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DERIVATIVES AND HEDGE ACCOUNTING

An Ernst & Young Alternative to the FASBs Tentative Model

In January 1992, the FASB began a project to redefine GAAP applicable to hedging transactions. This project originally had two primary objectives: a) to reconcile the differences between conflicting guidance for similar transactions, and b) to provide GAAP that could be broadly applied to a wide range of hedging transactions. These continue to be appropriate objectives for the FASB to pursue.

During the FASB's deliberations, several companies reported large losses from nontraditional derivative activities. Those losses plus the growth and innovation in the derivatives market intensified the need for new derivatives accounting guidance. Because derivatives are most frequently used as part of a hedging strategy, the FASB responded by altering its hedging project to include consideration of the financial reporting treatment of all derivative contracts.

In January 1995 the FASB publicized a tentative approach to financial reporting for derivatives and hedge accounting that represents a radical departure from past practices (see Appendix A). While that approach would significantly increase the visibility of derivatives in financial statements, it also would severely limit the availability of hedge accounting. We believe that would result in financial reporting that would neither reflect management's intent in using derivative financial contracts as hedges nor provide for the determination of periodic income in a manner consistent with the economic results of many hedging activities. It would introduce volatility in equity and reported earnings even though the transactions are intended to reduce volatility.

Recently, the FASB has discussed a variety of alternate approaches to its tentative hedging model, but has been unable to reach a consensus about the criteria to be included in a proposed standard. In the interest of assisting the Board in further considering these issues, we developed an alternative model for consideration that recognizes derivatives on-balance-sheet, but does not eliminate traditional hedge accounting.

The specific objectives of our approach are to:

. Improve the visibility of derivatives by accounting for all free-standing derivatives at fair value on the balance sheet. Changes in value would be reflected in the financial statements consistent with their intended purpose.

. Preserve the matching of derivative gains and losses with the results of hedged exposures by retaining hedge accounting principles for transactions meeting specified criteria, including hedging of forecasted transactions that are probable of occurring. This will allow the financial statement presentation of the results of hedging activities to more closely reflect the actual economics of those strategies. 

Hedging activities usually are not part of an enterprise's major or central operations, but neither are they merely peripheral or incidental transactions. Hedges are entered into as part of a defined strategy to mitigate risk. They are transactions that through designation and economic relationships are inextricably linked to other transactions. Faithful representation of the economic events that have occurred is accomplished by accounting for the transactions on a combined basis. The hedge accounting model for traditional hedging activities has generally worked well for decades and results in financial statements that reflect the economic substance of derivative transactions engaged in as hedges and management's intent in engaging in such transactions.

The hedging component of our financial reporting framework would be limited to traditional derivative hedging transactions in which the terms of the derivatives bear a clear economic relationship to the risks of the hedged items. This is typically the case when traditional derivative contracts are utilized (e.g., plain-vanilla interest rate swaps, foreign currency forwards, and options). It generally would not apply to nontraditional derivative contracts such as leveraged or exponential swaps or other nontraditional activities. And, our approach would result in recorded amounts that are compatible with the definitions of financial statement elements as described in FASB Concepts Statement No. 6, Elements of Financial Statements  (see Appendix B).

The proposed approach would not impose an enterprise-wide risk assessment criteria. Rather it would reflect management's risk management activities in a manner consistent with management's intent and business strategies. An enterprise risk reduction requirement is not the way many entities manage risk and is not universally practical. Our approach is practical and would result in an enterprise risk reduction requirement when risk is managed on an enterprisewide basis, but it would not artificially impose such a requirement when risk is managed on a decentralized basis. In our view the accounting model should accommodate different approaches to managing risk rather than forcing a company to adopt a single risk assessment approach.

Our approach would resolve the Board's dilemma of defining risk because management's stated policy would be used to establish that definition. For example, most financial institutions could be expected to hedge cash flow risk on an enterprise-wide basis due to the nature of their businesses and the interrelationships of assets and liabilities. Multinationals that manage risk at a centralized enterprise-wide level also would be held to an enterprise-wide risk assessment requirement. However, multinational companies that have a policy encompassing hedges of both the cash flow risk of future revenues and the change in value of foreign currency denominated assets or liabilities resulting from changes in exchange rates on an individual transaction basis would account for those activities consistent with their policies. Our approach also would accommodate nonfinancial companies that use interest rate swaps or other derivatives to manage the mix of their debt between fixed and variable rate by focusing on the effectiveness of the use of derivatives to accomplish the defined objective.

