





Ms. Suzanne Q. Bielstein Page 3
September 7, 2004

The first question is the most fundamental: What should the financial statements communicate? FASB
Concepts Statement No. 1, Objectives of Financial Reporting by Business Enterprises, states that
financial reporting should provide information useful for investment and credit decisions and in assessing
cash flows. It states that financial reporting should provide information regarding an enterprise’s
resources, as well as claims to and changes in those resources, including measuring performance and
camings. Those concepts are just as relevant today as they were when Concepts Statement 1 was first
issued in 1978. However, even a casual read of Concepts Statement 1 would indicate that the historical
context in which it was issued is different from today’s environment. At that time, although it certainly
was not a new concept, the Board believed it necessary to discuss the advantages of accrual accounting
over cash-basis accounting in measuring performance and earnings. A move from accrual accounting to
fair value accounting is no less a dramatic shift in models, and one that will require the Board to again
evaluate what the financial statements should communicate. Not all investors have come to acknowledge
(or perhaps even recognize) the uscfulness of far value information. The Board should recognize that
this is a paradigm shift for investors as well.

If (and more likely when) the first question is resolved in favor of communicating information about fair
value, the second question to be answered is: How should financial statements communicate this
information? The answer to this question is critically important when fair value measurements are to
affect the income statement. The Board has on its agenda a project entitled “Financial Performance
Reporting by Business Enterprises” which presumably will examine in part the optimum method of
reporting how changes in fair value affect an earnings measure. Presentation or disclosure of the reasons
for a change in fair value (including gains and losses realized in cash, changes due to changes in rates or
other valuation inputs, and the addition or deletion of individual assets or liabilities) would be necessary
for an investor to understand what a change in fair value means in relation to an eamings measure.
Robust disclosures would be necessary to provide information about expected future cash flows and
changes in those future cash flows. This is especially true in the case of financial instruments, including
derivatives. Part of the challenge in making a fair value measurement understandable, and thus mcreasing
its relevance, will be the manner in which it is presented in the basic financial statements (whatever form
they may take) and the nature of the accompanying disclosure. Devising a meaningful presentation for
changes in the fair value of a non-financial asset or liability may prove to be a significant challenge.

Given the ever-expanding use of fair value concepts in financial reporting,’ we believe that additional
guidance on applying fair value measurements is appropriate and timely. However, as the Board begins

' For example, the various financial instruments standards as well as recent standards related to non-financial assets
and liabilities, such as FASB Statements No. 142, Goodwill and Other Intangible Assets, 143, Accounting for Asset
Retirement Obligations, 144, Accounting for the Impairment or Disposal of Long-Lived Assets, and 146, Accounting
for Costs Associated with Exit or Disposal Activities, and FASB Interpretations No. 45, Guarantor's Accounting and
Disclosure Requirements for Guarantees, Including Guarantees of Indebtedness of Others, and 46(R),
Consolidation of Variable Interest Entities.
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its redeliberations on the Exposure Draft, we would strongly encourage it to consider the ramifications
its conclusions may have on the broader efforts in fair value application and financial reporting. An
objective should be to minimize disruptions to companies resulting from making changes (in processes,
systems, or both) in response to this standard that would have to be augmented (or worse, reversed) as
a result of a future project.

Structure of the Exposure Draft

As stated above, we generally support the FASB’s efforts to promulgate guidance on applying fair value
measurements. However, as will be evident from the responses to the issues raised in the Exposure
Draft, we have some concerns about the Exposure Draft as currently structured. At an elementary level,
our concemns stem from the Board’s effort to crafl a standard that is equally applicable to financial
instruments and non-financial assets and liabilities. While the vahation concepts and fundamentals for
these categories of assets and liabilities are similar, the execution of a valuation methodology may differ.
For example, there are differences in applying valuation techniques to a business (generally a portfolio of
non-financial @sets and liabilities) and to a portfolio of financial instruments. As another example, the
application of the market, income, and cost valuation techniques, which are all widely accepted and
used in valuing non-financial assets, do not all seem to be as elevant to the valuation of a fmancial
instrument, especiaily in a Level 1 scenario.

