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FASB Staff Position No. FAS 157-3, Determining the Fair Value of a
Financial Asset When the Market for that Asset Is Not Active

FASB STAFF POSITION
No. FAS 157-3

Title: Determining the Fair Value of a Financial Asset When the Market for That Asset
Is Not Active

Date Issued: October 10, 2008
Objective

1. This FASB Staff Position (FSP) clarifies the application of FASB Statement
No. 157, Fair Value Measurements, in a market that is not active and provides an
example to illustrate key considerations in determining the fair value of a financial asset

when the market for that financial asset is not active.
Background

2. Statement 157 was issued in September 2006, and is effective for financial assets
and financial liabilities for financial statements issued for fiscal years beginning after
November 15, 2007, and interim periods within those fiscal years. Early application was
encouraged. FSP FAS 157-2, Effective Date of FASB Statement No. 157, amended
Statement 157 to delay the effective date of Statement 157 for nonfinancial assets and
nonfinancial liabilities, except for items that are recognized or disclosed at fair value in
the financial statements on a recurring basis (at least annually), until fiscal years

beginning after November 15, 2008, and interim periods within those fiscal years.

3. Statement 157 establishes a single definition of fair value and a framework for
measuring fair value in generally accepted accounting principles (GAAP) that result in
increased consistency and comparability in fair value measurements. Statement 157 also

expands disclosures about fair value measurements, thereby improving the quality of





information provided to users of financial statements. Statement 157 does not require any

new fair value measurements.

4. The FASB staff obtained extensive input from various constituents, including
financial statement users, preparers, and auditors, on determining fair value in accordance
with Statement 157. Many of those constituents indicated that the fair value measurement
framework in Statement 157 and related disclosures have improved the quality and

transparency of financial information.

5. However, certain constituents expressed concerns that Statement 157 does not
provide sufficient guidance on how to determine the fair value of financial assets when

the market for that asset is not active. Application issues include:

a. How the reporting entity’s own assumptions (that is, expected cash flows and
appropriately risk-adjusted discount rates) should be considered when
measuring fair value when relevant observable inputs do not exist

b. How available observable inputs in a market that is not active should be
considered when measuring fair value

c. How the use of market quotes (for example, broker quotes or pricing services
for the same or similar financial assets) should be considered when assessing the
relevance of observable and unobservable inputs available to measure fair value.

6. The Office of the Chief Accountant of the SEC and the FASB staff jointly issued a
press release on September 30, 2008, that addresses similar Statement 157 application
issues. That press release provides financial statement users, preparers, and auditors with
additional guidance useful in dealing with those issues. The guidance included in this

FSP is consistent with and amplifies the guidance contained in that press release.

All paragraphs in this FSP have equal authority.
Paragraphs in bold set out the main principles.






FASB Staff Position

Scope

7. This FSP applies to financial assets within the scope of accounting

pronouncements that require or permit fair value measurements in accordance with
Statement 157.

8. This FSP clarifies the application of Statement 157 in a market that is not active

and provides an example to illustrate key considerations in determining the fair

value of a financial asset when the market for that financial asset is not active.

9. Kaey existing principles of Statement 157 illustrated in the example include:

a.

A fair value measurement represents the price at which a transaction would
occur between market participants at the measurement date. As discussed in
Statement 157, in situations in which there is little, if any, market activity for an
asset at the measurement date, the fair value measurement objective remains the
same, that is, the price that would be received by the holder of the financial
asset in an orderly transaction (an exit price notion) that is not a forced
liquidation or distressed sale at the measurement date.* Even in times of market
dislocation, it is not appropriate to conclude that all market activity represents
forced liquidations or distressed sales. However, it is also not appropriate to
automatically conclude that any transaction price is determinative of fair value.
Determining fair value in a dislocated market depends on the facts and
circumstances and may require the use of significant judgment about whether
individual transactions are forced liquidations or distressed sales.

In determining fair value for a financial asset, the use of a reporting entity’s own
assumptions about future cash flows and appropriately risk-adjusted discount
rates is acceptable when relevant observable inputs are not available. Statement
157 discusses a range of information and valuation techniques that a reporting
entity might use to estimate fair value when relevant observable inputs are not
available.? In some cases an entity may determine that observable inputs (Level
2) require significant adjustment based on unobservable data and thus would be
considered a Level 3 fair value measurement. For example, in cases where the
volume and level of trading activity in the asset have declined significantly, the
available prices vary significantly over time or among market participants, or
the prices are not current, the observable inputs might not be relevant and could
require significant adjustment. Regardless of the valuation technique used, an

! See paragraph 7 of Statement 157.
2 Paragraph B6 of Statement 157 describes two present value techniques for determining fair value. The
present value techniques differ in how they adjust for risk and in the type of cash flows they use.





entity must include appropriate risk adjustments that market participants would
make for nonperformance and liquidity risks.

Broker (or pricing service) quotes may be an appropriate input when measuring
fair value, but they are not necessarily determinative if an active market does
not exist for the financial asset. In an active market, a broker quote should
reflect market information from actual transactions. However, when markets are
not active, brokers may rely more on models with inputs based on information
available only to the broker. In weighing a broker quote as an input to a fair
value measurement, an entity should place less reliance on quotes that do not
reflect the result of market transactions. Further, the nature of the quote (for
example, whether the quote is an indicative price or a binding offer) should be
considered when weighing the available evidence.

10. For recurring fair value measurements using significant unobservable inputs (Level

3), paragraph 32 of Statement 157 requires an entity to reconcile the beginning and

ending balances, including separately presenting changes that occurred during the period

that are attributable to transfers in and/or out of Level 3. For both recurring and

nonrecurring fair value measurements using significant unobservable inputs (Level 3),

paragraphs 32 and 33 of Statement 157 require an entity to describe the inputs and the

information used to develop those inputs.®

Amendment to Add an Illustrative Example to Statement 157

11. Statement 157 is amended as follows: [Added text is underlined.]

a.

Paragraphs A32A-A32F and the heading preceding them are added as follows:

Example 11—Determining the Fair Value of a Financial Asset When the Market
for That Asset Is Not Active

Note: The conclusions reached in this example are based on the assumed facts
and circumstances presented. Other approaches to determining fair value may
be appropriate. Also, this example assumes that the observable transactions
considered in determining fair value were not forced liguidations or distressed
transactions.

A32A. On January 1, 20X8, Entity A invested in a AA-rated tranche of a
collateralized debt obligation security. The underlying collateral for the
collateralized debt obligation security is unguaranteed nonconforming

® The Board observes that the SEC’s Division of Corporation Finance issued letters in March 2008 and
September 2008 for issuers to consider in enhancing the transparency of disclosures relating to fair value
measurements.





residential mortgage loans. Prior to June 30, 20X8, Entity A was able to
determine the fair value of the collateralized debt obligation security using a
market approach valuation technique based on Level 2 inputs that did not
require significant adjustment. The Level 2 inputs included:

a. Quoted prices in active markets for similar collateralized debt
obligation securities with insignificant adjustments for differences
between the collateralized debt obligation security that Entity A holds
and the similar collateralized debt obligation securities

b. Quoted prices in markets that are not active that represent current
transactions for the same or similar collateralized debt obligation
securities that do not require significant adjustment based on
unobservable inputs.

