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A. Introduction

The London Interbank Offered Rate (LIBOR), which is referenced in approximately $350 trillion of
contracts, is expected to be eliminated in 2021. In the U.S., the Secured Overnight Financing Rate
(SOFR) has been identified as the preferred alternative to LIBOR as part of reference rate reform.
Reference rate reform will affect entities that have assets, debt instruments, interest rate swap
agreements or other contracts that reference LIBOR or another rate that is expected to be discontinued.

The Financial Accounting Standards Board (FASB) issued Accounting Standards Update (ASU) 2020-04,
Reference Rate Reform (Topic 848): Facilitation of the Effects of Reference Rate Reform on Financial
Reporting, which provides temporary optional expedients and exceptions to the guidance in U.S.
generally accepted accounting principles (GAAP) regarding contract modifications, hedge accounting and
other transactions to ease the expected burden on financial reporting related to the upcoming reference
rate reform.

B. Key takeaways

e The relief in the ASU may only be applied to contract modifications if the modified contractual terms
relate to the replacement of a reference rate due to reference rate reform.

- If adebt instrument that references LIBOR is modified to refer to a different reference rate, an
entity could elect to account for all such qualifying debt modifications prospectively by adjusting
the effective interest rate.

- If alease is modified due to reference rate reform, an entity could elect to account for all such
qualifying leases as a continuation of the existing contracts with no requirement to reassess
previous accounting determinations such as lease classification and the discount rate.

- Modifying a contract due to reference rate reform does not require reassessment of the original
conclusion about whether a derivative embedded in a contract requires separate accounting.

e For hedging relationships affected by reference rate reform, entities may elect various optional
expedients that would allow them to continue to apply hedge accounting for hedging relationships,
provided certain criteria are met.

e Entities may make a one-time election to sell and (or) transfer held-to-maturity (HTM) debt securities
that reference an interest rate affected by reference rate reform if certain conditions are met.

e The ASU became effective when it was issued on March 12, 2020. The guidance in the ASU is
optional and generally cannot be applied beyond December 31, 2022.

C. Overview

The expected elimination of LIBOR in 2021 comes in response to concerns about structural risks to
interbank offered rates, in particular, LIBOR. Regulators in various jurisdictions around the world have
been working to replace LIBOR and other interbank offered rates with reference interest rates that are
supported by transactions in liquid and observable markets. In the U.S., the Alternative Reference Rates
Committee (ARRC) convened by the Federal Reserve Board has recommended SOFR as the preferred
alternative to LIBOR. Reference rate reform will have broad reaching effects on entities that have assets,
debt instruments, interest rate swap agreements or other contracts that reference LIBOR or another rate
that is expected to be discontinued.

Given the prevalence of LIBOR and other interbank offered rates, the volume of contracts that will have to
be modified to replace these reference rates with alternative rates, and therefore be subject to U.S. GAAP
on contract modifications, may be overwhelming for many entities. In addition, changes in a reference

rate could affect the application of hedge accounting, and certain hedging relationships may not qualify as
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highly effective during the period of the market-wide transition to a replacement rate. To address these
concerns, on March 12, 2020, the FASB issued ASU 2020-04. The ASU provides temporary optional
expedients and exceptions to U.S. GAAP on contract modifications, hedge accounting and other
transactions to ease the expected burden on financial reporting related to reference rate reform. The
guidance in the ASU applies to all entities and simplifies the accounting when modifying contracts
(including those in hedging relationships) that refer to LIBOR or another reference rate that is expected to
be discontinued as a result of reference rate reform.

Although the ASU is expected to mitigate the cost and burden of accounting for contract modifications
and hedging relationships affected by reference rate reform, it is imperative that entities address the legal,
operational, information technology and risk management issues related to reference rate reform. In
addition, entities will need to consider proper disclosures to keep the appropriate stakeholders informed,
as well as the sufficiency of their change management process during the transition. The SEC staff has
said it expects registrants to disclose how they are preparing for reference rate reform and any
anticipated material effects.

The ASU was effective upon its issuance on March 12, 2020. However, it cannot be applied to contract
modifications that occur after December 31, 2022. With certain exceptions, the ASU also cannot be
applied to hedging relationships entered into or evaluated after that date.

D. Applicability

The guidance in the ASU, if elected by an entity, applies to contracts or other transactions that reference
LIBOR or a reference rate that is expected to be discontinued as a result of reference rate reform. ASC
848-10-15-4 provides guidance useful in determining if a non-LIBOR reference rate is expected to be
discontinued.

E. Contract modifications

Contracts that reference LIBOR or another rate that is expected to be discontinued will likely need to be
modified to reference a replacement rate. U.S. GAAP addresses the accounting for contract modifications
in various sections of the FASB’s Accounting Standards Codification (ASC). As an option to applying the
relevant modification guidance, entities may elect to apply the relief provided in ASC 848-20, Reference
Rate Reform i Contract Modifications, if as noted at ASC 848-20-15-2, the terms of the contract that are
modified directly replace, or have the potential to replace, LIBOR or another reference rate that is
expected to be discontinued as a consequence of reference rate reform with another interest rate index.
The modification of a contract to replace a reference to LIBOR with a reference to SOFR is an example of
a direct replacement of a reference rate with another interest rate index. Adding language that would
replace LIBOR with another reference rate upon LIBOR no longer being published is an example of a
modification with the potential to replace a reference rate.

As noted at ASC 848-20-15-3, if other terms are contemporaneously modified in a manner that changes,
or has the potential to change, the amount or timing of contractual cash flows, the optional relief provided
in ASC 848-20 only applies if those modifications are related to the replacement of a reference rate. An
example of a modification that is related to the replacement of a reference rate is the addition of a
prepayment option for which exercise is contingent upon the reference interest rate no longer being
determinable. As a result, an entity may apply the guidance in ASC 848-20 to such a modification.

The guidance in ASC 848-20 does not apply if a contract modification is made that is unrelated to the
replacement of a reference rate, even if the unrelated change is made contemporaneously with
modifications that are related to the replacement of a reference rate. However, contemporaneous
modifications of contract terms that do not change, or do not have the potential to change, the amount or
timing of contractual cash flows do not preclude applying the guidance in ASC 848-20 to otherwise
qualified modifications.










































