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ABC Bank has chosen to hold its fixed-rate loans for investment, as they 
provide attractive spreads over market-based alternatives.  Through its 
risk management process, ABC has simultaneously executed pay-fixed 
interest rate swaps to hedge its key rate duration along the 5, 7, and 
10-year points of the yield curve, which serves to synthetically extend 
the maturity on its short-term funding, to fix the cost of a portion of that 
funding, and to mitigate price sensitivity on the loan portfolio.

Background

The Problem As time passes, interest rate risk increases for ABC Bank.  ABC wishes 
to keep its fixed rate loans available for sale, for future liquidity, but 
is concerned the value of the portfolio will decrease as interest rates 
continue to rise.  While ABC’s interest rate swaps provide sufficient 
economic stability to its Balance Sheet, the Company is now faced with 
period-over-period earnings volatility; the unrealized gains and losses 
on the swaps are, by default, recorded in earnings, while the changes 
in fair value of the loan portfolio (designated as Available for Sale), are 
recorded in Other Comprehensive Income (“OCI”).  This leaves the swap 
gains and losses unencumbered on the income statement, while changes 
in value of the loan portfolio bring an element of volatility to net equity of 
the bank.
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ABC Bank has executed pay-fixed, receive-floating interest rate swaps.  The swaps have extended the term on its 
funding sources, locked-in funding costs and reduced the price sensitivity on ABC Bank’s loan portfolio.  Through 
diligent planning and communication, ABC Bank has simultaneously minimized any perceived negative impacts 
of its hedging strategy through an effective hedge accounting program, matching gain/loss recognition on its loan 
portfolio with the timing of its hedging activities.

For more information on the case study or solutions from HedgeStar, please contact the following professionals as 
shown below:
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To mitigate this earnings volatility, 

ABC Bank elects to pursue preferential accounting 

treatment under Accounting Standards Codification Topic 

815 (“ASC 815”) – hedge accounting.  ASC 815 allows 

ABC Bank to qualify its swaps as effective hedges of 

cash flows by designating portions of its variable cash 

outflows or inflows as hedged by the swaps.

Thanks to the recently published Accounting Standards 

Update 2017-12 (“ASU 2017-12”), companies such 

as ABC are now able to designate cash flow hedges 

and remove all potential earnings volatility caused by its 

hedging activities.  With the publication of ASU 2017-12,

The Solution

With a cash flow hedge, fair value changes 

on the swaps are recorded in OCI – 

alongside the loan portfolio – with those 

gains and losses effectively offsetting each 

other and removing volatility from ABC’s 

earnings.  The chart below depicts the 

potential effect of the offset between the 

swaps and the loan portfolio: 

cash flow hedges satisfying the highly effective criteria 

set forth under ASC 815 are now deemed to be 100% 

effective (essentially removing the concept of “earnings 

leakage” in the future).  ABC can designate its swaps of 

any of its variable cash outflows / inflows, such as:

• Variable rate borrowing programs (FHLB, 

FedFunds Purchased, etc.)

• Money market deposits having a relationship to 

the underlying index used as a hedge

• Variable rate investment receipts

• Any other source of variable cash outflows or 

inflows
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