A32B. Since June 30, 20X8, the market for collateralized debt obligation
securities has become increasingly inactive. The inactivity was evidenced first
by a significant widening of the bid-ask spread in the brokered markets in which
collateralized debt obligation securities trade and then by a significant decrease
in_the volume of trades relative to historical levels as well as other relevant
factors. At September 30, 20X8 (the measurement date), Entity A determines
that the market for its collateralized debt obligation security is not active and
that markets for similar collateralized debt obligation securities (such as higher-
rated tranches within the same collateralized debt obligation security vehicle)
also are not active. That determination was made considering that there are few
observable transactions for the collateralized debt obligation security or similar
collateralized debt obligation securities, the prices for those transactions that
have occurred are not current, and the observable prices for those transactions
vary substantially either over time or among market makers, thus reducing the
potential relevance of those observations. Consequently, while Entity A
appropriately considers those observable inputs, ultimately, Entity A’s
collateralized debt obligation security will be classified within Level 3 of the
fair value hierarchy because Entity A determines that significant adjustments
using unobservable inputs are required to determine fair value at the
measurement date.

A32C. Entity A determines that an income approach valuation technigue
(present value technigue) that maximizes the use of relevant observable inputs
and minimizes the use of unobservable inputs will be equally or more
representative of fair value than the market approach valuation technique used
at prior measurement dates, which would now require significant adjustments.*?
Specifically, Entity A uses the discount rate adjustment technique described in
Appendix B of Statement 157 to determine fair value.

A32D. Entity A determines that the appropriate discount rate®® used to
discount the contractual cash flows®° of its collateralized debt obligation
security is 22 percent after considering the following:






a. The implied rate of return at the last date on which the market was
considered active for the collateralized debt obligation security was 15
percent. Based on an analysis of available observable inputs for
mortgage-related debt securities, Entity A determines that market rates
of return generally have increased in the marketplace since the last
date on which the market was considered active for the collateralized
debt obligation security. Entity A estimates that credit spreads have
widened by approximately 100 basis points and liquidity risk
premiums have increased during that period by approximately 400
basis points. Other risks (for example, interest rate risk) have not
changed. Using this information, Entity A estimates that an indication
of an appropriate rate of return for the collateralized debt obligation
security is 20 percent.”® In making that determination, Entity A
considered all available market information that could be obtained
without undue cost and effort. For this collateralized debt obligation
security, the available market information used in assessing the risks in
the security (including nonperformance risk [for example, default risk
and collateral value risk] and liguidity risk) included:

(1) Quoted prices that are not current for the same or similar
collateralized debt obligation securities

(2) Relevant reports issued by analysts and ratings agencies

(3) The current level of interest rates and any directional
movements in relevant indexes, such as credit risk indexes

(4) Information about the performance of the underlying
mortgage loans, such as delinqguency and foreclosure rates,
loss experience, and prepayment rates

(5) Other relevant observable inputs.

b. Two indicative quotes (that is, nonbinding quotes) for the
collateralized debt obligation security from brokers imply a rate of
return of 23 percent and 27 percent. The indicative guotes are based on
proprietary pricing models utilizing significant unobservable inputs
(that is, Level 3 inputs), rather than actual transactions.

A32E. Because Entity A has multiple indications of the appropriate rate of
return that market participants would consider relevant in estimating fair value,
it evaluates and weighs, as appropriate, the respective indications of the
appropriate rate of return, considering the reasonableness of the range indicated
by the results. Entity A concludes that 22 percent is the point within the range of
relevant inputs that is most representative of fair value in the circumstances.
Entity A placed more weight on the 20 percent estimated rate of return (that is,
its own estimate) because (a) the indications of an appropriate rate of return
provided by the broker quotes were nonbinding quotes based on the brokers’
own models using significant unobservable inputs, and (b) Entity A was able to
corroborate some of the inputs, such as default rates, with relevant observable






market data, which it used to make significant adjustments to the implied rate of
return when the market was last considered active.

A32F. In accordance with the requirements of Statement 157, Entity A
determines that the risk-adjusted discount rate appropriately reflects the
reporting entity’s estimate of the assumptions that market participants would
use to estimate the selling price of the asset at the measurement date. Risks
incorporated in the discount rate include nonperformance risk (for example,
default risk and collateral value risk) and liquidity risk (that is, the
compensation that a market participant receives for buying an asset that is
difficult to sell under current market conditions).

213 5ae paragraphs 20 and 21 of Statement 157.

210 5ee paragraphs B7-B11 of Statement 157.

21 The discount rate adjustment technique described in paragraphs B7-B11 of Statement 157
would not be appropriate when determining whether the change in fair value results in an
impairment and/or necessitates a change in vield under EITF Issue No. 99-20, "Recognition of
Interest Income and Impairment on Purchased Beneficial Interests That Continue to Be Held by
a Transferor in Securitized Financial Assets," because that technique uses contractual cash flows
rather than cash flows expected by market participants.

214 calculated as the 15 percent implied rate of return at the last date on which the market was
considered active, plus the increase in (a) credit spreads of 100 basis points (1 percent) and (b)
liguidity risk premiums of 400 basis points (4 percent).

Effective Date and Transition

12. This FSP shall be effective upon issuance, including prior periods for which

financial statements have not been issued. Revisions resulting from a change in the

valuation technique or its application shall be accounted for as a change in accounting

estimate (FASB Statement No. 154, Accounting Changes and Error Corrections,

paragraph 19). The disclosure provisions of Statement 154 for a change in accounting

estimate are not required for revisions resulting from a change in valuation technique or

its application.

The provisions of this FSP need not be applied to immaterial items.
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NEWS RELEASE 02/18/09

FASB Initiates Projects to Improve Measurement and Disclosure
of Fair Value Estimates

Norwalk, CT, February 18, 2009—Robert H. Herz, Chairman of the Financial Accounting Standards Board
(FASB), today announced the addition of new FASB agenda projects intended to improve (1) the application
guidance used to determine fair values and (2) disclosure of fair value estimates. The projects were added
in response to recommendations contained in the Securities and Exchange Commission’s (SEC) recent
study on mark-to-market accounting, as well as input provided by the FASB’s Valuation Resource Group, a
group of valuation and accounting professionals who provide the FASB staff and Board with information on
implementation issues surrounding fair value measurements used for financial statement reporting
purposes.

“The SEC expressed continued support of fair value accounting in its study, but recommended consideration
of potential improvements in the guidance surrounding the application of fair value principles,” stated
Chairman Herz. “We agree with the SEC and with our Valuation Resource Group that more application
guidance to determine fair values is needed in current market conditions. Additionally, investors have asked
for more information and disclosure about fair value estimates. Therefore, the FASB is immediately
embarking on projects that directly address areas that constituents have told us are challenging in the
current environment, and which will improve disclosures in financial reports.”

