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derivative under the proposed amendments. The FASB should clarify whether a concentration of 
credit risk in a structure that is not a qualifying SPE (e.g., a coJ1ateralized debt obligation 
structure that is not qualifying) could be considered an embedded derivative. 

In addition, we do not believe the proposed amendments provide sufficient guidance for 
constituents to determine (I) host contracts and embedded derivatives, if any, for issued or held 
interests and (2) whether embedded derivatives are not clearly and closely related to the host 
contract. Such additional guidance is necessary to make the standard operational. For example, 
the proposed amendments note that the guidance would impact the guidance in Statement 133 
Implementation Issue No. B36, "Embedded Derivatives: Modified Coinsurance Arrangements 
and Debt Instruments That incorporate Credit Risk Exposures That Are Unrelated or Only 
Partially Related to the Creditworthiness of the Obligor under Those Instruments." There is not 
sufficient guidance in the proposed amendments to determine (\) how instruments described in 
that Implementation Issue are affected, (2) whether there are any embedded derivatives, or (3) 
whether any embedded derivatives are not clearly and closely related to the host contract. The 
examples in Implementation Issue B36 are just a small subset of instruments for which there are 
questions about whether there is an embedded credit derivative. Clearer guidance is necessary to 
achieve consistent application. 

Effective Date 
Issue 4: This proposed Statement would be applicable to all instruments obtained or issued after 
the earlier offiscal years beginning after December J 5,2005, or fiscal years that begin during 
the fiscal quarter in which the Statement is issued, if applicable. Do you believe that the effective 
date provides stifficient lime for implementation by calendar-year reporting enterprises? 

Preparers should be afforded a period of time (e.g., three months) between the adoption of the 
proposed amendments by the FASB and the effective date of those amendments to allow 
processes and systems to be updated. 

The effective date and transition provisions of the proposed amendments may also have an 
unintended consequence under the following scenario: If the proposed Statement is issued on 
February 27,2006, a calendar-year reporting entity would be required to adopt the proposed 
Statement as of January I, 2006. As a result the entity could be in a position where it entered into 
a securitization transaction on January 1,2006, containing beneficial interests with embedded 
derivatives. As permitted by the proposed Statement, the entity can elect to bifurcate the 
embedded derivative and designate it as a hedging instrument. However, since the proposed 
Statement was issued on February 27, 2006, the entity did not have that option at the inception 
date of the embedded derivative (January 1,2006), and therefore was not afforded the opportunity 
to prepare the contemporaneous hedging documentation required at the inception date of the 
derivative. As such, the entity would be precluded from designating the embedded derivative as a 
hedging instrument. 

Additional wording should be added to make it clear that the guidance in the proposed 
amendments can be applied only on a prospective basis for new instruments issued after the 
effective date of the proposed Statement (i.e., it is not applicable to existing instruments). 

Accounting for Servicing of Financial Assets 

Do you believe that transition provisions permitting the transfer of securiti es classified as 
available-for-sale to the trading category without calJing illto question an entity's treatment of 
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such securities under Statemelll J J 5 are necessary? If so, do you believe there should be 
restrictions on the ability to make such transfers? If you currently use securities classified as 
availablejor-sale to offiet the income stateme1!l effect of changes infair value of servicing assets 
or liabilities, is there a company-specific mechanism to designate certain securities classified as 
available-far-sale for this purpose? 

We agree with the FASB's conclusion that a provision pennitting a one-time transfer of securities 
from available-for-sale to trading upon adoption of the final Standard should not be included in 
the proposed amendments due to concerns over how to identify the securities for which the 
transition provisions would apply. 
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Participating Interests 

• The FASB should clarify whether, under the proposed amendments, servicing fees and 
interest-only strips can be subordinate to other cash flows. 

• The FASB should claritY the meaning of the phrase "if applicable, a share of the 
contractual interest representing all or a portion of the transferor's gain on sale received 
by the transferor as consideration related to the sale of the participating interest" in 
paragraph 8A(b), and provide an example to illustrate the concept. 

Legal Isolation 

• Paragraphs 9( d) and 9( e) appear to be additional interpretations of the isolation criteria; 
therefore, the FASB should consider incorporating this guidance into paragraph 9(a) or as 
subparagraphs to paragraph 9(a). 

• Paragraph 27 A(a) requires that the "transfer is legally a sale." Many transactions involve 
the contribution of financial assets to a securitization vehicle by the transferor in 
exchange solely for securities representing interests in those assets. The transferor may 
then sell some or all of the resulting securities received in a subsequent transfer. Because 
the initial transfer does not involve proceeds other than interests in the transferred assets, 
attorneys might not characterize the transactions as a "sale" but rather as a "contribution." 
We believe that these contribution transactions do meet the general standard for legal 
isolation as being beyond the reach of the transferor and its creditors. Therefore, the 
proposed paragraphs 27 A and 27B should be expanded to. contemplate contribution 
transactions. 

