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This article aims to:
Highlight the additional temporary exceptions proposed by IASB to 
address the accounting issues that can arise when an interest rate 
benchmark is either reformed or replaced.

02

Accounting impacts on 
modification of interest 
rate benchmarks



1. The Financial Stability Board is an international body that monitors and makes recommendations about the global financial system.
2. The issues that would arise prior to replacement of the existing IBORs with alternative benchmark rates (or risk free rates).
3. The interest rate benchmark reform provided temporary exceptions to specific hedge accounting requirements and required related disclosures in the period during which there is uncertainty 

about contractual cash flows arising from interest rate benchmark reform.
4. The ED sets out proposals for amendments to IFRS 9, Financial Instruments, IAS 39, Financial Instruments: Recognition and Measurement, IFRS 7, Financial Instruments: Disclosures, IFRS 4, 

Insurance Contracts and IFRS 16, Leases.
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This change may pose stability and 
liquidity risks for global markets, 
and introduces financial risks 
and accounting challenges to all 
companies with IBOR exposures 
– banks and corporates alike. 
Regulators, accounting standards 
setters and industry participants are 
engaged in developing a smooth 
transition to alternative benchmark 
rates.

The transition would entail changes 
in the fair valuation, interest 
payments and servicing of the 
borrowing. Some costs (legal) 
and tax effects may have to be 
accounted for upfront.

The International Accounting 
Standards Board (IASB) undertook 
a project for providing transition 
relief to preparers of financial 
statements. It has split its project 
into two phases, wherein the first 
phase dealt with pre-replacement 
issues2, and culminated with 
the issue of the Interest Rate 
Benchmark Reform3, which was 
published in September 2019. The 

IASB commenced discussion on the 
second phase of the project (which 
deals with issues that might affect 
financial reporting after the reform 
of an interest rate benchmark) in 
September 2019, and issued an 
Exposure Draft (ED), Interest Rate 
Benchmark Reform – Phase 2 in 
April 20204.The comment period for 
the ED ended on 25 May 2020.

Proposed amendments 
provided by the exposure 
draft
The purpose of the ED is to address 
the accounting issues that arise 
from the replacement of interest 
rate benchmarks. It proposes 
targeted reliefs, amendments and 
clarifications that are likely to help 
reflect the economic substance 
of IBOR reform in a company’s 
financial statements. This will 
support preparers in applying the 
requirements of the standards 
during IBOR reform. Figure 1 below 
depicts the major amendments 
proposed by the standard:

Background

Interbank Offered Rates (IBORs) 
are interest reference rates that 
represent the cost of obtaining 

funding in an interbank term 
lending market. In 2014, the 

Financial Stability Board1 
recommended the reform 
of specified major interest 

rate benchmarks. Since then 
public authorities in many 

jurisdictions have encouraged 
market participants to progress 

towards the reform of interest 
rate benchmarks, including their 

replacement with alternative 
(nearly risk free) benchmark 

rates.

Figure 1: Proposed amendments by the ED

Source: KPMG in India’s analysis 2020, read with ‘IBOR reform – Phase 2 exposure draft issued’, issued by KPMG’s International Standards Group on 9 April 2020)

IBOR reform - Phase 2

Proposed effective date of 1 January 2021, early application permitted.

Modification 
of financial 
instruments

• What constitutes a 
modification in the 
context of IBOR 
reform

• Provides practical 
expedient for 
modifications

(Impacts IFRS 9, IFRS 4)

Hedge  
accounting

• Relief to continue 
hedge accounting 
when IBOR reform 
occurs

• Relief to continue 
hedge accounting 
for ‘separately 
identifiable 
component’ 
when Phase 1 
amendments cease

(Impacts IFRS 9, IFRS 4)

New  
disclosures

• Nature and extent 
of risks arising from 
IBOR reforms

• Company’s 
progress in 
completing IBOR 
reform

• How company 
manages the 
transition

(Impacts IFRS 7)

Lease  
accounting

• Practical expedient 
for modifications by 
IBOR reform

(Impacts IFRS 16)
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An overview of the exceptions proposed in the ED is 
given below:

Modification of financial instruments
An important matter to be addressed while accounting 
for the IBOR reform was, how entities would account for 
changes resulting from reform to financial instruments, 
including which changes constituted a modification of 
financial instruments. 

On deliberation of the matter, IASB concluded that the 
scope of potential proposals would need to include 
changes to financial instruments as a result of the 
reform, regardless of the legal form triggering those 
changes. Figure 2 below depicts the three possible 
changes that can be made in financial instruments as a 
result of the reform.