The fair value projects address both application and disclosure guidance:

The projects on application guidance will address determining when a market for an asset or a
liability is active or inactive; determining when a transaction is distressed; and applying fair value to
interests in alternative investments, such as hedge funds and private equity funds.

The project on improving disclosures about fair value measurements will consider requiring
additional disclosures on such matters as sensitivities of measurements to key inputs and transfers
of items between the fair value measurement levels.

The FASB anticipates completing projects on application guidance by the end of the second quarter of 2009,
and the project on improving disclosures in time for year-end financial reporting. The FASB has also recently
proposed enhanced disclosures in interim reports relating to the fair values of financial instruments.
(Proposed FASB Staff Position (FSP) FAS 107-b and APB 28-a is available at
http://www.fasb.org/fasb_staff positions/prop fsp fas107-b&apb28-a.pdf).

As previously announced, the FASB has also commenced work with the International Accounting Standards
Board (IASB) on a more comprehensive project to improve, simplify, and converge the accounting for
financial instruments. The Boards are obtaining input on that project from a number of sources, including the
senior-level Financial Crisis Advisory Group that has been formed to assist the FASB and the IASB in
evaluating financial reporting issues emanating from the global financial crisis.

The SEC study, entitled Report and Recommendations Pursuant to Section 133 of the Emergency
Economic Stabilization Act of 2008: Study on Mark-To-Market Accounting, was issued to Congress by the
SEC'’s Office of the Chief Accountant and Division of Corporate Finance on December 30, 2008, as
mandated by the Emergency Economic Stabilization Act of 2008. The 211-page report recommended
against suspension of fair value accounting standards, and instead recommended specific improvements to
existing practice. The report reaffirms that investors generally believe fair value accounting increases
financial reporting transparency, and that the information it provides helps result in better investment
decision-making. (The report is available at
http://www.sec.gov/news/studies/2008/marktomarket123008.pdf.)

The FASB Valuation Resource Group met on February 5, 2009 to provide input on fair value issues to the
Board. The group was formed in June 2007, as a result of feedback received from constituents calling for



http://www.fasb.org/fasb_staff_positions/prop_fsp_fas107-b&apb28-a.pdf

http://www.sec.gov/news/studies/2008/marktomarket123008.pdf



the Board to address issues relating to valuation for financial reporting. More information about the VRG and
its members is available at http://www.fasb.org/project/valuation resource group.shtml#background.

About the Financial Accounting Standards Board

Since 1973, the Financial Accounting Standards Board has been the designated organization in the private sector for
establishing standards of financial accounting and reporting. Those standards govern the preparation of financial
reports and are officially recognized as authoritative by the Securities and Exchange Commission and the American
Institute of Certified Public Accountants. Such standards are essential to the efficient functioning of the economy
because investors, creditors, auditors, and others rely on credible, transparent, and comparable financial information.
For more information about the FASB, visit our website at www.fasb.org.
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FOR IMMEDIATE RELEASE 2008-234

SEC OFFICE OF THE CHIEF ACCOUNTANT AND
FASB STAFF CLARIFICATIONS ON FAIR VALUE ACCOUNTING

Washington, D.C., Sept. 30, 2008 — The current environment has made questions surrounding the
determination of fair value particularly challenging for preparers, auditors, and users of financial
information. The SEC’s Office of the Chief Accountant and the staff of the FASB have been engaged
in extensive consultations with participants in the capital markets, including investors, preparers, and
auditors, on the application of fair value measurements in the current market environment.

There are a number of practice issues where there is a need for immediate additional guidance. The
SEC’s Office of the Chief Accountant recognizes and supports the productive efforts of the FASB
and the IASB on these issues, including the IASB Expert Advisory Panel’s Sept. 16, 2008 draft
document, the work of the FASB’s Valuation Resource Group, and the IASB’s upcoming meeting
on the credit crisis. To provide additional guidance on these and other issues surrounding fair value
measurements, the FASB is preparing to propose additional interpretative guidance on fair value
measurement under U.S. GAAP later this week.

While the FASB is preparing to provide additional interpretative guidance, SEC staff and FASB staff
are seeking to assist preparers and auditors by providing immediate clarifications. The clarifications
SEC staff and FASB staff are jointly providing today, based on the fair value measurement guidance
in FASB Statement No. 157, Fair Value Measurements (Statement 157), are intended to help
preparers, auditors, and investors address fair value measurement questions that have been cited as
most urgent in the current environment.

* k% %

Can management’s internal assumptions (e.g., expected cash flows) be used to measure fair
value when relevant market evidence does not exist?

Yes. When an active market for a security does not exist, the use of management estimates that
incorporate current market participant expectations of future cash flows, and include appropriate risk
premiums, is acceptable. Statement 157 discusses a range of information and valuation techniques
that a reasonable preparer might use to estimate fair value when relevant market data may be
unavailable, which may be the case during this period of market uncertainty. This can, in appropriate
circumstances, include expected cash flows from an asset. Further, in some cases using unobservable
inputs (level 3) might be more appropriate than using observable inputs (level 2); for example, when
significant adjustments are required to available observable inputs it may be appropriate to utilize an
estimate based primarily on unobservable inputs. The determination of fair value often requires
significant judgment. In some cases, multiple inputs from different sources may collectively provide
the best evidence of fair value. In these cases expected cash flows would be considered alongside





other relevant information. The weighting of the inputs in the fair value estimate will depend on the
extent to which they provide information about the value of an asset or liability and are relevant in
developing a reasonable estimate.

How should the use of “market” quotes (e.g., broker quotes or information from a pricing
service) be considered when assessing the mix of information available to measure fair value?

Broker quotes may be an input when measuring fair value, but are not necessarily determinative if
an active market does not exist for the security. In a liquid market, a broker quote should reflect
market information from actual transactions. However, when markets are less active, brokers may
rely more on models with inputs based on the information available only to the broker. In weighing
a broker quote as an input to fair value, an entity should place less reliance on quotes that do not
reflect the result of market transactions. Further, the nature of the quote (e.g. whether the quote is an
indicative price or a binding offer) should be considered when weighing the available evidence.

Are transactions that are determined to be disorderly representative of fair value? When is a
distressed (disorderly) sale indicative of fair value?

The results of disorderly transactions are not determinative when measuring fair value. The concept
of a fair value measurement assumes an orderly transaction between market participants. An orderly
transaction is one that involves market participants that are willing to transact and allows for
adequate exposure to the market. Distressed or forced liquidation sales are not orderly transactions,
and thus the fact that a transaction is distressed or forced should be considered when weighing the
available evidence. Determining whether a particular transaction is forced or disorderly requires
judgment.

Can transactions in an inactive market affect fair value measurements?

