition, using the benchmark rate component for hedge accounting may
better reflect how entities manage interest rate risk. For example, assume a
bond has a 5% interest coupon. If the benchmark rate component is 3%, the
additional 2% could be viewed as a reflection of credit risk. Using the entire
contractual coupon cash flows to assess hedge effectiveness incorporates
credit risk into the hedge effectiveness assessment. If an entity’s risk
management strategy is to hedge only the changes in the benchmark interest
rate without hedging credit spreads, applying hedge accounting to the total
contractual coupon results in misalignment between the risk management
strategy and hedge accounting.

Question 4.2.20
Which benchmark interest rate may be used for
measurement purposes when hedging only the
benchmark rate component?
Interpretive response: ASU 2017-12 uses the term ‘benchmark rate’
component of the contractual coupon cash flows. We believe that ‘benchmark
rate’ refers to the Benchmark Interest Rate as defined in the Master Glossary.
An entity may use any rate that meets the Master Glossary definition of a
Benchmark Interest Rate to measure the change in the hedged item’s fair value
attributable to interest rate risk. In the United States, the interest rates on direct
Treasury obligations of the US government, the LIBOR swap rate, the Fed
Funds Effective Swap Rate (also referred to as the Overnight Index Swap Rate),
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and the SIFMA Municipal Swap Rate are considered to be benchmark interest
rates. See section 3.2 for more information on the addition of the SIFMA
Municipal Swap Rate as a benchmark interest rate. [815-20-25-6A, 815-20 Glossary]

Question 4.2.30
What is the benchmark rate component if the
hedged item is a nonprepayable financial
instrument?
Interpretive response: We believe the benchmark rate component of the
contractual coupon cash flows is the swap rate on an interest rate swap that at
hedge inception has a fair value of zero and has no spread on its floating leg.

Example 4.2.10
Benchmark rate component for assessment and
measurement
ABC Corp. issues a ten-year bond with a 5% coupon at par. On the same day,
ABC enters into a ten-year interest rate swap whereby it receives 3% and pays
the 3-month LIBOR rate. ABC designates the bond as the hedged item and the
interest rate swap as the hedging instrument in a fair value hedge of interest
rate risk.
ABC does not apply the shortcut method and elects to use the benchmark rate
component of the bond’s contractual coupon cash flows to measure the change
in the bond’s fair value attributable to changes in the benchmark interest rates.
At hedge inception, the fair value of the swap is zero and the LIBOR swap rate
is 3%. There is no spread on the floating leg of the swap. Therefore, ABC uses
3% as the benchmark rate component to measure the change in the bond’s fair
value attributable to interest rate risk.

Question 4.2.40
What is the benchmark rate component if the
hedged item is a prepayable financial instrument?
Interpretive response: We believe that in addition to the factors described in
Question 4.2.30, an entity would also have to consider the prepayment option
in the financial instrument when determining the benchmark rate component of
the contractual coupon cash flows. For example, an entity issues a ten-year
fixed-rate bond that is prepayable after year 7. The entity hedges the debt by
entering into a ten-year interest rate swap that is cancelable after year 7
whereby it receives 3% and pays 3-month LIBOR. The benchmark rate
component is the swap rate on a cancelable swap – i.e. 3%. It would not be the
swap rate on a similar, but non-cancelable swap.
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Question 4.2.50
What is the benchmark rate component if the
hedged item has a premium or discount at hedge
inception?
Interpretive response: We believe the benchmark rate component of the
contractual coupon cash flows of a financial instrument issued or acquired at a
premium or discount is the same as if the instrument was issued or acquired at
par at hedge inception. This is the case regardless of whether the financial
instrument is acquired or issued before hedge inception (a late hedge). We view
the premium or discount as a source of incremental spread that is not part of
the benchmark rate component.

Question 4.2.60
Can the benchmark rate component of the
contractual coupon be used if it is greater than the
entire coupon?
Interpretive response: Yes. An entity may measure the change in the hedged
item’s fair value attributable to interest rate risk using the benchmark rate
component of its contractual coupon cash flows even when the benchmark rate
component is greater than the contractual coupon rate (a sub-benchmark rate).
[ASU 2017-12.BC95]

The benchmark rate component of a fixed-rate asset or liability could be greater
than the asset’s or liability’s contractual coupon rate. This can happen if an
entity issues or acquires a debt instrument, and subsequently designates it as a
hedged item (a late hedge) and interest rates have changed between the date
the entity recognized the instrument and the date it designated the hedge.
[ASU 2017-12.BC92]

This can also happen if, for example, an entity issues a bond with a 3% coupon
at a time when similar bonds are being issued with a 5% coupon. In this case,
the bond is issued at a discount. The benchmark rate component, determined
as explained in Example 4.2.10, could be 4%, which is higher than the
contractual coupon of 3%.

Question 4.2.70
If an entity uses the benchmark rate component to
measure the change in fair value of a hedged item,
must it do so for all similar hedging relationships?
Interpretive response: No. For fair value hedges, the election to use either the
entire contractual coupon or the benchmark rate component cash flows to
measure the change in the hedged item’s fair value attributable to interest rate
risk is made on a hedge-by-hedge basis. [ASU 2017-12.BC129]
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4.2.20

FASB example: Hedging the entire coupon or the
benchmark rate component
Subtopic 815-25 includes the example below, which illustrates the change in a
hedged item’s fair value attributable to changes in a benchmark interest rate.
ASU 2017-12 amended the example to compare using the hedged item’s entire
contractual coupon cash flows and using the benchmark rate component of the
contractual coupon cash flows to measure the change in the hedged item’s
fair value.

Excerpt from ASU 2017-12
>> Example 9 Fair Value Hedge of the LIBOR Swap Rate in a $100,000
BBB-Quality 5-Year Fixed-Rate Noncallable Note
815-25-55-53 This Example illustrates one method that could be used pursuant
to paragraph 815-20-25-12(f)(2) in determining the hedged item’s change in fair
value attributable to changes in the benchmark interest rate. Other methods
could be used in determining the hedged item’s change in fair value
attributable to changes in the benchmark interest rate as long as those
methods meet the criteria in that paragraph. For simplicity, commissions and
most other transaction costs, initial margin, and income taxes are ignored
unless otherwise stated. Assume that there are no changes in
creditworthiness that would alter the effectiveness of the hedging relationship.
815-25-55-54 On January 1, 20X0, Entity GHI issues at par a $100,000 BBB
quality 5-year fixed-rate noncallable debt instrument with an annual 10 percent
interest coupon. On that date, Entity GHI enters into a 5-year interest rate
swap based on the LIBOR swap rate and designates it as the hedging
instrument in a fair value hedge of the $100,000 liability. Under the terms of
the interest rate swap, Entity GHI will receive fixed interest at 7 percent and
pay variable interest at LIBOR. The variable leg of the interest rate swap resets
each year on December 31 for the payments due the following year. This
Example has been simplified by assuming that the interest rate applicable to a
payment due at any future date is the same as the rate for a payment at any
other date (that is, the yield curve is flat). During the hedge period, the gain or
loss on the interest rate swap will be recorded in earnings. The Example
assumes that immediately before the interest rate on the variable leg resets on
December 31, 20X0, the LIBOR swap rate increased by 50 basis points to 7.50
percent, and the change in fair value of the interest rate swap for the period
from January 1 to December 31, 20X0, is a loss in value of $1,675.
815-25-55-55 Under this method, the change in a hedged item’s fair value
attributable to changes in the benchmark interest rate for a specific period is
determined as the difference between two present value calculations that use
the remaining cash flows as of the end of the period that exclude or include,
respectively. and reflect in the discount rate the effect of the changes in the
benchmark interest rate during the period. The discount rates used for those
present value calculations would be, respectively.
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a. Subparagraph superseded by Accounting Standards Update No. 201712.The discount rate equal to the market interest rate for that hedged item
at the inception of the hedge adjusted (up or down) for changes in the
benchmark rate (designated as the interest rate risk being hedged) from
the inception of the hedge to the beginning date of the period for which
the change in fair value is being calculated.
b. Subparagraph superseded by Accounting Standards Update No. 201712.The discount rate equal to the market interest rate for that hedged item
at the inception of the hedge adjusted (up or down) for changes in the
designated benchmark rate from the inception of the hedge to the ending
date of the period for which the change in fair value is being calculated.
[Content moved to paragraph 815-25-55-57]
815-25-55-56 Both present value calculations are computed using the
estimated future cash flows for the hedged item (which item, which typically
would be either its remaining contractual coupon cash flows). flows or the
LIBOR benchmark rate component of the remaining contractual coupon cash
flows determined at hedge inception as illustrated by the following Cases:
a. Using the full contractual coupon cash flows (Case A)
b. Using the LIBOR benchmark rate component of the contractual coupon
cash flows (Case B).
815-25-55-56A This Example illustrates two approaches for computing the
change in fair value of the hedged item attributable to changes in the
benchmark interest rate. This Subtopic does not specify provide specific
guidance on the discount rate that must be used to calculate the change in fair
value of the hedged item in the calculation. [Content amended as shown and
moved from paragraph 815-25-55-57]
815-25-55-56B In Cases A and B in this Example, Entity GHI presents the total
change in the fair value of the hedging instrument (that is, the interest accruals
and all other changes in fair value) in the same income statement line item (in
this case, interest expense) that is used by Entity GHI to present the earnings
effect of the hedged item before applying hedge accounting in accordance
with paragraph 815-20-45-1A.
>>> Case A: Using the Full Contractual Coupon Cash Flows
815-25-55-57 This Subtopic does not provide specific guidance on the discount
rate that must be used in the calculation. [Content amended and moved to
paragraph 815-25-55-56A] In this Case, assume Entity GHI elected to
calculate the change in the fair value of the hedged item attributable to interest
rate risk on the basis of the full contractual coupon cash flows of the hedged
item. Accordingly, both present value calculations in accordance with
paragraph 815-25-55-55 are computed using the remaining contractual coupon
cash flows as of the end of the period and the discount rate that reflects the
change in the designated benchmark interest rate during the period. However,
the method chosen by Entity GHI and described in this Example in this Case
requires that the discount rate be based on the market interest rate for the
hedged item at the inception of the hedging relationship. The discount rates
used for those present value calculations would be, respectively:
a. The discount rate equal to the market interest rate for that hedged item at
the inception of the hedge adjusted (up or down) for changes in the
benchmark rate (designated as the interest rate risk being hedged) from
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the inception of the hedge to the beginning date of the period for which
the change in fair value is being calculated
b. The discount rate equal to the market interest rate for that hedged item at
the inception of the hedge adjusted (up or down) for changes in the
designated benchmark rate from the inception of the hedge to the ending
date of the period for which the change in fair value is being calculated.
[Content moved from paragraph 815-25-55-55]
815-25-55-58 Entity GHI elected to subsequently assess hedge effectiveness
on a quantitative basis. In Entity GHI’s quarterly assessments of hedge
effectiveness for each of the first three quarters of year 20X0 in this Example,
there was zero change in the hedged item’s fair value attributable to changes
in the benchmark interest rate because there was no change in the LIBOR
swap rate. However, in the assessment for the fourth quarter 20X0, the
discount rate for the beginning of the period is 10 percent (the hedged item’s
original market interest rate with an adjustment of zero), and the discount rate
for the end of the period is 10.50 percent (the hedged item’s original market
interest rate adjusted for the change during the period in the LIBOR swap rate
[+ 0.50 percent]).
December 31, 20X0
Calculate the present value using the beginning-of-period discount rate of
10 percent:
$10,000pmt, 10%i, 4n, PV =

$ 31,699 (interest payments)

$100,000fv, 10%i, 4n, PV =

$ 68,301 (principal payment)

Total present value

$100,000

815-25-55-59 Calculate the present value using the end-of-period discount rate
of 10.50 percent (that is, the beginning-of-period discount rate adjusted for the
change during the period in the LIBOR swap rate of 50 basis points).
$10,000pmt, 10.50%i, 4n, PV =

$ 31,359 (interest payments)

$100,000fv, 10.50%i, 4n, PV =

$ 67,073 (principal payment)

Total present value

$ 98,432

815-25-55-60 The change in fair value of the hedged item attributable to the
change in the benchmark interest rate is $100,000 – $98,432 = $1,568 (the fair
value decrease in the liability is a gain on debt).
815-25-55-61 When the change in fair value of the hedged item ($1,568 gain)
attributable to the risk being hedged is compared with the change in fair value
of the hedging instrument ($1,675 loss), a mismatch ineffectiveness of $107
results. That ineffectiveness results that will be reported in earnings, because
both changes in fair value are recorded in earnings. The change in the fair value
of the hedging instrument will be presented in the same income statement
line item as the earnings effect of the hedged item in accordance with
paragraph 815-20-45-1A.
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>>> Case B: Using the LIBOR Benchmark Rate Component of the
Contractual Coupon Cash Flows
815-258-55-61A In this Case, assume Entity GHI elected to calculate the
change in the fair value of the hedged item attributable to interest rate risk on
the basis of the benchmark rate component of the contractual coupon cash
flows determined at hedge inception. Accordingly, both present value
calculations in accordance with paragraph 815-25-55-55 are computed using
the remaining benchmark rate component of contractual coupon cash flows as
of the end period and the discount rate that reflects the change in the
designated benchmark rate during the period. The discount rates used by
Entity GHI in this Case would be, respectively:
a. The benchmark rate (designated as the interest rate risk being hedged) as
of the beginning date of the period for which the change in fair value is
being calculated
b. The designated benchmark rate as of the ending date of the period for
which the change in fair value is being calculated.
815-25-55-61B Entity GHI elected to subsequently assess hedge effectiveness
on a quantitative basis. In Entity GHI’s quarterly assessments of hedge
effectiveness for each of the first three quarters of year 20X0, there was no
change in the hedged item’s fair value attributable to changes in the
benchmark interest rate because there was no change in the LIBOR swap rate.
However, in the assessment for the fourth quarter 20X0, the discount rate for
the beginning of the period is 7 percent, and the discount rate for the end of
the period is 7.50 percent reflecting the change during the period in the LIBOR
swap rate. The change in fair value of the hedged item attributable to the
change in the benchmark interest risk for the period January 1, 20X0, to
December 31, 20X0, is a gain of $1,675, calculated as follows.
[For ease of readability, the new table is not underlined.]
December 31, 20X0
Calculate the present value using the beginning-of-period benchmark interest
rate:
$7,000pmt, 7%i, 4n, PV =

$ 23,710 (benchmark component of
coupon payments)

$100,000fv, 7%i, 4n, PV =

$ 76,290 (principal payment)

Total present value

$100,000

Calculate the present value using the end-of-period benchmark interest rate:
$7,000pmt, 7.50%i, 4n, PV =

$ 23,445 (benchmark component of
coupon payments)

$100,000fv, 7.50%i, 4n, PV =

$ 74,880 (principal payment)

Total present value
Change in value

$ 98,325
$

1,675

815-25-55-61C Because the change in fair value of the hedged item ($1,675
gain) attributable to the risk being hedged is the same as the change in fair

© 2018 KPMG LLP, a Delaware limited liability partnership and the U.S. member firm of the KPMG network of independent member
firms affiliated with KPMG International Cooperative, a Swiss entity. All rights reserved.

73

Hedging: Targeted improvements
4. Fair value hedges of interest rate risk

value of the hedging instrument ($1,675 loss), there is perfect offset and,
therefore, a zero net earnings effect.

4.3

Partial-term hedges

4.3.10

Overview
Excerpt from ASU 2017-12
>> Hedged Item Criteria Applicable for Fair Value Hedges Only
815-20-25-12(b)(2) If the hedged item is a specific portion of an asset or
liability (or of a portfolio of similar assets or a portfolio of similar liabilities), the
hedged item is one of the following:
i.

ii.

A percentage of the entire asset or liability (or of the entire portfolio). An
entity shall not express the hedged item as multiple percentages of a
recognized asset or liability and then retroactively determine the hedged
item based on an independent matrix of those multiple percentages and
the actual scenario that occurred during the period for which hedge
effectiveness is being assessed.
One or more selected contractual cash flows, including one or more
individual interest payments during a selected portion of the term of a debt
instrument (such as the portion of the asset or liability representing the
present value of the interest payments in any consecutive the first
two years of a four-year debt instrument). Paragraph 815-25-35-13B
discusses the measurement of the hedged item in hedges of interest rate
risk.

>>> Partial-Term Hedges of Interest Rate Risk
815-25-35-13B For a fair value hedge of interest rate risk in which the hedged
item is designated as selected contractual cash flows in accordance with
paragraph 815-20-25-12(b)(2)(ii), an entity may measure the change in the fair
value of the hedged item attributable to interest rate risk using an assumed
term that begins when the first hedged cash flow begins to accrue and ends
when the last hedged cash flow is due and payable. The assumed maturity of
the hedged item occurs on the date in which the last hedged cash flow is due
and payable.
ASU 2017-12 provides an entity with a choice of designating the hedged item in
a fair value hedge of interest rate risk as either: [815-20-25-12(b)(2)(ii), 815-25-35-13B]
— the entire financial instrument (or a percentage of it) for its entire remaining
term; or
— selected contractual cash flows, including one or more selected
consecutive interest payments. This designation is for a part of a financial
instrument’s remaining term. An entity measures the change in the hedged
item’s fair value attributable to interest rate risk using an assumed term that
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reflects only the designated cash flows and assumes that the principal
payment occurs at the end of the hedge term (partial-term hedge).

Question 4.3.10
Why would an entity designate a partial-term
hedge?
Interpretive response: A partial-term hedge may enable an entity to better
align hedge accounting with its interest rate risk management strategies.
Assume an entity uses a two-year interest rate swap to hedge the first
two years of fixed-rate interest payments of a four-year bond. The entity could
consider the bond’s entire contractual term when assessing hedge
effectiveness and measuring the change in the bond’s fair value attributable to
interest rate risk. However, the changes in the fair value of a two-year interest
rate swap would generally not be expected to offset the changes in the fair
value of a fixed-rate four-year bond. Therefore, the entity would likely be unable
to conclude that the hedging relationship would be highly effective.
Instead, an entity may designate a partial-term hedge. In this case, the principal
repayment of the hedged item is assumed to occur at the end of the hedge
term. This results in more favorable assessment of hedge effectiveness and
measurement of the hedged item. [815-20-25-12(b)(2)(ii), 815-25-35-13B]

Question 4.3.20
Does the partial-term hedge guidance address
some of the challenges with hedging prepayable
instruments?
Interpretive response: Yes. An entity could designate the partial term such
that it ends before (or on) the initial date on which a financial instrument can be
prepaid – e.g. the first day a bond can be called. Therefore, the hedged item is
not prepayable during the hedge term. In such case, an entity does not
consider prepayment risk when assessing hedge effectiveness and measuring
the change in the hedged item’s fair value attributable to interest rate risk.
[ASU 2017-12.BC106]

For further discussion of hedging prepayable financial instruments, see
sections 4.4 and 4.5.
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Question 4.3.30
Can the partial-term hedge guidance and the
guidance for hedging only the benchmark rate
component be applied to the same hedging
relationship?
Interpretive response: Yes. An entity may designate only part of the remaining
term of a financial instrument as the hedged item in a fair value hedge of
interest rate risk and elect to measure the change in the hedged item’s fair
value using only the benchmark rate component of the contractual coupon cash
flows. [815-20-25-12(b)(2)(ii), 815-25-35-13, 35-13B]

Question 4.3.40
Are specific conditions required to be met to apply
partial-term hedging in a fair value hedge of
interest rate risk?
Interpretive response: Yes. The interest payments being hedged must be
consecutive interest payments. For example, an entity may designate the first
five years of interest payments of a ten-year bond as a hedged item. [815-20-2512(b)(2)(ii), 815-25-35-13B]

The partial term may begin after inception of the financial instrument. For
example, an entity may designate Year 4 through Year 6 of the bond as the
hedged item, along with an appropriate hedging instrument (e.g. a forwardstarting three-year interest rate swap) as a fair value hedge. [815-20-25-12(b)(2)(ii),
815-25-35-13B]

Question 4.3.50
Can an entity apply hedge accounting to more than
one partial term of a single instrument?
Background: An entity may wish to designate two or more partial terms from a
single financial instrument as separate hedged items in separate hedging
relationships. For example, the first five years of interest payments of a bond as
a hedged item in a fair value hedge, and the second five years of interest
payments of the same bond as a hedged item in a separate fair value hedge.
Interpretive response: It is not clear whether an entity is permitted to
designate more than one partial term of a financial instrument as separate
hedged items. We expect that this issue will be the subject of future
discussions. As a result, revisions to this interpretive response may be provided
in a future edition.
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4.3.20

FASB example: Partial-term hedge
ASU 2017-12 introduced the example below into Subtopic 815-25 to illustrate a
partial-term fair value hedge.

Excerpt from ASU 2017-12
>> Example 15: Fair Value Hedge of Interest Rate Risk Using the PartialTerm Approach
815-25-55-94 This Example illustrates the application of paragraphs 815-20-2512(b)(2)(ii) and 815-25-35-13B to the designation and measurement of a hedged
item as a portion of the term of a financial instrument in a hedge of interest
rate risk. Assume that Entity S elected to calculate fair value changes in the
hedged item attributable to interest rate risk on the basis of the benchmark
rate component of the contractual coupon cash flows of the hedged item
determined at hedge inception.
815-25-55-95 On January 1, 20X1, Entity S issues a noncallable, 5-year,
$100 million debt instrument with a 3 percent semiannual interest coupon. On
that date, the issuer also enters into a 2-year interest rate swap with a notional
amount of $100 million. Entity S designates the swap as a fair value hedge of
the fixed-rate debt attributable to interest rate risk for the first two years of its
term in accordance with the guidance in paragraph 815-20-25-12(b)(2)(ii). The
swap pays LIBOR and receives a fixed rate of 2 percent, with semiannual
payments. The swap has a fair value of zero at inception. The designated
benchmark interest rate is the LIBOR swap rate. For ease of calculation, the
yield curve is assumed to be flat at the level of the current benchmark interest
rate. For simplicity, commissions and most other transaction costs, initial
margin, and income taxes are ignored unless otherwise stated. Assume that
there are no changes in creditworthiness that would alter the effectiveness of
the hedging relationship.
815-25-55-96 This Example assumes that the LIBOR swap rate increased by
50 basis points to 2.5 percent on June 30, 20X1. The change in fair value of the
interest rate swap for the period January 1, 20X1, to June 30, 20X1, is a loss in
value of $731,633.
815-25-55-97 In calculating the change in fair value of the debt attributable to
changes in the benchmark interest rate in accordance with paragraph 815-2535-13B, Entity S determines that the assumed term of the hedged item is
two years because it is hedging only the cash flows associated with the first
two years of its debt issuance. The change in fair value of the debt attributable
to changes in the benchmark interest rate for the period January 1, 20X1, to
June 30, 20X1, is a gain of $731,633, calculated as follows.
January 1, 20X1—beginning balance
$1,000,000pmt, 1.00%i, 4n, 100,000,000fv, PV =

$ 100,000,000

June 30, 20X1—ending balance
$1,000,000pmt, 1.25%i, 3n, 100,000,000fv, PV =

99,268,367

Change in value

$

731,633

© 2018 KPMG LLP, a Delaware limited liability partnership and the U.S. member firm of the KPMG network of independent member
firms affiliated with KPMG International Cooperative, a Swiss entity. All rights reserved.

77

Hedging: Targeted improvements
4. Fair value hedges of interest rate risk

815-25-55-98 As of June 30, 20X1, the change in fair value of the debt
attributable to the benchmark interest rate is calculated by discounting the
benchmark rate component of the contractual coupon cash flows using the
benchmark interest rate at June 30, 20X1 (2.5 percent annual rate and
1.25 percent for each semiannual period). The change in fair value of the debt
and the change in fair value of the swap result in perfect offset in currentperiod earnings. In accordance with paragraph 815-20-45-1A, Entity S presents
the total change in the fair value of the hedging instrument (that is, the interest
accruals and all other changes in fair value) in the same income statement line
item (in this case, interest expense) that is used by Entity S to present the
earnings effect of the hedged item before applying hedge accounting.
815-25-55-99 Although this Example illustrates the hedged item as the first
two years of interest payments associated with an existing debt instrument,
paragraph 815-20-25-12(b)(2)(ii) permits one interest payment or any
consecutive interest payments associated with an existing debt instrument
to be designated as the hedged item.

