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Introduction and Overview
In 1998, the Financial Accounting Standards Board (FASB) issued Financial Accounting Standard 133 (FAS 133) on Accounting for Derivative Financial Instruments and Hedging Activities.  The standard was so confusing and costly to implement that the FASB later extended the implementation deadline to January 1, 2001 for calendar-year companies.

In the meantime, the FASB formed the FAS 133 Derivatives Implementation Group (DIG) to help resolve particular implementation questions, especially in areas where the standard is not clear or allegedly onerous.  The FASB's DIG website (that contains its mission and pronouncements) is at http://www.rutgers.edu/Accounting/raw/fasb/derivatives/digmain.html.  DIG issues are also summarized (in red borders) at http://www.trinity.edu/rjensen/acct5341/speakers/133glosf.htm#0000Begin.

A number of important issues that surfaced in the DIG have resulted in a new standard FAS 138, Accounting for Certain Derivative Instruments and Certain Hedging Activities an amendment of FASB Statement No. 133, Released June 15, 2000 --- http://www.rutgers.edu/Accounting/raw/fasb/public/index.html
The FASB provides some new examples illustrating the FAS 138 Amendments to FAS 133 at http://www.rutgers.edu/Accounting/raw/fasb/derivatives/examplespg.html
The purpose of this document is to highlight some of the more important FAS 138 amendments and to comment on some of the DIG issues that were not amended.  FAS 133 as “amended and DIGed” remains the most confusing and arguably the most controversial accounting standard ever issued in the history of U.S. accounting rules and regulations.

FAS 133 requires that all derivative financial instruments (with only a few defined exceptions) be booked and adjusted to fair value at least quarterly.  This is a huge departure from earlier standards and accounting traditions.  Financial instruments, except in a few defined exceptions, are accounted for at historical (amortized) cost.  Hence there is now a distinction between derivative financial instruments (at fair value) versus financial instruments (amortized cost).  

Complications arise in particular when a derivative financial instrument (the hedge) is used to hedge a financial instrument (the hedged item).  If the hedge does not meet the FAS 133 requirements for special hedge accounting of cash flow, fair value, or foreign exchange (FX) hedges.  Firms complained to the FASB and the DIG that some common and “natural” hedges had to be adjusted repeatedly to fair value but did not qualify for FAS 133 hedge accounting to mitigate the impact of the fair value adjustments on current earnings and balance sheet items.

Interest Rate Hedges as Amended and DIGed

FAS 138 Introduces Benchmarking

FAS 138 Amendments expand the eligibility of many derivative instrument hedges to qualify FAS 133/138 hedge. Such qualifications in accounting treatment that reduces earnings volatility when the derivatives are adjusted for fair value.  

The term "swap spread" applies to the credit component of interest rate risk.  Assume a U.S. Treasury bill rate is a  risk-free rate.  You can read the following at http://www.cbot.com/ourproducts/financial/agencystrat3rd.html 

The swap spread represents the credit risk in the swap relative to the corresponding risk-free Treasury yield. It is the price tag on the actuarial risk that one of the parties to the swap will fail to make a payment. The Treasury yield provides the foundation in computing this spread, because the U.S. Treasury is a risk-free borrower. It does not default on its interest payments.
Since the swap rate is the sum of the Treasury yield and the swap spread, a well-known statistical rule breaks its volatility into three components:
Swap Rate Variance = Treasury Yield Variance 
+ Swap Spread Variance 
+ 2 x Covariance of Treasury Yield and Swap Spread
Taken over long time spans (e.g., quarter-to-quarter or annual), changes in the 10-year swap spread exhibit a small but reliably positive covariance with changes in the 10-year Treasury yield. For practical purposes this means that as Treasury yield levels rise and fall over, say, the course of the business cycle, the credit risk in interest rate swaps tends to rise and fall with them.
However as Figure 1 illustrates, high-frequency (e.g., day-to-day or week-to-week) moves in swap spreads and Treasury yields tend to be uncorrelated. Their covariance is close to zero. Thus, for holding periods that cover very short time spans, this stylized fact allows simplification of the preceding formula into the following approximation:
This rule of thumb allows attribution of the variability in swap rates in ways that are useful for hedgers. For example, during the five years from 1993 through 1997, 99% of week-to-week variability in 10-year swap rates derived from variability in the 10-year Treasury yield. Variability in the 10-year swap spread accounted for just 1%.
It is very popular in practice to have a hedging instrument and the hedged item be based upon two different indices.  In particular, the hedged item may be impacted by credit factors.  For example, interest rates commonly viewed as having three components noted below: 
·        Risk-free risk that the level of interest rates in risk-free financial instruments such as U.S. treasury T-bill rates will vary system-side over time.


