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CHAPTER 2
INVESTMENTS IN DEBT SECURITIES

CONTENTS
important Notice: New FASB Standard on Credit Losses 2001
Qverview 2001
Background 2002
Accounting for Debt Securities by For-Profit Enterprises 2005
Accounting for Debt Securities Held by Not-for-Profit Organizations 2035
Disclosures 2037
Regulatory Considerations 2045
Auditing Considerations 2046
International Financial Reporting Standards (IFRS) 2048
lllustrations 2049

IMPORTANT NOTICE: NEW FASB STANCARD ON CREDIT
LOSSES

In July 2016, the FASB issued Accounting S-at.dards Update No. 2016-13, Finan-
cial Instruments—Credit Losses (Topic 326)»ieasurement of Credit Losses on Financial
Instruments. The guidance creates a név/~ ‘current expected credit loss” (CECL)
model applicable to held-to-matuiity ‘and available-for-sale debt investment
securities under which the allowétwe for expected credit losses would reflect the
entity’s current estimate of e contractual cash flows not expected to be col-
lected, based on its assessivient of credit risk as of the reporting date. The new
guidance will replace the current “other-than-temporary” impairment guidance
for these debt securitics.

The new guidance is effective for calendar-year-end public companies as of
January 1, 2020, and for all other companies as of January 1, 2021. Early adoption
is permitted for fiscal years beginning after December 15, 2018. Due to the
protracted effective date of ASU 2016-13, this edition continues to include current
GAAP related to other-than-temporary impairment of securities. However, this
chapter discusses the new guidance on credit losses as it applies to held-to-
maturity and available-for-sale debt securities in the sections on Impairment of
Securities and Disclosures.

OVERVIEW

Accounting for debt securities varies, depending on 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 account-
ing issue for investments in debt securities is how they are measured in the
financial statements. Multiple measurement models are used for different invest-
ments in different situations, although all investments in debt securities, except
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th requiring consolidation, are permitted (and some are reguired) to be
m:as.:ureg at fa?r value with changes in fair value recognized in net income.

If the “fair value option” is not used, an investo%' in a debt security that h.as

i bility to hold a debt security to maturity may classify the security
the”m " ity” and carry it at amortized cost. All other debt securities
" hebld_to;,i_:;ﬁjm;tt?air value. Investments in debt securities that are bought to
musiati Ciofits on short-term price changes are classified as “trading.” Changes
gf ?:ir vaﬁe of trading debt securities are recorded in net income. Investments in
debt securities that an investor intends to hold for indefinite periods of time are
classified as “available-for-sale.” Changes in fair value of available-for-sale debt
securities are recorded in other comprehensive income., There are restrictions
against certain transfers between the classifications of debt securities,

Under current GAAP, impairment of debt securities is recognized in earn-
ings 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.
However, as noted in the Important Notice at the beginning of this chapter, a

nhew accounting standard on measuring credit losses was issued in 2016 that will
significantly change this guidance.

Numerous disclosures are required about securities, including the net carry-
ing amounts, measurement category and form of the investment, fair values, and

maturities. Not-for profit organizations follow different rules, which are summa-
rized in this chapter.

BACKGROUND

Accounting for investments in debt securities is addressed primarily by ASC 320,
Investmenis—Debt and Equity Securities. ASC 946, Financial Services—Inzesiment
Companies, sets forth specialized accounting guidance for investment CoLpanies.
Under that guidance, investment companies (such as mutual funds)‘ate required
to mark to fair value all of their investments through earniags. Paragraph
946-10-05-3 indicates that those investments typically consist ot securities of
other entities, but may also include commodities, securities based on indexes,
derivative instruments, real estate, and other forms of investments. The account-
ing guidance for investment companies is beyond the scope of this book.

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
ASC glossary term, “Security” was modeled after the definition of a security in
the Uniform Commercial Code that existed when the guidance that underpins

the accounting for investments in securities was originally issued.) For account-
Ing purposes, a security is:

A share, participation, or other interest in property or in an entity of the issuer
or an obligation of the issuer that (a) either is represented by an instrument

issued in bearer or registered form or, if not represented by an instrument, is

7

registered in books maintained to record transfers by or on behalf of the
issuer, (b) is of a type commonly dealt in on securities exchanges or markets
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i i in any area
hen represented by an instrument, is commonly recog:uzﬁg i ei'ﬁl e
= vhi h it is issued or dealt in as a medmm‘f(_)r.mve.stmen ,] (0 either is
% Wh}Ca class or series or by its terms is divisible into a class
one of a cla

shares, participations, interests, or obligations.
’

Fach instrument mu 1n i initi deter-
inst the accounting definition to
i ent st be tested agains 1
ach thzzrit is a security. The FASB resolved the question for a few common
mine whe

3 e including conforming mortgage
eivable, leases, and loans, inc ud g —.
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eaall ; i ities (i securitizati
‘ted into securities (in a
lly they have been converte 5 A
lt;%guzh aydebt restructuring). (ASC glossary term, “Security”); (
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e Mos tP d for under ASC 815, Derivatives and He#gzng, not as‘.sec%lm ¢ :
aCCSOCuI;;ﬂ 0-55-3) Whether an instrument is considered a dfnva.tw(tei 2;
(ﬁcoun’ri ‘\g. purposes is discussed in detail in Chapter 13, “Derivativ
a i -
Accouriting.”
Sem2 securities have embedded derivatives that must be‘accolim.te(iafg
; .S; 1:ate1y under ASC 815-15, Derivatives/Embedded DeTvatwets).ﬁci); ;aded
S, i rti ities that involve pu
i tments in convertible debt securi . :
ptlsn,:l];lvaefe considered to represent a debt instrument (theShg);tz;%l)mact)
an an embedded equity derivative (an option). (ASC 815-15-

o If an embedded derivative is separated from a host com’uritcz1 tgit ;2 2
security, the remaining security-host comp%ne(;g 1; a;cg.L:; ;VE ek

’ i edde eri .
ity that does not contain an em _ ati )
gzgﬁr(;-é-?(a)) Embedded derivatives are discussed in detail in Chapter

14, “Embedded Derivatives.” | -
In addition, the SEC staff believes that beneficial interests that are in the for

i 97
initi f a security. (December 10, 1997,
ificates generally meet the definition o i
géeceecilb;aRobgrt Uhl, then a Professional Accounting Fellow at the SEC)

PRACTICE POINTER: It is not advisable {o generalize agogt’_(f_v:tl:;hi;
ceriain types of instruments are securities. Forbeicamplséorggglte gDi ﬁq e
inition, but a n :
it (CDs) would not meet the defini on, _ CD
gfgs?tfgné aris)e about whether a particular instrument is a security, it may be

necessary to engage legal counsel.

OBSERVATION: Under current U.S. GAAP, securmgs a;n?iz\?:;?;:g:tt;e?r;
such as loans, are accounted for differgqtly. _The_ accourén?ng C?] Ko i
financial instruments that are not securities |s.q|scusseh ke cogr;izant .
and the Allowance for Credit Losses.” Practitioners shou _ il
“accounting arbitrage,” that is, the abilinirjl tot s::efr(:)trzztv;;a?nr; g:tfr?::t bt

ist between securities and © _
tmhgsfliz Trr:sattn?:nlg[nfs are properly categorized for accounting purposes.
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Debt Securities

A debt security is a security that represents a creditor
owes another party a specified or determinable amount
according to the ASC glossary term, “Debt Security,”
instruments are considered debt securities:

e 1S, Treasury bonds, notes, and bills and

*® Municipal bonds

government agency securities

Corporate bonds and commercial paper
® Convertible debt

® Securitized debt instruments, including collateralized mortgage obliga-
tions (CMOs) and real estate mortgage investment conduits (REMICs)

® Inierest-only and principal-only strips

® Preferred stock that is mandatorily redeemable b
redeemable at the option of the investor

Securitized financial assets issued in equity form that nonetheless re-

present a creditor relationship (see ASC 325-40, Investments-—Other/Beneﬁ-
cial Interests in Securitized Financial Assets).

y the issuer or that is

Similar instruments issued by foreign entities are also debt securities.

All debt securities are accounted for under ASC 320, incl

uding the following:
® Loans restructured as securities;

® Beneficial interests in securitized financial assets that
but that meet the definition of a debt security; and

¢ Convertible
320-10-55-2)

are in equity form

preferred stock that is mandatorily redeemat!e. (ASC

PRACTICE POINTER: After the securitization of a mortgage loan held for

sale, any retained mortgage-backed security must be classified in accordance
with ASC 320. (ASC 320-10-55-3)

Other Instruments That Must Be Accounted for Like Debt Securities

ASC 815 provides a Scope exception from derivative
and principal-only strips with specific characteristics.
the scope exception should be accounted for like a d
this section. An interest-only strip or principal-only
ASC 815 if it meets both of the following conditions:

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

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

accounting for interest-only
A security that qualifies for
ebt security, as discussed in
strip is outside the scope of

¢ It does not incorporate an
instrument.

y terms that are not present in the original debt

relationship (i.e., one party
of money). For example,
the following types of

(

transactions,
otherwise sett
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. financial assets
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including impairment and transfers,
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# f the measurement provisions.
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iirements of ASC 320 need only be applied to i
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; imari able debt
ACTICE POINTER: This provision applies pnT]amyrntguﬂ;e;a\fuhich they
struments purchased at a signfcant i "B e, sushak
mstrltl)':zrepaid and prepayable instruments wnth rr\gerﬁg wi?h significant prepay-
ean ; ires that instru Ca
S ing 20 requires under
interesjt-?(n]zre a(l,e;‘:rcl‘eé\ i?fgir value, not amortized cost. (See restrictions
ment risk be ¢

“Held-to-=turity Securities” section.)

-_—

e instrument
‘1] other instruments that have contractual terms tha:h aell?l‘fo\’lir By
hhu'?e ;ild or otherwise settled in S.UCh e T tha:t be evaluated in accor-
to Ceflsfbstaf‘tiany all of its recorded nwes;:mer;t ;?iling instruments or hybrid
reJov ine if they are freesta .
. determine if they ; counted for

. WIﬂ:sAcchliliiifg an embedded derivative that must be ac

instrumen

separately.
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“Derivatives Accouniing, dlsquss_ .
INTER: Chapter 13, “Deriva _ sousses e
PR:\ ﬁ:tllfjﬁwgrgs discussed above that \{uou_ld bz-,:: Gpnmdg;dw?w PRI
lypgs i ht; Chapter 14, “Embedded Derwatweg, dlscust i,
Fhet1r ?nvgnntggco,ntain embedded derivatives that require separate
instru
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i tr'anl?:;cllwd %or example, a contract to hadg a puc‘;);csymeaning =
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SECL}H_’CY ap between the date the transaction is comimy B
g;ili‘i Zagtepﬂle cash and the security change hands (the “se s oo
U.S. GAAP does not provide comprehensivi guldf_l'éc;: eonE‘;ﬁ:ies e o
- 1 te or settlemen A ; e
i ctions at the trade da — s megilar
i ﬂlefsiht;a;i,fowing ASC Topics are generally 1z':3qu1reg ;I?srsmﬁnm b tee
f«fg}}?e(i?e transactions that settle in the way) such ’qfa;se:;?amactiom el
ket i i tions occur) securiti
the market in which the transac
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® ASC 940 Financial Services—Brokers and Dealers in Securities

e ASC 942, Financial Services—Depository and Lending

e ASC 946, Financial Services—Investment Companries

e ASC 960, Plan Accounﬁng—Deﬁned Benefit Pension Plans

® ASC 962, Plan Accounting—Defined Contribution Pension Plans
g

e ASC 965, Plan Accounting—Health and Welfare Benefit Plans

All other entities may recognize regular-way securities transactions on eithey
the trade date or the settlement date, as the matter is treated as an accounting
policy election.

Trade Date Accounting

Under trade date accounting, purchases of securities are recognized in the
balance sheet at the trade date, not the date the security is actually received and
paid for.
Security

Trade date payable

XXX XXX
KX XXX

Gains and losses on sales or disposals of securities also are recognized in the
statement of operations on the trade date,

Trade date receivable
Security
Gain (or loss) on sale

PO XHX
OO R,
XXX

Because the transaction is recognized at the trade date, there is 1'o'need to
account for the open contract itself between the trade date and. the settlement
date. (ASC 815-10-15-15) Instead, the only entry needed upon settiement is to
recognize the payment.

Settlement Date Accounting

Under settlement date accounting, the security is not recognized until the trans-
action closes (or settles), because it is not considered to be controlled until that
time. As the security is not recognized at the trade date, the payable or receivable
relating to the impending cash payment is also not recognized.

While settlement date accounting requires no accounting for the security and
payment right/obligation at the trade date, the contract itself may require
accounting between the trade date and the settlement date. Under ASC 815, a
commitment to buy or sell a security in the future meets the definition of a
derivative (a forward contract) if the underlying security is readily convertible to
cash or the contract can be net settled, generally for cash. However, paragraph
ASC 815-10-15-15, Derivatives and Hedging/Overall/Scope provides a scope excep-
tion for (1) securities trades that are recognized on the trade date under other
U.S. GAAP (either due to a requirement or a policy election), and (2) securities
trades with the following characteristics:
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transaction is “regular-way.” That is, it req].lires delivery of an ex;
’ '_rh.e r rity within the time generally established by regulations o
i s{?arlxs 1{1 the marketplace or exchange in which the transaction 1ks1
COl’rmmtlgcuted and the transaction cannot be net settled, either throug
Efm%r(f\}:isions of the contract or through a market mechiimsm. _ .