The structure of the Exposure Draft is predicated on the hierarchal concepts that were developed in
FASB Statement No. 107, Disclosures about Fair Value of Financial Instruments. We question
whether it is necessary to impose a hierarchal structure over the valuation techniques presented in
the Exposure Draft. A standard could be crafted that would describe the three primary valuation
techniques (that is, cost, market, and income), provide guidance in selecting which method(s) to
apply, and help the preparer determine the amount to be recognized or disclosed when more than
one method is used. That guidance, combined with robust and realistic examples, would result in a
standard that would achieve the Board’s stated goals for the project of improved consistency,
reliability, and comparability.

If the hierarchal structure is retained, we recommend the FASB evaluate whether the standard can be
formatted more effectively. One alternative would be a format that, within the text of the standard, takes
each level of the hierarchy and provides general guidance followed by two subsections, with one
addressing financial instruments and the other non-financial assets and liabilities. Then, within each of
those subsections, the application of the valuation methodologies could be discussed in context of the
type of asset or liability. Another alternative would be a different organization of Appendix B, focusing
on applying similar concepts first to financial instruments and then to non- financial assets and liabilities in
a “compare and contrast” format. In any event, we believe that additional clarity can be provided in part
through a different organization of the document.
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SPECIFIC ISSUES IDENTIFIED IN THE NOTICE TO RECIPIENTS

All references are to paragraphs in the Exposure Draft unless otherwise noted. Our comments generally
presume the Board will retain the hierarchal structure as proposed.

Issue 1 - Definition of Fair Value

This proposed Statement would define fair value as “the price at which an asset or liability could
be exchanged in a current transaction between knowledgeable, unrelated willing parties”

(paragraph 4). The objective of the measurement is fo estimate the price for an asset or liability
in the absence of an actual exchange transaction for that asset or liability. Will entities be able
to consistently apply the fair value measurement objective using the guidance provided by this
proposed Statement together with other applicable valuation standards and generally accepted
valuation practices? If not, what additional guidance is needed?

We agree with the definition of fair value, which is not substantially changed by the Exposure Draft. The
degree to which it is consistently applied will likely depend on how the FASB addresscs questions
raised in this and other comment letters. For example, as discussed further below, additional guidance
on selection of a valuation premise may be necessary to improve the likelihood that entities with similar
assets in similar situations select the same valuation premise.

We note with interest that the definition focuscs on a current exchange, yet the standard addresses the
selection of a valuation premise that is either “in-exchange” or “in-use.” An in-use premise would seem
to run contrary to the basic definition. We offer additional comments below on a marketplace
participant’s consideration of the “highest and best use” as a possible method of reconciling the current
exchange definition with the concept of the valuation premise.

With regard to the reference in paragraph 1 to “applicable valuation standards and generally accepted
valuation practices,” we are concemed that this sentence effectively incorporates mto GAAP
unspecified valuation literature and standards not within the purview of the recognized accounting
standard setters. Without additional puidance or parameters, there is the risk that certain valuation
methods advocated by specific individuals or groups may be used when a wider constituency would not
necessarily find those methods to be “generally accepted.”

We also believe that any possible exceptions from the scope of a final standard should clear a very high
hurdle. If the FASB belicves in the merit of fair value measurement, then it should be applied
consistently throughout the accounting standards without modification. However, if the Board believes
the concepts in the Exposure Draft are not applicable to a particular existing standard, we believe that
standard should be amended in this project to clearly indicate its measure is not fair value or market
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value, perhaps by using different terminology. These terminology changes should nun through to the
required disclosures in that existing standard, so that users do not confuse different uses of the same
terminology (“fair value™) within the financial statements or footnote disclosures. For instance, this would
apply to the exceptions in FASB Statement No. [14, Accounting by Creditors for Impairment of a
Loan, and ARB No. 43, Chapter 4, “Inventory Pricing.”

We believe that certain fair value concepts within FASB Statements No. 13, Accounting for Leases,
and 98, Accounting for Leases - An amendment of FASB Statements No. 13, 66, and 91 and a
rescission of FASB Statement No. 26 and Technical Bulletin No. 79-11, and the related literature
noted in paragraph 2(b) would be appropriately enhanced through the application of the guidance in the
Exposure Draft. The Board should clearly state what it perceives to be the differences between the
concepts expressed in the Exposure Draft and the leasing literature.