·        Credit sector spread risk that interest rates for particular economic sectors will vary over and above the risk-free interest rate movements.  For example, when automobiles replaced horses as the primary means of open road transportation, the horse industry’s credit worthiness suffered independently of other sectors of the economy.  In more recent times, the dot.com sector’s sector spread has suffered some setbacks.  In this case of interest rate swaps, this is the swap spread defined above.


·        Unsystematic spread risk of a particular borrower that varies over and above risk-free and credit sector spreads.  The credit of a particular firm may move independently of more system-wide (systematic) risk-free rates and sector spreads. 
Suppose that a hedge only pays at the Treasury rate for hedged item based on some variable index having credit components.  FAS 133 prohibited “treasury locks” that hedged only the risk-free rates but not credit-sector spreads or unsystematic risk.  This was upsetting many firms that commonly hedge with treasury locks.  There is a market for treasury lock derivatives that is available, whereas hedges for entire interest rate risk are more difficult to obtain in practice.  It is also common to hedge with London’s LIBOR that has a spread apart from a risk-free component.

The DIG confused the issue by allowing both risk-free and credit sector spread to receive hedge accounting in its DIG Issue E1 ruling.  Paragraph 14 of FAS 138 states the following:

Comments received by the Board on Implementation Issue E1 indicated (a) that the concept of market interest rate risk as set forth in Statement 133 differed from the common understanding of interest rate risk by market participants, (b) that the guidance in the Implementation Issue was inconsistent with present hedging activities, and (c) that measuring the change in fair value of the hedged item attributable to changes in credit sector spreads would be difficult because consistent sector spread data are not readily available in the market.  

In FAS 138, the board sought to reduce confusion by reducing all components risk into just two components called “interest rate risk” and “credit risk.”  Credit risk includes all risk other than the “benchmarked” component in a hedged item’s index.  A benchmark index can include somewhat more than movements in risk-free rates.  FAS 138 allows the popular LIBOR hedging rate that is not viewed as being entirely a risk-free rate.  Paragraph 16 introduces the concept of “benchmark interest rate” as follows:

Because the Board decided to permit a rate that is not fully risk-free to be the designated risk in a hedge of interest rate risk, it developed the general notion of benchmark interest rate to encompass both risk-free rates and rates based on the LIBOR swap curve in the United States.

FAS 133 thus allows benchmarking on LIBOR.  It is not possible to benchmark on such rates as commercial paper rates, Fed Fund rates, or FNMA par mortgage rates.

Readers might then ask what the big deal is since some of the FAS 133 examples (e.g., Example 5 beginning in Paragraph 133) hedged on the basis of LIBOR.  It is important to note that in those original examples, the hedging instrument (e.g., a swap) and the hedged item (e.g., a bond) both used LIBOR in defining a variable rate?  If the hedging instrument used LIBOR and the hedged item interest rate was based upon an index poorly correlated with LIBOR, the hedge would not qualify (prior to FAS 138) for FAS 133 hedge accounting treatment even though the derivative itself would have to be adjusted for fair value each quarter.  Recall that LIBOR is a short-term European rate that may not correlate with various interest indices in the U.S.  FAS 133 now allows a properly benchmarked hedge (e.g., a swap rate based on LIBOR or T-bills) to hedge an item having non-benchmarked components.

The short-cut method of relieving hedge ineffectiveness testing may no longer be available.  Paragraph 23 of FAS 138 states the following:

For cash flow hedges of an existing variable-rate financial asset or liability, the designated risk being hedged cannot be the risk of changes in its cash flows attributable to changes in the benchmark interest rate if the cash flows of the hedged item are explicitly based on a different index.  In those situations, because the risk of changes in the benchmark interest rate (that is, interest rate risk) cannot be the designated risk being hedged, the shortcut method cannot be applied.  The Board’s decision to require that the index on which the variable leg of the swap is based match the benchmark interest rate designated as the interest rate risk being hedged for the hedging relationship also ensures that the shortcut method is applied only to interest rate risk hedges.  The Board’s decision precludes use of the shortcut method in situations in which the cash flows of the hedged item and the hedging instrument are based on the same index but that index is not the designated benchmark interest rate.  The Board noted, however, that in some of those situations, an entity easily could determine that the hedge is perfectly effective.  The shortcut method would be permitted for cash flow hedges in situations in which the cash flows of the hedged item and the hedging instrument are based on the same index and that index is the designated benchmark interest rate.

In other words, any hedge item that is not based upon only a benchmarked component will force hedge effectiveness testing at least quarterly.  Thus FAS 138 broadened the scope of qualifying hedges, but it made the accounting more difficult by forcing more frequent effectiveness testing.

FAS 138 also permits the hedge derivative to have more risk than the hedged item.  For example, a LIBOR-based interest rate swap might be used to hedge an AAA corporate bond or even a note rate based upon T-Bills.