4.3.30

Partial-term hedges and basis amortization
Excerpt from ASU 2017-12
> Changes in Fair Value of Hedged Item
815-25-35-9A For an outstanding hedging relationship, any amortization of
adjustments to the carrying amount of the hedged item shall be performed
assuming that the amortization period is the remaining life of the hedging
relationship. For a discontinued hedging relationship, all remaining adjustments
to the carrying amount of the hedged item shall be amortized over a period that
is consistent with the amortization of other discounts or premiums associated
with the hedged item in accordance with other Topics (for example,
Subtopic 310-20 on receivables—nonrefundable fees and other costs).

Question 4.3.60
What is the amortization period for the hedged
item’s basis adjustment in a partial-term fair value
hedge?
Interpretive response: In a fair value hedge of interest rate risk, an entity
records the change in the hedged item’s fair value attributable to the hedged
risk as a basis adjustment to the hedged item. During the hedging relationship,
an entity may begin to amortize the hedged item's basis adjustment over the
remaining hedge term. If an entity discontinues a hedging relationship early (for
reasons other than derecognition of the hedged item), it amortizes any
remaining basis adjustment over a period that is consistent with the
amortization of other discounts or premiums associated with the respective
assets. [815-25-35-9 – 35-9A, ASU 2017-12.BC105]
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4.4

Hedging prepayable financial instruments

4.4.10

Overview
Excerpt from ASU 2017-12
>>>> Fair Value Hedges of Interest Rate Risk in Which the Hedged Item
Can Be Settled before Its Scheduled Maturity
815-20-25-6B An entity may designate a fair value hedge of interest rate risk in
which the hedged item is a prepayable instrument in accordance with
paragraph 815-20-25-6. The entity may consider only how changes in the
benchmark interest rate affect the decision to settle the hedged item before its
scheduled maturity (for example, an entity may consider only how changes in
the benchmark interest rate affect an obligor’s decision to call a debt
instrument when it has the right to do so). The entity need not consider other
factors that would affect this decision (for example, credit risk) when assessing
hedge effectiveness. Paragraph 815-25-35-13A discusses the measurement of
the hedged item.
>>> Measuring the Fair Value of a Prepayable Instrument in Hedges of
Interest Rate Risk
815-25-35-13A In a hedge of interest rate risk in which the hedged item is a
prepayable instrument in accordance with paragraph 815-20-25-6, the factors
incorporated for the purpose of adjusting the carrying amount of the hedged
item shall be the same factors that the entity incorporated for the purpose of
assessing hedge effectiveness in accordance with paragraph 815-20-25-6B. For
example, if an entity considers only how changes in the benchmark interest
rate affect an obligor’s decision to prepay a debt instrument when assessing
hedge effectiveness, it shall consider only that factor when adjusting the
carrying amount of the hedged item. The election to consider only how
changes in the benchmark interest rate affect an obligor’s decision to prepay a
debt instrument does not affect an entity’s election to use either the full
contractual coupon cash flows or the benchmark rate component of the
contractual coupon cash flows determined at hedge inception for purposes of
measuring the change in fair value of the hedged item in accordance with
paragraph 815-25-35-13.
An entity considers a financial instrument’s prepayment option when measuring
the change in the hedged item’s fair value attributable to interest rate risk.
ASU 2017-12 allows an entity to consider only the effect of changes in the
benchmark interest rate on the decision to prepay a financial instrument. If an
entity elects this approach, it does not consider in its assessment of hedge
effectiveness how other factors (e.g. credit risk) might affect the decision to
prepay the financial instrument. [815-20-25-6B]
The factors that an entity uses to measure the change in the hedged item’s fair
value are the same factors that it uses for assessing hedge effectiveness.
[815-25-35-13A]
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Question 4.4.10
Why would an entity elect to consider only the
effect of changes in the benchmark interest rate on
the decision to prepay the financial instrument?
Interpretive response: Electing this alternative will make achieving hedge
accounting more likely and provide a better accounting offset between the
hedging instrument and the hedged item when hedge accounting is achieved.
In a fair value hedge, an entity measures the change in the hedged item’s fair
value attributable to interest rate risk. If the hedged item is or will become
prepayable during the hedge term, the entity incorporates the effect of the
prepayment option into this measurement.
One way to incorporate the effect of the prepayment option is to measure the
change in the hedged item’s fair value without the prepayment option, and then
add the change (positive or negative) in the fair value of the prepayment option.
When determining the change in the fair value of the prepayment option, an
entity may elect to consider only the effect that changes in the benchmark
interest rate have on the decision to prepay the hedged instrument. This
approach helps align an entity’s hedge accounting and risk management
activities and it more accurately reflects the change in the fair value of the
hedged item attributable to interest rate risk. [ASU 2017-12.BC99]

Question 4.4.20
Is an entity required to consider only how changes
in the benchmark interest rate affect the decision to
prepay?
Interpretive response: No. This is an election for each hedging relationship.
An entity can also continue to consider all factors (e.g. credit risk, liquidity,
interest rates) when measuring the change in the fair value of the call option.
[815-20-25-6B]

Question 4.4.30
What instruments are considered prepayable for
purposes of paragraph 815-20-25-6B?
Interpretive response: The term prepayable is defined in the Master
Glossary as “Able to be settled by either party before its scheduled
maturity.”[815-25 Glossary]
At a February 2018 meeting, the FASB noted that it intended for paragraph 81520-25-6B to apply to financial instruments that are prepayable according to the
Master Glossary definition, except for instruments that are only prepayable
before maturity upon the occurrence of an event related to the debtor's
credit risk.
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In addition, the FASB clarified that the following financial instruments are
considered prepayable for purposes of paragraph 815-20-25-6B:
— non-convertible debt with currently exercisable embedded non-contingent
call or put options;
— non-convertible debt with embedded options that are exercisable during the
hedge term solely based on the passage of time;
— non-convertible debt with embedded contingent call or put options; and
— debt that is convertible into the issuer’s shares during the hedge term.
However, certain instruments that are considered prepayable for the purposes
of paragraph 815-20-25-6B may not be considered prepayable for other
purposes. For example, the following debt instruments would be considered
prepayable for purposes of paragraph 815-20-25-6B, but are not considered
prepayable for purposes of applying the shortcut method:
— fixed-rate debt that is callable at its then fair value;
— fixed-rate debt that includes a make-whole provision; and
— debt that includes a contingent acceleration clause that permits the issuer
to accelerate the debt’s maturity only upon the occurrence of a specified
event that (a) is not probable at the time the debt was issued; (b) is
unrelated to changes in any market variable, including benchmark interest
rates; and (c) is related to regulatory or legislative actions, or other similar
events that are beyond the control of the debt issuer or holder.
See Questions 4.4.40 and 4.4.50 for the application of paragraph 815-20-25-6B
to non-convertible debt with embedded contingent call or put options and
convertible debt, respectively.

Example 4.4.10
Applying paragraph 815-20-25-6B to a callable bond
ABC Corp. issues a ten-year fixed-rate bond that is callable any time starting
after Year 5. ABC designates the entire term of the bond as the hedged item
and designates a ten-year receive-fixed, pay-variable interest rate swap as the
hedging instrument in a fair value hedge of interest rate risk.
ABC elects to assess hedge effectiveness considering only changes in the
benchmark interest rate when evaluating whether it will call the debt before its
scheduled maturity – i.e. it does not consider other factors that could affect the
exercise of the call option.
If ABC did not make this election, it would have considered all factors (e.g.
credit risk, liquidity, interest rates) that could result in calling the bond before its
maturity when measuring the change in fair value of the call option – e.g. ABC
would have considered changes in its own creditworthiness because such
changes could impact its decision to refinance the bond.
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Question 4.4.40
How does paragraph 815-20-25-6B apply to nonconvertible debt with embedded contingent call or
put options?
Interpretive response: Contingent calls and puts are options that become
exercisable upon the occurrence of an event.
If the call or put option is exercisable contingent on an event that is not
explicitly linked to interest rates (e.g. it is linked to a change in control or an
initial public offering by the issuer), the entity can ignore the option until the
contingent event occurs. Once the contingent event occurs, the call or put
option is currently exercisable and the entity considers only how changes in the
benchmark interest rate affect the decision to settle the debt instrument before
its scheduled maturity.
If the call or put option is exercisable contingent on an event explicitly linked to
the benchmark interest rate (e.g. callable if LIBOR exceeds 2.0%), an entity
should measure the hedged item’s fair value attributable to interest rate risk
considering:
— fluctuations in interest rates that would cause the occurrence of the
contingent event; and
— the probability of exercise given the interest rate scenario (only considering
the effect of the benchmark interest rate).

Example 4.4.20
Applying paragraph 815-20-25-6B to a nonconvertible bond with embedded contingent put
ABC Corp. issues a non-convertible bond. If ABC sells a substantial asset, the
bond holder can put the bond back to ABC any time after the sale.
ABC designates the bond as a hedged item in a fair value hedge. Because the
put option is not currently exercisable and its exercisability is contingent on an
event that is not explicitly linked to interest rates, ABC does not consider the
put option for purposes of assessing hedge effectiveness and measuring the
change in fair value of the bond attributable to interest rate risk until ABC sells a
substantial asset.
If ABC sells a substantial asset, the option would become non-contingent and
ABC would then consider how changes in the designated benchmark interest
rate would affect the holder’s decision to exercise the put option for
assessment and measurement purposes.
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Question 4.4.50
How does paragraph 815-20-25-6B apply to debt
that is convertible during the hedge term?
Interpretive response: A debt instrument that is convertible to equity shares
may have an interest rate significantly less than the interest rate on a similar
debt instrument that is not convertible.
Therefore, changes in interest rates generally do not significantly affect the
decision to exercise a call or put option embedded in a convertible debt
instrument. Instead, that decision is typically based on the issuer’s or holder’s
view of the current and future expectations of the following:
— the underlying equity instrument’s price;
— the volatility of the equity instrument’s price; and
— the dividend yield on the equity instrument.
At its February 2018 meeting, the FASB concluded that an entity may apply the
guidance in paragraph 815-20-25-6B to convertible debt. Although equity price
changes typically have a significant effect on the conversion option’s fair value,
if an entity applies the guidance in paragraph 815-20-25-6B, it ignores how
changes in equity prices affect the holder’s decision to exercise the conversion
option when assessing hedge effectiveness and measuring the change in the
hedged item’s fair value attributable to interest rate risk.
Convertible debt may also contain non-contingent call or put options. Whether
these options affect the decision to settle the convertible debt before its
scheduled maturity is a matter of judgment and depends on facts and
circumstances.

Question 4.4.60
Does the election to consider only how changes in
the benchmark interest rate affect the decision to
prepay a debt instrument have to be applied to all
prepayable hedged items?
Interpretive response: No. For fair value hedges, the election to consider only
how changes in the benchmark interest rate affect the decision to prepay the
hedged item when measuring its change in fair value attributable to interest
rate risk is made on a hedge-by-hedge basis. [ASU 2017-12.BC129]
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4.5

Last-of-layer method

4.5.10

Overview
Excerpt from ASU 2017-12
>> Hedged Item Criteria Applicable for Fair Value Hedges Only
815-20-25-12(b)(2) If the hedged item is a specific portion of an asset or
liability (or of a portfolio of similar assets or a portfolio of similar liabilities), the
hedged item is one of the following:
i.

ii.

A percentage of the entire asset or liability (or of the entire portfolio). An
entity shall not express the hedged item as multiple percentages of a
recognized asset or liability and then retroactively determine the hedged
item based on an independent matrix of those multiple percentages and
the actual scenario that occurred during the period for which hedge
effectiveness is being assessed.
One or more selected contractual cash flows, including one or more
individual interest payments during a selected portion of the term of a debt
instrument (such as the portion of the asset or liability representing the
present value of the interest payments in any consecutive the first two
years of a four-year debt instrument). Paragraph 815-25-35-13B discusses
the measurement of the hedged item in hedges of interest rate risk.

815-20-25-12A For a closed portfolio of prepayable financial assets or one or
more beneficial interests secured by a portfolio of prepayable financial
instruments, an entity may designate as the hedged item a stated amount of
the asset or assets that are not expected to be affected by prepayments,
defaults, and other factors affecting the timing and amount of cash flows if the
designation is made in conjunction with the partial-term hedging election in
paragraph 815-20-25-12(b)(2)(ii) (this designation is referred to throughout
Topic 815 as the “last-of-layer method”).
a. As part of the initial hedge documentation, an analysis shall be completed
and documented to support the entity’s expectation that the hedged item
(that is, the designated last of layer) is anticipated to be outstanding as of
the hedged item’s assumed maturity date in accordance with the entity’s
partial-term hedge election. That analysis shall incorporate the entity’s
current expectations of prepayments, defaults, and other events affecting
the timing and amount of cash flows associated with the closed portfolio
of prepayable financial assets or beneficial interest(s) secured by a portfolio
of prepayable financial instruments.
b. For purposes of its analysis, the entity may assume that as prepayments,
defaults, and other events affecting the timing and amount of cash flows
occur, they first will be applied to the portion of the closed portfolio of
prepayable financial assets or one or more beneficial interests that is not
part of the hedged item (that is, the designated last of layer).
>>>> Determining Whether Risk Exposure is Shared within a Portfolio
815-20-55-14 This implementation guidance discusses the application of the
guidance in paragraph 815-20-25-12(b)(1) that the individual assets or individual
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liabilities within a portfolio hedged in a fair value hedge shall share the risk
exposure for which they are designated as being hedged. If the change in fair
value of a hedged portfolio attributable to the hedged risk was 10 percent
during a reporting period, the change in the fair values attributable to the
hedged risk for each item constituting the portfolio should be expected to be
within a fairly narrow range, such as 9 percent to 11 percent. In contrast, an
expectation that the change in fair value attributable to the hedged risk for
individual items in the portfolio would range from 7 percent to 13 percent
would be inconsistent with the requirement in that paragraph.
815-20-55-14A If both of the following conditions exist, the quantitative test
described in paragraph 815-20-55-14 may be performed qualitatively and only
at hedge inception:
a. The hedged item is a closed portfolio of prepayable financial assets or one
or more beneficial interests designated in accordance with paragraph 81520-25-12A.
b. An entity measures the change in fair value of the hedged item based on
the benchmark rate component of the contractual coupon cash flows in
accordance with paragraph 815-25-35-13.
Using the benchmark rate component of the contractual coupon cash flows
when all assets have the same assumed maturity date and prepayment risk
does not affect the measurement of the hedged item results in all hedged
items having the same benchmark rate component coupon cash flows.
>>> Consideration of Prepayment Risk Using the Last-of-Layer Method
815-20-25-118A In a fair value hedge of interest rate risk designated under the
last-of-layer method in accordance with paragraph 815-20-25-12A, an entity
may exclude prepayment risk when measuring the change in fair value of the
hedged item attributable to interest rate risk.
> Estimating the Remaining Balance under the Last-of-Layer Method
815-25-35-7A When the hedged item is designated and accounted for under
the last-of-layer method in accordance with paragraph 815-20-25-12A, an entity
shall perform and document at each effectiveness assessment date an
analysis that supports the entity’s expectation that the hedged item (that is,
the designated last of layer) is still anticipated to be outstanding as of the
hedged item’s assumed maturity date. That analysis shall incorporate the
entity’s current expectations of prepayments, defaults, and other events
affecting the timing and amount of cash flows using a method consistent with
the method used to perform the analysis in paragraph 815-20-25-12A(a).
ASU 2017-12 permits an entity to designate a fixed amount of a closed portfolio
of prepayable financial assets as the hedged item in a fair value hedge of
interest rate risk if the entity expects the designated amount will remain
outstanding at the end of the hedge term (i.e. last of layer). One or more
beneficial interests secured by a portfolio of prepayable financial instruments
may also be designated as a last of layer. [815-20-25-12(b)(2), 25-12A]
If an entity uses the last-of-layer method, it does not consider prepayment risk
for assessing hedge effectiveness and measuring the change in fair value of the
hedged item attributable to interest rate risk. For example, assume an entity
has a $1 billion closed portfolio of 15-year prepayable mortgage loans. It
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expects that $300 million will remain outstanding at the end of 10 years. The
entity may designate the $300 million portion of the mortgage portfolio as the
hedged item in a fair value hedge of interest rate risk for 10 years. The entity
then treats the last of layer as a nonprepayable item for hedge effectiveness
assessment and measurement purposes. Consequently, it can designate a tenyear $300 million plain vanilla interest rate swap as the hedging instrument.
[815-20-25-12(b)(2), 25-12A, 25-118A, ASU 2017-12.BC113]

To use the last-of-layer method, an entity is required to apply the partial-term
hedge guidance (see section 4.3).
There also are additional requirements concerning the initial hedge
documentation. Specifically, an entity needs to document its analysis
supporting its expectation that the designated last of layer (i.e. the hedged item)
will remain outstanding at the end of the hedge term. This analysis must be
performed and documented at each effectiveness assessment date. [815-20-2512(b)(ii), 25-12A, 815-25-35-7A]

The entity also needs to support that the individual assets within the hedged
last of layer share the same risk exposure. [815-20-55-14]

Question 4.5.10
What conditions need to be met to apply the lastof-layer method to a portfolio of prepayable
financial assets?
Interpretive response: The portfolio must be a closed portfolio – i.e. a portfolio
of financial assets to which no other financial assets will be added during the
hedge term and the assets are not designated in any other interest rate hedging
relationship.
In addition, to apply the last-of-layer method to a fair value hedge of interest
rate risk, an entity needs to: [815-20-25-12(b)(2)(ii), 25-12A, 55-14, ASU 2017-12.BC112]
— elect to apply the partial-term hedge requirements (see section 4.3);
— provide support that the individual assets in the hedged last of layer share
the same risk exposure (i.e. the ‘similarity test’) – see Question 4.5.20;
— support its expectation that the hedged last of layer is expected to remain
outstanding at the end of the hedge term (see Question 4.5.30); and
— include in the portfolio only assets that are prepayable during the hedge
term.

Question 4.5.20
What conditions need to be met for a last-of-layer
hedge to pass the similarity test qualitatively?
Interpretive response: To apply the last-of-layer method, the prepayable
financial assets in the closed portfolio should share the same risk exposure –
i.e. pass the similarity test. [815-20-25-12A, 55-14]
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An entity is permitted to assess similarity qualitatively, and is permitted to
perform this assessment only at hedge inception, when it: [815-20-25-12A, 55-14A,
ASU 2017-12.BC112]

— applies the partial-term hedge guidance (see section 4.3), and
— elects to hedge only the benchmark rate component of the contractual
coupon cash flows (see section 4.2).
When an entity applies the partial-term hedge guidance, it assumes the
maturities of all of the assets within the closed portfolio are identical.
[ASU 2017-12.BC112]

Further, using the benchmark rate component when all assets have the same
assumed maturity (partial term) has the same effect as all of the assets in the
closed portfolio having the same benchmark rate coupon. [ASU 2017-12.BC112]
The assets that comprise the closed portfolio will likely have different coupon
payment dates. We believe that an entity is not required to consider differences
in coupon payment dates when performing its qualitative assessment because
coupon payment dates are not one of the criteria in performing the similarity
test qualitatively. [815-20-55-14A, ASU 2017-12.BC112]

Question 4.5.30
What is needed to support the entity’s expectation
that the last of layer will remain outstanding at the
end of the hedge term?
Interpretive response: An entity is required to perform and document an
analysis supporting its expectation that the last of layer (i.e. the hedged item)
will remain outstanding at the end of the hedge term. This is done as part of the
initial hedge documentation and on each effectiveness assessment date. [815-20-

25-12A, 815-25-35-7A, ASU 2017-12.BC113]

The analysis should incorporate the entity’s current expectations of
prepayments, defaults and other events affecting the timing and amount of
cash flows associated with the closed portfolio of prepayable financial assets
(or beneficial interests secured by a portfolio of prepayable financial assets). We
believe these expectations should be consistent with the entity’s expectations
and estimates prepared for other purposes (e.g. the allowance for credit
losses). [815-20-25-12A, 815-25-35-7A, ASU 2017-12.BC113]
In this analysis, the entity assumes that as prepayments, defaults and other
events affecting the timing and amount of cash flows occur, they will first be
applied to the portion of the closed portfolio (or one or more beneficial interests)
that is not part of the designated last of layer. [815-20-25-12A]
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Question 4.5.40
What financial instruments can be included in the
portfolio under the last-of-layer method?
Interpretive response: The financial instruments in the portfolio from which
the last of layer is derived are comprised solely of assets that are prepayable
(e.g. mortgage loans) during the hedge term and that would be eligible as a
hedged item in a fair value hedge. At its February 2018 meeting, the FASB
clarified that financial instruments considered prepayable for the purpose of
applying paragraph 815-20-25-6B would also be considered to be prepayable for
the purpose of applying the last-of-layer method. See Question 4.4.30 for a
discussion of what is considered prepayable for the purpose of applying
paragraph 815-20-25-6B.
The last-of-layer method can also be applied to a beneficial interest, or a
portfolio of beneficial interests collateralized by prepayable financial
instruments. The FASB decided to allow the last-of-layer method to be applied
to these types of beneficial interests because their cash flows are generated
from a portfolio of prepayable financial instruments. Therefore, the economic
substance of their cash flows is the same as that of a portfolio of prepayable
financial assets. [ASU 2017-12.BC124]

Question 4.5.50
Can the last-of-layer method be applied to a
portfolio of financial liabilities?
Interpretive response: No. The FASB did not extend the last-of-layer method
to financial liabilities.
An important part of the FASB’s rationale for providing the last-of-layer method
was the high degree of uncertainty about which individual assets would prepay.
For financial assets, this uncertainty exists because the borrower controls the
decision of whether to prepay the asset – not the entity looking to hedge.
For financial liabilities, there is less uncertainty about prepayments because
the entity looking to hedge the liability controls the decision to prepay.
[ASU 2017-12.BC126]

Question 4.5.60
Must an entity assert it is ‘probable’ that the
balance of the last of layer will remain outstanding
at the end of the hedge term?
Interpretive response: No. An entity need not assert that it is ‘probable’ that
the last of layer (i.e. the hedged item) will remain outstanding at the end of the
hedge term. [ASU 2017-12.BC115]
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Instead, the entity should have an expectation that the last of layer will remain
outstanding at the end of the hedge term and should support that expectation.
See Question 4.5.30.

4.5.20

Discontinuation or partial discontinuation of the lastof-layer hedging relationships
Excerpt from ASU 2017-12
>> Hedged Item Is Designated under the Last-of-Layer Method
815-25-40-8 For a hedging relationship designated under the last-of-layer
method in accordance with paragraph 815-20-25-12A, an entity shall
discontinue (or partially discontinue) hedge accounting in either of the following
circumstances:
a. If the entity cannot support on a subsequent testing date that the hedged
item (that is, the designated last of layer) is anticipated to be outstanding in
accordance with paragraph 815-25-35-7A, it shall at a minimum discontinue
hedge accounting for the portion of the hedged item no longer expected to
be outstanding at the hedged item’s assumed maturity date.
b. If on a subsequent testing date the outstanding amount of the closed
portfolio of prepayable financial assets or one or more beneficial interests
is less than the hedged item, the entity shall discontinue hedge
accounting.
815-25-40-9 If a last-of-layer method hedging relationship is discontinued (or
partially discontinued), the outstanding basis adjustment (or portion thereof) as
of the discontinuation date shall be allocated to the individual assets in the
closed portfolio using a systematic and rational method. An entity shall
amortize those amounts over a period that is consistent with the amortization
of other discounts or premiums associated with the respective assets in
accordance with other Topics (for example, Subtopic 310-20 on receivables–
nonrefundable fees and other costs).

Question 4.5.70
When does a last-of-layer hedge have to be
discontinued?
Interpretive response: There are two situations in which a hedging relationship
designated using the last-of-layer method must be discontinued. [815-25-40-8]
Partial discontinuation
If on a subsequent testing date, the amount outstanding in the closed portfolio
exceeds the last of layer, but the entity no longer expects the last of layer (i.e.
hedged item) to remain outstanding at the end of the hedge term, the entity
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must discontinue hedge accounting for the portion of the hedged item no
longer expected to be outstanding at the end of the hedge term. [815-25-40-8(a)]
In addition, the entity allocates the portion of the cumulative basis adjustment
related to the discontinued portion to the individual assets in the portfolio at the
date of partial discontinuation using a systematic and rational method. It also
uses a method to amortize those amounts over a period that is consistent with
the amortization of other discounts or premiums associated with the respective
assets. [815-25-40-9]
Full discontinuation
If on a subsequent testing date, the current outstanding amount of the closed
portfolio of prepayable financial assets is less than the last of layer, the entity
discontinues the hedging relationship entirely. Because the process of
forecasting the hedged item was unsuccessful, the FASB concluded that the
entity should not be afforded the flexibility of a partial discontinuation when the
entity determines it does not have sufficient outstanding amounts in its
portfolio as compared to the last of layer. [815-25-40-8(b), 40-9, ASU 2017-12.BC118]
The following table indicates the steps that we believe an entity should take
when it is required to discontinue the entire hedging relationship as a result of
the outstanding amounts in the portfolio falling below the last-of-layer amount.

