














Ms. Suzanne Q. Bielstein Page 6
September 21, 2005

measurement, this amendment would represent a change from the current GAAP
measurement objective for host contracts in hybrid instruments. This change may be
confusing to many constituents, particularly in light of the Board’s revised definition of
fair value. As such, if the FASB moves forward with the amendment to B6 as proposed,
we recommend that the Board include illustrative examples that will assist constituents
with the implementation of the amendment to B6. Such examples could be included in a

separate appendix or in the basis for conclusions of the FSP.

Disclosure Requirements

We support the general concept behind FASB’s disclosure requirements with respect to
information regarding the fair value measurement objective, both at inception and when
remeasured. However, we raise the following points for the Board’s consideration with
respect to the proposed disclosure requirements in the FSP and the FVM Statement.

Paragraph 6(a) of the FSP requires that an entity disclose:

“Gross unrealized gains and losses at initial recognition of a derivative instrument
recognized in income during the current period.”

Given the business model of dealers and market-making institutions, these entities
capture some “dealer spread” in a vast number of derivative transactions that fall within
Levels 1-4 of the fair value hierarchy. In addition, our understanding is that the
disclosure is meant to capture unrealized gains (losses) at the inception of the transaction,
and, therefore excludes the effects of any market movement between the execution time
of the transaction (e.g. 10:00 a.m.) and the end of business when the transaction would be

marked to market for financial reporting and risk management purposes. We believe that
capturing and reporting this information would require significant effort and potential
system and process changes. We are also concerned about the ability of external auditors

to gain comfort around the amounts required for this disclosure.
Paragraph 36(b) of the FVM Statement requires an entity to disclose the following:

“The change in unrecalized gains or losses during the period relating to assets and
liabilities remeasured at fair value during the period that are still held at the reporting

date 1f the estimates fall within Level 57,

We are concerned that this information may be misleading to users of financials
statements for the following reasons:

e The disclosure does not take into account the effect of any hedges to these
transactions, unless the hedge positions are also estimated with significant Level 5

inputs.
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e Interpreting the change in unrealized gains or losses for derivative instruments
(particularly swap contracts) is difficult due to the fact that the change could stem
from changes in the fair value of the derivative instrument or from the realization
of previously unrealized gains or losses as contractual cash flows are exchanged
during the period.

Conclusion

We appreciate the opportunity to provide the foregoing comments. In addition, Appendix
A to our letter provides a detailed example that illustrates the concern we raised with
respect to the treatment of option decay. Appendix B highlights certain industry specitfic
concerns that have come to our attention. As always, we would be pleased to discuss our
comments with the Board members or the Staff at your convenience.

Very truly yours,

g:c:mm:tf MLLP
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Appendix A

In our comment letter we raised our concern that the Board’s decision to prohibit the
recognition of any deferred gain (loss) until contract expiry or the minimum reliability
threshold is met, may lead to illogical outcomes with respect to option transactions. We
provide the following example to illustrate this point.

Assume that a dealer purchases an at-the-money option with a 20-year maturity from a
retail chient (at time TO) for which it pays a premium of $45. At the same time, the dealer
values this option at $60 using its option pricing model to estimate the exit price in the
more advantageous dealer market (a hypothetical market for this particular transaction
because no active market currently exists for this 20-year option). The model value
assumes a higher volatility in the dealer market than implied by the $45 transaction price
in the retail market and is based on the dealer’s internal estimate of 20-year volatility.
Under the FSP, at TO the dealer would record the transaction as follows:

Balance Sheet Perspective

Derivative Fair Value $60
Cash $45
Deferred Credit $15

Since the option was at-the-money when purchased, at TO the modeled fair value of the
option ($60) stems completely from its time value (i.¢., the option has no intrinsic value
at this point becausc it i1s not in the money). Because options arc wasting assets their fime
value decays as they approach expiration. The decay in time value will be recognized as
a reduction in earnings over the life of the option. The rate of decay, however, is not
constant and varies as underlying volatility and itercst rates change, and to the extent
that the option goes in or out of the money. Depending on the rate of decay, the option’s
time value may well decline to less than the $15 gain deferred on Day One prior to a
point 1n time where Level 3 or 4 inputs become available to value the option.