Yes. A quoted market price in an active market for the identical asset is most representative of fair
value and thus is required to be used (generally without adjustment). Transactions in inactive markets
may be inputs when measuring fair value, but would likely not be determinative. If they are orderly,
transactions should be considered in management’s estimate of fair value. However, if prices in an
inactive market do not reflect current prices for the same or similar assets, adjustments may be
necessary to arrive at fair value.

A significant increase in the spread between the amount sellers are “asking” and the price that buyers
are “bidding,” or the presence of a relatively small number of “bidding” parties, are indicators that
should be considered in determining whether a market is inactive. The determination of whether a
market is active or not requires judgment.





What factors should be considered in determining whether an investment is other than-
temporarily impaired?

In general, the greater the decline in value, the greater the period of time until anticipated recovery,
and the longer the period of time that a decline has existed, the greater the level of evidence necessary
to reach a conclusion that an other-than-temporary decline has not occurred.

Determining whether impairment is other-than-temporary is a matter that often requires the exercise
of reasonable judgment based upon the specific facts and circumstances of each investment. This
includes an assessment of the nature of the underlying investment (for example, whether the security
is debt, equity or a hybrid) which may have an impact on a holder’s ability to assess the probability of
recovery.

Existing U.S. GAAP does not provide “bright lines” or “safe harbors” in making a judgment about
other-than-temporary impairments. However, “rules of thumb” that consider the nature of the
underlying investment can be useful tools for management and auditors in identifying securities that
warrant a higher level of evaluation.

To assist in making this judgment, SAB Topic 5M! provides a number of factors that should be
considered. These factors are not all inclusive of the potential factors that may be considered
individually, or in combination with other factors, when considering whether an other-than-
temporary impairment exists. Factors to consider include the following:

» The length of the time and the extent to which the market value has been less than cost;

» The financial condition and near-term prospects of the issuer, including any specific events,
which may influence the operations of the issuer such as changes in technology that impair the
earnings potential of the investment or the discontinuation of a segment of the business that may
affect the future earnings potential; or

» The intent and ability of the holder to retain its investment in the issuer for a period of time
sufficient to allow for any anticipated recovery in market value.

All available information should be considered in estimating the anticipated recovery period.

* * %

Finally, because fair value measurements and the assessment of impairment may require significant
judgments, clear and transparent disclosures are critical to providing investors with an understanding
of the judgments made by management. In addition to the disclosures required under existing U.S.
GAAP, including Statement 157, the SEC’s Division of Corporation Finance recently issued letters in
March and September that are available on the SEC’s Web site to provide real-time guidance for
issuers to consider in enhancing the transparency of fair value measurements to investors.
Additionally, the SEC staff and the FASB staff will continue to consult with capital market
participants on issues encountered in the application of fair value measurements.





H#H

AU 332, Auditing Derivative Instruments, Hedging Activities, and Investments in Securities, of
the PCAOB Interim Auditing Standards also provide factors to consider when evaluating whether
an impairment is other-than-temporary.
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NEWS RELEASE 12/19/08

FASB Issues First of Two Proposed Staff Positions to Improve
the Financial Reporting for Financial Instruments

Exposure documents are first steps in a series of short- and long-term improvements planned by the
FASB

Norwalk, CT, December 19, 2008—The Financial Accounting Standards Board (FASB) today issued the
first of two proposed FASB Staff Positions (FSPs) intended to address concerns arising from the current
financial crisis relating to accounting for financial instruments. Proposed FSP EITF 99-20-a, Amendments to
the Impairment and Interest Income Measurement Guidance of EITF Issue No. 99-20, is available for review
and comment by constituents until December 30, 2008. Additionally, proposed FSP FAS 107-a, Disclosures
about Certain Financial Instruments, will be issued in the following week and constituents have until January
15, 2009 to review and provide comments.

The proposed FSPs represent two of four short-term projects announced by FASB Chairman Robert H. Herz
at the December 15th Board meeting that are intended to improve and simplify current practices for
accounting for financial instruments. Progress on the remaining projects—Clarification of the Embedded
Credit Derivative Scope Exception in Paragraph 14B of Statement 133 and Recoveries of Other-Than-
Temporary Impairments (Reversals)—will be made in the coming weeks. In addition to these short-term
efforts, Mr. Herz announced that the Board added to its technical agenda a comprehensive joint project with
the International Accounting Standards Board (IASB) to address the complexity in existing standards of
accounting and reporting for financial instruments. These actions were determined by the Board following
extensive input received during the recent roundtables on the global financial crisis held with the IASB, and
other input and discussions with constituents.

“Regaining investor confidence during this global credit crisis requires both immediate action and a plan for
long-term improvement in the accounting for financial instruments,” said Mr. Herz. “By issuing these
proposed FSPs, the FASB is taking immediate steps to reduce complexity and make the accounting for
these instruments easier to understand.”

Proposed FSP EITF 99-20-a would amend the impairment guidance in EITF Issue No. 99-20, Recognition of
Interest Income and Impairment on Purchased Beneficial Interests and Beneficial Interests That Continue to
Be Held by a Transferor in Securitized Financial Assets. It is intended to reduce complexity and thus achieve
more consistent determinations of whether other-than-temporary impairments of available-for-sale or held-
to-maturity debt securities have occurred. Proposed FSP FAS 107-a would amend the disclosure
requirements in FASB Statement No. 107, Disclosures about Certain Financial Instruments, to increase the
comparability of certain financial instruments that are economically similar but have different measurement
attributes.

The proposed FSP is available for review at www.fasb.org.

About the Financial Accounting Standards Board

Since 1973, the Financial Accounting Standards Board has been the designated organization in the private
sector for establishing standards of financial accounting and reporting. Those standards govern the
preparation of financial reports and are officially recognized as authoritative by the Securities and Exchange
Commission and the American Institute of Certified Public Accountants. Such standards are essential to the
efficient functioning of the economy because investors, creditors, auditors, and others rely on credible,
transparent, and comparable financial information. For more information about the FASB, visit our website at
www.fasb.org



http://www.fasb.org/draft/index.shtml

http://www.fasb.org/
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Summary of FASB Statement of Financial Accounting Standards No. 157, Fair
Value Measurements

This Statement defines fair value, establishes a framework for measuring fair value in
generally accepted accounting principles (GAAP), and expands disclosures about fair
value measurements. This Statement applies under other accounting pronouncements that
require or permit fair value measurements, the Board having previously concluded in
those accounting pronouncements that fair value is the relevant measurement attribute.
Accordingly, this Statement does not require any new fair value measurements. However,
for some entities, the application of this Statement will change current practice.

Reason for Issuing This Statement

Prior to this Statement, there were different definitions of fair value and limited guidance
for applying those definitions in GAAP. Moreover, that guidance was dispersed among
the many accounting pronouncements that require fair value measurements. Differences
in that guidance created inconsistencies that added to the complexity in applying GAAP.
In developing this Statement, the Board considered the need for increased consistency
and comparability in fair value measurements and for expanded disclosures about fair
value measurements.