What constitutes a modification and triggering of an 
existing contractual clause

IFRS 9, Financial Instruments, does not describe what 
constitutes a modification of financial assets or financial 
liabilities. Thus, to prevent a diversity in practice, of 
what changes resulting from the IBOR reform would be 
considered as a ‘modification’, IASB decided to provide a 
clarification. As per the ED, a financial instrument would 
be considered to be modified, if the basis for determining 
the contractual cash flows is changed after the initial 
recognition of that financial instrument, irrespective of 
whether this results in a change in the contractual terms 
of the instrument. For example, there may be an actual 

change in the interest rate benchmark, which is replaced 
by an alternate interest rate (change in contractual terms 
of the instrument), or without changing the contractual 
terms, there may be a change in the method for 
calculating the interest rate benchmark.

The ED further states, that for some entities, the reform 
would be affected by activation of contractual terms that 
exist in the contract, such as fallback provisions5. While 
the activation of a fallback provision would not result in 
a modification6, IASB proposed to extend the practical 
expedient provided in the ED to such a situation, to 
enable uniformity in accounting outcomes arising on 
account of the IBOR reform.

Conditions to be satisfied

• Changes are required as a direct consequence of the IBOR reform; and

• The new basis for determining the contractual cash flows is economically equivalent to the previous 
basis (i.e. basis immediately preceding the reform).

Figure 2: Changes to financial instruments arising from the reform

Source: KPMG in India’s analysis, 2020, read with Exposure Draft of ‘Interest Rate Benchmark Reform – Phase 2’, issued by IASB in April 2020

Amending contractual terms of 
financial instruments

Changing the basis for 
determining the contractual 
cash flows of the financial 

instrument, after it is initially 
recognised, without amending 

its contractual terms

Activating existing contractual 
terms, which change the basis 
for determining the contractual 

cash flows of the financial 
instrument.

5. A fallback provision could specify the hierarchy of rates to which an interest rate benchmark would revert in case the existing benchmark rate ceases to exist.
6. The activation of a fallback provision would not result in modification of a financial instrument since a change in the contractual cash flows has already been specified and contemplated in the 

contract by virtue of this provision.



© 2020 KPMG, an Indian Registered Partnership and a member firm of the KPMG network of independent member firms affiliated with KPMG International Cooperative (“KPMG International”), a Swiss entity. All rights reserved

The above changes would fall under the provision of the 
ED if they were made as a direct consequence of the 
IBOR reform at an economically equivalent7 basis. 

Practical expedient for modification

Generally, a modification of a financial asset or a financial 
liability would require entities to first assess whether 
the modification results in derecognition of the financial 
asset or financial liability.

If it does not result in derecognition, a modification 
gain or loss is determined by recalculating the carrying 
amount of the financial instrument using the original 
Effective Interest Rate (EIR) to discount the modified 
cash flows. A company immediately recognises any 
modification gain or loss in profit or loss.

However, applying this treatment to a modification 
caused by the IBOR reform (where, for example an 
interest rate benchmark has been replaced with an 
alternate benchmark rate) would not provide useful 
information to the users of the financial statements.  
This is because using this method, entities would use 
the interest rate benchmark-based EIR to calculate 
interest revenue/interest expense on the financial 

instrument, which would not reflect the economic 
effects of the modified financial instrument. Further 
maintaining the original EIR could be difficult, and 
perhaps impossible, if that rate is no longer available. 
Thus, as a practical expedient, IASB proposed that the 
modifications required by the IBOR reform should be 
accounted for by updating the EIR to reflect, for example, 
the change in an interest rate benchmark from IBOR to 
an alternate benchmark rate.

Multiple changes to financial instruments

Often, the negotiations with counterparties to agree 
changes to the contractual cash flows required by the 
reform, could result in changes to the contractual terms 
that are not a direct consequence of the reform or are 
not economically equivalent to the previous terms and 
conditions. In this case, entities should first account for 
changes determined to be required by the reform by 
updating the EIR based on the alternative benchmark 
rate. It would subsequently assess modifications not 
required by the reform to determine if they result in 
derecognition of a financial instrument. The relevant 
provisions of IFRS 9 would be applied on the basis of the 
entity’s analysis.

Proposed amendment to IFRS 
4, Insurance Contracts

The IASB proposed to amend IFRS 4 so that 
insurers applying IAS 39 can also apply the 
amendments and practical expedient in accounting 
for modifications directly required by the IBOR 
reform.