In this example assume that three years after the purchase date (T3), the option 1s well out

of the money and its time value (based on the entity’s pricing model) has decreased from
$60 to $12. In addition, at T3 there are still no observable or market-corroborated quotes

for 17-year volatility. Assuming no other transactions, the effect of leaving the deferred
credit balance at $15 results in the dealer recording a net credit balance of $3 on its

balance sheet at T3, as shown below:

Balance Sheet Perspective

Derivative Fair Value $12
Deferred Credit $15

In addition, the entity would have recognized through eamings a cumulative unrealized
loss (based on subsequent changes in fair value) of $48 related to an asset for which it
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only paid $45. This phenomenon is a result of requiring the dealer to expense a
component of the option’s time value (i.e., the Day One gain) that it neither paid for nor
was allowed to previously recognize in eamings. Said differently, under the FSP
approach, the net effect can be viewed as ascribing an all-in negative time value to this

purchased option.

Therefore, assuming the FASB moves forward with the deferred gain (loss) approach
outhned m the FSP, we believe that the Board should allow for income (loss) recognition
of the deferred gain (loss) in a manner commensurate with the decay of the time value in
the underlying option. In our example above, this would result in the following balances

at T3:

Balance Sheet Perspective

Derivative Fair Value $12
Deferred Credit $3

This results in a net debit balance on the balance sheet which is consistent with a -
purchased option that still has time to expiry. In addition, under this approach, the entity
would have only recognized a cumulative unrealized loss of $36 through earnings. This
amount represents the change in the fair value of the option ($60-$12=%48) less the
recognition of a portion of the previously deferred Day One gain ($12), in a manner that
1s commensurate with the decay of the option’s time value. The unrealized loss of $36
represents an 80% decrcasc 1in value from the purchase price of the option, which is in
line with the 80% decrcase in the fair value of the option (i.¢., from $60 to $12).

We recognize that this could result in increases to the deferred gain amount during certain
periods, as the time value of an option may increase during its life depending on changes
m underlying intercst rates and volatilities, and we believe this treatment to be
appropriate. However, it should be noted that the deferred gain amount would never
increase beyond the original deferral amount, as recognition of the deferred gain is based
on the decay of the time value at the time of purchase. All other subsequent changes in
the value of the option would be recognized through profit and loss as the option is
remcasured at fair value. Derivative transactions without optionality, such as swaps and
forwards, do not exhibit the same time value characteristics, and, therefore should be

excluded from this treatment.
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Appendix B

During the process of preparing our comment letter for FSP FAS 133-a, we have become
aware of a number of industry specific considerations for which additional clarification
by the Board would be helpful to ensure consistent application of the FSP and FVM

Statement by constituents.

Amendment to Implementation Issue B6

In our comment letter, we noted that the amendments to Implementation Issuc B6, as
proposed, may have unintended consequences on current accounting practices,
particularly for insurance companies that issue hybrid instruments such as variable
annuity contracts with embedded guaranteed minimal withdrawal benefits. It is our
understanding that the application of the FSP could result in the profit margin (on a
present value basis) associated with the host variable annuity contract being recognized
either at inception (if the minimum reliability threshold for the hybrid instruments as a
whole had been met) or deferred until the minimum reliability threshold is met or the
contract expires. In situations where recognition of gams is required at inception by the
FSP, this guidance would appear to conflict with the concepts espoused in SFAS 97,
Accounting and Reporting by Insurance Enterprises for Certain Long-Duration
Contracts and for Realized Gains and Losses from the Sale of Investments.