Issue 2 - Valuation Techniques

This proposed Statement would clarify and incorporate the guidance in FASB Concepls
Statement No. 7, Using Cash Flow Information and Present Value in Accounting Measurements,
for using present value techniques to estimate fair value (Appendix A). Is that guidance
sufficient? If not, what additional guidance is needed?

We support the Board’s intent to clarify the guidance in FASB Concepts Statement No. 7, Using Cash
Flow Information and Present Value in Accounting Measurements. We believe the Board should
expeditiously amend Concepts Statement 7 to be consistent with any final standard.

Paragraph A2(f) should be reworded to indicate that the creditworthiness of the obligor is to be
considered in all cases. A liability to one is an asset to another, and the valuation process should be the
same. This is especially true for instruments such as derivatives that have two or more legs and can
fluctuate between being assets or liabilities. One could read the paragraph to say that when valuing an
asset, there is no need to consider creditworthiness. In addition, paragraph A20 could be read to say
that creditworthiness is only considered when valuing 2 liability. We do not believe that was the Board’s
intent when considering the Exposure Draft on the whole.

Some may find A3(d) to be confusing in the way it is worded and we would suggest substituting “not
adjusted for the effect of inflation” to describe nominal cash flows and “adjusted for the effect of
inflation” to describe real cash flows. In addition, we suggest considering whether paragraph A3 should
discuss whether cash flows are to be before or after tax, or simply note the need for consistency in the
selection of cash flows and discount rates.



Ms. Suzanne Q. Bielstein : Page 7
September 7, 2004

Some may confuse the term “duration” in paragraph A6 with length of time outstanding. If intending the
concept to be the weighted average of the present value of expected cash flows, perhaps footnote the
word with a definition, similar to other finance theory concepts presented in Appendix A.

While we believe that we understand the purpose for discussing the concept of certainty-equivalent cash
flows (paragraph A12, footnote 17 and subsequent paragraphs), we are concerned that some may find
the discussion confusing. In addition, the result of such an approach in a multi-period scenario is
sometimes counterintuitive, For example, while cash flows from a growing business may be increasing
over time, in some scenarios the certainty-equivalent cash flows may appear to be decreasing due to the
mechanics of the mathematics. In addition, to calculate the certainty-equivalent cash flows with any
precision, one needs information to calculate the inputs, including the possible cash flows, the probability
distribution of those cash flows, and the risk-adjusted discount rate. In many cases, some of this
information cannot be objectively determined. Since a present value calculation can be performed using
expected cash flows and risk-adjusted rates, many would not go through the mechanics to use
certainty-equivalent cash flows unless faced with valuing a complex financial instrument or contract.

Similar to the comment above, paragraphs A17 and Al8, while interesting as illustrations, do not
provide any substantive guidance on determining the risk premium or the appropriate rate under the
discount rate adjustment technique.

In paragraphs A21 and A22, additional guidance would be helpful in identifying “such assets.” It would
seem that the basic delineation is transferability, but the examples are also divided between financial
instruments in A21 and non-financial instruments in A22. Are there additional characteristics that could
be discussed? Should additional guidance be provided? A discussion of how the concepts might be
applied to contingent liabilities would also be helpful.

In FASB Interpretation No. 46(R), Consolidation of Variable Interest Entities, Appendix A has
been interpreted by some to imply the use of the risk-fiee rate is required when calculating expected
gains and losses through the application of a Concepts Statement 7 approach. We believe it would be
helpful to directly amend Interpretation 46(R) to clarify the need to consider the risk adjustments
discussed in Appendix A of the Exposure Draft.

We believe that Statement 146 is often interpreted as allowing a default to a risk-free rate. The
Exposure Draft would remove footnote 13 in Statement 146, which is often invoked in defaulting to the
risk-free rate. While this should serve to increase consistency, the guidance in paragraph C41 should be
brought forward to the body of the standard or Appendix A to more clearly indicate the Board’s intent
as to when, if ever, a default to a risk-free rate is appropriate.