The IASB proposed to provide a practical expedient 
in IFRS 16 for a lessee to account for lease 
modifications directly required by IBOR reform 
using the existing guidance that applies to changes 
in lease payments due to changes in floating 
interest rates.

Practical expedient in  
IFRS 16, Leases

7. While economic equivalence has not been defined, it would mean that the contractual cash flows of the financial instrument would be substantially similar before and after the modification. For 
example, replacing an interest rate benchmark with an alternate rate plus a fixed spread that compensated for the basis difference between the interest rate benchmark and the alternate rate.

Hedge accounting
Relief to continue hedge accounting on IBOR reform

Hedge documentation

Changes in hedge documentation would normally 
cause a discontinuation of the hedge under the 
current requirements in IFRS 9 and IAS 39, Financial 
Instruments: Recognition and Measurement.

When the changes are directly required by IBOR 
reform, IASB considered that discontinuing the hedge 
would not provide useful information for the users of 
financial statements. Therefore, the Board tentatively 

decided to provide an amendment clarifying that the 
following changes, and only those changes, in hedge 
documentation would not result in discontinuation of 
hedge accounting.

- Redefining the hedged risk from current IBOR to an 
alternative benchmark rate.

- Redefining the description of the hedging instrument 
and/or hedged items to reflect the alternative 
benchmark rate; and

- Changing the method used for assessing hedge 
effectiveness (for IAS 39).
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Remeasurement of hedged item and hedging 
instrument

The IASB proposed that entities should apply 
the requirements in IFRS 9 and IAS 39 for the 
remeasurement of the hedged item and hedging 
instrument, and recognise as part of hedge 
ineffectiveness any measurement adjustments arising 
from the amendments to the designation of the hedging 
relationship. This would reflect the economic effects of 
the changes required by the reform. 

Thus, in case of a fair value hedge, the hedged item and 
hedging instrument would be remeasured as if the items 
had been based on the alternative benchmark rate and a 
corresponding gain or loss would be recognised in profit 
or loss.

For cash flow hedge, the cumulative amount recognised 
in the cash flow hedge reserve is remeasured to the 
lower of:

- The cumulative gain or loss on the hedging instrument 
calculated taking into consideration the change to the 
alternative benchmark rate; and 

- The cumulative change in fair value of the hedged 
cash flows on the hedged item (i.e. the ‘hypothetical 
derivative’)8 as if the hedged cash flows had been 
based on the alternative benchmark rate.

Thus, in case of a cash flow hedge, entities should deem 
that the amount accumulated in the cash flow hedge 
reserve is based on the alternative benchmark rate. 
Accordingly, this amount would be reclassified to profit 
or loss in the same period during which the hedged cash 
flows based on the alternative benchmark rate affect 
profit or loss.

For the purposes of the IAS 39 retrospective assessment 
of hedge effectiveness, IASB proposed that companies 
reset the cumulative fair value changes of the hedged 
item and hedging instrument to zero immediately after 
ceasing to apply the Phase 1 relief. The cumulative fair 
value changes would therefore be ignored and would not 
affect the assessment going forward. However, the usual 
measurement requirements would apply.

Discontinued hedging relationship

There may be a discontinued hedging relationship, 
where the amount accumulated in the cash flow hedge 
reserve remains in the reserve for a future cash flow 

expected to occur. In this case, the previously designated 
hedged item would be subject to a change in the basis 
for determining the contractual cash flows as required 
by the reform. The entity should deem the amount 
accumulated in the cash flow hedge reserve to be based 
on an alternative benchmark rate and reclassify it to profit 
or loss when the future hedged cash flows based on that 
alternative benchmark rate affect profit or loss.

Multiple changes in hedging relationships

While negotiating the changes in the financial 
instruments on account of the reform, there may be 
certain additional changes made that would result in 
changes to the hedging relationship, in addition to those 
prescribed in the ED. Entities should first assess whether 
these additional changes would result in discontinuation 
of hedge accounting. If these do not result in a 
discontinuation of hedge accounting, the designation of 
the hedges would be amended as per the provisions in 
the ED.

Hedge of a group of items

When a group of items is designated as hedged, IASB 
noted that different aspects or timing of IBOR-related 
modifications may cause a discontinuation of the hedge 
under the current requirements in IFRS 9 and IAS 39, 
and that this would not provide useful information for 
the users of financial statements. Therefore, the Board 
tentatively decided to amend IFRS 9 and IAS 39 to 
require a company to:

- Amend the hedge documentation to create two 
subgroups of hedged items – one referencing the 
original interest rate benchmark and the other the 
alternative benchmark rate

- Perform the proportionality test separately for 
each subgroup of items designated in the hedging 
relationship

- Treat those subgroups as a single hedging relationship, 
so the hedge effectiveness requirements would be 
applied in their entirety; and 

- Treat IBOR and its alternative benchmark rate as if they 
share similar risk characteristics.

