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OVERVIEW

Accounting for securities varies, deperding on several factors: the type and
marketability of the security, management’s intended holding period for the
security, the nature of the transaction, and the type of entity holding the security.
The major accounting issue {or securities is how they are measured in the
financial statements.

An entity may elect to carry any security at fair value with changes in fair
value being recorded in'net income. If the “fair value option” is not used, an
investor that has thie intent and ability to hold a debt security to maturity may
classify the security as “held-to-maturity” and carry it at amortized cost. All
other debt securities and investments in marketable equity securities that do not
convey significant influence or control over the investee must be carried at fair
value. Investments in securities that are bought to generate profits on short-term
price changes are called “trading.” Changes in fair value of trading securities are
recorded in net income. Investments in securities that an investor intends to hold
for indefinite periods of time are called “available-for-sale.” Changes in fair value
of available-for-sale securities are recorded in other comprehensive income.
There are restrictions against certain transfers between the classifications of
securities.

Nonmarketable equity securities that do not convey significant interest are
generally carried at cost, unless the fair value option is used.

Impairment is recognized in earnings when a decline in value has occurred
that is deemed to be other than temporary, and the current fair value becomes
the new cost basis for the security. Numerous disclosures are required about
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securities, including the net carrying amounts, fair values, and maturities, N,
for profit organizations follow different rules,

g |
AUTHOR’S NOTE: Readers should refer to the Important Notice in the
Preface of this book for a discussion of the current status of the FASB's project
on the accounting for financial instruments. After exploring various approaches,
the FASB decided to principally retain existing accounting guidance for classify-
ing and measuring investments in debt securities, resulting in very limited
changes to current GAAP, except with regards to impairment of held-to-maturity
and available-for-sale securities. On the other hand, the FASB decided that al| !
investments in equity securities, except those accounted for under the equity
method of accounting, should be measured at fair value with changes in fair
value recognized in net income, with a practical expedient that would allow
investments in equity securities that are not publicly traded to be carried at cost
with adjustments for impairment and observable changes in value. Readers

4
should be alert to the issuance of a final standard, which is expected in late 2015,
=l

BACKGROUND

Accounting for investments in securities

Investments in Debt and Equity Securities; ASC 323, Equity Method and Joint Vey.
tures; and ASC 810-10, Consolidation/Ox.

erall. Accounting for securities held bt
not-for-profit organizations is covered
Investments/Debt and Equity Securities.

ASC 320 addresses the accounting for debt securities and investments R
equity securities with readily determinable market values where the drwestor
does not have significant influence or control over the investee company (se-
called “passive” investments). When an investor has significant.infiience over
another entity, the investor does not account for the securitiss ag financial
instruments—rather, the investor applies the “equity methsa,” a specialized
accounting model that reflects the level of participation i the operating and
financial decisions of the company. ASC 323 discusses the “equity method” of
accounting for equity securities. Investments in equity securities that do not have

Exhibit 2-1 provides an overview of the applicable literature to decide
whether an investment in stock should be accounted for under the cost method,
the equity method, or consolidation. Consolidation and the equity method are

robust accounting topics that are covered in depth in Wolters Kluwer's GAAP
Guide, Chapters 47 and 20, respectively.

Definition of a Security

Whether a financial instrument is a security or not is important, because invest
ments are accounted for differently,

depending in part on their legal form. (The

is addressed primarily by ASC 32

by ASC 958-320, Not-for-Profit Entitie:

)
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. ity in
T, ity"” after the definition of a securi :
ary , “Security” was modeled . L secur
Ugrlﬁizsrm Ctgmmercial Code that exi‘sfed whenﬂtl'l.e gmydi:lzgdﬂ;:}:oﬂm;}:mmts-
g ine for investments in securities was O ginall i
the accounting

ing purposes: a security is:

ShBIe parl:lapatlon or other interest in PI‘OpEl‘ty Qor 1IN an Enterpnse Q!
A v ’

i i ted by an
igati issuer that (a) either is represen
st Ozlégehobearern o ﬂols r]:glsl:ered form or, if not represent}e}d lg 3?1
jnstrummlment e ;ntered in books maintained to I:BCOI‘d tran_séers xy n
g:ashalf O?I:lt‘:eliss:texg (b) is of a type commonly deatlt 1;11 Ogm ri-i- exch aEdngm
‘ an instrument, \ ogniz
i or,kg;e;; ﬁpi;:ff:clltﬁ Eijgalt in as a medium for investment, and (c)

Y 5e S
th. 1s one 0:[ a C]ﬂSS Or series or b its tEIIIkS 15 leISIble into a Class or rie
either

icipati interests, or obligations.
f shares, participations, in | 3 . ‘
} instrument must be tested against the accounting deﬁm?o‘I:, ::c[)) dete(z)rn
Eacll;l ttll:';gr it is a security. The FASB resolved the question for a e mm
mine whe

instruments: ‘ ' . .
P rits receivable, leases, and loans, mcluc_hx_lg_ conforming mo m%l Egss
oy lLcl insured loans, do not meet the def.u}ltim} of a Swéztiﬁgn -
}23:?1 aI:hey have been converted into securities (in & ;:cc:-rr;ty"}. :
‘%}ou’;;h a debt restructuring). (ASC glossary term, ASC
320-10-55-2 and 55-3) — )
tions to buy and sell securities are derivatives tilat S;gzlr?ﬁe ;
: Mosatar?iid for under ASC 815, Derivatives and Hedgcflmg,dno de;sr e
(AS i t is considered a
5) Whether an instrument 15 shivitive
(Asixiﬁg-gw};i?pgses is discussed in detail in Chapter 12, “Derivatives
acco
Accounting.” : N
securities have embedded derivatives that must beﬁ acco;:‘;tzi a;_
me tely under ASC 815-15, Derimﬁves,f_mbeddedﬁ Derlwzz :f,:]:;h For exam
i e 3::lzme:r'uf;s in convertible debt securities that involve ph ‘ g; e
e ku;v:fe considered to represent a debt instrument (thi 5_;; 0l
::?; an embedded equity derivative (an option). (ASC 815-

tis a
o If an embedded derivative is separated from a host contract tha

security, the remaining security-host component is accc:-:.mtf.d ;for( ;55 g
rlg ; that does not contain an errtbedcled’dzntn;?lﬁ éhapter
93'331&{5-?(21}] Embedded derivatives are discussed in de

13, “Embedded Derivatives.” | - f
In addition, the SEC staff believes that beneficial interests that are in the form

i her
PRACTICE POINTER: It is not advisable to gr-.‘r;erarl;'zc:~t agz:tiﬁ;%:i t;f
iti xample,
i instruments are securities. For e i e
cenam‘tw%%ss;fu:guld not meet the definition, but a qegottable _CDﬂn:]g; £
CDIL?E;iScl)n; arise about whether a particular instrument is a security,

necessary to engage legal counsel.
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~ OBSERVATION: Under current GAAP, securities
. . A and N
'H-I-I-Ha?'mans, are accounted for differently. Practitioners shouir:jm:;s:ijrt:.?s’ SUch
‘—'-‘a_;qapuntmg arl‘:uiirage.‘ that is, the ability to select between different ag Izant‘ =
modals _that exist between securities and other forms of investment c; e
that the instruments are properly categorized for accounting p“mOSesan ensure

|

Debt Securities

A debt security is a security that represents a creditor relationship (i.e
€., one p

owes another party a specified or determinable amount of money). For
. examp

according to the ASC glos . ,
: sary term, “Debt Securitv” ;
instruments are considered debt securities: Uiy’ the following types
® U.S. Treasury bonds, notes i
, , and bills and
* Municipal bonds govemnment agency securities

® Corporate bonds and commercial paper

® Securitized debt instrum, i

7 ents, including coll i
ti collat .

: ons (CMOs) and real estate mortgage ].Eves E'rtabcoznedd u?;:ﬁgage obliga-
Interest-only and principal-only strips 2

® Preferred stock that i
§ mandatorily red
redeemable at the option of the inve};tor e

by the issuer or that s

c d in equity fi

Present a creditor relationshj quity form that nonethsiscy |
. 3 see N

cial Interests in Securitized Final::zgia.{ éfefsfmﬂ, Investments—Qfiici/Ben ofie

Similar ins i
truments issued by foreign entities are also debt séturities

Applicability of ASC
320
320, whether marketable or not.

All debt securities are accounied for under ASC

* Common, preferred, and other capital stock.

® Warrants and opt;
Ptions that do not meet niti
Chapter 12, “Derivatives Accounting”) the definition of a derivative (see T

® Convertible debt |
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[nvestments in convertible debt and preferred stock that is either
andatorily redeemable by the issuer or redeemable at the option of the investor
I:lre considered debt securities for accounting purposes, 1ot equity securities.

—

PRACTICE POINTER: Chapter 16, “Issuer's Accounting for Equity Instru-
ments and Related Contracts,” addresses the characteristics of equity securities

from the issuer's perspective.

o

The accounting for equity securities generally depends on whether the

+v has a readily determinable fair value, that is, whether it is marketable.

As described in the ASC glossary term, equity securities are considered to have a
“Readily Determinable Fair Value” in the following circumstances:

¢ A US. equity security: Bid/asked quotations or sales prices are currently
available on a securities exchange registered with the Securities and
Exchangv Commission or in the over-the-counter (OTC) market, provided
that @he quotations or prices are reported by NASDAQ or by OTC

Maxrksts Group Inc.

»Aq equity security traded only in a foreign market: The foreign market
has a breadth and scope comparable to one of the U.S. markets described

above.

o A mutual fund share: The fund determines and publishes fair value per
share data and those amounts are the basis for current transactions. An
investment in a mutual fund that invests only in debt securities is an
equity security. (ASC 320-10-50-4 and 55-9)

Restricted stock Restricted stock is considered not to have a readily deter-
minable fair value if governmental or contractual restrictions limit the sale of the
stock for one year or more from the date of acquisition. (ASC glossary term,
“Readily Determinable Fair Value”) A security that can be expected to qualify for
sale within one year (e.g., under Rule 144 or similar rules of the SEC), is deemed

to have a readily determinable fair value.

PRACTICE POINTER: Stock of the Federal Reserve Bank or Federal Home
Loan Bank held by member banks is considered restricted stock. (ASC

942-325-25-1)

Applicability of ASC 320 If an equity security has a readily determinable
fair value and does not convey control or significant influence, it must be
accounted for under ASC 320. If an equity security does not have a readily
determinable fair value and does not convey control or significant influence to
the investor, it is accounted for using the cost method under ASC 325, unless the
investor has elected the fair value option in ASC 825-10, Financial Instruments/
Overall/Fair Value Option Subsections (see Chapter 19, “The Fair Value Option for
Financial Instruments”) or if the investor is an insurance enterprise (see below).
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PRACTICE POINTER: If a nonmarketable equity security is convertible into
a marketable equity security, or vice versa, the investor should evaluate the

y holds. For example, a

into marketable common stock
scope of ASC 320. Itis
nt to the nature of the
debt security, the
of its marketability,
ed derivatives that

marketability of the security that he or she currentl
nonmarkeiable preferred stock that is convertible
is considered nonmarketable, and therefore is outside the
not appropriate to “look through® the current investme
potential or underlying asset. If the convertible instrument is a
security must be accounted for under ASC 320, regardless
(ASC 320-10-55-2) Such instruments may contain embedd

require separate accounting. See Chapter 13, “Embedded Derivatives.”

