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liabilities. The final Statement should clarify how to determine appropriate 
level(s) of aggregation or disaggregation when measuring fair value. 

4. The Exposure Draft should definitively articulate the applicability of the 
guidance on bid/ask spread measurements to each level in the fair value 
hierarchy. 

5. Many companies do not consider their own �c�r�~�d�i�t� standing in the estimate of 
fair value for their liabilities. Although we agree that this provision has 
substantial conceptual merit, we believe that the Board should widely solicit 
users to ensure this potential change to practice provides users of financial 
statements with useful information. 

The basis for our views and our recommendations are explained in greater detail below. 
In addition, Appendix A includes other comments that would improve the final 
Statement. We have cross-referenced our comments to the questions posed in the 
Exposure Draft in Appendix B. 

Fair Value Hierarchy 

• Our experience indicates that readers have reached inconsistent opinions on the 
classification within the hierarchy for similar financial instruments. For example, 
some constituents believe that plain-vanilla over-the-counter derivatives (e.g., most 
interest rate swaps) are Level 1 items because they "trade" in a market that is 
extremely deep, transparent and liquid. Others conclude that the market consists of 
non-homogenous instruments because counterparties differ, and the Exposure Draft 
requires Level 3 classification for non-identical items. While we support the latter 
view, the Exposure Draft should clearly spell out the Board's conclusion. 

• A final standard should clarify the interaction between the different types of markets 
in paragraph 11 and the three levels in the fair value hierarchy. For example, Levell 
estimates for fair value measurements require quoted prices for identical assets or 
liabilities in active reference markets. Are we correct in our understanding that only 
exchange and dealer markets (paragraphs 11 a and 11 b) provide quoted prices for 
"multiple identical exchange units"? 

• The Exposure Draft does not give any examples of Level 2 estimates in either the 
main body or the appendices. We were unable to come up with more than a few 
examples ourselves. In addition, Level 3 appears to encompass a very broad set of 
estimates that could be further segregated. The Exposure Draft would be easier to 
understand and apply if it was revised to: 

o Eliminate Level 2 and split Level 3 into two categories: (I) estimates based 
solely or primarily on market inputs with only a trivial effect, if any, from 
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entity-specific inputs, and (2) those estimates derived from a significant 
amount of entity-specific inputs (paragraph 24). 1 

o Indicate that one valuation method for Level 3 estimates generally would 
suffice for financial instruments. The cash flow approach normally would be 
used except in those instances where the market approach (currently described 
in Level 2) is appropriate. 

Transaction Price and the Hierarchy as Illustrated by the Interaction between Issue 
02-3 and the Exposure Draft 

Paragraph 5 of the Exposure Draft states the following: 

The objective of a fair value measurement is to estimate an exchange price for the 
asset or liability being measured in the absence of an actual transaction for that 
asset or liability. 

The Exposure Draft should address the accounting when the transaction price and an 
estimate of fair value differ - on day 1 (initial recognition) and on day 2 (subsequent 
remeasurements). As discussed below, the practice problem is most conspicuous when 
accounting for a derivative within the scope of Issue 02-3. However, this dilemma also 
appears when valuing other assets and liabilities. 

Among the topics it discusses, Issue 02-3 deals with situations that the Exposure Draft 
addresses in paragraph 24 at inception of a derivative. The consensus in Issue 02-3 
includes a FASB staff belief that in the absence of (a) quoted market prices in an active 
market, (b) observable prices of other current market transactions, or (c) other observable 
data supporting a valuation technique, the transaction price represents the best 
information available with which to estimate fair value at inception of the arrangement 
(the "Staff's Conclusion"). 

The Exposure Draft obliquely addresses the Staff's Conclusion. We have the following 
comments: 

• The standard section of the Exposure Draft does not appear to contain guidance 
similar to Issue 02-3 for Level 3 estimates. The Staff's Conclusion is based on a 
notion that a transaction price "trumps" paragraph 24 type estimates because the 
transaction price provides more transparent evidence of value. Is the Board 
rejecting the basis for the Staff s Conclusion by not addressing the issue directly? 

