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Dear Mr. Golden:
Thank you for the opportunity to comment on the tentative conclusion
conclusion reached by the
FASB Staff
Staff in DIG Issue E23,
E23, Issues Involving the Application
Application of
of the Shortcut Method
68. We have numerous derivative
derivative counterparty
counterparty clients that seek to
under Paragraph 68.
hedging relationships. We
apply the Shortcut Method for various interest rate swap hedging
believe that the guidance in the tentative conclusion reached in Proposed
Proposed DIG Issue E23
could, from a practical perspective, preclude most companies from applying the Shortcut
Method.
68(a) and 68(b).
We agree with the changes and clarifications made to paragraphs 68, 68(a)
However, we do not believe the changes made to paragraph 68(e)
68(e) are related to the
effectiveness of the hedge and will preclude the Shortcut Method for hedging
relationships which are actually more effective than hedging relationships that would
relationships
meet the requirements.
Fair Value of the Hedged Item and Late Hedging
requires the fair value of
Paragraph 5 of Proposed DIG Issue E23 requires
of a hedged item to be
method. The reason cited for this change
equal to its par value to qualify for the Shortcut method.
in the basis for conclusions is that the non-par fair value could create hedge
quantitative analysis (see
(seeAppendix
Appendix A),
A),we
wedo
donot
notbelieve
believe
ineffectiveness. Based on our quantitative
that the fair value of the hedged item is relevant to whether a hedge is perfectly effective.
effective.
We found, for example,
example, if
if a bond is trading at a discount this will increase hedge
effectiveness in certain circumstances.
In our analysis we examined a hedging relationship
relationship consisting of
of a swap designated
designated as a
equivalent to LIBOR + 50bp where the change in
hedge of a bond with a fixed coupon equivalent
fair value of
of the bond was calculated using a LIBOR flat discount rate. We then compared
the hedge effectiveness
effectiveness ratios resulting from various yield curve shifts for three different
different
par, 99 and
and 98.
98. Our analysis shows that having a fair value of less
initial bond prices - par,
than par increases hedge effectiveness as credit spreads increase if
if an entity chooses
chooses to
calculate the change in value due to benchmark interest rate risk using a LIBOR
LIB OR flat
discount rate.

We believe the changes to paragraph
paragraph 68(e) contained in paragraph
paragraph 5 of
of Proposed
Proposed DIG
Issue E23 are an amendment
amendment of Statement
Statement 133
133 that will disallow the Shortcut Method for
hedging relationships that in some cases are more effective than those qualifying for the
Shortcut Method.

dissenting Board members that Statement 133
133 does not currently
We agree with the three dissenting
require the fair value of the hedged item to be equal to its principal
principal amount (which
of the debt
disqualifies hedge transactions that are entered into after the initial issuance of
instrument). Like the dissenting
dissenting Board
Board members, we would not support amending
Statement 133
133 to add the requirements contained in paragraphs 5 and 6 of Proposed DIG
of
Issue E23 to the requirements for application of the Shortcut Method in paragraph 68 of
Statement 133.
of swap execution should be a relevant factor in
In addition, we do not believe the timing of
being able to apply the Shortcut Method.
Revision of Paragraph 68(e) - Terms Must Be
Be Typical

of paragraph 68(
68(e)
133 to require
require the terms of
The revision of
e) of Statement 133
of the swap and the
invalidate the assumption of
ineffectiveness
of no ineffectiveness
hedged item to be both typical and not invalidate
could be interpreted to preclude the application
application of the Shortcut Method when there is any
term that creates ineffectiveness such as when a company funds at a rate other than
LIB
OR flat (which most companies do). Based on the guidance in paragraphs 69 and 70
LIBOR
of Statement 133
133 it is clear that this is not currently a requirement for applying the
of
Shortcut Method. We believe the F
ASB should clarify that certain typical terms (such as
FASB
a spread to LIB
OR) are permitted when applying the Shortcut Method even if they could
LIBOR)
invalidate the assumption of no ineffectiveness.
ineffectiveness.
Revision of Paragraph 68(a)
68(a)
In our initial reading of the proposed modifications
modifications to paragraph 68(a) it was not clear
whether
of a proportion of
of the
whether the Shortcut Method would be permitted for hedges of
item. It is our understanding that this type of
of hedging
principal amount of a hedged item.
E10)
relationship (discussed in DIG Issue E
10) could still qualify for the Shortcut Method. We
would recommend clarifying the language used to amend paragraph 68(a) as follows
(changes in italics):
italics):

The notional amount of the swap matches the principal amount of the interestbearing asset or liability being hedged and the notional amount of
of the fixed leg
of the swap matches the notional amount of the variable leg of
of the swap
throughout the life of the hedging relationship. This requirement also is met if
if
the notional amount of the swap and principal amount of
liability
of the asset or liability
payment for a cash flow hedge or
being hedged match for each hedged interest pavrnent
match over the entire term of the interest-bearing asset or liability for a fair value
hedge, even if
if the hedged item amortizes or otherwise adjusts subsequent to

hedge inception. However, a swap contract whose notional amount for each
interest payment is based on the estimated rate of unscheduled prepayments (but
of the debt security being
does not exactly match the outstanding principal of
hedged) does not meet the requirement in this paragraph.
Effective Date

We believe that Proposed Issue E23 is an amendment of
of Statement 133
133 that will
necessitate many previously qualifying
Shortcut
Method
hedges
to
be
accounted
for under
qualifying
the Long Haul Method. Many companies have not previously applied the Long Haul
of time to research, understand and decide on
Method and will need a significant amount of
Haul methodology. In addition,
addition, these companies will
will need to clear these
a Long Haul
decisions with their external auditors. Given the number of
of companies and hedging
relationships potentially impacted, we do not believe it will be feasible to complete this
if the F
FASB
work in less than 90 days. Therefore, if
ASB finalizes Proposed Issue E23 as
currently
currently drafted, we would recommend an effective at least six months, but ideally a
year, after issuance.
Grandfathering

Given the significant amendments to Statement 133
ASB
133 we would recommend the F
FASB
consider grandfathering existing hedging relationships. Without grandfathering, those
who are applying the Shortcut Method based on the existing guidance will be penalized
unnecessarily and left with the choice of either unwinding
unwinding their hedges or implementing
the Long Haul Method.

If
If you would like to discuss our comments or any other issues further you can contact me
at 212-902-7052
212-902-7052 or Nora Joyce at 212-357-8391.

Sincerely,

Timothy J. Bridges
Managing Director
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