Differences between This Statement and Current Practice

The changes to current practice resulting from the application of this Statement relate to
the definition of fair value, the methods used to measure fair value, and the expanded
disclosures about fair value measurements.

The definition of fair value retains the exchange price notion in earlier definitions of fair
value. This Statement clarifies that the exchange price is the price in an orderly
transaction between market participants to sell the asset or transfer the liability in the
market in which the reporting entity would transact for the asset or liability, that is, the
principal or most advantageous market for the asset or liability. The transaction to sell the
asset or transfer the liability is a hypothetical transaction at the measurement date,
considered from the perspective of a market participant that holds the asset or owes the
liability. Therefore, the definition focuses on the price that would be received to sell the
asset or paid to transfer the liability (an exit price), not the price that would be paid to
acquire the asset or received to assume the liability (an entry price).

This Statement emphasizes that fair value is a market-based measurement, not an entity-
specific measurement. Therefore, a fair value measurement should be determined based
on the assumptions that market participants would use in pricing the asset or liability. As
a basis for considering market participant assumptions in fair value measurements, this
Statement establishes a fair value hierarchy that distinguishes between (1) market
participant assumptions developed based on market data obtained from sources
independent of the reporting entity (observable inputs) and (2) the reporting entity's own





assumptions about market participant assumptions developed based on the best
information available in the circumstances (unobservable inputs). The notion of
unobservable inputs is intended to allow for situations in which there is little, if any,
market activity for the asset or liability at the measurement date. In those situations, the
reporting entity need not undertake all possible efforts to obtain information about market
participant assumptions. However, the reporting entity must not ignore information about
market participant assumptions that is reasonably available without undue cost and effort.

This Statement clarifies that market participant assumptions include assumptions about
risk, for example, the risk inherent in a particular valuation technique used to measure
fair value (such as a pricing model) and/or the risk inherent in the inputs to the valuation
technique. A fair value measurement should include an adjustment for risk if market
participants would include one in pricing the related asset or liability, even if the
adjustment is difficult to determine. Therefore, a measurement (for example, a "mark-to-
model" measurement) that does not include an adjustment for risk would not represent a
fair value measurement if market participants would include one in pricing the related
asset or liability.

This Statement clarifies that market participant assumptions also include assumptions
about the effect of a restriction on the sale or use of an asset. A fair value measurement
for a restricted asset should consider the effect of the restriction if market participants
would consider the effect of the restriction in pricing the asset. That guidance applies for
stock with restrictions on sale that terminate within one year that is measured at fair value
under FASB Statements No. 115, Accounting for Certain Investments in Debt and Equity
Securities, and No. 124, Accounting for Certain Investments Held by Not-for-Profit
Organizations.

This Statement clarifies that a fair value measurement for a liability reflects its
nonperformance risk (the risk that the obligation will not be fulfilled). Because
nonperformance risk includes the reporting entity's credit risk, the reporting entity should
consider the effect of its credit risk (credit standing) on the fair value of the liability in all
periods in which the liability is measured at fair value under other accounting
pronouncements, including FASB Statement No. 133, Accounting for Derivative
Instruments and Hedging Activities.

This Statement affirms the requirement of other FASB Statements that the fair value of a
position in a financial instrument (including a block) that trades in an active market
should be measured as the product of the quoted price for the individual instrument times
the quantity held (within Level 1 of the fair value hierarchy). The quoted price should not
be adjusted because of the size of the position relative to trading volume (blockage
factor). This Statement extends that requirement to broker-dealers and investment
companies within the scope of the AICPA Audit and Accounting Guides for those
industries.

This Statement expands disclosures about the use of fair value to measure assets and
liabilities in interim and annual periods subsequent to initial recognition. The disclosures





focus on the inputs used to measure fair value and for recurring fair value measurements
using significant unobservable inputs (within Level 3 of the fair value hierarchy), the
effect of the measurements on earnings (or changes in net assets) for the period. This
Statement encourages entities to combine the fair value information disclosed under this
Statement with the fair value information disclosed under other accounting
pronouncements, including FASB Statement No. 107, Disclosures about Fair Value of
Financial Instruments, where practicable.

The guidance in this Statement applies for derivatives and other financial instruments
measured at fair value under Statement 133 at initial recognition and in all subsequent
periods. Therefore, this Statement nullifies the guidance in footnote 3 of EITF Issue No.
02-3, "Issues Involved in Accounting for Derivative Contracts Held for Trading Purposes
and Contracts Involved in Energy Trading and Risk Management Activities." This
Statement also amends Statement 133 to remove the similar guidance to that in Issue 02-
3, which was added by FASB Statement No. 155, Accounting for Certain Hybrid
Financial Instruments.

How the Conclusions in This Statement Relate to the FASB's Conceptual
Framework

The framework for measuring fair value considers the concepts in FASB Concepts
Statement No. 2, Qualitative Characteristics of Accounting Information. Concepts
Statement 2 emphasizes that providing comparable information enables users of financial
statements to identify similarities in and differences between two sets of economic
events.

The definition of fair value considers the concepts relating to assets and liabilities in
FASB Concepts Statement No. 6, Elements of Financial Statements, in the context of
market participants. A fair value measurement reflects current market participant
assumptions about the future inflows associated with an asset (future economic benefits)
and the future outflows associated with a liability (future sacrifices of economic benefits).

This Statement incorporates aspects of the guidance in FASB Concepts Statement No. 7,
Using Cash Flow Information and Present Value in Accounting Measurements, as
clarified and/or reconsidered in this Statement. This Statement does not revise Concepts
Statement 7. The Board will consider the need to revise Concepts Statement 7 in its
conceptual framework project.

The expanded disclosures about the use of fair value to measure assets and liabilities
should provide users of financial statements (present and potential investors, creditors,
and others) with information that is useful in making investment, credit, and similar
decisions—the first objective of financial reporting in FASB Concepts Statement No. 1,
Obijectives of Financial Reporting by Business Enterprises.





How the Changes in This Statement Improve Financial Reporting

A single definition of fair value, together with a framework for measuring fair value,
should result in increased consistency and comparability in fair value measurements.

The expanded disclosures about the use of fair value to measure assets and liabilities
should provide users of financial statements with better information about the extent to
which fair value is used to measure recognized assets and liabilities, the inputs used to
develop the measurements, and the effect of certain of the measurements on earnings (or
changes in net assets) for the period.

The amendments made by this Statement advance the Board's initiatives to simplify and
codify the accounting literature, eliminating differences that have added to the
complexity in GAAP.

Costs and Benefits of Applying This Statement

The framework for measuring fair value builds on current practice and requirements.
However, some entities will need to make systems and other changes to comply with the
requirements of this Statement. Some entities also might incur incremental costs in
applying the requirements of this Statement. However, the benefits from increased
consistency and comparability in fair value measurements and expanded disclosures
about those measurements should be ongoing.

The Effective Date of This Statement

This Statement is effective for financial statements issued for fiscal years beginning after
November 15, 2007, and interim periods within those fiscal years. Earlier application is
encouraged, provided that the reporting entity has not yet issued financial statements for
that fiscal year, including financial statements for an interim period within that fiscal
year.