8. A hypothetical derivative is a derivative that would have terms matching the critical terms of the designated cash flows and the hedged risk and that is commonly used in cash flow hedges to 
represent a forecast transaction.
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Designation of risk components

Risk components include changes in the cash flows 
or fair value of an item attributable to a specific risk or 
risks. IFRS 9 and IAS 39 permit risk components to be 

designated as hedges when they meet certain criteria as 
specified in figure 3.

As depicted in figure 3 above, the assessment of 
whether a risk component is separately identifiable 
may be straight forward when it is explicitly stated in 
a contract, thus involving limited judgement. However, 
identifying a non-contractually specified risk component 
is more difficult, and would require an entity to assess 
the relevant facts and circumstances within the context 
of the particular market structure to which the risk relates 
and in which the hedging activity takes place.

In the early stages of the IBOR reform, the ‘separately 
identifiable’ aspects for designating risk components as 
hedged items could be affected, since a particular market 
for instruments referenced to the alternate benchmark 
rate might not have been sufficiently developed. In this 
scenario, entities that want to designate the alternate 
benchmark rate as a risk component could face a 
challenge in doing so.

The IASB acknowledged that, considering the objective 
of the reform is to modify some interest rate benchmarks 
or replace them with alternative benchmark rates, an 
entity might expect that even though it may not be the 
case at the point of designation, within a reasonable 

period of time, the volume and liquidity of debt 
instruments referenced to an alternative benchmark rate 
in a particular market or jurisdiction will be sufficient to 
meet the requirements in IFRS 9 and IAS 39.

Consequently, IASB decided to propose a temporary 
relief from having to meet the separately identifiable 
requirement. Thus, where an alternative benchmark 
rate designated as a non-contractually specified 
risk component did not meet the requirement to be 
separately identifiable at the date it is designated, that 
alternative benchmark rate would be deemed to have 
met the requirement at that date if and only if an entity 
reasonably expects that the alternative benchmark 
rate will be separately identifiable within a period of 
24 months from the date it is designated as a risk 
component.

The relief would end when an entity reasonably expects 
that an alternative benchmark rate will not meet the 
separately identifiable requirement, either during, or at 
the end of the 24-month period. In this case, the entity 
should discontinue hedge accounting prospectively.

Figure 3: Risk components and criteria for designating them as a hedged item

Source: KPMG in India’s analysis, 2020 read with Insights into IFRS, 16th edition, September 2019

*Proposed amendments apply only for the separately identifiable requirement and not the reliably measurable requirement

Separately identifiable

Reliably measurable

Risk components

Contractually specified

Yes

To be assessed, assumed to be 
Yes in this context

To be assessed, assumed to be 
Yes in this context*

Non-contractually specified

To be assessed
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Disclosures
While considering the need for additional disclosures, 
IASB balanced the benefits of providing useful 
information to investors about the effects of the reform 

on a company’s financial statements with a company’s 
costs for providing that information. Thus, the disclosures 
proposed by IASB are given in figure 4 below:

End of application of Phase 2 amendments
The IASB has not proposed specific end of application 
requirements for the amendments proposed in the ED. 
This is because unlike the Phase 1 exceptions, which are 
applied during the period of uncertainty arising from the 
reform, the application of the proposed amendments in 
Phase 2 is associated with the point at which changes to 
financial instruments or hedging relationships occur as a 
result of the reform. Therefore, by design the application 
of these proposed amendments have a natural end.

Transition and effective date
The ED proposes an effective date of 1 January 2021 
and would permit early application. It also proposes 
mandatory retrospective application (without requiring 
restatement of comparative information), which would 
include reinstating hedging relationships that have been 
discontinued solely due to changes directly required by 
IBOR reform.

