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CPE HOUSEKEEPING

« Minimum of 3 polling questions per ho
throughout the presentation

« You must answer the questions to earn
the full CPE credit

« To ask a question, use the chat feature

* Interaction, dialogue, questions, and fun
are ENCOURAGED!
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Top 5 Questions About Hedge Accounting

* Why is Hedge Accounting important?

* What am | required to do to use Hedge Accounting?

* Which is better, a cash flow hedge or fair value hedge?
* What happens if | need to stop hedge accounting?

 What should | know about ASU 2025-09?
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WHY IS HEDGE ACCOUNTING
IMPORTANT?
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WHY ARE WE HEDGING?

* |Inherent interest rate mismatch between
assets and funding

Y

Balance Sheet + Balance Sheet

Interest Rates
Interest Rates

NEy NEv

Time Time
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BENEFITS TO HEDGING

» Minimize impact from market volatility
» Stabilize earnings, preserve margin

» Improved regulatory compliance

» Increased stakeholder confidence Qgg? A

» Competitive advantages

e
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HEDGE ACCOUNTING

Why hedge accounting?

— Aligns economics with
accounting results

— Provides financial
statement stability

— Highlights all benefits of
hedging, allowing financial
results to speak for
themselves without
“exception” conversations
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HEDGE ACCOUNTING
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WHAT AM | REQUIRED TO
DO TO USE HEDGE
ACCOUNTING?
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HEDGE ACCOUNTING

Requirements

« Documentation

— Formal documentation of each hedging
relationship is required

@ « Valuation
« Effectiveness assessment

— Generally, a “highly effective” hedge would
offset hedged risk 80% to 125%

 Record results

— Impact of hedge settlements, mark-to-market
gains or losses, and hedged item adjustments
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DOCUMENTATION

Formal designation and documentation of the hedgin
relationship is required

Hedge Relationship
Risk Management Objective

Effectiveness Assessment

Financial Statement Impact
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EFFECTIVENESS ASSESSMENT

« The cash flows (or fair value) of the hedging instrument
must be highly effective in offsetting the cash flows (or fair
value) of the hedged transaction(s) / hedged item

Hedged Risk
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HEDGE ACCOUNTING V
Hedging activities that are “highly effective”

qualify for favorable accounting treatment

* Mark-to-market gains and losses (unrealized)
« Derivative settlements (realized)

[ Cash
= Flow
Fair

Value

fY © 2026 by HedgeStar. All rights reserved.

N
Exposure to variability in cash
flows (variable rate)

J

N
Exposure to changes in price
or value (fixed rate)

13

A 4

WHICH IS BETTER; A CASH
FLOW HEDGE OR FAIR
VALUE HEDGE?
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HEDGE ACCOUNTING

Exposure to variability in cash

flows (variable rate)
J
)
Exposure to changes in price
or value (fixed rate)
J

Cash flow Fair value
e Variable expense Fixed asset
payer
F|xet.:l Variable income Fixed liability
receiver
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CASH FLOW HEDGE ACCOUNTING

Example:
— Hedged risk - short-term borrowing rates (SOFR+)
— Hedge - 5-year swap, 4.00% fixed-payer / receive SOFR

~ T~
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CASH FLOW HEDGE ACCOUNTING
i Cash Exposure to variability in cash
2| Flow flows (variable rate)

+ The cash flows (or fair value) of the hedging instrument must be highly
effective in offsetting the cash flows (or fair value) of the hedged
transaction(s) / hedged item

— i.e., correlation of hedging rate with hedged risk
Hedged Risk

= == Hedging index

Hedged rate
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CASH FLOW HEDGE ACCOUNTING
i Cash Exposure to variability in cash
2| Flow flows (variable rate)

Balance sheet

L Cash flow hedge accounting
* Derivative value 200

e Derivative accrual 150

e Other comprehensive '*

income

20x1 20x2 20x4

Income Statement
-100
* Derivative

accrual/settlements

-150

-200

= Derivative

ocl Earnings impact
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CASH FLOW HEDGE ACCOUNTING V

Effectiveness Record
Hedge memo
test results

It’s more than mark-to-market gains and losses...

Design risk
management
program

* Hedge settlements are:

* Reclassified from OCI to
earnings when the hedged
item affects earnings

* Recorded in the same income
statement line item as the
hedged item
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FAIR VALUE HEDGE ACCOUNTING

Example:
— Hedged risk - closed pool of 30-year fixed-rate
mortgage loans
— Hedge - 5-year swap, 4.00% fixed-payer / receive SOFR
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FAIR VALUE HEDGE ACCOUNTING

Exposure to changes in price
or value (fixed rate)

« Hedged item: single asset or liability, or a portfolio of similar
assets/liabilities

« Portfolio Layer Method

— Hedge of benchmark interest rate risk against a partial term
of a portfolio of prepayable assets

— Hedged portion is the last loans affected by prepayments,
defaults, sales, etc. '

Idiosyncratic credit spread
Market credit spread

Market liquidity spread

Market duration spread
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Benchmark rate

)
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FAIR VALUE HEDGE ACCOUNTING

Exposure to changes in price
or value (fixed rate)

« Portfolio Layer Method: Prepayment risk is NOT part of
hedged item adjustment, but must be monitored in relation
to whether the hedged amount exists

