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Staff Interpretations of Update 2017-12 for Prepayable Financial Instruments 

1. The amendments in Accounting Standards Update No. 2017-12, Derivatives and Hedging (Topic 

815): Targeted Improvements to Accounting for Hedging Activities, ease the application of hedge 

accounting for fair value hedges of interest rate risk related to prepayable financial instruments as 

follows:  

(a) The guidance includes a choice to consider how changes in benchmark interest rates alone 

affect the decision to prepay in measuring the change in fair value of the hedged item 

attributable to interest rate risk. The new guidance is included in paragraphs 815-20-25-6B and 

815-25-35-13A. 

(b) The guidance includes a new method for hedging portfolios of prepayable financial assets (the 

last-of-layer method), which enables an entity to identify a last dollar amount within a closed 

portfolio of prepayable assets that is designated as the hedged item in a fair value hedge of 

interest rate risk. 

2. The staff has received technical inquiries on the intended scope of the guidance for prepayable 

instruments. The scope question determines the application of the following: 

(a) The designation and measurement guidance for hedges of interest rate risk in paragraphs 815-

20-25-6B and 815-25-25-13A.  

(b) The eligibility to apply the last-of-layer method for prepayable financial assets in accordance 

with paragraph 815-20-25-12A.  

(c) The ability to apply the transition guidance in paragraph 815-20-65-3(e)(7), which permits an 

entity to transfer held-to-maturity debt securities to the available-for-sale category upon 

adoption without any penalty. Securities that an entity may transfer are those that are eligible 

to be designated as hedged items under the last-of-layer method.  

Staff Interpretations 

3. At the February 14, 2018 Board meeting, the Board expressed agreement with the staff’s 

interpretations outlined in the following paragraphs. 

General 

4. The staff’s interpretations are anchored in the FASB Accounting Standards Codification® Master 

Glossary definition of the term prepayable to determine the scope of the guidance for fair value 

hedges of interest rate risk associated with prepayable instruments. The term prepayable is defined 

as “Able to be settled by either party before its scheduled maturity.” Based on the definition of the 
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term prepayable, the staff concluded that the guidance that links to that definition should cover a 

broad scope of instruments. The staff’s approach was to consistently apply the analysis of whether 

an instrument is considered prepayable to (a) the designation and measurement guidance for hedges 

of interest rate risk in paragraphs 815-20-25-6B and 815-25-25-13A, (b) the eligibility for the last-of-

layer method for prepayable financial assets in accordance with paragraph 815-20-25-12A, and (c) 

the ability to apply the transition guidance in paragraph 815-20-65-3(e)(7) that permits an entity to 

transfer held-to-maturity debt securities to the available-for-sale category upon adoption. 

Prepayment Features That Are Currently Exercisable 

5. Instruments that have noncontingent features are those that are currently exercisable and prepayable 

at any time (for example, mortgage loans). 

(a) Financial assets and liabilities with those features are considered prepayable for purposes of 

paragraphs 815-20-25-6B and 815-25-35-13A. When measuring changes in the fair value of 

the hedged item attributable to interest rate risk, an entity should consider only how the effect 

of changes in benchmark interest rates affect the decision to prepay. 

(b) Financial assets with those features are eligible for the last-of-layer method in accordance with 

paragraph 815-20-25-12A. 

(c) Because they are eligible for the last-of-layer method, financial assets with those features are 

eligible to be transferred from the held-to-maturity category to the available-for-sale category 

upon adoption of Update 2017-12 without limitation in accordance with paragraph 815-20-65-

3(e)(7). (There is no transition requirement for the last-of-layer method to be applied for these 

assets upon adoption.) 

6. Two features that fall under this category are yield maintenance agreements and make whole 

provisions, which are designed to compensate an investor for the loss of interest payments due to 

prepayment. For purposes of measuring the change in fair value of the hedged item attributable to 

interest rate risk containing a yield maintenance provision, an entity needs to consider only how 

changes in the benchmark rate affect the decision to call the debt. For instruments with make whole 

provisions, because the issuer is indifferent to exercising based on interest rates, an entity could 

conclude qualitatively that this type of feature does not affect the assessment of effectiveness or 

measurement of the change in fair value of the hedged item attributable to benchmark interest rates. 

Time-Based Contingencies 

7. Instruments that have time-based contingencies are those that will become prepayable solely due to 

the passage of time (for example, callable debt). 
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(a) Financial assets and liabilities with those features are considered prepayable for purposes of 

paragraphs 815-20-25-6B and 815-25-35-13A if they are prepayable at some point during the 

hedging relationship. When measuring changes in fair value of the hedged item attributable to 

interest rate risk, an entity should consider only how changes in benchmark interest rates affect 

the decision to prepay. 

(b) Financial assets with those features are eligible for the last-of-layer method in paragraph 815-

20-25-12A if they are prepayable at some point during the hedging relationship.  

(c) Because they are eligible for the last-of-layer method, financial assets with those features are 

eligible to be transferred from the held-to-maturity category to the available-for-sale category 

upon adoption of Update 2017-12 without limitation in accordance with paragraph 815-20-65-

3(e)(7). (There is no transition requirement for the last-of-layer method to be applied for these 

assets upon adoption.) 

Event-Based Contingencies 

8. Instruments with event-based contingencies are those that will become prepayable upon the 

occurrence of a specified event other than the passage of time (for example, instruments that become 

prepayable due to a change in control, a change in tax law, or the death of the instrument holder). 