F Gi'viard purchases or sales of “to-be-announced” or “when-issued 5(3623)
st when: (1) there is no other way to purch'ase the :~;ec:1,1;:1’cy,..t
peities will occur within the shortest possible period for that securi §/,
dehvery‘t is probable throughout the life of the transaction that dehve%z
aniclll (?clcl;r Pzi e., the transaction will not be settled net). (AS

w =

815-10-15-17(c)) ‘ o | .
If the transaction meets these conditions, it is not subject to derivative
i - U.S. GAAP applies.
unting and other U.S - o . _
EM:OC rta;sn contracts to purchase securities are accougted f0_1 undeé1 llﬂxiC 8]1115ﬂl1?s’
- tracts on Debt and Equity Securities Subsections (discussed later L s
Certa;ﬂ )COXH otHei purchases and sales of securities shoulld gae accoE;l;g) E
L Transf icing. Under ASC 860, a sale (or purc
- W, Transfers and Servicing. Under 860,
u.ﬂdel ﬁsii(tufs rrgco{ded only wher(t:1 certain cond1t1.0ns are met (see-(;hal:;ter 6,
‘f}?mllcsl; 3 \;ivFinancial Assets,” for a detailed discussion of these conditions).
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— e\

EXHIBIT 2-1 N
ADE DATE AC
ASCETS ARDTH When-lssueds, TBAs, and
Other Transactions That Are

Regular-Way Transactions beyond Regular-Way

Specific U.S. GAAP requires
trade date accounting (or a
policy election is made)
OR

Specific U.S. GAAP requires
trade date accounting (or a
policy election is made)
OR

Qualifications for
scope exception
under ASC 815

—No other way to purchase

ing to [
I or sell that security,

normal market
conventions AND

—Cannot be net setiled —The terms indicate ihe

earliest possible delivery
date AND

—It is probable that delivery
will oceur

Transaction does not  Apply ASC 815-10, Certain Apply ASC 815-10, Certain

meet ASC 815 Contracts on I_Debt and CE)gEit{;g:cour:iEi):sbt and
- Eﬂgggcsti?)%usnttéegenain Subsections to certain
purchases and ASC 860 1o purchases and ASC 860 1o

all other transactions all other transactions

OBSERVATION: Trade date accounting only ap;ilig:-s ;otg?‘g:;ntgegﬁgizf
i i not be ex
nsaciions. Trade date accounting practices may _ _ (
ggnssa(;lloans issuances of debt, or subsequent transactions involving those

instruments.
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Initial Measurement of Debt Securities

A purchased security should be recorded at its cost, which is the fair value of the
consideration given. The amount recorded for a purchased debt security includes

the amount paid to the seller plus any fees paid or less any fees received. (ASC
310-20-30-5)

PRACTICE POINTER: The FASB’s Valuation Resource Group (a non-
decision making advisory group on fair value measurement issues) discussed
the issue of accounting for transaction costs for investments classified as availa-
ble-for-sale under ASC 320. ASC 820, Fair Value Measurement, indicates that
transaction costs are not an attribute of an asset (therefore, they are not
considered in the fair value of the asset) and should be accounted for in
accordance with other U.S. GAAP. The FASB staff initially suggested that this
indicates that transaction costs should be expensed for such investments, but
ultimately indicated that entities need not change their policy for treatment of
initial measurement of available-for-sale securities under ASC 320. ASC 820 did
not change measurements prescribed by other U.S. GAAP, and accordingly, did
not amend ASC 320’s measurement provisions.

Classification and Subsequent Measurement of Debt Securities
under ASC 320

ASC 320 requires that, at acquisition, an enterprise classify debt securities into
one of three categories:

1. Held-to-maturity (HTM)
2. Trading
3. Available-for-sale (AFS)

At each reporting date, the appropriateness of the classification must be
reassessed. (ASC 320-10-35-5)

The focus of this reassessment is on the investor’s current ability to hold the
debt security, as well as its continued intent to do so, if the debt security has been
classified as held-to-maturity. The restrictions on held-to-maturity debt securities
and the limitations on transfers between the categories discussed below still
apply. (ASC 320-10-25-5 and 320-10-35-6)

PRACTICE POINTER: Classification decisions should be made at acquisi-
tion and, preferably, formally documented. It is not appropriate to use “hindsight”
to classify debt securities transactions, as this could allow consideration of
changes in value after acquisition.

An entity decides how to classify debt securities based on its intended
holding period for each individual security, using the framework in ASC 320. In
establishing its intent, an entity should consider relevant trends and experience,
such as previous sales and transfers of debt securities.
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EXHIBIT 2-2
CLASSIFICATION UNDER ASC 320

Classification Ongoing Measurement Attribute

Amortized cost
Fair value, with changes in fair value
recorded in earnings

Fair value, with changes in fair value
recorded in other comprehensive income

Held-to-maturity
Trading securities

Available-for-sale

Held-to-Maturity Debt Securities

Held-to-maturity debt securities are meaSH.red_at amortized cogt, mee{tmpg that
the amount paia-is adjusted for the amortization of any premium or chscgunt
over time. To gualify for the held-to-maturity categqry, _the mvgstor must _z}ve
the positive intent and ability to hold the debt security in question to maﬂgﬂy.
(ASC 32td J-25-1(c)) Changes in an investpr’s ultept or abllht_y to hold a hel -to—.
maiurity debt security can call into question .the. investor’s intent to hold oth?
delt vecurities to maturity in the future. That is, if an investor subsequently sells
vt transfers a held-to-maturity debt security for a reason other than one of ﬂ}‘e
specific exceptions discussed below, any remaining held—to—matur{ty debt securi-
ties may need to be reclassified to another category. A pattern of sal‘es or
transfers of held-to-maturity debt securities is inconsistent with an expressed
current intent to hold similar debt securities to maturity. (ASC 320-10-25-3)

PRACTICE POINTER: The SEC has strictly interpretepl and enforcgd the
held-to-maturity requirements in practice. A mere lack o_f intent to sell is not
adequate support for the held-to-maturity category. The investor must plan to
hold the securities to maturity, even if favorable market opportunities subse-
quently arise.

Acceptable reasons to sell or transfer held-to-maturity de.bt securi{ies A
sale or transfer of a held-to-maturity debt security will not 'call into question the
investor’s original classification, or the investor’s clgssihcatmn of other securities
as held-to-maturity, if it occurs for one of the following reasons:

* Evidence of a significant deterioration in the iss'uer’. s creditworthiness. A
downgrading of an issuer’s published credit rating is an examplg of such
evidence (ASC 320-10-25-6(a)), but an enterprise neefi not wait for an
actual downgrading in the issuer’s published credit rating or inclusion on
a “credit watch” list. (ASC 320-10-25-5(d))

® A change in tax law that eliminates or reduces the tax-exempt status (})f
interest on the debt security (but not changes that affect the investor’s
marginal tax rate). (ASC 320-10-25-6(b)) Securities that may need to be
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sold to implement tax-planning strategies should be classified as availa-
ble-for-sale, not held-to-maturity. (ASC 320-10-25-5(c))

A major business combination or a major disposition (such as the sale of a
component of an entity) that necessitates the sale or transfer of securities
to maintain the investor’s existing interest rate risk or credit policy. (ASC
320-10-25-6(c)) Sales of securities to fund an acquisition do not meet this
condition. (ASC 320-10-25-13(b)) Necessary sales or transfers should occur
concurrent with or shortly after the business combination or disposition,
not before. (ASC 320-10-25-12(a))

A change in statutory or regulatory requirements that modifies either
what constitutes a permissible investment or the maximum level of in-
vestment in certain types of securities for all entities affected by the
requirements such that the investor must sell the security. (ASC
320-10-25-6(d)) A regulator’s overall divestiture authority does not auto-
matically preclude an institution from concluding it has the intent and
ability to hold any security to maturity; the specific facts and circum-
stances must be evaluated. (ASC 942-320-55-2, Financial Services-Depository
and Lending/Investments—Debt and Equity Securities)

A significant increase in the industry’s capital requirements that causes
the entity to downsize by selling held-to-maturity securities. (ASC
320-10-25-6(e)) A sale of held-to-maturity securities to realize gains to
replenish regulatory capital that had been reduced by a provision for loan
losses does not meet this condition. (ASC 320-10-25-5(e))

A significant increase in the risk-based capital requirements for debt
securities. (ASC 320-10-25-6(f))

Other events that are isolated, nonrecurring, and unusual and thav could
not have been reasonably anticipated by the investor. (ASC 220-10-25-9)
ASC 320 provides an example of an “extremely remote ditaster scenario,
such as a run on a bank or insurance company.” Very i=w events would
meet this condition. (ASC 320-10-25-10) An unsolicited tender offer for the
securities does not meet this condition. (ASC 320-10-25-13(d))

PRACTICE POINTER: Several of the accepiable reasons to sell held-io-

maturity securities involve regulations affecting the type of security held. Note
that only some changes in those regulations justify sales of securities. Investors

are expected to understand all of the relevant regulations before they initially
classify debt securities.

In addition, for practical reasons, ASC 320-10-25-14 allows the following

types of transactions to be considered de facto maturities, not sales:

® The sale of a debt security that occurs close enough to its maturity date (or
call date if exercise of the call is probable) such that changes in market

interest rates would not have a significant effect on the security’s fair
value.
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o The sale of a debt security that occurs after the e11t(?rp}:i5e has alreqdy
collected a substantial portion (at least 85%) of the principal OLEFstandu}[g
at acquisition due either to prepayments on ’fhe debt.secuuty or c;
scheduled payments on a debt security payable in equa.l installments (ot
both principal and interest) over its' term (e.g., certain level-paymei;t
mortgage-backed securities). For variable-rate securities, the paylmen CS[
should be equal absent a change in interest rates. (ASC 320-10-25-15 an
25-16) -

In addition, the following implementatiqn guidancg al.lowslcertan} transac-
tions involving held-to-maturity securities without causing a taint of remaining
securities:

o Transactions involving held-to-maturity securities that are not accounted _for
as sales under ASC 860. Examples include pledges of held-to-maturity
securities as collateral and repurchase agreements that are accounted for
as secured borrowings, provided that the entity intends and expects to be
able to reday the borrowing. (ASC 320-10-25-18(e))

o Certain exchanges involving held—to-maturity. securities that are reot ac;
counited for as sales under ASC 860. Examples include desecuritization o
held-to-maturity securities into loans (i.e., the pr‘ocess.by which securities
are transformed into their underlying loans or financial assets), provided
that the assets received are held to maturity. (ASC 320-10-25-18(e)(3))
Most bond swaps and wash sales would be accm.lr.lted for as sales under
ASC 860, and therefore would not meet this condition (except when there
is a concurrent contract to repurchase the transferred asset from the
buyer). (ASC 860-10-55-57)

o The issuer’'s exercise of a call option on callable debt. (ASC
320-10-25-18(c))

OBSERVATION: These specific “acceplable reasong” or exceptions are the
only circumstances that will not jeopardize the accounting _for h_eld—to-matunty
securities. It is not appropriate to analogize (o these exceptions in other seem-
ingly similar circumstances. (ASC 320-10-25-7)

icti inst held-to-maturity classification An entity may not
classli};s:r :atclgﬁiy E::E‘,ahelcl—’ro-Imltl.u'i‘fy if thz investo‘r intends to hold the S'eFlglty
for only an indefinite period of time. A debt security should #ot be classnﬁeCl A5
held-to-maturity if the investor anticipates that the security rmgl*ft be sold (or
tendered in an exchange), for example, in response to the following events or
circumstances: (ASC 320-10-25-4)
* Liquidity needs,
¢ Changes in funding sources and terms, »
* Changes in market interest rates and related changes in the security’s
prepayment risk,
¢ Changes in the availability of and the yield on alternative investments,

* Changes in foreign currency risk,
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securilies that are classified as “
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® Exercise of a conversion feature

nents are accounted for se
320—10-25~5(g))

on convertible debt, even if the

compa.
parately under ASC 815, or

(ASC

® Exercise of a put option on a debt security. (ASC 320-10-25-

Even if the investor does not anticipate that a debt
security may not be classified as held-to

5(6)

security might be sold, g

-maturity in the following circumstances:

® The security is designated as a hedged item under ASC 815 and the
designated risk is either interest rate risk or the risk of changes in the
overall fair value of the security., (However, it is acceptable to designate
foreign currency risk, credit risk, or, in a fair value hedge, the price risk
from a prepayment option.) (ASC 815-20-25-12(d) and 25-15(f))

® The debt security has contractual terms that allow it to be prepaid or

otherwise settled in such a way that the holder would not recover
substantially all of its recorded investment. (ASC 320-10-25-5(a)) The
likelihood of prepayment or other form of settlement is irrelevant. (ASC
860-20-35-5)

This restriction does not apply to potential losses from noncontractual

events, such as losses from changes in foreign currency exchange rates or
borrower default. (ASC 860-20-55-34 and 55-37)

PRACTICE POINTER: A
enough in its life such that th
recorded investment if the |

Consequences of unacce
held-to-maturity security for
in ASC 320-10-25-6 and 25-
“acceptable reasons” above) calls into

question whether any remaining held-to-
Mmaturity securities should continue to be classified in that category. Any remain-

ing held-to-maturity securities should be reclassified to the available-for-sale
category when the sale or transfer represents a material contradiction with the

accounted for as a transfer of securities. (ASC 320-10-

35-9) This “taint” applies
not just to the type of securi

ty that was sold or transferred, but to all e
’held—to—mamrity.” (ASC 320-10-35-8)

PRACTICE POINTER: The FASB did not s
maturity securities portfolio would be “tainted.”
SEC staff has imposed a two-year b
category for registrants that have sol
maturity category for “unacceptable”
Armando Pimentel, then a Profession

pecify how long a held-to-
(ASC 320-1 0-35-7) However, the
an against the use of the

reasons. (December 11, 1996, speech by
al Accounting Fellow at the SEC)
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Trading Securities

iti i rities that are bought and held
T et S'e’fﬁ l'l’flii (;asfgo(;rgelﬁéugzzsiiuﬂm short ‘term. Treitld'ing gene;ilz
principallyl o c’? fIl)'e Eent buying and selling, and trading secquut;er?f aieel1{cf:es -
o E:imvieﬂ‘fl 1:he o‘t()ljective of generating profits on s.h(;rt—gzlcrlnt ¢ 11) eem nees In
s “ -term,” in this context, is infen nea
pri);e. o 3221'10;2;1&1(3?1“1;;:{?2“1;10{1&15 or years. However, an ?nFltg 11(;;2:
gens aﬂ(.i ayiz;ssifying as trading a security it plans to holg 2;)_11(3))

reChclldez,1 ltf)llf;n ascthat designation occurs at acquisition. (ASC 320-10-

period, a

i heet and
iti t fair value in the balance s
i bt securities are carried a . : % e sheet and
Tr?‘dlgiizmg gains and losses are recogmzed in eamlllngsﬂc:};_em agke(t” ©
um'eaélgg 1(a)) This measurement approach is also called “ma
320-10-35- 3 e
“fair value accounting.

i actions are re-
Required classification as trading Certain types of trans
equ v ) . . .y
quired to b= ciassified as trading activities.