There are restrictions noted in Paragraph 24 of FAS 138:

This Statement provides limited guidance on how the change in a hedged item’s fair value attributable to changes in the designated benchmark interest rate should be determined.  The Board decided that in calculating the change in the hedged item’s fair value attributable to changes in the designated benchmark interest rate, the estimated cash flows used must be based on all of the contractual cash flows of the entire hedged item.  That guidance does not mandate the use of any one method, but it precludes the use of a method that excludes some of the hedged item’s contractual cash flows (such as the portion of interest payments attributable to the obligor’s credit risk above the benchmark rate) from the calculation.  The Board concluded that excluding some of the hedged item’s contractual cash flows would introduce a new approach to bifurcation of a hedged item that does not currently exist in the Statement 133 hedging model.

The FASB provides some new examples illustrating the FAS 138 Amendments to FAS 133 at http://www.rutgers.edu/Accounting/raw/fasb/derivatives/examplespg.html 
Example 1 on interest rate benchmarking begins as follows:

Example: Fair Value Hedge of the LIBOR Swap Rate in a $100 Million A1-Quality 5-Year Fixed-Rate Noncallable Debt On April 3, 20X0, Global Tech issues at par a $100 million A1-quality 5-year fixed-rate noncallable debt instrument with an annual 8 percent interest coupon payable semiannually. On that date, Global Tech enters into a 5-year interest rate swap based on the LIBOR swap rate and designates it as the hedging instrument in a fair value hedge of the $100 million liability. Under the terms of the swap, Global Tech will receive a fixed interest rate at 8 percent and pay variable interest at LIBOR plus 78.5 basis points (current LIBOR 6.29%) on a notional amount of $101,970,000 (semiannual settlement and interest reset dates). A duration-weighted hedge ratio was used to calculate the notional amount of the swap necessary to offset the debt's fair value changes attributable to changes in the LIBOR swap rate.
Some DIG Issues Affecting Interest Rate Hedging

Issue E1—Hedging the Risk-Free Interest Rate 
http://www.rutgers.edu/Accounting/raw/fasb/derivatives/issuee1.html 
(Cleared 02/17/99)
Issue E1 heavily influenced FAS 138 as noted above.

*Issue G6—Impact of Implementation Issue E1 on Cash Flow Hedges of Market Interest Rate Risk
(Cleared 5/17/00)

With regard to a cash flow hedge of the variability in interest payments on an existing floating-rate financial asset or liability, the distinction in Issue E1 between the risk-free interest rate and credit sector spreads over the base Treasury rate is not necessarily directly relevant to assessing whether the cash flow hedging relationship is effective in achieving offsetting cash flows attributable to the hedged risk. The effectiveness of a cash flow hedge of the variability in interest payments on an existing floating-rate financial asset or liability is affected by the interest rate index on which that variability is based and the extent to which the hedging instrument provides offsetting cash flows. 

If the variability of the hedged cash flows of the existing floating-rate financial asset or liability is based solely on changes in a floating interest rate index (for example, LIBOR, Fed Funds, Treasury Bill rates), any changes in credit sector spreads over that interest rate index for the issuer's particular credit sector should not be considered in the assessment and measurement of hedge effectiveness. In addition, any changes in credit sector spreads inherent in the interest rate index itself do not impact the assessment and measurement of hedge effectiveness if the cash flows on both the hedging instrument and the hedged cash flows of the existing floating-rate financial asset or liability are based on the same index. However, if the cash flows on the hedging instrument and the hedged cash flows of the existing floating-rate financial asset or liability are based on different indices, the basis difference between those indices would impact the assessment and measurement of hedge effectiveness.
*Issue E6—The Shortcut Method and the Provisions That Permit the Debtor or Creditor to Require Prepayment  
http://www.rutgers.edu/Accounting/raw/fasb/derivatives/issueg6.html 
(Cleared 5/17/00)

An interest-bearing asset or liability should be considered prepayable under the provisions of paragraph 68(d) when one party to the contract has the right to cause the payment of principal prior to the scheduled payment dates unless (1) the debtor has the right to cause settlement of the entire contract before its stated maturity at an amount that is always greater than the then fair value of the contract absent that right or (2) the creditor has the right to cause settlement of the entire contract before its stated maturity at an amount that is always less than the then fair value of the contract absent that right. A right to cause a contract to be prepaid at its then fair value would not cause the interest-bearing asset or liability to be considered prepayable under paragraph 68(d) since that right would have a fair value of zero at all times and essentially would provide only liquidity to the holder. Notwithstanding the above, any term, clause, or other provision in a debt instrument that gives the debtor or creditor the right to cause prepayment of the debt contingent upon the occurrence of a specific event related to the debtor's credit deterioration or other change in the debtor's credit risk (for example, the debtor's failure to make timely payment, thus making it delinquent; its failure to meet specific covenant ratios; its disposition of specific significant assets (such as a factory); a declaration of cross-default; or a restructuring by the debtor) should not be considered a prepayment provision under the provisions of paragraph 68(d). Application of this guidance to specific debt instruments is provided below.
Issue E10—Application of the Shortcut Method to Hedges of a Portion of an Interest-Bearing Asset or Liability (or its Related Interest) or a Portfolio of Similar Interest-Bearing Assets or Liabilities   http://www.rutgers.edu/Accounting/raw/fasb/derivatives/issuee10.html 
(Released 4/00) 