Issue 3 - Active Markets
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This proposed Statement would clarify that valuation technigues used to estimate fair value
should emphasize market inputs, including those derived from active markets. In this proposed
Statement, active markets are those in which quoted prices are readily and regularly available;
readily available means that pricing information is currently accessible and regularly available
means that transactions eccur with sufficient frequency to provide pricing information on an
ongoing basis. Is that guidance sufficient? If not, what additional guidance is needed?

Consistency in the application of the valuation methods will in part depend on the consistency with
which the term “active market” is interpreted. Paragraphs 10 and 11 of the Exposure Draft do not seem
to provide any additional insight into the issuc of thinly-traded financial instruments or other assets. For
example, what if a small number of shares from a small public float trade every two weeks? That would
seem to be a regular, current transaction, but certainly not as active or as recent as a security on the
New York Stock Exchange, which is given as an example. When considering that example along with
the guidance that could be inferred from B18(d), one might conclude that thinly-traded securities would
not be within Level 1. While providing a bright line is not the Board’s intent, it would seem likely that
there would continue to be diversity in this area unless more guidance is provided, perhaps in the form
of additional, robust examples.

We note that the definition of an active market closely tracks that provided in International Accounting
Standard No. 39, Financial Instruments: Recognition and Measurement. However, paragraph 8 of
Intenational Accounting Standard No. 38, Infangible Assets, also includes a definition of an active
market. That definition includes the following characteristics: the items traded in the market are
homogeneous; willing buyers and sellers can normally be found at any time; and pnices are available to
the public. Perhaps those characteristics would provide additional items for consideration by the Board
n defining an active market.

In addition, access to information would likely vary on a company-by-company basis. Does accessible
mean at any cost, or that it is available in the public domain? Would a small, private company be
expected to have or obtain access to the same information as a large, multinational corporation? For
example, paragraph 11 appears to be organized in a hierarchy, but is not explicitly referenced as such.
The description would lead one to believe that a principal-to-principal market is not an active market as
the data is not available. Would a principal that transacts in a market regularly be expected to use that
price as a Level 1 estimate, with a counterparty without access to that data (or that does not regularly
participate in that market) presumably falling back to a Level 3 estimate?

Issue 4 - Valuation Premise

This propased Statement would provide general guidance for selecting the valuation premise
that should be used for estimates of fair value. Appendix B illustrates the application of that
guidance (Example 3). Is that guidance sufficient? If not, what additional guidance is needed?
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We believe the valuation premise discussion requires reconsideration. While the Exposure Draft
adequately describes the concept of the valuation premise, it provides relatively little guidance on how to
select from between the premises presented. Stating that the entity should consider the assumptions a
marketplace participant would use is not particularly helpful as different marketplace participants may
have different motivations when looking at the same asset. For example, some may look at an asset for
its future use, and others for its breakup value.

We believe the Exposure Draft should be reconciled to the concept of “highest and best use.” To the
extent an entity is aware of the “highest and best use” of an asset, it has been required to use those
marketplace assumptions in the application of Statements 142, 143, and 144. However, the Exposure
Draft would delete from those standards the appendices with that guidance. The application of a
“highest and best use” standard would seem to remove some elements of intent from the valuation
process, similar to what the Board is trying to achieve in block discounts. At a minimum, the Board
should address the reasons for allowing a choice of valuation premises when the simple principle of
“highest and best use” might both result n increased consistency in application — a specific goal of the
Exposure Draft — and be more consistent with the definition of fair value that has been adopted m widely
accepted valuation principles.

Another altemnative the Board could consider is to mandate the use of the in-exchange valuation
premise. This further removes the element of intent from the measurement. Existing standards would
need to be evaluated to determine if additional amendments were necessary to maintain the accounting
desired by the Board in those standards (for example, Statement 144 would need to be modified in a
manner similar to the guidance in International Accounting Standard No. 36, Impairments of Assets).
However, that approach would also be consistent with International Financial Reporting Standards that
imply that value-in-use is not fair value, which would only come from an in-exchange premise.