1 The new Level 3 ties well into the column captioned "Valuation Models - Significant Entity Inputs" in the 
table in paragraph B22. 
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The Exposure Draft appears to be unfinished unless the Staff s Conclusion is 
explicitly accepted or rejected by the Board.2 

• The basis for conclusion (paragraph C23) indicates that the Board decided not to 
address issues relating to Issue 02-3. We are uncertain as to the implications of 
this paragraph. The standards section of the Exposure Draft does not contain a 
similar statement nor does the Exposure Draft contain a scope exception that this 
proposed Level A GAAP Standard does not apply to instruments that would be 
accounted for under Issue 02-3. 

• Issue 02-3 deals only with Day 1 gain/loss issues rather than subsequent 
remeasurement (Day 2 issues). It would appear that application of paragraph 24 
of the Exposure Draft on Day 2 (i.e., the first remeasurement after initial 
recognition) would capture any postponed Day 1 gain/loss. If this is a correct 
reading, the Exposure Draft appears, as a practical consequence, to be at odds 
with current practice. 

In its discussion of Issue 02-3, the Task Force generally agreed that additional guidance 
from the Board is needed with respect to measuring fair value in the absence of quoted 
market prices or current market transactions with similar terms and counterparties. As 
we observed above, the Exposure Draft appears to be unfinished because of its oblique 
treatment of the issue. 

We understand that the Board may not want to reconcile Issue 02-3 and Level 3 
measurements at this time because resolution involves revenue recognition, the focus of a 
separate FASB project. Because derivative dealers apply fair value to a substantial 
portion of their assets and base a substantial portion of their revenue on the outcome of 
these measurements, it is difficult for us conceptually to separate the two issues. We 
recognize the "chicken and egg" paradox (i.e., the order in which the two issues should 
be resolved) yet the Exposure Draft appears to be a place-holder awaiting subsequent 
resolution ofthe revenue recognition issue. Is the Board comfortable with this iterative 
approach to establishing a fair value measurement standard? We prefer a simultaneous 
resolution for entities that carry a significant portion of their assets at, and recognize a 
substantial portion of their revenues on, fair value measurements of their assets. 

At a minimum, the Board should describe clearly how preparers should apply the 
Exposure Draft to transactions contemplated by Issue 02-3 in the Standards Section of the 
document, perhaps via a scope exclusion if that is the Board's intent'? 

2 We note that the last sentence of paragraph B3 (implementation guidance) seems to 
echo the Staff s Conclusion by stating: ''The price, determined in an exchange between 
unrelated willing parties ... would represent fair value." However, the sentence concludes 
a paragraph that addresses fair value versus investment value and does not appear to have 
relevance to paragraph 24 estimates of a derivative's fair value. 
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Unit of Account 

• The term "net open position" in paragraph 20 should be defined in order to clarify 
whether broker-dealers can value derivative positions in a manner similar to how they 
manage the risks of their derivatives.3 For example, a derivative dealer may bifurcate 
a swap that combines foreign currency and credit risks into two risk components, and 
then (1) include the bifurcated foreign currency component with other foreign 
currency positions (same underlying) to reach a net foreign currency risk position and 
(2) include the bifurcated credit components with other credit indexed positions 
(same underlying) to reach a net credit risk position. 

• The Exposure Draft should clarify how to determine appropriate Jevel(s) of 
aggregation or disaggregation when measuring fair value. Some entities might select 
the "Unit of Account" that is most advantageous to its financial position and its 
results of operations. For example, a mortgage banker can arrive at a different fair 
value when it measures a portfolio of mortgage loans (1) on a whole loan basis or (2) 
on a portfolio basis under the presumption that it has the ability and intent to 
securitize the loans within the portfolio. The Exposure Draft should give guidance 
for situations in which the unit of account is not specified by other pronouncements 
and for which the Board is aware of diversity in practice (e.g., the example cited 
above). We recommend that the issue be addressed by including a principle to 
determine the unit of account accompanied by indicators. The Board should carefully 
deliberate this significant issue and understand its ramifications for various industries 
and transactions (e.g., mortgage banking, security dealers, intangible assets acquired 
in business combinations, etc.). 