1. May the shortcut method be applied to fair value hedges of a proportion of the principal amount of the interest-bearing asset or liability if the notional amount of the interest rate swap designated as the hedging instrument matches the portion of the asset or liability being hedged, and all other criteria for applying the shortcut method are satisfied? May the shortcut method similarly be applied to cash flow hedges of the interest payments on only a portion of the principal amount of the interest-bearing asset or liability if the notional amount of the interest rate swap designated as the hedging instrument matches the principal amount of the portion of the asset or liability on which the hedged interest payments are based? [Generally yes was the DIG’s answer.}

2. May the shortcut method be applied to fair value hedges of portfolios (or proportions thereof) of similar interest-bearing assets or liabilities if the notional amount of the interest rate swap designated as the hedging instrument matches the notional amount of the aggregate portfolio? May the shortcut method be applied to a cash flow hedge in which the hedged forecasted transaction is a group of individual transactions if the notional amount of the interest rate swap designated as the hedging instrument matches the notional amount of the aggregate group that comprises the hedged transaction?  [Generally no was the DIG’s answer.}

*Issue F2—Partial-Term Hedging  http://www.rutgers.edu/Accounting/raw/fasb/derivatives/issuef2.html 
(Cleared 07/28/99)

A company may not designate a 3-year interest rate swap with a notional amount equal to the principal amount of its nonamortizing debt as the hedging instrument in a hedge of the exposure to changes in fair value, attributable to changes in market interest rates, of the company’s obligation to make interest payments during the first 3 years of its 10-year fixed-rate debt instrument. There would be no basis for expecting that the change in that swap’s fair value would be highly effective in offsetting the change in fair value of the liability for only the interest payments to be made during the first three years. Even though under certain circumstances a partial-term fair value hedge can qualify for hedge accounting under Statement 133, the provisions of that Statement do not result in reporting a fixed-rate 10-year borrowing as having been effectively converted into a 3-year floating-rate and 7-year fixed-rate borrowing as was previously accomplished under synthetic instrument accounting prior to Statement 133. Synthetic instrument accounting is no longer acceptable under Statement 133, as discussed in paragraphs 349 and 350.
*Issue G7—Measuring the Ineffectiveness of a Cash Flow Hedge under Paragraph 30(b) When the Shortcut Method is Not Applied 
http://www.rutgers.edu/Accounting/raw/fasb/derivatives/issueg7.html 
(Cleared 5/17/00)
Three methods for calculating the ineffectiveness of a cash flow hedge that involves either (a) a receive-floating, pay-fixed interest rate swap designated as a hedge of the variable interest payments on an existing floating-rate liability or (b) a receive-fixed, pay-floating interest rate swap designated as a hedge of the variable interest receipts on an existing floating-rate asset are discussed below. As noted in the last section of the response, Method 1 (Change in Variable Cash Flows Method) may not be used in certain circumstances. Under all three methods, an entity must consider the risk of default by counterparties that are obligors with respect to the hedging instrument (the swap) or hedged transaction, pursuant to the guidance in Statement 133 Implementation Issue No. G10, "Need to Consider Possibility of Default by the Counterparty to the Hedging Derivative." An underlying assumption in this Response is that the likelihood of the obligor not defaulting is assessed as being probable.
Other DIG issues can be viewed at http://www.rutgers.edu/Accounting/raw/fasb/derivatives/issuindex.html 


Cross-Currency Compound Hedges as Amended and DIGed

FAS 138 Makes Compound Hedging Possible

Prior to FAS 133, the scope of foreign currency hedging that qualified for hedge accounting under FAS 133 (even though the hedges themselves probably had to be accounted for at current fair value) was limited to the following for foreign currency denominated (FCD) items:

· Fair Value Hedge of Unrecognized FCD Firm Commitments

· Cash Flow Hedge of Forecasted FCD Transactions

· Net Investment in FCD Foreign Operations

FAS 138 widened the net of qualified FX hedges as follows:

· Foreign-currency-denominated (FCD) assets or liabilities can be hedged in fair value or cash flow hedgings.  However, cash flow hedging of a recognized FCD asset or liability is permitted only when all the variability in the hedged item's functional currency equivalent cash flows is reduced to zero.

