



































Attachment 111

Hybrids Exposure Draft

We support the Board’s efforts to simplify and increase the consistent application in the
accounting for hybrid financial instruments. Therefore, we support the timely issuance of the
Hybrids ED in its final form, and also strongly encourage a timely issuancc of the Fair Value
Option.

Information Used to Determine the Existence of a Freestanding or Embedded Derivative
Paragraph 3(b) of the Hybrid ED requires an evaluation of the “contractual terms of the bencficial
interest” and an evaluation of “sufficient information about the payoff structure and the payment
priority of the instrument” in order to determine the existence of a freestanding or embedded
derivative. Under paragraph A16, the Board explained that an undecrstanding of *‘the payoff
structurc and the subordination status of the instrument will require an understanding of the
nature and amount of assets and the nature and amount of liabilities and other beneficial interests
comprising a transaction.”

It is not always clear when analyzing a structure for an embedded derivative how these provisions
should be applicd. For example, assume an entity is formed and acquires fixed rate Japanese
government bonds (“JGBs”) from thc market and issues $100 of fixed-rate US dollar
denominated debt to fund the asset purchase. In addition, the entity enters into a forcign currency
swap under which it makes fixed Japanese yen payments and receives fixed US dollar payments.
Based solely on the contractual terms of the debt it would appear that the interest issued by the
cntity 1s fixed-rate US dollar denominated debt without an embedded derivative. However, if the
holder were to analyze the underlying assets or liabilities of the entity, the interest could be
interpreted to be a Japanese Yen denominated host contract with an embedded currency swap.

We believe that evaluation of the assets and liabilities of the vehicle should be required only if the
contractual terms of the interests are inconsistent with the economic risks of the interests. In the
above example, the interest issued by the entity would not be considered to includc an embedded
currcncy swap. We believe that these results are consistent with the Board’s intent with respect
to embedded derivative identification and current application of Statement 133, and note that the
same issucs are present for interest rate as well as foreign exchange risk. We recommend that the
Exposure Draft specify that the investigation of the assets and liabilities of an entity is required
when the existence or lack of an embedded derivative cannot be determined by evaluating the
contractual terms in conjunction with the economic risks of the intcrests.

Amendment to Statement 133, paragraph 16

We recommend that the Board reinstate the phrase “If an entity cannot reliably identify and
measure the embedded derivative instrument that paragraph 12 requires to be separated from the
host contract, the entire contract shall be measured at fair value with gain or loss recognized in
earnings, but it may not be designated as a hedging instrument pursuant to this Statement” found
n paragraph 16 of Statement 133. We appreciate that the Board removed the phrase with the
understanding that the provision was not currently being utilized and with the belief that the fair
value election for hybrid financial instruments made the phrase unnecessary. However, we
believe that the importance of this provision will be heightened due to the repeal of DIG Issue
No. DI, and the Exposure Draft’s “look through” requirements addressed above. While
measurcment will be simplified through the new fair value election, the identification of
dertvatives requiring bifurcation will be much more complex. We are especially concerned about
the analysis of whether a residual interest contains a derivative requiring bifurcation. Maintaining
the phrase from paragraph 16 allows entities to qualitatively assess instruments for embedded
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derivatives, and upon identification of an embedded derivative for which identification and
mcasurement may be unreliable, measure the entire instrument at fair value.

Effective Date and Transition

We support the Board’s decision not to require preparers to perform a bifurcation evaluation of
interests that previously had not been subject to Statement 133 because of the DIG Issue DI
exemption. We also recommend that the Board allow an entity to elect fair value accounting for
all hybrid instruments previously bifurcated that arc not being uscd as hedging instruments under
Statement 133 at transition date as a cumulative effect adjustment. We believe that the
recommendation addresses the Board’s concerns about the complexitics associated with the
rccognition of gains and losses on host contracts. We believe the financial reporting and
operational benefits of consistent accounting for the types of instruments (e.g., structured notes)
that were bifurcated under current Statement 133 and will likely be measured at fair value under
the proposed amendment outweigh the perceived costs or issues noted in paragraph A30.
Thereafter, the clection would be made on an instrument-by-instrument basis consistent with
paragraph 3.

In addition, we are unclear as to how to apply the transition provisions of the amendment to
Master Trust, Multi-issuance and other vehicles that issue new bencficial instruments. If the
Board does not agree with our recommecndation to eliminate paragraph 40 of Statement 140, we
question whether bifurcatable derivatives contained in beneficial interests issued by a qualifying
special purpose entity (“QSPE”) after the transition date could potentially taint the qualifying
status of an entire Master Trust or Multi-issuance vehicle. The impact on existing vehicles and
transition provisions need to be fully considered. We believe that the provisions of this proposed
amendment should not disqualify QSPE status for cntitics that are deemed to be QSPEs under
existing guidance.

Use of the Term “Beneficial Interest”
The Transfer of Financial Assets ED defines a beneficial interest as:

“A right to receive all or portions of specificd cash inflows to a qualifying SPE, including
senior and subordinated shares of interest, principal, or other cash inflows to be “passed-
through,” premiums due to guarantors, commecrcial paper obligations, and residual
interests, whether in the form of debt or equity.”

This definition specifies that only QSPEs can 1ssue bencficial interests.

The use of the term “beneficial interest” in the Hybrid ED implies that the amendments
specificd in paragraphs 3b and A18 are applicable only to those vehicles that are QSPEs.
However, we believe that the Board intended that these provisions apply to interests 1ssued by
special purposc catities (SPEs), qualifying or not, and variable interest entities. As noted in
Attachment 1, we recommend that the Board clarify that the term beneficial interest is not
limited solely to interests issued by a QSPE. If the Board does not agree, then we
recommend that the Board clarify that the provisions of the Hybrids ED are applicable to all
interests issued by an SPE qualifying or not and variable interest cntities.
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