• It would be helpful for the final standard to summarize or cross reference to guidance 
on the unit of account contained in existing Standards. 

3 Many broker dealers have interpreted guidance in the AICPA Audit and Accounting Guide, Brokers and 
Dealers in Securities (the Guide) to indicate that they can look to The Group of Thirty Report, Derivatives 
Practices and Principles (the Report), to value derivatives in this manner. Paragraph 7,42 of the Guide 
reads, in part, "Dealer bid and offer quotes are generally available for basic interest rate swaps involving 
counterparties whose securities are investment grade. (The Group of Thirty Report, Derivatives Practices 
and Principles, contains several recommendations regarding dealer pricing, including that derivatives 
portfolios be valued based on mid-market levels less specific adjustments)." Page 43 of the Report states 
the following, in part: "When managing risk, a dealer first must determine properly the net position of the 
portfolio. Dealers look beyond particular contracts and focus instead on identifying the fundamental risks 
they contain so the overall portfolio can be decomposed into underlying risk factors that can be quantified 
and managed ... Once a portfolio has been decomposed into its component parts, the various risks can be 
aggregated and managed on a net basis." 



--

Page 6 
September 7, 2004 
File Reference No. -1201-100 

Bid/Ask Spread Measurements 

We understand the Boards' objective for providing bid/ask pricing guidance (which 
represents a significant change from current GAAP for certain entities) is an attempt to 
eliminate diversity in practice. However, we believe a final Statement should address the 
following issues: 

• Where does paragraph 17 fit into the fair value hierarchy, given its location under the 
Level 1 subheading? If this paragraph is intended only to be applied in Level 1 
estimates, the only likely application, in terms of using mid-market prices for the 
matched portion of offsetting positions, involves exchange-traded securities. We 
understand that a similar technique is used to measure fair value (and record dealer 
profit) on matched risk positions arising from derivative and related transactions 
which (in our view) may fall under a Level 3 estimate. 

• If paragraph 17 applies to derivative contracts, can individual derivatives be separated 
into different risk components and risk positions? See comments above under "Unit 
of Account." 

• If paragraph 17 applies to derivative contracts, can option-type embedded derivatives 
that are required to be accounted for separately under FASB Statement No. 133, 
Accounting for Derivative Instruments and Hedging Activities, be valued initially at 
bid or ask as appropriate and subsequently valued at mid-market if the position is 
matched?4 

• As previously mentioned, we do not believe that there is a commonly understood 
definition of matched positions or net open positions. The final standard should 
include definitions of these terms. 

Consideration of an Entity's Credit Standing in the Valuation of its Liabilities 

Footnote 4 to Paragraph 5 indicates that an entity should consider its credit standing when 
estimating the fair value of a liability. Although we understand the Board's rationale and 
agree that it has substantial conceptual merit, we wonder whether a wide range of 
financial statement users would find this measurement and its potential income statement 
effect useful. The Board should take additional measures to make sure that users are 
aware of the proposal and that there is a consensus that it provides useful information. 

Since the Exposure Draft's approach will result in a substantial change in practice (e.g., 
derivative liabilities carried at fair value) for certain industries the Board's 

4 This also involves the application of DIG Issue B-6. Many broker-dealers believe that the SEC staff s 
interpretation of DIG B-6 (see comments by John James at the 2003 AlCPA Conference on Current SEC 
Developments) is at odds with this issue and their routine application offair value. 
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recommendation should be given more prominence and a final Statement should 
incorporate the following: 

• Examples of the types of liabilities that are covered by the guidance (i.e., derivatives, 
certain trading liabilities under the broker-dealer audit guide, derivative-like securities 
that are accounted for under FASB Statement No. 150, Accountingfor Certain 
Financial Instruments with Characteristics of both Liabilities and Equity, asset 
retirement obligations, liabilities acquired in a business combination, etc.). 

