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recorded in loans and carried at historical cost accompanied by an allowance for loan 

losses, and the over-hold position is recorded in loans held-for-sale and carried at the 

lower-of-cost-or-market-value. This treatment does not appear to compromise ." 

transparency, nor would a situation where a single instrument is carried under two 

different measurement attributes, one being fair value. We believe that a user of the 

financial statements will be relatively indifferent to this situation since the FVO will 

create the likelihood that there will be mixed attributes in nearly every financial asset 

and liability line item on the balance sheet, an issue that the Board concluded was 

outweighed by the benefits of a FVO. 

Another precedent for this treatment in GAAP is hedging under Statement 133, 

Accounting/or Derivative Instruments and Hedging Activities, as amended and 

interpreted. Paragraphs 18 and 21(a) of Statement 133 already permits proportionate 

designations for derivatives and for hedged items. Under paragraph 18, it is possible to 

have, for example, 50 percent of the notional amount of an interest rate swap 

designated as a hedge, with the other 50 percent undesignated. Similarly, paragraph 

21(a) of Statement 133 permits a proportion of a hedged item to be designated in a 

hedging relationship. Having a proportion of a hedged item carried at fair value with 

the remainder carried at historical cost does not seem to compromise transparency, nor , 

do we believe transparency would be compromised in a situation where a single 

instrument is carried under two different measurement attributes under the FVO. 

One area that would benefit from the ability to elect fair value for a pro-rata 

portion of an instrument is credit hedging. In credit hedging, very infrequently is entire 

lending exposure, either the entire notional amount of a loan or the entire loan 

equivalent amount for an unfunded commitment, hedged. Currently the income 

statement volatility in a credit hedging relationship comes from the mark-to-market on 

the hedging instrument, typically a credit default swap (CDS). Under a FVO and 

without partial pro-rata FVO, the volatility in the income statement will still exist, but 
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will instead come from the financial asset, in this example, the loan or unfunded 

commitment. 

Without the ability to elect fali- 'value for a partial pro-rata portion of an 

instrument, the FVO will essentially be unavailable for credit risk management and 

potentially other areas as well. Accordingly, the Board will fall short ofits stated 

objective of achieving accounting offset for hedging activities for a large part of the 

balance sheet oflarge financial institutions. 

Provide a Reasonable Time Period after Origination of an Instrument to Elect Fair 

Value 

When issuing long-term debt, a company may make a hedging decision in 

concert with the terms of the debt. An institution's decisions around debt terms may be 

made with the specific intent of achieving the desired outcome via a hedge (for 

example, a company may issue fIXed rate debt because that is the most advantageous 

pricing, with the full intent to concurrently swap it to floating). In this example, the 

issuance process is inextricably linked to the hedging process, and the hedge may be 

entered into concurrent with issuance of the debt. This scenario makes electing fair 

value for the debt at inception quite straight-forward, and the decision is a function of 

whether the debt will or will not be hedged. Other situations, including credit hedging 

decisions for loans and unfunded commitment, as described in our previous comment, 

are very different. 

The credit decisions at a large financial institution are generally made by 

relationship officers with appropriate reviews and approvals. The hedging decisions 

are made in many cases by a separate risk or portfolio management group that operates 

independently of the loan origination process. By necessity, therefore, these decisions 

to hedge mayor may not be made immediately upon origination of the loan. In cases 

where the decision to hedge is made relatively soon after origination of the loan, there 

often remains a time lag between loan origination and hedging due to compliance-
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imposed information aging requirements, the time required to develop and analyze the 

hedging strategy, and the time that may be required to execute the hedge without 

disrupting the market. We recommend that the Board consider these practical issues 

and allow a 30- to 60-day window of time after origination for the fair value election to 

be made. Some might suggest that this would provide an opportunity for "cherry

picking" the loans in a gain position for the FVO. To the contrary, because these 

instruments are prepayable, the mark is essentially capped at par. 

Again, as with our other comments, the FVO model would essentially be 

unavailable for credit hedging if the FVO decision must be finalized at the time of 

origination. 