Step 1:

We believe that an entity would recognize in earnings the portion of the
cumulative basis adjustment related to the difference between the full
amount of the last of layer and the current outstanding amount of the
portfolio.

Step 2:

Allocate the remaining portion of the basis adjustment to the individual
assets in the closed portfolio.

Step 3:

Amortize the amounts allocated to the individual assets in the closed
portfolio over a period that is consistent with the amortization of other
discounts or premiums associated with the respective assets.

Given the consequences of full discontinuation, an entity may want to forecast
conservatively. In addition, it may want to closely monitor the portfolio balance,
and if necessary, proactively make a partial discontinuation.

Example 4.5.10
Discontinuation of a last-of-layer method hedge
ABC Corp. has a closed portfolio of $1 billion of prepayable fixed-rate assets.
ABC designates a hedging relationship comprising a last of layer of $300 million
from the closed portfolio as the hedged item and a $300 million plain vanilla
interest rate swap under which ABC pays a fixed rate and receives the 3-month
LIBOR rate.
Scenario 1: Partial discontinuation
At a subsequent testing date, ABC has $500 million in prepayable fixed-rate
assets remaining in the closed portfolio and its current expectation has changed
such that it now expects only $250 million of the portfolio to remain outstanding
at the end of the hedge term. Therefore, ABC discontinues hedge accounting
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related to 1/6th (($300 million - $250 million) / $300 million) of the last of layer.
However, it may continue hedge accounting on the remaining 5/6th of the last
of layer.
ABC allocates the portion of the cumulative basis adjustment related to the
discontinued portion (i.e. 1/6th of the cumulative basis adjustment) to the
remaining individual assets in the portfolio (i.e. the $500 million) using a
systematic and rational method. ABC then amortizes those amounts using a
method that is consistent with the amortization of other discounts or premiums
associated with the respective assets.
Scenario 2: Full discontinuation
Assume the same facts as in Scenario 1, except that ABC never changed its
expectation and therefore never made a partial discontinuation. Rather on a
subsequent testing date, it determines that the current outstanding amount of
the closed portfolio of prepayable financial assets is $270 million. The current
outstanding amount of the portfolio is less than the designated last of layer
($300 million).
Therefore, ABC is required to discontinue the hedging relationship entirely and
performs the following steps.

4.5.30

Step 1:

ABC recognizes in earnings 1/10th (($300 million - $270 million) / $300
million) of the cumulative basis adjustment related to the difference
between the full amount of the designated last of layer and the current
outstanding amount of the portfolio.

Step 2:

ABC allocates the remaining portion of the basis adjustment to the
individual assets in the closed portfolio ($270 million).

Step 3:

ABC amortizes the remaining portion of the basis adjustment as
calculated in Step 2 using a method that is consistent with the
amortization of other discounts or premiums associated with the
respective assets.

Hedged item basis adjustment
Excerpt from ASU 2017-12
> Basis Adjustment Considerations under the Last-of-Layer Method
815-10-50-5B For hedging relationships designated under the last-of-layer
method, an entity may need to allocate the outstanding basis adjustment to
meet the objectives of disclosure requirements in other Topics. For purposes
of those disclosure requirements, the entity may allocate the basis adjustment
on an individual asset basis or on a portfolio basis using a systematic and
rational method.
BC123. Additionally, the Board did not consider it necessary to provide specific
guidance on how an entity should implement the guidance in this Update in
relation to estimating credit losses or any other requirement in GAAP. The
Board believes that the interaction of two or more areas of GAAP is an
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operational process unique to every entity based on its systems, policies, and
facts specific to its circumstances. Therefore, entities should have flexibility in
determining how to operationalize the interaction between multiple areas of
GAAP in a manner that is appropriate for its specific facts and circumstances.

Question 4.5.80
During the hedge term, how should the fair value
hedge basis adjustment related to the last of layer
be allocated to the individual assets in the closed
portfolio?
Interpretive response: For purposes other than disclosure, ASU 2017-12 does
not explicitly require or prohibit allocating the basis adjustment related to the
last of layer to the individual assets in the closed portfolio during the hedge
period. However, an entity may need to allocate the outstanding basis
adjustment for purposes of meeting disclosure requirements. [815-10-50-5B]
Throughout the life of the typical hedging relationship, the basis of the hedged
item needs to be adjusted for changes in interest rate risk. In this context, the
FASB noted that certain areas of legacy US GAAP for financial instruments
require portfolio level adjustments, but provide no guidance on how to allocate
within the portfolio. The FASB also noted that other areas of legacy US GAAP
for financial instruments have more than one acceptable method of allocating to
individual assets. Therefore, the FASB did not believe it was necessary to
prescribe a specific allocation method in ASU 2017-12. However, for purposes
of meeting financial statement disclosure requirements, ASU 2017-12 indicates
that an entity may allocate the basis adjustment on an individual asset basis or
on a portfolio basis using a systematic and rational method. [815-10-50-5B,
ASU 2017-12.BC120]

We expect that this issue will be the subject of future discussions. As a result,
revisions to this interpretive response may be provided in a future edition.

Question 4.5.90
During the hedge term, is an entity required to
allocate the basis adjustment related to the last of
layer to comply with the credit losses guidance in
Topic 326?
Interpretive response: It is not clear whether the FASB believes that an entity
is required during the hedge term to allocate the basis adjustment related to the
last of layer for purposes of complying with the credit losses guidance in
Topic 326. [ASU 2017-12.BC121, BC123]
We expect that this issue will be the subject of future discussions. As a result,
revisions to this interpretive response may be provided in a future edition.
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Question 4.5.100
During the hedge term, if any of the assets in the
portfolio from which the last of layer is derived are
sold, is an entity required to allocate the related
basis adjustment to individual assets?
Interpretive response: If an entity sells an asset from the closed portfolio and
the balance remaining in the portfolio after the sale exceeds the designated last
of layer, the entity does not need to allocate any of the remaining basis
adjustment to the asset that was sold. [ASU 2017-12.BC121(a)]
However, if the sale of the asset causes the remaining balance in the portfolio
to be less than the last of layer, the entity discontinues the entire hedging
relationship and follows Steps 1 to 3 in Question 4.5.70 as part of full
discontinuation. Also, see Example 4.5.10 (Scenario 2). [815-25-40-8(b)]

4.6

New fair value hedge alternatives and the
shortcut method
Comparison to legacy US GAAP
Shortcut method
The following table discusses how each of the new accounting alternatives for
fair value hedges relates to or affects the application of the shortcut method.
Legacy US GAAP

ASU 2017-12

Hedging only the benchmark rate component
Using only the benchmark rate
component of the contractual coupon
cash flows to measure the hedged item’s
change in fair value attributable to
interest rate risk is not permitted.
However, applying the shortcut method
would have a similar effect.

An entity could elect to measure the
change in the hedged item’s fair value
using only the benchmark component of
the contractual coupon cash flows. This
would achieve a similar accounting result
to the shortcut method without having to
meet all of the shortcut method
requirements. [815-25-45-13, 35-13A]

Partial-term hedge
The shortcut method is not available
because the expiration date of the
interest rate swap must match the
maturity date of the interest-bearing
hedged item – i.e. the full term of the
hedged item must be designated. [815-2025-105(a)]

The shortcut method may be used if the
expiration date of the interest rate swap
matches the assumed maturity date of
the hedged item and the other criteria in
paragraphs 815-20-25-104 to 25-105 are
met. [815-20-25-104(a)]
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Legacy US GAAP

ASU 2017-12

Hedging prepayable financial instruments
An entity is prohibited from applying the
shortcut method if the hedged item is
prepayable, unless certain criteria are
met including that the hedging
instrument contains a mirror image of the
prepayment option contained in the
hedged item. [815-20-25-104(e)]

The guidance in paragraph 815-20-25104(e) is retained. Therefore, hedging
relationships that qualify under legacy US
GAAP, will continue to qualify under
ASU 2017-12; and those that did not
qualify under legacy US GAAP, will
likewise not qualify under ASU 2017-12.
[815-20-25-104(a)]

Last-of-layer method
Not applicable. The last-of-layer method
is not permitted under legacy US GAAP.

Generally, the shortcut method is
precluded for prepayable hedged items.
Therefore, an entity typically cannot apply
the shortcut method to a last-of-layer
hedge. [ASU 2017-12.BC125]
However, certain instruments would be
considered prepayable for the purpose of
applying the last-of-layer method, but not
considered prepayable for the shortcut
method – e.g. a fixed-rate debt
instrument that includes a make whole
provision. As a result, there could be very
limited scenarios where an entity could
apply the shortcut method. [815-20-25104(e), ASU 2017-12.BC125]
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5.

Improvements to reduce
cost and complexity
Detailed contents
5.1

How the standard works

5.2

Timing of preparing initial hedge documentation, including
initial effectiveness assessment
5.2.10

Overview

Questions
5.2.10

Was the simplified hedge accounting approach revised by
ASU 2017-12?

5.2.20

Which private companies and not-for-profit entities may
defer preparing certain elements of the initial hedge
designation documentation?

5.2.30

Why was additional relief granted to certain private
companies and certain not-for-profit entities?

Example
5.2.10

Timing of preparing initial hedge documentation

Observation
Some entities may not benefit from ability to delay initial
quantitative prospective effectiveness assessments
5.3

Subsequent quarterly hedge effectiveness assessments –
revisions to nature and timing
5.3.10

Overview

5.3.20

Criteria for qualitative effectiveness assessments

5.3.30

Changes in facts and circumstances

Questions
5.3.10

Why are certain private companies and certain not-for-profit
entities without quarterly reporting requirements required to
perform quarterly hedge effectiveness assessments?

5.3.20

What factors are considered to ‘reasonably support’ an
expectation of high effectiveness on a qualitative basis?

5.3.30

Is an entity required to use qualitative effectiveness
assessments for all similar hedges?

5.3.40

When the hedging relationship does not have perfect offset,
how does an entity reasonably support its expectation of
high effectiveness on a qualitative basis in subsequent
periods?
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5.3.50

Under what circumstances is a subsequent quantitative
assessment required if an entity initially elects to perform
qualitative assessments?

5.3.60

If required, for what periods are subsequent quantitative
assessments to be performed?

5.3.70

What is the consequence of failing to identify that an entity
could not reasonably support performing qualitative
assessments in a prior period?

5.3.80

Is an entity that was required or elects to perform
quantitative effectiveness assessments permitted to revert
to qualitative effectiveness assessments?

Examples
5.3.10

Timing of performing quarterly hedge effectiveness
assessments for certain private companies and certain notfor-profit entities

5.3.20

Whether an expectation of high effectiveness can be
reasonably supported in subsequent periods

Observation
Some entities may not benefit from the ability to perform
qualitative assessments
5.4

Amendments to critical terms match and shortcut methods
5.4.10

Overview

5.4.20

Critical terms match method

5.4.30

Shortcut method

5.4.40

Comparison of critical terms match method, shortcut
method, and subsequent qualitative assessment approach

Questions
5.4.10

Why did the FASB allow either a 31-day period or a fiscal
month in applying the critical terms match method?

5.4.20

Can the 31-day period (or same fiscal month)
accommodation be used in qualitative assessments?

5.4.30

If the critical terms cease to match after hedge inception, is
an entity required to discontinue applying hedge accounting?

5.4.60

What happens if an entity does not document a quantitative
effectiveness assessment to be used if the shortcut method
was not (or no longer is) appropriate?

5.4.70

If the shortcut method was not (or no longer is) appropriate,
as of what date(s) should the quantitative assessments be
performed?

5.4.80

Is an entity required to document a quantitative
effectiveness assessment method for all similar hedges that
use the shortcut method?
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5.1

How the standard works
ASU 2017-12 makes targeted improvements to the hedge effectiveness
assessment process and the timing requirements for preparing hedge
documentation. These targeted improvements are designed to reduce cost and
complexity for preparers. These improvements include the following.
Timing of initial
hedge
documentation,
including initial
effectiveness
assessment

The timing for preparing the initial hedge documentation, including
the initial hedge effectiveness assessment, depends on the type
of entity.

Nature and
timing of
subsequent
assessments

Subsequent quarterly effectiveness assessments (after an initial
quantitative assessment) may be performed on a qualitative
(rather than quantitative) basis if an entity can reasonably support
an expectation that the hedge is highly effective at inception and
in subsequent periods.

— Certain private companies and certain not-for-profit

entities have until the next financial statements are issued to
document certain elements of a hedge relationship and to
perform and document the initial and subsequent quarterly
effectiveness assessments.
— All other entities have until the earliest of several dates to
perform and document the initial quantitative effectiveness
assessment, the latest of which is three months after hedge
designation.

Additionally, certain private companies and certain not-for-profit
entities have until the next financial statements are issued to
perform the subsequent quarterly effectiveness assessments.
Critical terms
match method

The ’critical terms match’ method may be applied to groups of
forecasted transactions in which the individual transactions occur,
and the hedging derivative matures, within the same 31-day
period or fiscal month.

Shortcut
method

An entity that inappropriately applied the ‘shortcut method’ may
continue to apply hedge accounting if it:

— documented at hedge inception which quantitative method it
would use to assess hedge effectiveness if the shortcut
method was inappropriate; and
— determines that (when that quantitative method is applied)
the hedge was highly effective for the periods in which the
shortcut method criteria were not met.

For hedging relationships that exist on the date of adoption of
ASU 2017-12 for which the shortcut method is used to assess
effectiveness, the transition guidance allows an entity to modify
the current hedge documentation – without dedesignating the
hedging relationship – to specify the quantitative method that will
be applied if the shortcut method is later deemed to have been
inappropriate.
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5.2

Timing of preparing initial hedge documentation,
including initial effectiveness assessment
Excerpt from ASU 2017-12
> Formal Designation and Documentation at Hedge Inception
815-20-25-3 Concurrent designation and documentation of a hedge is critical;
without it, an entity could retroactively identify a hedged item, a hedged
transaction, or a method of assessing measuring effectiveness to achieve a
desired accounting result. To qualify for hedge accounting, there shall be, at
inception of the hedge, formal documentation of all of the following: …
b.

Documentation requirement applicable to fair value hedges, cash flow
hedges, and net investment hedges:
1. The hedging relationship
2. The entity’s risk management objective and strategy for undertaking
the hedge, including identification of all of the following:
i.

The hedging instrument.

ii.

The hedged item or transaction.

iii. The nature of the risk being hedged.
iv. The method that will be used to retrospectively and prospectively
assess the hedging instrument's effectiveness in offsetting the
exposure to changes in the hedged item’s fair value (if a fair value
hedge) or hedged transaction’s variability in cash flows (if a cash
flow hedge) attributable to the hedged risk. There shall be a
reasonable basis for how the entity plans to assess the hedging
instrument’s effectiveness.
01.

An entity shall perform an initial prospective assessment of
hedge effectiveness on a quantitative basis (using either a
dollar-offset test or a statistical method such as regression
analysis) unless one of the following applies:
A. In a cash flow or fair value hedge, the entity applies the
shortcut method in accordance with paragraphs 815-2025-102 through 25-117.
B. In a cash flow or fair value hedge, the entity determines
that the critical terms of the hedging instrument and the
hedged item match in accordance with paragraphs 81520-25-84 through 25-85.
C. In a cash flow hedge, the hedging instrument is an
option, and the conditions in paragraphs 815-20-25-126
and 815-20-25-129 through 25-129A are met.
D. In a cash flow hedge, a private company that is not a
financial institution as described in paragraph 942-320-
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50-1 applies the simplified hedge accounting approach
in paragraphs 815-20-25-133 through 25-138.
E. In a cash flow hedge, the entity assesses hedge
effectiveness under the change in variable cash flows
method in accordance with paragraphs 815-30-35-16
through 35-24, and all of the conditions in
paragraph 815-30-35-22 are met.
F. In a cash flow hedge, the entity assesses hedge
effectiveness under the hypothetical derivative method
in accordance with paragraphs 815-30-35-25 through 3529, and all of the critical terms of the hypothetical
derivative and hedging instrument are the same.
G. In a net investment hedge, the entity assesses hedge
effectiveness using a method based on changes in spot
exchange rates, and the conditions in paragraph 815-3535-5 (for derivative instruments) or 815-35-35-12 (for
nonderivative instruments) are met.
H. In a net investment hedge, the entity assesses hedge
effectiveness using a method based on changes in
forward exchange rates, and the conditions in
paragraph 815-35-35-17A are met.
02.

The initial prospective quantitative hedge effectiveness
assessment using information applicable as of the date of
hedge inception is considered to be performed concurrently
at hedge inception if it is completed by the earliest of the
following:
A. The first quarterly hedge effectiveness assessment date
B. The date that financial statements that include the
hedged transaction are available to be issued
C. The date that any criterion in Section 815-20-25 no
longer is met
D. The date of expiration, sale, termination, or exercise of
the hedging instrument
E. The date of dedesignation of the hedging relationship
F. For a cash flow hedge of a forecasted transaction (in
accordance with paragraph 815-20-25-13(b)), the date
that the forecasted transaction occurs.

03.

An entity also shall document at hedge inception whether it
elects to perform subsequent retrospective and prospective
hedge effectiveness assessments on a qualitative basis and
how it intends to carry out that qualitative assessment. See
paragraphs 815-20-35-2A through 35-2F for additional
guidance on qualitative assessments of effectiveness. In
addition, the entity shall document which quantitative
method it will use if facts and circumstances of the hedging
relationship change and the entity must quantitatively
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assess hedge effectiveness in accordance with
paragraph 815-20-35-2D. An entity must document that it
will perform the same quantitative assessment method for
both initial and subsequent prospective hedge effectiveness
assessments. The guidance in paragraphs 815-20-55-55
through 55-56 applies if the entity wants to change its
quantitative method of assessing effectiveness after the
initial quantitative effectiveness assessment.
04.

An entity that applies the shortcut method in
paragraphs 815-20-25-102 through 25-117 may elect to
document at hedge inception a quantitative method to
assess hedge effectiveness and measure hedge results if
the entity determines at some point during the term of the
hedging relationship that the use of the shortcut method
was not or no longer is appropriate. See paragraphs 815-2025-117A through 25-117D.

>> Timing of Hedge Documentation for Certain Private Companies If
Simplified Hedge Accounting Approach Is Not Applied
>>> Concurrent Hedge Documentation
815-20-25-139 Concurrent with hedge inception, a private company that is
not a financial institution as described in paragraph 942-320-50-1 shall
document the following:
a. The hedging relationship in accordance with paragraph 815-20-25-3(b)(1)
b. The hedging instrument in accordance with paragraph 815-20-25-3(b)(2)(i)
c. The hedged item in accordance with paragraph 815-20-25-3(b)(2)(ii),
including (if applicable) firm commitments or forecasted transactions in
paragraph 815-20-25-3(c) or (d)
d. The nature of the risk being hedged in accordance with paragraph 815-2025-3(b)(2)(iii).
815-20-25-140 A private company that is not a financial institution is not
required to perform or document the following items concurrent with hedge
inception but rather is required to perform or document them within the time
periods discussed in paragraph 815-20-25-142:
a. The method of assessing hedge effectiveness at inception and on an
ongoing basis in accordance with paragraph 815-20-25-3(b)(2)(iv) and (vi)
b. Initial hedge effectiveness assessments in accordance with paragraph 81520-25-3(b)(2)(iv)(01) through (04).
>>> Hedge Effectiveness Assessments
815-20-25-142 For a private company that is not a financial institution, the
performance and documentation of the items listed in paragraph 815-20-25140, as well as required subsequent quarterly hedge effectiveness
assessments, may be completed before the date on which the next interim (if
applicable) or annual financial statements are available to be issued. Even
though the completion of the initial and ongoing assessments of effectiveness
may be deferred to the date on which financial statements are available to
be issued the assessments shall be completed using information applicable as

© 2018 KPMG LLP, a Delaware limited liability partnership and the U.S. member firm of the KPMG network of independent member
firms affiliated with KPMG International Cooperative, a Swiss entity. All rights reserved.

100

Hedging: Targeted improvements
5. Improvements to reduce cost and complexity

of hedge inception and each subsequent quarterly assessment date when
completing this documentation on a deferred basis. Therefore, the assessment
should be performed to determine whether the hedge was highly effective at
achieving offsetting changes in fair values or cash flows at inception and in
each subsequent quarterly assessment period up to the reporting date.
> Hedge Accounting Provisions Applicable to Certain Not-for-Profit
Entities
815-20-25-143 Not-for-profit entities (except for not-for-profit entities that have
issued, or are a conduit bond obligor for, securities that are traded, listed, or
quoted on an exchange or an over-the-counter market) may apply the guidance
on the timing of hedge documentation in paragraphs 815-20-25-139 through
25-142. Specifically, those entities shall document the items listed in
paragraph 815-20-25-139 concurrent with hedge inception, but they may
perform and document the items listed in paragraph 815-20-25-140 within the
time periods discussed in paragraph 815-20-25-142.

5.2.10

Overview
ASU 2017-12 significantly modifies the requirements regarding the timing of
initial hedge documentation, including initial effectiveness assessments.

Comparison to legacy US GAAP
Under legacy US GAAP, all hedge documentation – including the initial
quantitative effectiveness assessment when applicable – is required to be
prepared concurrently with the hedge designation, except when the simplified
hedge accounting approach is used by certain private companies. The required
timing of hedge documentation under legacy US GAAP – and under ASU 201712 – when the simplified hedge accounting approach is used by a private
company is the date on which the first annual financial statements are available
to be issued after hedge inception.
To alleviate some of the burden on preparers, the FASB decided to provide:
[815-20-25-3(b)(2)(iv)(01-02), 25-140, 25-142 – 25-143]

— until the earliest of several dates – the latest of which is three months after
hedge designation – to perform the initial quantitative effectiveness
assessment when required (other than certain private companies using the
simplified hedge accounting approach); and
— additional relief for certain private companies and certain not-for-profit
entities in preparing their initial hedge documentation and initial quantitative
effectiveness assessment testing.
In both cases, the assessment is performed using information as of hedge
inception. [815-20-25-3(b)(2)(iv)(02), 25-142 – 25-143]
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The following table summarizes the required timing of the elements of initial
hedge documentation, including initial hedge effectiveness assessment.
Element of hedge documentation

Timing

All companies other than certain private companies and certain not-for-profit
entities
Initial prospective assessment of hedge
effectiveness (if quantitative testing is required).

Earlier of the following: [815-20-25-

[815-20-25-3(b)(2)(iv)]

— first quarterly hedge

3(b)(2)(iv)(01-02)]

—

—
—
—
—

All other elements of hedge documentation.
[815-20-25-3]

effectiveness assessment
date;
date the financial statements
that include the hedged
transaction are available to be
issued;
date any hedge accounting
criterion is no longer met;
date the hedging instrument
expires or is sold, terminated
or exercised;
date the hedging relationship
is dedesignated; or
for a cash flow hedge of a
forecasted transaction (in
accordance with 815-20-2513(b)), the date the
forecasted transaction
occurs.

Concurrent with hedge
designation. [815-20-25-3]

Certain private companies applying the simplified hedge accounting approach
(see Question 5.2.10)
All hedge designation documentation.
[815-20-25-3]

By the date on which the first
annual financial statements are
available to be issued after hedge
inception. [815-20-25-136]

Certain private companies and certain not-for-profit entities
(see Question 5.2.20)

—
—
—
—
—

The hedging relationship
The hedging instrument
The hedged item or transaction
The nature of the risk being hedged
Documentation applicable to fair value
hedges only
— Documentation applicable to cash flow
hedges only

Concurrent with hedge
designation. [815-20-25-139, 25-143]

[815-20-25-3(b)(1) – 25-3(b)(2)(iii), 25-3(c) – 25-3(d)]
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Element of hedge documentation

Timing

Initial prospective assessment of hedge
effectiveness (if quantitative testing is required).