] viti e securitization of a mortgage
T mortgﬂgfeb:gfiﬁgezgﬁzes&%fﬁgi for a sale m ASC 860-10—?0;5;;
P le Si'n enterprise must classify as trading any mor gtsgto
e aiI;:liels l%eceived by the transferor as proceeds that 1; ;%I;]):nl
:;Cll;eeisicg during the securitization process. (ASC 948-310-

irst be evaluated under
] ctured notes should firs uate
B gtiucztgigr;fiﬁ. xiis&er they contain eml_aedn?led den;gtwg:eg\iar’i
ASCt fie aczounted for separately. (Embesided”derwatllveslitL ?j; ‘ ;icgoes e
demils Chapter 14, “Embedded Derivatives.”) If th.e instru, { does o}
e mbgdded ,derivative or the embedded derma’cwlfe1 15;;2118 %f e
e
iglfeazccounted for separately btlmder j?slg tiii,t 122?1 1’; e(;tor o e
i 1ggest it is reasonably poss lose
uwtmmfil;;l Sufl% of its original investment amount (other till?; ‘ﬂ;fth gu
32?23?) thgn the structured note should befma:kiﬁ ;otﬁf;amtrospecﬁve
' i i If not, the ‘
in fair value reported in earnings. . : i sy
.Chtmfsetsliethod should generally be applied f91 struk():ttw\l;;c:iu?ic;ies. e
HJ er ilable for sale or held to maturity de S i
ﬁeg 1853; ‘;Egl :hrough 35-43, Investments in Debt Securities/Overa
320-10-35- 2
quent Measurement)

i ial for significant
- d note with the potentia
ICE POINTER: A siructure the A el
loss PwF:)ﬁﬁiTrgost likely contain an embgddgd derivative under A
Derivatives and Hedging—Embedded Derivatives.

i ify debt
Elective use of trading category Companies m.alcyti?fecta;otrc;gislg.}r hree
securities that they plan to hold for longer periods o
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320-10-25-1(a)) For example, a company might desire symmetry in the account-
ing for a deferred compensation obligation that is adjusted to fair value and the
debt securities being held to fund the obligation. ASC 710-10-25-18 discusses this
transaction. However, the decision to classify a debt security as trading must

occur at acquisition; securities may not subsequently be transferred into the
trading category for this reason.

Hedges of trading securities ASC 815 does not permit hedge accounting
for items that are (or will be) carried at fair value with changes in fair value
recognized currently in earnings, including existing and forecasted purchases or
sales of trading securities. (ASC 815-20-25-12(c) and 815-20-25-15(d))

Hedge accounting was not perceived as necessary, because the changes in
fair value of both the security and the derivative are recognized in earnings in the
same period. Entities should describe their objectives in holding derivatives that
are economic (but not accounting) hedges of trading securities.

Available-for-Sale Securities

Available-for-sale is the “default” category for debt securities. It includes debt
securities held for indefinite periods of time that are not classified either as
trading securities or as held-to-maturity securities. Available-for-sale debt securi-
ties are carried at fair value in the balance sheet. Unrealized holding gains and
losses are excluded from earnings and recognized in a separate component of
other comprehensive income (OCI), net of the related tax effects, until realized.
(ASC 320-10-35-1(b)) However, if an available-for-sale debt security is designated
as being the hedged item in a fair value hedge, all or a portion of the unrealized
holding gain and loss is recognized in earnings during the period of the hedge
(to match the treatment of the derivative—see Chapter 15, “Hedge Acceurniiing”).

OBSERVATION: Available-for-sale debi securities may be sciu for any
reason without impacting the accounting for other debt securitias and may be
hedged as permitied by ASC 815. Temporary changes in value are reported
outside of net income (other comprehensive income). As a result, many financial
institutions prefer not to classify debt securities as held-to-maturity so that they
have the flexibility to respond to changes in market conditions and other develop-
ments without an accounting “taint” or penalty. However, some banks changed
this strategy in response to recent changes in capital regulations requiring that
changes in the fair value of available-for-sale debt securities that are recognized
in OCl be included in the calculation of capital for regulatory purposes.

PRACTICE PQINTER: It is permissible to segregate a debt securities
portfolio into a portion that is available to be sold and a portion that is not
available for sale. The debt securities unavailable for sale may be classified as
held-to-maturity only if the entity has the positive intent and ability to hold those
individual securities to maturity. (ASC 320-10-25-1 8(a))
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Foreign currency considerations for ayailable-—fnr—sale dgbt ?ecqu-
1 ASC 830-20, Foreign Currency Matters/Foreign Cur'rency Translatwn (foreign
- translation) generally requires that transaction gains and losses on
s urrency-denominated monetary assets and liabilities be reported in
S ASC 320 requires that changes in the fair value of avaﬂable—for—s?lle
eagﬂiiﬁiﬁes be reported in a separate component of ther complrehenswe
.de me until realized. In the case of foreign—currency—denommateq avaﬂablg—for—
. debt securities, the change in fair value expressed in an entity’s functional
i ec 15 the totai of (1) the change in market price of the security as expressefi
'Curtr}?nlgcal currency due to factors such as changes in interest rates and credit
;rilsk aend (2) the change in the exchange rate between the local currency and the
entity’s functional currency.

ASC 830-20-35-36, Foreign Currency Muttgrs/Poreign Currency Tmnsalctzonsé
Subsequent Measurement requires fthat the entire change 1‘1.1‘theb fair vitgg 31
foreign-currency-denominated available-for-sale debt s.?cuntles e rfpo o
other comprehensive income (not divided between for_e1gn c.LErrencyhre;lnsa fon
gains and losses and other market changes). However, in a fair va'Iue ’e ge_o ;
available-for-sale debt security, the adjustment of the _hedged itemn s‘cfaluyl.ng
amoun! stould be recognized in earnings rather tha.rl in other compre ens;l\ife
inconee in order to offset the gain or loss on the hed’gmg. instrument. .Thus},) 10 ty
the changes in the available-for-sale debt security’s fair value attributable to
wihedged risks are reported in other comprehensive income.

Deferred tax and available-for-sale debt securities ASC 740-10-30-16, I?E
come Taxes/Overall/Initial Measurement, provides that the assesgment of the net:.o
for a valuation allowance for a deferred tax asset related tp a’vallable-for-s?\.le debt
securities should be made in combination with an entity’s other deferred tax
assets. ASC 740-20-45, Income Taxes/Interperiod Thx ‘Allomtz.on/()ther Prefsentatw{f
Matters), provides the following guidance on reporting the tax effects of unrea
ized holding gains and losses:

e The tax effects of unrealized holding gains and lqsses on availablfe-for—sale
debt securities reported in other comprehensive income are required to be
presented in other comprehensive income or a related component of
shareholders’ equity. (ASC 740-20-45-11(b)}

e The need for a valuation allowance on a deferred tax.ass_et rela:ted to
available-for-sale debt securities is considered in combination with the
assessment of the need for a valuation allowance on Oﬂ'}E].' deferred tax
assets. (ASC 740-10-30-16) Thus, the fact that an unrealized lqss on an
available-for-sale security is expected to reverse _before maturity is not
sufficient to conclude that no valuation allowance is needed on the related
deferred tax asset.

e If an entity establishes a deferred tax asset that relates orqy to an unrea.l-
ized loss on an available-for-sale debt security, and the entity con_cludes in
the current year that it is more likely than not that the.asset will not be
realized, the offsetting entry to the valuation allowan‘ce is reported in the
same component of other comprehensive income as is the revaluation of
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the debt security. (ASC 720-20-45-15) If the entity determines in a subse-
quent year that the asset will likely not be realized, the offsetting entry

should be included in income from continuing operations, not other |

comprehensive income. (ASC 740-20-45-16)

* An entity might have deferred tax assets that relate both to other deduct-
ble temporary differences in a previous year (say pension expense) and an
unrealized loss on an available-for-sale debt security in the current year. If
the entity concludes that the asset is not realizable, a valuatio allowance
must be established. The offset should be included in other comprehen-
sive income only to the extent that the valuation allowance is related
directly to the unrealized loss on the available-for-sale debt securities that
arose in the current year. The remainder should be included in income
from continuing operations. (ASC 740-10-30-18)

Transfers between Categories

ASC 320-10-35-11 states that transfers from the held-to-maturity category should
be rare, except for transfers that oceur for one of the specific “acceptable” reasons
in ASC 320-10-25-6 and 25-14 and other authoritative implementation guidance.

Transfers to and from the trading category also should be rare. (ASC
320-10-35-12)

Transfers should be recorded at fair value. (ASC 310-20-35-10) The unreal-
ized holding gain or loss at the date of transfer should be treated as follows:

® From trading. Do not reverse any unrealized ain or loss out of earnines.
g ¥ g g

¢ To trading. Recognize any unrealized gain or loss in earnings (that has not
previously been recognized, for example, as part of hedge accounting).
The gain or loss should be classified in a manner consistent. with the
classification of realized gains and losses for the categorv from which the
security is being transferred, not the category into which ite security is
being transferred. (ASC 320-10-45-7)

® From HTM to AFS. Record any unrealized gain or loss in other compre-
hensive income. The security’s amortized cost basis carries over to the
available-for-sale category for the following purposes: (1) the subsequent
amortization of the historical premium or discount, (2) the comparisons of
fair value and amortized cost for the purpose of determining unrealized

holding gains and losses, and (3) the required disclosures of amortized
cost. (ASC 320-10-35-15)

® From AFS to HTM. The difference between the par value of the security
and its fair value at the date of transfer remains in other comprehensive
income, but is amortized as a yield adjustment, generally over the remain-
ing life of the debt security. (ASC 320-10-35-15) Chapter 8, “Interest on
Loans and Other Debt Investments,” addresses the effective yield method.
That fair value amount, adjusted for subsequent amortization, becomes

the security’s amortized cost basis for disclosure purposes. (ASC
320-10-35-16)
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PRACTICE POINTER: When an investor dec_ides o sel1_an available-fgr;

sale security, it should not first transfer the securily into tpelg?dlr:‘?act::rt;ygosrgcﬂrr]ﬁy
Simi i i i Il a held-to-

le. Similarly, if an invesior decides to_se to _ /

t(év?r? fi? an “acceptsellble” reason), it should not first transfer it into the available

for-sale category. (ASC 320-1 0-35-13)

OBSERVATION: The restrictions against transfers are fo prevent “?-herri
picking” of gains and losses in eamings. Very few tran?aci:jgns V(\_'F)Olgctlrgﬁ: ;f;ign
rities into or out of trading. On
an accepiable reason 1o transfer secu : e
FASB staff has reportedly accepled is a a _between
?eaglgpzubsidiaw and a bank subsidiary of the same financial institution, where
the broker-dealer buys and sells securities on behalf of the bank.

: indicates that transfers into and from the
ECL' ATORY ALERT: ASC 320 indica \ _
tradian' acsount should be “rare.” The SEC staff has reminded registrants btha\'[
“rarc"a‘n this case doesn't just mean infrequent, but a_tlso that thgre must he; ﬁ
sUpsiantive reason for the transfer. The SEC staff believes thc:i:etlsth% \.;?)lrlyg w}ﬁg
Des issible and observes tha
inteshold for such transfers to be permiss . i
i ities i i of the trading account are in
ons for transferring securities into and ou : re. ]
;?sath with the notion that such transfers should ble re:r:e.t (1)Oc,;|;ar;?oesse:; mmvat‘etzth
i ievi ting results that m
ment sirategies, (2) achieving accoun g re _ Y e
i i ivii itioning a portfolio due to anticip
economic hedging activities, and (3) repos 6 Ao
i i look. (Speech by John M. James,
changes in the economic out _ e
i i i Chief Accountant of the 2
nal Accounting Fellow, Office of the
gzcember 2004 AICPA National Conference on SEC and PCAOB

Developments)

Reclassification of prepayable loan accountgd for like a s«ecuri::lyf A1 .feaz
that when initially acquired or retained was requl_red to be accoun;es 5 or a1 -2
security because it had substantial prepayment risk (AS.C 860-20_t - )dlea ryriEd
reclassified from trading or available-for-sale to held for investment (an
at cost) later in its life if: .

e It would no longer be possible for the holder not to recover substagtlallz
all of its recorded investment upon contractual prepayment or settlement;
and

e The conditions for amortized cost accounting are met (e.g., ASC
948-310-25-1 and ASC 310-10-35-47).

Any unrealized holding gain or loss arish1g_1mfler the availablle-foi—ssgz

classification that exists at the date of the reclass;f:caltéorl; would ;g:;mgferothe
i ' ive i but shou e amor

reported in other comprehensive income, lodld e EROR S
remaining life of the loan as an adjustment of yield. ( d
t:?:;s;;ggasl Eetljd-to-mamrity because, under ASC 320, only debt securttzeslmal)i
be classified as held-to-maturity.) (ASC 860-20-55-38) If the loan had ‘begn classi
fied as trading, any unrealized trading gain or loss would not be reversed.
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Impairment of Debt Securities

ASC 320-10-35, Investments-Debt Securities/Ovemll/Subsequent Measurement, ad-
dresses the recognition of impairment on debt investment securities, It addresseg
the determination as to when an investment is impaired, whether the impair-
ment is other-than-temporary, and the measurement of an impairment loss.

Determining Whether an Investment Is Impaired

A debt security is impaired if the fair value of the investment is less than its cost
basis. For debt securities, amortized cost basis includes adjustments made to the
cost of an investment for accretion, amortization, collection of cash, previous
other-than-temporary Impairments recognized in earnings, and fair value hedge

2019
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accounting adjustments. Impairment must be evaluated at the individual secup-
ity level (i.e., the level and method of aggregation used to measure realized and
unrealized gains and losses of securities). The term individual security level takes
into account situations in which an investor aggregates equity securities with the
same CUSIP number purchased in Separate trade lots for the purposes of
measuring realized and unrealized gains and losses. Securities may not be
combined with guarantees, credit enhancements, or other contracts for the pur-
poses of determining whether impairment exists.

PRACTICE POINTER: It is not appropriate to record a general reserve for
unidentified impairment in a portfolio of debt securities. (ASC 320-10-35-1 8)

- -

OBSERVATION: “Impairment” of a trading security is recognized on an
0ngoing basis as it is marked to market.

If the fair value of an investment is less than its cost, an investmerii is considered
impaired and the investor must evaluate whether the impairmrent s other-than-
temporary. Exhibit 2-3 is a flowchart that depicts the deterntination of whether
impairment is other than temporary for debt securities. In addition, the sections
below discuss the determination whether an impairment is other than temporary
and, if so, the recognition and measurement of the impairment.

ERMINING WHETHER A DEBT INVESTMENT SECURITY IS OTHER-
= THAN-TEMPORARILY IMPAIRED

Yes.

EXHIBIT 2-3

No

Yes.