Insurance company exception Investments

ities that are held by a for-profit insurance enterprise are reported at fair

Changes in fair value are reported as unrealized gains and losses, net of a
ble income taxes, in other com

944-325-35-1, and 944-325-45-1, Finan

pplica
prehensive income. (ASC 944-325-30-];

cial Senrfces—fnsumnceﬂnvestmentswfker)

in nonmarketable equity secuf:j

valué

OBSERVATION: It is unclear why insurance com
carry nonmarketable equity securities at fair val
investing in private equities.

panies are required to
lue, but not other types of entities

==

OBSERVATION: Under current GAAP,
vestments in securities that afford the invest
method) or control (consolidation). However,
mon stock—is indisputably a financial instru

excluded consolidated investments from standards that account o
instruments at fair value but has

equity method investments.

=

there are “special” models for iy ’
or significant influence (the equity’
the form of the investment.—com-
ment. The FASB consistenty has

financial
permitted the fair value option in ACC 825-10 for

EXHIBIT 2-1
DECIDING WHICH LITERATURE APPLIES TO EQUITY SECURITIES

Eligible for ASC

825-10, Fair
Value Option  General Principle, if Fair
Level and Type of Subsections Value Election Is Not
Ownership Relevant GAAP Election Made

Stock of a corporation ~ ASC 505-30 Report as treasury
held in its own treasury stock, not as an asset.
< 20% ownership of ASC v If not marketable, cost
voting common stock 323-10-15-8 method applies, as
leads to the presumption discussed in ASC
that the investor does not 325-20. If marketable,
have significant

apply ASC 320.
influence, absent

evidence to the contrary

L ||. I UL T

Investments in Debt and Equity Securities

2007

Eligible for ASC

825-10, Fair o et
tion  General Prlnt_::ple, i
gﬂ::eg{;uns Value Elfq:tt;gn Is Not
wg::;gil;:e o Relevant GAAP Election :
/ Equity method applies.
20% investment in ASC - v quity
ioﬁng common stock, ~ 323-10-
absent evidence to the
contrary, leads 0 the
presumption that_tps
investor has significant -
Cemapioet 250 e it
Ut the con
sri\si‘tilgﬁ?:ﬁuence in 323-10-15-10 %ﬁability R
f::gc 323 stands until T
overcome by evidence e
O exclusive control by
majority owner.
/ ity method applies.
tefoint ventures  ASC 323, ASC v Equity
Pt - el Provides examples of
RgaEHeto Inysstment ﬁr?c?;ra;gg factors th_a}’ su%g:s; rlhuc;
¥ I ility to influe
trfztsvl}rﬁﬁtl-irns; service 810-10, ASC ca:g:i?o { kil 8
gldrporation B the ownership level.
uity method would
hip interests and ASC 323-30, v Egne?aliy r
e fires ASC 970-835, g ¥
iy ASC appropriate.
g / SEC registrants must
i s 5y ' account for investments
:;:{glrtee:m?a RS > 3 to 5% under the .
equity method, even if
they do not have
significant influence.
. uity method would
Investments in LLCs ASC . Y ggneﬁr;lly o
s aaeie appropriate. _
f ASC Consolidation applies.
> 50% ownership O )
outstanding voting 810-10-15-10
shares

:|'m.'n"r5|'i||i|i-|||ir'|||+|li-l UL




T I'LE|Ii|||'I HILT

2008 Financial Instruments

Eligible for ASC
825-10, Fair
Value Option  General Principle, if f
Level and Type of Subsections Value Election Is
Ownership Relevant GAAP Election Made

Effect of veto rights held ASC

(if consolidation Certain types of vetg
by minority shareholders 81 0-10-25-2

presumption is  rights can overturn

through 25-14 overcome) consolidation
presumption for maj
owner. i
>50% investment in ASC Equity method applies;
voting common stock 810-10-15-10(a)(1)) majority owner has

generally results in
consolidation, but other
methods apply if control
does not rest with the
majority owner

significant influence, Jf
not, cost method
applies. If marketabls,
apply ASC 320.

Other Instruments That Must Be Accounted for Like Securities

ASC 815 provides a scope exception for interest-only
with specific characteristics, A security that qualifies for the scope excepti@#
should be accounted for like a debt security, as discussed in this section. Ag
interest-only strip or principal-only strip is outside the scope of ASC 815 if it
meets both of the following conditions:

® It represents only the rights to receive only a specified proportion of thJ

contractual interest or principal cash flows of a specific debt instriient,
and '

and principal-only stripy

® It does not incorporate any terms that are not
instrument,

Except for instruments that are within the scope of ASC 815, financial assels
(such as interest—only strips, other beneficial interests issuedin securitization
transactions, loans,
otherwise settled in such a way that the holder would not recover substantially
all of its recorded investment must be subsequently measured like investments in
debt securities under ASC 320—whether or not they are actually securities. (ASC
860-20-35-2 and 310-10-35-45) All of the measurement provisions of ASC 320,
including impairment and transfers, and the related interpretive guidance apply
to instruments with these characteristics. (ASC 860-20-35-3) However, the disclo-
sure requirements of ASC 320 need only be applied to instruments that are
actually securities, (ASC 860-20-35-3)

present in the orizinal debi'l

PRACTICE POINTER: This provision applies primarily to prepayable debt
instruments purchased at a significant premium over the amount at which they
can be prepaid and prepayable instruments with no “principal” balance, such as
interest-only strips. ASC 320 requires that instruments with significant prepay-
ment risk be carried at fair value, not amortized cost. (See restrictions under
“Held-to-Maturity Securities” section.)

T

to be preP

or other receivables) that can contractually be prepaid or .
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e “ ents 5001

Computation of net proceeds
Fair Value of _'::
i Vlue CHAPTER 5
Gain on sale calculation ' ANSFERS OF FlNANClAL ASSETS
Net proceeds 800.000 p-
Carrying amount of loans sold (725 E;aog
Gain on sale - GONTENTD
75,000 5001
Journal entries 5002
Cash 728,000 G0z
Servicing asset 32,000 ing for Transfers of Financial Assets 5005
I-O strip 40,000 s ined
Loa.lns tory Considerations 5024
Gain on sale ansideraﬁons _ i Fas 522«;
To record fhe transfer of receivables and recognize the I-O strip and se ] '!hﬁt'?“mai Financial Reporting Standards (IFR } :026
?s_ser obtained. Subsequently, the servicing asset would be measured at ef W_—. - D
a:r'value_e with changes in value recognized in eamings or amortized and t e
for impairment, based on the election made under ASC 860-50-35.
OVERVIEW

“r. phrase mransfer of financial assets” can refer to many types of common
~ansactions, including sales, exchanges, securitizations, and pledges of collat-
" eral, This chapter discusses provisions of GAAP that apply to all transfers of
: financial assets and discusses the application of those provisions in general.
Qther chapters of this book further discuss certain types of transfers, including
securitizations (Chapter 6, “Securitizations”) and repurchase agreements and
securities lending transactions (Chapter 9, “Repurchase Agreements, Securities
Lending Arrangements and Other Pledges of Collateral”).
& :,1..&ccos.ml:ing for a transfer of financial assets is straightforward when the

transferor has no continuing involvement with the transferred asset or with the

transferee. However, when the transferor retains an interest in the transferred
assets or is involved with the transferee in some way, questions arise about
whether the transfer should be accounted for as a sale or a secured borrowing.
‘Where the transfer meets the requirements to be treated as a sale, the transaction
is said to achieve “off-balance-sheet accounting.” Achieving off-balance account-
ing in a transfer of financial assets is very important for many companies,
particularly those concerned about capital requirements, debt ratios, and the
pattern of earnings.

, ] Accounting for transfers of financial assets is more complicated than ac-
| counting for transfers of other types of assets in part because the underlying

transactions tend to be more complicated. For example, the cash flows of a
' financial asset can be divided and “owned” simultaneously by different parties.
T,he accounting for transfers of financial assets is built on a “control” framework,

under which assets are treated as sold (and therefore are removed (derecognized)

1 from the books of the transferor) when control of those assets is surrendered. To

conclude that control has been surrendered, the transferor must conclude that the
assets in question are legally out of its control, even in the event of bankruptcy,
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and the transferor must also conclude that it does not effectively retajn o
through contractual provisions or other arrangements. 1

When derecognition of a financial asset occurs, the transferring .
records any proceeds it receives or obligations it incurs at fair valy
quently, those interests are accounted for under other GAAP, dependi
instrument type. When control has not been surrendered, the trang
accounted for by both parties as a secured borrowing,

BACKGROUND

ASC 860 provides guidance on the accounting for transfers of financia|
ASC 860 uses terminology that may not be familiar to some accountz
market participants. Exhibit 5-1 provides a translation between ASC 50
common usage. b

continuing involvement with the transferred assets or with the tiansferee g
ally raise no accounting questions. Such transactions are treated the same

Of course, transfers of financial assets often (o involve various
continuing involvement, raising questions about whether the transfers shot

ing. The answers to these questions are often extremely important to tra
| In some cases, this is because the transferor is subject to regulatory requi
or debt covenants that begin with assets or liabilities as reported under G2

other cases, the transferor is simply concerned with market reaction to re
levels of assets or debt.

el

. Examples of transfers of financial assets that often involve continuing i

volvement include:

® Securitizations, in which assets are transferred to a special-purpose e
which issues beneficial interests (debt or equity securities) to inve
finance the purchase of the transferred assets,

* Factoring arrangements, in which an entity sells accounts receivable
with some form of recourse. :

EXHIBIT 5-1
TERMINOLOGY FOR TRANSFERS OF FINANCIAL ASSETS
Common Usage
ASC 860 Sale Borrowing E
“Transferor” Seller of asset Borrower of cash; collateral provider-{ U
“Transferee” Buyer of asset Lender of cash

Accounting for transfers of financial assets where the transieror hagj

the sale of any other asset would be treated, and there is fittle need for guidan
on those transfers. g

accounted for as a sale, with the transferred assets derecognized, or as a bor#

Transfers of Financial Assets 5003

s e ot oo e oot
needed to cover open positions,

= i i ities are sold for cash in a transac-
wa;;ﬁi}?ef ’a? :;eihnf:ﬁfr t;‘?aisﬂle seller will repurchase the
. ia; t-léis at a later date. ‘ n
. Parﬁcipaﬁons, which involve the sale by a lender of portions of i
s in a loan.
rESts zla:tples of continuing involvement that may occur in these or
: ?:rlsif financial assets include:
S tinuing to service a financial asset that has been transferred.
L medmg recourse to the buyer of the transferred asset. -

B g in the revenues from the transferred asset (e.g., obtaining an
= mt 5uly strip or residual interest).

e
ey . = .

s Holding a forward contract or an option contract to repurchase the
N iansferred asset.