By the date on which the next
interim (if applicable) or annual
financial statements are available
to be issued. [815-20-25-140, 25-142

[815-20-25-3(b)(2)(iv)]

The method that will be used subsequently to
retrospectively and prospectively assess hedge
effectiveness. [815-20-25-3(b)(2)(iv)]

– 25-143]

— If subsequent hedge effectiveness

assessments will be assessed qualitatively,
how they will be carried out and which
quantitative method will be used if required.
The same quantitative method is required to
be used for the initial and subsequent
prospective hedge effectiveness
assessments. [815-20-25-3(b)(2)(iv)(03)]

— If the shortcut method is applied and, if the

entity so elects, the quantitative method
that will be used if it is later determined that
the shortcut method was not or is no longer
appropriate. [815-20-25-3(b)(2)(iv)(04)]

If the entity is hedging foreign currency risk on
an after-tax basis, that the effectiveness
assessment will be on an after-tax basis. [815-20-

25-3(b)(2)(vi)]

Question 5.2.10
Was the simplified hedge accounting approach
revised by ASU 2017-12?
Interpretive response: No. The simplified hedge accounting approach applies
to interest rate risk hedges of variable-rate borrowings using an interest rate
swap that meet certain conditions. Under this approach, the hedging
relationship is assumed to be perfectly effective and the entity may elect to
measure the swap at settlement value rather than at fair value. [815-20-25-133 –

25-138]

The following private companies – other than financial institutions described in
paragraph 942-320-50-1 – can elect a simplified hedge accounting approach:
[815-20-20 Glossary, 815-20-25-135]

— an entity other than a public business entity;
— a not-for-profit entity; or
— an employee benefit plan in the scope of Topics 960 to 965 on plan
accounting).
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Question 5.2.20
Which private companies and not-for-profit entities
may defer preparing certain elements of the initial
hedge designation documentation?
Interpretive response: There are specific required elements of hedge
documentation that can be deferred only by certain private companies and notfor-profit entities (for a detailed list of these items see the table above).
Additionally, these entities are permitted additional time to complete their
subsequent quarterly hedge effectiveness assessments (see section 5.3.10).
These specific entities are:
— private companies that are not financial institutions, as that term is
described in paragraph 942-320-50-1. A private company is an entity other
than a public business entity, a not-for-profit entity, or an employee benefit
plan within the scope of Topics 960 to 965 on plan accounting. [815-20-25-139
– 25-140, 815-20 Glossary]

— not-for-profit entities other than those that have issued – or are a conduit
bond obligor for – securities that are traded, listed, or quoted on an
exchange or an over-the-counter market. [815-20-25-143]
This exception does not apply to private companies that have elected a
simplified hedging approach (see Question 5.2.10).

Question 5.2.30
Why was additional relief granted to certain private
companies and certain not-for-profit entities?
Interpretive response: The FASB decided to grant certain private companies
and certain not-for-profit entities (see Question 5.2.20) additional time to
prepare or perform certain hedge documentation and effectiveness
assessments because many lack the resources to timely complete and perform
them, and many do not have quarterly reporting requirements. [ASU 201712.BC178]

The additional time granted more closely aligns with these entities’ reporting
cycles and is consistent with the FASB’s efforts to make hedge accounting
more operational. Financial institutions were excluded from this additional relief
because they generally have greater exposure to financial instruments and
typically have quarterly reporting requirements. [ASU 2017-12.BC178, BC181, BC184]
While it granted additional time to prepare or perform certain hedge
documentation and effectiveness assessments, the FASB decided to continue
requiring these entities to document certain elements of the hedge relationship
at its inception (see table above). This was because the FASB concluded that
sound risk management practices support such information being considered
and documented concurrently with derivative execution, and also to prevent
retroactive designation (or dedesignation) of hedging relationships to achieve
desired outcomes. [ASU 2017-12.BC179, BC186]
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Example 5.2.10
Timing of preparing initial hedge documentation
The following example is adapted in part from scenarios A to C in
paragraphs 815-20-55-79C to 55-79F.
The following scenarios demonstrate the required timing for preparing initial
hedge documentation for a hedge relationship that is not eligible for the
simplified hedge accounting approach by comparing three different types of
entities. This example does not demonstrate the timing of performing quarterly
hedge effectiveness assessments, which is discussed in section 5.3.
Entities
The following three entities are compared in each scenario.
— Bank is a private financial institution, so it is required to document at hedge
inception all elements of the hedge relationship except its initial prospective
effectiveness assessment.
— PublicCo is an SEC registrant, so it is required to document at hedge
inception all elements of the hedge relationship except its initial prospective
effectiveness assessment.
— PrivateCo is a private company that is not a financial institution, so it is not
required to document certain additional elements of the hedge relationship
until after hedge inception. PrivateCo does not prepare interim financial
statements.
Assumptions
The following assumptions are relevant to all scenarios.
— Bank, PublicCo and PrivateCo are required to perform the initial prospective
effectiveness assessment quantitatively.
— Bank, PublicCo and PrivateCo perform retrospective quarterly hedge
effectiveness assessments every three months on the last day of the
quarter, with the first date being March 31, Year 1.
PrivateCo is permitted to perform its assessments at later times (as
discussed in section 5.3), but is required to use information as of the
quarterly hedge effectiveness assessment dates.
— In no scenario does Bank, PublicCo or PrivateCo dedesignate the hedging
relationship before the end of the hedged term. Additionally, before the
date of the forecasted transaction, the hedged item and hedging instrument
do not expire, are not sold and do not terminate.
— The forecasted transaction occurs as expected.
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Scenario 1: Hedge relationship begins earlier in the quarterly period
Bank, PublicCo and PrivateCo each enter into a cash flow hedging relationship
on January 15, Year 1, in which the hedged item is a forecasted transaction
expected to occur in one year.
Quarterly hedge
effectiveness
assessment
6/30/Yr 1

Hedge
inception
1/15/Yr 1

A

Quarterly hedge
effectiveness
assessment
12/31/Yr 1

Date annual financial
statements are available
to be issued
2/26/Yr 2

C

B

Quarterly hedge
effectiveness
assessment
3/31/Yr 1

Quarterly hedge
effectiveness
assessment
9/30/Yr 1

Hedged forecasted
transaction occurs
1/15/Yr 2

Bank and PublicCo: On this date, the initial hedge documentation is
required to include all elements except the initial prospective
quantitative effectiveness assessment.
A

B

PrivateCo: On this date, the initial hedge documentation is required
to include the following: the hedging relationship, hedging
instrument, hedged transaction and nature of risk being hedged, as
well as documentation applicable to cash flow hedges.
Bank and PublicCo: By this date, the initial prospective quantitative
effectiveness assessment must be performed.
PrivateCo: By this date, the following must be
performed/documented:

C

— The initial prospective quantitative effectiveness assessment.
— The method that will be used subsequently to retrospectively
and prospectively assess hedge effectiveness.
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Scenario 2: Hedge relationship begins later in the quarterly period
Bank, PublicCo and PrivateCo each enter into a cash flow hedging relationship
on March 15, Year 1, in which the hedged item is a forecasted transaction
expected to occur in one year.
Quarterly hedge
effectiveness
assessment
6/30/Yr 1

Hedge
inception
3/15/Yr 1

A

Quarterly hedge
effectiveness
assessment
12/31/Yr 1

Hedged forecasted
transaction occurs
3/15/Yr 2

C

B

Quarterly hedge
effectiveness
assessment
3/31/Yr 1

Quarterly hedge
effectiveness
assessment
9/30/Yr 1

Date annual financial
statements are available
to be issued
2/26/Yr 2

Bank and PublicCo: On this date, the initial hedge documentation is
required to include all elements except the initial prospective
quantitative effectiveness assessment.
A

B

PrivateCo: On this date, the initial hedge documentation is required
to include the following: the hedging relationship, hedging
instrument, hedged transaction and nature of risk being hedged, as
well as documentation applicable to cash flow hedges.
Bank and PublicCo: By this date, the initial prospective quantitative
effectiveness assessment must be performed.
PrivateCo: By this date, the following must be
performed/documented:

C

— The initial prospective quantitative effectiveness assessment.
— The method that will be used subsequently to retrospectively
and prospectively assess hedge effectiveness.
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Scenario 3: Hedge relationship has a shorter duration
Bank, PublicCo and PrivateCo each enter into a cash flow hedging relationship
on January 15, Year 1, in which the hedged item is a forecasted transaction
expected to occur in two months.
Hedge
inception
1/15/Yr 1

Hedged forecasted
transaction occurs
3/15/Yr 1

A

B

Date annual financial
statements are available
to be issued
2/26/Yr 2
12/31/Yr 1

6/30/Yr 1

C

3/31/Yr 1

9/30/Yr 1

Bank and PublicCo: On this date, the initial hedge documentation is
required to include all elements except the initial prospective
quantitative effectiveness assessment.
A

B

PrivateCo: On this date, the initial hedge documentation is required
to include the following: the hedging relationship, hedging
instrument, hedged transaction and nature of risk being hedged, as
well as documentation applicable to cash flow hedges.
Bank and PublicCo: By this date, the initial prospective quantitative
effectiveness assessment must be performed.
PrivateCo: By this date, the following must be
performed/documented:

C

— The initial prospective quantitative effectiveness assessment.
— The method that will be used subsequently to retrospectively
and prospectively assess hedge effectiveness.

Observation
Some entities may not benefit from ability to delay
initial quantitative prospective effectiveness
assessments
The FASB acknowledged that the ability to complete the initial quantitative
prospective effectiveness assessment after hedge designation may not provide
relief for entities that either have a significant volume of hedging relationships
or that frequently dedesignate and redesignate hedging relationships.
However, those entities usually have systems and processes in place that are
capable of performing those assessments concurrently with hedge designation.
[ASU 2017-12.BC177]
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5.3

Subsequent quarterly hedge effectiveness
assessments – revisions to nature and timing

5.3.10

Overview
Comparison to legacy US GAAP
Revisions to nature and timing of subsequent
quarterly hedge effectiveness assessments
An entity applying hedge accounting generally is required to perform a
prospective assessment at hedge inception to demonstrate that the hedging
relationship is expected to be highly effective.
Additionally, subsequent to inception, the entity generally is required to perform
both prospective and retrospective assessments of hedge effectiveness. These
are referred to as ‘quarterly hedge effectiveness assessments’, although they
are generally performed whenever financial statements or earnings are reported
and at least every three months.
ASU 2017-12 made selected revisions to the nature and timing of these
subsequent quarterly hedge effectiveness assessments, as summarized in the
following table.
Legacy US GAAP

ASU 2017-12

Subsequent prospective and
retrospective assessments of hedge
effectiveness are required to be
quantitative, unless the ’shortcut’, ‘critical
terms match’ or other methods allowing
for an assumption of perfect
effectiveness are applied. [815-20-25-79]

The subsequent prospective and
retrospective assessments of hedge
effectiveness can be qualitative, if
elected, as long as an entity can
reasonably support an expectation that
the hedge is highly effective at inception
and in subsequent periods. [815-20-25-79]

These assessments are required to be
performed whenever financial
statements or earnings are reported and
at least every three months, unless the
simplified hedge accounting approach is
applied (see Question 5.2.10). [815-20-25-

The frequency with which these
assessments are performed is the same
as under legacy US GAAP, regardless of
whether the assessment is quantitative
or qualitative. [815-20-25-79]

79]

However, certain private companies and
certain not-for-profit entities (see
Question 5.2.20 for identification of the
specific entities) are permitted to
complete these assessments any time
before the date on which the next interim
(if applicable) or annual financial
statements are available to be issued.
The assessments are required to be
completed using information applicable
as of hedge inception and each
subsequent quarterly assessment date.
[815-20-25-142 – 25-143, 35-2A – 2C]
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Question 5.3.10
Why are certain private companies and certain notfor-profit entities without quarterly reporting
requirements required to perform quarterly hedge
effectiveness assessments?
Interpretive response: The FASB noted that Topic 815’s original intent was for
hedge effectiveness to be continuously monitored on an ongoing basis.
However, to make the model operable, the guidance required formal
effectiveness assessments every three months.
As discussed in Question 5.2.30, one reason the FASB decided to provide
certain private companies and certain not-for-profit entities with additional time
to perform effectiveness assessments is because many do not have quarterly
reporting requirements.
However, the FASB decided not to reduce the minimum quarterly frequency of
effectiveness assessments. This is because if an entity only assesses
effectiveness once before its annual financial statements are available to be
issued and that assessment reveals the hedge to not be highly effective, it may
be more difficult to determine when the hedge ceased to be highly effective
than if effectiveness assessments were performed on a quarterly basis. [815-2025-142 – 25-143, ASU 2017-12.BC184]

Example 5.3.10
Timing of performing quarterly hedge effectiveness
assessments for certain private companies and
certain not-for-profit entities
The following scenarios demonstrate the required timing for preparing quarterly
hedge effectiveness assessments by certain private companies and certain notfor-profit entities for a hedge relationship that is not eligible for the simplified
hedge accounting approach.
PrivateCo is a private company that is not a financial institution. It enters into a
cash flow hedging relationship on January 15, Year 1, in which the hedged item
is a forecasted transaction expected to occur in one year. Before the date of
the forecasted transaction, the hedged item and hedging instrument do not
expire, are not sold and do not terminate. The forecasted transaction occurs
as expected.
PrivateCo performs its initial prospective effectiveness assessment
quantitatively and its subsequent prospective and retrospective quarterly hedge
effectiveness assessments will be performed every three months on the last
day of the quarter. In both scenarios, assume the next quarterly effectiveness
assessment date is March 31, Year 1.
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Scenario 1: PrivateCo does not prepare interim financial statements
Quarterly hedge
effectiveness
assessment
12/31/Yr 1

Quarterly hedge
effectiveness
assessment
6/30/Yr 1

Hedge
inception
1/15/Yr 1

Date annual financial
statements are available
to be issued
2/26/Yr 2

A

C

Quarterly hedge
effectiveness
assessment
3/31/Yr 1

A

Quarterly hedge
effectiveness
assessment
9/30/Yr 1

Hedged forecasted
transaction occurs
1/15/Yr 2

By the date PrivateCo’s annual financial statements are available to
be issued, it must have performed quarterly effectiveness
assessments using information applicable as of each quarter-end
date.

Scenario 2: PrivateCo prepares interim financial statements
Date interim
financial statements
Hedge
are available
inception
to be issued
1/15/Yr 1
4/30/Yr 1

Date interim
financial statements
are available
to be issued
7/30/Yr 1

Date interim
financial statements
are available
to be issued
10/30/Yr 1

Date annual
financial statements
are available
to be issued
2/26/Yr 2

A

A

A

A

Quarterly hedge Quarterly hedge
effectiveness
effectiveness
assessment
assessment
6/30/Yr 1
3/31/Yr 1

A

Quarterly hedge Quarterly hedge
effectiveness
effectiveness
assessment
assessment
9/30/Yr 1
12/31/Yr 1

Hedged
forecasted
transaction
occurs
1/15/Yr 2

By the date PrivateCo’s quarterly and annual financial statements
are available to be issued, it must have performed quarterly
effectiveness assessments using information applicable as of the
related quarter-end date.
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5.3.20

Criteria for qualitative effectiveness assessments
Excerpt from ASU 2017-12
>> Effectiveness Assessments on a Qualitative Basis
815-20-35-2A An entity may qualitatively assess hedge effectiveness if both of
the following criteria are met:
a. An entity performs an initial quantitative test of hedge effectiveness on a
prospective basis (that is, it is not assuming that the hedging relationship is
perfectly effective at hedge inception as described in paragraph 815-20-253(b)(2)(iv)(01)(A) through (H)), and the results of that quantitative test
demonstrate highly effective offset.
b. At hedge inception, an entity can reasonably support an expectation of high
effectiveness on a qualitative basis in subsequent periods.
See paragraphs 815-20-55-79G through 55-79N for implementation guidance
on factors to consider when determining whether qualitative assessments of
effectiveness can be performed after hedge inception.
815-20-35-2B An entity may elect to qualitatively assess hedge effectiveness
in accordance with paragraph 815-20-35-2A on a hedge-by-hedge basis. If an
entity makes this qualitative assessment election, only the quantitative method
specified in an entity’s initial hedge documentation must comply with
paragraph 815-20-25-81.
>>> Eligibility of Hedging Relationships for Subsequent Qualitative
Effectiveness Assessments
815-20-55-79G An entity should use judgment in determining whether it can
reasonably support performing assessments of effectiveness after hedge
inception on a qualitative basis. That judgment should include careful
consideration of the following factors:
a. Results of the quantitative assessment of effectiveness performed for the
hedging relationship.
b. Alignment of the critical terms of the hedging relationship. If one or more
of the critical terms of the hedging instrument and the hedged item are not
aligned, an entity should consider whether changes in market conditions
may cause the changes in fair values or cash flows of the hedging
instrument and hedged item or hedged forecasted transaction attributable
to the hedged risk to diverge as a result of those differences in terms.
1. In cases in which the underlyings of the hedged item and hedging
instrument are different, an entity should consider the extent and
consistency of the correlation exhibited between the changes in the
underlyings of the hedged item and hedging instrument.
i.

This may inform the entity about whether expected changes in
market conditions could cause the changes in fair values or cash
flows of the hedging instrument and the hedged item or hedged
forecasted transaction attributable to the hedged risk to diverge.
Particularly in the context of reverting to qualitative assessments of
hedge effectiveness after being required to perform a quantitative
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assessment (as discussed in paragraph 815-20-35-2D), this may
inform an entity about whether there is a reasonable expectation
that the hedging relationship is expected to remain stable or
whether that divergence is expected to continue or recur in the
future.
ii.

A specific event or circumstance may cause a temporary disruption
to the market that results in an entity concluding that the facts and
circumstances of the hedging relationship have changed such that
it no longer can assert qualitatively that the hedging relationship
was and continues to be highly effective. In those instances, if the
results of the quantitative assessment of effectiveness do not
significantly diverge from the results of the initial assessment of
effectiveness, that market disruption should not prevent the entity
from returning to qualitative testing in subsequent periods. If the
results of the quantitative assessment of effectiveness do
significantly diverge from the results of the initial assessment of
effectiveness, the entity should continually monitor whether the
temporary market disruption has been resolved when determining
whether to return to qualitative testing in subsequent periods.

To elect qualitative effectiveness assessments after inception of the hedge –
which may be made on a hedge-by-hedge basis – both of the following criteria
must be met: [815-20-35-2A – 35-2B]
— an initial quantitative test of hedge effectiveness on a prospective basis is
performed and demonstrates highly effective offset; and
— at hedge inception, the entity can reasonably support an expectation of high
effectiveness on a qualitative basis in subsequent periods.

Question 5.3.20
What factors are considered to ‘reasonably support’
an expectation of high effectiveness on a qualitative
basis?
An entity uses judgment to determine whether it can reasonably support an
expectation of high effectiveness on a qualitative basis after hedge inception.
Factors to consider include the following. [815-20-55-79G, ASU 2017-12.BC202]
— the results of the quantitative assessment of effectiveness performed for
the hedging relationship at hedge inception.
— how well the critical terms of the hedging relationship are aligned.
—

If any of the critical terms (e.g. underlyings, notional amounts,
maturities, quantities, locations, delivery dates) of the hedging
instrument and the hedged item are not aligned, the entity considers
whether changes in market conditions may cause the changes in fair
values or cash flows of the hedging instrument and hedged item or
hedged forecasted transaction attributable to the hedged risk to diverge
as a result of those differences in terms.
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—

If the underlyings of the hedged item and hedging instrument are
different, the entity considers the extent and consistency of the
correlation exhibited between the changes in the underlyings of the
hedged item and hedging instrument. As part of this evaluation, the
entity considers whether expected changes in market conditions are
anticipated to prevent the hedging relationship from achieving highly
effective offset.

We believe an entity should document its consideration of the above factors in
support of its assertion.

Question 5.3.30
Is an entity required to use qualitative effectiveness
assessments for all similar hedges?
Interpretive response: No. Topic 815 ordinarily requires an entity to justify
using different methods for assessing the effectiveness of similar hedges.
However, the FASB observed that requiring an entity to perform qualitative
assessments for all similar hedges may have unintended consequences.
Rather, it decided to allow the election to be made on a hedge-by-hedge basis
to be consistent with its intent to provide more flexibility and relieve operational
burden. As a result, an entity is permitted to elect to perform subsequent
qualitative effectiveness assessments on a hedge-by-hedge basis. [815-20-25-81,
35-2B, ASU 2017-12.BC207]

However, an entity still needs to justify the use of different quantitative
methods for similar hedges. An entity is expected to specify in its initial hedge
documentation the same quantitative method to be used for assessing
effectiveness for similar hedges, both for the initial prospective effectiveness
assessment, and in the event that the entity is required to perform a
quantitative test subsequently (see Question 5.3.50). [815-20-25-81, 35-2B,
ASU 2017-12.BC207]

Question 5.3.40
When the hedging relationship does not have
perfect offset, how does an entity reasonably
support its expectation of high effectiveness on a
qualitative basis in subsequent periods?
Interpretive response: A hedging relationship may not achieve perfect offset
on a quantitative basis because some of the critical terms of the hedged item
and the hedging instrument are not aligned – e.g. when the underlying of the
hedged item and hedging instrument are different.
In this circumstance, it may be more difficult for an entity to reasonably support
an expectation of high effectiveness on a qualitative basis at hedge inception
(see Question 5.3.20 for factors to consider). Additionally, it may be more
difficult to determine when it is no longer appropriate to perform qualitative
(rather than quantitative) assessments in subsequent periods; see
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Question 5.3.50 for factors to consider to be able to assert qualitatively that
the hedge was and continues to be highly effective.
When some of the terms of the hedged item and the hedging instrument are
different, we believe performing qualitative hedge effectiveness assessments
includes monitoring whether the conditions in the subsequent periods are
consistent with the conditions that were evaluated to support the initial
determination that a qualitative assessment approach was appropriate. We also
believe that all factors that impact effectiveness should be considered when
evaluating whether an assertion of high effectiveness in subsequent periods is
reasonably supported.
An entity may find it useful to include in the initial prospective assessment
hypothetical scenarios that simulate changes in factors that affect hedge
effectiveness to see whether the relationship still meets the highly effective
threshold in each of the hypothetical scenarios. For example, if the underlyings
in the hedged item and the hedging instrument are not aligned, identifying the
extent of movements in those underlyings (whether in the same or opposite
directions) that cause the relationship to cease being highly effective would
allow the entity to compare the current period movements to those in the
hypothetical scenarios to demonstrate that the current period’s movements did
not cause the relationship to cease being highly effective.

Example 5.3.20
Whether an expectation of high effectiveness can be
reasonably supported in subsequent periods
The following example is adapted in part from scenarios A to C in
paragraphs 815-20-55-79H to 55-79N.
Hedging Corp. performs a quantitative assessment of effectiveness at hedge
inception for five hedging relationships (Hedges A – E). In each hedging
relationship, all critical terms match except the underlyings of the hedged item
and hedging instrument.
The table below summarizes each relationship and discusses whether an
expectation of high effectiveness in subsequent periods can be reasonably
supported.

Hedge A

Results of
initial
quantitative
effectiveness
assessment

Extent and
consistency of
correlation
between
changes in
underlyings

Close to
achieving
perfect
offset.

Changes have
been
consistently
highly correlated.

Do initial testing results and
evaluation of correlation indicate
the potential for an expectation of
high effectiveness?
Yes. The high degree of offset
achieved and the high correlation
between changes in the underlyings
indicate that the results of
subsequent quarterly hedge
effectiveness assessments may not
significantly differ from those
observed at hedge inception.
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Results of
initial
quantitative
effectiveness
assessment

Extent and
consistency of
correlation
between
changes in
underlyings

Hedge B

Close to
failing
effectiveness
test.

Changes have
not been
consistently
highly correlated.

No. The lack of consistent high
correlation between changes in the
underlyings precludes a conclusion
that subsequent quarterly hedge
effectiveness assessments will be
similar to the results observed at
hedge inception.

Hedge C

Close to
failing
effectiveness
test.

Changes have
been
consistently
highly correlated.

Maybe not. Although the changes in
underlyings are consistently highly
correlated, the relationship is close
to failing, so minimal changes in the
relationship between the hedged
item and hedging instrument could
result in the hedging relationship not
being highly effective.

Hedge D

Neither close
to achieving
perfect offset
nor close to
failing
effectiveness
test.

Changes have
not been
consistently
highly correlated.

No. The lack of consistent high
correlation between changes in the
underlyings precludes a conclusion
that subsequent quarterly hedge
effectiveness assessments will be
similar to the results observed at
hedge inception.