Yes
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Fair Value
o Proceeds
Cash proceeds 51,000,000
Interest rate swap 400,000
Servicing asset 700,000
Residual interest 2,000,000
Net proceeds 54,100,000
Gain on sale calcuiation
Net proceeds 54,1
Carrying amount of loans sold (50 60%06000
1 1 00
Gain on sale 71—0_\-']
100,000
Journal entries
Cash 51,000,000
Intergst rate swap 400,000 At fair value
Servicing asset 700,000 At fair valy
Residual interest 2,000,000 . A
Loans 50,000,000 At allocateq
_ carryil
Gain on sale 4,100,000 e

To record the sale of loans, new assets obtained, and the gain on sale r
860-20—_25— 1) Chapter 13, "Derivatives Accounting,” addresses the subs‘ (AS'*
accounting for the interest rale swap. Chapter 5, “Servicing of Financial Aequm:
fddresses the subsequent measurement of the servicing asset. Chﬂj‘sjts‘
Im{estm«_ents in Debt Securities,” addresses the subsequent acco.:;rnﬁr -(“r‘l £
reS{duaI interest (assuming it does not contain an embedded deﬁ;fa*;‘\;e W
residual rpust be accounted for like an available-for-sale or ‘raaf;} s)' Tﬁe
because it bears significant prepayment risk. (ASC 32040—?5- 1) gha;tcet;ng

"SermeQ of Financial Assets, " addre, quen 1
) il 5568 the Subse [7] aleoL ] i
i iahts, faleou ffng for servic-
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S IPORTANT NOTICE: NEW FASB STANDARD ON CREDIT

LOSSES

In July 2016, the FASB issued Accounting Standards Update No. 2016-13, Finan-
cial Instruments—Credit Losses (Topic 326): Measurement of Credit Losses on Financial
Istruments. The guidance creates a new “current expected credit loss” (CECL)
model applicable to financial assets measured at amortized cost (including held-
to-maturity debt securities) and to available-for-sale debt securities. Under that
model, the allowance for expected credit losses would reflect the entity’s current
estimate of the contractual cash flows not expected to be collected, based on its
assessment of credit risk as of the reporting date. As a result of the Update, some
of the specialized guidance in this chapter related to recognition of yield and
impairment on certain beneficial interests and purchased credit impaired loans
would change.

The new guidance is effective for calendar-year-end public companies as of
January 1, 2020, and for all other companies as of January 1, 2021. Due to the
protracted effective date of ASU 2016-13, this edition continues to include current
GAAP related to those specialized interest income recognition and impairment
models. However, this chapter details the new guidance in the sections entitled
“Beneficial Interests in a Securitization Trust” and “Instruments Purchased at a
Discount Due to Credit Quality.”

OVERVIEW

Interest should be recognized on a debt instrument using the effective yield
method (also called the interest method). The objective of the interest method is to
Ieport interest income or expense in a manner that reflects a constant effective
yield on the recorded amount of the receivable or payable (i.e., the principal
amount adjusted by unamortized premium or discount and certain other items).
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This general principle applies to both assets and liabilities that are not bejn
marked to market through earnings. Specific issues relating to liabilitieg
discussed in Chapter 9, “Debt Financing.” .

Certain types of loan origination fees and costs are deferred by the Jop
and amortized as an adjustment of the yield of the instrument. Genera]],
origination fees and costs are netted and amortized over the contractual 1j_fe-y
the instrument; prepayments may be anticipated in certain circumstances, Qg
types of lending fees are generally recognized when they are earned and othg

types of costs are generally recognized as expenses as they are incurred.

There are special ways of applying the interest method for Investmenj
purchased at a discount that is related to credit concerns, structured notes,
beneficial interests in a special-purpose entity. Some debt instruments wilh
unusual rates or payment terms contain embedded derivatives that must be
accounted for separately. i

Certain conditions must be met to treat a loan refinancing or a modificatiy
of terms as a new loan. The requirements are different for the lender and the
borrower. When the revised loan is not considered new, many of the related feey
and costs are treated as a prospective yield adjustment, rather than as cursey
income or expense.

BACKGROUND

The primary accounting literature applicable to recognizing interest on invag
ments in debt instruments is ASC 835-30, Interest/Imputation of Interest, ana ASC
310-20, Receivables/Nonrefundable Fees and Other Costs. ASC 835-30 applies to bofh
receivables and payables and establishes the general principle that interey
should be recognized using an effective rate of interest, not the nominal or stated
rate. ASC 310-20 addresses how to factor in nonrefundable fees and costs relating
to originations and purchases of loans and debt securities held.as assets, as wel
as the treatment of callable and prepayable instruments. AST 310-30 addresses
accounting for loans or debt securities purchased at a didccunt that is attributable
in part to credit concerns. Other literature addresses unusual yields on invest
ments in debt instruments, including ASC 320-10-35-38 through 35-43, Inves-
ments/Debt Securities/Subsequent Measurement, and ASC 325-40, Investments/Othal
Beneficial Interests in Securitized Financial Assets. CON-7 discusses the objective al
present value measurements and methods to estimate cash flows.

This chapter discusses the effective yield method and issues relating to debl
instruments held as investments (assets to the reporting entity). Chapter 9, “Dell
Financing,” addresses issues relating to the calculation of interest expense of
debt financing (liabilities to the reporting entity).

Applicability of Concepts Statement 7

ASC 820 establishes fair value measurement guidance applicable whenever sudl
a measure is used. ASC 820 incorporates guidance from Concepts Statement No
7, Using Cash Flow Information and Present Value in Accounting Measuremenls
(CON-7) related to the use of present value techniques to measure fair valué.
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N-7 provides a framework for using future cash ﬂowg as the basis for
cO ting measurements at initial recognition, and for the interest method of
acfoxzah%n. CON-7 establishes principles that govern the use of present value,

0 ially when the amount of future cash flows, their timing, or both, are
eﬁicrtam Present value techniques are used often to estimate the fair value of a

ﬁna.ncial instrument, to impute an interest rate, and to amortize a premium or

discolmt ona note.
Those techniques include the discount rate adjustmen_t technique and the
ected present value technique. The measurement for receivables and payables
e’q;clief ASC 835-30 using a present value technique is a fair value measurement
ﬁder ASC 820. The discount rate for contractual cash flows d.ejscribed in ASC
335-30 (rate that is commensurate with the risk) is consistent with the discount

rate used in the traditional approach (the discount rate adjusted technique) in

CON-7.

Terminology tc Describe Cost Basis of Investments

A variety of terms are used to describe the cost basis of an investment in a debt
instrumerit, The following chart summarizes the common elements of the cost
pasis ct e1t investment, and how they are reflected in various tern'is.‘ Not‘e t'hat
these is overlap among some commonly used terms. The primary distinguishing
¢ ~tor is whether the allowance for doubtful accounts is included in the measure.




8004  Financial Instruments
Interest on Loans and Other Debt Investments 005

IMPUTING INTEREST ON RECEIVABLES

o3
o 2
8 E
@33
58 8 ks 2 : resent contractual rights to receive money on fixed or determina-
=c 2 £ sceivables rep & TIoney oIl .
< 5% £ o dates, whether or not there is any stated provision for interest. Receivables
- 8 Pilude Joans, notes, long-term trade receivables, amounts due under sales-type
- E 5 g direct finance leases, and debt securities. ASC 835-30 is the primary source of
§8 - - g o o dance on when interest must be imputed on receivables. ASC 835-30 is not
o2 ™ =3 gntmded to apply in the following circumstances:
= o O
= :?’E « Trade receivables that are due in customary trade terms within one year;
= N .
§1§ o 34 e Deposits or prepayments for the purchase of goods and services;
L] 7] % x* ‘EJ' 2 .
;; § § 5 o L g 8 e Security deposits or down payments;
IJ' G = e . . e
8 g o Customary lending activities of banks (covered by ASC 310-20);
‘2 - 'E E » Transactions where interest rates are affected by tax attributes or legal
GE, g E g " ﬁ s restrictioria: end
= 289 Y S = .
¢ 82° 583 o Relatearparty transactions.
= @8 E
y— L g ~ -
a 2go 7
% B L g AUTHOR’S NOTE: In May, 2014, the FASB published ASU 2014-09, Reve-
E& E % tL “ o ‘é-g @ .ue from Contracts with Customers, which changes the guidance in U.S. GAAP
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Imputing interest

[mputing interest means identifying the interest rate that equates the contracty
cash flows with the present value of the note. The note is recorded on the balay,
sheet at its present value, and any difference between the par value and de:
counted value is recognized as an adjustment of interest income. When noteg 5
traded in the open market, the market rate of interest and fair value of the Iloz
provide evidence of the present value of the note. (ASC 835-30-25-2)
Selecting @ Discount Rate
The objective in selecting a discount rate is to approximate the rate that
ind ependent borrower and lgnder would negotiate in a similar transaction undg
arable terms and conditions, with the option to pay the cash price Upop
or to give a note for the amount of the purchase that bears th
rate of interest to maturity. (ASC 835-30-10-1)

comp
purchase
prevailing
— B
PRACTICE POINTER: Prevailing rates for similar instruments of issuers
with cimilar credit ratings often will help determine the appropriate interest rate
for determining the present value of a specific note at its date of issuance.

—
The selection of a rate may be affected by many considerations. For exampl
the choice of a rate may be influenced by: 3

» Prevailing market rates for the source of credit that would provide 1)
market for sale or assignment of the note;

o The prime rate for notes that are discounted with banks, giving due
weight to the credit standing of the issuer;

» Published market rates for similar quality bonds;

o Current rates for debentures with substantially identical terms and risks
that are traded in open markets; and

» The current rate charged by investors for first or cecond mortgage loans
on similar property. (ASC 835-30-25-13)

Premiums and Discounts

When the stated (contractual) interest rate on a note equals the rate that a current
lender would charge for an instrument with the same credit quality, maturily
and Hming of cash flows, the note would be issued or purchased at par value.

When the stated (contractual) interest rate on a note is less than the rate that
a current lender would charge for an instrument with the same credit quality
maturity and cash flows, the note would be issued or purchased at a discount,
fhat is, an amount lower than par value. Investors are not willing to pay the face
amount, becauselthey could earn more on an alternative investment. The amount
of proceeds is adjusted so that the investment bears a market rate of return.

When the stated (contractual) interest rate on a note is higher than the
current market rate for a comparable instrument issued by that debtor, the note
would be issued or purchased at a premium, that is, an amount higher than paf
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qalue. Investors are willing to pay more than the face amount of the note,
pecatise the contractual cash flows are more than those of alternative market
mvesﬁﬂeﬂts- The amount of proceeds is adjusted so that the investment yields a

current market return.
The discount or premium resulting from the determination of present value

in cash OF noncash transactions must be presented in the balance sheet as a direct
deduction 01 addition to the face amount of the note. (ASC 835-30-45-1A)

—

EXHIBIT 8-1
PAR VALUE, PREMIUMS AND DISCOUNTS

Assumes a $100,000, 4-year note with semi-annual interest payments.

Contractual Rate

| 7% 8% 10%

7% 100,000 | 103,437 110,311

8% 96,634 100,000 | 106,733

Market Rate

10% | 90,305 93,637 100,000

Amortizing Premiums and Discounts

The difference between the par value and present value of the note is amortized
over the life of the note, so that the sum of any stated interest plus the amortiza-
tion (which could be positive or negative) results in a level effective rate of
interest on the outstanding balance at the beginning of any period. The effective
rate should represent the market rate of interest that existed at the inception (or
subsequent purchase) of the note. Unless the note has an explicit variable rate,
the initial effective rate should not be adjusted for subsequent changes in market
rates. Variable rates are discussed later in this chapter.

In March 2017, the FASB issued Accounting Standards Update 2017-09,
Receivables—Nonrefundable Fees and Other Costs (Subtopic 310-20), Premium Amorti-
2ation on Purchased Callable Debt Securities. The guidance changes the amortization
period for debt securities held at a premium that have explicit, noncontingent
call features such that they are callable at fixed prices on preset dates. The
guidance requires that the amortization period for such securities is to the
earliest call date, unless the guidance in Subtopic 310-20 is applied to consider
estimated prepayments. After the earliest call date, if the call option is not
exercised, the entity must reset the effective yield using the payment terms of the
debt security. If there were additional future call dates, the entity would consider
whether a premium existed and, if so, the excess would be amortized to the next
call date. For all other debt securities held at a premium, and for debt securities
held at a discount, amortization is to the maturity date. The guidance is effective
for calendar-year public business entities as of January 1, 2019. (ASC 310-20-35-33
and ASU 2017-09, par. BC21)

i
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—

PRACTICE POINTER: If an entity has designated a callable debt security,
subject to this guidance, that is a hedged item in a hedging relationship unger
ASC 815, Derivatives and Hedging, and the hedge is open, the entity shoulg
follow its policies on amortization of basis adjustments. However, to the exient g
hedging relationship is discontinued and a basis adjustment remains, entitieg
must follow the new guidance in ASC 310-20-35-33, (ASU 2017-09, par. BC1 2)

—
A note amortization table is typically set up as follows:
Balance
Premium or Unamortized Cost
Cash Market Discount Premium Basis
Dates Interest Yield Amortization or Discount of Nate
Coupon Carrying Cash interest Initially, Par value plyg.
times amount minus market difference unamortized
principal times market rate between par premium or
amount rate at value and discount
inception present value.,
Subsequently
adjusted for this
period's
amortization
Starting date XK X0, iy
Year 1 XX, XXX 04 XX X, XHX XXX, XXX X, XKV g
Year 2 XX, XXX XX, XXX XXX XK, XXX XX,
Year 3 300, XXX XX, XXX XX 0 0

Hlustration 8-1 at the end of this chapter includes a numerical exa mple of the
amortization of a discount under the interest method.

Notes with Bundled Rights and Privileges

If cash and some other rights or privileges are exchanged tor a note, the valueof
the rights or privileges must generally be carved out and recorded separately,
The premium or discount created by the allocation of the note’s carrying amount
should be amortized over the life of the note as a yield adjustment. (ASC
835-30-25-4 and 25-6) One notable exception is the accounting for convertible
debt when the conversion feature is not separable and does not meet the
definition of a derivative under ASC 815, Derivatives and Hedging. Convertible
debt is discussed in Chapter 11, “Convertible Debt and Similar Instruments.”

Notes Exchanged for Goods or Services

When interest must be imputed on a note that is received in exchange for goods
or services, the note, the sales price, and the cost of the property, goods, 0F

services exchanged for the note should be recorded at the fair value of the
property, goods, or services or at an amount that reasonably approximates the‘

fair value of the note, whichever is the more clearly determinable. (ASC
835-30-25-10)
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pPRACTICE POINTER: Transactions in which captive fine_mce companies
ffer favorable financing to increase sales of relaied companies must be ac-
gounted for under ASC 835-30. (ASC 835-30-15-1)

p—

Notes with Embedded Derivatives That Must Be Accounted for Separately under
o

ASC §15-15 ‘ . |

der ASC 815-15, certain hybrid instruments that contain multiple risk charac-
Un' .cs must be split apart and accounted for separately. For example, a dt?bt
?ensmsent with a return that is linked to changes in an equity index is colnsm‘l—
mgﬂebt instrument and an embedded equity derivative. When a derivative 18
e ired to be separated or bifurcated from the host contract, the amount
b ted to the host instrument often will differ from the face value of the
-auotf-iment. Any oremium or discount resulting from the allocation process
- uld be amortized in accordance with ASC 310-20 or ASC 835-30, as appl‘opl‘l-
- ASC 815-1% also provides a fair value measurement election, subject .to
e scome iimitations, for certain debt instruments that are hybrid fin:emcml
‘cert;;ﬂm&;; with an identified embedded derivative that would otherwise be
ﬁwéd "50 be bifurcated. Such instruments are eligible _to be initially .ang
qihsequently measured at fair value, with changes in fa1£ value recogmzet
surrently in earnings. Chapter 14, “Embedded Derlvatlves, .d1s-cusse's l"Eowtr(i
identify embedded derivatives, the fair value election for hybrid financial instru
ments, and other related issues in detail.