_—

SCOPE
=

: : s et o d the treasury
iy ide-raneing effect on financial institutions an ;
@’860 al;asotha ermt;-pes if %nmpanies. For example, the following types of
transa actions are all considered transfers of financial assets:

s Sales of receivables, either with or without recourse
B iritizations
~ ® Lopan participations
. ® Factoring arrangements
|-|] -# Secured borrowings
~® Bond swaps
~ » Repurchase agreements
- * Dollar rolls
* Securities lending transactions .
ASC 860 addresses transfers of financial assets that are recognized in the
‘balance sheet. For example, ASC 860 applies to transfers involving the following
® Receivables and loans
* Investments in debt and equity securities, except for investments that are
~ in-substance real estate

- * Minimum lease payments relating to sales-type and direct financing
L e leases and guaranteed residual values (ASC 860-20-55-26)
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® Derivatives, including derivatives accounted for under ASC g
not financial instruments (ASC 815-10-40-2 and 40-3, Derivatipes
ing/Overall/Derecognition) (Note: Derivatives that could become
would be subject to the extinguishment of liabilities Provisig
405 in addition to the transfer of assets provisions of ASC
860-10-40-40) See Chapter 11, “Extinguishments of Debt.”)

Beneficial interests in securitization trusts that hold nonfi
(unless the interests are held by a related party or the holde
consolidate the trust) (ASC 860-10-55-9). 1

Although the scope of ASC 860 is quite broad, there are a pypy
transactions that are very similar to transfers of recognized financial
are not within the scope of the guidance, and there are also a small pyp
transfers of recognized financial assets that are the subject of scope exce

EXHIBIT 5-2 ,
TRANSACTIONS EXCLUDED FROM THE SCOPE OF ASC 860
(ASC 860-10-15-4)

Applicable

Transfer of ... Reason for Exclusion if Any
Real estate and equity Not a financial asset ASC 360-20, ASC
methed investments that 815-10-40-2 and 40 2 &
are in substance real ASC 610 )

estate

Equipment under lease  Not a financial asset ASC 360-20. 45C 97
ASC 610
Future revenues (e.g.,as Nota recognized financial
royalties, income from a

business line) receivable)

Securitized stranded costs Not a financial asset (ASC
by utility companies 860-10-55-7 and 55-8)
Judgment from litigation ~ Not a financial asset (ASC —

(unless it represents a 860-10-55-10 and 55-11)
contract for fixed

ASC 470-10-18

payments) f

Minimum lease payments Not recognized in the ASC 840, Leases =

on an operating lease balance sheet -
Unguaranteed residual  Not a financial asset (ASC ~ ASC 840 and ASG 60-10
values on a lease 860-10-55-6) and ASC 840 '
Leveraged leases, money- Specific scope exception ASC 840
over-money and wrap
lease transactions
Bad debt recovery rights  Not recognized in the See Chapter 3

balance sheet (previously s

written off)

Stock of consolidated Special model for controlled See Chapter 16
subsidiary that holds more entity (ASC 860-10-55-13)

than just financial

instruments

.
allf1al

[
L

ASC 470:10-25-1, 2505
asset (such as an accounts 35:3; Dabt/Overall |

FmP cipal or interest payments) from a financial asset no long
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Applicable GAAP,

f Reason for Exclusion if Any
O
i See Chapter 16

Equity, not an asset fo the
y's own equity company (ASC

860-10-55-15) c

Not a transfer (each lender See Chapter

funds its own loan; the I_ead

lender is acting ai ;semoer}

(ASC 860-10-55 _

See Chapter 3 (re
g geren. o Ngéi‘i g%rﬁ?)r e structuring) and Chapter 8

Dg of 5 (origination fees)

Not a transfer (ASC ASC 958

sle contributions 860.10-15-4(d)

a

| PRACTICE
iremants of
“fiay that holds on

ies, i ttempt to get around the
TER: Some companies, In an a X |
FL?SI:}I 860, have considered selling prefe_rred‘ |nterests_nmth2
ly 1ﬁnanc'tal assets rather than selling interests |

: ; SRS t
.\ agsets themselves. As selling equity in a consolidated subsidiary is no
al

i i Itin
%ﬁd i t any such sales will resu
o isions of ASC 860, the hope is tha  will |
i m;p;’o :ésr:?:ontrolling interest (equity), ra?her tha?r;,j:sbfte ;{ﬁgagig};{;l’c?:{
i it views such transactions as '
o ta’Ia‘Lnllcti hlas concluded that ASC 860 should be applied.
" rements for sale account-

G staff has i :
se ite their form, _
: :};te:selr::t the transaction does not meet the requi

=% i hould be reflected as a secured borrowing, not the sale of a non-
it s

olling interest in a subsidiary.

' "j(:COUNTING FOR TRANSFERS OF FINANCIAL ASSETS

Unit of Account

L T LI T

f financial assets
In large ern about whether components of finan
@ﬂ ﬂe?ztn;?s:;ifll;si;zgl;ied, the FASB decided that derecognition should

k . rata portion of a financial
v occur if control of an entire financial asset or a pro P sh flows (e.g.,

er results in

t is surrendered. Therefore, giving up control of certain ca

derecognition.
The discussion of transfers of financial assets relates to transfers of:
~ » Entire financial assets;
~ ® Groups of entire financial assets;
* Participating interests of (ie., pro rata p
5i asset. . - :
" For a transfer of less than an entire financial asset to qualify for sale

: e i £ g
‘accounting, the interest being sold must quall_fy as a partu:gahfn%n ?tfe;ﬁzwmg
defined, A participating interest in a financial asset has all o

characteristics (ASC 860-10-40-6A):

ortions of) an entire financial
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(1) Proportionate ownership interest—From the date of the
interest represents a proportionate (pro-rata) interest in an e
cial asset. The percentage of ownership interests held by the 4
may change (e.g., if the transferor later sells another int
entire financial asset) as long as the resulting portions hgj
transferor (including any participating interest retained) and 4
meet the other characteristics of a participating interest.

(2) Proportionate cash flows—All cash flows from the entire trapg
asset must be divided among holders (including interests ret
the transferor) in proportion to their ownership share. Cash §
be allocated only if each cash flow is proportionately a
holders. Allocation of specific cash flows, such as all interest e
and all principal cash flows, does not meet this characteristic.
services performed deemed to be fair compensation are not ¢ _
Proceeds received by the transferor are also not considered
transferor receives an ownership interest in the financial a
results in it receiving disproportionate cash flows.

(3) No subordination—The rights of each participating interes't- :
(including the transferor if an interest is retained) have the s

ity cannot change in the event of bankruptcy or other receive

(4) No recourse—Participating interest holders have no recowsza
transferor (or its consolidated affiliates or agents) or to each :
does not include standard representations and warranties and
tual servicing obligations. Also, this does not include contraci
gations to share in benefits from “set-off rights” teceived (!
rights result in a party that has a payable and rectivable from thes
counterparty offsetting the two if the cauntetparty fails to pay
obligation). In addition, this provision fucuses only on rec
amongst parties to the participation. Recourse provided by aff
party guarantor does not preclude an interest from being a partid)
ing interest. (ASC 860-10-55-17M)

interest holders agree to pledge or exchange the entire financial assét

If a transferor transfers a portion of a financial asset and that porti
not meet the definition of a participating interest, the transfer cannot
, counted for as a sale and instead would be accounted for as a secured bo
For example, if a transfer of a participating interest involves the parti
interest holder having recourse to the transferor (other than standard rep
tions and warranties, ongoing contractual obligations to service the entire
cial asset and administer the transfer contract, and contractual obliga
share in any set-off benefits received by any participating interest holdet)
transfer must be accounted for as a secured borrowing. o«

ity and there is no subordination of participating interests. Alsg — .

(5) Cannot pledge or exchange individually—No party has the right
pledge or exchange the entire financial asset unless all participd
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: Prior to FAS-166, which was issued in 2009: and
prnﬁcﬂCE :gt:ggﬁgance in FAS-140, sale accounting could be applied to
G -mﬁ pre“componem" of a financial asset, under the theory that the cash
i ncial asset could each be controlled by different parties, and that

'mafmauld therefore derecognize the portions of a financial asset hat

i Sh(:sh flows it no longer controlled following a transfer. Hc_:-wevgr,
i e:acauidance on what constituted a portion or component of a financial
g I gors and others quickly began to become concerned abou_t transac-
o being accounted for as sales of components of financial assgts
i wiirﬁring that appeared to ensure continued control of the underlying
'-'-Gis::set by the transferor. (FAS-166, par. A14-A15)

1 ermits sale accounting only for transfers of “pc_:rhons" of
A'scir?s?gmqg:tspthat exactly mirror the cha‘racteristics of the original fﬁnan-
_ et However, in a securitization transacti‘on, a ira_n§ferc—r can transfer an'
'ﬁna-nci:f asset and the securitization ent.lty can c!mde the cash ﬂaws of
asse's into beneficial interests representing spec.rﬁc cash flows, surf: as
el ioa 1nﬁ interest cash flows, some of which can be |93|:|ed to the transferor.
i -m i might allow a transferor to achieve something akin to a sale of a non-
- [;;onion of a financial asset, the beneficial interests held by the trangfero;
;he securitization would be recognized at their fair value,’ r_mt at a portion 0
e historical carrying value of the transferred as§ets. Ir] _adq1t|or:', many secl.tl#
- entities must be consolidated. Chapter 8, “Securitizations discusses the

IW accounting for securitization transactions.

 —
@qimla for Sale Accounting

: i i i i f a trans-
Setermining whether control is surrendered includes -:_onslderahon of a
“ s contfnuing involvement in the transferred financial assets considering a]l
e ts made contemporaneously or in contemplation of the transfer, even if
are not made at the same time as the transfer. (ASC 860-10-40-4(c))

The transferor has surrendered control over transfe:frgd a_sset::-', (i.e., an entu\e
nsferred asset, a group of transferred assets, or a participating interest) only if
;:_ﬂ'le.fallowmg conditions of are met:

s Isolation: The transferred financial assets have been isolated from the
~ transferor—put presumptively beyond the _neach of the trau:’us.fen};—[1 and c:;
 creditors, even in bankruptcy or other receivership. Transferred finan
" assets are isolated in bankruptcy or other receivership only if the trans-
~ ferred financial assets would be beyond the reach of the powers of' a
~ bankruptcy trustee or other receiver for the transferor or any of its

consolidated affiliates. (Bankruptcy-remote entities used in multiple step
. transfers are not considered consolidated affiliates for this ?mpose.) Not-
?tl withstanding the isolation analysis, each entity involved in the transfer
,.I J-.' must be evaluated under consolidation guidance. (ASC 860-10-40-5(a))

~ * Transferee can pledge or exchange: Each transferee haﬁ ‘the right to
~ pledge or exchange the assets it received, and no cqndmon both (1)
. constrains the transferee from taking advantage of its right to pledge or
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OVERVIEW

ting for collateral in a transaction accounted for as a secured borrowing
rimarily on the extent of the secured party’s rights to use the asset. A

party generally should not record collateral received in a lending trans-
25 its own asset unless it is cash. However, if the borrower defaults under
of the agreement and is no longer entitled to retrieve it, the lender
| record the collateral as its own asset. A borrower should continue to
't on its balance sheet an asset it pledges as collateral but, if the secured
has the right to freely use the collateral, the assets should be reclassified

category that indicates their restricted status. Borrowers and lenders must
- certain information about assets pledged and received as collateral.