Hedge E

Neither close
to achieving
perfect offset
nor close to
failing
effectiveness
test.

Changes have
been
consistently
highly correlated.

Yes. The high degree of offset
achieved and the high correlation
between changes in the underlyings
indicate that the results of
subsequent quarterly hedge
effectiveness assessments may not
significantly differ from those
observed at hedge inception.

Do initial testing results and
evaluation of correlation indicate
the potential for an expectation of
high effectiveness?

Observation
Some entities may not benefit from the ability to
perform qualitative assessments
The FASB acknowledged that the ability to perform initial quantitative testing
and subsequent qualitative testing may not be cost effective for entities with
more than a small number of hedging relationships. This is because those
entities may have systems and processes in place that are capable of timely
performing quantitative tests for all hedges, which may be more efficient than
selectively identifying hedge relationships for ongoing qualitative (rather than
quantitative) testing. [ASU 2017-12.BC208]
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5.3.30

Changes in facts and circumstances
Excerpt from ASU 2017-12
>> Effectiveness Assessments on a Qualitative Basis
815-20-35-2C When an entity performs qualitative assessments of hedge
effectiveness, it shall verify and document whenever financial statements or
earnings are reported and at least every three months that the facts and
circumstances related to the hedging relationship have not changed such that
it can assert qualitatively that the hedging relationship was and continues to be
highly effective. While not all-inclusive, the following is a list of indicators that
may, individually or in the aggregate, allow an entity to continue to assert
qualitatively that the hedging relationship is highly effective:
a. An assessment of the factors that enabled the entity to reasonably support
an expectation of high effectiveness on a qualitative basis has not changed
such that the entity can continue to assert qualitatively that the hedging
relationship was and continues to be highly effective. This shall include an
assessment of the guidance in paragraph 815-20-25-100 when applicable.
b. There have been no adverse developments regarding the risk of
counterparty default.
815-20-35-2D If an entity elects to assess hedge effectiveness on a qualitative
basis and then facts and circumstances change such that the entity no longer
can assert qualitatively that the hedging relationship was and continues to be
highly effective in achieving offsetting changes in fair values or cash flows, the
entity shall assess effectiveness of that hedging relationship on a quantitative
basis in subsequent periods. In addition, an entity may perform a quantitative
assessment of hedge effectiveness in any reporting period to validate whether
qualitative assessments of hedge effectiveness remain appropriate. In both
cases, the entity shall apply the quantitative method that it identified in its
initial hedge documentation in accordance with paragraph 815-20-253(b)(2)(iv)(03).
815-20-35-2E When an entity determines that facts and circumstances have
changed and it no longer can assert qualitatively that the hedging relationship
was and continues to be highly effective, the entity shall begin performing
subsequent quantitative assessments of hedge effectiveness as of the period
that the facts and circumstances changed. If there is no identifiable event that
led to the change in the facts and circumstances of the hedging relationship,
the entity may begin performing quantitative assessments of effectiveness in
the current period.
815-20-35-2F After performing a quantitative assessment of hedge
effectiveness for one or more reporting periods as discussed in
paragraphs 815-20-35-2D through 35-2E, an entity may revert to qualitative
assessments of hedge effectiveness if it can reasonably support an
expectation of high effectiveness on a qualitative basis for subsequent periods.
See paragraphs 815-20-55-79G through 55-79N for implementation guidance
on factors to consider when determining whether qualitative assessments of
effectiveness can be performed after hedge inception.
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After an entity elects to assess hedge effectiveness subsequently on a
qualitative basis, facts and circumstances may change such that the entity can
no longer assert qualitatively that the relationship was and continues to be
highly effective. In these circumstances, the entity is required to assess
effectiveness using the quantitative method identified in the hedge
documentation at inception (see section 5.2.10). [815-20-35-2D]

Question 5.3.50
Under what circumstances is a subsequent
quantitative assessment required if an entity
initially elects to perform qualitative assessments?
Interpretive response: If an entity has elected to perform qualitative
effectiveness assessments, quantitative effectiveness assessments are
required when there has been a change in facts and circumstances such that
the entity can no longer assert qualitatively that the hedging relationship was
and continues to be highly effective. [815-20-35-2D]
This requires an entity to use its judgment, and includes consideration of
whether: [815-20-35-2C, ASU 2017-12.BC203]
— the factors assessed at inception of the hedging relationship that enabled
the entity to reasonably support an expectation of high effectiveness on a
qualitative basis have changed; and
— there have been any adverse developments in the risk of counterparty
default.

Question 5.3.60
If required, for what periods are subsequent
quantitative assessments to be performed?
Interpretive response: Quantitative assessments (if required) are performed
beginning as of the period in which facts and circumstances have changed such
that the entity can no longer support qualitatively that the relationship is highly
effective. If there is an identifiable event that led to the change, the quantitative
assessments are performed beginning in the period that includes that event. If
there is no identifiable event that led to the change, the quantitative
assessments may begin in the current period. Quantitative assessments are
performed for each period thereafter unless it is appropriate to revert to
qualitative effectiveness assessments in a future period (see Question 5.3.80).
[815-20-35-2E]

See also Question 5.3.40 regarding how to support an expectation of high
effectiveness when a relationship does not have perfect offset and
Question 5.3.70 regarding the consequence of failing to timely identify that
such an expectation is not supported.
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Question 5.3.70
What is the consequence of failing to identify that
an entity could not reasonably support performing
qualitative assessments in a prior period?
Interpretive response: If an entity fails to identify that it was not appropriate to
apply the qualitative method in a prior period(s), the quantitative assessment
approach documented at hedge inception is used to determine whether the
relationship was highly effective in that period(s).
The guidance in Topic 250 (accounting changes and errors) on accounting errors
is also applied, and the determination of the error depends on whether the
relationship was highly effective in the prior period(s) affected.
— Not highly effective. If the relationship was not highly effective in prior
reporting periods, the amount of the error is calculated as the difference
between not applying hedge accounting and the results recorded by
applying the qualitative method. [ASU 2017-12.BC215]
— Highly effective. If the relationship was highly effective and the hedged
item (for a fair value hedge) and hedging instrument are measured properly,
there is no error. However, an error will result if either of these is measured
incorrectly. The nature of the error – if any – differs between cash flow and
fair value hedges.
—

—

Cash flow hedges. The hedging instrument may not have been
measured appropriately if its characteristics (including consideration of
credit risk) were not properly defined in the prior reporting periods. This
would result in the hedging instrument’s recorded amount and the
related amount recorded in AOCI being incorrect.
Fair value hedges. The hedged item and/or the hedging instrument
may not have been measured appropriately if their characteristics
(including consideration of credit risk) were not properly defined in the
prior reporting periods. This would result in the recorded amounts for
the hedged item and/or the hedging instrument – along with the related
gains (losses) recognized in net income – being incorrect.

In both circumstances, the entity also evaluates the severity of any control
deficiencies related to the failure to identify the inappropriate use of the
qualitative approach.

Question 5.3.80
Is an entity that was required or elects to perform
quantitative effectiveness assessments permitted
to revert to qualitative effectiveness assessments?
Interpretive response: Yes. An entity may revert to performing qualitative
effectiveness assessments once it can reasonably support an expectation of
high effectiveness on a qualitative basis for subsequent periods. [815-20-35-2F]
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An entity that initially elects to perform qualitative effectiveness assessments
may be required (or may elect) to perform a quantitative effectiveness
assessment in a subsequent period(s). After this occurs, the entity may revert
to performing qualitative effectiveness assessments once it can reasonably
support an expectation of high effectiveness on a qualitative basis for
subsequent periods. In making this determination, the entity considers the
same factors that it considered when making the initial election to perform
qualitative assessments (see section 5.3.20). [815-20-35-2E – 35-2F]
The FASB considered whether returning to qualitative effectiveness
assessments should be prohibited. However, it decided that not all
circumstances requiring an entity to perform quantitative assessments mean
that facts and circumstances have changed to such a degree that performing
qualitative assessments is no longer reliable. Rather, some changes in facts and
circumstances may be the result of a “temporary market disruption or an
anomalous or infrequent event that is not expected to recur.” As a result, the
FASB concluded that an entity may revert to performing qualitative
effectiveness assessments if it can reasonably support an expectation of high
effectiveness on a qualitative basis in subsequent periods. [815-20-35-2E – 35-2F,
ASU 2017-12.BC204–BC206]

Examples
The following examples were added to Topic 815 by ASU 2017-12 to
demonstrate when it may or may not be appropriate to revert to qualitative
assessments after performing quantitative assessments.

Excerpt from ASU 2017-12
>>> Change in Facts and Circumstances in Qualitative Effectiveness
Assessments
>>>> Scenario A
815-20-55-79P Entity B expects to purchase 10,000 metric tons of cottonseed
meal throughout April 20X3 based on the spot price of the cottonseed meal
index on the respective date of each purchase. Entity B wants to hedge the
variability in cash flows attributable to changes in the cottonseed meal index on
the price that it will pay for the cottonseed meal. It enters into a forward
contract on August 24, 20X1, with a notional of 10,000 metric tons, a maturity
of April 1, 20X3, and an underlying of the soybean meal index because no
market exists for derivatives indexed to the cottonseed meal index. Concurrent
with the execution of the forward, Entity B designates the forward as the
hedging instrument in a hedging relationship in which the hedged item is
documented as the forecasted purchases of the first 10,000 metric tons of
cottonseed meal expected to be purchased during April 20X3 and the hedged
risk is documented as the variability in cash flows attributable to changes in the
contractually specified cottonseed meal index in the not-yet-existing contract.
On August 24, 20X1, Entity B determines that all requirements for cash flow
hedge accounting are met and that the requirements of paragraph 815-20-2522A will be met in the contract once executed in accordance with
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paragraph 815-20-25-22B. Entity B also will assess whether the criteria in 81520-25-22A are met in the contract when it is executed.
815-20-55-79Q Because the hedged risk and forward contract are based on
different indexes, the hedging relationship does not qualify for one of the
exemptions in paragraph 815-20-25-3(b)(2)(iv)(01). Entity B performs an initial
quantitative hedge effectiveness assessment and determines that the hedging
instrument is highly effective at achieving offsetting cash flows associated
with the hedged item attributable to the hedged risk. In Entity B’s hedge
documentation, it elects to perform subsequent assessments of hedge
effectiveness on a qualitative basis. It makes this election based on the
following factors:
a. The results of the quantitative effectiveness assessment performed at
hedge inception indicate that the hedging relationship is close to achieving
perfect offset.
b. Changes in the value of the cottonseed meal index have been consistently
highly correlated with changes in value of the soybean meal index such
that expected changes in market conditions are not anticipated to prevent
the hedging relationship from achieving highly effective offset.
c. Although the underlyings of the hedging instrument and hedged item do
not match, the notional amount of the derivative and the expected quantity
to be purchased do match. Based on the quantitative effectiveness
assessment, Entity B also determined that the difference in timing
between the maturity date of the derivative and the dates on which the
group of forecasted purchases is expected to occur is insignificant.
815-20-55-79R During the fourth quarter of 20X1, a storm damages the
soybean harvest, which leads to a shortage in soybean meal supply and a
sharp increase in the price of soybean meal based on the soybean meal index.
The cottonseed meal index has not experienced a similar increase because
cotton harvests were unaffected by the storm that damaged the soybean
harvest. Because the increase in the soybean meal index is not reflected in the
cottonseed meal index, Entity B concludes that a change in facts and
circumstance has occurred that prevents a qualitative assertion in subsequent
periods that the hedging relationship continues to be highly effective at
achieving offsetting cash flows. Thus, on the next subsequent effectiveness
assessment date (December 31, 20X1), the company begins performing
quantitative assessments of hedge effectiveness based on the method used to
perform the initial prospective assessment of effectiveness. In the
effectiveness assessment performed on December 31, 20X1, Entity B
determines that the hedging relationship remains highly effective but that it is
not close to achieving perfect offset.
815-20-55-79S Entity B returns to assessing effectiveness qualitatively as of
June 30, 20X2, because the evaluation of the following criteria leads to the
conclusion that high effectiveness can be asserted prospectively on a
qualitative basis:
a. Entity B determines that the event that caused the soybean meal index
and cottonseed meal index to experience a lack of correlation was
temporary, that it was an isolated weather event, and the effect of the
weather event has passed.
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b. The changes in value of the soybean meal index and cottonseed meal
index reverted to levels of correlation that were consistent with those
before the storm.
c. The results of the June 30, 20X2 quantitative assessment of effectiveness
are in line with the results of the quantitative assessment of effectiveness
performed at hedge inception.
d. No further disruptions in supply are expected.
>>>> Scenario B
815-20-55-79T On August 17, 20X1, Entity C issues at par a $100 million
5-year fixed-rate noncallable debt instrument with an annual 8 percent interest
coupon. On that date, Entity C enters into a 5-year interest rate swap with
Financial Institution D and designates it as the hedging instrument in a fair
value hedge of the LIBOR interest rate risk of the $100 million liability. Under
the terms of the interest rate swap, Entity C will receive fixed interest at
6 percent and pay variable interest at LIBOR based on a notional amount of
$100 million. The variable leg of the interest rate swap resets at the end of
each quarter for the interest payment that is due at the end of the following
quarter.
815-20-55-79U Entity C performs the initial quantitative and first subsequent
hedge effectiveness assessments on September 30 (the entity’s first quarterly
testing date after hedge inception) and determines that the hedging
relationship is highly effective at achieving offsetting changes in fair value
attributable to interest rate risk. Entity C also elects at hedge inception to
subsequently assess hedge effectiveness on a qualitative basis and
documents how it would carry out that qualitative assessment. In its quarterly
effectiveness assessment on December 31, the entity asserts that facts and
circumstances related to the hedging relationship have not changed and the
hedging relationship was and continues to be highly effective.
815-20-55-79V However, in the first quarter of 20X2, Financial Institution D’s
risk of default significantly increases, which affects the valuation of the interest
rate swap with Entity C. Entity C notes that it no longer can qualitatively assert
that the hedging relationship was and continues to be highly effective at
achieving offsetting changes in fair value attributable to changes in benchmark
interest rates. Thus, on the next subsequent effectiveness assessment date
(March 31, 20X2), Entity C begins performing quantitative assessments of
effectiveness using the method documented at hedge inception. In
subsequent periods, Entity C does not return to qualitative effectiveness
assessments because it cannot reasonably support an expectation of high
effectiveness on a qualitative basis for the following reasons:
a. The significant risk of default of Financial Institution D has not reversed and
is not expected to be temporary.
b. The results of quantitative effectiveness tests performed indicate that the
hedging relationship is close to no longer being highly effective.
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5.4

Amendments to critical terms match and shortcut
methods

5.4.10

Overview
Topic 815 provides guidance indicating certain circumstances in which an entity
can assume that a hedging relationship is perfectly effective. One such
circumstance is referred to as the ’critical terms match’ method and another is
the ‘shortcut’ method.

Comparison to legacy US GAAP
Amendments to critical terms match and shortcut
methods
The critical terms match and shortcut methods are applied by many entities.
However, some entities have encountered difficulties in complying with the
methods’ strict criteria. [ASU 2017-12.BC188-BC189]
These difficulties led the FASB to ease the application of these methods. The
changes made to ease these approaches are summarized in the following table.
Legacy US GAAP

ASU 2017-12

Critical terms match method
The criteria to be met to apply the critical
terms match method for a group of
forecasted transactions include (among
other things) that the hedged forecasted
transaction should take place at the same
time that the hedging derivative matures.
[815-20-25-84]

A company may apply the critical terms
match method if the group of forecasted
transactions is expected to occur – and
the hedging derivative matures – within
the same 31-day period or fiscal month,
and the other criteria are met (see
section 5.4.20). [815-20-25-84A]

Shortcut method
A company that determines it
inappropriately used the shortcut method
loses hedge accounting in all previous
periods in which it had applied the
method. [2005 AICPA Conf]

A company that inappropriately applied
the shortcut method may continue to
apply hedge accounting to previous
periods if it: [815-20-25-117A]

— documented at hedge inception

which quantitative method it would
use to assess hedge effectiveness if
the shortcut method was not or no
longer is appropriate; and
— determines that – when the
quantitative method identified in its
hedge documentation was applied –
the hedge was highly effective for
the periods in which the shortcut
method criteria were not met (see
section 5.4.30).
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5.4.20

Critical terms match method
Excerpt from ASU 2017-12
815-20-25-15 A forecasted transaction is eligible for designation as a hedged
transaction in a cash flow hedge if all of the following additional criteria are
met:
a.

The forecasted transaction is specifically identified as either of the
following:
1. A single transaction
2. A group of individual transactions that share the same risk exposure for
which they are designated as being hedged. A forecasted purchase
and a forecasted sale shall not both be included in the same group of
individual transactions that constitute the hedged transaction.

815-20-25-84A In a cash flow hedge of a group of forecasted transactions in
accordance with paragraph 815-20-25-15(a)(2), an entity may assume that the
timing in which the hedged transactions are expected to occur and the
maturity date of the hedging instrument match in accordance with
paragraph 815-20-25-84(a) if those forecasted transactions occur and the
derivative matures within the same 31-day period or fiscal month.
>> Example 1A: Documentation When the Critical Terms of the Hedging
Instrument and Hedged Forecasted Transaction Match
815-20-55-80A This Example illustrates the documentation requirements in
paragraph 815-20-25-3 when the critical terms of the hedging instrument and
hedged forecasted transaction match in accordance with paragraphs 815-2025-84 through 25-85. On January 1, 20X1, Entity A, a U.S. dollar (USD)
functional currency entity, executes a forward contract to hedge a portion of its
exposure to Canadian Dollar- (CAD-) denominated forecasted sales expected to
occur in December 20X1. Entity A determines that all the critical terms of the
hedging instrument and hedged forecasted transaction match. It documents
the hedging relationship concurrently with the execution of the forward
contract in accordance with paragraph 815-20-25-3 as follows:
a. Risk management objective: To hedge against movements in the
USD/CAD exchange rate that will affect the USD value of future CAD
sales.
b. Hedged forecasted transaction: The first CAD 500,000 sales in December
20X1.
c. Hedging instrument: Foreign exchange forward contract to sell CAD
500,000 and receive USD 400,000 on December 31, 20X1. The fair value of
the forward contract at hedge inception is zero.
d. Method of assessing hedge effectiveness: Entity A will assess the
effectiveness on a qualitative basis at hedge inception. The critical terms of
the hedging instrument and hedged forecasted transaction can be
considered to match because the notional amounts and underlyings of the
hedging instrument and hedged forecasted transaction are the same and
the forecasted sales are expected to occur in the same fiscal month as the
maturity date of the hedging instrument. Therefore, the hedge is expected

© 2018 KPMG LLP, a Delaware limited liability partnership and the U.S. member firm of the KPMG network of independent member
firms affiliated with KPMG International Cooperative, a Swiss entity. All rights reserved.

124

Hedging: Targeted improvements
5. Improvements to reduce cost and complexity

to be perfectly effective. Subsequent assessments of effectiveness will be
performed by verifying and documenting whether the critical terms of the
hedging instrument and hedged forecasted transaction have changed
during the period in review and whether it remains probable that the
counterparty to the hedged item and hedged forecasted transactions will
not default. If there are no such changes in critical terms or counterparty
credit risk, Entity A will continue to conclude that the hedging relationship
is perfectly effective.
>> Example 23: Designation of a Cash Flow Hedge of a Forecasted
Purchase of Inventory for Which Commodity Exposure Is Managed
Centrally
815-30-55-142 This Example illustrates the application of the guidance in
Subtopic 815-20 and this Subtopic to the designation of a cash flow hedge of
a forecasted purchase of inventory in which the commodity exposure is
managed centrally at the aggregate level. Assume the entity elects to perform
subsequent assessments of hedge effectiveness on a qualitative basis and all
hedge documentation requirements were satisfied at inception.
815-30-55-143 Entity Q is seeking to hedge the variability in cash flows
associated with commodity price risk of its monthly plastic purchases for the
next 12 months. It has two different manufacturing plant locations (Plant A and
Plant B) that are purchasing five different grades of plastic from Supplier A. The
plastic purchase price for each month is based on the month-end Joint Plastic
(JP) index and a fixed basis differential component. The fixed basis differential
offered by the supplier is determined by:
a. The grade of the plastic purchased
b. The distance between the plant location and supplier location.
815-30-55-144 At January 1, 20X1, Entity Q enters into a supply agreement
with Supplier A to purchase plastic over the next 12 months. The respective
agreements allow Entity Q to purchase the various grades of plastic at both of
its plant locations as the need arises over the following year. The following
table summarizes the pricing provisions contained in the supply agreement for
each grade of plastic.
Grade 1

Grade 2

Grade 3

Grade 4

Grade 5

Plant A

JP + $0.14

JP + $0.11

JP + $0.09

JP + $0.05

JP – $0.02

Plant B

JP + $0.16

JP + $0.12

JP + $0.07

JP + $0.06

JP – $0.03

815-30-55-145 Entity Q’s risk management objective is to hedge the variability
in the purchase price of plastic attributable to changes in the JP index of the
first 80,000 pounds of plastic purchased in each month regardless of grade or
plant location delivered to. To accomplish this objective, Entity Q executes 12
separate forward contracts at January 1, 20X1, to purchase plastic as follows.
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Settlement Date

Notional Amount

Underlying Index

Jan forward

January 30, 20X1

80,000 (lbs)

JP

Jan forward

January 30, 20X1

80,000 (lbs)

JP

Feb forward

February 28, 20X1

80,000 (lbs)

JP

Mar forward

March 30, 20X1

80,000 (lbs)

JP

April forward

April 30, 20X1

80,000 (lbs)

JP

May forward

May 30, 20X1

80,000 (lbs)

JP

June forward

June 30, 20X1

80,000 (lbs)

JP

July forward

July 30, 20X1

80,000 (lbs)

JP

Aug forward

August 30, 20X1

80,000 (lbs)

JP

Sep forward

September 30, 20X1

80,000 (lbs)

JP

Oct forward

October 30, 20X1

80,000 (lbs)

JP

Nov forward

November 30, 20X1

80,000 (lbs)

JP

Dec forward

December 30, 20X1

80,000 (lbs)

JP

815-30-55-146 Entity Q determines that the variable JP index referenced in the
supply agreement constitutes a contractually specified component and that the
requirements to designate variability in the cash flows attributable to changes
in a contractually specified component as the hedged risk in paragraph 815-2025-22A are met.
815-30-55-147 Because Entity Q determined that it will purchase at least
80,000 pounds of plastic each month in the coming 12 months to fulfill its
expected manufacturing requirements, it documents that the hedged item
(that is, the forecasted transaction within each month) is probable of
occurring. Entity Q designates each forward contract as a cash flow hedge of
the variability in cash flows attributable to changes in the contractually
specified JP index on the first 80,000 pounds of plastic purchased (regardless
of grade or plant location delivered to) for the appropriate month. The individual
purchases of differing grades of plastic by Plant A and Plant B during each
month share the risk exposure to the variability in the purchase price of the
plastic attributable to changes in the contractually specified JP index.
Therefore, the individual transactions in the hedged portfolio of plastic
purchases for each month share the same risk exposure for which they are
designated as being hedged in accordance with paragraph 815-20-25-15(a)(2).
815-30-55-148 In accordance with paragraph 815-20-25-3(b)(2)(iv)(01)(B), if
Entity Q has determined the critical terms of the hedged item and hedging
instrument match, it may elect to assess effectiveness qualitatively both at
inception of the hedging relationship and on an ongoing basis on the basis of
the following factors in accordance with paragraphs 815-20-25-84 through 2585:
a. The hedging instrument’s underlying matches the index upon which plastic
purchases will be determined (that is, the JP Index).
b. The notional of the hedging instrument matches the forecasted quantity
designated as the hedged item.
c. The date on which the derivatives mature matches the timing in which the
forecasted purchases are expected to be made. That is, the quantity of the
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hedged item, 80,000 pounds, is an aggregate amount expected to be
purchased over the course of the respective month (that is, the same 31day period) in which the derivative matures.
d. Each hedging instrument was traded with at-market terms (that is, it has
an initial fair value of zero).
e. Assessment of effectiveness will be performed on the basis of the total
change in the fair value of the hedging instrument.
f. Although the amount of plastic being hedged each period is a cumulative
amount across multiple grades of plastic, the basis differentials between
grades of plastic and location are not required to be included in
assessments of effectiveness because Entity Q has designated the
variability in cash flows attributable to changes in the JP index (the
contractually specified component) as the hedged risk within its purchases
of plastics.
Under the critical terms match method, a hedging relationship is assumed to be
perfectly effective if the critical terms of the hedging instrument and the
hedged item or hedged forecasted transaction are the same. Under this
method, the extent of the initial effectiveness assessment is based on
judgment and depends on the complexity of the hedged item and hedging
instrument. It may consist solely of a statement that the critical terms match,
that changes in fair value (or cash flows for a cash flow hedge) attributable to
the risk being hedged are expected to be completely offset by the hedging
instrument, and that no hedge ineffectiveness is expected. [815-20-25-84 – 25-85]
Subsequent hedge effectiveness assessments may consist of assessing
whether the critical terms match at each assessment date and whether there
has been an adverse change in the counterparty’s credit risk or the entity’s own
nonperformance risk. [815-20-35-9 – 35-11]
The effect of changes in counterparty credit risk and the entity’s own
nonperformance risk differs between fair value and cash flow hedges.
— Fair value hedges. We believe the critical terms match method is
effectively precluded because a change in either the counterparty’s credit
risk or the entity’s nonperformance risk affects the fair value of the hedging
instrument.
— Cash flow hedges. We believe if it is probable that both the counterparty
and the entity will not default, changes in counterparty credit risk and an
entity’s own nonperformance risk do not impact the assessment of
effectiveness and changes in the fair value of the hedging instrument due
to changes in counterparty credit risk and an entity’s own nonperformance
risk are included in AOCI.
However, if the likelihood of the counterparty or the entity not defaulting is
assessed as no longer probable, the critical terms no longer match and the
entity must assess whether the hedging relationship has been and is
expected to continue to be highly effective using a quantitative method.
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Comparison to legacy US GAAP
Critical terms match method – some differences in
settlement dates may be disregarded
The SEC staff has previously indicated that it was inappropriate to assume
perfect effectiveness under the critical terms match method when the hedging
instrument and hedged forecasted transaction settled on different days, even if
they differed only by a few days. At the March 15, 2007 meeting of the
Emerging Issues Task Force, an SEC staff member indicated that continued
application of hedge accounting may be acceptable in such circumstances
provided there was a reasonable basis to assert that the relationship was highly
effective and that any ineffectiveness was de minimis. [2006 AICPA Conf, EITF
March 2007]