Notes Measured at Fair Value under the Fair Value Option

Companies may elect to measure notes as well as other types of fman';l%l.
instruments discussed in this chapter (e.g., loans, loan c01lnm1tlments) at fair
value under the fair value option provided by ASC 825-10, 'Fma.ncml fnst?’umentff/
Overall/Fair Value Option Subsections. The fair value option is dlicussed in detail
in Chapter 20, “The Fair Value Option for Financial Instmments. If the fair value
option is elected, a note is initially measured at falrl value and subseque‘r.lt
changes in fair value are recognized in earnings. The guidance related to am01t1—-
zation of premium or discount under ASC 835-30 dges not apply to items for
which the fair value option has been elected. In addition, ASC 825-10, .Pt?rr Value
Option Subsections, does not specify a method to be used for recognizing and
measuring the amount of dividend income, interest income, and interest expense
for items for which the fair value option has been elected; however, ASC ‘825-10,
Fair Value Option Subsections, requires disclosure of a description of. how interest
and dividends are measured and where they are reported in the income state-
ment for each period for which an income statement is presented.

ASC 820 is the primary guidance for fair value measurement under .U.S.
GAAP. Fair value is the price that would be received to sell an asset or paid to
tiansfer a liability in an orderly transaction between market pa%'t1c1pants. ?t the
Measurement date. Chapter 19, “Fair Value Measurements,” provides speqﬁc fair
Value measurement guidance applicable to all financial instruments required to
be measured at fair value under U.S. GAAP.
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FEES AND COSTS FROM LENDING AND INVESTING
ACTIVITIES

Interest income is imputed on loans and other investments in debt securities, For
certain types of lending activities, the fees charged and related transaction costs
can be significant. ASC 310-20 addresses how those fees and costs are factoyeg
into the yield calculation.

ASC 310-20 addresses the treatment of nonrefundable fees and costs assog
ated with:

* Lending transactions, such as making loans, extending lines of credit, anq
issuing credit cards;

e Making commitments to lend;

® Refinancing and restructuring outstanding loans;

® Syndicating loans (coordinating multiple lenders for a large loan);
® Purchasing debt instruments; and

e Direct finance leasing transactions.

ASC 310-20 also addresses the accounting for:

® Variable interest rates; and

® Prepayment rights and penalties.

All of these items affect the effective yield calculation in certai
circumstances.

OBSERVATION: It is important to properly identify a fee or cost as an
origination, commitment, or service fee, because they are classified differcinily in
the income statement and potentially recognized over different periods <t time,

ASC 310-20 does not address the accounting for:

® Yields on instruments that are carried at fair value with changes in fait
value recorded in earnings, including those for which the fair vale
option in ASC 825-10, Fair Value Option Subsections, is elected.

¢ Nonaccrual loans or securities.

PRACTICE POINTER: ASC 310-20 applies to available-for-sale debt secur-
ities, even though they are carried at fair value because the changes in fair value
are recognized in other comprehensive income, not earnings.

—

PRACTICE POINTER: The interest method is required even if there are no
significant origination fees or costs associated with a fransaction. Alternative
methods, such as the straight-line method, may be used only if the resulis do not
differ materially from those obtained by using the interest method, even if interest
is collectible on a loan using one of those methods. (ASC 835-30-35-4, ASC
835-30-55-3, and ASC 835-30-55-2)

—ﬁ—_—v

Interest on Loans and Other Debt Investments 8011

OBSERVATION: ASC 310-20 applies to all entities engaged in lending,
ceriain leasing activities, and investing in debt instruments, St_Jch as Iogns, notes,
and bonds. ASC 948, Financial Services—Morigage Bar_?kmg, provides a few
exceptions for morigage bankers (discussed later in _thls chapter). All other
industries must apply ASC 31 0-20 for U.8. GAAP reportlmg purposes, as long as
the loan or other investment is performing and not specifically excluded above.

Loan Origination Fees and Costs

ASC 310-20 requires that certain nonrefundable loan origination fees anc?l costs be
recorded as an adjustment of the carrying amount of the loan and amortized over
the life of the loan as an adjustment to interest income (a yield ?d]ustment).
Specifically, deferring loan origination fees and costs has the following effect on
yields:

o Deferring fess veceived Enhances yield over life of loan.

o Deferrin? costs paid Reduces yield over life of loan.

PHACTICE POINTER: ASC 310-20 identifies the only circum_staryces where
1,aaing fees and costs should be offset and deferred. The accounting is required,
rot elective.

===

Only one entity originates a loan, even if there are subsequent investors in
the loan. Origination means the entity that underwrites the loan-evaluates the
creditworthiness of the borrower, prepares the loan documentation, and dis-
burses cash to the borrower. Purchases of loans and other investments are not
considered loan originations. Fees and costs on purchased loans are accounted
for differently, as discussed below.

Loan Origination Fees

Loan origination fees are fees charged to the borrower in connection with jche
process of originating, refinancing, or restructuring a loan or lease. The following
fees are considered loan origination fees (ASC 310-20, glossary term, “Loan
Origination Fees” and ASC 310-20-55-15):

* Fees to reimburse the lender for origination activities, including applica-
tion fees, management, arrangement, and placement fees.

* Fees that are charged to the borrower as “prepaid” interest or to reduce
the loan’s nominal interest rate, such as points and interest “buy-downs”
(explicit yield adjustments).

* Fees that are, in substance, implicit yield adjustments because a loan is
granted at off-market terms (e.g., certain syndication fees).

* Underwriting fees charged to the borrower that relate directly to maki,ng
the loan (e.g., fees that are paid to the lender as compensation for granting
a complex loan or agreeing to lend quickly).

* Loan syndication and participation fees to the extent they are associated
with the portion of the loan retained by the lender. (ASC 310-20-25-24)
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Loan Origination Costs

ASC 310-20 permits deferral of only two categories of loan origination costs:

1. Incremental direct costs incurred in transactions with independent thirg

parties for that loan—so called “external costs.”

2. Certain internal costs directly related to specified loan origination actiy
ties performed by the lender for that loan. (ASC 310-20-25-2 and ASe
310-20, glossary term, “Direct Loan Origination Costs”)

External loan origination costs

External loan origination costs must hayg
both of the following characteristics:

* The costs result directly from and are essential to the lending transactig

and

® The costs would not have been incurred by the lender had that lendmg

transaction not occurred. (ASC 310-20, glossary term, “Incremental Direg
Costs”) '

“Independent third parties” generally possess the following characteristig
(ASC 310-20-55-9):

® They are not employees of the lender.

® They are not receiving employee benefits from the lender.

® They also provide similar services to other entities unrelated to the lender,

® They are not under the control or significant influence of the lender.

A nominal passive investment from the standpoint of both the lender aad

the provider of service probably would not affect the provider’s independence,
(ASC 310-20-55-10)

PRACTICE POINTER: Costs incurred with third parties that are riut consid-

ered “independent” may be treated as internal costs, as long as thev represent
origination costs, as defined below. (ASC 310-20-25-25)

PRACTICE POINTER: ASC 310-20 does not apply to costs that are in-
curred by a lender in transactions with independent third parties if the lender bills
those costs directly to the borrower. However, costs that are not billed directly to
the borrower, but instead, are expected to be recovered through the interest rate

charged to the borrower, are within the scope of ASC 310-20. (ASC
310-20-55-2)

PRACTICE POINTER: Fees paid to a service bureau for loan processing
are not eligible for deferral because the services are not related to loan origina-

tion, that is, the services are performed affer the loan has been made. (ASC
310-20-25-5)

ey N
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nternal loan origination costs Certain internal costs, s_u.ch as emplc.)y_efzs’

ies and benefits, directly related to specified loan origination activities
spiet ed by the lender for that loan should be deferred and amortized as a
e;fort_ll.‘f(lm of the yield on the loan. Exhibit 8-2 evaluates various activities and
redﬂl-;ies the types of internal costs that should be deferred and the types of
;ﬁltemal costs that should be expensed as incurred.

—

EXHIBIT 8-2
TREATMENT OF INTERNAL COSTS FROM LENDING ACTIVITIES
Cosis That Should Be Expensed as
Incurred

ASC 310-20-25-3, 310-20-25-4,
310-20-25-26; 310-20-25-27,

Costs from Loan Origination Activities
That Should Be Deferred

Source: ASC 310-20, glossary term,
“pirect Loan Origination Costs”, ASC

310-20-55-15 310-20-55-14
Evaluating the prospective borrower’'s Advertising, soliciting potential
financial conditicn borrowers

Supervision and administration
Establishing and monitoring credit
policies

Servicing existing loans

[nitial creditanaiysis and investigation
Appraisa!s

Evaluaing and recording guarantees,
wollateral, and other security
smangements

Negotiating loan terms, including
discussing alternative borrowing
arrangements with borrowers
Preparing and processing loan
documents

Unsuccessful loan origination efforts
and idle fime

Administrative costs, rent, depreciation,
and all other occupancy and equipment
costs (including data processing
equipment and software dedicated to
originating loans)

Investment advisory costs, whether paid

lity control review performed during :
g 1 to third parties or incurred

the underwriting period internally

Loan evaluation and approval .
committees (all activities involved in
origination decisions)

Closing the transaction

Calculating internal costs Internal employee costs must be alloca’f.ecll to
origination activities based upon the time spent by the employee on loan origina-
tion activities for successful loans in comparison to the employee’s total time
spent on the job. Other allocations (e.g., treating a com‘mission paid on the'bams
of loan production as an origination cost) are not permitted. Only that portion of
the employees’ total compensation (including bonuses) and p‘ay‘n‘f)ll-related
fringe benefits directly related to time spent performing those activities for that
loan and other costs related to those activities that would not have been incurred

TN
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but for that loan should be deferred. (ASC 310-20), glossary term, “Direct .
Origination Costs” and ASC 310-20-25-6) Examples of such costs include: -

® The portion of executive compensation, such as salaries of membeyyg o
loan approval committee, attributable to review of successful loang Priy
to funding. (ASC 310-20-55-13) '

® For an employee paid commissions only for successful loan Pl‘Oducﬁw
the portion relating to loan origination activities. (ASC 310-20-25-7) :‘

® Reimbursement of travel costs, itemized telephone calls, and reimby, :

ment for mileage and tolls to personnel involved in a successfy] 1%
origination. (ASC 310-20-55-11) ‘

® Fringe benefits, including payroll taxes, insurance, retirement plans, sgop
compensation plans, and overtime meal allowances. (ASC 310-20-55-1)
Standard costing methods may be used to calculate direct loan originatigy
costs, provided that the costs of originating loans are similar. (ASC 310-20-254,
A successful-efforts-based system should be developed at the functional level
(e.g., application, verification, underwriting, appraisal, closing) and may by
based on the percentage of successful and unsuccessful efforts determined fy
each function, adjusted for idle time and time spent on activities for which
related costs cannot be deferred. (ASC 310-20-25-9)

PRACTICE POINTER: Idle time represents the time that a lender's employ-
ees are not actively involved in performing origination activities for specific loans.
Idle time can be measured through the establishment of standard costs time

studies, ratios of productive and nonproductive time, and other methods. VASC
310-20, glossary term, “Idle Time”)

Costs on pending loans Origination costs on a loan. in process may be
deferred until the loan is either closed or considered an unizuccessful effort. If g
loan in process is determined to be unsuccessful after the balance sheet date but
before the financial statements are issued, costs that have been deferred through

the balance sheet date should be charged to expense in the period ending with
the balance sheet date. (ASC 310-20-25-10)

Fees and Costs on Purchased Loans

Purchased loans are recorded at the amount paid to the seller, plus any transac
tion fees paid or less any fees received. The initial investment frequently differs
from the related loan’s principal amount at the date of purchase. This premium
or discount should be recognized as an adjustment of yield over the life of the
loan. All costs incurred in connection with acquiring loans or committing to
purchase loans should be charged to expense as incurred. (ASC 310-20-25-22)
This includes loans acquired through a loan participation. (ASC 310-20-25-23 and
25-24) Loans purchased at a discount that is due in part to credit concerns are

accounted for under ASC 310-30, not ASC 310-20 as discussed later in this
chapter.

B EEE— e
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: dy been originated by another

ERVATION: A purchased loan has alrea A Dy anothat

0$r?erefore, the purchaser is not allowed to defer any costs as “origination
arty.

fees Of COStS including the cost of due diligence reviews.
e 3

p—

Loans Purchased as a Group

e the initial investment to the individual loans or may

i uIChE;Sfrmnela%i?ilicl)ciiltvestment in the aggregate. The cash ﬂqws provided by
accouD:{ O1 ing loan contracts should be used to apply the interest method,
. elrlgn }%repayments are anticipated, as allowed by ASC 310-20-35-26. It
o nts are not anticipated and prepayments occur or some of the pur-
;epayrile 15 are sold, a proportionate amount of the related deferred fees and
o Oalremium or discount should be recognized in income so that the
urCh'ase‘ptenf:s’c rate on the remaining portion of loans continues unchange.d.
eﬁech\’eoﬁzlo-aq—%; (As discussed later in this chapter, ASC 310-10-25-7, Receiv-
. -II ’R“”.:)g.'liitiarl and ASC 310-10-35-52, Receivables/Overall/Subsequent
ﬁ%gz:zt ;;Eovide gtlidance for credit card receivables purchased as a group.)

Fez= and Costs on Refinancings and Restructurings (Other Than a
~-aybled Debt Restructuring) -
When the terms of a loan are contractually revised in a nontroubled situation, the

lender must determine whether the revised agreement should be accounted for
a5 a new loan (an origination) or a continuation of the old loan.

PRACTICE POINTER: A concession made to re_ﬂec_t a gengral dt‘aclm‘ehm
market interest rates or a decrease in risk so as to maintain a relataonihlp v;nt _z;
debtor that can readily obtain funds from other sources at current market rates |
generally not a troubled debt restructuring. (ASC 470 -60-1 5-12)

Tests for a New Loan

A loan with revised terms should be considered a “new loan” if both of the
following conditions are met:

* The terms of the new loan are at least as favorable. to the ‘lender as ﬂle
terms for comparable loans to other customers w1th. similar co]lect10ln
risks who are not refinancing or restructuring a loan w1ﬂ1 the lender. This
condition would be met if the new loan’s effective yield were at least
equal to the effective yield for such loans.