Securities lending arrangements involve temporary exchanges of securities

h, other securities, or guarantees with an obligation to return the same (or
‘similar) securities at a future date. Some securities lending transactions are
by the need for cash, and the securities function as collateral for the
Some securities lending transactions are driven by the need for a specific
- and the cash or other securities exchanged function as collateral. Re-
s of the participants’ motivation, the economics of these arrangements are

i *' Accounting for securities lending arrangements depends on whether the
| or has surrendered control over the assets, using the same criteria dis-
ed in Chapter 5, “Transfers of Financial Assets.” At first glance, the transferor
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in most securities lending transactions appears to maintain effective « o repurchase agreements are for short terms, often overnight. Some
because he has committed to repurchase the security. However, sev, » agreements do not have explicit settlement dates—that is, they re-
tional conditions must be evaluated to conclude definitively on the mattey di quict ding until one of the parties terminates the arrangement (called “till
When a securities lending transaction meets all the conditiong . notice” or TEN). The repurchase price is generally equal to the original

Or «

accounting, the transferor derecognizes the transferred asset, recog orice plus interest, typically at current money market yields. Economi-

proceeds as its own asset, and records a gain or loss. The transferee reCorde s ¢ “seller” is borrowing cash. A reverse repurchase a‘lgreement (“reverse
purchase of the transferred asset at fair value. Accounting for the - or “resale”) is the flipside of a repo—a reverse repo is the purchase Fae
(re}Purchase contract depends on whether the contract meets the definigg ' for cash, with a simultaneous agreement to resell the same or equwaler}t
derivative. . - at a later date for a specified price. Economically, the “purchaser” is

When a securities lending transaction must be accounted for as 3 eene 0l & cash. There .are se.veral kinds of ms.tochal arrangemen;s ;ellazitff{fsisgo
borrowing, the proceeds are reported as a payable by the transferps iU gussction, including tri-party repos, deliver-out repos, and ho Y

receivable by the transferee. The difference between the selling price and These custody arrangements can be relevant in determining whether the
" - dl .-y
repurchase price is recognized as interest expense and interest income - feror has surrendered control of the securities.

transferor and transferee, respectively. The security being loaned is cons;j
pledge of collateral

i PRAGYI!CE POINTER: Banks, broker-dealers, insurance companies, and
Receivables and payables from securities lending arrangements shoulgpa | gher fitianicial institutions use the term “repo” to refer to sales/repurchases and

be netted (offset) in the balance sheet unless the legal right of setoff %g:etem “reverse repo” to refer to purchases/resales. Investment companies
arevex; payebles and regeivalles tiat represent repurchase agreements E;J\\g, imutuél funds) use the same terminology to refer to the opposite

reverse repurchase agreements may be offset if several specific conditions i
met. ~ fran
" Q  Sip——
BACKGROUND Repurchase-to-Maturity Transaction A repo in which the settlement date of the

. . : . e
i roe— ggeement is at the maturity date of the financial asset and the trans
FASB 'Accountmg Stapdards Codification® (ASC) Subtopic 860-10, Tran.: erefore does not actually reacquire the fi - —
oervicing/Overall provides guidance on whether securities lending atrangemeng :

including repurchase agreements, dollar rolls, and security sell /huyback trar - _
i : 1 \ ; i t lve
tions, should be accounted for as secured b-::—rrt}v.zfir';gst}r or sa}es.} ASC - Dollar Rolls Repurchase and reverse repurchase agreements that invo
g’i‘ansfers and Servicing/Secured Borrowing and Collateral addiesses the accodh similar, but not the same, securities.
or transfers of collateral in transactions accounted for ae secured bors - i ) ; .

iteria i ] 11 cally involve mortgage-backed securities.
The sale criteria in ASC 860-10-40-4 and 40-5, which wore discussed in Chaptery ETDGH&I Fkiaan e

“Transfers of Financial Assets,” also apply to securities lending transa B3 i
% ! ! anks b
Because the transfer of securities is accompanied by an ::1greez:cuer'd‘l:%r to rep Y -&dmi R s S o T i i

them, the criteria in ASC 860-10-40-24, regarding conditions which, if 2: %ﬂthase] or deposit (sell) from Federal Reserve Banks for a term of one day
indicate that a transferor maintains effective control of a transferred as.;et {although the transactions may be rolled over).

there isalso a repurchase agreement covering that asset, are particularly re - In a collateralized transaction, the purchaser of federal funds places U.S.

ASC 210-20-45, Balance Sheet/Offsetting/Other Presentation Matters providesan ﬁﬁsur_v securities in an account for the seller until the fu;fnds are repaid.
exception to the general offsetting rules for payables and receivables Ciﬂlahewllzed federal funds transactions are essentially a specific form of repur-
repurchase agreements and reverse repurchase agreements that meet severl | thase (resale) agreements.
specific criteria.
Securities Lending Agreements A loan of specific securities to a party who

Terminology—Types of Securities Lending Transactions 37ees to return a like quantity of the same security.

Repurchase Agreement (Repo) An agreement whereby one party agrees tosefl The securities borrower typically obtains full title to the securities so that
financial assets (usually securities) to another for cash, with asimultaneous | 1% can be delivered to another party, such as to cover a short sale or a
agreement to repurchase the same or equivalent financial assets at a specific prict | Sstomers failure to deliver securities sold. The lender typically receives collat-
SOeEEE | %8l including cash, other securities, or a bank letter of credit, to secure the
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return of their securities. The lender receives a fee that is negotiated a .
the transaction, often called a rebate. The length of the transactj,

overnight, open (cancelable on demand), or for a specified term. Ty Q
security loan is initially collateralized at a predetermined margin ma}?

EXHIBIT 9-1

ACCOUNTING TERMINOLOGY IN SECURED BORROWINGS*

value of the securities loaned; the collateral is adjusted as the market v, " 4. Repurchase agreement (or a bank loan secured by marketable securities)
security rises and falls. ‘@ Broker/dealer
Bank {initiator)
£ . ) _ Cash (proceeds) Lender Borrower
SFR .Buybacks Two transactions entered into at the same time whg Security posted as collateral Transferee Transferor
security is sold and (2) the same security is purchased for settlement gt (secured parly)
date. o Securities Lending (e.g., equity securities for cash “collateral”}

. ThE forward price is derived using an interest rate such as the a Bank Br%‘;ﬁ:ﬁ:ﬁlar
ihﬁmfg’ these transactions were documented separately and not. Cash (proceeds) Borrower Lender
cgally. reasingly, however, the contracts are executed under fully Security lent (considered Transferor Transferee

. collateral) (secured party)

mented, legally enforceable agreements.
3, Borew versus Pledge Securities Lending (e.g- equity securities for
Tieasury bills as “collateral”)

PRACTICE POINTER: These descriptions are primarily based on a Broker/dealer
1999 report of the Technical Committee of the International Organization Bank (initiator)
Securities Commissions (I0SCO), Committee on Payment and Settlement T-bills (proceeds) Borrower Lender
tems, called, “Securities Lending Transactions: Market Development and Iy Security lent (considered Transferor Transferee

collateral) (secured party)

catic-ns."' The report provides an overview of securities lending markets, typi
transaction terms and a robust discussion of legal and regulatory issues.

*1f, instead, the transactions were accounted for as sales, the transferor would be the seller of the
security (lent) and the transferee would be the purchaser of the security (lent).

Terminology for Transaction Elements

Sometimes it is difficult to identify for accounting purposes whith elem
secured borrowing is collateral and which element is proceeds (e.g.,
securities lending transactions). The confusion is caused partly by d
between the terminology used by market participantstand ASC 860-30.
helpful to remember that a secured borrowing has oaly one pledge of co e
the other upfront flow represents the exchange of proceeds from the lende
borrower. :

ACCOUNTING FOR COLLATERAL

es of Collateral

wer may grant a security interest in certain assets to a lender (the secured
) to serve as collateral for its obligation under a borrowing, or under other
f contracts that could become obligations, such as interest rate swaps.
the collateral is transferred to the secured party, the arrangement is
referred to as a pledge. Secured parties sometimes are permitted to
repledge collateral held under a pledge.

Collateral

0-30-25-5 addresses the accounting for pledges of noncash financial assets
teral in all transactions that are accounted for as secured borrowings,
ng standard bank loans, corporate debt, and many securities lending

. Whether a securities lending transaction should be accounted for as
cured borrowing is addressed later in this chapter.

Generally, when a specific security is being loaned, and the transaction is
unted for as a secured borrowing, it represents the collateral in the transac-
for accounting purposes, and ASC 860-30-25-5 applies. The cash or “fungi-
securities provided by the securities borrower represents the proceeds of the

|
e

_ Exhibit 9-1 summarizes the accounting terminology for three common frat
actions, assuming they are accounted for as secured borrowings. b
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borrowing for accounting purposes—ASC 860-30-25-5 does not

- i inciples, insurance

of the transaction. TORY ALERT: Under statutory accounting principles,
° A _"E‘.i”:':ed only disclose assets that the secured party has the right to sell
Extubit 32 illustrates the distinction between collateral and 55 GOmPane ot GAAP, they must be reclassified in the balance sheet. (SSAP

securities lending transaction that is accounted for as a secured bg 3 edge-

0. 33)
AaL FroM — ables/Troubled Debt Restruc-
DISTINGUISHING COLLATERAL FROM PROCEEDS IN A SECUREp o N Ui ASC 104D, FsgoliaibiastTio .
TEHRaG E oagzﬁ;ars (troubled debt restructurings) and ASC 310, ﬁecenfables
impairment), & creditor does not reccgniz.e the det?tnfs assets. in afr;ms—
A bty R e on or in-substance foreclosure until it receives phy_sncal possession Uth s;n"_s.
A caasl ~wever, in some cases, a loss is recognized at an earller ponntpai?d OT:; feratg
< Transferee ue of the collateral (adjusted for any cns_ts to se!i; if appltcg e). efe
otar 3, “Loans and the Allowance for Credit Losses, for more information.
Transferor > | Collateral: ASC 86p- | pter 5,
Security 30-25-5 applies

The accounting for pledges of other financial assets as collateral undg
860-30-25-5 depends on whether the secured party has the right to
repledge the collateral and on whether the debtor has defaulted.

® If the secured party (transferee) has the right by contract or to
or repledge the collateral, then the debtor (transferor) should recias,
that asset and report it separately in its balance sheet (e.g,, as « s 1
pledged to creditors) from other assets not so encumbered. .3

® If the secured party (transferee) sells collateral pledged to it, it shu
recognize the proceeds from the sale and its obligation to
collateral. The sale of the collateral is a transfer subject i ASC 860,

¢ The debtor (transferor) should continue to carry.ihe collateral as its
and the secured party (transferee) should not recognize the pledg
unless the debtor defaults under the contrant

e If the debtor (transferor) defaults under the terms of the secured conir
and is no longer entitled to redeem the pledged asset, it should
ecognize the pledged asset. The secured party (transferee) should |
nize the collateral as its asset, initially measured at fair value or, if
already sold the collateral, derecognize its obligation to
collateral.