In practice, some entities included in their initial hedge designation
documentation the results of quantitative stress tests using a range of days
(e.g. 30 days) to demonstrate that the effect of the difference in the hedged
item’s and hedging instrument’s settlement timing was de minimis (and
thereby support use of the critical terms match method), and others applied
long-haul quantitative approaches (rather than the critical terms match method).
The FASB decided to ease the application of the critical terms match method
when applied to cash flow hedges of groups of transactions by allowing an
entity to treat the timing of the hedged forecasted transactions and the hedging
instrument as matching, if the hedged forecasted transactions occur and the
hedging instrument matures within the same 31-day period (or fiscal month).
[815-20-25-84A]

In these cases, the FASB concluded that any mismatches between the changes
in fair value of the hedging instrument and the individual hedged forecasted
transactions should be minimal. As a result, the FASB decided to allow an entity
to disregard such differences when applying the critical terms match method as
a reasonable accommodation and that 31 days (or a fiscal month) is a
reasonable period of time for aggregating transactions for hedging purposes.
[ASU 2017-12.BC196]

Question 5.4.10
Why did the FASB allow either a 31-day period or a
fiscal month in applying the critical terms match
method?
Interpretive response: The FASB allowed for either a 31-day period or a fiscal
month to be used because some entities operate under a fiscal calendar
convention in which they have a 35-day fiscal month in one out of every
three months.
The FASB did not want to preclude these entities from applying the critical
terms match method only because their hedged transactions and/or the
hedging instrument settle outside the 31-day period, but within their fiscal
month. [ASU 2017-12.BC197]
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Question 5.4.20
Can the 31-day period (or same fiscal month)
accommodation be used in qualitative
assessments?
Interpretive response: No. The FASB limited the accommodation of deeming
the timing of the hedged item and the hedging instrument to match if the
forecasted transactions occur and the hedging instrument matures within the
same 31-day period (or fiscal month), to the application of the critical terms
match method to groups of forecasted transactions.
As a result, when applying qualitative assessments, the differences in
settlement date are considered a mismatch in the critical terms that an entity
considers when determining whether it can reasonably support an expectation
of high effectiveness on a qualitative basis in subsequent periods (see
Question 5.3.20).
Different settlement dates between a hedged forecasted transaction (or group
of forecasted transactions) and the hedging instrument represent a known
source of ineffectiveness. In this circumstance, it may be more difficult for an
entity to reasonably support an expectation of high effectiveness on a
qualitative basis at hedge inception and it may be more difficult to determine
when it is no longer appropriate to perform qualitative (rather than
quantitative) assessments in subsequent periods; see Question 5.3.40 for
considerations when a hedging relationship does not achieve perfect offset and
Question 5.3.50 for factors to consider to be able to assert qualitatively that the
hedge was and continues to be highly effective.

Question 5.4.30
If the critical terms cease to match after hedge
inception, is an entity required to discontinue
applying hedge accounting?
Interpretive response: Not necessarily. If the critical terms of the hedging
instrument or the hedged forecasted transaction cease to match at any point or
if there has been an adverse development regarding the risk of counterparty
default, an entity is required to assess whether the hedging relationship is
expected to continue to be highly effective using a quantitative assessment
method. [815-20-35-12]
If the relationship is expected to continue to be highly effective based on the
quantitative effectiveness assessment, the hedging relationship may continue
with ongoing effectiveness assessments performed quantitatively. Otherwise,
the relationship is required to be discontinued. [815-20-35-12]
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5.4.30

Shortcut method
Excerpt from ASU 2017-12
>>>> Application of Whether the Shortcut Method Was Not or No Longer
Is Appropriate
815-20-25-117A In the period in which an entity determines that use of the
shortcut method was not or no longer is appropriate, the entity may use a
quantitative method to assess hedge effectiveness and measure hedge results
without dedesignating the hedging relationship if both of the following criteria
are met:
a.

The entity documented at hedge inception in accordance with
paragraph 815-20-25-3(b)(2)(iv)(04) which quantitative method it would
use to assess hedge effectiveness and measure hedge results if the
shortcut method was not or no longer is appropriate during the life of the
hedging relationship.
b. The hedging relationship was highly effective on a prospective and
retrospective basis in achieving offsetting changes in fair value or cash
flows attributable to the hedged risk for the periods in which the shortcut
method criteria were not met.
815-20-25-117B If the criterion in paragraph 815-20-25-117A(a) is not met, the
hedging relationship shall be considered invalid in the period in which the
criteria for the shortcut method were not met and in all subsequent periods. If
the criterion in paragraph 815-20-25-117A(a) is met, the hedging relationship
shall be considered invalid in all periods in which the criterion in paragraph 81520-25-117A(b) is not met.
815-20-25-117C If an entity cannot identify the date on which the shortcut
criteria ceased to be met, the entity shall perform the quantitative assessment
of effectiveness documented at hedge inception for all periods since hedge
inception.
815-20-25-117D The terms of the hedged item and hedging instrument used
to assess effectiveness, in accordance with paragraph 815-20-25-117A(b), shall
be those existing as of the date that the shortcut criteria ceased to be met. For
cash flow hedges, if the hypothetical derivative method is used as a proxy for
the hedged item, the value of the hypothetical derivative shall be set to zero as
of hedge inception.
Under the shortcut method, a hedging relationship of interest rate risk that
meets certain criteria is assumed to be perfectly effective. Under this method,
no initial or ongoing quantitative hedge effectiveness assessments are required,
unless the credit risk of the counterparty to the derivative or the entity's own
nonperformance risk changes so that it is no longer probable that the
counterparty or the entity will not default. [815-20-25-102]
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Comparison to legacy US GAAP
Ability to use quantitative method if shortcut
method was not (or no longer is) appropriate
Because the shortcut method is an exception to the normal hedge accounting
requirements, the criteria are applied very strictly. Under legacy US GAAP, if it
is determined that the shortcut method was misapplied (either from inception
or because of a subsequent change), the guidance in Topic 250 on accounting
errors is applied with the amount of error measured as the difference between
not applying hedge accounting and the results actually recorded under the
shortcut method. [2005 AICPA Conf]
The quantification of the error does not consider whether the hedging
relationship would have been highly effective under a long-haul method. This
consequence is commonly referred to as the ’death penalty’. It is more likely to
result in a conclusion that the error is material (resulting in restatement) than if
the entity is able to consider what the results would have been under a longhaul (quantitative) method.
The FASB decided to ease the consequences of misapplying the shortcut
method when the hedging relationship can be quantitatively demonstrated to
be highly effective. Under ASU 2017-12, an entity is allowed to use a
quantitative method to assess hedge effectiveness and measure hedge results
without dedesignating the relationship if: [815-20-25-117A, ASU 2017-12.BC190–BC191]
— the entity documented at hedge inception which quantitative method would
be used if the shortcut method was not or no longer is appropriate; and
— the hedging relationship was highly effective on a prospective and
retrospective basis for the periods in which the shortcut method criteria
were not met.
Under these criteria, the quantitative method is used to assess hedge
effectiveness in all periods for which the shortcut method was not
appropriate, which may be since hedge inception if the hedging relationship did
not meet the shortcut method criteria at that time. See Question 5.4.70
regarding the date(s) as of which quantitative assessments should be
performed. [ASU 2017.12-BC191–BC192, BC215]

Question 5.4.60
What happens if an entity does not document a
quantitative effectiveness assessment to be used if
the shortcut method was not (or no longer is)
appropriate?
Interpretive response: If an entity applies the shortcut method and does not
document a quantitative effectiveness assessment method in the initial hedge
documentation, there is no consequence as long as the shortcut method
remains appropriate to use in all periods.
However, if the shortcut method is misapplied and the entity did not document
a quantitative assessment method, the amount of the accounting error – as
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determined under Topic 250 (accounting changes and errors) in the periods in
which the shortcut method was misapplied – usually will be greater than if a
quantitative assessment method had been documented. This is because when
no such method is documented, the amount of the error does not consider
whether the hedging relationship would have been highly effective. Instead, it
assumes that hedge accounting should not have been applied.
When the shortcut method is misapplied, the entity also evaluates the severity
of any control deficiencies related to the failure to identify the inappropriate use
of the shortcut method.

Question 5.4.70
If the shortcut method was not (or no longer is)
appropriate, as of what date(s) should the
quantitative assessments be performed?
Interpretive response: Quantitative assessments should be performed
beginning at the date the shortcut method was not (or no longer is) appropriate,
provided the entity documented at hedge inception which quantitative method
would be used if the shortcut method was not or no longer is appropriate.
The shortcut method may not be appropriate for one of three reasons. [815-20-25117B – 117C, ASU 2017-12.BC191-BC192]

— The criteria for applying the shortcut method were not met at inception of
the hedge. In this situation, quantitative assessments should be performed
for all periods since hedge inception.
— A term of the hedged item or hedging instrument changed after inception,
causing the shortcut method criteria to no longer be met. In this situation,
quantitative assessments should be performed for all periods since the date
the shortcut method criteria were no longer met.
— If the date at which the shortcut method ceased to be appropriate cannot
be identified, quantitative assessments should be performed for all periods
since hedge inception.
If the shortcut method is applied during prior periods when it was not
appropriate, the guidance for accounting errors in Topic 250 (accounting
changes and errors) is applied. However, permitting an entity to retroactively
apply a quantitative method of assessing hedge criteria when the shortcut
method criteria are not met reduces the likelihood that the error is material
(thereby reducing the likelihood of restatement). This is because the financial
statement impact related to the mismatch between the change in fair value of
the hedging instrument and the hedged item is more likely to be immaterial.
[ASU 2017-12.BC193]

The determination of the error when an entity documented a quantitative
assessment method at hedge inception depends on whether the relationship
was highly effective in the prior period(s) affected.
— Not highly effective. If the relationship was not highly effective in prior
reporting periods, the amount of the error is calculated as the difference
between not applying hedge accounting and the results recorded by
applying the shortcut method.
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— Highly effective. If the relationship was highly effective in prior reporting
periods, whether there is an error – and, if so, its nature – depends on the
type of hedge and also on whether the hedging instrument is measured
appropriately.
—

—

Cash flow hedges. If the hedging instrument is measured properly,
there is no error. However, the hedging instrument may not have been
measured appropriately if its characteristics (including consideration of
credit risk) were not properly defined in the prior reporting periods –
e.g. because a changed term was not captured in its measurement.
This would result in the hedging instrument’s recorded amount and the
related amount recorded in AOCI being incorrect.
Fair value hedges. Under the shortcut method, the change in fair
value of the hedging instrument is used as a proxy to measure the
change in the fair value of the hedged item with no effect on net
income. This approach for measuring the hedged item’s fair value is not
appropriate in periods when the shortcut method is not appropriate.
Because the hedged item was measured incorrectly in the prior
reporting periods, an error will result. Additionally, the hedging
instrument may not have been measured appropriately if its
characteristics (including consideration of credit risk) were not properly
defined in the prior reporting periods. Incorrect measurements would
result in the recorded amounts for the hedged item and/or the hedging
instrument – along with the related gains (losses) recognized in net
income – being incorrect.

In both circumstances, the entity also evaluates the severity of any control
deficiencies related to the failure to identify the inappropriate use of the
shortcut method.

Transition considerations

Excerpt from ASU 2017-12
> Transition Related to Accounting Standards Update No. 2017-12,
Derivatives and Hedging (Topic 815): Targeted Improvements to
Accounting for Hedging Activities
815-20-65-3 The following represents the transition and effective date
information related to Accounting Standards Update No. 2017-12, Derivatives
and Hedging (Topic 815): Targeted Improvements to Accounting for Hedging
Activities: …
e. An entity may elect any of the following items upon adoption of the
pending content that links to this paragraph: …
5. An entity may modify documentation without dedesignating an existing
hedging relationship to specify the following: …
ii.

For hedging relationships that currently use the shortcut method
to assess effectiveness, the quantitative method that would be
used to perform assessments of effectiveness in accordance
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with paragraph 815-20-25-117A if the entity determines at a later
date that use of the shortcut method was not or no longer is
appropriate.
i.

An entity is not required to apply the guidance in paragraph 815-20-25-81
when comparing hedging relationships executed before and after the date
of adoption of the pending content that links to this paragraph for any of
the following:
1. Hedging relationships executed before the date of adoption assessed
under the shortcut method for which hedge documentation was not
amended as permitted by (e)(5(ii) above, and hedging relationships
executed after the date of adoption assessed under the shortcut
method in accordance with paragraphs 815-20-25-117A through 25117D.

For hedging relationships that exist on the date of adoption of ASU 2017-12 for
which the shortcut method is used to assess effectiveness, the transition
guidance allows an entity to modify the current hedge documentation – without
dedesignating the hedging relationship – to specify the quantitative method that
will be applied if the shortcut method is later deemed to have been
inappropriate. [815-20-65-3(e)(5)(ii), ASU 2017-12.BC248]

Question 5.4.80
Is an entity required to document a quantitative
effectiveness assessment method for all similar
hedges that use the shortcut method?
Interpretive response: Topic 815 ordinarily requires an entity to justify using
different methods for assessing the effectiveness of similar hedges. However,
due to operational concerns, the FASB decided to permit an entity to document
a quantitative effectiveness method for new shortcut method hedging
relationships executed after the date of adoption of ASU 2017-12 regardless of
whether an entity modifies its hedge documentation to include a quantitative
effectiveness method for hedges existing at the date of adoption. [815-20-653(i)(1), ASU 2017-12.BC261]

5.4.40

Comparison of critical terms match method, shortcut
method, and subsequent qualitative assessment
approach
Critical terms match
method (section 5.4.20)

Shortcut method
(section 5.4.30)

Subsequent qualitative
assessment approach
(section 5.3)

Initial effectiveness assessment
Quantitative testing not
required.

Quantitative testing not
required.

Quantitative testing
required.
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Critical terms match
method (section 5.4.20)

Shortcut method
(section 5.4.30)

Subsequent qualitative
assessment approach
(section 5.3)

Nature of ongoing assessments
Assessment of whether
the critical terms match
and whether there has
been an adverse
development regarding
the risk of counterparty
default. The effect of
changes in counterparty
credit risk and the entity’s
own nonperformance risk
differs between fair value
and cash flow hedges.

If the shortcut method
requirements are met, the
entity evaluates whether
the credit risk of the
counterparty to the
derivative or its own
nonperformance risk has
changed such that it is no
longer probable that the
counterparty or it will not
default. If neither party’s
credit risk has changed in
this manner, no further
assessment is required.

Qualitative assessments
that consider whether
facts and circumstances
have changed such that
the entity cannot assert
qualitatively that the
hedging relationship was
and continues to be highly
effective. This is an
assessment requiring the
entity to apply more
judgment than the critical
terms match method.

Timing of selection of quantitative method to be used if the respective approach
is no longer appropriate
Made at the time the
critical terms change that
cause this method to no
longer be appropriate.

Made at hedge
designation, if elected.

Required to be made at
hedge designation.

Error determination for prior periods in which the method was misapplied
It depends on how the
entity initially assessed
effectiveness and the
nature and extent of the
misalignment of critical
terms.

If quantitative method
was documented at
hedge inception
If in a prior period the
shortcut method criteria
were not met or credit risk
of the counterparty to the
derivative or the entity's
own nonperformance risk
changed so that it was no
longer probable that the
counterparty or entity will
not default, the error
determined depends on
whether the hedge
relationship was highly
effective upon performing
a quantitative assessment.

— Highly effective:

whether there is an
error – and, if so, its
nature – depends on
whether the
relationship is a cash
flow or fair value
hedge and also on
whether the hedging
instrument is

If in a prior period the
entity failed to identify that
facts and circumstances
changed such that it could
no longer assert
qualitatively that the
hedging relationship was
and continued to be highly
effective, the error
determined depends on
whether the hedge
relationship was highly
effective upon performing
a quantitative assessment.

— Highly effective: if

the hedged item (for a
fair value hedge) and
hedging instrument
are measured
properly, there is no
error. However, an
error will result if
either of these is
measured incorrectly
– e.g. because
changes in facts and
circumstances were
not captured in the
measurement. The
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Critical terms match
method (section 5.4.20)

Shortcut method
(section 5.4.30)

Subsequent qualitative
assessment approach
(section 5.3)

measured
appropriately.

nature of the error
differs between cash
flow and fair value
hedges.

— Not highly effective:

the amount of the
error is the difference
between the results
recorded under the
shortcut method and
the results that would
have been recorded
had hedge accounting
not been applied.

— Not highly effective:

the amount of the
error is the difference
between the results
recorded by applying
the qualitative method
and the results that
would have been
recorded had hedge
accounting not been
applied.

If no quantitative
method was
documented at hedge
inception
If in a prior period the
shortcut method criteria
were not met or credit risk
of the counterparty to the
derivative or the entity's
own nonperformance risk
changed so that it was no
longer probable that the
counterparty or entity will
not default, the amount of
the error is the difference
between the results
recorded under the
shortcut method and the
results that would have
been recorded had hedge
accounting not been
applied (i.e. the ’death
penalty’).

Ability to revert to the approach after having to test quantitatively
Not available.

Not available.

Available.

Ability to deem settlement dates of a group of hedged forecasted transactions
and the hedging instrument as being the same if they occur within the same
31-day period (or fiscal month)
Yes.

No.

No.
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6.

Effective dates and
transition
Detailed contents
6.1

How the standard works

6.2

Effective dates
6.2.10

Overview

6.2.20

Early adoption considerations

Questions
6.2.10

Is an entity required to adopt ASU 2017-12 at a certain point
in time within an interim period?

6.2.20

If a public business entity early adopts ASU 2017-12 in an
interim period, what are the relevant considerations?

Example
6.2.10
6.3

Required transition provisions
6.3.10

6.4

Adopting ASU 2017-12 by retrospectively adjusting previous
interim periods

Modified retrospective transition approach

Elective transition principles
6.4.10

Overview

6.4.20

Transition elections for fair value hedges of interest rate risk

6.4.30

Transition election when transferring securities from the
HTM to the AFS portfolio

6.4.40

Transition elections for cash flow hedges

6.4.50

Transition elections for recognition and presentation

6.4.60

Transition elections related to improvements to reduce cost
and complexity

Questions
6.4.10

What date is used to determine the cumulative basis
adjustment when modifying the measurement methodology
for a fair value hedge of interest rate risk?

6.4.20

What date is used to determine the benchmark rate if the
current hedging relationship was previously dedesignated
and redesignated?
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6.4.30

When transitioning to measure a hedged item based on the
benchmark rate component of the coupon, can an entity
rebalance an existing hedging relationship?

6.4.40

What transition approach is required to apply the partial-term
hedging guidance?

6.4.50

On what date in the period of adoption can an entity transfer
securities from the HTM to the AFS category?

6.4.60

Is there any restriction on selling AFS securities after
transferring them from the HTM category on adoption of the
ASU?

6.4.70

Would planned dispositions of securities that will be
transferred to AFS on transition impact an entity’s ability to
assert that it intends to hold a security until maturity before
transition?

6.4.80

Are there any disclosure requirements for securities
transferred from the HTM to the AFS category?

6.4.90

What financial instruments are eligible to be transferred
from the HTM to the AFS category?

6.4.100

What is the transition guidance for an existing hedging
relationship with a non-zero fair value derivative designated
at hedge inception?

6.4.110

Can the transition provision for excluding cross-currency
basis spreads in cross-currency swaps be applied to a cash
flow or a net investment hedge?

Examples

6.5

6.4.10

Dedesignating a portion of the hedged item

6.4.20

Hedged risk is changed to the variability in the contractually
specified component

Prospective transition guidance for new presentation and
disclosure requirements
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6.1

How the standard works
Effective
date:
[815-20-65-3(a) –
65-3(b)]

Public business entities:

All other entities:

Annual and interim periods in
fiscal years beginning after
December 15, 2018.

— Annual periods in fiscal years

beginning after December 15,
2019.

— Interim periods in fiscal years

beginning after December 15,
2020.

Early
adoption:

Permitted in any annual or interim period immediately upon
issuance.

[815-20-65-3(c)]

Date of
adoption and
initial
application
date:

— The date of adoption is the date an entity elects to first apply
the guidance in ASU 2017-12.

— The initial application date is defined as the beginning of the
fiscal year of adoption.

[815-20-65-3(d)]

Transition
requirements:
[815-20-65-3(d) –
65-3(k)]

— Modified retrospective basis applied to existing hedging

relationships as of the date of adoption, generally achieved
through cumulative effect adjustment to AOCI with a
corresponding adjustment to opening retained earnings as of
the beginning of the fiscal year of adoption (initial application
date).

— Changes to income statement presentation and financial
statement disclosures are applied prospectively.

— Specific transition guidance provided for fair value hedges of
interest rate risk and risk component hedging.

— One-time transition elections are available to modify existing
hedge documentation.

— One-time ability to transfer certain securities from the held-to-

maturity to the available-for-sale category. The securities should
be eligible for the last-of-layer method.
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6.2

Effective dates
Excerpt from ASU 2017-12
> Transition Related to Accounting Standards Update No. 2017-12,
Derivatives and Hedging (Topic 815): Targeted Improvements to
Accounting for Hedging Activities
815-20-65-3 The following represents the transition and effective date
information related to Accounting Standards Update No. 2017-12, Derivatives
and Hedging (Topic 815): Targeted Improvements to Accounting for Hedging
Activities:
a. For public business entities, the pending content that links to this
paragraph shall be effective for fiscal years beginning after December 15,
2018, and interim periods within those fiscal years.
b. For all other entities, the pending content that links to this paragraph shall
be effective for fiscal years beginning after December 15, 2019, and
interim periods within fiscal years beginning after December 15, 2020.
c. Early adoption, including adoption in an interim period, of the pending
content that links to this paragraph is permitted. If an entity early adopts
the pending content that links to this paragraph in an interim period, any
adjustments shall be reflected as of the beginning of the fiscal year that
includes that interim period (that is, the initial application date).

