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Introduction 
The FASB is continuing to make progress on developing a new accounting model 
for financial instruments. In addition, the FASB and IASB continue to reconcile their 
differences and work toward convergence in their projects on accounting for financial 
instruments. 

The financial instruments project addresses the accounting for a broad range of 
financial instruments, including investments in debt and equity securities, investments 
in nonmarketable equity securities, loans, loan commitments, deposit liabilities, 
trade payables, trade receivables, derivatives, and debt liabilities. In May 2010, the 
FASB released an exposure draft (ED)1 that would change (1) the classification and 
measurement of financial assets and financial liabilities, (2) the accounting for impairment 
of financial assets, and (3) hedge accounting. Since the close of the ED’s comment 
period, the FASB has redeliberated and revised many aspects of its original proposals. In 
addition, the Board has also reconsidered disclosures about liquidity and interest rate risk 
related to financial instruments.     

This Heads Up provides an update on the FASB’s financial instruments project as of 
January 3, 2012.2 In addition, this publication contains two appendixes. Appendix A 
illustrates the typical classifications of common types of financial instruments under 
(1) current U.S. GAAP and (2) the FASB’s tentative approach to the classification and 
measurement of financial assets and financial liabilities. Appendix B compares the FASB’s 
tentative classification and measurement approach with the requirements of IFRS 9.3

Classification and Measurement
The FASB has tentatively decided that, at initial recognition, an entity should classify its 
financial assets and financial liabilities as one of the following: fair value through net 
income (FV-NI), fair value through other comprehensive income (FV-OCI), or amortized 
cost. This classification should be based on (1) an evaluation of the characteristics of the 
financial instrument and (2) the related business activity. 
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1 FASB Proposed Accounting Standards Update, Accounting for Financial Instruments and Revisions to the Accounting for 
Derivative Instruments and Hedging Activities.

2 Because decisions are tentative, they could change before new requirements are finalized.
3 IFRS 9, Financial Instruments.

http://www.fasb.org/cs/ContentServer?c=Document_C&pagename=FASB%2FDocument_C%2FDocumentPage&cid=1176156904144
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The characteristics criterion applies to debt instruments (e.g., investments in debt 
securities, loans, receivables, and payables) that possess certain characteristics but does 
not apply to derivatives and equity instruments. Financial instruments that meet the 
characteristics criterion would be classified as FV-NI, FV-OCI, or amortized cost on the 
basis of the entity’s business strategy. Financial instruments (both financial assets and 
financial liabilities) that do not meet the characteristics criterion would be classified as 
FV-NI.  

Under the proposed business activity condition for amortized cost classification, the 
amortized cost category would include financial assets in a lending or customer financing 
activity (e.g., loans and receivables) and financial liabilities that are not short sales or 
intended to be transacted at fair value. The FV-OCI classification would include financial 
assets (e.g., investments in debt securities) for which an entity’s business strategy, at 
origination or acquisition of the assets, is to invest its cash either to (1) maximize total 
return by collecting contractual cash flows or selling the assets or (2) manage the entity’s 
interest rate risk or liquidity risk by either holding or selling the assets. The FV-NI category 
would include financial assets that are held for sale at acquisition, financial assets that are 
actively managed and monitored internally on a fair value basis, and short-sale obligations 
and financial liabilities that are intended to be transacted at fair value.

In addition to equity method investments, investments in equity securities would be 
classified as FV-NI. This classification would apply to both marketable and nonmarketable 
equity securities, irrespective of the entity’s business strategy for holding such securities. 
However, there would be a practicability exception for investments in nonmarketable 
equity securities held by nonpublic entities. Such investments would be measured at cost, 
which would be adjusted for impairment losses and upward observable price changes.

The FASB has tentatively decided that (1) reclassification between categories will not be 
permitted even if there is a change in an entity’s business strategy and (2) the bifurcation 
requirements in ASC 815-154 for embedded derivatives in hybrid financial instruments will 
be retained.

Editor’s Note: The Board’s tentative decisions regarding equity securities, including 
the use of a practicability exception for nonpublic entities, do not apply to entities 
subject to specialized industry accounting guidance, such as broker-dealers, 
investment companies, sponsors of defined benefit plans, and insurance companies. 
The Board will address specialized industry accounting at a later date.

