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Disclosures about a creditor’s loans that are accounted for under the Fair Value Option are also
critical in understanding how the creditor is managing its risk exposures. For example, risk
disclosures should separately display changes in fair value associated with a creditor’s estimate

of reduced cash flows relative to borrower-specific credit risk and all other changes in fair value.
Borrower performance information such as delinquency status for loans held for investment, i
when combined with disclosures about credit risk adjustments, would provide useful information

to users of financial statements who are accustomed to analyzing delinquency, charge-off, and

loss recovery information.

As written, the proposal requires disclosure of the difference between the carrying amount and
the principal balance of financial liabilities to which the Fair Value Option has been applied.
The Board also should consider disclosure of all contractual amounts owed on financial assets,
such as accrued interest and fees receivable.

Additionally, the proposal does not include an appendix with illustrations of the application of
the Fair Value Option. Illustrations covering a range of instruments would aid in implementing
the required financial statement presentation and disclosures.

Other Matters

The Agencies offer the following additional comments related to other matters in the proposed
Statement.

Effective Date

The Agencies recommend that the Board reconsider the proposed effective date of the Fair Value
Option considering its recent decision to delay the effective date of the Fair Value Measurements
Standard to January 1, 2008. In this regard, we believe that the Fair Value Measurements
Standard should be adopted before, or at the same time that, the Fair Value Option is adopted.
This would ensure that there is adequate authoritative guidance that addresses fair value
estimates, as well as enhanced disclosures.

If, however, the Board allows adoption of the Fair Value Option Standard prior to adoption of
the Fair Value Measurements Standard, we believe that application of the disclosure
requirements of the Fair Value Measurements Standard should be encouraged, as applicable, for
financial instruments that an entity elects to report at fair value before the entity adopts the Fair
Value Measurements Standard.

Transition

The proposal would provide an entity an option to report financial instruments currently on its
balance sheet at fair value, and any associated adjustments in value would be reported as a
cumulative-effect adjustment to retained earnings. This treatment would effectively allow an
institution to apply hindsight to its election of the Fair Value Option for individual financial
instruments based on whether positions have moved to a gain position since initial recognition.,
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Such a treatment could invite abuse by allowing an entity to “cherry pick” which existing
instruments would increase retained earnings if remeasured at fair value.

The Agencies request that FASB reconsider the breadth of this proposed transition treatment to
ensure that the benefits exceed the costs. The Board should consider whether alternative
approaches to transition adjustments might be more appropriate. If the Board does provide an
entity the option to elect a fair value measurement for existing financial instruments upon
adoption of the Fair Value Option, the Agencies suggest that this option be limited to those
financial instruments that the entity is already managing on a fair value basis under a
documented risk management or investment strategy. Furthermore, the Agencies recommend
that the FASB require expanded disclosures related to this transition adjustment, including the
entity’s rationale for applying the fair value option to selected instruments and a summary of
transition gains or losses by type of instrument.

Eligibility Criteria

The 1ASB included in IAS 39 eligibility criteria for the elective use of the Fair Value Option.
For example, IAS 39 requires that the Fair Value Option be used to eliminate, or significantly
reduce, an accounting mismatch or be applied to a group of financial assets or liabilities that are
managed and reported in accordance with a documented risk management or investment
strategy.> These conditions were included by the 1ASB to ensure that the option to elect a fair
value measurement for financial instruments is applied only when its use would result in more
relevant information.

Given the FASB’s stated objective of international convergence, the Board should reconsider the
basis for its decision to exclude eligibility criteria from its Fair Value Option Standard.
Regardless of the outcome of such reconsideration, the Board should clearly explain the rationale
for its decision in the Basis for Conclusions.

Balance Sheet Classification of Financial Instruments as “Trading”

The balance sheet classification for securities that an entity elects to measure under the Fair
Value Option, with changes in fair value reported in earnings, is not clearly described in the
Standard. Paragraph 10 of the proposed Standard indicates that instruments that an entity elects
to report at fair value shall be reported separately on the balance sheet from the carrying amounts
of instruments subsequently measured using another measurement attribute. However,
paragraph 15 suggests that a reclassification into trading should occur for available-for-sale and
held-to-maturity securities that the entity elects to report at fair value upon initial adoption of the
Standard. i

The Agencies support the requirement in paragraph 10 for separate presentation of instruments
measured at fair value under the Fair Value Option to provide transparency about the entity’s
asset-liability management strategy and liquidity expectations. However, the Standard should
clarify what items should be classified as “trading” to stress that not all items measured at fair
value each period, with gains and losses recognized in eamnings, should be considered *“trading.”

3 Eligibility criteria are included in amended paragraphs 9 and 11 of IAS 39.
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While commonly thought of in terms of securities, other financial assets and liabilities (such as
derivative contracts) are also designated as “trading” under certain circumstances. The Agencies
believe that the “trading” categorization should be limited to positions that an entity has
determined are being used for trading purposes, and not for longer-term investment holdings of
securities or other instruments. Accordingly, the Agencies recommend that the FASB reevaluate
the “trading” classification and the criteria for the types of instruments that should be included in
that category.

On a related note, the FASB should reconsider the answer to Question 35 of the FASB staff’s
implementation guidance for Statement of Financial Accounting Standards No. 115, Accounting
for Certain Investments in Debt and Equity Securities, which indicates that any security can be
categorized as a trading security at acquisition, even if it is not acquired for trading purposes.

*¥h%

The Agencies continue to support the FASB’s efforts to improve transparency and disclosures
related to financial instruments and appreciate your consideration of the above comments. We
would be pleased to discuss our views with you further.

Sincerely,
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