• The income statement effect of this change. 

• The role of collateral and priority in the measurement (the discussion in paragraph 
A24 does not sufficiently explain that role). 

• If an instrument, such as a derivative, swings between an asset position and a liability 
position, should different credit-adjusted interest rates be used to estimate its fair 
value depending on the position? The FASB should explore the system requirements 
needed to implement a "dual discount-rate" model that depends on whether a 
forward-like contract is an asset or liability position. 

• Alternatively, should derivatives be bifurcated and the receive leg be discounted at 
the counterparty's credit adjusted interest rate and the pay leg be discounted at a rate 
that incorporates the entity's eredit standing? 

• Whether incorporating an entity's credit standing in the fair value of its hedging 
instruments that may be liabilities (e.g., swaps and forwards) could potentially cause 
a fair value hedge to be ineffective. 

***** 

We appreciate the opportunity to comment on the Exposure Draft. Should you have any 
questions regarding our response, please contact Jim Johnson at (203) 761-3709 or Bob 
Uhl at (203) 761-3705. 

Yours truly, 

Deloitte & Touche, LLP 
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• It is our understanding that there are no written "generally accepted valuation 
practices." Is the Board referring to market conventions for valuation? 

Paragraph 2 

• Footnote 1 to paragraph 2 states: "However, it also could be applied to an entity's 
own equity investments." We believe the Board should be definitive on whether the 
guidance would apply when an entity is required to estimate the fair value of its own 
equity instruments. We suggest the following revision: "However, it also should be 
applied when an entity is required to estimate the fair value its own equity 
instruments." 

• Paragraph 2a - We believe that a consistent model, which would require share-based 
payment transactions that are required to be measured at fair value to be measured 
using the final version of this standard, is best. Thus, we agree with the Board's 
conclusion in paragraph C 14 that upon issuance of a final Statement on share-based 
payments that the scope exclusion should be removed. 

ParagraphS 

• Paragraph 5 defines willing parties as "marketplace participants representing 
unrelated buyers that are (1) knowledgeable, having a common level of understanding 
about factors relative to the asset or liability and the transaction ... " If one party has 
access to information relating to a transaction that another does not, should the entity 
assume the counterparty's level of knowledge or its own level of knowledge in 
estimating fair value? 

Paragraph 12b and 12c 

• Some of the examples enumerated in these two paragraphs are available market 
inputs only in limited circumstances. For example, assume that the average historical 
prime auto loan loss is three percent and this information is published and readily 
available to market participants. Company A has stringent credit requirements and is 
especially diligent in making collections on its auto loan portfolio such that its 
historical auto loan loss is one percent. In measuring the fair value of its auto loan 
portfolio should Company A always use market inputs over entity specific inputs 
unless market inputs are not available without undue cost and effort? Should 
Company A incorporate an input based on losses at one percent or three percent? 
Some might say that the three percent loss rate is not a market input in valuing 
Company A's portfolio as it would not be information a marketplace participant 
would use in valuing the portfolio. Others believe the three percent loss rate is a 
market input. It would be helpful if the final Statement would clarify when a market 
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input would be considered an appropriate input in the estimation of fair value of 
similar but not exactly the same instruments. 

Paragraph 13 

• Should there be another valuation premise for assets that are not expected to be used 
or exchanged? Consider the following example: Company X acquires a trade name 
as part of its acquisition of Company Y. Company X will discontinue sales of 
Company Y's product under the trade name and will not use the trade name in any 
other way. Under paragraph 13 of the Exposure Draft, Company X should estimate 
the fair value of the trade name using an in-exchange valuation premise because an 
in-use premise is not appropriate. If Company X uses an in-exchange premise and 
values the trade name at the value that other marketplace participants would place on 
it, it would have a high value (Value A). However, if Company X estimates the fair 
value assuming that the trade name will not be used by the acquirer, it likely would be 
valued at a lesser amount (Value B). In this scenario, the difference between the 
purchase price paid and Value B likely will end up in goodwill and might be 
recoverable due to the increased market share gained in the acquisition. We 
understand that current practice is to consider the Company's intent in valuing 
intangible assets. We believe this is an issue that the Board should address in a final 
Statement. 