* The modifications of the terms of a loan are more than minor. (A?C
310-20-35-9 and 35-10) A modification of a loan should be conmdelec}
more than minor if the present value of the cash flows under the terms 0f
the new debt instrument is at least 10% different frprp thg present value ﬂ«?
the remaining cash flows under the terms of the original instrument. Ifd.f e
difference is less than 10%, a creditor should ev‘?lluate whethe.r the modifi-
cation is more than minor based on the specific facts and circumstances
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(and other relevant considerations
10% test should be performed usin
470-50, Debt—Modifications and Exti

ter 12, “Extinguishments of Debt *
in detail. ’

) surrounding the modif; |
ificatign »

g the computational guidanczqm

; nguzshments. (ASC 310-20-35

discusses the provisions of

\

1) g

11,

ASC 4

restructuring,
L)

The accountin
costs would be:

%
5 aﬂ

® If new loan conditions gre i i
; . met: Write off an .
interest income when the L any unamortized fees and Cos
any fees new loan is granted. (ASC 310—20-35-9) h

origination costs and recognize o » et of any direct I-'-
p ver the ri i ; 0ay
adjustment of yield. (ASC 310-20—35—134) € remaming life of the loan as

® If new loan conditions are not met-

Blended-rate Loans

Blended-rate loans i i
‘ i s involve lending new i
with existing loans at rates current% o o et intezely

yields an interest rate between the

arrange i s . F

is thegbﬁa_lggz 215 11 ;’:lfm;nlcmg, but it does not meet the “fidyw loan” yield test, thy
et fis lender,;s L t; ow the market rate of loans with similay collectjg; 'rzlft
on the existing loan as m?erllcgztghmem }ﬂhus' the unamortized net fees and cosi:
Shnki Bk € net fees and costs relatin i . iy
" o carry over to the new loan. (ASC 310-20-35-35 and Ag b ole fingg ':
erm, “Blended-Rate Loans”) and ASC 310-20, glossary

B LG

existing loan rate and. tie market rate. This

Other Types of Fees, Including Commitments

Loan Commitments

Fees received for a commitment to

are generally netted agaj i
deferred, and: S

originate or purchase a loan or group of loans
rect loan origination costs (ASC 310-20-25-12),

adjus
o If

ﬁaﬂsaction’
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. commitment is exercised, recognized over the life of the loan as an
.

tment of yield, or
the commitment expires unexercised, recognized in income upon expi-
ration of the commitment. (ASC 310-20-40-1)

es of credit and credit cards are viewed as forms of loan commitments

under ASC 310-20
The recognition of commitment fees depends on the circumstances of the

as follows:

Exercise of commitment is remote—If, based on the entity’s experience with

similar arrangements, it is remote that the commitment will be exercised,

a net commitment fee should be recognized over the commitment period

on a straight-line basis as service fee income. If the commitment is

subsequently exercised during the commitment period, the remaining

unamortized commitment fee at the time of exercise should be recognized

over the lite of the loan as an adjustment of yield. (ASC 310-20-35-3(a))

Any @et cost should be charged to expense immediately. (ASC

310-20-25-13)

Comumitment fees determined retrospectively—If the amount of the commit-

ment fee is determined retrospectively as a percentage of the line of credit

available but unused in a previous period, the commitment fee should be

recognized as service fee income as of the determination date if:

— That percentage is nominal in relation to the stated interest rate on any
related borrowing, and

— That borrowing will bear a market interest rate at the date the loan is
made. (ASC 310-20-35-3(b))

Lines of credit—Qualifying origination costs should be deferred and amor-

tized based on the terms of the line of credit or commitment facility.

— Revolving line of credit: Straight-line basis over the period that the
revolving line of credit is active.

— Revolver with option to convert to a term loan: Straight-line basis over
the combined life of the revolving line of credit and term loan.

— Not a revolving line of credit: Straight-line basis over the commitment
period. (ASC 310-20-55-3)

Credit facilities with multiple, unscheduled drawdowns with varying maturi-

ties—The commitment fee should be deferred until the facility is exercised

and a drawdown is made. Given the multiple, unscheduled drawdowns

intended under the facility, a pro rata portion of the commitment fee

(equal to the percentage of the loan drawn down to the total facility)

should be recognized over the life of the applicable drawdown as an

adjustment of its yield. (ASC 310-20-55-49)

PRACTICE POINTER: Some lenders offer “multi-option facilities,” which

TV T I T T T T T T T T O TV T T T e ————

contain several credit structures that borrowers may use in any combination.
Lenders may receive a variety of fees in connection with that type of facility.
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Generally, all fees received must b

e deferred. How
allocated to each product in the facility because the ameovr(:' ;
must be reportgd as service fee income while the amo -
be reported as interest income. (ASC 31 0-20-55-4)

the fees myg; b
norti tion of certain fg 3
rtization of other fegg Mugy

Credit Card Fees and Costs

Various types of entities i
€s 1ssue credit cards, debit car
e 1] . . i 1ds,
S}?;P?l er.mlar cald's (co]_lectlvely, credit cards) with a zilit‘:harig s
fe tged m connection with credit card issuances are viewed Iy e
es and certain costs associated with issuing a credit czsdoan it
T

origination costs. are viewgq
Credit card originations—ASC 3
= 310-20-25- 1
Other Costs/Recognition, concludes e - 18, Receivables/Nonrefundaple Fees gy

£ ; it card originatio !
or deferral under ASC 310-20 should be netted agaigst ﬂlenr:IZizsdtgatdqu
redit gy

fee, if any, and the net a
; 2 mount should be a: izeg i
e - e . mortized on a straight-J; i
p.rwﬂege period” as an adjustment of interest i g ht‘ hpe i R
el Income. “Privilege Peripg!
® If a significant fee is cha
to use the credit card.

® Ifno significant fee is charged—One year. \
)

rged—The period that the fee entitles the cardho]des

paid to a2 .y

that i : e
at is, deferred and netted against the related credit card fee 'Lfcia?s Oth%cftt?-lhm&
’ LR e nef

amount should be amortized on a strai i
_ ; aight-line basis over Ao ;
(ASC 310-20-25-18, Receivables/Nonrefundable Fees ang Otheil Cti]f‘stg‘ieés);ngzi 'Pemi
SEE ion, an

ASC 310-20"35'8 RECEiTJﬂblL’ ?‘I?‘(?ﬁ,l b e , S
, SﬂVO
Iy : ) nda i Fees and O 127 LOsi‘S/ ubsequm#

for deferral, because the lender would have incurred gﬁool}etgi t;:ﬁil;?teati's .
10N costs

regardless of the number of credit i
card i
should be charged to expense. (ASC 310-20?51551553112(1. fccordingly, the entir &

. ‘Ilw'ienewal fees—Periodic renewal fees for the continued ex
privileges generally cover many services to cardholders

deferred and recogni :
gnized on a straioht-lj ; .
the cardholder to use the card a B SR

tension of credit card
Renewal fees should be

] . e period th :
§ service fee income. (ASC 3?0—20-35-; fee enify

10-25-7 and 35-52 requi
) 25-7 ire that
a credit card portfolio including the cgrdhold:r
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tionships acquired. The amount relating to the cardholder relation-

: resents an identifiable intangible asset that should be amortized over

: I‘?Od estimated to be benefited in accordance with ASC 350-30-35-6. Any

ﬂ}e Penc o between the fair value and principal balances of the loans should be
;

od over the life of the loans in accordance with ASC 310-20.
Cgmmitments that Must be Accounted for as Derivatives

or rela

Loat
commitments that relate to the origination of mortgage loans that will be
héld for resale, as discussed in ASC 948-310-25-3, must be accounted for as
derivative instruments in accordance with ASC 815 by the lender (but not the

ower). In addition, commitments to buy and sell existing loans must be
evaluﬁtecl under ASC 815. However, loan commitments that relate to the origina-
tion of mortgage loans that will be held for investment and all other commit-
ments to originate loans should be accounted for as described in this section,
even if they teckiically meet the definition of a derivative. (ASC 815-10-15-13(1)

and ASC 815-10-15-69 through 15-71)

—

UBSERVATION: After the issuance of ASC 815, the FASB learned that
many types of loan commitments would meet the definition of a derivative under
ASC 815, either because the loan commitments are transferable (and therefore
can be “net settled”) or because the underlying loans were readily convertible to
cash (such as in the case of a conforming mortgage loan). ASC 815-10-15-69
through 15-71 creates a scope exception for most loan commitments involving
originated (new) loans, except for the creditor when the loan is considered held
for resale under the specialized morigage banking model.

Standby Commitments to Purchase Loans

A standby commitment is, in substance, a written put option that will be
exercised only if the value of the loans is less than or equal to the strike price. If a
standby commitment meets the definition of a derivative, it must be accounted

for under ASC 815.

Standby commitments that are not derivatives should be accounted for in
accordance with ASC 310-20-35-3 if (a) the settlement date is within a reasonable
period of time (e.g., a normal loan commitment period) and (b) the entity has the
intent and ability to accept delivery without selling assets. Loans purchased
under such standby commitments should be recorded at cost on the settlement
date, net of the standby commitment fee received.

Standby commitments that are not derivatives, but do not meet the criteria
in the previous paragraph should be recorded as a liability and accounted for at
the greater of the initial standby commitment fee or the fair value of the written
put option. Unrealized gains (i.e., recoveries of unrealized losses) or losses
should be credited or charged to current operations. (ASC 310-10-25-6, 30-7, and

35-46)
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——
OBSERVATION: If a standby commitment does not meet the definition of a

derivative under ASC 815 but must be accounted for “like” a derivative (a written
put option), the commitment may not be designated as a hedge.

Loan Syndication Fees

When a company seeks to borrow a large amount of money, lenders SOmetimg
share the risk by forming a syndicate. One lender typically manages the transge
tion with the borrower (the syndicator), but each member of the syndicate fllnds
its respective portion of the loan. Typically, the lead syndicator receives z foe
from the borrower and passes through some or all of thaf fee to the other lendeyg

The institution managing a loan syndication (the syndicator) should recog.
nize loan syndication fees as follows: '

® If a portion of the loan is retained—Defer a portion of the syndication fee fg
produce a yield on the portion of the loan retained that is not less than the
average yield on the loans held by the other syndication participanjs
(including the fees passed through by the syndicator). Any excess shoulg
be recognized as revenue when the syndication is complete,

® No loan retained—Recognize as revenue when the syndication is complete
(ASC 310-20-25-19)

Delinguency Fees

Delinquency fees should be recognized in income when chargeable, assun.ng
collectibility is reasonably assured. (ASC 310-10-25-13)

Prepayment Fees

Prepayment penalties should not be recognized in income until'loans or trade
receivables are prepaid, except that the existence of prepayivent penalties could
affect the application of ASC 310-20-35-18(a), which is-aiscussed later in this
chapter. (ASC 310-10-25-12)

Rebates

Rebates represent refunds of finance charges on installment loans or trade
receivables that occur when payments are made early. The possibility thal
rebates may be calculated using a method different from the interest method
should not affect the accrual of interest income on installment loans or trade
receivables, except that the possibility of rebates could affect the application of
ASC 310-20-35-18(a). Differences between rebate calculations and accrual of
interest income merely adjust original estimates of interest income and should be

recognized in income when loans or trade receivables are prepaid or renewed.
(ASC 310-10-25-11)

Factoring Commissions

Factoring usually involves selling accounts receivable to a transferee (the factot)
that assumes the full risk of collection, without recourse to the transferor in the

Interest on Loans and Other Debt Investments  §021

oss. The accounting for factoring commissions by the factor dep‘ends
the transfer is accounted for as a purchase/. sale or a ssched bor rotx;lf—

der ASC 860. (Chapter 6, “Transfers of Pmanmr?\i Assets, d1scuss§s le
ing =5 necessary for a sale or financing in detail) If the transaction is
condltlonds for as a purchase of receivables by the factor, the purchase discount
accouﬂ_fe commission) should be accounted for under either ASC 310-20 or ASC
B ropriate, depending on whether the discount is attributable in part
. a? E;Pefl)aout crec’iit quality. If the transaction is accounted for as a secured
® Concmtnrin commissions should be recognized over the period of tfhe loap
loant;:icildeé ASC 310-20, beginning when the entity funds a customer’s credit

Corcll ending when the customer’s account is settled. (ASC 310-10-25-3)
an

ev.ent ofa 1
on whether

APPLICATION OF THE INTEREST METHOD

ve of the interest method is to arrive at periodic- interest h_lcon;e t'hat

ents a constant effective yield on the net investment in the receivable (ie.,

B al am ount of the receivable adjusted by unamortized fees or costs and

E pnnCIPr »miium or discount). Certain gains and losses on fair value hedges are

urd'];-?fﬁg :Ld v]'n the carrying amount of a loan or debt security. Hedge account-
;-11;0?9 cn':acussed in Chapter 15, “Hedge Accounting.”

The objectt

i in the previous section, when an entity originates. a loan,
mﬁaﬁfjézcgjsecisi are re%uired to be deferred am;l gmo.rtized as an acg]us‘;x?ent
f the yield of the loan under ASC 310-20. Loan origination fees and direc oar;
01:'1 ination costs for a given loan should be offset and only the net al.nou:nd
Shcﬁlirlld be deferred and amortized. (ASC 310-20-30-2) All other lending-relate
costs should be expensed as incurred. (ASC 310-20-25-3)

Aggregation of Loans

i rpri Ids a large number of similar loans
s may be aggregated if the enterprise hol /
?(zawr:rhich?repa%ments are probable and the timing a%xd amount gf prt.apaym.e?nts
can be reasonably estimated (ASC 310-20-35-26) or if the resulting 1eco.gﬂ§10n
does not differ materially from the amount that would have been recognized on
an individual loan-by-loan basis. (ASC 310-20-15-5)

Subsequent Sale of Aggregated Loan

If loans are aggregated and a loan in the pool is subsequent'ly sold, the deferrﬁd
net fees and costs should be allocated either on a pro rata bagls (ba:?ed on thil ratio
of the outstanding principal balances of the loans sold) or, if det-alled recor Z 2;12
available, on a specific identification basis to calculate the gain or loss. (
310-20-35-32)

PRACTICE POINTER: Recognizing net fees over the estimated average life
of a group of dissimilar loans is not in accordance with U.S. GAAP.
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IMPORTANT NOTICE: NEW FASB STANDARD ON HEDGE
ACCOUNTING

st 2017, the FASB issued ASU 2017-12, Derivatives and Hedging (Topic 815):
Improvements to Accounting for Hedging Activities (ASU 2017-12). This
| completes the FASB's comprehensive project to reconsider many aspects of
ancial instruments accounting.