· Unrecognized FCD firm commitments also can be hedged in fair value or cash flow hedge.

Much of FAS 52 remains in effect.  For example, marking-to-spot the asset or liability under SFAS 52 is still in effect while marking-to-market the derivative under SFAS 133 rules.

One of the more important concessions granted by the FASB in FAS 138 is to allow joint hedging of interest rate risk and FX risk in one fair value compound hedge --- the so-called cross-currency hedge (CCH) of fair value.  A CCH hedge of fair value was not allowed in FAS 133 prior to the FAS 138 Amendments.  However, it was possible with more cost and trouble to hedge each risk separately.  Paragraph 29 of FAS 138 reads as follows:

The Board’s decision to permit fair value hedge accounting for assets and liabilities denominated in a foreign currency relates to the ability of an entity to designate a compound derivative as a hedging instrument in a hedge of both interest rate risk and foreign exchange rate risk.  An entity’s ability to use a compound derivative would achieve the same result that would be achieved prior to this amendment with the use of an interest rate derivative as a qualifying hedging instrument to hedge interest rate risk and an undesignated foreign currency derivative to hedge exchange rate risk.  Permitting use of a compound derivative in a fair value hedge of interest rate risk and foreign exchange risk would result in the value of the foreign currency asset or liability being adjusted for changes in fair value attributable to changes in foreign interest rates before remeasurement at the spot exchange rate. The ability to adjust the foreign currency asset or liability for changes in foreign interest rates effectively eliminates any difference recognized currently in earnings related to the use of different measurement criteria for the hedged item and the hedging instrument.  The Board concluded that in the situations in which fair value hedges would be used, remeasurement of the foreign-currency-denominated asset or liability based on the spot exchange rate would result in the same functional currency value that would result if the instrument was remeasured based on the forward exchange rate.

For example, FCD items (e.g., a fixed-rate bond in German marks) is subject to fair value risk both in terms of changes in interest rates (that change the bond prices in German marks) and changes in the FX rates (that change the U.S. dollars needed to pay make interest coupon payments in German marks).  Before being amended, the debtor would first have to hedge interest rates in some way such as with a vanilla swap in which FCD variable interest is received and FCD fixed interest is paid, thereby locking in the combined value (bond + swap value) at a fixed amount in German marks.  Then another derivative contract would have to be entered into to hedge the combined FCD value for FX risk.  For example, a forward contract could be entered into to hedge a downward spiral of the German mark’s value against the dollar.  

After being amended by FAS 138, it is now possible to acquire a single compound derivative to hedge the joint fair value risk of interest rate and FX movements.  One such derivative is a cross currency interest swap (receive fixed interest rate in German marks, pay variable interest rate in US$).  The combined value (bond + swap) will, thereby, remain locked in at a fixed rate.  Of course locking in value must result in creation of cash flow risk.  The amount of US$ needed for each swap payment varies jointly with interest rate and FX movements.

Of course a reverse process can be used to hedge cash flow risk of variable-rate FCD items.  For example, if a variable rate bond is denominated in German marks, it is possible to jointly hedge interest rate and FX cash flow risk by entering into a cross currency interest swap (receive variable interest rate in German marks, pay fixed interest rate in US$).  This will lock in the cash flow in US$, but the combined value (bond + swap) will vary with both interest rate and FX movements.

The FASB provides two FX hedging examples illustrating the FAS 138 Amendments to FAS 133 at http://www.rutgers.edu/Accounting/raw/fasb/derivatives/examplespg.html


Some DIG Issues Affecting Foreign Currency Hedging
Issue G8—Hedging Interest Rate Risk of Foreign-Currency-Denominated Floating-Rate Debt 
http://www.rutgers.edu/Accounting/raw/fasb/derivatives/issueg8.html 
(Cleared 5/17/00)

After entering into a currency swap to "hedge" the foreign exchange risk of the foreign-currency-denominated debt instrument (that is, without designating the currency swap as a hedge under Statement 133), an entity may not designate a cash flow hedging relationship in which the hedging instrument is a receive-floating, pay-fixed interest rate swap denominated in the entity's functional currency. That hedging relationship would involve designation of a hedged transaction that is not permitted under Statement 133. Specifically, the hedged transaction may not be expressed as the net flows after consideration of the effect of the currency swap that is economically hedging the foreign currency risk of the floating-rate foreign-currency-denominated debt because that would be applying the notion of synthetic instrument accounting, which is not permitted by Statement 133. The floating-rate cash flow exposure from the interest payments on the debt exists only with respect to interest payments actually made in the currency in which the debt is denominated—not with respect to the synthetic interest payments in the entity's functional currency. Therefore, an interest rate swap denominated in the entity's functional currency could not be expected to be highly effective in mitigating the variability of the floating interest payments denominated in a foreign currency. Similarly, the floating-rate interest flows that represent the leg of the currency swap matching the functional currency of the entity may not be designated as the hedged transaction. Statement 133 does not permit variable cash flows from a derivative to be the hedged transaction in a cash flow hedge because the currency swap is a derivative that is measured at fair value with changes in fair value reported currently in earnings. 