Our model adopts the same discipline as the entity's risk management policies impose. Companies would be required to evaluate the performance of their risk management strategies within the context of management's stated policies. If a derivative transaction does not accomplish the stated objective, the requirements for the hedging category of our model would not be met.

E&Y's Alternative Model

As with the FASB's tentative approach, our proposed model would specify the accounting for all free-standing derivative instruments. However, we would continue the use of hedge accounting in certain circumstances. We believe our model more closely reflects the economics of hedging transactions, the reality that one size does not fit all, and that each company's unique risk profile and approach to managing risks should be the basis for a meaningful financial statement presentation.

Included would be derivative financial instruments that traditionally have been off-balance-sheet such as futures, options, forwards, and swaps. Further, like the FASB's tentative conclusions, our model includes commodity-based contracts that obligate the purchaser (seller) either to accept (make) delivery of a commodity or financial instrument (e.g., cash) at a specified date or during a specified period.

Consistent with the FASB's tentative approach, this model would exclude many derivative instruments that are embedded in on-balance-sheet receivables or payables (not "free-standing") and would exclude cash instruments other than foreign currency transactions.

All free-standing derivatives would be recognized on-balance-sheet and measured at fair value. Those derivatives would be classified in one of three categories: trading, risk management (hedging), or other derivatives. Any derivative instrument could be included in the trading or other derivatives categories and most derivatives could be included in the risk management (hedging) category. Different accounting would be prescribed primarily based on the purpose for which the instrument is held and designated.

Derivative Categories

         1.   Trading derivatives : Includes derivatives that are bought and held principally for sale in the near future to benefit from short-term price differences. These derivatives would be recognized as assets or liabilities and  measured at fair value with changes in value recognized in earnings in the period in which they occur     (similar to the trading category in FASB Statement No. 115, Accounting for Certain Investments in Debt and Equity Securities) . This category is the same as the FASB's tentative approach. 

                    2.   Risk management (hedging) derivatives : Derivatives that are effective as and designated as hedges of specific assets, liabilities, or forecasted transactions would be measured at fair value and the related changes in value recognized as an adjustment of the carrying amount of the hedged item or as an asset or liability when the hedged item has not yet been recognized (i.e., forecasted transactions). Risk identification would be required consistent with the company's risk management practices (e.g., if done at the division level, enterprise-wide risk assessment would not be required), with appropriate disclosure of those practices.

                          Cash instruments, other than foreign currency transactions as described below, nontraditional derivatives, and written options would not qualify for hedge accounting. Anticipatory hedging would be permitted if the transaction is a firm commitment or is probable of occurring. All gains and losses on hedging instruments, whether realized or unrealized, would be deferred and recognized as an adjustment of the hedged item's carrying amount. If a forecasted transaction is no longer probable of occurring, the deferred gain or loss on the hedging instrument would be recognized in earnings.

                          Consistent with FASB Statement No. 52, Foreign Currency Translation , foreign currency transactions (e.g., the foreign exchange contract embedded in foreign currency denominated debt) would qualify as hedges of other foreign currency transactions. Interest rate, currency, or formula-based swaps that bear a close relationship to an identified exposure that are intended to synthetically alter the characteristics of an asset or liability, would qualify for this category and for the use of hedge accounting when they are used within an entity's risk management strategy. Included are interest rate swaps where the result in combination with the designated item, is an amount received or paid based on basic interest rates (e.g., prime or LIBOR) and not multiples of basic rates or similar formulas. 

                      3. Other derivatives : Derivatives that are not trading derivatives and that are either not designated as risk management (hedging) derivatives or are not eligible for that category (e.g., nontraditional swaps and written options) would be included in the other derivatives category. This group of derivatives would be recognized at fair value with changes in fair value recorded in a separate component of equity until realized (or unless a decline is deemed other than temporary). Gains and losses would be recognized in income when realized. (This approach is similar to the available-for-sale category under Statement 115.) Under the FASB's tentative approach, a larger group of derivatives would be included in this category. 

The following table summarizes our proposed criteria for a derivative to qualify for risk management (hedging) accounting.