PRACTICE POINTER: When an asset pledged as collateral is required{o

| be reclassified as an encumbered asset, the transferor should continue to folloy
the same measurement principles as before the transfer. For example, secu
| reclassified from the available-for-sale category to securities pledged to cred
{ should continue to be measured at fair value, with changes in fair value repored
in other comprehensive income, while debt securities reclassified from the
to-maturity category to securities pledged to creditors should continue to b

measured at amortized cost. (ASC 860-30-35-2) il
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. qwith ASC 320
E"nIthc[a,ss'n‘liecl as held-to-maturity under ASC 320 may be pledgsd ﬂ?s
i vided that the transaction is not a-::cou:r}ted-for as a sale an; = e._:;
' ds and expects to be able to satisfy the obligation and recover
teral. (ASC 320-10-25-18(e)(1)) R
i i ity receive a
. securll‘?ﬁz; Ena;l';e;agfnzg;?n z;cﬂ;ybe accounte}é for under_ ASC
. SeCutr:ue of a securities lending transaction, it seems inconsistent
G a?;zt}(; icfiassify debt securities received as proceeds as held-to-maturity.

EXHIBIT 9-3
ACCOUNTING FOR PLEDGES OF NONCASH COLLATERAL*

Transferor of
Collateral/ Secured Party
Borrower of Cash Lender of Cag,

Does the recipient = No >  Continue to report No entry
have the right to asset as its own, no

sell or repledge the reclass required
noncash collateral?

¢ Collateral Received (Short Sales)
Jog 0

¥ Yes Reclassify the asset  No entry other financial institution thal.:, as tl:aﬂSfEfEe: Sen:ltanjgeémgégi%i;r;;
to a separate cate- ubsequently measure that liability like a short sale. ( it obli-
gory for encumbered 0,405, Financial Services—Depository and Lending/Liabilities states
assets : i

i d as liabilities and carried at fair
. incurred in-Short sales should be reported as | : :
-'mme statetnent of position. Changes in f_alr value are recogmze;iﬁé;\
m currently and in the same caption as gains and losses on secur ;

Has the recipient

Recognize pro-
sold or pledged the

ceeds and obliga-

iodi rted as
Slipely Xesd  Nowemy tion to retum snsnort positions should be accrued periodically and reporte
collateral spense. (ASC 942-405-25-1, 35-1, and 45-1)
¥ No No entry No entry \keeping and Custody Arrangements d
Has the debtor ~>Yes> Remove assetfrom  Recognize asset OG assets transferred to another party simply for safekeeping or tcsi::;_g’l
defaulted and can balance sheet as its own (or if ) 16 to be carried as assets by the transferor. The custodian does no ;
g SASk cdsom the asset has beoiiie q t follow the transferor’s instructions. The only consideration
pledged asset? ::alld, -:lierecogq-'im ; S b.ut ﬁ?ﬁ 2 rs is, perhaps, payment of a fee by the transferor to the
obligatior. ia I ed 1N ansfe i "’ e
return :’gj!tg‘—';]:l for the custodial services. (FAS-140, par. 260) [Content Not Codified
conclusions]
¥ No 3

Continue to report
as above.

COUNTING FOR SECURITIES LENDING ARRANGEMENTS

lying the Sale Criteria

ritie lending transactions involve transfers of financial assets Efnfd ﬁleredf?re

y are subject to ASC 860. To be considered a sale, a securities lending
ion must meet all of the following conditions (presgted in fummary

but discussed in detail in Chapter 5, “Transfers of Financial Assets”):

¢ The transferred assets have been isolated from the transferor. (ASC

~ 860-10-40-5(a)) | _

¢ The transferee has the right to pledge or exchange the assets it receives,

without a constraint that benefits the transferor. (ASC 860-10-40-5(b))

» The transferor does not maintain effective control over the transferred
assets or third-party beneficial interests related to those transferred assets.
(ASC 860-10-40-5(c)) . )
Securities lending transactions include an agreement that both entitles an

ates the transferor to repurchase or redeem them before their maturity (ig(é
-10-40-5(c)(1)). Therefore, they must be analyzed further under

* Note: For accounting purposes, cash collateral is considered “proceeds” under ASC 860-30,
not a pledge of collateral, See Exhibit §-32.

Cash Collateral

Cash “collateral” is not subject to the guidance for collateral in ASC 860-30-2
Rather, all cash collateral should be recorded as an asset by the party receiving
together with a liability for the obligation to return it to the payer.
860-30-25-3) The payer of cash collateral should derecognize the cash and
a receivable from the borrower. (ASC 860-30-25-4)

OBSERVATION: Cash “collateral” received is treated as proceeds of either .
a sale or a borrowing, rather than as collateral held to secure a loan.
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OVERVIEW

all of the necessary criteria.

wvatives must be carried at fair value in the balance sheet. However, for
ving hedge transactions, gains and losses on derivatives may be recognized
gs in a pattern that matches the hedged item. The mechanics of hedge
nting vary, depending on whether the risk being hedged is price risk, cash
or foreign currency risk. To qualify for hedge accounting, numerous
2 must be met, involving both the derivative and the hedged item. Hedge
nting is prohibited for several types of transactions. In order for hedge
nting to be used, hedging transactions must be designated and docu-
.d at the inception of the transaction and the entity must expect the
stive to be highly effective in offsetting the fluctuations in price or cash flow
hedged item. Generally, ineffectiveness in a hedging relationship is recog-
in earnings currently. Hedge accounting is elective for transactions that

~ AUTHOR’S NOTE: As part of the project on accounting for financial instru-
ents, the FASB has been exploring possible changes to the hedge accounting
“model. In early 2015, the FASB began to discuss the hedging portion of the
yroject, after it had been on hold for several years. Rather than a significant
reconsideration of hedge accounting, the FASB decided to pursue several
 targeted topics. The more significant changes pursuant to the FASB's tentative
~ decisions include: (1) allowing components of nonfinancial items to be hedged;
L (2) reducing the requirements for ongoing effectiveness testing; (3) allowing the
‘specified index rate in a variable-rate instrument to be the hedged risk, instead of
Tequiring a benchmark rate to the hedged risk; and (4) eliminating requirements

- Io separately compute and present hedge ineffectiveness for qualifying hedge

,‘, ‘monitor the progress of this important project.

=
L

;feiieﬁonships. An exposure draft of potential changes to the hedge accounting
‘guidance is expected to be issued in late 2015 or early 2016. Readers should
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BACKGROUND "

ASC 815, Derivatives and Hedging is the primary source of literatyre
accounting. The original guidance, which was published in FAS-133
interpreted and modified by several additional FASB standards,
consensuses, and over 40 DIG issues addressing various aspects of
counting. The guidance for hedge accounting is extensive, in part be
detailed requirements for an item or transaction to qualify for hedg
initially and on an ongoing basis. This chapter discusses the threp
hedging relationships that have specific methods of hedge accoun
quired criteria for hedge accounting, and reporting the results of hedey
ing in the financial statements.

in pri ir value of an existing ,
edees Hedges of changes in price or fair v !

8 Vﬁﬁﬂiltygir a ﬁr?n commitment that has a fixed price. For e)fali':nple;

E value of a fixed-rate bond changes as the general }evel of in Eieii
k. f'?‘.fharn os. That risk can be hedged with a receive-variable, pay-fixe
ﬁfrest sxfap: Another example is a firm commi@ex}; to bu}r. 1;gram ali?; e:
i the contract is not a derivative because it qu
P pric i e exception (ASC 815-20-25-7 through 25-9)),

g rmal purchas . —
T ?fﬂ;j;eb:c(:}m% £ore or less valuable as the market price of grain rises .
W

i i tion to sell grain. Fair value
; . That risk can be hedged wmth.an op ¢
. fﬂilsesseﬂtially convert a fixed price item to a floating rate ét?tz
-:l:lfrgeit price) item—the combined position now has cash flow risk (s

pelow). i
A Zgﬁ Flow Hedges Hedges of variable cash flows from axtlh zxzfsuh;mfe a:s;;:-;
© L ilitv, or from a transaction expected to occur in :
'f'ha]lliltgraso not yet been set (known as a .forecasted tranf?actmil:fl]i.nic:
'anm 154 floating-rate debt could require mcreas_ed cash flows it

r,?;!rise That risk can be hedged with a receive-floating, pay- -
y “ﬁ:eﬁﬁtvrate :&wap Another example is a projected salf of :BJ.;?I:I?OC; :];?;
b, : i ivative because it qualifie
S the contract is not a derivative

B lo:lg s:ie exception (ASC 815-20-25-7 through 25.-9}) whosz;1 t;rtrlm:z
2;? not yet been agreed upon, which could ‘result in less cas
. market price of that commodity fallsft)ly the Umtiaacl tc?or;h;cttﬂ ;sm struﬂkem .;;.;;
b i lling a futures con
. That risk can be hedged by selling i s o

i date as the commodity sale. Ca

aessmppmmatdy hecods ction that previously had an
e i fix the cash flows for a transac P :

uncer?:iunyamouﬂt of cash flow—the combined position now has price

risk. . .

3, Hedge of a Net Investment in a Foreign Operation H:edges ‘of minﬁréa;s%;h&rel

~ adjustment arising from remeasuring a company s net mvfesl e
/ ts. liabilities, revenues, and expenses of a foreign subsidiary in -5

a‘%(erl;:'u'tg CIIIIEI;CY of the investor under ASC _83[). That risk ;a:t

" hedged with a pay foreign currency, receive functional currency swap.

i Fﬂ"

Disclosures about derivatives and hedge accounting are discus
ter 15, “Disclosures about Derivatives.” '

Description of Hedge Accounting

Hedge accounting is a special accounting practice that reflects certain sif
when derivatives are used as part of a strategy in combination wi
instruments. Rather than applying the applicable GAAP to each com
the strategy, hedge accounting permits, but does not require, the repo
to override GAAP for one or both components and allows the entity to

the gains or losses on the derivative in the same period as the income sty
effect of the hedged item.

Because hedge accounting defers the recognition of galii and
earnings, numerous conditions must be met both upfront.and over the.
hedging relationship; these are referred to as hedge criteria. The criteria
depending on the nature of the risk being hedged, bui-are cumbersome
event. Despite the many criteria to qualify for hedgs accounting and
plexity of actually determining the accounting entries in some instances
entities elect to apply hedge accounting even though it is entirely optio
is, even in a situation in which a company could qualify for hedge accoun
may elect not to do so. Entities engaged in risk management strategies
desire hedge accounting, and therefore are willing to undertake the tas
sary to achieve it, so that their reported net income reflects the effect
derivative transactions in the same period as the item being hedged.

OBSERVATION: Fair value exposures and cash flow exposur?ﬁea;i ggeg
mutually exclusive. By allowing hedges oft‘:?uih gp;:ko:] ::pges:;e.re g
‘ermitting hedge accounting when one type _

N m;at;tign evgn though hedging one risk creates (or increases) another.

b bit 14-1 summarizes how several common hedging transactions would
acterized under ASC 815.