The provisions of this Statement should be applied prospectively as of the beginning of
the fiscal year in which this Statement is initially applied, except as follows. The
provisions of this Statement should be applied retrospectively to the following financial
instruments as of the beginning of the fiscal year in which this Statement is initially
applied (a limited form of retrospective application):

a. A position in a financial instrument that trades in an active market held by
a broker-dealer or investment company within the scope of the AICPA
Audit and Accounting Guides for those industries that was measured at
fair value using a blockage factor prior to initial application of this
Statement b. A financial instrument that was measured at fair value at
initial recognition under Statement 133 using the transaction price in
accordance with the guidance in footnote 3 of Issue 02-3 prior to initial
application of this Statement.





C. A hybrid financial instrument that was measured at fair value at initial
recognition under Statement 133 using the transaction price in accordance
with the guidance in Statement 133 (added by Statement 155) prior to
initial application of this Statement.

The transition adjustment, measured as the difference between the carrying amounts and
the fair values of those financial instruments at the date this Statement is initially applied,
should be recognized as a cumulative-effect adjustment to the opening balance of
retained earnings (or other appropriate components of equity or net assets in the

statement of financial position) for the fiscal year in which this Statement is initially
applied.
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NEWS RELEASE 12/30/08

IASB and FASB Announce Membership of Financial Crisis
Advisory Group

The International Accounting Standards Board (IASB) and the Financial Accounting Standards Board
(FASB) today announced the membership of the Financial Crisis Advisory Group (FCAG). The FCAG is the
high-level advisory group set up by the boards to consider financial reporting issues arising from the global
financial crisis. The group includes recognised leaders from the fields of business and government with a
broad range of experience in international financial markets.

As previously announced, the FCAG will be jointly chaired by Harvey Goldschmid, former Commissioner,
US Securities and Exchange Commission (US SEC), and Hans Hoogervorst, Chairman, AFM (the
Netherlands Authority for the Financial Markets). Membership of the FCAG is as follows:

John Bogle, Founder, Vanguard, United States

Jerry Corrigan, Goldman Sachs and former President of the New York Federal Reserve Bank,
United States

Fermin del Valle, former President, IFAC, Argentina

Jane Diplock, Chairman, IOSCO Executive Committee, New Zealand

Raudline Etienne, Chief Investment Officer, New York State Common Retirement Fund
Stephen Haddrill, Director General, Association of British Insurers, UK

Toru Hashimoto, former Chairman, Deutsche Securities Limited, Japan

Nobuo Inaba, former Executive Director, Bank of Japan, Japan

Gene Ludwig, former Comptroller of the Currency, United States

Yezdi Malegam, Board Member, National Reserve Bank of India, India

Klaus-Peter Muller, Chairman of the Supervisory Board, Commerzbank, Germany

Don Nicolaisen, former Chief Accountant, US Securities and Exchange Commission, United
States

Wiseman Nkuhlu, Chairman of the Audit Committee, AngloGold Ashanti; former Economic Advisor
to the President of the Republic of South Africa

Tommaso Padoa-Schioppa, former Finance Minister, Italy

Lucas Papademos, Vice-President, European Central Bank

Michel Prada, former Chairman, Autorité des marchés financiers, France

Observers:

Basel Committee of Banking Supervisors

Committee of European Securities Regulators
International Association of Insurance Supervisors
Japan Financial Services Agency

US Securities and Exchange Commission

Nelson Carvalho, IASB SAC Chairman, Brazil

Dennis Chookaszian, Chairman, FASAC, United States

Recommendations from the advisory group will be jointly considered by the two boards. Any decisions to act
upon the recommendations will be subject to appropriate and thorough due process.

Commenting on the announcement, Harvey Goldschmid, joint Chairman of the FCAG said:

| am grateful to the members of the Financial Crisis Advisory Group for agreeing to participate in this
critically important initiative. There is much to be considered and we will proceed as quickly as possible
with an understanding these are complex issues with large public policy stakes and many
interdependencies. There are likely to be few quick fixes.

Hans Hoogervorst, joint Chairman of the FCAG said:





The Financial Crisis Advisory Group has an important role to play in assisting the two boards with their
deliberations. The diversity and seniority of the group will help to ensure that any enhancements to
financial reporting are considered in the context of the broader financial system and measured against a
benchmark of enhancing investor confidence.

END
Press inquiries:

Mark Byatt, Director of Corporate Communications, IASB
telephone: +44 (0)20 7246 6472, email: mbyatt@iasb.org
30 Cannon Street, London EC4M 6XH, UK

Neal McGarity, Director of Communications, US FASB
telephone: +1 203 956-5347, e-mail: nemcgarity @f-a-f.org
401 Merritt 7, PO Box 5116, Norwalk, Connecticut, 06856-5116, USA

Notes for editors
About the IASB

The IASB was established in 2001 and is the standard-setting body of the International Accounting
Standards Committee (IASC) Foundation, an independent private sector, not-for profit organisation. The
IASB is committed to developing, in the public interest, a single set of high quality, global accounting
standards that provide high quality transparent and comparable information in general purpose financial
statements. In pursuit of this objective the IASB conducts extensive public consultations and seeks the co-
operation of international and national bodies around the world. Its 14 members (12 of whom are full-time)
are drawn from nine countries and have a variety of professional backgrounds. They are appointed by and
accountable to the Trustees of the IASC Foundation, who are required to select the best available
combination of technical expertise and diversity of international business and market experience.

About the Financial Accounting Standards Board

Since 1973, the US Financial Accounting Standards Board has been the designated organization in the
private sector for establishing standards of financial accounting and reporting. Those standards govern the
preparation of financial reports and are officially recognized as authoritative by the Securities and Exchange
Commission and the American Institute of Certified Public Accountants. Such standards are essential to the
efficient functioning of the economy because investors, creditors, auditors and others rely on credible,
transparent and comparable financial information. For more information about the FASB, visit its Website at
www.fasb.org.

Overview of the Financial Crisis Advisory Group

The International Accounting Standards Board (IASB) and the US Financial Accounting Standards Board
(FASB) have a long-standing commitment to work together in an internationally coordinated manner on
improving financial reporting standards. As part of that commitment, accounting issues emerging from the
global crisis will be considered by both boards. The boards have established this advisory group comprising
senior leaders with broad international experience of financial markets to assist in that important process.

The primary function of the advisory group is to advise the boards about standard-setting implications of (1)
the global financial crisis and (2) potential changes to the global regulatory environment. The group will
conclude its activities within approximately six months (or less) and will conduct advisory meetings during
that time.

Areas within the Advisory Group’s purview
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The advisory group will consider how improvements in financial reporting could help enhance investor
confidence in financial markets. It also will help identify significant accounting issues that require urgent and
immediate attention by the boards, as well as issues for longer-term consideration.