Paragraph 425 of Statement 133 contemplated that only an interest rate derivative that is denominated in the same currency as the interest rate exposure would qualify for hedge accounting treatment. Therefore, if an entity employs a strategy of first entering into a foreign-currency-denominated interest rate swap to hedge the interest rate risk inherent in the foreign-currency-denominated floating-rate debt, the entity may designate that interest rate swap as a cash flow hedge of the variability of the foreign-currency-denominated floating-rate interest payments. Under that strategy, the entity could then enter into a currency swap if it desired to economically hedge the foreign exchange risk of the foreign-currency-denominated fixed-rate interest flows (the net cash flows arising from the debt and the interest rate swap). The currency swap may not be designated as a cash flow hedge of the synthetic foreign-currency-denominated fixed-rate interest payments; however, the currency swap could function as an economic hedge of the foreign currency risk because some income statement offset would be achieved by recognizing both the change in fair value of the undesignated currency swap and the remeasurement of the debt into the entity's functional currency concurrently in earnings. That strategy achieves the objective of simultaneously hedging foreign currency and interest rate risk but utilizes derivative products different from those described in the strategy presented in the question section.
All DIG Section H issues and several Section J issues deal with FX matters.  There are too many issues to discuss here.  The issues can be viewed at http://www.rutgers.edu/Accounting/raw/fasb/derivatives/issuindex.html 


Two Board Members Dissent from Issuance of FAS 138
Two of the seven FASB members dissented from issuing FAS 138 primarily due to the above amendments to partial hedging of interest rate risk and compound hedging of joint interest rate and FX risks.  You can read the following beginning on Page 25 of FAS 138 regarding the dissents of Messr.s Foster and Leisenring:

While Statement 133 gave wide latitude to management in determining the method for measuring effectiveness, it is clear that the hedged risk is limited to (a) the risk of changes in the entire hedged item, (b) the risk attributable to changes in market interest rates, (c) the risk attributable to changes in foreign currency exchange rates, and (d) the risk attributable to changes in the obligor’s creditworthiness.  Those limitations were designed to limit an entity’s ability to define the risk being hedged in such a manner as to eliminate or minimize ineffectiveness for accounting purposes.  The effect of the provisions in this amendment relating to (1) the interest rate that is permitted to be designated as the hedged risk and (2) permitting the foreign currency risk of foreign-currency-denominated assets and liabilities to be designated as hedges will be to substantially reduce or, in some circumstances, eliminate the amount of hedge ineffectiveness that would otherwise be reflected in earnings.  For example, permitting an entity to designate the risk of changes in the LIBOR swap rate curve as the risk being hedged in a fair value hedge when the interest rate of the instrument being hedged is not based on the LIBOR swap rate curve ignores certain effects of basis risk, which, prior to this amendment, would have been appropriately required to be recognized in earnings.  Messrs. Foster and Leisenring believe that retreat from Statement 133 is a modification to the basic model of Statement 133, which requires that ineffectiveness of hedging relationships be measured and reported in earnings.  


Intercompany FX Hedges as Amended and DIGed
The Confusing Intercompany FX Amendments

In this particular section of FAS 138, a whole lot of words are spent to give away very little in real benefits.  The added accounting difficulties of the central treasury of the consolidated group of companies might discourage making use of these intercompany FX amendments (see Paragraphs 30-36) of FAS 138.  Paragraph 30 sets the stage:

Paragraph 36 of Statement 133 permits a derivative instrument entered into with another member of the consolidated group to qualify as a foreign currency hedging instrument in the consolidated financial statements only if the member of the consolidated group has entered into an individual offsetting derivative contract with an unrelated third party.  Constituents requested that Statement 133 be amended to permit derivative instruments entered into with a member of the consolidated group to qualify as hedging instruments in the consolidated financial statements if those internal derivatives are offset by unrelated third-party contracts on a net basis.  

The constituents essentially got their wish, but this is an illustration of the old warning “watch what you ask for before you ask.”  Consider the accounting (and auditing) requirements imposed by FAS 138:

· Central treasury must act as a pass-through entity by entering into third-party contracts to offset, on a net basis, for each foreign currency.  The foreign exchange risk arising from multiple internal derivatives AND the derivative contract with the unrelated third party must general equal or closely approximating gains and losses when compared with the aggregate or net losses and gains generated by the intercompany derivative contracts.