The FASB’s redeliberations of the classification and measurement of financial instruments 
are nearly complete. However, the Board still needs to redeliberate certain issues (e.g., the 
final standard’s scope, effective date, and transition approach). The FASB has shared the 
principal elements of its tentative model with the IASB. We expect the FASB to issue an 
ED on classification and measurement in the first half of 2012.
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4 FASB Accounting Standards Codification Subtopic 815-15, Derivatives and Hedging: Embedded Derivatives.
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Editor’s Note: Recently, the IASB tentatively decided to consider changes to the 
classification and measurement requirements in IFRS 9. This decision will enable the 
IASB to consider potential convergence with the FASB’s model for classifying and 
measuring financial instruments. Because significant changes would be disruptive for 
companies that have early adopted IFRS 9 or made significant implementation efforts, 
the IASB decided that these changes should be made as soon as possible and that 
their scope should be limited. More specifically, the IASB will consider (1) amending 
the contractual cash flow characteristics test to address issues raised by some 
constituents, including the application of this test to debt instruments with interest 
rate reset provisions that refer to rates that do no match the remaining maturity of the 
instrument; (2) amending the cash flow characteristics test to address constituents’ 
concerns about the prohibition in IFRS 9 against bifurcating embedded derivatives 
from a financial asset host, or possibly providing an option to bifurcate such 
derivatives; and (3) developing a third business model category under which some 
debt instruments would be classified as FV-OCI. 

See Appendix B for a comparison between the classification and measurement 
approach in IFRS 9 and the FASB’s tentative approach.

Impairment 
The FASB and IASB have tentatively agreed to develop an expected-loss impairment 
model that reflects the general pattern of the credit-quality deterioration of debt 
instruments. Under this model, financial assets subject to impairment accounting (such 
as loans accounted for at amortized cost) would be split into three main buckets. These 
buckets would be used to determine the amount and timing of credit losses to be 
recognized on debt instruments and would reflect different phases of credit deterioration. 
The following is a summary of the three buckets:  

•		 Bucket 1 — This bucket comprises debt instruments that are evaluated either 
individually or collectively for impairment and that do not meet the criteria for 
Bucket 2 or 3. This bucket includes debt instruments that (1) have not been 
affected by observable events that are directly related to possible future defaults 
but (2) are affected by macroeconomic events that may change expected credit 
losses. The allowance balance for this bucket comprises lifetime expected losses 
on the portion of financial assets for which a loss event is expected over the next 
12 months. 

•		 Bucket 2 — This bucket comprises debt instruments that are affected by the 
occurrence of observable events that are directly related to future defaults; 
however, the individual debt instruments that are in danger of default have 
not yet been specifically identified. The allowance balance for this bucket is 
determined on the basis of a portfolio-level calculation of the remaining lifetime 
expected credit losses. 

•		 Bucket 3 — This bucket comprises debt instruments for which credit losses are 
expected to occur or have occurred. As with Bucket 2, the allowance balance for 
Bucket 3 is the remaining lifetime expected losses for the debt instruments. 

Under the proposed relative credit risk approach to “bucketing” debt instruments, 
originated and purchased assets5 would be initially classified in Bucket 1 even if they 
are of lower credit quality (e.g., subprime loans) and would be subsequently transferred 
into Bucket 2 or 3 when there has been a more than insignificant deterioration in credit 
quality since initial recognition and it is at least reasonably possible that the contractual 
cash flows may not be fully recoverable. In addition, probability of default should 
be the primary factor that entities consider in determining when to transfer financial 
assets between buckets. However, entities should not ignore information indicating the 
potential for loss (e.g., “loss given default” information).
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5 For loans acquired at a discount due to credit losses, (1) the effective interest rate is calculated by taking into account initial 
credit loss expectations and (2) no allowance is established upon initial recognition. 



4

To date, the discussions of the expected-loss impairment model have focused on loans; 
however, the impairment model will also apply to debt securities. Under the expected-
loss impairment model, there will be no bright lines for evaluating a debt security 
for credit deterioration when its fair value is less than its cost basis; rather, an entity 
should consider indicators when applying the model to debt securities. Further, with 
respect to commercial and consumer loans, the impairment model will not include a 
bright line indicating that meaningful credit deterioration has occurred on the basis of 
predetermined factors (e.g., days delinquent, achieving a particular credit risk rating).