In providing that advice, the advisory group will draw upon work already underway in various jurisdictions on
accounting and the credit crisis, as well as information gathered from the public round tables—one each in
Asia, Europe, and North America—that the boards hosted in November and December.

The advisory group is invited to discuss, among other issues, the following:

Areas where financial reporting helped identify issues of concern during the credit crisis.

Areas where financial reporting standards could have provided more transparency to help either
anticipate the crisis or respond to the crisis more quickly.

Whether priorities for the IASB and the FASB should be reconsidered in light of the credit crisis.
Potential areas that require future attention of the IASB and the FASB in order to avoid future
market disruption.

The implications of the credit crisis for the interaction between general purpose financial reporting
requirements for capital markets and the regulatory reporting, particularly for financial institutions.
The relationship between fair value and off balance sheet accounting and the current crisis, both
during and leading up to the crisis.

The findings and relevance of conclusions of various studies underway, including the US Securities
and Exchange Commission’s study under the Emergency Economic Stabilization Act of 2008.

The need for due process for accounting standard-setters and its implications on resolving
emergency issues on a timely and inclusive basis.

The independence of accounting standard-setters and governmental actions to the global financial
crisis.

Advisory Group Structure and Meetings

The advisory group is chaired jointly by two co-chairs—one from each of Europe and North America. The
advisory group comprises senior leaders with broad experience of international financial markets and an
interest in the transparency of financial reporting information. Depending on the needs of the advisory group,
subcommittees may be formed to consider various issues.

In order to provide the boards and others in the financial reporting system with the benefits of its advice, the
advisory group will generally meet in public sessions, with Webcasting facilities available to all interested
parties. The advisory meetings also may involve private sessions, at the discretion of the co-chairs.

The advisory group meetings will be held in London and New York on a rotating basis. The first meeting will
be in January 2009. Staff support for the advisory group is provided by the IASB and FASB. Also, advisory
members are entitled to be reimbursed for actual out-of-pocket travel expenses incurred in connection with
advisory group meetings as they may request if it is their employer’s policy not to provide reimbursement for
such costs.

Conduct of its activities

Advisory group meetings are the primary mechanism that will be used to provide input to the IASB and
FASB. The advisory group’s role is not to reach a consensus or to vote on the issues that it considers at its
meetings. For that reason, it is important to convene the advisory members as a group so that the boards
can hear the individual members’ views and members can hear and respond to each other’s views.

The IASB and the FASB will provide the staff to document and communicate the input from the advisory
group.
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Summary of Key Points from Testimony of Robert H. Herz

The mission of the FASB is to establish accounting and financial reporting
standards for public and private companies and not-for-profit entities that if
faithfully implemented will provide investors and other users of financial
statements with relevant, reliable, and transparent information about a company’s
financial condition, results of operations, and cash flows. The FASB follows an
open, thorough, public due process for standard setting that involves exposure of
proposals for comment, roundtables, and extensive gathering of input from
constituents.

The role of accounting standard setters is to develop accounting standards that
help provide transparency in general-purpose financial statements of reporting
enterprises that are used by investors and others to make capital resource
allocation decisions. The information needs of those parties often differ from that
of financial institution regulators, who focus on safety and soundness, capital
adequacy, and financial stability. So, while financial institution regulators start
with the GAAP numbers, they have discretion to make adjustments in computing
regulatory capital and assessing capital adequacy.

The current reporting model in the United States and across much of the world
includes both historical cost and fair value measurements. This mixed attribute
model, which requires certain items to be measured at fair value, has been in place
for many years. Further, the practice of writing down assets in down markets is
not new and would apply whether one used fair value accounting or other age-old
accounting methods such as lower of cost or market. Contrary to some assertions,
FASB Statement No. 157, Fair Value Measurements, does not require any new
fair value measurements. Nor does it require the use of fire sale or liquidation
prices. Rather, Statement 157 provides a consistent definition of fair value,
establishes a framework for measuring fair value, and expands disclosures about
fair value measurements.

The use of fair value accounting varies significantly among financial institutions.
At one end, broker-dealers and other very major financial institutions make broad
use of mark-to-market accounting (in which changes in fair value are included in
reported earnings) to measure assets and liabilities in their trading accounts. At
the other end, most banks measure the bulk of their assets and liabilities based on
historical cost.

While some believe that fair value accounting has exacerbated the crisis and have
called for its use to be suspended, others, primarily investors and other users,
support the use of fair value accounting. Those supporters believe that fair value
accounting provides relevant and comparable financial information to aid in
understanding the risks and financial condition of financial institutions and that
suspending fair value would diminish the quality and transparency of reporting





for investors. Indeed, some have urged the FASB to extend the use of fair value
to all financial assets, noting that investors seem to continue to believe that bank
assets are overstated as evidenced by market valuations of many publicly traded
banks at well below their reported book values and recent acquisitions of major

banks at fractions of book value.

In response to calls for the suspension or modification of fair value accounting,
Congress asked the Securities and Exchange Commission (“SEC”) to study fair
value accounting. In the SEC’s recent report to Congress on mark-to-market
accounting, the SEC recommends against suspension of fair value accounting and
concludes that fair value accounting did not cause bank failures. Those failures
were more likely due to probable credit losses, concerns about asset quality, and
in some cases, eroding lender and investor confidence.

However, the SEC did recommend certain improvements in the application of fair
value accounting. The FASB and the SEC staff have been providing guidance to
improve the application of fair value accounting, particularly in regard to the
valuation of complex and illiquid securities, emphasizing the need for the exercise
of appropriate judgment in such circumstances. The FASB has also held several
roundtables with the International Accounting Standards Board (“IASB”) and
many meetings and discussions with regulators, companies, investors, and other
parties, to discuss reporting issues emanating from the global financial crisis. The
FASB has recently undertaken a series of near-term projects in response to those
issues to provide further helpful guidance for valuing items under current
conditions, to eliminate certain inconsistencies in the rules relating to impairments
of securities, and to further enhance disclosures. Also, the Board and the IASB
decided to jointly undertake a project to consider broader improvements in the
accounting for financial instruments. The Boards established a senior-level
Financial Crisis Advisory Group to assist them in evaluating major issues to be
addressed in that project, as well as consider various other reporting issues arising
from the global financial crisis.

Good accounting and reporting can have economic consequences, including
potentially leading to what some term as procyclical behavior. Reporting the
deteriorating financial condition of a financial institution can result in investors
deciding to sell their stock in the entity and lenders refusing to lend to it, to the
company trying to shed problem assets, and to regulators and the capital markets
recognizing that the institution may be in danger of failing and may need
additional capital. Indeed, individuals and families may take such procyclical
actions when they see the falling value of their homes and of their 401(k)s and
decide to spend less and to sell investments in order to raise cash in troubled
times. But few would suggest suspending or modifying the reporting to
individual investors of the current values of their investment accounts. Thus, to
the extent there are valid concerns with procylicality, these concerns are more
effectively and appropriately addressed through regulatory mechanisms and via





fiscal and monetary policy, than by trying to alter the financial information
reported to investors and the capital markets.
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Introduction
Chairman Kanjorksi, Ranking Member Garrett, and Members of the Subcommittee:

I am Robert Herz, chairman of the Financial Accounting Standards Board (“FASB” or

“Board”). Thank you for inviting me to participate in today’s important hearing.