Recommendations for Inclusion In Either Phase 1 or Phase lA 

Include Demand Deposits in the Scope of the FVO 

Demand deposits are a key part ofa fmancial institution's asset and liability 

management process, and their exclusion from either Phase I or Phase IA of the FVO 

will significantly reduce the usefulness of a FVO standard to financial institutions and 

potentially increase the resistance to the overall fair value approach. 

Demand deposits are a key driver of many fmancial institutions' core risk to 

changes in interest rates and economic conditions. Financial institutions have years of 

historical performance data on their deposit bases and their sensitivities in various interest 

rate environments from a re-pricing and run-off perspective. This not only affords 

fmancial institutions the ability to place a fair value on demand deposits, but to utilize 

that estimate, as well as its predicted interest rate sensitivity, to manage the net duration 

and interest rate position of the balance sheet. The weight given to performance 

attributes of demand deposits is equal to that of assets like residential mortgages and 

commercial loans. Assets trade in the market based on market participants' perception of 

future performance probabilities driven largely by historical performances of the same or 

similar instruments and views of future market conditions. Demand deposits, while 
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typically requiring more infrastructure, trade off of identical principles. To exclude 

demand deposits, with their market assumed performance characteristics, from Phase I or 

Phase IA of the FVo-would result in a FVO that fails to achieve the Board's stated 

objectives. 

Include Loan Commitments in the Scope of the FVO 

We recommend that the Board add lending commitments to the scope of Phase 

I or IA. A significant part of bank lending exposure is in the form of unfunded loan 

commitments, and accordingly, both the funded and the unfunded portions of a credit 

facility are important components in a credit hedging strategy. We are not aware of any 

situations where a company has been able to qualify for hedge accounting under 

Statement 133 for credit hedging activities because the "effectiveness" criteria therein 

cannot be met. With that said, the global credit derivative notional outstanding was 

expected to exceed $17 trillion by the end of2005'. Therefore, in order for institutions 

to benefit from the fair value option for the accounting mismatch that currently exists in 

credit hedging, loan commitments need to be included in the scope of the fmal 

standard. 

We do not understand the Board's rationale for excluding loan commitments 

from the scope - that the determination of the fair value of a loan commitment includes 

a non-fmancial component, which the Board referred to as servicing rights during its 

deliberations. In addition, we are confused as to why loan commitments were isolated 

from other instruments that may incorporate servicing rights. Because this is an area of 

obvious accounting mismatch and little opportunity to apply Statement 133 hedge 

accounting, we recommend that the Board add loan commitments to the scope of either 

Phase I or IA. 

, 
International Monetary Fund's Global Financial Stability Report - Market Development and 

Issues, dated April 2006. 

,. , • 
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Include Physical Commodities in the Scope of the FVO 

We believe that physical commodities with readily determinable fair values 

should be included in either Phase lor, alternatively Phase IA of the FVO project. 

Physical commodities are often held by entities engaged in either operating or trading 

activities, and are commonly economically hedged using commodity derivatives that, 

under Statement 133, are carried at fair value. Allowing the FVO for physical 

commodities with readily determinable fair values will eliminate the earnings volatility 

associated with the current economic hedging strategies, and thus provide more 

transparency in fmancial reporting. 

Add Disclosures about an Entity's Own Creditworthiness 

The proposed Statement requires that changes in an issuer's own creditworthiness 

be included in the fair value measurement of financial liabilities. We recommend that the 

Board require disclosure of the unrealized gains and losses from changes in issuer 

creditworthiness to provide financial statement users with information necessary to 

evaluate an entity's operating performance. 

* • * • • 

We would be pleased to address any questions you may have regarding the 

comments in this letter or to discuss our position in more detail, at your convenience. I 

can be reached at 704-383-610 I, or by email atdavid.julian@wachovia.com. 

Sincerely, 

David M. Julian 
Executive Vice President and Controller 

cc: Thomas J. Wurtz, Senior Executive Vice President and Chief Financial Officer 