The boards are continuing to develop the three-bucket approach. The IASB’s work plan 
indicates that an ED or review draft of a standard on impairment will be published in the 
second quarter of 2012. 

Hedge Accounting 
The FASB has not yet decided on a time frame for redeliberating hedge accounting. After 
proposing limited changes and simplifications to hedge accounting as part of its May 
2010 ED, the FASB released a discussion paper (DP)6 in February 2011 to obtain feedback 
on the IASB’s December 2010 ED7 that proposes to align hedge accounting more closely 
with risk management practices. In August 2011, the FASB discussed feedback received 
on its DP regarding the IASB’s general hedge accounting model. U.S. constituents 
expressed support for certain aspects of the IASB’s proposals; however, the FASB may 
perform additional outreach activities to obtain more feedback from constituent groups.

Editor’s Note: For more information about the FASB’s May 2010 ED on hedge 
accounting, see Deloitte’s May 28, 2010, Heads Up. Also see Deloitte’s December 22, 
2010, Heads Up for more information about the IASB’s proposed hedge accounting 
model.

Disclosures About Liquidity and Interest Rate Risk
In feedback on the FASB’s May 2010 ED, financial statement users indicated that 
they would like information about the key risks associated with an entity’s financial 
instruments, such as credit risk, interest rate risk, and liquidity risk, regardless of whether 
such instruments are measured at fair value or amortized cost in the financial statements. 
In response to this feedback, the FASB has tentatively decided to propose a package 
of new disclosure requirements8 for liquidity and interest rate risk related to financial 
instruments. The proposed liquidity risk disclosures would apply to all entities, whereas 
the interest rate disclosures would apply only to financial institutions. The purpose of the 
liquidity risk disclosures is to provide information about the risk that an entity will find 
it difficult to meet its obligations. The purpose of the interest rate risk disclosures is to 
provide information about the exposure of a financial institution’s financial assets and 
financial liabilities to fluctuations in market interest rates. The proposed disclosures would 
be required for interim and annual periods, except that nonpublic, nonfinancial entities 
would be required to provide the liquidity risk disclosures for annual reporting periods 
only. We expect the FASB to release an ED for comment before finalizing these proposals. 

The FASB has 
tentatively decided 
to propose a package 
of new disclosure 
requirements for 
liquidity and interest 
rate risk related to 
financial 
instruments.

6 FASB Discussion Paper, Selected Issues About Hedge Accounting.
7 IASB Exposure Draft, Hedge Accounting.
8 For more information about the proposed disclosures related to liquidity and interest rate risk, see the FASB’s September 7, 

2011, meeting minutes. 

http://www.fasb.org/cs/ContentServer?site=FASB&c=Document_C&pagename=FASB%2FDocument_C%2FDocumentPage&cid=1176158233827
http://www.ifrs.org/NR/rdonlyres/05439229-8491-4A70-BF4A-714FEA872CAD/0/EDFIHedgeAcctDec10.pdf
http://www.deloitte.com/view/en_US/us/Services/audit-enterprise-risk-services/Financial-Statement-Internal-Control-Audit/Accounting-Standards-Communications/ce61a4898c0e8210VgnVCM200000bb42f00aRCRD.htm
http://www.deloitte.com/view/en_CA/ca/pressroom/ca-pressreleases-en/0e64995a89f0d210VgnVCM1000001a56f00aRCRD.htm
http://www.fasb.org/cs/BlobServer?blobcol=urldata&blobtable=MungoBlobs&blobkey=id&blobwhere=1175822906063&blobheader=application%2Fpdf
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Appendix A — Classification of Common Financial Instruments Under Both Current 
U.S. GAAP and the FASB’s Tentative Approach
The table below illustrates typical classifications of common types of financial instruments under both current U.S. GAAP and the 
FASB’s tentative approach to the classification and measurement of financial assets and financial liabilities. Note that, depending on 
the facts and circumstances (e.g., an entity’s business strategy, the characteristics of the financial instrument), an entity’s classification 
of a particular financial instrument may differ from the listing in this table.