Different Types of Hedges : S

ASC 815 prescribes different methods of hedge accounting, depending
type of risk being hedged. The FASB created three categories of hedging relat
ships. The categories share some common criteria, but each also has its 0
unique criteria and different mechanics for achieving matching in the incoss
statement. The three categories are: -
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EXHIBIT 14-1 = EXHIBIT 14-2
w2 ACCOUNTING
CHARACTERIZATION OF HEDGING STRATEGIES UNDER ASc 815 SUMMARY OF DERIVATIVES AND HEDGE Susiitybig
Hedge Type . Hedges of Net
under ASC  Bottom-Line Effect on Investment In
Strategy 815 Perfectly gf ' NoHedge  QuafyingFair Qualitying Cash ~ Forelgn
& . 1
1. Swapinterest rate from fixed to  Fair value Creates floating inte Accounting bl .
floating (same currency) interest income o e
2.  Swap interest rate from floating Cash flow Creates fixed intere : . i Fair value Fair value
to fixed (same currency) interest incomem:::ﬂ ce sheet Fair \fralue E:-rn \;':Il:l: RistOCHthe ‘GTA (ool
3. Lockinfixed interestrateon  Cash flow When debt is issyeq o aiment of  Earnings % extent effective, other .
anticipated debt-offering with a desired fixed rate then eaminggh g:ompr:ﬁgi;!v:
futures contract timed to mat income), 10 U
4. Lockin price of raw materials  Cash flow Cost of goods solq will gt em SRRt
with a forward purchase contract the locked in price of
(no purchase order exists). (ignoring any comp; ent of
Assume same currency. inventory accounting) itay : Eamings (follow CTA (other
: Y : s g .
5. Lock in minimum selling price of Cash flow Sales revenue will refigeg 5 Bduipt.  Notapplicable  Eaming GAAP for comprehensive
finished goods with an option minimum selling pricg of o1 gain hedged item)  income)
(no sale contract with a inventory, less cost of g ion - Follow GAAP  Translate into
customer exists). Assume same ion. Not applicable ~ Adjustfor ditem reporting
currency changes in ialerd pripd L?Jprrency under
: of hed,
6. Lock in US$ equivalent of a Cash flow or  No effect until machine js 0 :g:::::) ¥ ASC 830
purchase of machinery froma fair value depreciated, using the | ; : i on derivative—
foreign supplier (currency hedge US$-equivalent cost as??:g} Entire gainor  —Only ineffectiveness
amount per contract) loss on
7. Monetizing a call option in a Fairvalue  Creates effective interest rate i defivative
debt instrument (hedging an for noncallable dop: @ '
embedded option with an
offsetting option) ey
. . It teria
8.  Swap interest rate from fixed to Fair value Creates iloating US$ inter i Eon Hedge Cri t meet all of the following
floating and swap currency from rate irvintarest income or Bulity for hedge accounting, all hedges mus
foreign currency to functional exnenys g "ld theria:
currency (say US$) e st be linked to a specific transaction that
9. Swapinterest rate fromfloating Cashflow  Creates fixed USS$ interest; ' Derivatives used as hedges must | ust be documented at inception.
to fixed and swap currency from in interest income or expe ' affects earnings and that relationship m fithe el
i 7 F T 4 expec
e g s B e B ot g o v
10. Lock in US$ equivalent of a Cashflow  Sales revenue will reflect instrument to be highly . using reasonable methods that are appro-
forecasted sale of goods by a US§ equivalent of today's cash flow of the hedged item, g
{ foreign subsidiary price of inventory - priate in the circumstances.

be
'» Ineffectiveness from mismatches in terms and other factors must
i tly in earnings.
. recognized curren - Ay
. ity it ibed below. Additional criteria
: k ing conditions are descri { 1a tha
be r:mei:ef{‘r:u(-1 ?a;iai‘liryaluge hedges and cash flow hedges are discussed later in this

er under those section headings.

imentation of the Hedging Relationship -
the inception of every hedging transaction, the entity must documen
ing information (ASC 815-20-25-3):

The mechanics of hedge accounting vary for the three major categories
hedges. To provide context for this long and detailed chapter, Exhibit
provides an overview of the way hedge accounting works for the three ca
ties. Then, each type of hedge is analyzed in detail, including the documen
. requirements, the qualifications for hedging instruments and hedged items,
a detailed discussion of each type of hedge accounting,
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__gities that have different delivery locations) additional analysis may need
. done 10 support the assertion that the group of hedged items share the
. exposure. |f there are changes in the composition of the group of
the company may be required to update this analysis periodically
f the relationship. (Speech by Joseph D. McGrath, then a
Fellow, Office of the Chief Accountant of the SEC, at
al Conference on Current SEC and PCAOB

é g -
;;\;1{'111& msérument is the hedging instrument and which gpya.«

2 ngg enerally, long and short positions may not b 3
asis. For example, an entity may not hedge its e_hed
position or net income for a period. It must di i
specific transactions to hedge. '8 decper an

® The nature of the risk bein:
. . g hedged (e.g., -
Interest rate risk, or foreign mrren%y ngk)g o Changes 2

® The entity’s risk mana P
. . gement objective or strate
filoaf_lllg'lfate instrument to a fixed rate, or to hed g‘}; (e.g_-a to
eclines in the price of corn). 8¢ com inyen
' o Ipstruments

¢ The method the entity will
: use to :
(prospectively and retrospectively). assess and measure.

The method the entity will use to measure hedge ineffectiveness

ctions,
nout the life O
e =sional Accounting
~ember 2006 Nation

ents)

ortion of a contract that meets the definition of a derivative in ASC
as a hedging instrument if

accounted for separately may be designated
jon qualifies for hedge accounting. Thus, both freestanding deriva-

embedded derivatives that are bifurcated from their host contract are
hedging instcuments. In addition, two or more derivatives may be
tion and be jointly designated as a hedging instrument.

P 5 . ,
RACTICE POJNTER: Documenting hedging relationships after the

not in accordance with ill di : . P 2
ing for the period prior ts&z:::;r:\;;::;squalﬁy A {ransaction for hedgll ' 2 c-c:lf‘»gl - hedging instruments t f d
; 20-25-45) Common hedging ns ents are options, forwards, swaps,
I instruments.
REGULATOR _ — ~,sh mstruments, such as debt instruments, equity securities, s]:}or’t sale
Y ALERT: The SEC staff expects vigilant compliance with and other contracts that do not meet the definition of a derivative, may

O_ signated as the hedging instrument, except for two specific types of
0 currency hedges involving unrecognized firm commitments and the net
i ent in a foreign operation. (ASC 815-20-25-71) This prohibition applies
ollow the documentation and co the hybrid instruments that are accounted for on a combined basis at fair

. . mpute the same - 0 Y s J
?rc:;oggténgaasn?e qDIs*Ck:’sure portion of the SEC webin":fi?t;gd?:;; t;: t.ht: Currer i ﬁﬁCﬁ:lS—lS-BS)—l and 35-2) (Refer to Chapter 13, “Embedded Derivatives,”
uired registrants to restate their financi (onmae  more information.
to comply with the docu A € ir financial statemanis for faily
speech by Pascal DesToir;lt::{}Thr:r? u;re:mn;: ts of ASC 815. (Lecember7, 1 enhance readability, this chapter uses the term “derivative” instead of
: essional Accourting Fellow at instrument, except in narrow circumstances where other types of instru-
'may be designated as hedging instruments. Those circumstances are

SEC.)
noted later in this chapter in the section on “Foreign Currency

documentation requirements
of ASC 815, and the docu i
. A ) m bl
f;:tgggo:n;ous with the designations of hedging reiaﬁonsi?:;h DF':,rs hﬂ"k,l' ;
o inaﬁ eﬁ:pects the documentation of the methods that -.:uill b:x
effectiveness to be sufficiently detailed such that a third paﬂlf&
6.

U

Issuel.g ?:?:ieog_ in the March 2005 update of Current Aecounting and Disclosu
e vision of Corporate Finance, the SEC staff reiterated that it
haa ot com: application of hedge accounting in situations where a regist
ments upo deOranguumy complied with ASC 815-20's documentation require-
fﬂmcaslgdntraiﬂsgnt?mn of a hedge. The SEC staff stresses that, for hec;m;as;n-{_
c : : -
nature, and hedgedozs;rl]otﬂst i?c;";e?;:éitzdum include. the estimatstiEy The option writer’s potential for gain is limited to the amount of
used to assess hedge effectiveness must be transaction. The; metiEEEs im received, but his potential for loss is much greater. Writing options is
mented at inception. reasanable and must LESSEES arily as a risk-taking activity and, as such, hedge accounting is allowed only
narrow circumstances. A combination of a written option and a swap or

|
At the December 2006 i ;
i e DA SmﬁN:;gi?]a;a c%orgf:regie on Current SEC and PCAOB contract (such as a swaption) should be considered a written option for
sed hedge documentation, The SEC es of applying the hedge accounting criteria. (ASC 815-20-25-88)

ﬁﬂg;egﬁggge?:;sw 5 company falis o document fis approach fopEEe

accouriiing would b I_n:l‘;;?r‘:p;.‘:ige_rggc;nggmation is insufficient and he tiften option may be designated as a hedging instrument of 2 recognized

involving cash flow hedges where a group of i ;ta!fr also cited a recent issué or liability or an unrecognized firm commitment only if the combination of

one hedging relationship. In that case ;llfe d dividual teansactions JEESS truments has at least as much potential for gains as exposure to loss (the

clear that the group of hedged Rsciash ocumentation must be suffic rical gain and loss test). For example, the following strategies could, on a

transactioris have different ch ns share the same risk exposure. If ined basis, provide s etrical opportunities for gain and loss dependin
i characteristics (e.g., a group of forecasted sales of mmé&wfﬁ PP 8 , dep 8

Written options When a company writes an option, it takes on a potential
and gives the counterparty a potential right if the option goes in the
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® A written option that hedges a callable debt,

v OR'S NOTE: The Chicago Board Options Exchangf ::‘i Z';::Sfa”::st
. uT k= its website (www.cboe.com) tha
® A collar (that is considered a net written option) that heg i educatio"' SRjGriOr el WpebBite: ol dates, and other terms.
security. (ASC 815-20-25-94) . €. analysis with different strike prices, exercise ’

However, a covered call strategy (ie., a call option written 4 . i, T s
held) would generally not meet the symmetrical gain and logg .tatiﬂl’s on intercompany den_vatwis La;gse i(:c%udmg (a) one depart-
asset alone has upside and downside potential, but in the Combine:i imite hedging functions for a van?ty of reaso k’ts il ting: eubelitiry
only has downside potential. _ idiary) has expertise in derivatives markets e o T
SIJbst'ualll be a derivatives dealer) or (b) it is more few derivative
b nigor its exposures globally and enter into as tween entities

e ssible. To document this transfer of risk be fral — !
%Stle)riompany derivatives are written b.etween the cen iy uﬂiﬁé
I or md the subsidiary seeking to hedge its exposure (an it o
b department would enter into an offsetting Cm“acmﬁng .
freas e EI’ntemal derivatives do not qualify for hedge acco o
s o c.::c;ept in narrow circumstances mvolvu:f:g f_orelgI;tanurreces el
g T The specific circum
- criteria must be met. ( : : i YA
I;é;ui?eéfeusﬂpgrei@ Currency Hedﬂglmg _sect::::.:}r 0;1 guiegih;gtfi)t 2
3 ter into a derivative wi aﬂlﬂdp. b G 2705
Wi Pan}’ may en . " lidation; however, In situations v 8
: idiary’s risk in conso ; Y (ASC
3 'ﬂfn.rena Su:;,mileacges certain additional conditions must be met (

C r

i 0-25-23 through 25-32) o rate company financial statements
2. Each option is based on the same underlying and has the sam;,& qualify for hedge accounﬂulﬁg. clln the ;ﬁt be a party to the derivative,
te. o _ . idiary, the subsidiary -
- - %]:slini;b:;ellzzd party (e.g., a sister subsidiary or the parent company)
iha third party. (ASC 815-20-25-46A)

The symmetrical gain and loss test should be applied only at the i
the hedging relationship. (ASC 815-20-25-95) The time value of the
may be excluded for the purpose of performing the symmetrica]
test as long as that method is documented and

consistent with th
management strategy. (ASC 815-20-25-96)

Collars A combination of options (e.g., a collar)
and the notional amount of both the written option
chased option component remain constant would be
option unless all of the following three conditions are m

iﬂ Whit’.h the
component 3
considered a pet
et (ASC 815-20-
i
1. No net premium is received, either in cash or as a favorable
at inception or over the life of the contract.