Qualifying SPE Criteria 

• If the FASB retains the guidance regarding rollovers of beneficial interests, then the 
FASB should consider revising the first two sentences of paragraph 45A as follows: 

In order for an SPE whose If its governing documents permit roll overs of 
beneficial interests to be qualifying, no party (including its consolidated affiliates 
or agents) has can have the opportunity to obtain a more-than-trivial incremental 
benefit by virtue of having more than one type of involvement with the entity. 
Opportunity to obtain a more-thall-trivial incremental benefit refers to a party's 
opportunity, as a result of holding a combination of rights or obligations, to 
enhance its rights or to minimize its obligations related to the qualifying SPE in 
comparison to the opportunities associated with the same rights or obligations if 
each right and each obligation were held by separate, unrelated parties. 

• 
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• Paragraph 17(1)(3)(1) requires disclosure of the amount of servicing fees earned for each 
period presented. It is unclear how the amount of servicing fees earned each period 
affects the balance sheet amount of servicing assets and liabilities when using the 
amortization method. Accordingly, the F ASB should remove this disclosure requirement 
as a subpart of paragraph 17(1)(3) and list it is a separate requirement unrelated to those 
paragraphs. 

• The FASB should consider providing guidance regarding the income statement 
classification of servicing activities for entities that choose the fair value method. If the 
FASB intends for an entity to recognize servicing fees and the costs of servicing in a 
different income statement line item than other changes in the fair value of a servicing 
asset or liability, then the proposed Statement should contain an explicit requirement. 
Such a requirement also would promote income statement comparability. 

• The FASB should clarify whether the disclosure requirement in paragraph 17(1)(7) 
should be provided in aggregate, or separately for each class of servicing assets. 

• The phrase "If a valuation model was used" should be added to the beginning of 
paragraphs l7(e)(5) and 17(1)(8) to recognize the possibility that, in the future, active 
trading markets may develop for servicing rights, which would enable the fair values of 
servicing rights to be obtained from a quoted market price. 

• The FASB should consider clarifYing whether, under paragraph 63(g), an entity must 
stratifY servicing assets by class as well as permitting further stratification based on other 
characteristics . For cxamplc, would it be permissible to separate servicing rights by class 
to detcnnine which classes would be accounted for under the amortization method as 
opposed to fair value, then aggregate all of the classes accounted for undcr the 
amortization method and stratify based on other characteristics? 

• The effective date and transition guidance does not indicate the effective date of the 
disclosure requirements required by the proposed Statement of Financial Accounting 
Standards, A ccollnting for Servicing of Financial Assets- an amendment of F ASB 
Statement No. 140. 

Hybrid Financial Instruments 

• Paragraph 14A of Statement 133 should be amended as follows: 

The holder and issuer ofa beneficial interest in securitized financial assets (other 
than those identified in paragraph 14) should determine whether the interest is a 
freestanding derivative or contains an embedded derivative that under paragraphs 
12 and 13 would be required to be separated into a host contract and a derivative 
instrument. The determination should be based on the contractual terms of the 
beneficial interest. A holder of a beneficial interest or an issuer of an instrument 
is required to obtain sufficient information about the payoff structure, aRa the 
payment priority of the instrument, and the amounts and timing of cash flows that 
would be received or paid under reasonably possible scenarios (e.g., 
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prepayments, credit losses, interest rate changes, etc.) to determine whether an 
embedded derivative exists. 

Cash flows have been added to the information required since pay-off structures and 
payment priorities may not contain all the necessary information (e.g., non-principal 
payments) to determine whether a beneficial interest contains an embedded derivative. 

• The addition to paragraph [6 of Statement 133 would be clearer ifit were instead 
appended to the end of paragraph 12 of Statement 133 as follows: 

If all of the above criteria are met at inception, then an entity may irrevocably 
elect to remeasure that hybrid financial instrument in its entirety at fair value 
(with changes in fair value recognized in earnings). However, that hybrid 
instrument may not be designated as a hedging instrument pursuant to this 
Stalement. This election shall be made on an instrument-by-instrument basis. 
Both hybrid financial instruments that are assets and those that are liabilities are 
eligible for the fair value election. 

• The original wording of paragraph 16 should not be deleted as currently drafted in the 
proposed amendments since it remains applicable to both financial and non-financial 
instruments. First, the election only applies to financial instruments and thus the deletion 
would create a gap in the literature for non-financial instruments for which the entity 
cannot reliably measure the embedded derivative. Second, the addition is an election 
entities may apply to financial instruments and not a requirement. The deletion would 
also create a gap in the literature for financial instruments for which the entity cannot 
reliably measure the embedded derivative and chooses not to apply the election. 