Issue 5 - Fair Value Hierarchy

This proposed Statement would establish a hierarchy for selecting the inputs that should be used
in valuation techniques used 1o estimate fair value. Those inputs differ depending on whether
assets and liabilities are identical, similar, or otherwise comparable. Appendix B provides
general guidance for making those assessments (Example 4). Is that guidance sufficient? If not,
what additional guidance is needed?

The proposed hierarchy is similar to that which currently exists. We have questioned the necessity of the
hierarchal structure in our comments above. However, if retained, we are not immediately aware of an
instrument that would fall in Level 2 (except pethaps a restricted security, as discussed below). As such,
we do not believe the guidance in Example 4 (paragraph BS) is particularly helpful. However, with
regard to determining that two iterns are identical, the example focuses entirely on financial instruments.
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We believe criteria should be provided for non-financial assets as well, including consideration of grade,
obsolescence, and location.

A primary concern we have with the hierarchy is its interaction with the market, income, and cost
valuation techniques. We read the draft to require the application of each technique, even in a Level 1
estimate. Paragraph 7 states the three methods “shall” be considered. We are not sure whether this
means “apply the technique and consider the result” or “consider applying the technique.” While
footnote 6 appears to focus on the market approach for Level 1, it does not provide a rationale to
eliminate the application of the income and cost techniques in that it simply says they “may not provide
significant additional information.” Paragraph C58 provides some additional insight, from which could be
inferred that an entity could stop at the market technique in Level 1, but this is still not explicitly stated.

We believe the market technique should be sufficient on its own in a Level 1 valuation, especially for
financial instruments. Concepts Statement 7 essentially recognized this by stating in paragraph 17, “If a
price for an asset or liability or an essentially similar asset or liability can be observed in the marketplace,
there is no need to use present value measurements. The marketplace assessment of present value is
already embodied in such prices.” In general, we believe that for each level, if a method provides
persuasive evidence of fair value, the application of the other methods should not be required.

Issue 6 - Level I Reference Market

In this proposed Statement, the Level 1 reference market is the active market to which an entity
has immediate access or, if the entity has immediate access to multiple active markets, the most
advantageous market. Appendix B provides general guidance for selecting the appropriate
reference market (Example 5). Is that guidance sufficient? if not, what additional guidance is
needed?

We believe that additional situations may emerge that are not addressed in the guidance as drafted. For
example, in Example 5 (paragraph B9(a)), we assume a company with a portfolio that had never
accessed Market C would use prices from Market A or B for individual items as appropriate.
However, if the company had several portfolios as described, what would happen the first time the
entity accessed Market C to sell one of the portfolios? Would the valuation of the remaining portfolios
move immediately to the Market C price at the next reporting date? Also, why is the demonstrated
ability to have accessed a market a necessary consideration?

As another example, we read Example 5 to indicate that an investment bank, with access to both retail
and wholesale markets, would consider the market that provided the best price (considering costs to
transact) in selecting the most advantageous market. However, should the bank consider its previous
operating methods in making the selection, or is it sufficient that they have merely accessed each market
in the past to require consideration of both?
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Further with regard to Example 5 (paragraph B9(b)), we note an interesting result could occur. Assume
the following hypothetical scenario:

Company A Company B
Market | Market 2 Market 1 Market 2
Market price $17 $15 $17 $15
Cost to transact 35 $4 36 $2
Net $12 31 il 313
Result Company A selects Market 1 and records | Company B selects Market 2 and records
asset at §17 asset at $15

While Company A will record a higher asset value for the exact same asset as Company B, Company B
would actually realize higher net proceeds from a sale. Assume in a slight modification of the above that
Company A’s selling costs were $5 in Market 1 but $3 in Market 2, producing net proceeds of $12 in
each market. Presumably Company A could select period-to-period which market price to use in
valuing the asset. While we are not sure how often unusual situations like these would oceur, it does
place additional pressure on our broad comment as to what fair value information is expected to
communicate to the users of the financial statements with regard to future expected cash flows.

We believe that “costs to transact” would include transportation costs for commodities as well as other
cornmissions or fees to access the market. We suggest that the Board clarify the components of “costs
to transact,” particularly given differences that may exist between transactions involving financial
instruments and those involving non-financial assets or liabilities.