6.2.10

Overview
If a calendar-year public business entity that is an SEC filer adopts ASU 2017-12
in accordance with the mandatory effective date, then the following are the
relevant dates:
Beginning of earliest
period presented
January 1, 2017

January 1, 2018

Comparative period
Legacy US GAAP

Effective date (date
of adoption)
January 1, 2019

Comparative period
Legacy US GAAP

December 31, 2019

Current period
ASU 2017-12

Cumulativeeffect
adjustment

6.2.20

Early adoption considerations
If an entity early adopts ASU 2017-12 in an interim period, any cumulative effect
adjustments for existing hedges should be reflected as of the beginning of the
fiscal year that includes the interim period (i.e. the initial application date).
[815-20-65-3(c)]
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Question 6.2.10
Is an entity required to adopt ASU 2017-12 at a
certain point in time within an interim period?
Interpretive response: The ASU does not specify whether an entity is required
to adopt the amendments at a certain point in time within an interim period –
i.e. at the beginning or the end of a quarter, or on a date in between.
We believe an entity can elect to adopt the totality of these amendments on
any single date within an interim period before the mandatory effective date.

Question 6.2.20
If a public business entity early adopts ASU 2017-12
in an interim period, what are the relevant
considerations?
Example: A calendar year-end public business entity early adopts ASU 2017-12
on July 1, 2018.
Interpretive response: ASU 2017-12 provides transition guidance that differs
from the general retrospective transition requirements of ASC paragraphs 25010-45-5 through 45-8. However, it does not provide specific guidance on how
adoption in an interim period affects the results of the preceding interim periods
in the fiscal year of adoption – e.g. January 1, 2018 to June 30, 2018 in the
example.
The language in paragraph 250-10-45-3 indicates that the guidance in
paragraphs 250-10-45-5 to 45-8 applies only in the unusual circumstance in
which there are no transition requirements specific to a particular Codification
update. Therefore, we believe an entity has two options for reporting changes
to the preceding interim periods in the fiscal year of adoption:
— record the prior period impact related to the adoption of ASU 2017-12 in the
interim period of adoption – e.g. the financial results for the three months
ended September 30, 2018; or
— retrospectively apply ASU 2017-12 to preceding interim periods, with the
effect of any changes to those previous periods recorded in the year-to-date
results before adoption.
An entity that early adopts ASU 2017-12 in an interim period should disclose in
the notes to the financial statements the transition approach applied. If an entity
elects to retrospectively apply ASU 2017-12 to the preceding interim periods,
this approach should only be applied to hedging relationships existing at the
date of adoption.
We believe an entity that early adopts in an interim period is not required to
amend previous Form 10-Q filings. An entity should include disclosures required
by paragraph 815-20-65-3(k) for the change in accounting principle in the interim
period of adoption, as well as in the annual financial statement period.
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There are additional reporting considerations for an entity that elects to
retrospectively apply ASU 2017-12 to the preceding interim periods, including
the following.
— The quarterly results of operations presented in the 10-K filed in the year of
adoption should reflect the retrospectively adjusted interim amounts.
— In the year after adoption, comparative information and disclosures in the
Form 10-Q filings should reflect the retrospectively adjusted interim
amounts.

Example 6.2.10
Adopting ASU 2017-12 by retrospectively adjusting
previous interim periods
ABC Corp., a calendar year-end public business entity, early adopts the
guidance on July 1, 2018 – i.e. in its third quarter reporting period.
Interim reporting considerations in the year of adoption
ABC records a cumulative effect adjustment as of January 1, 2018 (the date of
initial application) in accordance with the transition requirements in ASU 201712. It also retrospectively adjusts the interim period results between the date of
initial application and the date of adoption to reflect the period-specific effects
of applying ASU 2017-12.
ABC elects to modify the recognition model for the excluded component from a
mark-to-market approach to an amortization approach (see elective transition
guidance for excluded components in section 6.4.50). Therefore, it does not
dedesignate its existing hedging relationships at the date of adoption (July 1,
2018), and recognizes the cumulative effect adjustment as of January 1, 2018.
In the interim period between the date of initial application and the date of
adoption – January 1, 2018 to June 30, 2018 – ABC previously recognized the
excluded component using a mark-to-market approach under legacy US GAAP.
ABC calculates the effect of the change to an amortization approach during this
period, and adjusts amounts previously recorded.
The adjusted amounts reflect what would have been recognized had the
amortization approach been adopted on January 1, 2018. The effect of any
changes from retrospectively adjusting the results of the previous interim
periods should be reflected in the third quarter 2018 Form 10-Q, within the
financial results for the nine months ended September 30, 2018.
The following summarizes interim reporting considerations for the third quarter
of 2018.
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Initial application date
January 1, 2018

March 31, 2018

Date of adoption
July 1, 2018

Adjusted for effect of change to ASU 2017-12

September 30, 2018

Apply ASU 2017-12

Cumulativeeffect
adjustment

Interim reporting considerations in the year after adoption
In the Form 10-Qs for the first and second quarters of 2019, ABC updates the
comparative amounts for the quarterly periods ended March 31, 2018 and
June 30, 2018 to reflect the retrospectively adjusted interim amounts.
If the results of operations for any period presented have been adjusted
retroactively subsequent to the initial reporting of such period, disclosure of the
effect of the change shall be made. [S-X Rule 10-01(b)(7)]
Therefore, the Form 10-Qs for the first and second quarters of 2019 should
include information to explain the effect of any changes made to the quarterly
periods ended March 31, 2018 and June 30, 2018, from amounts previously
reported in the Form 10-Qs for the first and second quarters of 2018.

6.3

Required transition provisions

6.3.10

Modified retrospective transition approach
Excerpt from ASU 2017-12
> Transition Related to Accounting Standards Update No. 2017-12,
Derivatives and Hedging (Topic 815): Targeted Improvements to
Accounting for Hedging Activities
815-20-65-3 The following represents the transition and effective date
information related to Accounting Standards Update No. 2017-12, Derivatives
and Hedging (Topic 815): Targeted Improvements to Accounting for Hedging
Activities: …
d. For cash flow hedges and net investment hedges existing (that is, the
hedging instrument has not expired, been sold, terminated, or exercised or
the entity has not removed the designation of the hedging relationship) as of
the date of adoption, an entity shall apply the pending content that links to
this paragraph related to the elimination of the separate measurement of
ineffectiveness by means of a cumulative-effect adjustment to accumulated
other comprehensive income with a corresponding adjustment to the
opening balance of retained earnings as of the initial application date.
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An entity adopts ASU 2017-12 by applying a modified retrospective approach to
existing hedging relationships. Under this method, an entity records the
cumulative effect of applying certain amendments in ASU 2017-12 to the
opening balance of retained earnings as of the initial application date.
This includes the elimination of the separate measurement of ineffectiveness
(see section 2.2.20), and other amendments available for adoption with elected
transition provisions (see section 6.4).

Existing hedging relationships
The modified retrospective transition method is applicable only to existing
hedging relationships as of the date of adoption.
The following table illustrates whether a cumulative effect adjustment should
be recorded based on whether the hedging relationship existed on the date of
initial application and/or the date of adoption.
Hedging relationship existed at the:
Date of initial
application

Date of adoption

Cumulative effect adjustment
recorded as of the initial
application date?

Yes

Yes

Yes

No

Yes

No

1

Yes

No

No

2

Notes:
1.

For hedging relationships existing on the date of adoption, but not on the date of initial
application, any impact on adoption should be recorded in the year-to-date results. The
impact should not be reflected in the cumulative effect adjustment on the date of
initial application as the hedging relationship did not exist then.

2.

For hedging relationships that did not exist at the date of adoption, there is no
cumulative effect adjustment.

6.4

Elective transition principles

6.4.10

Overview
Excerpt from ASU 2017-12
> Transition Related to Accounting Standards Update No. 2017-12,
Derivatives and Hedging (Topic 815): Targeted Improvements to
Accounting for Hedging Activities
815-20-65-3 The following represents the transition and effective date
information related to Accounting Standards Update No. 2017-12, Derivatives
and Hedging (Topic 815): Targeted Improvements to Accounting for Hedging
Activities: …
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f.

For private companies that are not financial institutions as described in
paragraph 942-320-50-1 and not-for-profit entities (except for not-forprofit entities that have issued, or are a conduit bond obligor for, securities
that are traded, listed, or quoted on an exchange or an over-the-counter
market), the elections in (e) above shall be determined before the next
interim (if applicable) or annual financial statements are available to be
issued.

g. For all other entities, the elections in (e) above shall be determined before
the first quarterly effectiveness assessment date after the date of
adoption.
The transition provisions offer several elections that can provide relief when
applying the ASU 2017-12 amendments to existing hedging relationships. Each
election may be applied by an entity on a stand-alone basis. [ASU 2017-12.BC246,
BC259]

Public business entities, private companies that are financial institutions, and
certain not-for-profit entities (that have issued, or are a conduit bond obligor for,
securities that are traded, listed, or quoted on an exchange or over-the-counter
market) have until the first quarterly effectiveness assessment date after the
date of adoption to make these elections. All other entities have until their next
interim (if applicable) or annual financial statements are available to be issued to
make any of these elections. [815-20-65-3(f) – 65-3(g)]
If an entity does not elect a transition provision within the allotted timeframe,
any hedge relationship existing at the date of adoption will not qualify for
transition relief.

6.4.20

Transition elections for fair value hedges of interest
rate risk
Excerpt from ASU 2017-12
> Transition Related to Accounting Standards Update No. 2017-12,
Derivatives and Hedging (Topic 815): Targeted Improvements to
Accounting for Hedging Activities
815-20-65-3 The following represents the transition and effective date
information related to Accounting Standards Update No. 2017-12, Derivatives
and Hedging (Topic 815): Targeted Improvements to Accounting for Hedging
Activities: …
e. An entity may elect any of the following items upon adoption of the
pending content that links to this paragraph:
1. For a fair value hedge of interest rate risk existing as of the date of
adoption, an entity may modify the measurement methodology for a
hedged item in accordance with either paragraph 815-20-25-6B or
paragraph 815-25-35-13 without dedesignation of the hedging
relationship. The cumulative basis adjustment carried forward shall be
adjusted to an amount that reflects what the cumulative basis
adjustment would have been at the date of adoption had the modified
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measurement methodology been used in all past periods in which the
hedging relationship was outstanding. When making this election, the
benchmark rate component of the contractual coupon cash flows shall
be determined as of the hedging relationship’s original inception date.
The cumulative effect of applying this election shall be recognized as
an adjustment to the basis adjustment of the hedged item recognized
on the balance sheet with a corresponding adjustment to the opening
balance of retained earnings as of the initial application date.
2. For the fair value hedges of interest rate risk for which an entity
modifies the measurement methodology for the hedged item based on
the benchmark rate component of the contractual coupon cash flows in
accordance with (1) above, an entity may elect to dedesignate a portion
of the hedged item and reclassify the basis adjustment associated with
the portion of the hedged item dedesignated to the opening balance of
retained earnings as of the initial application date.
…
h. For fair value hedges existing as of the date of adoption in which the
hedged item is a tax-exempt financial instrument, the hedged risk may
be modified to interest rate risk related to the Securities Industry and
Financial Markets Association (SIFMA) Municipal Swap Rate. The
modification shall be considered a dedesignation and immediate
redesignation of the hedging relationship. In this situation, the cumulative
basis adjustment of the hedged item from the dedesignated hedging
relationship shall be amortized to earnings on a level-yield basis over a
period of time based on the applicable requirements in other Topics.
The following table summarizes transition elections available for certain fair
value hedges of interest rate risk existing as of the date of adoption.
Applicable
section

New accounting
alternative

4.2: Hedging
only
benchmark
rate
component

Changes involving
interest rate risk –
benchmark rate
component of the
contractual coupon
cash flows.
[815-25-35-13]

Summary of transition election

— The change in measurement methodology
for the hedged item does not require a
dedesignation of the existing hedging
relationship.

— Cumulative basis adjustment recorded as
of initial application date based on the
amount of adjustment as if the modified
measurement methodology had been
used since inception of the hedging
relationship (see Question 6.4.10).

— Benchmark rate component of the

hedged item determined as of the original
hedge inception date.

— Dedesignate a portion of the hedged item

and reclassify the basis adjustment
associated with the portion of the hedged
item dedesignated to the opening balance
of retained earnings as of the initial
application date.
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Applicable
section

New accounting
alternative

Summary of transition election
[815-20-65-3(e)(1) – 3(e)(2)]

4.4: Hedging
prepayable
financial
instruments

Fair value hedges
of interest rate risk
in which the
hedged item can
be settled before
its scheduled
maturity.

[815-20-25-6B]

— The change in measurement methodology
for the hedged item does not require a
dedesignation of the existing hedging
relationship.

— Cumulative basis adjustment recorded at

initial application date based on amount of
adjustment as if the modified
measurement methodology had been
used since inception of hedging
relationship (see Question 6.4.10).

[815-20-65-3(e)(1)]

3.2: Fair
value hedges
of interest
rate risk –
Benchmark
interest rate

SIFMA Municipal
Swap Rate.
[815-20-25-6A]

— Dedesignate and immediately redesignate
the hedging relationship if it is highly
effective; and

— Amortize the basis adjustment from the

dedesignated hedging relationship into
earnings on a level-yield basis over a
period based on applicable requirements
in other Topics (e.g. Subtopic 310-20 on
Receivables – nonrefundable fees and
other costs).

[815-20-65-3(h)]

Question 6.4.10
What date is used to determine the cumulative
basis adjustment when modifying the
measurement methodology for a fair value hedge of
interest rate risk?
Interpretive response: Paragraph 815-20-65(e)(1) could be interpreted such
that an entity calculates the basis adjustment as of the date of adoption.
However, we believe it was the FASB’s intent for an entity to calculate the
cumulative basis adjustment as of the initial application date, not the date of
adoption. This approach is consistent with the modified retrospective transition
approach used in other aspects of the transition guidance.
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Question 6.4.20
What date is used to determine the benchmark rate
if the current hedging relationship was previously
dedesignated and redesignated?
Interpretive response: An entity that elects to use the transition relief related
to the benchmark rate component is required to determine the benchmark rate
component as of the original hedge inception date. [815-20-65-3(e)(1)]
For previously dedesignated and redesignated hedging relationships existing at
the date of adoption, we believe the benchmark rate component should be
determined as of the most recent date of redesignation, not as of the date
when the original hedged item was designated in a hedging relationship for the
first time.

Question 6.4.30
When transitioning to measure a hedged item
based on the benchmark rate component of the
coupon, can an entity rebalance an existing hedging
relationship?
Background: Legacy US GAAP requires an entity to measure the change in fair
value of the hedged item in a fair value hedge based on the cash flows from the
entire contractual coupon. This requirement has caused income statement
volatility when an entity hedged interest rate risk with common hedging
instruments, such as interest rate swaps based on LIBOR.
Historically, some entities limited this income statement volatility by
designating a hedge ratio of other than 1:1. For example, an entity may have
designated a notional amount of the hedging instrument that is greater than or
less than the principal amount of the hedged item.
Under ASU 2017-12, an entity is allowed to measure the hedged item based on
the benchmark rate component of the coupon, thereby eliminating the need to
designate hedging relationships where the hedging instrument and the hedged
item have different notional/principal amounts solely to meet the highly
effective threshold. For existing hedging relationships with mismatched
notional/principal amounts, electing to measure the hedged item based on the
benchmark rate component of the coupon may cause the hedging relationship
to no longer meet the highly effective threshold. Additionally, an earnings
mismatch would be created because of the mismatched notional/principal
amounts.
Interpretive response: Yes. The transition relief allows an entity to rebalance
an existing hedging relationship that has different notional/principal amounts by
dedesignating a portion of the hedged item. The related basis adjustment is
recorded directly in retained earnings and therefore will not create earnings
volatility. [815-20-65-3(e)(2), ASU 2017-12.BC257]
The transition guidance does not explicitly state whether a similar adjustment
can be made to rebalance relationships by modifying the designated proportion
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of the hedging instrument or increasing the designated portion of the hedged
item.
Based on discussions with the FASB staff, an entity is allowed to rebalance the
hedging relationship by increasing or decreasing the hedging instrument’s
notional amount – or by increasing or decreasing the hedged item’s principal
amount – without dedesignating existing hedging relationships. However, an
entity may only designate an increased proportion of a hedging instrument or an
increased portion of a hedged item if the hedging instrument or hedged item’s
notional/principal was not fully designated at the inception of the hedge. That is,
an entity may only do so using an existing hedged item or an existing hedging
instrument and may not add new hedged items or hedging instruments.
For example, an entity cannot replace the hedging instrument with a different
hedging instrument, modify the terms of the hedging instrument to increase the
notional amount, or increase the principal amount of the hedged item by including
additional debt instruments. In addition, a portion of the derivative could not have
been concurrently designated as part of another hedging relationship.

Example 6.4.10
Dedesignating a portion of the hedged item
ABC Corp. issues a 20-year, $100 million debt instrument with a 7% interest
coupon. On the same day it enters into a 20-year $100 million receive 3% fixed,
pay LIBOR interest rate swap that converts a portion of the fixed interest rate
on the debt instrument into a LIBOR-based floating interest rate.
Subsequently, on adopting ASU 2017-12, ABC decides to modify the
measurement methodology to calculate the change in fair value of the debt
instrument on the basis of the benchmark rate component of the contractual
coupon cash flows.
Scenario 1: Previous hedge designation was 90% of the notional amount
of the swap
ABC previously designated 90% of the notional amount of the swap
($90 million notional) against the $100 million debt to meet the highly
effective threshold.
On transition to ASU 2017-12, ABC records a cumulative effect adjustment to
reflect the change in the measurement method of the hedged item on the basis
of the benchmark rate component of the contractual coupon cash flows.
[815-20-65-3(e)(1)]

In addition, ABC has two options for rebalancing the existing hedging
relationship.
Rebalancing
Dedesignate
a portion of
the debt

Updated hedging
relationship

Accounting considerations at transition
specifically related to the rebalancing

Principal amount:
$90 million

The basis adjustment related to the $10 million
dedesignated portion is recorded directly in
retained earnings. [815-20-65-3(e)(2)]

Swap notional
amount:
$90 million
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Rebalancing
Designate
the full
notional
amount of
the existing
swap

Updated hedging
relationship

Accounting considerations at transition
specifically related to the rebalancing

Principal amount:
$100 million

No incremental effect on the cumulative effect
adjustment because the amount of the hedged
item has not changed.

Swap notional
amount:
$100 million

The $10 million notional amount of the swap is
included in the hedging relationship at adoption.

Scenario 2: Previous hedge designation was 90% of the principal amount
of the debt
ABC previously designated 90% of the principal amount of the debt ($90 million
principal) against $100 million notional amount of the swap to meet the highly
effective threshold.
On transition to ASU 2017-12, ABC records a cumulative effect adjustment to
reflect the change in the measurement method of the hedged item on the basis
of the benchmark rate component of the contractual coupon cash flows.
[815-20-65-3(e)(1)]

In addition, ABC has two options for rebalancing the existing hedging
relationship.
Rebalancing
Dedesignate
a portion of
the notional
amount of
the swap

Designate
the full
principal
amount of
the existing
debt

Updated hedging
relationship

Accounting considerations at transition
specifically related to the rebalancing

Principal amount:
$90 million

No incremental effect on the cumulative effect
adjustment because the amount of the hedged
item has not changed.

Swap notional
amount:
$90 million

Principal amount:
$100 million
Swap notional
amount:
$100 million

The $10 million of the notional amount of the
swap will no longer be designated as part of
this hedging relationship; however, it may be
designated in a different hedging relationship.
The $10 million principal amount of the debt is
included in the hedging relationship at adoption,
and a cumulative basis adjustment is recorded
as of the initial application date based on an
assumption that the full principal amount of the
debt had been designated at the inception of
the hedging relationship.

Question 6.4.40
What transition approach is required to apply the
partial-term hedging guidance?
Interpretive response: Under ASU 2017-12, an entity may designate only part
of a financial instrument’s remaining term as the hedged item (see section 4.3).
There is no specific transition guidance for this new hedging strategy.
We believe making this change to an existing hedging relationship at the
adoption of ASU 2017-12 requires dedesignation and redesignation of the
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hedging relationship. Therefore, there would be no cumulative effect
adjustment recognized on transition. Any remaining basis adjustment from the
dedesignated hedging relationship should be amortized in a manner consistent
with the amortization of all other premiums and discounts associated with the
hedged item.

6.4.30

Transition election when transferring securities from
the HTM to the AFS portfolio
Excerpt from ASU 2017-12
> Transition Related to Accounting Standards Update No. 2017-12,
Derivatives and Hedging (Topic 815): Targeted Improvements to
Accounting for Hedging Activities
815-20-65-3 The following represents the transition and effective date
information related to Accounting Standards Update No. 2017-12, Derivatives
and Hedging (Topic 815): Targeted Improvements to Accounting for Hedging
Activities: …
e. An entity may elect any of the following items upon adoption of the
pending content that links to this paragraph: …
7. An entity may reclassify a debt security from held-to-maturity to
available-for-sale if the debt security is eligible to be hedged under the
last-of-layer method in accordance with paragraph 815-20-25-12A. Any
unrealized gain or loss at the date of the transfer shall be recorded in
accumulated other comprehensive income in accordance with
paragraph 320-10-35-10(c).

Summary of transition election

— An entity may reclassify HTM securities that qualify to be hedged under the lastof-layer method to the AFS category; and

— Any unrealized gain or loss at the date of the transfer is recorded in AOCI.
[815-20-65-3(e)(7)]
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Question 6.4.50
On what date in the period of adoption can an
entity transfer securities from the HTM to the AFS
category?
Interpretive response: Transition elections must be adopted within the
timeframe outlined in paragraphs 815-20-65-3(f) to 65-3(g) (see section 6.4.10).
This includes the transition election available for the transfer of eligible
securities from the HTM to the AFS category.
An entity may elect to transfer securities from the HTM to the AFS category on
a specific date within the period of adoption. However, we believe all the
transfers should be recorded as if they occurred on the date of adoption of the
ASU, with any unrealized gain or loss – i.e. the difference between the fair value
and the amortized cost of the transferred securities – on that date recorded
in AOCI.
For example, a calendar year-end public business entity adopts ASU 2017-12 on
January 1, 2018 and determines all of the transition elections it will apply on
March 1, 2018, which is before any quarterly effectiveness assessments. The
entity should record all transfers of securities that existed as of January 1, 2018,
and any related unrealized gains or losses, as of January 1, 2018 (the date of
adoption).

Question 6.4.60
Is there any restriction on selling AFS securities
after transferring them from the HTM category on
adoption of the ASU?
Interpretive response: No. An entity is permitted to sell the securities
immediately after transferring them from the HTM to the AFS category. There
is no restriction requiring an entity to hold the AFS securities for a period of
time after they are transferred.

Question 6.4.70
Would planned dispositions of securities that will
be transferred to AFS on transition impact an
entity’s ability to assert that it intends to hold a
security until maturity before transition?
Interpretive response: No. We do not believe transferring securities from the
HTM to the AFS category has any effect on management’s intent and ability to
hold the securities to maturity in the period before the adoption of ASU 201712. This is because the transfer will be due to a one-time transition election
available through a new accounting standard.
For example, a calendar year-end entity elects to adopt ASU 2017-12 on
January 1, 2018 and transfers eligible securities from the HTM to the AFS
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category. We believe that management’s intent to imminently adopt ASU 201712 and transfer the securities to the AFS category does not affect the entity’s
positive intent and ability to hold the securities to maturity at December 31,
2017. On December 31, 2017, the securities would remain eligible to be
classified as HTM and recorded at amortized cost, based on the entity’s positive
intent and ability to hold them to maturity.

Question 6.4.80
Are there any disclosure requirements for securities
transferred from the HTM to the AFS category?
Interpretive response: There are no specific transition disclosure requirements
for securities transferred from the HTM to the AFS category. However, we
believe the SEC staff expects clear and transparent disclosures in the financial
statements to help users understand the effects of adopting ASU 2017-12.
Therefore, we believe an entity should make a materiality assessment and
determine what, if any, disclosures are needed in addition to those required by
paragraph 815-20-65-3(k) (see section 6.5).
We understand that the SEC staff expects disclosures similar to those required
by paragraph 320-10-50-10 for sales or transfers of HTM securities, which
include the following:
— the net carrying amount of the sold or transferred security;
— the related realized or unrealized gain or loss; and
— the circumstances leading to the decision to sell or transfer the security.