• Paragraphs 13, 16, B6 and C26 - Paragraph 16 does not permit a price to be adjusted 
for transaction costs and states that those costs shall be accounted for in accordance 
with the provisions of other applicable pronouncements, generally in the period 
incurred. However, Example 3 in Appendix B indicates that "installation" costs 
incurred on non-financial assets under "in-use" or "going-concern" valuation premise 
should be included in the determination of their fair values, which would permit 
capitalization of these costs. Are "installation" costs different than transaction costs? 
Are delivery costs or commissions included in transaction costs? Pcrhaps the Board 
should define transaction costs. 

Paragraph 15 

• In the context ofFASB Statement Nos. 141, Business Combinations (FASB 141), and 
142, Goodwill and Other Intangible Assets (FASB 142), the SEC Staff has 
maintained that fair value should be equal to quoted price multiplied by the number of 
shares. In the past, the SEC Staff disagreed with practitioners who attempted to make 
adjustments to quoted prices or use other valuation methodologies when a company's 
equity shares were thinly traded5 in an exchange market (e.g., the NYSE). To some, 
this guidance in the Exposure Draft represents a change to the SEC Staff position 

5 Those arguments are similar to the guidance in paragraph) 0 of the Exposure Draft concerning "regularly 
available." 
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because the "inactive" market for the security precludes a Level 1 estimate; that is, 
adjustments to a thinly traded stock quote may be appropriate.6 It would be helpful if 
the Board directly indicates whether the proposed guidance is intended to change the 
SEC staff position. 

Paragraph 16 

• The market on which a security principaily trades usually is the most liquid and 
usually provides the best execution, such that most trades are transacted on that 
exchange. The Board should consider whether the requirement to use the most 
advantageous market might potentially distort the fair value of a security due to an 
unusual transaction that might have occurred in a market other than the market on 
which the security is principally traded (e.g., a small trade on a less liquid exchange). 
In addition, this requirement poses an operational challenge for investment companies 
that report daily net asset values to search all of the markets in which a security might 
trade in order to find the most advantageous market. 

Paragraph 18 

• Paragraph 18 indicates that, for Level 1 estimates, an entity should establish and 
consistently apply a policy for treating significant events that occur after the close of 
a market but before the end of the reporting period which causes the closing price to 
no longer represent fair value at the end of a reporting period. Should this guidance 
also be applicable to Level 2 and 3 estimates (i.e., establish and consistently apply a 
policy for treating after-closing significant events that affect market inputs into the 
estimation of fair value)? 

• Perhaps the Board should consider adding guidance to this paragraph to indicate that 
entities that report net asset values on a daily basis can use the domestic market price 
unless timely available information suggests that there has been a significant change 
in price that should be incorporated into the daily valuation. 

Paragraph 28 

• Because the change that requires an entity to consider its own credit standing in the 
valuation of its liabilities represents a prescribed change rather than a qualitative 
change which focuses on the reliability of the estimate, the Board should consider 
whether the cumulative effect of a change should be required for situations in which 
an entity must consider its own credit standing in the valuation of its liabilities. 

6 Challenges on this issue are not restricted to FASB 141 and FASB 142; they also occur in other situations 
in which the accounting is based on the fair value of stock (e.g., EITF Issue 98,5, "Accounting for 
Convertible Securities with Beneficial Conversion Features or Contingently Adjustable Conversion 
Ratios"). 
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• Footnote 12 is confusing and we do not understand its accounting implications. For 
example, does the footnote indicate that marketplace participants do not seek 
compensation for the risk inherent in a portfolio of junk bonds because that risk can 
be avoided through diversification? We recommend that this footnote be deleted. 