Issue 7 - Pricing in Active Dealer Markets

This proposed Statement would require that the fair value of financial instruments traded in
active dealer markets where bid and asked prices are more readily and regularly available than
closing prices be estimated using bid prices for long positions (assets) and asked prices for short
positions (liabilities), except as otherwise specified for offsetting positions. Do you agree? If not,
what alternative approaches should the Board consider?

We agree that the application of the bid price for long positions and ask price for short positions is
appropriate, and that the application of mid-market to matched positions is appropriate. However, we
have questions as to the implementation of the concepts.

The Exposure Draft is clear that the bid-ask spread is incorporated in a Level | valuation. We believe
the standard should explicitly extend that application through the hierarchy to include Level 2 and Level
3 estimates, as the goal of a fir value measure is the same in all cases. There should not be a different
value because you are operating within a different level. Paragraph 23(c) may be tntended to accomplish
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that, but that guidance could be read as if it only applied where the bid-ask spread was relatively wide.
Paragraph C52 seems to be addressing this issue, but we again do not understand exactly what it means
to “consider” other methods within the bid-asked spread.

The Exposure Draft clearly allows using the same valuation approach for offsetting long and short
positions in a Level 1 valuation process. We believe that offsetting should generally be considered
throughout the hierarchy, including Level 2 and Level 3 estimates. Additional guidance in addressing the
level of aggregation for a particular market risk across hierarchy levels also would be beneficial. We
believe such aggregation is appropriate in some cases. In addition, we question whether footnote 8 s
clear as to whether the guidance that addresses offsetting for purposes of balance sheet presentation
affects when the same valuation technique can be applied. We believe the Board should clarify its
application within the standard, explicitly incorporating the desired guidance from IAS 39 for valuation
purposes and stating that other guidance addresses balance sheet presentation.

We believe adding some examples in Appendix B of the application of the bid-ask spread would be
helpful. Examples could provide insight to the level of aggregation for net positions and the application of
the bid-ask spread in a less active market. Examples related to non-financial assets and liabilities would
also be welcomed.

Issue 8 - Measurement of Blocks

For unrestricted securities with quoted prices in active markets, many FASB pronouncements
(including FASB Statement No. 107, Disclosures about Fair Value of Financial Instruments)
require that fair value be estimated as the product of a quoted price for an individual trading
unit times the quantity held. In all cases, the unit of account is the individual trading unit. For
large positions of such securities (blocks) held by broker-dealers and certain investment
companies, the AICPA Audit and Accounting Guides for those industries (the Guides) permit fair
value to be estimated using blockage factors (adjustments to quoted prices) in limited
circumstances. In those cases, the unit of account is a block.

The Board initially decided to address that inconsistency in this proposed Statement as it relates
to broker-dealers and investment companies. The Board agreed that the threshold issue is one of
determining the appropriate unit of account. However, the Board disagreed on whether the
appropriate unit of account is the individual trading unit (requiring the use of quoted prices) or
a block (permitting the use of blockage factors). The majority of the Board believes that the
appropriate unit of account is a block. However, the Board was unable to define that unit or
otherwise establish a threshold criterion for determining when a block exists as a basis for using
a blockage factor. The Board subsequently decided that for measurement of blocks held by
broker-dealers and certain investment companies, current practice as permitted under the
Guides should remain unchanged until such time as the Board fully considers those issues.

For those measurements, do you agree with the Board's decision? If applicable, what
approaches should the Board consider for defining a block? What, if any, additional guidance is
needed for measuring a block?
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We recognize the phenomenon of a block discount (premium) exists in reality, and note that the
conclusion to preclude the use of a block discount at this time removes mtent from the valuation
process, increasing absolute comparability among companies. However, we also note that the
AICPA’s Accounting Standards Executive Committee (ACSEC), the FASB’s Valuation Resource
Group, and several Board members favor the consideration of block discounts. We note that through
the efforts of AcSEC, preliminary research was conducted to identify factors indicating the presence of
a block discount and to quantify the range of discounts observed in the market. Given the diversity in
views on the issue, and notwithstanding concerns over balancing relevance and reliability, we urge the
Board to consider this issue in the context of what information a fair value measurement should
communicate to, and how that information would be used by, investors and creditors. For example, if
fair value measurements are intended to communicate the amount that could be realized in the near term
for an entity’s assets, a block discount would be appropriate whenever the quantity held exceeded the
amount exchanged in a reference market over the near term. We believe all industry groups should
apply the ultimate conclusion, without exception.