Financial Instrument Current U.S. GAAP FASB’s Tentative Approach

Investments in debt securities or marketable equity 
securities that are held for trading

FV-NI FV-NI

Investments in debt securities that are neither held 
for trading nor held to maturity

FV-OCI FV-OCI

Investments in marketable equity securities that are 
not held for trading

FV-OCI FV-NI

Loans and receivables held for investment Amortized cost Amortized cost

Loans and receivables held for sale Lower of cost or fair value FV-NI

Investments in debt securities (other than in a 
lending or customer financing relationship) that 
the entity has the intention and ability to hold to 
maturity

Amortized cost FV-OCI

Equity method investments At cost with adjustments for proportionate 
earnings or losses, though a fair value option (FVO) 
is available

At cost with adjustments for proportionate 
earnings or losses; however, must be classified at 
FV-NI if held for sale

Purchased options and warrants on 
nonmarketable equity securities

Cost9 FV-NI

Nonmarketable equity investments (i.e., for which 
there is not a readily determinable fair value) held 
by public entities

Cost FV-NI

Hybrid financial instruments Embedded derivative bifurcated if certain 
conditions are met; FVO available for hybrid in its 
entirety

Embedded derivative bifurcated if certain 
conditions are met; FVO available for hybrid in its 
entirety

9 Provided that the option or warrant does not meet the net settlement characteristic in the definition of a derivative under ASC 815.
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Appendix B — Classification and Measurement: IFRS 9 Versus the FASB’s Tentative 
Approach
The following table summarizes similarities and differences between IFRS 9 and the FASB’s tentative approach regarding the 
classification and measurement of financial assets and financial liabilities:

Subject IFRS 9 FASB’s Tentative Approach

Categories of financial 
assets and financial 
liabilities

Effectively, three categories of financial assets:

 1.  Fair value through profit or loss (FVTPL).

 2.  Amortized cost (required for certain debt instruments).

 3.  FV-OCI (elective for equity investments that are not held 
for trading).

Effectively, three categories of financial liabilities:

1. FVTPL (required for trading and derivative liabilities).

2.  Fair value, with changes attributable to an entity’s 
own credit risk recognized in OCI and other changes 
recognized in profit or loss (required for financial liabilities 
elected under the fair value option).

3.  Amortized cost (required for most debt instruments).

Effectively, three categories of financial assets:

•	 FV-NI	(required	for	financial	instruments	that	are	held	for	
sale at acquisition or actively managed and monitored 
internally on a fair value basis and that do not qualify for 
the FV-OCI category).

•	 FV-OCI	(financial	assets	that	meet	certain	criteria	(see	
below) (1) for which an entity’s business activity is 
“investing” and (2) that are not held for sale). 

•	 Amortized	cost	(financial	instruments	in	lending	and	
customer financing activities that meet certain criteria; 
see below).

Financial liabilities are measured at amortized cost unless:

•	 The	business	strategy	at	acquisition,	issuance,	or	
inception is to subsequently transact at fair value.

•	 The	financial	liability	is	a	short	sale.

Criteria for amortized cost 
measurement

A financial asset is carried at amortized cost if it meets both 
of the following criteria:

1.  Business model — The objective of the entity’s business 
model is to hold assets to collect the contractual cash 
flows.

2.  Cash flow characteristics — The asset’s contractual cash 
flows represent payment of principal and interest.

A financial liability is carried at amortized cost if it is not 
held for trading and the entity has not elected the fair value 
option.

A financial asset is carried at amortized cost if it meets the 
characteristics of the financial instrument criterion (as 
discussed below) and the business activity meets all of the 
following conditions:

1. “Financial assets issued or acquired for which an entity’s 
business strategy, at origination or acquisition of the 
instrument, is to manage the instruments through 
customer financing or lending activities.”

2. “Financial instruments for which the holder of the 
instrument has the ability to manage credit risk.”

3. “Financial instruments that are not held for sale at 
acquisition.”

The characteristics criterion for financial instruments is as 
follows:

“It is a debt instrument held or issued that has all of the 
following characteristics: 

1. It is not a financial derivative instrument subject to the 
guidance in [ASC] 815.

 2. There is an amount transferred to the debtor (issuer) at 
inception that will be returned to the creditor (investor) 
at maturity or other settlement, which is the principal 
amount of the contract adjusted by any discount or 
premium at acquisition.

3. The debt instrument cannot contractually be prepaid or 
otherwise settled in such a way that the investor would 
not recover substantially all of its initial investment, other 
than through its own choice.”