Loan Pool Principal Balance

Years

Principal Balance (millions)

= Projected Principal Actual Principal
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FAIR VALUE HEDGE ACCOUNTING

Exposure to changes in price
or value (fixed rate)

« Portfolio Layer Method: When designating multiple swaps
to one portfolio, aggregate hedge notional must be less than
projected principal

Portfolio Layer Analysis
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FAIR VALUE HEDGE ACCOUNTING
Fair Exposure to changes in price
Value or value (fixed rate)

Balance sheet

. . Fair value hedge accounting
* Derivative value

200

* Derivative accrual 150
* Hedged item basis adj 10
. /\
0
Income Statement 201 00 W 20
-50
* Derivative gain/loss
* Derivative 150
accrual/settlements o0
. Hedqed Item qain//OSS = Derivative Hedge Risk Net earnings
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WHAT HAPPENS IF | NEED
TO STOP HEDGE
ACCOUNTING?
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HEDGE ACCOUNTING TERMINATION/ RE-
DESIGNATION

« Hedging instrument or hedged item is

I @ termi
inated
1

« Hedged transactions are probable to
not occur

« Hedge is re-designated as hedge of
another risk

ﬂ « Hedge is no longer highly effective

« Voluntary termination of hedge
relationship (ASC 815-25-40-1)

($)
=
x|
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HEDGE ACCOUNTING TERMINATION/ RE-
DESIGNATION

Recognition of hedging gain or loss
« If hedged item is probable / still exists

— CF hedge: AOCI balance is reclassified

systematically with the hedged item (ASC 815-
30-40-4)

— FV hedge: basis adjustment is amortized as
discount/premium

Hedged Trx

EARNINGS

Lo B
B
B
A
4

B
Eh o
Eh
Eh @
B

Hedge Inst
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HEDGE ACCOUNTING TERMINATION/ RE-
DESIGNATION

Recognition of hedging gain or loss
« If hedged item is not probable / is terminated

— CF hedge: AOCI balance is reclassified
immediately (ASC 815-30-40-5)

— FV hedge: basis adjustment is recognized
immediately

Hedged Trx

EARNINGS
\

OO
/-
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HEDGE ACCOUNTING TERMINATION/ RE-
DESIGNATION

Re-designating (restarting) hedge accounti

« Formal documentation is

required to re-designate the

hedge in a new relationship

— Effectiveness assessment
considers derivative fixed rate
(off-market, or non-zero value)
relative to current market rate

it
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HEDGE ACCOUNTING TERMINATION/ RE-
DESIGNATION

» Re-designation impact
— “Layers” of hedge accounting: old + new

Hedge Accounting Re-designation
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WHAT SHOULD | KNOW
ABOUT ASU 2025-09?
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RECENT UPDATES (ASU 2025-09)

- Accounting Standards Update 2025-09

— Amends requirement of forecasted transactions to
have similar risk exposure rather than have the
same risk exposure

— Document and test sources of risk that may serve
as hedged item

* IF one source fails, all fail and relationship must
be discontinued (re-designation is possible)

@fﬂ © 2026 by HedgeStar. All rights reserved.
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RECENT UPDATES (ASU 2025-09)

« Similar risk assessment

A /SOFR B/SOFR C/SOFR | FF/SOFR
RSQ 0.9934 0.9723 0.8530 0.9997
SLOPE 0.9758 0.9540 0.8475 0.9919

Funding Sources vs. SOFR

7.00%
6.00%
5.00%
4.00%

3.00%

Funding A FundingB == Funding C Funding - FedFunds -+ +-~ SOFR (hedge)
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REVIEW

« Hedge accounting = bridge between economics and
accounting results

« Documentation is critical

Cash flow vs fair value designation: what's driving the risk?
— Align hedge accounting with economic objectives

« When discontinuing a hedge relationship, timing of hedge
gain or loss recognition will follow the hedged item
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Disclaimer

HedgeStar is not an accounting firm or an advisory service and does not provide accounting advice or comment on the
suitability or appropriateness of transactions. HedgeStar is not engaged as a municipal advisor and the opinions or views
contained herein are not intended to be, and do not constitute, advice within the meaning of Section 975 of the Dodd-
Frank Wall Street Reform and Consumer Protection Act. None of the information contained on our website, in this report or
in this correspondence should be considered advice to any state or local government or other borrower.

HedgeStar obtains some or all of the data used for our analysis from outside sources and, although we believe such sources
to be accurate, HedgeStar cannot and does not independently verify the accuracy of such data. Further HedgeStar cannot
and does not represent that the values, prices or quotations found in this report represent the values, prices or quotations
at which specific transactions would take place. The data which HedgeStar utilizes to provide value, price and quotation
information is extremely time-and-market-sensitive and thus is subject to frequent change based on market conditions.
Information found in this report is for use- by the addressee and should not be considered advice to the addressee in
making decisions about any of the transactions.

Information contained in any of our reports, website pages, or presentations is for use by the person or entity that has
contracted with us for services. The report cannot by substituted for the proper exercise of independent business
judgement and analysis. We encourage you to consult with any and all of your own internal and external legal, accounting,
tax, financial and other advisors, as applicable, to the extent you deem appropriate before acting on any information or
material provided to you by HedgeStar.
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