We note that generally accepted valuation practices would require the valuation expert to consider all
aspects of the relevant characteristics in valuing a block of securities, including a market liquidity
discount. Thus, the guidance precluding the consideration of blockage factors creates an internal
inconsistency with the guidance in paragraph 1 that should be resolved.

If a final statement precludes the use of a blockage factor, we would encourage enhanced disclosures
where a large block exists to provide information to the users of the financial statements of the potential
impact on cash flows of selling the securities in a block.

Issue 9 - Level 3 Estimates

This proposed Statement would require that in the absence of quoted prices for identical or
similar assets or liabilities in active markets, fair value be estimated using multiple valuation
techniques consistent with the market approach, income approach, and cost approach whenever
the information necessary 1o apply those techniques is available without undue cost and effort
(Level 3 estimates). Appendix B provides general guidance for applying multiple valuation
techniques (Examples 68}. Is that guidance sufficient? If not, what additional guidance is
needed?

Paragraph 21 essentially states that in Level 3, each valuation technique must be considered unless
subject to cost constraints. Again, we do not believe that cost constraints should be the only factor
considered. In general, we believe that for each level, if one method provides persuasive evidence of fair
value, the application of the other methods should not be required. We also believe where multiple
methods are to be used, those results should be reconciled or appropriately weighted in determining the
final measurement of fair value.



Ms. Suzanne Q. Bielstein Page 14
September 7, 2004

With regard to selecting among multiple valuation techniques, we believe Examples 6, 7, and 8 could be
made more relevant by adding an example(s) showing the selection of a value from among two or more
methods found acceptable by the valuation expert. Example 6 conveniently selects the amount in the
midpoint of market approach, which also happens to be the midpoint of the cost approach (which was
discarded). Examples 7 and 8 eliminate two methods so that only one is considered applicable. Several
more realistic examples where more that one valuation technique is found to be acceptable would be
helpful.

Issue 10 - Restricted Securities

This proposed Statement would require that the fair value of restricted securities be estimated
using the quoted price of an otherwise identical unrestricted security, adjusted for the effect of
the restriction. Appendix B provides general guidance for developing those estimates, which
incorporates the relevant guidance in SEC ASR No. 113, Statement Regarding “Restricted
Securities.” Is that guidance sufficient? If not, what additional guidance is needed?

We generally agree with the proposed guidance. However, we question whether a restricted security
would be a Level 2 or Level 3 estimate. We believe in many situations the discount for liquidity would
not be objectively determinable, leading to a Level 3 estimate.

‘While these valuations would be based on the facts and circumstances, we see similarities to the issues
associated with block discounts. Given the low likelihood of objectively determining the effect of
restrictions on the valuation, an entity will be forced to do some sort of modeled estimate. This would
not be all that different from what would be required for a block discount, yet in that case the Board
precludes the use of an estimate.

Issue Il - Fair Value Disclosures

This proposed Statement would require expanded disclosures about the use of fair value to
remeasure assets and liabilities recognized in the statement of financial position. Appendix B
illustrates those disclosures. This proposed Statement also would encourage disclosures about
other similar remeasurements that, like fair value, represent curremt amounts. The Board
concluded that those disclosures would improve the quality of information provided to users of
financial statements. Do you agree? If not, why not?

The disclosure requirements in paragraph 25(a) refer to “recurring” valuations, while paragraph 25(b)
refers to “periodic” valuations. What are the distinctions between the two concepts? Does the Board
believe that the guidance and the examples will be sufficient to determine which disclosures are
applicable? For example, we would have thought a long-lived asset would be included as “nonrecurring
(or periodic)” given that trading securities were the example for “recurring (or ongoing).” Yet long-lived
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assets held for sale are reflected as “recurring (or ongoing)” in the example disclosure in B22, despite
being marked to the lower of carrying value or fair value less cost to sell under Statement 144, which
might not result in a revaluation to fair value every penod.