Fair Value Hierarchy

Both the FSP and the FVM Statement appropriately highlight that situations will arise in
which the inputs used to estimatc fair value will fall within different levels of the fair
value hierarchy., The Board has indicated that where within the fair value hierarchy the
fair value estimate falls, depends on where in the hierarchy the inputs that have a
“signmificant” effect on the estimate fall. We recommend that the Board clarify that the
estimate should be classified at the lowest level in which inputs that are deemed to be
significant fall. For example, for a fair value estimate where Level 4 inputs account for
60% of the value and Level 5 inputs account for 40% of the value, we would conclude
that the overall estimate would be classified as level 5 because 40% would be deemed a
significant effect. Additional guidance with respect to what constitutes “significant”

would be helpful in promoting consistency among constitucnts.

Simtlarly, the Board should clarify its view on the use of range-bounding techniques (1.e.,
techniques that attempt to show that the range of values of non-market based inputs are
constrained) to promote consistent application of the FSP. Specifically, the Board could
address the use of range-bounding techniques (such as maximum worst case) that are
bascd on absolute determinations derived from mathematical facts (e.g. purchased option
cannot bc worth less than zero) versus those techniques that are based on historical worst

case analysis and correlation.
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In addition, we think it is critical that the Board provide practical examples in either the
final FSP or FVM Statement that will help constituents better differentiate correlations,
interpolations and extrapolations between Level 4 and Level 5 inputs. Given the impact
on revenue recognition treatment for derivative transaction, the distinction between Level
4 and Level 5 mputs will be a focus area for constituents, their auditors, and audit
committees. As such, meaningful examples that would provide guidance to questions,
such as the following, would serve to increase consistency among constituents.

(1) Clarification as to whether the Board’s definition of “observable market data”
implies data that represent executable prices/quotes at which an entity is
currently willing to transact, such as external trades or firm quotes. Or,
would the Board consider data such as consensus pricing information (for
example, price indications by dealers in a one-way market accumulated by an
independent third party) to qualify as observable market data, despite the fact
that they do not represent executable prices.

(1)  Clarification as to whether the concept of corroborated data in Level 4 allows
for a “prepondcrance-of-evidence” approach, whereby various pieces of
data/information may be deemed sufficient when considered in the aggregate
even though mdividually they may not be deemed to provide sufficient
evidence of observable market data.

(1)  As many pricing models utilize implied inputs as opposed to historical inputs
(e.g., volatilities in option pricing models), 1t would be helpful if the Board
would clarify its view on Level 4 mputs corroborated through correlation of
historical data. For example, would the Board categorize as a Level 4 input
the use of an imphied volatility for instrument A (a market observable input)
as a proxy for the implied volatility of mstrument B (which ts not an
observable mput ), if the historical volatilities between instrument A and B

have been shown to be highly correlated?

(iv)  Assume that an entity enters into a proxy hedge position (i.e., hedges the
exposure on a long swaption transaction by entering into a short floor
position) to offset the cxposure on a swaption transaction that was principally
derived from Level 5 inputs and had an associated Day One gain. Would the
proxy hedge qualify as Level 4 corroborating evidence if the entity can
provide analysis that shows a high level of historical correlation between the
instrument being fair valued and the proxy hedge (i.e. the historical
correlation between swaption volatilities and floor volatilities)?

Fair Value Estimates at Initial Recognition for Non-Derivative Instruments

Both the FSP and the FVM Statement allow for situations in which the purchase price
presumption may be rebutted if the market in which the transaction occurs 1s not the
reference market for the asset or hability. The FSP provides specific guidance with
respect to when the difference between the transaction price and the fair value estimate
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may be recognized in income for derivative transactions. As discussed earlier, this
guidance will conflict with that applied in certain non-derivative transactions such as
valuation of retained interests in financial asset transfers. In instances where the existing
accounting guidance for non-derivative transactions is less pronounced, the FSP may
create uncertainty and inconsistency with respect to how unrealized gains (losses) should
be accounted for at recognition. For example, secondary private equity funds purchase
interests in other private equity fund pools in the secondary market at a discount (or a
premium) to the private equity fund GP’s estimated fair value. Many secondary private
cquity fund’s record the difference between the discounted purchase price and the private
equity fund GP’s reported estimated fair value as income (or loss in the case of a
purchase at a premium) at the next valuation date if their accounting policy is to reflect
all investments at fair value using the GP’s estimated value, absent other information to
the contrary. The guidance i the FVM Statement would appear to support the
determimation by these funds that the purchase price does not represent fair value, if they
can effectively argue that the secondary market in which the investment was purchased
does not represent their reference market for these investments. However, we
recommend that the FASB clarify its view as to whether constituents should apply a
similar minimum reliability threshold when considering whether to recognize unrealized
gains or losses in income when the transaction price presumption has been rebutted for
non-derivative transactions.