Figure 4: Additional disclosures required as part of IBOR reform

Source: KPMG in India’s analysis, 2020, read with Exposure Draft of ‘Interest Rate Benchmark Reform – Phase 2’, issued by IASB in April 2020

Transition
• How company manages the transition 

to alternate benchmark rates

• Progress made at the reporting date

• Risks arising on transition

Objective of 
disclosures

Provide disclosures 
to enable users to 
understand:

Risks

• Nature and extent of 
risks arising from IBOR 
reform

• How company 
manages those risks

Transition

• Company’s progress on 
completing transition 
to alternate benchmark 
rates

• How it manages the 
transition

Exposure to IBOR
• Carrying amount of non-derivative 

financial instruments

• Nominal amount of derivatives, each 
shown separately, that continue to 
reference interest rate benchmarks 
subject to interest rate benchmark 
reform

Risk management strategy

To the extent that IBOR reform 
has resulted in changes in risk 
management strategy:

• Description of changes in the risk 
management strategy

• How is the entity managing those 
risks

Exposure to alternate  
benchmark rates

For each significant alternate  
benchmark rate to which a company is 
exposed:

• Description of how it determined the 
base rate

• Adjustments to base rate

• Judgements made to assess whether 
the modifications were required by 
the reform
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Consider this
• Globally, IBORs are expected to be replaced as 

market participant transition their exposures to various 
alternate benchmark rates. This transition is intended 
to be a gradual market shift, rather than a flip of the 
switch at the end of 2021. In many jurisdictions, 
transition is already underway, where the number of 
derivatives based on alternate benchmark rates have 
steadily increased.

• India is not insulated from the change, any financial 
contracts with international counterparties, be it 
foreign currency denominated borrowings, loans, 
trade credit, derivative contract, that reference IBORs 
come under the purview of this transition. Additionally, 
instruments linked to the Mumbai Interbank Forward 
Offer Rate (MIFOR), which is derived from USD 
LIBOR, will also be affected. 

The Reserve Bank of India (RBI) has formed a task 
force to deliberate on the IBOR transition and fall 
back languages. Initial steps have also been taken 
by Indian Banking Association (IBA) by forming a 
dedicated working group, represented by participants 
from different regulators (FIMMDA9, FEDAI10, FBIL11) 
responsible for valuation and foreign exchange 
management in India and domestic banks, for 
identifying the overall impact of transition on Indian 
market and to finalise methodology for Indian 
benchmark. Additionally, IBA has also suggested that 
banks, corporates and financial institutions conduct an 
impact assessment throughout their organisation to 
identify impacted volumes, processes and systems. 
Few large banks in India have formed internal working 
groups to prepare for IBOR transition process. RBI 
is yet to publish any formal guidance on the IBOR 
transition process. 

• In this environment, companies should proactively 
resolve identified issues, discuss transition plans with 
counterparties and implement alternative reference 
rates in advance of discontinuation date. Companies 
should evaluate their exposure to IBORs for example, 
by reviewing fallback language in contracts and its use 
of benchmarks and indices. Accounting systems and 
risk models may also be impacted.

• The IASB will consider feedback on the ED in 
developing its final requirements. The IASB plans to 
issue final amendments in the third quarter of 2020.

• The ED defines what constitutes a modification of 
financial instruments under the IBOR reform. The 
IASB acknowledged that extending the scope of this 
amendment to all modifications (i.e. not limited to 
changes made as a result of the reform) could assist 
entities in determining whether a change in the cash 
flows of a financial instrument is accounted for as 
a modification. However, Phase 2 focusses on the 
effects of the reform, therefore, IASB tentatively 
decided, for the purposes of the ED, to limit the 
scope of the proposed amendment to changes made 
as a result of the reform. The IASB will consider 
proposing a separate, narrow-scope amendment to the 
requirements in IFRS 9 for all modifications.

9. Fixed Income Money Market and Derivatives Association of India.
10. Foreign Exchange Dealers’ Association of India.
11. Financial Benchmark India Private Limited.

(Source: Exposure Draft (ED/2020/1) on ‘Interest Rate 
Benchmark Reform - Phase 2’ and ‘Snapshot: Interest Rate 
Benchmark Reform - Phase 2’ issued by IASB in April 2020, 
KPMG IFRG Limited’s web article on ‘IBOR reform - Phase 
2 exposure draft issued’ dated 9 April 2020, KPMG U.S.’s 
article on ‘Accounting standards board respond to IBOR 
reform’ dated 28 February 2020, KPMG IFRG Limited’s 
article on ‘IBOR reform - End of second-phase discussion’ 
dated 27 February 2020, KPMG IFRG Limited’s article on 
‘IBOR reform - Broad discussions including new disclosures’ 
dated 31 January 2020, KPMG IFRG Limited’s article on 
‘IBOR reform - Phase 2 discussions on hedge accounting’ 
dated 12 December 2019, KPMG IFRG Limited’s publication 
‘Insights into IFRS, 16th edition’)