Hedge Accounting Issue                                     E & Y Alternative Model for Risk                                                                                          Management (Hedging) Category
Nature of risks that qualify                                Risk would be broadly defined. Our 

for hedging                                                         model would provide a general

                                                                           description of the risks 

                                                                           that qualify for hedge accounting.

Qualifying instruments for                                 All free-standing derivatives contracts,                                                                                except written options and derivatives                                                                                 based on nontraditional formulas or                                                                                     indices would qualify. A clear economic                                                                               relationship between the derivative and                                                                               designated item would be required. Cash                                                                            instruments (other than foreign currency                                                                              transactions) and written options would                                                                               not qualify for hedge accounting.

Risk assessment (e.g., transaction                  The assessment of the nature of the risk   versus enterprise risk)                                      to be hedged would be based on the                                                                                    enterprise's risk management strategy.

Risk reduction or risk management                  Risk reduction would not be required, but                                                                             the selected hedging strategy must be                                                                                 consistent with the enterprise's risk                                                                                     management objective.

Realized versus unrealized                              There would be no distinction between

gains and losses                                               the accounting for realized and

                                                                           unrealized gains and losses

                                                                           on the hedging instrument.

Forecasted transactions                                    Firm commitments and probable, 

                                                                           but not firmly committed transactions

                                                                           would qualify to be hedged. There

                                                                           There would be no time limit on how far 

                                                                           into the future an entity could hedge, 

                                                                           but it is presumed that the required 

                                                                           assessment would become more difficult

                                                                           the longer the hedge.

Correlation/hedge effectiveness                       To qualify, the hedging instrument must

                                                                           be highly correlated to the hedged item

                                                                           within some parameters (e.g., 80% -

                                                                           120%). Further, an ongoing evaluation 

                                                                           of effectiveness in achieving the

                                                                           designated objective would be required.

Cross-hedging                                                    Cross-hedging would be permitted.

Designation                                                        Designation of the hedging instrument

                                                                            to the related exposure would be 

                                                                            required, and thus hedge accounting 

                                                                            would be elective.

Measurement attribute                                        All derivatives would be measured 

                                                                            at fair value and recognized on-balance-

                                                                            sheet.

Practical Concerns About Hedge Accounting

Several concerns have been raised about existing or proposed hedge accounting models. The following chart summarizes those concerns and indicates how the FASB's tentative approach and the E&Y alternative address those concerns. 

Identified Concern
1.  Derivatives are off-balance-sheet instruments.

2.  Derivative risks are concealed.

3.  Gains and losses from instruments that are not demonstrably risk reducing are excluded from earnings.

4.  Correlation and linkage requirements introduce cost and complexity in applying hedge accounting.

5.  A model based on linkage and correlation does not accommodate nonspecific hedge transactions.

6.  Realized gains and losses related to forecasted transactions are not assets and liabilities.

E & Y Alternative
1.  All derivatives recorded on-balance-sheet at fair value.

2.  All derivatives recorded at fair value and disclosed.  FASB Statement 119 requires disclosure of those risks.

3.  Certain gains and losses would be deferred based on management's intended (and disclosed) hedging strategy and execution of such strategy.

4.  Linkage and correlation are currently employed and serve to operationalize strategy.  It would be continued.

5.  Nonspecific risk management transactions would be accommodated in the "other derivatives" category.  Related realized gains and losses would be included in income.

6.  Both realized and unrealized gains and losses are a component of the eventual amount of qualifying forecasted transactions.  They are not assets and liabilities on their own.

FASB Tentative Model

1.  All derivatives recorded on-balance-sheet at fair value.

2.  All derivatives recorded at fair value and disclosed.  FASB Statement 119 requires disclosure of those risks.

3.  All realized gains and losses included in earnings.  

     Timing of income recognition will be solely dependent on realization rather than substance of derivative use.

4.  Linkage and correlation not a component of the approach.

5.  Approach treats all risk management positions the same.

6.  Realized gains and losses are not recorded as assets and liabilities.

Identified Concern
1.  Commodity based derivatives have been excluded from hedge model.