· Due to concerns regarding macro-hedging, accountants must track exposures and document linkage of all derivatives.  Central treasury cannot alter or terminate third-party contracts unless the hedging affiliate initiates action.  Accountants must reassess compliance with all requirements if the internal derivative is modified or de-designated as a hedge.


· Offsetting net third-party contract must offset the aggregate or net exposure to that currency.  Exposures from internal contracts must mature within the same 31-day period and be entered into within 3 business days after the designation of internal contracts as hedging instruments

All I can say on this one is that the cost of accounting and auditing may far outweigh the benefits unless the notional amounts involved are enormous.

The FASB provides a complicated example illustrating internal derivatives FAS 138 Amendments to FAS 133 at http://www.rutgers.edu/Accounting/raw/fasb/derivatives/examplespg.html


A DIG Issue on Intercompany Derivatives

*Issue E3—Hedging with Intercompany Derivatives http://www.rutgers.edu/Accounting/raw/fasb/derivatives/issuee3.html 
(Cleared 03/31/99) 
Whether an intercompany derivative can be designated as a hedging instrument in consolidated financial statements depends on the risk being hedged. If the hedged risk is either the risk of changes in fair value or cash flows attributable to changes in a foreign currency exchange rate or the foreign exchange risk for a net investment in a foreign operation, then an intercompany derivative can be designated as the hedging instrument provided that the counterparty (that is, the other member of the consolidated group) has entered into a contract with an unrelated third party that offsets the intercompany derivative completely, thereby hedging the exposure it acquired from issuing the intercompany derivative instrument to the affiliate that designated the hedge. For example, if a parent company’s central treasury function enters into an intercompany derivative with a subsidiary for the subsidiary’s use in hedging its foreign currency risk, the central treasury function must also enter into an offsetting matched foreign currency derivative contract with a third party (or an offsetting contract of at least the same magnitude). In contrast, if the central treasury function chooses to enter into a contract with a third party for only its net foreign currency exposure from all intercompany derivatives, that action would be insufficient to enable all of the related counterparties (such as subsidiaries) to designate those intercompany derivatives as qualifying hedging instruments in consolidated financial statements. The Board decided to permit the designation of intercompany derivatives as hedging instruments for hedges of foreign exchange risk to enable companies to continue using a central treasury function for derivative contracts with third parties and still comply with the requirement in paragraph 40(a) that the operating unit with the foreign currency exposure be a party to the hedging instrument. (As used in this response, the term subsidiary refers only to a consolidated subsidiary. The response should not be applied directly or by analogy to an equity-method investee.)

In contrast, an intercompany derivative cannot be designated as the hedging instrument if the hedged risk is (1) the risk of changes in the overall fair value or cash flows of the entire hedged item or transaction, (2) the risk of changes in its fair value or cash flows attributable to changes in market interest rates, or (3) the risk of changes in its fair value or cash flows attributable to changes in the obligor’s creditworthiness or nonperformance. Similarly, an intracompany derivative (that is, a derivative instrument contract between operating units within a single legal entity) cannot be designated as the hedging instrument in a hedge of those risks. Only a derivative instrument with an unrelated third party can be designated as the hedging instrument in a hedge of those risks in consolidated financial statements.

There is no requirement in Statement 133 that the operating unit with the interest rate, market price, or credit risk exposure be a party to the hedging instrument. Thus, for example, a parent company’s central treasury function can enter into a derivative contract with a third party and designate it as the hedging instrument in a hedge of a subsidiary’s interest rate risk for purposes of the consolidated financial statements. However, if the subsidiary wishes to qualify for hedge accounting of the interest rate exposure in its separate-company financial statements, the subsidiary (as the reporting entity) must be a party to the hedging instrument, which can be an intercompany derivative obtained from the central treasury function. Thus, an intercompany derivative for interest rate risk can qualify for designation as the hedging instrument in separate company financial statements but not in consolidated financial statements.
Other DIG issues in Sections H and J will not be reviewed here.  These can be viewed at http://www.rutgers.edu/Accounting/raw/fasb/derivatives/issuindex.html 


Other FAS 138 Amendments

The other amendments are not so controversial.  I will list them without further comment:

· Amendment Related to Normal Purchases and Normal Sales

· Amendments for Certain Interpretations of Statement 133 Cleared by the Board Relating to the Derivatives Implementation Group Process
· Amendments to Implement Guidance in Implementation Issue No. G3, “Discontinuation of a Cash Flow Hedge”
· Amendments to Implement Guidance in Implementation Issue No. H1, “Hedging at the Operating Unit Level”
· Amendments to Implement Guidance in Implementation Issue No. H2, “Requirement That the Unit with the Exposure Must Be a Party to the Hedge”
· Amendments to the Transition Guidance, the Implementation Guidance in Appendix A of Statement 133, and the Examples in Appendix B of Statement 133
· Amendments to the Glossary of Statement 133

DIG Issues Incorporated Into FAS 138

DIG Issue G3, "Discontinuation of a Cash Flow Hedge":  Gain or loss continues to be reported in OCI unless it is probable that the forecasted transaction will not occur by the originally specified time period or within an additional two month period.  Extenuating circumstances resulting in the continued reporting in OCI beyond that two-month period must be rare and beyond control of the reporting entity.