Criteria for FV-OCI 
classification

Upon initial recognition, an entity has the option to irrevocably 
elect to classify an equity investment not held for trading as 
FV-OCI. For this category, both unrealized and realized gains 
and losses are recorded in OCI; dividend income is recorded in 
profit or loss unless the dividend clearly represents a recovery 
of part of the cost of the investment.

A financial asset is carried at FV-OCI if it meets the 
characteristics of the financial instrument criterion 
(see above) and the business activity meets both of the 
following conditions:

1. Business strategy is to invest the cash of the entity 
to either (1) “[m]aximize total return by collecting 
contractual cash flows or selling the instrument” or (2) 
“[m]anage the interest rate or liquidity risk of the entity by 
either holding or selling the instrument.” 

2. “Financial assets that are not held for sale at acquisition 
or issuance.”
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Subject IFRS 9 FASB’s Tentative Approach

Criteria for FV-NI 
classification

•	 Financial	assets	that	do	not	meet	the	amortized	cost	
criteria or for which FV-OCI classification is not elected at 
initial recognition.

•	 Financial	assets	and	financial	liabilities	for	which	the	fair	
value option is elected (see below).

A financial asset is carried at FV-NI if the business activity 
meets either of the following conditions:

•	 “Financial	assets	that	are	held	for	sale	at	acquisition.”

•	 “Financial	assets	that	are	actively	managed	and	
monitored internally on a fair value basis but do not 
qualify for the FV-OCI category.”

A financial liability is classified as FV-NI if (1) it does not meet 
the financial instrument characteristics criterion; (2)  the 
entity’s business strategy at acquisition, issuance, or inception 
is to subsequently transact at fair value; or (3) it is a short sale.

Equity investments Other than equity method investments, equity investments are 
carried at fair value, with changes in fair value recognized in 
profit or loss, except for investments that an entity irrevocably 
elects to classify as FV-OCI on initial recognition.

Other than equity method investments not held for sale, 
equity investments are classified as FV-NI. However, there is 
a practicability exception for investments in nonmarketable 
equity securities held by nonpublic entities. Such investments 
would be measured at cost adjusted for impairment losses 
and upward observable price changes.

Reclassification of 
accumulated OCI to net 
income

Amounts in accumulated OCI are permanently deferred in 
equity.

Amounts in accumulated OCI are recycled to net income 
upon sale, settlement, or impairment.

Embedded derivatives in 
hybrid financial contracts

The embedded derivative guidance has been eliminated for 
hybrid financial assets (except for hybrid assets that are 
outside the scope of IFRS 9). That is, embedded derivatives 
would never be bifurcated from such assets. 

The embedded derivative guidance applies to hybrid 
liabilities (both financial and nonfinancial). That is, 
embedded derivatives would be bifurcated from such liabilities 
if they meet the criteria for bifurcation unless the entity elects 
the fair value option.

Unless an entity elects the fair value option for a hybrid 
financial instrument, it is required to bifurcate an embedded 
derivative from a hybrid financial instrument (both financial 
assets and financial liabilities) if it meets the bifurcation criteria 
in ASC 815-15.

Fair value option Retained for financial assets but only available when a 
fair value designation eliminates or significantly reduces 
an accounting mismatch; irrevocable election at initial 
recognition.

Retained for financial liabilities and available when a 
fair value designation eliminates or significantly reduces an 
accounting mismatch or an entity manages and evaluates 
a group of instruments on a fair value basis or the liability 
contains certain types of embedded derivatives. Changes in 
total fair value are recognized in profit or loss, with an entry to 
reclassify changes attributable to changes in an entity’s own 
credit from earnings to OCI. Recycling of amounts initially 
recognized in OCI is prohibited.

Conditional fair value options are provided under the 
following circumstances:

1. Hybrid financial assets and hybrid financial liabilities for 
which the entity has identified an embedded derivative 
that would otherwise require bifurcation.

2. A group of financial assets and financial liabilities (which 
may include derivatives) if the entity (1) measures the 
group on the basis of its net exposure and (2) provides 
information to management on that basis.

Reclassification Required for a financial asset if the business model changes; 
however, changes in the business model are expected to be 
infrequent.

Not permitted.
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