3. The notional amount of the written option component is

1o
the notional amount of the purchased option comporant,

If the combination of options does not meet all of those condit

subject to the symmetrical gain and loss test in ASC*815-20-25-95 for fair va
hedges and in ASC 815-20-25-95 for cash flow hedges.

tems - peg .
; ermits an entity to hedge specific assets, habj.htles, co;le%gacféi;ng
anzs(;:ﬁions that affect (or will affect) earnings. An enﬁtyhn?yEd itegm e
o change in fair value (or cash flow) arising from a he; agn Sy
EIlltmifair vflue or cash flow arising frm:rf some but n-::of8 15_23— Lo g
3:; a hedged item, subject to certain ]im_Ltahons. {AS? L
If the entire change in fair value is not demgnated as beu}gﬁsmgsm,mhane‘
| l-:se(interest rate risk, foreign e;;c;ag'nge ngicé-;gdz;:fsd):i R
. . hEd " . . TTS
mﬁzhbe de?lgi?i:‘eﬁala::) F:)I: %ash f%ow) attributable to the risk being hﬁg;d FE;
; waﬁfri.glrﬂy some designated risks have bezlnd hsdge:i] a;fptff?o E:m;ﬁng
% i denominated bond wo ear
iple, a foreign-currency
f risk:
* Credit risk =
® Interest rate risk (including prepayment risk)
L‘ Foreign currency risk.

' f those risks, provided that the
g ity is permitted to hedge one or more 0Of tho ol
::Eﬁ:inaﬁon of derivatives) would be highly effective in offsetting

purchased cap based on three-month LIBOR, must be considered a ne
option even though those rates may be highly correlated. (ASC 815-20-

ption component or the purchased option comp
has a strike price or notional amount that could fluctuate over the '.
contract, these conditions must be applied on each date that either he.
prices or the notional amounts change. (ASC 815-20-25-91) o

If a collar is made up of a

different notional amounts (but the notional amount of the written optic

than that of the purchased option), the hedged item may be specified a
different proportions of the same asset referenced in the collar, bas
upper and lower price ranges specified in the put and call options.
quantities of the asset designated as being hedged may be different
those price ranges in which the collar goes in the money. (ASC 815-20~25-10)°

purchased option and a written option thal
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changes from those designated risks. Perhaps the most common ey, m
practice is swapping the interest rate on a debt instrument. In such
interest rate risk is being hedged. The swap offers no protection ag-
in credit risk, so changes in credit quality do not affect hedge accoung;.
when default becomes possible). ASC 815-20 imposes certain limitg
qualifies as a discretely hedgeable risk—the limits on interest papq
discussed below. Other limitations are discussed in the fair value ang
hedge accounting sections,

wiod Hedged Items . | :
dHifms may not be designated as the hedged item in a fair value
i

. cash flow hedge: . . -
a' estment accounted for by the equity method moacig;;dance

H;S 10 Investments/Equity Method and Joint Ventures/Overall.
AS 5

: ncontrolling interest in a consolidated subsidiary.
Ano ; X
- uity investment in a consolidated subsidiary. o
- plan either to enter into a business combination éo;
¥, ; : 5
- mbination of not-for-profit entities) or to au:qu;rc}tf:d or i;stiloesst
; cmfillary a noncontrolling interest, or an equity method inv l;i ,
b ;v instrument issued by the entity and classified in stu;kl)ll% . :;il
Etquii:":i}rtl'u! statement of financial position. (ASC 815-20-25-43(c

ASC 815-20-25-15(h)(2)) . '
b iatin or forecasted asset or liability that is (or will bejl.r;:::maas(;.:rlt‘eef1
o o?han es in fair value attributable to the hedged rls1 E:*ed%) g
E efmmgs. (ASC 815-20-25-43(c)(3) and 815-20-25-15(s -
T@wEgma foreign—currency-denominated asset or liability using
{nwas :
"“‘ot rate in accordance with
G ' h flow hedges are
o ibitions that apply to fair value he.dges or cas ges
e l:tzh;bgsm chapterli}r?t}‘rrte applicable section; however, the prohibitions

: . the board. Exhibit 14-3 summarizes some com-

Hedges of interest rate risk The definition of interest rate risk in AZC oned &?Ove a]?plystar;gss'es that do not qualify for hedge accoun.hng unél n
is critically important for hedgers to understand. If an entity seels v nomﬁihedaim or%s djsqf;]jfying some of these transactions are discussed in
interest rate risk of a hedged item, it must identify a benchiniark i 20 (} R
inherent in (or explicitly stated in) that instrument. A benchmiazk interest i
widely quoted rate in an active market that is indicative of the overall
interest rates attributable to high-credit-quality obligo/\in that market. B
mark rates will be determined on a market-by-marke« basis, In the United
Treasury rates, the LIBOR swap rate, and the Fed Funds Effective Swap
(also called the Overnight Index Swap or OIS Rate) are the only
benchmark rates. Any spread above the benchmark rate is considered
nent of credit risk, not interest rate risk. (ASC 815-20-25-6A)

PRACTICE POINTER: This “bifurcation by risk” approach applies

hedged items. A derivative (hedging instrument) may not be separateq
even if it is a compound derivative that has been bifurcated from a
instrument. Designations of selected risks and the methods of assessj

tiveness must be meticulously documented, to avoid second-guessing
tors and regulators.

OBSERVATION: Although the bifurcation-by-risk approach seems un
essarily complex at first glance, it was actually a concession by the FASB sp
gains and losses from unhedged risks (such as credit) do not flow
earnings and make the intended hedge seem ineffective,

ASC 830 does not meet this condition. (ASC

ibiti i ting simply means that
N: A prohibition against hedge accoun :
'egt?tﬁfnna:ﬁz:?iefer c_;]ains and losses on the derivative. It does not mean tha

entities cannot engage in economic hedging strategies.

EXHIBIT 14-3
G
. TRANSACTIONS THAT DO NOT QUALIFY FOR HEDGE ACCOUNTIN

:i hEHCI mar k | d .' g Shal&g}d HEHSDII Does ”'Dt auahl? [[eﬂt"‘a"l Ol DBrlIlaﬂ'ul'e
mefﬂsi afi o :

significantly limits which hedging transactions will result in the desired level of Hedging net income (e.g., for Qekfg-?:lo‘-': ml;?lﬁtcbe
offset in the income statement. Later in this chapter, “shortcut methods® of foreign currency exposure) ilrr;nsa ctiorl::e
assessing the effectiveness of interest rate swaps in hedges of interest rate risk transactionthat ~ Mark to fair value
are described that mitigate those concems for a narrow subset of transactions. Hedge of EPS (intended to Nf?;;srgamings (also, through eamings”
Entities must understand that variable rates that are not linked to a benchmark hedge the number of shares ﬁo antidilution in EPS)

rate can disqualify a transaction from the shortcut methods and cause ineffec- or potential shares in the

tiveness to be recognized in eamings. That issue is highlighted again in the E=hominator) Derivative must be Mark to fair value
relevant sections. The Author's Note earlier in this chapter notes that the FASBS Use interest rate swap to linked to specific through eamings
considering changing this requirement to allow the index rate in a variable-rate Cpen or close a gap bil transaction

instrument to be the hedged risk. identified by asset/liability

= management techniques

Mark to fair v_alue
through earnings

= ocar
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CHAPTER 17
. OFFSETTING ASSETS AND
JABILITIES IN THE BALANCE SHEET
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OVERVIEW

serally, assets and liabilities should only be offset (netted against each other)
\s balance sheet when a right of setoff exists and the entity intends to exercise
ght. Exceptions to the general rule exist for certain types of financial
ents, including derivatives and repurchase agreements, and certain in-
practices. Offsetting relates only to the display of recognized assets and
es in the financial statements. It differs from derecognition (removal) in
gain or loss is recognized and the assets and liabilities that are offset both
exist” for accounting purposes.

BACKGROUND

0-20-45, Balance Sheet/Offsetting/Other Presentation Matters provides gui-
e related to offsetting of assets and liabilities in the financial statements. It
shes the general principle that assets and liabilities should not be offset
s a legal right of setoff exists that the entity intends to exercise. Two
ptions to that principle allow for netting of derivatives that are subject to a
fer netting agreement between two parties and for receivables and payables
ng from repurchase agreements and reverse repurchase agreements that meet
eral conditions.

lisplay versus Derecognition

en a recognized asset and recognized liability are offset against each other,
presented in the financial statements as a single net asset or liability

ending on which item is greater). Although the net effect on the balance

et may be similar, offsetting is different from derecognizing an asset and
ishing a liability in the following respects:

* No gain or loss is recognized.

" ® Unlike a transfer of assets where the entity surrenders control (a sale), the

reporting entity continues to control the asset it owns.
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* Unlike an extinguishment of debt, where the debtor is |

debtor remains obligated to repay the debt.

Offsetting is simply a method of displaying outstanding claimg t,
debts that the entity intends to offset. Offsetting is an accoun :
certain conditions are met, rather than an accounting requirement,

Motivation for Netting

Entering into contracts with the legal right of setoff helps companies
their credit risk and settlement risk with counterparties. Offsetting
liabilities subject to such a right may be considered to better reflect the ¢

to which the company is exposed.

From a financial reporting perspective, netting in the balance sh,
footings of total assets and liabilities (and subtotals, such as curren
current liabilities) and related financial ratios. Depending on the specific
and liabilities involved, offsetting could affect the following key ratios

others):
e Current ratio
® Return on assets
® Leverage ratio
® Debt to equity.

For example, assume a company had the following current assets
liabilities at a reporting period, including both a receivable from Companv A»
a payable to Company A for which it had the right of setoff. Note the dijtare
in total current assets and liabilities and certain financial ratios tha: atis

netting the two amounts in the balance sheet.

ting electign

Receivable and Paya':'v Reported

Separately
Current Assets:
Cash $150
Receivable from Company A 250
Other current assets 400
$800
Current liabilities:
Payable to Company A $100
Other current liabilities 300
$400
Net income $15
Working capital 400 (800 - 400)
Current ratio 2.0:1 (800 + 400)
Return on assets ratio .019 (15 + 800)

Although working capital is not affected by the change in presenta
company’s current ratio and return on assets ratio improve when the rec
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_.nd payable to Company A are netted. Therefore, offsetting of current

current liabilities can affect a company’s perceived liquidity and
ty.
a business standpoint, entities in capital-intensive industries often

i i i ing to prescribed
old capital against recognized asset balances, amordmg o :
o Accgzdmgly, netting assets and liabilities helps companies reduce their

- quwremmts (as permitted by applicable regulation).