DIG Issue H2, "Requirements That the Unit With the Exposure Must Be Party to the Hedge":  For consolidated financial statements, either: 

· Operating unit that has the FX exposure must be party to the hedging instrument, or 

· Another member of the consolidated group is party to the hedge and: that other member has the same functional currency as the operating unit.  There are no intervening subsidiaries with a different functional currency 

DIG Issue H5, "Hedging a Firm Commitment or a Fixed-Price Agreement Denominated in a Foreign Currency":  Unrecognized foreign-currency-denominated firm commitment can be designated in either a fair value or a cash flow hedge.  The DIG’s earlier position reaching the same conclusion for payments due under an available-for-sale (AFS under FAS 115) debt security is explicitly permitted by SFAS 138.


What the FASB Refused to Amend in FAS 138

Except for the confusing and highly limited amendments on intercompany intercompany derivative contracts, FAS 138 does not change the FASB’s stand against portfolio (macro) hedging.  In order to qualify as a FAS 133/138 hedge, the hedge must, except in unrealistic circumstances, relate to a particular hedged item in a portfolio rather than a subset of items.  The only exception is where subsets of items having identical terms and are virtually fungible.  Drilling down to matches of individual hedges against individual hedged items (see Paragraph 21 in FAS 133) not only magnifies the accounting costs, it runs contrary to the way many firms view economic hedges.  As a result, FAS 133 allegedly forces companies to change hedging strategies and risk management practices.  

The FASB did not replace FAS 52 and, thereby, left a great deal of confusion when applying both standards simultaneously.  FAS 138 did a great deal to reduce differences between spot versus forward rate adjustments, but in the end we are still left with a certain amount of confusion in reconciling the two standards.
The FASB requires fair value adjustments but provides very little guidance on how to measure fair value of custom derivatives such as swaps and forwards that are not traded in markets or are not traded in sufficiently deep and wide markets.  Example 5 in Appendix B of FAS 133 that begins in Paragraph 131 contains some errors and confusions that were not cleaned up by FAS 138 or any other FASB announcements.  In particular, there is no FASB guidance on how swap values were derived in Examples 2 or 5.  Corrections and derivation discussions are discussed in the following two documents:

· ”The Receive Fixed/Pay Variable Interest-Rate Swap in SFAS 133, Example 2, Needs An Explanation:  Here It Is,” by Carl M. Hubbard and Robert E. Jensen, Derivatives Report, November 1999, pp. 6-11.
http://www.trinity.edu/rjensen/caseans/294wp.doc 
The Excel workbook is at http://www.cs.trinity.edu/~rjensen/133ex02a.xls 

· ”An Explanation of Example 5, Cash Flow Hedge of Variable-Rate Interest Bearing Asset in SFAS 133,” by Carl M. Hubbard and Robert E. Jensen, Derivatives Report, Aprils 2000, pp. 8-13.
http://www.trinity.edu/rjensen/caseans/133ex05.htm 
The Excel workbook is at http://www.cs.trinity.edu/~rjensen/133ex05a.xls 
Derivative instruments cannot be designated as held-to-maturity items that are not subject to fair value adjustment.  For certain derivatives, this can cause income volatility that is entirely artificial and will ultimately, at maturity, have all previously recognized fair value gains wash out against fair value losses.  Economic hedges of hedged items (e.g., bond investments) designated as held-to-maturity cannot receive hedge accounting under FAS 133 even though the hedges must be booked at fair value.  The reason, as given in Paragraph 29e, is that this hedge is a credit hedge.  Fair value hedging of fixed-rate debt makes little sense since the item will be held to maturity.  Cash flow hedging of variable interest payments will wash out each other unless the interest payments cease in contract default.  The reasons for not allowing such hedges to receive FAS 133 hedge accounting treatment are clear.  However, what is not clear is why the hedges have to be booked to market value if they also will be held to maturity.

FAS 138 did very little to reduce the complexity of FAS 133 and the enormous confusions that exist among financial managers, accountants, and auditors.  Effectiveness testing remains a nightmare.  It is virtually impossible to write general software packages that can deal with the thousands of unique types of derivative instruments contracts used worldwide.

Ira ---this is where I would like you to add the most important DIG issues that were not amended in FAS 133 (or other issues not amended that you feel should have been amended).