Rather than a wholesale reconsideration of hedge accountihg, the FASB
fecided to pursue several targeted topics. These changes, in general, make hedge
inting easier to qualify for, simplify certain aspects of the accounting for
d items and hedging instruments, make the documentation requirements
ualifying hedge relationships less rigid, and change certain presentation and
sclosure requirements related to hedge accounting.

The significant changes made pursuant to ASU 2017-12 include:

1. allowing contractually-specified components of nonfinancial items to be
hedged in a cash flow hedge;

2. allowing the specified index rate in a variable-rate instrument to be the
hedged interest rate risk, instead of requiring a benchmark rate to be the
hedged risk;

3. adding the SIFMA Municipal Swap Rate as an eligible benchmark
interest rate for fair value hedges of interest rate risk;

4. permitting an entity to measure the change in fair value of the hedged
item in a fair value hedge of interest rate risk based on the benchmark
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rate component of the contr
: actual coupon cast
entire coupon cash flows: i o flows, rathg than

5. permitting the measurement of the hedged item in a partial-te
~term

designated cash flows being hedged;

. h g p p y ma

ing only how changes
to prepay;
7. allowing an entity to desi
. A gnate as the hedged item in a fai
;); mterest rate risk in 2 closed portfolio of prepayable ﬂna]:m‘if;lue g
ount of ast?ets_that Is not expected to be prepaid, and ther baSS.etSan
prepayment risk in the measurement of the hedged item; €Dy ignog

8. eliminating the recogniti
gnition of hedge ineffectiveness i nin
. - S i
qualifying cash flow and net investment hedges; o e
9. relaxing the requireme i I
nts for ongoing effectiven i
ing ( oz, ess testin i
qualitative testing after an initial quantitative effectiveness %elsjg allowmg
10. requiring presentation of hedge results in the same line it;m
as the

hedged item when th : ;
hedges; 1 the hedged item affects earnings for all qualifying

in the benchmark interest rate affect the decis'&.
1o

11. i
gzglr;g;:gfme ﬁag thal;rf components of a hedging instrument that
rom hedge effectiveness assessments ar 2
initial value of the excluded  be ey o ol
nit ‘ component to be amortized <
while changes in the fair v. onont ma
: alue of the excl i
recognized in earnings or in OCI; B e Ry
12. ing initi
:Eovg;g ?1;:131 assessments of hedge effectiveness to\he completed gt
a y time before 1“1}9 first quarterly effectiveness testing date, inste -cizf
quiring such initial tests to be completed at hedge "n.‘eption’- !

13. i icati
3 g}flcicwmg the apphcatl(?n of the “critical terms match” method to hed
orecasted transactions so long as the forecasted transactions Eﬁ:

expected to occur within th,
ecte e same - 31- i
derivative’s maturity; and month or 31 Gay period Sy

14. i i
glé;)iwu;f anlzenhty tlbat uses the shortcut method of hedge accountine to
gnate a “backup” method of assessing effectiveness that it can ufe if

the relationship is later d ;
etermined ; .
use of the shortcut method. not to have met the requirements for

The chan,

years (includixgles iftgAAP from ASU 2017-12 are mandatorily effective for fiscel
business entiti g Of;hHT1 periods) beginning after December 15, 2018 for public
fnarcial es. o e‘1 en.t1t1fes need not adopt the changes until their annual
applicatior isme1_1 s. o1 ﬂ}elr flsc.al year beginnjng after December 15, 2019 Early
guidance re p.81m1tted in any mterim or annual period. Transition to th.e new
= leliminatecil-_[znleifa cumulat'we-effect adjustment to retained earnings and OCl
existing cash f{la L I'Et?l]_ned earnings of the recognition of ineffectiveness in
genera% s ow and net investment hedges. Other effects of the changes are

Yy to be implemented prospectively, with several options pro\ri;s:led to

_mnm.mmm___g

of interest rate ri N
rate risk by considering only the changes in fair value of ti‘

change in fair value of the hedged item COnsiia‘
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_nedge designation and documentation requirements for existing hedges to
ater tage of the less stringent requirements. (ASC 815-20-65-3)

ﬂ-ke advart
pter and other chapters within this edition are updated to reflect the

This cha
W requirements arising from this new accounting standard. Readers should
o to prior editions for applicable accounting guidance in effect before the
Jfective date of the new standard.

OVERVIEW

derivatives must be carried at fair value in the balance sheet. However, for

ifying hedge transactions, gains and losses on derivatives may be recognized
n earnings in a pattern that matches the hedged item. To qualify for hedge
Jccounting, NUMETOUs criteria must be met.

1. The hedging relationship must be documented before hedge accounting
can apply«1his documentation must explain the risk being hedged, how
the hedging instrument is effective in addressing that risk, and how
hedgé e'tectiveness will be assessed during the hedge period.

. The-nedged item must meet certain criteria. These criteria vary based
upon the type of risk being hedged (fair value, cash flows, foreign
currency, etc.). Certain items are ineligible to be hedged.

3. The hedging instrument must generally be a derivative (e.g., a forward
or option), except for certain specific exceptions in which a cash instru-

ment (e.g., a loan or debt security) may be utilized.

4, The hedge must be (and must be expected to be) highly effective in
offsetting variability due to changes in the hedged risk. This must be
confirmed through effectiveness assessments each period.

Fach of these criteria is discussed in detail in this chapter. Hedge accounting is
slective for transactions that meet all of the necessary criteria.

The mechanics of hedge accounting vary depending on whether the risk
being hedged is fair value (price) risk, cash flow risk, or foreign currency risk.
Generally:

a. Pair value hedge accounting is accomplished by recognizing gains and
losses on the hedged item related to the hedged risk in earnings along
with changes in value of the derivative used to hedge the risk.

b. Cash flow hedge accounting is accomplished by recognizing changes in
value of the derivative used to hedge the cash flow risk in other compre-
hensive income (OCI) initially, and then reclassifying those gains and
loss to earnings when the hedged transaction affects earnings.

c. Hedges of the net investment in a foreign operation are recognized by
recording gains and losses on the hedging instrument related to fluctua-
tions in foreign exchange rates in OCI, in the same component in which
translation gains and losses on the foreign investment are recognized.

These mechanics are also discussed in detail in this chapter.
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BACKGROUND

ASC 815, Derivatives and Hedging, is the primary source of li
accounting. The original guidance, which was published in

heavily interpreted and modified by several additional FASE
ous EITF consensuses, and over 40 DI

FAS-133, pae

The guidance for hedge accountin
detailed requirements for an item or tr
initially and on an ongoing basis.
hedging relationships that have spe
quired criteria for hedge accounting,
ing in the financial statements,

g is extensive, in part becayge of
ansaction to qualify for hedge accoyyy,
es

This chapter discusses the three
cific methods of hed

&€ accounting, ghe
and reporting the re

sults of hedge aceo -

un-

Disclosures about derivatives and hedge accountin

g are discussed in Chap-
ter 16, “Disclosures about Derivatives.”

Description of Hedge Accounting

Hedge accountin

g is a special accounting
when derivative

practice that reflects ce
s (or, in certain

rtain Situatiopg

statement effect of the hedged item.

Because hed
losses in earning,
life of the hedgin
differ depending
any event, even

g¢ accounting changes the timing of rectenition of gains and
S, umerous conditions must be met. bagh upfront and over the
g relationship; these are referred to as hedge criteria. The criferia
on the nature of the rigk being hedged, but are cumbersome i

after the simplifications in ASU 2017-12. Despite the many

which a company could qualify
Entities engaged in risk manag
and therefore are willing to undertake the tagks
their reported net income reflects the effect of the
same period as the item being hedged.

for hedge accounting, it

may elect not to do so.
ement strategies

often desire hedge accounting,
necessary to achieve it, so that
ir derivative transactions in the

Different Types of Hedges

ASC 815 prescribes different methods of hedge accounting, depending on the
pe of risk being hedged. The FASB created three categories of hedging relation-
ships. The categories share some common criteria, but each also has its own

terature for peq
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ievi i in the income
iteria and different mechanics for achieving matching in
gue ' \ tegories are: |
The three categ | . N .
i i lue Hedges Hedges of changes in price or 'fa1r vallue c;:f ?nei;n - f
e W;':bility or a firm commitment that has a fixed p111c? (1 Of interes;
aSSEt’. 1f\/ralue ’of a fixed-rate bond changes as the genera ..e}\;ie s
- faulrlanges. That risk can be hedged with a rec.ewe—\t;fa;m:3 1e, P gin xed
1-a:eiecst swap. Another example is a firm comml?wenb Coau; E‘?zitg(r?1 n a2
iy : t is not a derivative be
' i long as the contrac R
j e i (ASC 815-20-25-7 throug :
. mal purchase exception / h 259
E 'mebeIz:(;ines IEOI‘E or less valuable as the n’_larket price 01.c gl'f[u: f11; e
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an'd aFa;ir value hedges essentially convert a .fmzld pl%geon em 10 @
ﬂm;fi.ng rate (then current price) item—the combined posi
0
cash flow risk (see below).

;. isti set or
h Flain Hedges Hedges of variable cash flows flOlT-l aI;h ex}ﬁﬁ?eaiv hooe
- (;as"’t . 01; from a transaction expected to occur in the fion). For
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Exhibit 15-1 summarizes how several common hed
be characterized under ASC 815.

——
EXHIBIT 15-1
CHARACTERIZATION OF HEDGING STRATEGIES UNDER ASC 815
Hedge Type
under ASC Bottom-Line Effect on |ncom'
Strategy 815 Perfectly Effective &

ging transactiong WW —

1. Swap interest rate from fixed to  Fair value
floating (same currency)

2. Swap interest rate from floating Cash flow
to fixed (same currency)

3. Lockin fixed interest rate on Cash flow
anticipated debt-offering with a
futures contract

4. Lockin price of raw materials ~ Cash flow

with a forward purchase contract
(no purchase order exists).
Assume same currency.

5. Lock in minimum selling price of Cash flow
finished goods with an option
(no sale contract with a
customer exists). Assume same
currency.

6. Lockin US$ equivalent of a

purchase of machinery froma  fair value
foreign supplier (currency hedge
amount per contract)

7. Monetizing a call option in a Fair value

debt instrument (hedging an
embedded option with an
offsetting option)
8. Swap interest rate from fixed to  Fair value
floating and swap currency from
foreign currency to functional
currency (say US$)

9. Swap interest rate from floating Cash flow
to fixed and swap currency from
foreign currency to functional
currency (say US$)

10. Lockin US$ equivalent of a
forecasted sale of goods by a
foreign subsidiary

Cash flow

Cash flow or

Creates floating interest raja in
interest income or expenge
Creates fixed interest rate in
interest income or expengse

When debt is issued, Creates
desired fixed rate

Cost of goods sold will reflegt
the locked in price of materialg
(ignoring any complications gf
inventory accounting),

Sales revenue will reflecta
minimum selling price of
inventory, less cost of option i

No effect until machine is
depreciated, using the locked-
US$-equivalent cosi as its basis

Creates efiective interest rate
for noncallable debt

Creates floating US$ interest
rate in interest income or
expense

Creates fixed US$ interest rale
in interest income or expense

Sales revenue will reflect the
US$ equivalent of today’s seling
price of inventory

The mechanics of hedge accounting vary for the three major categoties 0!
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EXHIBIT 15-2
SUMMARY OF DERIVATIVES AND HEDGE ACCOUNTING
Qualifying
Hedges of Net
Investment in
No Hedge Qualifying Fair  Qualifying Cash Foreign
Accounting Value Hedges Flow Hedges Subsidiary
perivative: . .
palance sheet  Fairvalue Fair value Fair value Fair value
Treatmentof  Earnings Earnings First OCI, then  CTA (part of
in or loss earnings timed other ‘
g to match comprehensive
hedged item income)
Treatment of
hedged item: .
Treatment of Not applicable Earnings Eamings (follow CTA (other
loss Or gaiti U.S. GAAP for  comprehensive
hedged item)  income)
Balanczsheet  Notapplicable  Adjust for Follow U.S. Trans[ate into
changes in fair  GAAP for reporting
value of hedged hedged item currency under
risk(s) ASC 830
Bottom-line Entire gainor ~ —Net effect is the ineffectiveness of the derivative
effect on loss on (i.e., extent to which changes in fair valug of the
income derivative derivative do not exactly offset changes in the

hedged risk)—

hedges. To provide context for this long and detailed chapter, Exhibit 152

provides an overview of the way hedge accounting works for the thfee
categories. .

QUALIFYING FOR HEDGE ACCOUNTING

To qualify for hedge accounting, all hedges must meet all of the following
threshold criteria:

» Derivatives used as hedges must be linked to a specific transaction that
affects earnings and that relationship must be documented at inception.

* Throughout the term of the hedge, the entity must expect the hedging
instrument to be highly effective in offsetting changes in the fair value or
cash flow of the hedged item, using reasonable methods that are appro-
priate in the circumstances.

These key qualifying conditions are described immediately below. Addi-
fional criteria that must be met for fair value hedges and cash flow hedges are
then discussed under those section headings.

Documentation of the Hedging Relationship
Al the inception of every hedging transaction, the entity must document the
bollowing information (ASC 815-20-25-3):
* Which instrument is the hedging instrument and which specific item it is
hedging. Generally, long and short positions may not be hedged on a net
basis. For example, an entity may not hedge its net interest rate gap
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i e risk
{ the assertion that the group of heq?ed (I)tfetrrr]lg gs:)?j“g ()tp?raizglctions,
suppo e are changes in the composition ¢ ' gn
eXpOSUTe: If “r]r?;y be required to update this analysis periodically ’[hrou%houi'; tnh:l
{ne company |ationship. (Speech by Joseph D. McGrath, then a Profess

position or net income for a

period. Tt must dig deeper and {4,
Specific transactions to hedge. ol

® The nature of the risk being hedged (e.g., overall changes i fair

! : ) ¥ ere 4 EC, at the December
interest rate risk, or foreign currency risk). ‘ lfe gLr:tri]ng Fellow, Office of the Chlefsll\zcgofginé ggge[)gve?opmenm)
. . Y cc 4 rrent a
® The entity’s risk Mmanagement objective or strategy (e.g., to cony, 2006 National Conference on Cu
tloating-rate instrument to a o

fixed rate, or to hedge corn invenmry_
declines in the price of corm).
¢ The method the entity will use to assess and measure effecjyant
(prospectively and retrospectively). Private companies that are 1Ot fipe
cial institutions and certain not-for-profit entities are not l‘equimdi i
complete this part of the documentation until the date that the g angg
statements including the inception of the hedge relationship are availgh,
to be issued. (ASC 815-20-25-142 and 25-143)

] :;.- /'-_—

ing Instruments -
Ibdgmg ' ‘tion of a contract that meets the definition of a dferw.atlvc.a in Afi
orap g r> ted for separately may be designated as a hedging mlstmanexliva_
gl5and is ac.comualifies for hedge accounting. Thus, both fr-eestandmg _ eilare
the pransaction gcllded derivatives that are bifurcated from their _hos’g contrac e
fves e eml?e instruments. In addition, two or more denv.atwles may t
digie hgdjﬁul%1nbinaﬁon and be jointly designated as a hedging instrument.
idere

PRACTICE POINTER: Documenting hedging relationships after the fact j
not in accordance with U.S. GAAP and will disqualify a transaction for hedge
accounting for the period prior to the designation.