Paragraph AI7 

• Why would a valuer use Method I when it yields the same result as Method 2 but 
requires an extra step? Please state whether Method 1 is included to illustrate a 
concept rather than provide an alternative. If Method 1 is intended to be a viable 
alternative, the Exposure Draft should include more guidance on the method of 
calculating "certainty equivalent cash flows." 

Paragraphs B2 & B3 

• The last sentence of paragraph B3 indicates that in a business combination, a 
transaction price represents fair value. In an asset acquisition, paragraph 9 of FASB 
142 prohibits goodwill from being recognized and requires that the excess of the cost 
(transaction price) over the fair value of the individual assets be allocated to those 
assets based on their relative fair values. However, these paragraphs acknowledge the 
fact that this excess could be the result of synergies or other factors. This notion 
creates a contradiction with FASB 142 and leads the reader to believe that goodwill
like intangible assets may exist in asset acquisitions. The Board should address this 
contradiction, possibly in an example illustrating an asset acquisition. 

Paragraph B8 

• Footnote 20 to paragraph B8 refers practitioners to the "substantially the same" 
guidance in FASB Statement No. 140, Accounting for Transfers and Servicing of 
Financial Assets and Extinguishments of Liabilities (F ASB 140), concerning whether 
an agreement to repurchase or redeem transferred assets should be accounted for as a 
secured borrowing (that is, paragraphs 47, 48, 214, and 215 ofFASB 140, which 
incorporate the definition of "substantially the same" from AICPA Statement of 
Position 90-3, Definition of the Term Substantially the Same for Holders of Debt 
Instruments, as Used in Certain Audit Guides and a Statement of Position, without 
reconsideration) and to guidance in paragraph 21(a)(1) ofFASB 133 concerning 
similar assets or similar liabilities being aggregated and designated as a hedged 
portfolio in a fair value hedge. W c are unclear as to the purpose of this footnote in 
relation to determining whether an instrument that is being valued is identical, 
similar, or eomparable to an instrument with a market quote. 

4 
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Paragraphs BIO through B16 

• Valuation specialists reconcile the results of multiple valuation techniques, often by 
arriving at a valuation that is a combination of the teclmiques and gives weight to 
each of the techniques. In Examples 6 - 8 in Appendix B of the Exposure Draft, the 
valuer simply disregards one of the results in favor of another rather than reconciling 
the results of the different techniques. The Board should clarify whether and when a 
weighted-average of a combination of approaches is appropriate. 

• The techniques illustrated in paragraph B 14 produce a wide range of values. Faced 
with such a wide spread, valuation specialists consider whether any of the eash flows 
used in the income approach are attributable to the assets required to market the 
product (i.e., sales staff, facilities, etc.) rather than the product itself. In the Exposure 
Draft the Board should mention this important valuation concept, which often is 
referred to as a capital charge or return on other assets. 

• In paragraph B14, the valuer cannot rely on the indirect development costs while in 
paragraph B 16 the valuer can rely on these costs. The Board should clarify the reason 
for the difference between these two examples. 

Paragraph B18 

• Precluding the use of a constant percentage or an absolute dollar discount to market 
may be a significant change for some private equity and venture capital firms. The 
Board should give this change more prominence in the Exposure Draft. 

• Items (a) through (f) give practitioners an extensive list of factors that are 
inappropriate to use in the valuation of restricted securities. We recommend that the 
list also include factors that are appropriate to use. 

Paragraphs C29 - C38 

• We agree with the conclusion reached by the AICP A Accounting Standards 
Executive Committee Blockage Factor Task Force that discounts involving large 
blocks exist, and that the methods for determining when and how to measure them are 
largely subjective. We have the following comments related to block issues: 

o Although the Board has indicated that it will consider the difficult issues 
surrounding the valuation of blocks separately with other unit-of-account 
issues (presumably in a later phase of this project), as noted in the main body 
of our comment letter, we prefer that the unit-of-account issues be dealt with 
in the context of this Standard. 

o If the Board ultimately decides to move forward with a final Statement 
without addressing the unit of account issues, we support the Board's decision 
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to permit current practice for blocks held by investment companies and certain 
broker-dealers until such time as the Board fully considers those issues. 

o Since the Board decided to permit current practice, the Board should 
coordinate its efforts with the AICP A to eliminate the language in the AICP A 
Audit and Accounting Guide, Audits of Investment Companies, that prohibits 
entities that did not have an accounting policy allowing the use of blockage 
factors for fiscal years ending on or before May 31, 2000 from adopting such 
a policy. 