For the disclosures required in paragraph 25(b), we believe the date of the fair value measurement
could be important information for disclosure, especially if that date was not as of the end of the
reporting period. We are concerned that a user will assume the value disclosed is fair value as of the end
of the period, which may not be the case.

Finally, as further discussed in Issue 13 below, we believe that disclosure of the changes in fair value
that occur from moving between the levels in the hierarchy should be disclosed.

Issue 12 - Effective Date

This proposed Statement would be effective for financial statements issued for fiscal years
beginning after June 15, 2005, and interim periods within those fiscal years. The Board believes
that the effective date provides sufficient time for entities to make the changes necessary to
implement this proposed Statement. Do you agree? If not, please explain the fypes of changes
that would be required and indicate the additional time that would be needed to make those
changes.

We agree with the proposed effective date, but would encourage the Board to consider the comments
of the preparer community in this area.

Issue 13 - Other Issues

This proposed Statement represents the completion of the initial phase of this project. In
subsequent phases, the Board expects to address other issues, including issues relating to the
relevance and reliability of fair value measurements and the unit of account that should be used
for those measurements. What, if any, other issues should the Board address? How should the
Board prioritize those issues?

One area of fair value measurement in need of additional guidance is the interaction of EITF Issue 02-3,
“Issues Involved in Accounting for Derivative Contracts Held for Trading Purposes and Contracts
Involved in Energy Trading and Risk Management Activitics,” with the valuation of a derivative (or other
financial instrument) that either does or does not result in dealer profit on “day one,” and related issues
in moving to “day two” if dealer profit is not recognized on day one. We recognize this will be a key
issue in the revenue recognition project. However, we encourage the Board to open a dialogue on the
issue in conjunction with this project, as we believe there is the potential for a significant diversity in
practice to emerge in the interim.
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At a minimum, we believe some guidance should be provided as to how and when to move within the
levels of the hierarchy. Does the first move from Level 1 with a quoted market price on day one (that is,
the actual execution price) literally occur on day two? If that movement produces a “jolt” in the fair
value of the instrument, is it appropriately recognized at that time and should it be disclosed? There may
also be follow-on issues that have not yet been identified. For example, for the end user of a denivative
in a hedging relationship, what would that “jol” mean with regards to effectiveness testing under
Statement 133? We encourage the Board to provide its insight and intent in these areas.

In addition, as a result of recent comments made this spring by the staff of the Public Company
Accounting Oversight Board regarding the auditing of fair value measures,” we encourage the Board to
engage the PCAOB in an active dialogue swrrounding the issues related to fair value and the balancing of
relevance and reliability. The expectation gap between what an audit actually is and what some financial
statement users believe it is may only be widened by the inclusion of more fair value measurements in the
financial statements, especially Level 2 or Level 3 estimates. This would be another element in the
paradigm shift that investors would face in a fair value world, and might require a coordinated
educational effort led by the FASB, the PCAOB, the SEC, and the accounting profession.

Issue 14 - Public Roundtable Meeting

The Board plans to hold a public roundtable meeting with respondents to the Exposure Draft on
September 21, 2004, at the FASB offices in Norwalk. Please indicate whether you are interested
in participating in the meeting. If so, comments should be submitted before that meeting.

We would like to participate in the public roundtable meeting. Given the diversity of topics likely to be
on the agenda, we would encourage the Board to allow constituents with the relevant expertise to have
two representatives at the table. Another alternative would be to rotate participants & the table as
necessary for appropriate coverage of the selected discussion topics. This would maximize the value to
the Board by allowing participants to bring experts in both financial instruments and non-financtal assets
and liabilities.

CONCLUSION

We support the Board’s efforts to provide centralized guidance for the application of fair value
measurements. While the Exposure Draft is an improvement over the existing literature, there are
items that would benefit from further discussion, guidance, and illustration. We caution the Board
to be judicious in its use of fair value in the future until such time as a reconsideration of the
conceptual underpinnings is completed.

? Comments by Douglas Carmichael, PCAOB Chief Auditor, at Baruch College in April 2004.
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* * * * *

We would be pleased to discuss our comments with the Board members or the FASB staff at your
convenience.

Very truly yours,

kLP