——

REGULATORY ALERT: The SEC
documentation requirements of ASC

Nole,
fea 19

1 fanow
the documentation and make the assessment. Refer to the Current ~oounting
website for additional informating. The SEC
registrants to restate their financial statements for failvre to comply
with the documentation requirements of ASC 815. (December 7, 1999, speech
by Pascal Desroches, then a Professional Accounting Fellow at the SEC.)

In addition, in the March 2005 update of Current Arcounting and Disclosure
Issues in the Division of Corporate Finance, the SE(. siaff reiterated that it wil

At the December 2006 National Conference on Current SEC and PCAOB
Developments, the SEC staff again addressed hedge documentation. The SEG
staff reiterated that if a Company fails to document its approach for assessing

\ ~J

B i torwards, swaps,
‘ ﬁ 815-20-25-45) Common hedging instruments are options, for '

imilar instiuments.

O i i ities, short sale
ts, equity securities,
o ristruments, such as debt instrumen Juit 3 8h

(-:F"‘d -)Ililht;lﬂr?er contracts that do not meet the definition of a derf'fuf.atwe,er;‘te:));
mmn;aci:gsiarglnate(jl as the hedging instrument, except for twto SI;ES alfldwie ke
b2 i i nized firm commitme

§ i hedges involving unrecogr mmitments 2 :
E Cuﬁ[l?r?cg fore;ggn operation. (ASC 815-20-25-71) Th_1s pmhllblt;ofnl ?\]‘_::Ell;zs
imr%tﬂlfr]l:n:id instruments that are accounted for on{ a .:oﬁvibmecél b[a)szs. a atilr; i f01:
:15505081%7—15-35-1 and 35-2) (Refer to Chapter 14, “Embedded Deriv .

more information.) e
To enhance readability, this chapter uses the term .dega.tive esnr:;sE eac of

hed 'Og instrument, except in narrow circumstances w};ie o E:J. ygl 2 of Instru-

- i ing instruments. Those circu

- be designated as hedging ! : 1 oot i

;ii:?icgl? noted later in this chapter in the section on “Foreign Cu y

Hedges.”

Designating Part of a Derivative in a Hedging Relationship

i ' i edgin

Fither all or a proportion of a derivative may be d§s1g1;atrzcgs scsl ;l;ea lr[;er Cg;; tg-
mstrument. (ASC 815-20-25-45) The proport.lorl mulst e exp oyt e

tire derivative so that the profile of risk e>l(posur.t.-:'. 2 She hEdEH
# 'Of th? illiieI derivative is the same as that in the entire deuvatwg. ;ff ren};
;Zr')trl?lrt;toseparate a compound derivative into components 1§p1'eiie;;tu;1ga 1n2t o
tisks. For example, a $100 million swap with an erpbedd&led C(;}; il d);Signate
divided into a swap and an option; however, an entity count IR
only $50 million of the entire swap as a hedging 1‘115tmmelﬂ(,jphawe o sttt
fedge criteria are met. (Presumably, the hedged 1tenit WO
embedded option that was not accounted for separately.)

AUTHOR’S NOTE: For simplicily, when this chapter _refers toa ;Ier:;;egwe as
a hedging instrument, it includes the use of only a proportion of a derivative.

==

. e
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OBSERVATION: The restriction against separating derivatives into compp.
nents is primarily to reduce complexity. Theoretically, it conflicts With othey
aspects of ASC 815 that allow/require split accounting for distinct risks,

—
Combining Derivatives

Two or more derivatives, or proportions thereof, may be designated together g
single hedging instrument. (ASC 815-20-25-45) For example, an entj
designate a swap and an option together as a hedge of the interest ra
callable debt (assuming other hed ge criteria are met).

ty coulq
te rigk in

—
PRACTICE POINTER: Certain combinations of options are required to pe

accounted for as a single forward contract, Refer to Chapter 13, “Derivativeg
Accounting,” for additional information.

Written Options

When a company writes an option, it takes on a potential obligation and gives
the counterparty a potential right if the option goes in the money. The optig
writer’s potential for gain is limited to the amount of premium received, buf ks
potential for loss is much greater. Writing options is primarily a risk-tokis
activity and, as such, a written option is allowed to be used as a heagn,

; : : Sl 8
Instrument only in very narrow circumstances. A combination of a written ool

on
and a swap or forward contract (such as a swaption) should be corizidered a
written option for

purposes of applying the hedge accounting citteria. (ASC
815-20-25-88)

A written option may be designated as a hedging instrument of a recognized
asset or liability or an unrecognized firm commitment only 1 -the combination of
instruments has at least as much potential for gains'is.exposure to loss (the
symmetrical gain and loss test). For example, the following strategies could, ona

combined basis, provide symmetrical opportunities for gain and loss, depending
on the facts and circumstances:

* Awritten option that hedges callable debt.

® A collar (that is considered a net written option) that hedges a purchasef
inventory in a foreign currency. (ASC 815-20-25-94)

However, a covered call strategy (i.e., a call option written against an asset
held) would generally not meet the symmetrical gain and loss test, because the

asset alone has upside and downside potential, but in the combined scenario, it
only has downside potential.

The symmetrical gain and loss test should be applied only at the inceptionof
the hedging relationship. (ASC 815-20-25-95) The time value of the written option
may be excluded for the purpose of performing the symmetrical gain and 105
test as long as that method is documented and consistent with the entity’s isk
management strategy. (ASC 815-20-25-96)

]
)

N R $ee
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lars , . - :
o pination of options (e.g., a collar) in which the strike price and the notional
Acom

t of both the written option component and the purch‘ased option cm?p}:?-
u-Iz;:lrlaim constant would be considered a net written option unless all of the
foelilévlving three conditions are met (ASC 815-20-25-89):

1. No net premium is received, either in cash or as a favorable term, either
at inception or over the life of the contract. .
2. Each option is based on the same underlying and has the same maturity
date.

3. The notional amount of the written option component is no greater than
. the notional amount of the purchased option component.

If the combination of options does not meet all of those conditions, it 115
iect to the symmetrical gain and loss test in ASC 8215—20—.25-95. For exafnp e,
E this guidance, a combination of options having different underlying
lmd.er chga's -gmcollsl;u* containing a written floor based on three-month TreaSLlry
k. Zua chased cap based on three-month LIBOR, must be considered a
raette i,varrilﬁmlvoi;)‘tion even though those rates may be highly correlated. (ASC
o 3
§15-20-2:5-20) | t
I either the written option component or the purchased opflon C??pog"i?e
b .; strike price or notional amount that could fluctuate over the li y? ot‘.ke
tract, these conditions must be applied on each date that either the stri
;cies 01" the notional amounts change. (ASC 815-20-25-91)

If a collar is made up of a purchased option and a Wl‘ittei"l option ‘ﬂlat. hlavi
different notional amounts (but the notional amoqnt of the written 0'1;’:1311 155 tii)
than that of the purchased option), the hefdged 1’321'1; ntr;iey ctz)t]el :fe‘; ;2d ?m o

i roportions of the same asset referenced t ar, _
ipﬁ;:f 1;:15 loliver price ranges specified m the put and call op’fxf(;n?,. {hs;sjé t(l;ﬁ
quantities of the asset designated as bemg hedged may be c;11 5@12%1125_10)

those price ranges in which the collar goes in the money. (ASC 815-20-

AUTHOR’S NOTE: The Chicago Board Options Exchange has an excellent
interactive education section on its websiie (wwyv.cboe.com) that encourages
scenario analysis with different strike prices, exercise dates, and other terms.

Limitations on Intercompany Derivatives

Large organizations often centralize their he.dging functlonﬁ‘ .for. ad\;;l]e;t)ifvzsf
reasons, including (a) one department (or subsidiary) has ex_peﬂ;se n; ] en i3
markets (including a subsidiary that might actua.Hy be a derivatives deale o 2P
itis more efficient for the company to monitor its exposures g]}obally and en ek
info as few derivative transactions as possible. To dc_)cument thlls transfer of r:fl

between entities, “internal” or intercompany derivatlvgs are written jbetween .2
tentral treasury department and the subsidiary seequg to hedge its expotsl:.;lc ;
(and then the central treasury department would enter into an offsetting con t

With a derivatives dealer). Internal derivatives do not qualify for hedge account-
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ing in consolidation, except in narrow circumstances involving foreign Curre
hedges, and numerous criteria must be met. (The specific circumstangceg 9
discussed later in the “Foreign Currency Hedges” section of this Chapter_) ,
parent company may enter into a derivative with a third party and designate ity
a hedge of a subsidiary’s risk in consolidation; however, in situations

foreign currency hedges, certain additional
815-20-25-23 through 25-32)

To qualify for hedge accounting in the separaie company financial statemep
of a hedging subsidiary, the subsidiary must be a party to the deriyag,
whether it is with a related party (e.g., a sister subsidiary or the parent compapy,
or with a third party. (ASC 815-20-25-46A)

irlvolwng
conditions must be met, (Asc

Hedged ltems

ASC 815-20 permits an entity to hedge specific assets, liabilities, contracts, ang
other transactions that affect (or will affect) earnings. An entity may hedge eithe
(1) the entire change in fair value (or cash flow) arising from a hedged item o (2
changes in fair value or cash flow arising from some but not all of the risks
inherent in a hedged item, subject to certain limitations. (ASC 815-20-25-11 apg
25-13) If the entire change in fair value is not designated as being hedged, two
more risks (interest rate risk, foreign exchange risk, and credit risk) simultane
ously may be designated as being hedged. (ASC 815-20-25-15) ASC 815 uses fhe

phrase, “change in fair value (or cash flow) attributable to the risk being hedged" . |

situations where only some designated risks have been hedged, as permiticq. 7y
example, a foreign-currency denominated bond would bear all of the following
types of risk:

® Credit risk

® Interest rate risk (including prepayment risk)

* Foreign currency risk.

An entity is permitted to hedge one or more of those rizks, provided that the
derivative (or combination of derivatives) would be tigaly effective in offsetting
changes from those designated risks. Perhaps the most common example of ths
practice is swapping the interest rate on a debt instrument. In such cases, ol
interest rate risk is being hedged. The swap offers no protection against changes
in credit risk, so changes in credit quality do not affect hedge accounting (excepl
when default becomes possible). ASC 815-20 mmposes certain limits on whal
qualifies as a discretely hedgeable risk—the limits on interest rate risk ag

discussed below. Other limitations are discussed in the fair value and cash flow
hedge accounting sections.

PRACTICE POINTER: This “bifurcation by risk” approach applies only to
hedged items. A derivative (hedging instrument) may not be separaied by risk,
even if it is a compound derivative that has been bifurcated from a hybrid
instrument. (ASC 815-20-25-71) Designations of selected risks and the methods

of assessing effectiveness must be meticulously documented, to avoid second-
guessing by auditors and regulators.
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: i ion-by-risk approach seems unnec-
OBSERVATION: Although the bifurcation-by-ris _
ssarily complex at first glance, it was actually a concession by the FASB so that
y ins and losses from unhedged risks (such as credit) do not flow _throu_gh
gamings ASU 2017-12 provided additional refinements related to deglgqatlon
Zﬁd measurement of interest rate risk hedges to better reflect the abjective of
nedging that risk in isolation.

—

Hedges of Interest Rate Risk

: i - ral kinds of hedges of interest
5-20 allows for hedge accounting for several :
A?E z?slk but there are still some types of interest rate hedges that do not qualify
ra 3

for hedge accounting.

If an entity seeks to hedge the interest rate risk (?f a hedged item .]‘_l‘l a .fair
alue hedge (i.e., the entity wants to hedge the changfa in fair .Valug of a fixed rate
: rument due ta changes in market interest rates), it must identify a benchmark
‘mferest rate ithevent in (or explicitly stated in) that instnunfen‘t. A b(?nchmark
Tnterest rate'is a widely quoted rate in an active market that is md1‘cat1ve. of the
lrleral‘ 1wl of interest rates attributable to high-credit-quality obhgqs in that
e "<e"‘ Benchmark rates are determined on a market-by-market ba51.s. In the
nuli;fed States, Treasury rates, the LIBOR swap rate, the Fed Funds Effective S\.fv.ap
aate (also called the Overnight Index Swap or OIS Rate?,.and the Securities
jndustry and Financial Markets Association (SIFMA) Municipal Swap .lljatet are
fhe only acceptable benchmark rates. An)lz spread abm:fe the benchmar 5{; ; is
considered a component of credit risk, not interest rate risk. (ASC 815-20-2 )

PRACTICE POINTER: The narrow definition of benqhmark int.erest rates
limits which fair value hedges of interest rate risk will result in the desired Iewil of
offset in the income statement. Later in this chapter, "s._hortcut methpds of
assessing the effectiveness of interest rate swaps in certain hedges of interest
rate risk are described that mitigate those concerns for a narrow subset of
transactions.

If instead an entity wishes to hedge the risk of changes'i.n calsh ﬂows.du(‘e to
thanges in interest rates, ASC 815-20 allows for ’Fhe demgnahop of different
hedged risks depending upon how the variability in cash flows is expected to
arise. If the variability relates to interest payments or receipts under an ex1stu_1g
variable rate financial instrument or a variable rate instrument that the egt‘lty
expects to issue or purchase, the hedged risk could be the conh‘actuall'y specified
inferest rate in the instrument (e.g., LIBOR +2%, or. the bank.’s prime rate +
1/2%). (ASC 815-20-25-15j and 815-20-25-19A) There is no requirement that Tlle
specified interest rate be (or be calculated in reference to) a benchmark interest
fate,

Variability in cash flows due to interest rate ri:sk can also exitﬂ,t in a situation
n which an entity expects to issue or purchase a ﬁxedirate debt mstrgment, but
the amount that it will pay to purchase or receive to issue the debt mstmmen’f
Will change based on changes in market interest rates before the purchase or