' PRACTICE POINTER: Regulatory accounting principles for financial institu-

wns and statutory accounting principles for insurance companies generally

GAAP with respect to offsetting in the balance sheet.

ACCOUNTING GUIDANCE

snarat Principle

ed assets and liabilities should only be offset against each other in the
ce sheet if a legal right of setoff exists that the entity infends to exercise.
910-20-05-01) A debtor having a valid right of setoff may, but is not
d to, offset the related asset and liability and report the net amount. (ASC

2)

ating the Right of Setoff

of setoff is a debtor’s legal right to satisfy all or a portion of a debt owed
tother party with funds owed to the debtor by that same party. ASC
0-45-1 identifies four conditions that must all be met for the right of setoff to

* Each of two parties owes the other determinable amounts.

# The reporting entity has the right to set off the amount payable with the
amount receivable from the other party.

¢ The reporting entity intends to set off.

* The right of setoff is enforceable at law.

Note that even though the right of setoff is a “legal” term, fc:r a.ccomting
es, the right of setoff does not exist unless the reporting entity m.tends to
off the two amounts. Two exceptions to the intent condition are discussed
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Two parties owe each other determinabl

) e amo ] = rmin i :

right of setoff to exist, the two:parties must each OW‘;“:: chh;tﬁle-rde;’f _ :'-;-: to determine whether the right of setoff is enforceable. (

amounts. Tl_ws, an er}tﬂ’y may not offset receivables and Payables i

;gi}éerpa:hes, even if a mechanism is in place to facilitate their net So
on, contingent or estimated amo

e unts may not be ﬁffsf‘t, as

OBSERVATION: Various trade organizations, such as the Securities Indus-
v and Financial Markets Association and the International Swaps and Deriva-
iives Association have sought to establish standard netting agreements that

For purposes of th tting i : '
e ey iy analysis, cash on deposit at a finang; yould be upheld in jurisdictions around the world to reduce this legal risk.

tion is considered by the depositor as cash rather ivable
financial institution. (ASC 220-20-55-18A) Accordi.nt;;n cash ot
".\Flth a b::}nk may not be offset against a loan from tha:t seuznvaCi(:ul?ltem—I
financial institutions that accept deposits may have balances dye ol
same depository institution (referred to as reciprocal balances) tRo,ar!% :
ances should be offset if they will be offset in the prccess. .
collection. (ASC 942-305-45-1) °f pa

“Enforceable at law” encompasses the notion that the right of setoff should
held in bankruptcy. The nature of support required for an assertion in
L. | statements that a right of setoff is enforceable at law is subject to a cost-
constraint and depends on the facts and circumstances. All of the infor-
" that is available, either supporting or questioning enforceability, should
, _sidered. Offsetting is appropriate only if the available evidence, both

PRACTICE POINTER: ' ) ) — e and negative, indicates that there is reasonable assurance that the right
plies only to financial inst:ut‘il:;?}z ;ﬁeghlilﬂurlxﬁn;: :l;:}frizg%??ia?:;n;es . o O vpheld inbankrupiey: itk

situations. (SOP 01-6, par. A.47) [Author’'s Note:
restriction remains applicable.] + Content not codified byt

PRACTICE POINTER: A right of setoff can be enforceable at lawevenifitis

ov"m specifically included in the contractual agreements if regulatory procedures

or normal business practices would offset the contracts. (FIN-39 basis for

' conclusions, par. 47)

A -

[e

2 Invii

The amounts owed between the i i
: parties need not be in the
bear the same interest rate if the other criteria are met. (ASC 210-55(;1-:55-35

right to settle balances net, the reporting entity must intend to sef yeeptions to the General Rule

and h'abi]ity in question. This condition is necessary to faithfuliy repr
entity’s expected sources and uses of cash. (ASC 210-20-45 d)}AﬁP
demox}strate its intent to net settle by documenting its intent and if o
by a history of execution of setoff in similar situations. (ASC. i10-2£f~is-5)‘

An arrangement that provides for the legal ri : e
gal right-of Uffset only in the
the_ d::—‘efault of one of the parties to the contract does not meetythe
dehmtlm} of the right of setoff because the parties do not intend to net set
contract in the normal course of business.

1g Derivative Assets and Liabilities

_ the fair value of a derivative asset (including any amounts recognized
crued receivables) should not be offset against the fair value of a derivative
(including any amounts recognized as accrued payables) unless all four
iteria for offsetting are met. (ASC 815-10-45-4)

However, when derivatives are entered into with the same counterparty
er a master netting agreement, even if the reporting entity does not have the
t to net settle, the reporting entity may offset the fair value amounts
ized for derivative instruments and the fair value amounts (or approxi-
fair value amount) recognized for the right to reclaim cash collateral (a
ble) or the obligation to retum cash collateral (a payable). Any accrual
ent related to periodic receivables and payables recognized as part of the
s fair value may also be offset for contracts executed with the same
unterparty under a master netting agreement. (ASC 815-10-45-5)

If the maturities of the receivable and i i
: payable differ, only the party with!
gearer maturity may present the receivable and payable net 1.3171 tl'lell?):?é{m‘e
ecause the party with the longer term maturity must settle in the mann
the other party selects at the earlier maturity date. (ASC 210-20-45-3) |

If a receivable or payable does not ha ici
e ve an explicit settlement date, the
JC:ann_ ot a;ss;rt that it intends to net settle the transaction. (ASC 940-4
inancial Services—Broker and Dealers/Liabiliti - (A (
Tllustrations) /Liabilities/Implementation Gutdf_!'._

PRACTICE POINTER: The balance sheet asset or liability associated with
cash collateral is recognized under ASC 860-30-25-3 as a separate receivable
for return of cash collateral posted or a separate payable for an obligation to
feturn cash collateral received.

The right of setoff is enforceable at 1 ions
. ht aw Laws and regulations
Impose restrictions or prohibitions against the right of setoff in geil;m

stances, which may contradict the rights otherwise provided by contract ¢
matter of common law. Therefore, it is important that legal constr
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PRACTICE POINTER: The guidance related to the use of approximate fajr
values is specific to this situation and may not be applied by analogy in other
situations. (ASC 815-10-45-5)

Under a master netting arrangement, individual contracts are effectiy,
consolidated into a single agreement between the two counterparties. '
product master netting arrangements consolidate a variety of types of derivatiya
products with a single counterparty. If one party fails to make a payment under,
master netting arrangement, the other party is entitled to terminate the enfigg
arrangement and demand the net settlement of all contracts. (FIN-39 basis fop
conclusions, pars. 21 and 30)

PRACTICE POINTER: When derivatives are entered into subject to a
master netting agreement, they do not automatically qualify for netting. The legal
enforceability of the contract must be evaluated.

This guidance is applicable to contracts that meet the definition of a deriva-
tive in ASC 815, Derivatives and Hedging and that are measured at fair va]ué_
regardless of whether they qualify for a scope exception to ASC 815. However, if
a master netting arrangement covers multiple instruments, some of which dona ‘
meet the definition of a derivative in ASC 815 or are not recognized at fair vawe,
a reporting entity is still permitted to offset fair value amounts related *o uer
derivative instruments under that master netting agreement that do qua.ify for
offsetting. In that case, the reporting entity must develop a supportabic method-
ology for determining the amount of cash collateral receivable.cr pavable that.
can be offset against the net derivative position. (FSP FIN-39-1 basis for conclu=
sions, pars. A7-A8)

A reporting entity must make an accounting policy'aetision as to whether to
offset fair value amounts recognized for derivatives and fair value amounts (or
approximate fair value amounts) recognized for cash collateral receivables and
payables executed with the same counterparty under a master netting agreement
and must apply that choice consistently. If elected, the reporting entity may
offset fair value amounts related to derivative instruments only if those amounts
are offset against the fair value amounts (or approximate fair value amounts)
related to cash collateral. However, if the amount recognized for the right fo
reclaim cash collateral or the obligation to return cash collateral is deemed not to
be a fair value amount (or an amount that approximates fair value), the reporting
entity may offset fair value amounts related to the derivative instruments only:
(ASC 815-10-45-6)

OBSERVATION: If elected as an accounting policy, net presentation of fair
value amounts recognized for receivables or payables related to cash oo%&atE_ral
and fair value amounts recognized for related derivative contracts executed with

the same counterparty under a master netting arrangement is required (subject
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to the exception above), because it is a true representation of the amount of
credit risk exposure under the entire arrangement.

Although this is technically an accounting election, most financial institutions
consistently elect to offset their derivative contracts with the same counterparty
~ inthe balance sheet.

I

Wug Receivables and Payables from Repurchase Agreements

4 a repurchase agreement (repo), one party sells securities to another party with
5 agreement to repurchase them at a stated price plus interest at a specified
i A repurchase agreement accounted for as a collateralized borrowing is a
_ that does not qualify for sale accounting under ASC 860, Transfers and
micing. The payable under a repurchase agreement accounted for as a collater-
ﬁbmmwhg refers to the amount of the seller’s obligation recognized for the

ARES

are repurchase of the securities from the buyer. (ASC 210-20-20, glossary term,
fepurchase Agreement Accounted for as a Collateralized Borrowing”)

" A reverse repurchase agreement accounted for as a collateralized borrowing
knewn'as a reverse repo) refers to a transaction that is accounted for as a
plaratized lending in which one party buys securities from another party with
.. agreement to resell them at a stated price plus interest at a specified date. The
) wivable under a reverse repurchase agreement accounted for as a collateral-
id borrowing refers to the amount due from the seller for the repurchase of the
surities from the buyer. (ASC 210-20-20, glossary term, “Reverse Repurchase
Agreement Accounted for as a Collateralized Borrowing”)

~ The guidance on offsetting only applies to repurchase agreements and
werse repurchase agreements that have been accounted for as collateralized
'ﬁ*:OWings under ASC 860. Most, but not all, repurchase agreements are ac-
munted for as collateralized borrowings. The accounting for repos and reverse
mpos is addressed in Chapter 9, “Repurchase Agreements, Securities Lending
Amangements and Other Pledges of Collateral.”

.
1

PRACTICE POINTER: Investment companies (e.g., mutual funds) use the
~ same terminology to refer to the opposite transactions.

-

-

PRACTICE POINTER: Even though certain aspects of repurchase agree-

_ ment transactions are similar to securities lending transactions, ASC 210-20-45

only applies to repurchase agreements and may not be applied by analogy to
other transactions that might be similar economically. (ASC 940-405-55-1)

e

I
HL;‘?ks, broker dealers, and other financial institutions often operate as both
imowers and lenders in the repo market on the same day. ASC 210-20-45-11
45-12 and ASC 210-20-45-14 through 45-17, provide that amounts recognized
ables under repurchase agreements accounted for as collateralized borrow-
may be offset against amounts recognized as receivables under reverse