Paragraph C40 

• Paragraph C40 indicates that it was not the Board's intent in Concepts Statement No. 
7, Using Cash Flow Information in Present Value Measurements (Concepts 
Statement 7), to preclude an entity from adjusting the discount rate instead of 
expected cash flows to reflect risk in present value measurements. FIN 46(R), 
Consolidation of Variable Interest Entities, also bases the calculation of expected 
losses on the methodology in Concepts Statement 7. In order to avoid potential 
confusion, the Board should indicate whether it is appropriate to use a risk-adjusted 
rate (Le., a rate other than the risk free rate) in calculating expected losses under FIN 
46(R) using a Concepts Statement 7 methodology. Further, the Board should 
consider highlighting that the use of the Concepts Statement 7 methodology in this 
proposed Statement is for the purpose of estimating fair value which is different than 
the purpose of the Concepts Statement 7 methodology in FIN 46(R), which is to 
determine variability. 

***** 

6 



-

APPENDIXB 
Deloitte & Touche LLP 

FASB Exposure Draft, Fair Value Measurements 
Responses to Specific Issues upon which FASB Requested Comments 

Definition of Fair Value 
Issue 1: 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 to 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? (Specific aspects of the guidance provided by this 
proposed Statement are considered below.) 

As mentioned in our cover letter, the Board needs to improve the following areas to 
enable constituents to apply the fair value measurement objective on a consistent basis: 

1. The fair value hierarchy needs clarification in order to prevent readers from 
reaching inconsistent opinions on the classification of similar financial 
instruments. 

2. Although the Exposure Draft states that the objective of fair value measurement is 
to estimate a transaction price in the absence of an actual transaction, it does not 
deal with the dilemma that exists when a contemporaneous estimate of fair value 
differs from a current transaction price. The Exposure Draft should deal with this 
issue for purposes of initial recognition and subsequent accounting. Although the 
dilemma is not limited to derivatives, it is conspicuous in accounting for 
derivatives that are within the scope of EITF Issue No. 02-3, Issues Involved in 
Accountingfor Derivative Contracts Heldfor Trading Purposes and Contracts 
Involved in Energy Trading and Risk Management Activities (EITF 02-3). 

3. A more well-developed approach regarding the unit of account is important to the 
valuation of many assets and liabilities, especially derivative assets and liabilities. 
The final Statement should clarify how to determine appropriate level(s) of 
aggregation or disaggregation when measuring fair value. 

4. The Exposure Draft should definitively articulate the applicability of the guidance 
on bid/ask spread measurements to each level in the fair value hierarchy. 

In addition, the Board should give additional guidance on the definition of the term 
"knowledgeable." See our comment in Appendix A under "Paragraph 5." 

Valuation Techniques 
Issue 2: This proposed Statement would clarify and incorporate the guidance in 
FASB Concepts 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? Ifnot. what additional guidance is needed? 

1 
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The Board should consider field testing the proposed guidance with constituents. After 
conducting such field tests, the Board may be able to provide greater guidance through 
more real-life examples. In addition, the Board should indicate whether it intended to 
preclude the use of a risk-adjusted rate in the context of the expected cash flow 
calculations required by FIN 46(R) (see "Paragraph C40" in Appendix A). 

Active Markets 
Issue 3: This proposed Statement would clarify that valuation techniques 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 occur with sufficient 
frequency to provide pricing information on an ongoing basis. Is that guidance 
sufficient? If not, what additional guidance is needed? 