(a) Financial assets and liabilities with those features are considered prepayable for purposes of 

paragraphs 815-20-25-6B and 815-25-35-13A because the contingency could be resolved at 

any time during the life of the instrument (that is, the timing is unknown). When measuring 

changes in fair value of the hedged item attributable to interest rate risk, an entity should not 

consider the contingent feature in the measurement of the hedged item during the contingent 

phase because changes in benchmark interest rates do not affect the occurrence of these 

events. After the contingency is resolved, the entity should consider the effect of the 

prepayment feature in the measurement of the hedged item based on how changes in only 

benchmark interest rates affect the decision to prepay. 

(b) Financial assets with those features are eligible for the last-of-layer method in accordance with 

paragraph 815-20-25-12A.  

(c) Because they are eligible for the last-of-layer method, financial assets with those features are 

eligible to be transferred from the held-to-maturity category to the available-for-sale category 

upon adoption of Update 2017-12 without limitation in accordance with paragraph 815-20-65-

3(e)(7). (There is no transition requirement for the last-of-layer method to be applied for these 

assets upon adoption.) 
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Interest-Rate Related Contingencies 

9. Instruments with interest-rate-related contingencies are those that will become prepayable upon the 

movement in a specified interest rate. Examples are interest rate contingences linked to a benchmark 

interest rate and interest rate contingences linked to a rate that is not a benchmark interest rate. 

(a) Financial assets and liabilities with those features are considered prepayable for purposes of 

paragraphs 815-20-25-6B and 815-25-35-13A because the contingency could be resolved at 

any time during the life of the instrument (that is, the timing is unknown). When measuring 

changes in fair value of the hedged item attributable to interest rate risk, an entity should 

measure the hedged item considering (1) fluctuations in interest rates that cause the contingent 

event to occur and (2) the probability of exercise given the interest rate scenario (only 

considering the effect of the benchmark interest rate). If the contingency is linked to a rate that 

is not a benchmark rate, an entity does not need to consider the effects of movements in the 

actual interest rate linked to the contingency if different from movements in the benchmark rate. 

That is, for simplicity, an entity may assume that any spread between the benchmark interest 

rate and the actual interest rate linked to the contingency is fixed. 

(b) Financial assets with those features are eligible for the last-of-layer method in accordance with 

paragraph 815-20-25-12A.  

(c) Because financial assets with those features are eligible for the last-of-layer method, they are 

eligible to be transferred from the held-to-maturity category to the available-for-sale category 

upon adoption of Update 2017-12 without limitation in accordance with paragraph 815-20-65-

3(e)(7). (There is no transition requirement for the last-of-layer method to be applied for these 

assets upon adoption.) 

Conversion Features 

10. Convertible debt instruments bear a below-market coupon rate and can be converted into a specified 

number of the issuer’s shares. Callable convertible debt (as opposed to non-callable convertible) is 

a form of convertible debt with a call provision that is exercisable at a specified point during the life 

of the convertible debt instrument (for example, a 10-year convertible debt instrument that can be 

called by the issuer in Year 5). The staff concluded that both callable convertible and non-callable 

convertible instruments are within the scope of the amended guidance. 

(a) Convertible debt instruments are considered prepayable for purposes of paragraphs 815-20-

25-6B and 815-25-35-13A. To apply those paragraphs, conversion simply needs to be 

contractually permitted during the hedge period. When measuring changes in fair value of 

convertible debt attributable to interest rate risk, an entity should consider only how changes in 

benchmark interest rates affect the decision to prepay. While the decision to convert a specific 
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security has historically been based on equity prices, equity volatility, and dividends, under the 

guidance those factors should not be considered because they are not affected by changes in 

benchmark interest rates. 

(b) Convertible debt instruments held as assets are eligible for the last-of-layer method in 

accordance with paragraph 815-20-25-12A.  

(c) Because they are eligible for the last-of-layer method, convertible debt instruments held as 

assets are eligible to be transferred from the held-to-maturity category to the available-for-sale 

category upon adoption of Update 2017-12 without limitation in accordance with paragraph 

815-20-65-3(e)(7). (There is no transition requirement for the last-of-layer method to be applied 

for these assets upon adoption.) 

Contingent Acceleration Clauses Related to Credit  

11. Contingent acceleration clauses that permit an acceleration of contractual maturity due to credit 

should not be considered prepayment features. Fair value hedges of interest rate risk of instruments 

with only this feature (but no other features that are considered prepayment features) should continue 

to be designated under pre-existing guidance rather than under the new simplified guidance in 

paragraph 815-20-25-6B. Instruments with only this type of feature are ineligible for the last-of-layer 

method in paragraph 815-20-25-12A and are ineligible to apply the transition guidance for transfers 

of financial assets from the held-to-maturity category to the available-for-sale category in paragraph 

815-20-65-3(e)(7) upon adoption of Update 2017-12. However, if this feature exists in combination 

with other features that make the overall instrument prepayable, then this feature does not preclude 

the instrument from being considered prepayable under the guidance for purposes of designation, 

eligibility for the last-of-layer method, and the ability to transfer from the held-to-maturity category to 

the available-for-sale category upon adoption.  

Clarification of the Transition Guidance for Transfers from the Held-to-Maturity Category to the 
Available-for-Sale Category  

12. In cases in which it is the staff’s view that financial assets are considered prepayable and, therefore, 

eligible to be transferred from the held-to-maturity category to the available-for-sale category in 

accordance with paragraph 815-20-65-3(e)(7) upon adoption of Update 2017-12, such transfers from 

the held-to-maturity category and the sale of those financial assets before maturity do not call into 

question an entity’s intent to hold other debt securities to maturity in the future. 