2.  Derivatives embedded in cash based instruments excluded from model.

3.  Cash based instruments and embedded instruments are excluded from hedge model.

4.  Risk is not possible to define.

5.  Risk reduction is not practically determinable.

6.  Modern derivatives are complex.

E & Y Alternative

1.  Derivatives based on commodities would be included.

2.  Not covered.

3.  Cash based instruments are utilized in fundamentally different ways and should be consistently treated in accordance with Statement 115.  Cash based instruments, other than foreign currency transactions, should be excluded from the scope of a standard dealing with freestanding derivative contracts.

4.  Management defines and manages risk as a part of its normal operating procedures.  Linking the accounting is both practical and operational.

5.  Management's definition and risk management activities, and related disclosures, are basis for special accounting.

6.  Complex or innovative derivatives are not generally used by companies to manage simple, traditional risks.  Our alternative only would apply to derivatives that have a clear economic relationship to the hedged items, generally traditional derivatives. 
FASB Tentative Model
1.  Derivatives based on commodities would be included.

2.  Not covered.

3.  Some cash based instruments (to be defined) to be included.

4.  Approach does not require identification of risk.

5.  Approach does not require reduction of risk to obtain special accounting.

6.  Complex or innovative derivatives would be treated the same as traditional derivatives.

Disclosures

Investors and shareholders have a heightened sense of concern about derivatives and are interested in the effect derivatives may have on a company's financial position. They want information about hedging strategies, the effectiveness of those strategies, and the potential financial impact of existing positions. They are now better informed about a company's risk management objectives and strategies and the use of derivatives within that context as a result of the improved disclosures about the uses of derivatives pursuant to FASB Statement No. 119, Disclosure about Derivative Financial Instruments and Fair Value of Financial Instruments. 
Under our approach, disclosures supplementing the balance sheet recognition of derivatives would be an important element of providing a complete picture of the entity's hedging activities, its strategy, and results of hedging, including deferred amounts. We believe that these disclosures would increase the visibility of derivatives and hedging activities. Concerns about hedge accounting should be addressed by establishing a consistent model that reflects the intent and economic substance of hedging activities in an entity's financial statements.
APPENDIX A

The FASB's Tentative Derivatives Model

During the three years the FASB has been deliberating hedge accounting, it has considered various alternatives to the present set of inconsistent and incomplete rules, including mark-to-market hedge accounting, deferral hedge accounting, a full-effectiveness hedge accounting approach, a partial-effectiveness hedge accounting approach, and synthetic-instrument accounting. Because of recognition and measurement anomalies in the current financial accounting model, each of these approaches has limitations. The Board identified a number of issues that need to be addressed in any hedge accounting model, but while each approach addresses some issues, others could not be accommodated.

Because of the difficulties and complexities associated with these various approaches, in November 1994 the FASB changed course and decided to support a derivatives accounting model that would abandon hedge accounting by specifying the accounting for free-standing derivative financial instruments. The Board acknowledged that this approach would not result in the same accounting currently afforded certain hedging transactions or provide special accounting in all circumstances identified by constituents as areas of need. However, the Board believes its approach would accommodate many of those circumstances. To the extent that organizations could select instruments that mature or could be realized in the desired periods, they would be able to achieve the objectives of recognizing gains and losses on hedged positions and hedging instruments concurrently.

As described in the article, Simplifying Accounting for Derivative Instruments, including Those Used for Hedging , published in the January 1995 edition of "Highlights," the FASB's tentative derivatives model would include derivative financial instruments that traditionally have been off-balance-sheet such as futures, options, forwards, and swaps. In addition, other instruments, whose principal characteristics are similar to those off-balance-sheet derivatives would be included, even if they are recognized on the balance sheet. Further, the Board plans to expand the definition of a financial instrument to include commodity-based contracts that entitle the holder to receive either a financial instrument or a nonfinancial contract. However, many derivative instruments that are embedded in on-balance-sheet receivables or payables (and thus not free-standing) would not be addressed.

All free-standing derivative instruments would be classified in one of two categories--trading or other than trading. Any derivative instrument could be used for risk management and classified as other than trading. As a result, different accounting would be prescribed based on the purpose for which the instrument is held, rather than the type of derivative instrument used.

Those derivatives classified as trading would be recognized as assets or liabilities and measured at fair value, with changes in value recognized in earnings in the period in which they occur. Derivatives not classified as trading would be recognized as assets or liabilities and measured at fair value with changes in value excluded from earnings and reported in a separate component of equity until realized.