The Exposure Draft should provide additional guidance to clarify how the different 
markets interact with the three levels of estimates. See our comment in the cover letter 
under the heading ''The Fair Value Hierarchy." 

Valuation Premise 
Issue 4: This proposed 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? Ifnot, what 
additional guidance is needed? 

We believe the Board should address whether there should be a third valuation premise 
for assets that are not intended to be used or exchanged as explained through our example 
in Appendix A. In addition, the Board should provide a definition of transaction costs. 
See our comments in Appendix A under the heading "Paragraph 13." 

Fair Value Hierarchy 
Issue 5: This proposed Statement would establish a hierarchy for selecting the inputs that 
should be used in valuation techniques used to 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? 

As we have indicated in our comments in the cover letter under the heading "The Fair 
Value Hierarchy," our experience indicates that readers have reached inconsistent 
opinions on the classification within the hieratchy for sirnilat financial instruments (e.g., 
plain-vanilla derivatives). We believe further clarification is warranted. In addition, 
given the rare applicability of Level 2 and the broad range of assets and liabilities that fall 
into Level 3, we have recommended a reorganization of the hierarchy. 
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Levell Reference Market 
Issue 6: In this proposed Statement, the Levell 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? 

See our comment in Appendix A under the heading "Paragraph 16." 

Pricing in Active Dealer Markets 
Issue 7: 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? 

See our comments in the cover letter under the heading "Bid/Ask Spread Measurements." 

Measurement of Blocks 
Issue 8: 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 initiaily 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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See our comment in Appendix A under the heading "Paragraphs C29-C38." 

Level 3 Estimates 
Issue 9: 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 to apply those techniques is 
available without undue cost and effort (Level 3 estimates). Appendix B provides general 
guidance for applying multiple valuation techniques (Examples 6-8). Is that guidance 
sufficient? If not, what additional guidance is needed? 

This guidance should indicate that generally one valuation technique would suffice for 
financial instruments as the other mentioned techniques are generally not appropriate or 
not operational. Also, see comments listed in the cover letter under the heading "The 
Fair Value Hierarchy" and in Appendix A under the heading "Paragraphs B 10 through 
B16." 

Restricted Securities 
Issue 1 0: 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? Ifnot, 
what additional guidance is needed? 

See our comments in Appendix A under the heading "Paragraph BI8." 

Fair Value Disclosures 
Issue 11: 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 
current 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? 

We encourage the Board to attain specific input from users as to the usefulness of the 
disclosures and preparers as to the ability to provide these incremental disclosures given 
the shortening of the period between the end of a financial period and the reporting date. 

Effective Date 
Issue 12: 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 
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changes necessary to implement this proposed Statement. Do you agree? Ifnot, please 
explain the types of changes that would be required and indicate the additional time that 
would be needed to make those changes. 

As we have indicated in the cover letter under the heading "Consideration of an Entity's 
Credit Standing in the Valuation of its Liabilities" the FASB should explore the system 
requirements needed to implement a "dual discount-rate" model that depends on whether 
a forward-like contract is an asset or liability position. We also encourage the Board to 
solicit specific feedback from preparers regarding other operational issues that may affect 
the time needed to implement this proposed Statement. 

Other Issues 
Issue 13: 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? 

As indicated in our comments in the cover letter we believe the Board should address the 
following issues in the final Statement: 

• The dilemma that exists when a contemporaneous estimate of fair value differs from a 
current transaction price. The Exposure Draft should deal with this issue for purposes 
of initial recognition and subsequent accounting. 

• A more well-developed approach regarding the unit of account in valuing assets and 
liabilities, especially derivative assets and liabilities. The final Statement should 
clarify how to determine appropriate level(s) of aggregation or disaggregation when 
measuring fair value. 

If the Board decides not to address these issues in a final Statement in the current phase, 
we believe these are critical issues that should be addressed in the next phase. 

Public RQundtable Meeting 
Issue 14: 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 are interested in participating at the public roundtable. 

***** 
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