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Notes from the PNC Capital Markets Vault     May 28, 2019 
   

Asset Liability Management: FASB Hedging Rule Update Should Help   
 

“There’s no business like show business, but there are several businesses like accounting.” – 
David Letterman.  The Financial Accounting Standards Board (“FASB”) modification of an 
accounting rule regarding hedging activities is quite timely given the downward move of 
interest rates along with the challenges caused by the flat/inverted yield curve thus far in 
2019.  (The FASB update became effective after December 15, 2018 for public filers.)  We 
expect many banks will take advantage of the update, which provides a one-time opportunity 
to reclassify held-to-maturity assets and thus, boost net interest margins, limit interest rate 
risk, and improve liquidity through active asset/liability (“A/L”) management.  Included within 
the scope of this FASB update is the one-time opportunity to reclassify held-to-maturity assets 
without tainting the overall portfolio.   
 
As we go to press, the interest rate on the 10-year Treasury note was 2.32%, or 69 basis points 
lower than that a year-ago; and the spread between the 2-year Treasury yield was only 16 
basis points.  (There is a negative four basis point spread between the 2-year and 5-year 
Treasury.)  As part of our prudent and customized approach regarding A/L management, we 
generally recommend that banks consider balance sheet hedging to better manage earnings 
and interest rate/extension risk.  An example of an effective strategy for some banks is to 
swap mortgage-backed securities held-to-maturity for longer-term securities to extend the 
portfolio’s duration.  The one-time gain or loss at the time of transfer would be reflected in 
the accumulated other comprehensive income, rather than earnings.  Due to the decline in 
interest rates since this FASB update became effective, we anticipate more banks will take 
advantage of this opportunity to sell securities at a profit and build capital and reduce interest 
rate risk at the same time. 
 
• In August 2017, the FASB issued its final Accounting Standards Update (ASU 2017-12) for 

Derivatives and Hedging (ASC Topic 815).  The standard was updated to address stakeholder 
concerns that hedge accounting requirements under GAAP sometimes did not permit an entity 
to properly recognize the economic results of hedging strategies in its financial statements. 
 

• Banks typically engage in hedging activities to support net interest margins and/or control 
interest rate/extension risk.  By reducing the complexity of accounting for hedging, the FASB 
has seemingly recognized the usefulness of derivatives.  Hedge mismatches will no longer need 
to be separately measured and reported in financial statements.   
 

• Banks should find it more practical to hedge longer-term, fixed-rate assets.  Once entities have 
identified debt securities as being prepayable under the last-of-layer (“LOL”) method, they 
will have the one-time option to reclassify qualifying held-to-maturity (“HTM”) instruments 
to available-for-sale (“AFS”) instruments without tainting their intentions to hold future 
debt securities to maturity.  

 
• The option to reclassify is available only at the time of adoption of ASU 2017-12.  The entity 

is not required to designate the debt security as a hedging relationship; the security simply 
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must be eligible for designation as a hedged item under the LOL method.  Many securities 
that are classified as HTM will now have a clear path for reclassification as AFS.   

 
• The AFS designation requires the security to be reported at fair value and allows it to be sold 

without justification. Any unrealized gain or loss at the time of the transfer is to be recognized 
in accumulated other comprehensive income.  

 
• Investments in debt securities classified as HTM shall be measured subsequently at amortized 

cost in the statement of financial position. 
 

• The updated standard should reduce the risk of a restatement of financial statements. 
 

 
 
Please feel free to call or e-mail any of the contacts with any questions or comments. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
This material is not considered research and is not a product of any research department.  The PNC Financial Institutions Advisory 
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of/mentioned in this material for its own account for resale to clients and, as a result, may have an ownership interest in these 
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as an advisor or fiduciary in any respect in connection with providing this information, and no information or material contained 
herein is to be construed as either projections or predictions.  Past performance is not indicative of future results.   
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