Impact on Accounting for Commitments to Sell Mortgage Loans

Based on mput and inquiries we have received from the mortgage banking community,
there appears to be uncertainty as to what, if any, impact the FSP will have on accounting
for commitments to originate mortgage loans that will be held for sale and the related
guidance m SAB 105. The focus of the uncertainty relates to whether the FSP amends
the guidance in SAB 105, which specifically prohibits the consideration of any associated
servicing rights in determining the fair value of the derivative loan commitment, thereby
effectively eliminating the recognition of any Day One gain.

Certain constituents believe that the FSP would have limited impact on the current
accounting for mortgage loan commitments, because they understand the servicing rights
to be an asset/liability separate and distinct from the derivative loan commitment that, in
accordance with SFAS 140, is only recognized when contractually separated from the
underlying loan. Other constituents suggest that servicing value i1s inherent in the loan
commitment and question whether the FSP would supersede the guidance in SAB 105
and require that they estimate the “full” fair value of the loan commitment including any
associated estimated servicing rights. These constituents believe the FSP highlights that
the exit price for a derivative contract may include compensation for something other
than the derivative itself (e.g., compensation for structuring the transaction) and therefore
consider it appropriate to revisit the discussions with respect servicing rights and the fair
value of loan commitments. At a minimum, these constituents believe the
implementation of the FSP would result in their recording a derivative asset on the
balance sheet on Day One, with the determination as to whether to recognize or defer any
Day One gain made in accordance with the requirements of the FSP.
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Given the recent concern by various regulators and others bodies regarding the proper
accounting for loan commitments and the divergent views that appear to exist in the
mortgage banking community, we recommend that the Board clarify the impact that the
FVM Statement and thc FSP would have on existing accounting guidance for mortgage

loan commitments.

Impact of Master Netting Agreements on Fair Value Measurement

When the Board 1ssued FIN 39, Offsetting of Amounts Related to Certain Contracts

an interpretation of APB Opinion No. 10 and FASB Statement No. 105, it clarified that
the fair value of derivative and other exchange contracts with the same counterparty may
be offset for balance sheet presentation purposes, if a master netting agreement had been
executed. Further, FIN 39 allows an entity, with a master netting agreement in place, to
net fair value across different types of contracts with the same counterparty (e.g., interest
rate swaps and foreign exchange options) for balance sheet presentation. In 1its FVM
Statement, the FASB has revised its definition to clarify that fair value is an estimate
based on exit price in the reference market from the perspective of marketplace
participants. Given this revised definition of fair value, we recommend that the Board
provide additional guidance with respect to the treatment of master netting agreements

from an income statement perspective.

While an entity may have a master netting agreement that applies to all of the different
types of contracts it has executed with a particular counterparty, the various types of risk
in these contracts could lead the entity to conclude its aggregate transactions with this
counterparty do not represent a singlc unit of account. Rather, the entity may view
specitic portfolios (e.g., interest rate swap portfolio or foreign exchange option portfolio)
or individual transactions as the appropriate unit of account, particularly when
contcmplating how it would actually transact to exit the various types of risks. In
addition, because the potential benefit from a master netting agreement is entity-specific,
based on the outstanding transactions that the entity has with a particular counterparty,
constituents may be confused as to how to assess the impact of these agreements from a
marketplace participant perspective. To avoid confusion and inconsistent application
among constituents, the Board should clarify how, if at all, the benefits of master netting
agreements should be considered when determining fatr value estimates and the
recognition of derivative contracts from both a balance sheet and income statement

perspective.