All realized gains or losses would be recognized in earnings. Deferral of realized gains and losses would be prohibited even if the intent was to hedge the cost of a long-term asset acquired in a transaction that will occur in a future period. Firm commitments and forecasted transactions would effectively be excluded from hedge accounting for many transactions because realized gains and losses would be recognized immediately and not as adjustments of the hedged item's carrying amount. All hedge accounting pronouncements would be superseded.

The FASB's derivatives model has several disadvantages. The primary disadvantage is that it does not faithfully portray the economic effects of hedging certain assets, liabilities, firm commitments, and forecasted transactions, because the gain or loss on the hedging instrument would not be included as an adjustment of the hedged item's carrying amount. For example, if a company hedged the foreign currency price of equipment to be purchased from a foreign manufacturer by entering into a forward contract, the financial statements would not portray the economic effect of effectively fixing the currency exchange rate, and thus the purchase price of the equipment. Rather, the financial statements would report a gain or loss on the hedging instrument when it settled, and the equipment would be recorded at the exchange rate in effect at the actual purchase date. Accordingly, the gain or loss on the hedging instrument would be recorded in one period, whereas the offsetting currency loss or gain on the equipment purchase would be recognized over time as the equipment is depreciated.

The Board is currently considering alternatives to its derivatives model that could include some form of deferral hedge accounting, but none of those alternatives has garnered sufficient support.

APPENDIX B

The FASB's Conceptual Framework and Hedge Accounting

The Ernst & Young alternative hedge accounting model would permit the deferral of certain realized gains and losses to be matched with transactions where a direct economic relationship exists and management intends the positions to be related. The model is predicated on the relationship between the transactions and the long-standing accounting principle that the cost of an item is the sum of all the applicable expenditures and charges directly or indirectly incurred in bringing it to its existing condition and location. Designated and effective hedging transactions are consistent with that principle.

We believe that hedge accounting and the deferral, in certain circumstances, of realized gains and losses is compatible with the conceptual framework outlined in the FASB Concepts Statements. Although the terms hedging and hedge accounting are not mentioned in the Concepts Statements, the underlying accrual accounting model, including the concept that the cost of an asset or liability is often comprised of separate transactions, supports the basis for hedge accounting when that is the economic reality of the transaction. Accordingly, as discussed below, we believe the FASB's conceptual framework can accommodate Ernst & Young's recommended hedge accounting model.

Costs as Components of Assets and Liabilities
Assets often are composed of costs that in and of themselves do not meet a strict definition of an asset in FASB Statement of Concepts No. 6, Elements of Financial Statements . Consider an entity that pays a freight bill to have a machine delivered to a temporary location prior to the actual purchase of the machine (i.e., the machine is shipped F.O.B. Destination to the temporary location in December but is not delivered to the factory until January). Under present practice, the freight cost would be deferred in the enterprise's December balance sheet and ultimately included in the cost of the machine. The deferred freight cost, however, does not meet the definition of an asset because it is an incurred cost that does not provide a future economic benefit by itself. Similarly, hedging gains and losses are not assets and liabilities in and of themselves, but are related to an underlying transaction through a direct economic relationship and an enterprise's strategy to manage its risk.

Paragraph 179 of Concepts Statement 6 states that although an entity normally incurs costs to acquire or use assets, costs incurred are not themselves assets. However, costs are not necessarily expenses or losses when incurred. Costs can be viewed in some circumstances as building blocks of assets. We note that paragraph 182 of Concepts Statement 6 states that "losses have no future economic benefits and cannot qualify as assets under the definition [of an asset]." We believe that the economic result of a designated hedging transaction is not, in and of itself, either a loss or an expense until the underlying item that is linked to the hedge results in an expense or a loss. We view the hedging result as a deferred cost, not a deferred expense. This is similar to the practice of recognizing production costs (e.g., overhead) as expenses in the period in which the product is sold rather than in the period in which the cost is incurred to produce output. Similarly, interest cost, although not an asset itself, can be considered part of the cost of a constructed asset. In FASB Statement No. 34, Capitalization of Interest Cost , the Board concluded that "in principle, the cost incurred in financing expenditures for an asset during a required construction or development period is itself a part of the asset's historical acquisition cost."
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