Question 6.4.90
What financial instruments are eligible to be
transferred from the HTM to the AFS category?
Interpretive response: An entity may reclassify a debt security from the HTM
to the AFS category if the debt security is eligible to be hedged under the lastof-layer method. Financial instruments that are considered ‘prepayable’ can be
included in the portfolio hedged under the last-of-layer method (see
Question 4.5.40). [815-20-25-12A, 65-3(e)(7)]
The term ‘prepayable’ is defined in the Master Glossary as “Able to be settled
by either party before its scheduled maturity.”[815-25 Glossary]
This definition is broad and would apply to financial instruments with a variety of
features, including prepayment features with time-based and event-based
contingencies. Convertible debt securities (both callable and non-callable) would
also be considered prepayable and eligible to be hedged under the last-of-layer
method.
In a February 2018 meeting, the FASB clarified that financial instruments with
contingent credit clauses permitting the creditor to accelerate the maturity of
the instrument (and not otherwise prepayable) would not be eligible for the last-

© 2018 KPMG LLP, a Delaware limited liability partnership and the U.S. member firm of the KPMG network of independent member
firms affiliated with KPMG International Cooperative, a Swiss entity. All rights reserved.

153

Hedging: Targeted improvements
6. Effective dates and transition

of-layer method and consequently would not be eligible to be transferred from
the HTM to the AFS category.
For further guidance related to what assets are considered prepayable, see
Question 4.4.30.

6.4.40

Transition elections for cash flow hedges
Excerpt from ASU 2017-12
> Transition Related to Accounting Standards Update No. 2017-12,
Derivatives and Hedging (Topic 815): Targeted Improvements to
Accounting for Hedging Activities
815-20-65-3 The following represents the transition and effective date
information related to Accounting Standards Update No. 2017-12, Derivatives
and Hedging (Topic 815): Targeted Improvements to Accounting for Hedging
Activities: …
e. An entity may elect any of the following items upon adoption of the
pending content that links to this paragraph: …
6. For cash flow hedges existing as of the date of adoption in which the
hedged risk is designated as the variability in total cash flows that meet
the requirements to designate as the hedged risk the variability in cash
flows attributable to changes in a contractually specified component
or a contractually specified interest rate, an entity may:
i.

Modify the hedging relationship, without dedesignation, to specify
the hedged risk is the variability in the contractually specified
component or contractually specified interest rate
ii. Create the terms of the instrument used to estimate changes in
value of the hedged risk (either under the hypothetical derivative
method or another acceptable method in Subtopic 815-30) in the
assessment of effectiveness on the basis of market data as of the
inception of the hedging relationship
iii. Consider any ineffectiveness previously recognized on the hedging
relationship as part of the transition adjustment in accordance with
(d) above.
The following table summarizes transition elections available for new hedging
strategies related to certain types of cash flow hedges existing as of the date of
adoption.
Applicable
sections
3.3: Cash
flow hedges
of interest
rate risk

New guidance

Summary of transition election

Hedged risk of
variability in cash
flows attributable
to changes in a
contractually
specified

— Entities may modify the hedging relationship
to specify the hedged risk as the variability
in the contractually specified component or
contractually specified interest rate, without
dedesignating the hedging relationship;
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Applicable
sections
3.4: Cash
flow hedge
of
nonfinancial
items

New guidance

Summary of transition election

component or a
contractually
specified interest
rate. [815-20-25-

— Terms of the instrument used to estimate

15(i)(3), 25-15(j)(2)]

changes in value of the hedged item
attributable to the hedged risk when
assessing effectiveness should be based on
market data as of the date of hedge
inception; and

— Consider any ineffectiveness previously

recognized as part of the cumulative effect
adjustment recorded as of the initial
application date.

[815-20-65-3(e)(6)]

Example 6.4.20
Hedged risk is changed to the variability in the
contractually specified component
Before adopting ASU 2017-12, Bakery purchased a contract to buy flour. The
contract specifies the total price to be paid as (per unit of measure) the price of
wheat index ABC, plus $1, plus transportation costs to Bakery's location.
Bakery also entered into a derivative contract with an underlying based on
wheat index ABC.
Hedge designation: legacy US GAAP
Bakery designated the derivative as a cash flow hedge of the variability in the
anticipated purchase price of flour (wheat index + $1 + transportation costs),
with the expectation that the hedging relationship will be highly effective.
Legacy US GAAP requires an entity to designate the risk of changes in cash
flows relating to all changes in the purchase price of the asset reflecting its
actual location. [815-20-25-15(i)(2)]
Any ineffectiveness was previously recorded in earnings.
Hedge designation: at transition
Bakery elects to modify, without dedesignation, the existing hedging
relationship to specify the hedged risk as the variability in the contractually
specified wheat index ABC component.
Any ineffectiveness previously recognized is included as part of the cumulative
effect adjustment to AOCI and opening retained earnings as of the initial
application date.
To assess effectiveness, Bakery creates the terms of the instrument used to
estimate changes in value of the hedged risk (e.g. a perfectly effective
hypothetical derivative) using market data for wheat index ABC at the original
inception date of the hedge, and compares to actual changes in wheat index
ABC derivative instrument.
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Question 6.4.100
What is the transition guidance for an existing
hedging relationship with a non-zero fair value
derivative designated at hedge inception?
Interpretive response: There is no transition guidance in ASU 2017-12 for
existing cash flow hedging relationships where a non-zero fair value derivative
may have been designated as the hedging instrument at hedge inception (see
Question 2.2.80).
Under legacy US GAAP, the initial non-zero fair value of the hedging derivative
may give rise to hedge ineffectiveness that is recorded in earnings throughout
the life of the hedging relationship – e.g. an interest rate swap with periodic
cash settlements and a non-zero fair value at hedge inception designated in a
cash flow hedge of forecasted variable interest payments.
In this situation, ASU 2017-12 requires that, as long as the hedge is highly
effective, the entire change in fair value of the hedging instrument is included in
OCI and subsequently reclassified to earnings when the hedged item affects
earnings – i.e. there is no recognition of hedge ineffectiveness in earnings. In
addition, it requires that the amounts related to the initial fair value that are
recorded in OCI during the hedging relationship be reclassified from AOCI to
earnings on a systematic and rational basis over the periods during which the
hedged forecasted transactions affect earnings. [815-30-35-41A]
On transition to ASU 2017-12, an entity is required to reverse any
ineffectiveness previously recognized through a cumulative effect adjustment
recorded in AOCI and the opening balance of retained earnings as of the initial
application date.
As part of calculating the cumulative effect adjustment, we believe an entity
is also required to consider the effect of the amounts related to the initial fair
value that would have been reclassified from AOCI to earnings for the period
from the original hedge inception date to the initial application date of
ASU 2017-12.

6.4.50

Transition elections for recognition and presentation
Excerpt from ASU 2017-12
> Transition Related to Accounting Standards Update No. 2017-12,
Derivatives and Hedging (Topic 815): Targeted Improvements to
Accounting for Hedging Activities
815-20-65-3 The following represents the transition and effective date
information related to Accounting Standards Update No. 2017-12, Derivatives
and Hedging (Topic 815): Targeted Improvements to Accounting for Hedging
Activities: …
e. An entity may elect any of the following items upon adoption of the
pending content that links to this paragraph: …
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3. For fair value hedges existing as of the date of adoption in which
foreign exchange risk is the hedged risk or one of the hedged risks and
a currency swap is the hedging instrument, an entity may, without
dedesignation, modify its hedge documentation to exclude the crosscurrency basis spread component of the currency swap from the
assessment of hedge effectiveness and recognize the excluded
component through an amortization approach. The cumulative effect of
applying this election shall be recognized as an adjustment to
accumulated other comprehensive income with a corresponding
adjustment to the opening balance of retained earnings as of the initial
application date.
4. For hedges existing as of the date of adoption that exclude a portion of
the hedging instrument from the assessment of effectiveness, an
entity may modify the recognition model for the excluded component
from a mark-to-market approach to an amortization approach without
dedesignation of the hedging relationship. The cumulative effect of
applying this election shall be recognized as an adjustment to
accumulated other comprehensive income with a corresponding
adjustment to the opening balance of retained earnings as of the initial
application date.
The following table summarizes transition elections related to recognition and
presentation available for hedging relationships existing on adoption.
Applicable
section
2.2.30:
Excluded
components

New guidance

Summary of transition election

Recognize initial
value of excluded
component in
earnings using a
systematic and
rational method over
the life of the
hedging instrument
(amortization
approach). [815-20-

— Entities may modify the recognition

25-83A – 25-83B, 81535-35-5A – 35-5B]

[815-20-65-3(e)(4)]

Exclude cross –
currency basis
spread component
of a cross-currency
swap from the
assessment of
hedge
effectiveness.

For fair value hedges existing at the date of
adoption, an entity:

[815-20-25-82(e)]

model for the excluded component from
a mark-to-market approach to an
amortization approach without
dedesignating the hedging relationship;
and
— Recognize a cumulative effect
adjustment as of the initial application
date.

— Can modify hedge documentation to

exclude the cross-currency basis spread
component of a cross-currency swap
without dedesignating the hedging
relationship; and
— Recognize a cumulative effect
adjustment as of the initial application
date.
[815-20-65-3(e)(3)]
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Question 6.4.110
Can the transition provision for excluding crosscurrency basis spreads in cross-currency swaps be
applied to a cash flow or a net investment hedge?
Interpretive response: No. The FASB did not extend this transition provision to
a cash flow or net investment hedges.
— In a cash flow hedge, cross-currency basis spread volatility does not affect
earnings. All changes in fair value of the hedging instrument are deferred
in OCI.
— For a net investment hedge, the excluded component model is different. If
an entity has historically used cross-currency interest rate swaps as the
hedging instrument and elected to assess effectiveness using the spot
method, the hedging relationship implicitly excludes the cross-currency
basis spread (along with any other component of the currency swap’s fair
value excluded by the spot method of assessing effectiveness) from the
assessment of effectiveness. If an entity determines that it now wishes to
amortize the excluded component, as opposed to marking it to market, it
can do so through the transition provision related to the recognition of
excluded components. [ASU 2017-12.BC251]

6.4.60

Transition elections related to improvements to
reduce cost and complexity
Excerpt from ASU 2017-12
> Transition Related to Accounting Standards Update No. 2017-12,
Derivatives and Hedging (Topic 815): Targeted Improvements to
Accounting for Hedging Activities
815-20-65-3 The following represents the transition and effective date
information related to Accounting Standards Update No. 2017-12, Derivatives
and Hedging (Topic 815): Targeted Improvements to Accounting for Hedging
Activities: …
e. An entity may elect any of the following items upon adoption of the
pending content that links to this paragraph: …
5. An entity may modify documentation without dedesignating an existing
hedging relationship to specify the following:
i.

For hedging relationships that currently use a quantitative method
to assess effectiveness, that subsequent prospective and
retrospective effectiveness assessments shall be performed
qualitatively in accordance with paragraph 815-20-25-3(b)(2)(iv)(03)

ii.

For hedging relationships that currently use the shortcut method
to assess effectiveness, the quantitative method that would be
used to perform assessments of effectiveness in accordance
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with paragraph 815-20-25-117A if the entity determines at a later
date that use of the shortcut method was not or no longer is
appropriate.
The following table summarizes transition elections related to targeted
improvements to reduce cost and complexity for hedges existing as of the date
of adoption.
Applicable
section
5.3.20:
Criteria for
qualitative
effectiveness
assessments

New guidance

Summary of transition election

Subsequent
prospective and
retrospective
hedge
effectiveness
assessments may
be performed
qualitatively.

An entity is permitted to amend the hedge
documentation for existing hedging
relationships to indicate that subsequent
assessments of effectiveness will be
performed qualitatively, without dedesignating
the existing hedging relationships. [815-20-653(e)(5)(i)]

[815-20-25-79]

5.4.30:
Shortcut
method

Documentation at
inception of hedge
of which
quantitative
method will be
used to assess
hedge
effectiveness if
shortcut method is
inappropriate.

An entity is permitted to amend the hedge
documentation for existing shortcut method
hedging relationships without dedesignating
the existing hedging relationships. [815-20-653(e)(5)(ii)]

[815-20-25-117A]

6.5

Prospective transition guidance for new
presentation and disclosure requirements
Excerpt from ASU 2017-12
> Transition Related to Accounting Standards Update No. 2017-12,
Derivatives and Hedging (Topic 815): Targeted Improvements to
Accounting for Hedging Activities
815-20-65-3 The following represents the transition and effective date
information related to Accounting Standards Update No. 2017-12, Derivatives
and Hedging (Topic 815): Targeted Improvements to Accounting for Hedging
Activities: …
j.

On a prospective basis only for existing hedging relationships on the date
of adoption (in all interim periods and fiscal years ending after the date of
adoption), an entity shall:
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1. Present the entire change in the fair value of the hedging instrument in
the same income statement line item as the earnings effect of the
hedged item when the hedged item affects earnings (with the
exception of amounts excluded from the assessment of hedge
effectiveness in a net investment hedge) in accordance with
paragraphs 815-20-45-1A and 815-20-45-1C
2. Disclose the items in the pending content that links to this paragraph in
Subtopic 815-10.
k. An entity shall provide the following disclosures within Topic 250 on
accounting changes and error corrections:
1. The nature of and reason for the change in accounting principle
2. The cumulative effect of the change on the opening balance of each
affected component of equity or net assets in the statement of
financial position as of the date of adoption
3. The disclosures in (1) through (2) above in each interim and annual
financial statement period in the fiscal year of adoption.
The presentation and disclosure guidance amended by ASU 2017-12 should be
applied prospectively for hedging relationships existing on the date of adoption.
[815-20-65-3(j)]
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Index of Q&As
2.

Recognition and presentation
2.2.10

What are the implications of eliminating the requirement to
measure and disclose ineffectiveness?

2.2.20

Why did the FASB eliminate the term ‘ineffectiveness’?

2.2.30

Is an entity permitted to deliberately overhedge or
underhedge?

2.2.40

Is income statement classification affected for derivative
instruments not designated in a hedging relationship?

2.2.50

If the hedged item affects more than one line item, where
should the effect of the hedging instrument be presented?

2.2.60

Where is the effect of the hedging instrument included in
the assessment of hedge effectiveness presented for a cash
flow hedge when the forecasted transaction is probable of
not occurring?

2.2.70

If cash flow hedge accounting is discontinued, where should
the amounts reclassified from AOCI be presented in
earnings?

2.2.80

Are there specific considerations when a hedging
instrument designated in a cash flow hedge has a non-zero
fair value at hedge inception?

2.2.90

What may be excluded from the assessment of hedge
effectiveness?

2.2.100

Can the cross-currency basis spread be an excluded
component when a cross-currency interest rate swap is
used in a net investment hedge?

2.2.110

Should the approach used to recognize the excluded
component be applied consistently for similar hedges?

2.2.120

What is a systematic and rational method to recognize an
excluded component?

2.2.130

Where is the effect of the excluded components presented
in earnings?

2.2.140

How does an entity account for the amounts included in
AOCI related to an excluded component if hedge accounting
is discontinued?

2.2.150

How does an entity account for amounts in AOCI related to
an excluded component if it is probable that a forecasted
transaction will not occur?

2.2.160

Should the method to recognize the excluded component be
applied consistently for similar hedges executed before and
after the adoption of ASU 2017-12?
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3.

4.

2.3.10

Is an entity permitted to change the method it uses to
assess effectiveness of a net investment hedge?

2.3.20

Is an entity permitted to change the method it uses to
assess effectiveness of a net investment hedge on
transition?

2.3.30

What does an entity consider in changing its method of
assessing effectiveness for a net investment hedge?

2.3.40

What does an entity consider when it dedesignates and
redesignates a net investment hedge?

New hedging strategies
3.2.10

Can rates other than those listed above be used as
benchmark rates in the United States?

3.3.10

If the contractually specified interest rate is not a benchmark
interest rate, can the shortcut method be applied to that
cash flow hedging relationship?

3.4.10

If there is a change to the hedged risk in a cash flow hedge
of a forecasted transaction, is the hedging relationship
automatically dedesignated?

3.4.20

Does the ability to change the hedged risk also extend to the
hedged forecasted transaction?

3.4.30

Can an entity hedge an index or rate that is not specified in
the contract?

3.4.40

Can an entity hedge a contractually specified component of
a forecasted purchase or sale of a nonfinancial asset in a
spot market transaction?

Fair value hedges of interest rate risk
4.2.10

Why would an entity designate only the benchmark rate
component?

4.2.20

Which benchmark interest rate may be used for
measurement purposes when hedging only the benchmark
rate component?

4.2.30

What is the benchmark rate component if the hedged item
is a nonprepayable financial instrument?

4.2.40

What is the benchmark rate component if the hedged item
is a prepayable financial instrument?

4.2.50

What is the benchmark rate component if the hedged item
has a premium or discount at hedge inception?

4.2.60

Can the benchmark rate component of the contractual
coupon be used if it is greater than the entire coupon?

4.2.70

If an entity uses the benchmark rate component to measure
the change in fair value of a hedged item, must it do so for
all similar hedging relationships?

4.3.10

Why would an entity designate a partial-term hedge?
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4.3.20

Does the partial-term hedge guidance address some of the
challenges with hedging prepayable instruments?

4.3.30

Can the partial-term hedge guidance and the guidance for
hedging only the benchmark rate component be applied to
the same hedging relationship?

4.3.40

Are specific conditions required to be met to apply partialterm hedging in a fair value hedge of interest rate risk?

4.3.50

Can an entity apply hedge accounting to more than one
partial term of a single instrument?

4.3.60

What is the amortization period for the hedged item’s basis
adjustment in a partial-term fair value hedge?

4.4.10

Why would an entity elect to consider only the effect of
changes in the benchmark interest rate on the decision to
prepay the financial instrument?

4.4.20

Is an entity required to consider only how changes in the
benchmark interest rate affect the decision to prepay?

4.4.30

What instruments are considered prepayable for purposes of
paragraph 815-20-25-6B?

4.4.40

How does paragraph 815-20-25-6B apply to non-convertible
debt with embedded contingent call or put options?

4.4.50

How does paragraph 815-20-25-6B apply to debt that is
convertible during the hedge term?

4.4.60

Does the election to consider only how changes in the
benchmark interest rate affect the decision to prepay a debt
instrument have to be applied to all prepayable hedged
items?

4.5.10

What conditions need to be met to apply the last-of-layer
method to a portfolio of prepayable financial assets?

4.5.20

What conditions need to be met for a last-of-layer hedge to
pass the similarity test qualitatively?

4.5.30

What is needed to support the entity’s expectation that the
last of layer will remain outstanding at the end of the hedge
term?

4.5.40

What financial instruments can be included in the portfolio
under the last-of-layer method?

4.5.50

Can the last-of-layer method be applied to a portfolio of
financial liabilities?

4.5.60

Must an entity assert it is ‘probable’ that the balance of the
last of layer will remain outstanding at the end of the hedge
term?

4.5.70

When does a last-of-layer hedge have to be discontinued?

4.5.80

During the hedge term, how should the fair value hedge
basis adjustment related to the last of layer be allocated to
the individual assets in the closed portfolio?
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5.

4.5.90

During the hedge term, is an entity required to allocate the
basis adjustment related to the last of layer to comply with
the credit losses guidance in Topic 326?

4.5.100

During the hedge term, if any of the assets in the portfolio
from which the last of layer is derived are sold, is an entity
required to allocate the related basis adjustment to individual
assets?

Improvements to reduce cost and complexity
5.2.10

Was the simplified hedge accounting approach revised by
ASU 2017-12?

5.2.20

Which private companies and not-for-profit entities may
defer preparing certain elements of the initial hedge
designation documentation?

5.2.30

Why was additional relief granted to certain private
companies and certain not-for-profit entities?

5.3.10

Why are certain private companies and certain not-for-profit
entities without quarterly reporting requirements required to
perform quarterly hedge effectiveness assessments?

5.3.20

What factors are considered to ‘reasonably support’ an
expectation of high effectiveness on a qualitative basis?

5.3.30

Is an entity required to use qualitative effectiveness
assessments for all similar hedges?

5.3.40

When the hedging relationship does not have perfect offset,
how does an entity reasonably support its expectation of
high effectiveness on a qualitative basis in subsequent
periods?

5.3.50

Under what circumstances is a subsequent quantitative
assessment required if an entity initially elects to perform
qualitative assessments?

5.3.60

If required, for what periods are subsequent quantitative
assessments to be performed?

5.3.70

What is the consequence of failing to identify that an entity
could not reasonably support performing qualitative
assessments in a prior period?

5.3.80

Is an entity that was required or elects to perform
quantitative effectiveness assessments permitted to revert
to qualitative effectiveness assessments?

5.4.10

Why did the FASB allow either a 31-day period or a fiscal
month in applying the critical terms match method?

5.4.20

Can the 31-day period (or same fiscal month)
accommodation be used in qualitative assessments?

5.4.30

If the critical terms cease to match after hedge inception, is
an entity required to discontinue applying hedge accounting?
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6.

5.4.60

What happens if an entity does not document a quantitative
effectiveness assessment to be used if the shortcut method
was not (or no longer is) appropriate?

5.4.70

If the shortcut method was not (or no longer is) appropriate,
as of what date(s) should the quantitative assessments be
performed?

5.4.80

Is an entity required to document a quantitative
effectiveness assessment method for all similar hedges that
use the shortcut method?

Effective dates and transition
6.2.10

Is an entity required to adopt ASU 2017-12 at a certain point
in time within an interim period?

6.2.20

If a public business entity early adopts ASU 2017-12 in an
interim period, what are the relevant considerations?

6.4.10

What date is used to determine the cumulative basis
adjustment when modifying the measurement methodology
for a fair value hedge of interest rate risk?

6.4.20

What date is used to determine the benchmark rate if the
current hedging relationship was previously dedesignated
and redesignated?

6.4.30

When transitioning to measure a hedged item based on the
benchmark rate component of the coupon, can an entity
rebalance an existing hedging relationship?

6.4.40

What transition approach is required to apply the partial-term
hedging guidance?

6.4.50

On what date in the period of adoption can an entity transfer
securities from the HTM to the AFS category?

6.4.60

Is there any restriction on selling AFS securities after
transferring them from the HTM category on adoption of the
ASU?

6.4.70

Would planned dispositions of securities that will be
transferred to AFS on transition impact an entity’s ability to
assert that it intends to hold a security until maturity before
transition?

6.4.80

Are there any disclosure requirements for securities
transferred from the HTM to the AFS category?

6.4.90

What financial instruments are eligible to be transferred
from the HTM to the AFS category?

6.4.100

What is the transition guidance for an existing hedging
relationship with a non-zero fair value derivative designated
at hedge inception?

6.4.110

Can the transition provision for excluding cross-currency
basis spreads in cross-currency swaps be applied to a cash
flow or a net investment hedge?
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Index of examples
2.

Recognition and presentation
2.2.10

3.

4.

5.

6.

Comparison of approaches to recognize the excluded
component for a cash flow hedge

New hedging strategies
3.3.10

Forecasted issuance of fixed-rate debt

3.3.20

Forecasted issuance of debt when it is not known whether
the interest rate will be fixed or variable

3.4.10

Normal purchases and normal sales scope exception not
met

3.4.20

Normal purchases and normal sales scope exception is met

3.4.30

Contractually specified component in an existing contract

3.4.40

Not-yet-existing contracts

3.4.50

Contractually specified component

3.4.60

Underlying index or price as a contractually specified
component

Fair value hedges of interest rate risk
4.2.10

Benchmark rate component for assessment and
measurement

4.4.10

Applying paragraph 815-20-25-6B to a callable bond

4.4.20

Applying paragraph 815-20-25-6B to a non-convertible bond
with embedded contingent put

4.5.10

Discontinuation of a last-of-layer method hedge

Improvements to reduce cost and complexity
5.2.10

Timing of preparing initial hedge documentation

5.3.10

Timing of performing quarterly hedge effectiveness
assessments for certain private companies and certain notfor-profit entities

5.3.20

Whether an expectation of high effectiveness can be
reasonably supported in subsequent periods

Effective dates and transition
6.2.10

Adopting ASU 2017-12 by retrospectively adjusting previous
interim periods

6.4.10

Dedesignating a portion of the hedged item

6.4.20

Hedged risk is changed to the variability in the contractually
specified component
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KPMG Financial
Reporting View
Insights for financial reporting professionals
As you evaluate the implications of new financial reporting standards on
your company, KPMG Financial Reporting View is ready to inform your
decision-making.
Visit kpmg.com/us/frv for accounting and financial reporting news and analysis
of significant decisions, proposals, and final standards and regulations.

US news
& views

CPE

Reference
library

Newsletter
sign-up

FRV focuses on major new standards (including revenue recognition, leases and
financial instruments) – and also covers existing US GAAP, IFRS, SEC matters,
broad transactions and more.
kpmg.com/us/frv
Insights for financial reporting professionals
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