I have brief prepared remarks and would respectfully request that the full text of my

testimony and all supporting materials be entered into the public record.

My testimony this morning includes a brief overview of the FASB, including the
importance of our independence and due process to our mission of developing high-
quality financial accounting and reporting standards for both public and private
enterprises. My testimony also describes the differing roles of accounting standard
setters and prudential regulators, discusses the concepts of fair value accounting and
measurement, provides some observations on recent calls to suspend the application of
fair value accounting, summarizes research on the impact of fair value accounting on
financial institutions, explains the purpose and provisions of FASB Statement of
Financial Accounting Standards No. 157, Fair Value Measurements (“Statement 157”),
and reviews some of the issues surrounding the application of this standard and how the

Board has been addressing those issues.
The FASB

The FASB is an independent private-sector organization. Our independence from
enterprises, auditors, and other constituents is fundamental to achieving our mission—to
establish and improve general-purpose standards of financial accounting and reporting for
both public and private enterprises. Those standards are essential to the efficient
functioning of the U.S. economy because investors, creditors, and other users of financial
reports rely heavily on credible, transparent, comparable, and unbiased financial

information to make rational resource allocation decisions.





The FASB’s independence, the importance of which was reaffirmed by the Sarbanes-
Oxley Act of 2002 (“Act”),* is a critical aspect of the standard-setting process and
fundamental to our mission, because our work is technical in nature and designed to
provide preparers with the guidance necessary to report information about their economic
activities. The guidance creates the yardstick to measure and report on the underlying
economic transactions of business enterprises. Like investors and creditors, Congress
and other policy makers need an independent FASB to maintain the integrity of a
properly designed yardstick in order to obtain the financial information necessary to
appropriately assess and implement the public policies they favor. While bending the
yardstick to favor a particular outcome may seem attractive to some in the short run, in
the long run an inaccurate yardstick (or a biased accounting standard) is harmful to

investors, creditors, and the U.S. economy.

The FASB’s authority with respect to public enterprises comes from the U.S. Securities
and Exchange Commission (“SEC” or “Commission”). The SEC has the statutory
authority to establish financial accounting and reporting standards for publicly held
enterprises. For 35 years, the SEC has looked to the FASB for leadership in establishing
and improving those standards. The SEC issued a Policy Statement in 2003 reaffirming

this longstanding relationship.?

The Policy Statement, consistent with the language and intent of the Act?® also

reemphasizes the importance of the FASB’s independence described earlier. It states:

By virtue of today’s Commission determination, the
FASB will continue its role as the preeminent accounting
standard setter in the private sector. In performing this
role, the FASB must use independent judgment in setting
standards and should not be constrained in its exploration
and discussion of issues. This is necessary to ensure that
the standards developed are free from bias and have the

'Sarbanes-Oxley Act of 2002, Public Law Number 107-204, Sections 108-109 (July 30, 2002).

’policy Statement: Reaffirming the Status of the FASB as a Designated Private-Sector Standard Setter,
Exchange Act Release Nos. 33-8221; 34-47743; 1C-26028; FR-70 (April 25, 2003).

3Sections 108-109; the legislative history of the Act is clear that the provisions of the Act relating to the
FASB were intended to “strengthen the independence of the FASB . . . from . . . companies whose financial
statements must conform to FASB’s rules.” Senate Report 107-205, 107" Congress, 2d Session (July 3,
2002), page 13.





maximum credibility in the business and investing
communities.*

The SEC, together with the private-sector Financial Accounting Foundation (“FAF”), is
responsible for maintaining active oversight of the FASB’s activities.

The FASB has no power to enforce its standards. Responsibility for ensuring that
financial reports comply with accounting standards rests with the officers and directors of
the reporting enterprise, with the auditors of the financial statements, and for public
enterprises, the Public Company Accounting Oversight Board (“*PCAOB”), and
ultimately the SEC.

What Process Does the FASB Follow in Developing Accounting Standards?

Because the actions of the FASB affect so many organizations, its decision-making
process must be fair and as objective as possible. The FASB carefully considers the
views of all interested parties, including users, auditors, and preparers of financial
information. Our Rules of Procedure require an extensive due process. That process
involves public meetings, public roundtables, field visits or field tests, liaison meetings
and presentations to interested parties, and exposure of our proposed standards to external
scrutiny and public comment. The FASB members and staff also regularly meet
informally with interested constituents to obtain their input and better our understanding

of their views.

The Board makes final decisions only after carefully considering and analyzing the input
of all parties. While our process is similar to the Administrative Procedure Act process
used for federal agency rule making, it provides far greater opportunities for interaction
with the Board by all interested parties. It is also focused on making technical, rather
than policy or legal, judgments. In making those judgments, the FASB’s mission and
Rules of Procedure require that the Board balance the often-conflicting perspectives of
our various constituents and make independent, objective decisions guided by the
fundamental concepts and key qualitative characteristics of financial reporting set forth in

our conceptual framework.

*Page 5 of 8.





The Role of Accounting Standard Setters and the Role of Prudential Regulators

The primary roles of accounting standard setters and prudential regulators are
fundamentally different. Accounting standard setters focus on developing accounting
standards that help provide transparency in general-purpose financial statements of
reporting enterprises that are used by investors and others to make capital resource
allocation decisions. The information needs of those parties often differ from that of
regulators, who are largely concerned with safety and soundness and financial stability.

Accounting standard setters stress the importance of having the information in general-
purpose financial statements be neutral, that is, free from bias. The goal is to provide
information useful to users of financial statements in their decision making. Such users
include present and potential investors, lenders, suppliers, and other trade creditors,
customers, employees, governments and their agencies, and the public. Primacy is given

to the informational needs of investors (both equity and debt security holders).®

The focus of financial reports is on the communication of information to investors and
the capital markets to facilitate informed investment decisions, without which markets do
not function well. This focus informs the structure and purpose of the financial
accounting and standard-setting process and the resultant standards.

A paramount goal of the federal government has been to ensure the stability of the
financial system. A principal policy tool used to achieve this goal has been the prudential

regulation and supervision of financial institutions, which is designed to remove or lessen

>The Advisory Committee on Improvements to Financial Reporting (CIFiR) to the SEC states the following
in Recommendation 2.1 of their Final Report (August 2008):

Investor perspectives are critical to effective standards-setting, as investors are
the primary consumers of financial reports. Only when investor perspectives are properly
considered by all parties does financial reporting meet the needs of those it is primarily
intended to serve. Therefore, investor perspectives should be given pre-eminence™ by all
parties involved in standards-setting.

>We recognize the need for balance among all parties involved in the standards-setting
process. We do not intend to suggest by this recommendation that investor input trumps
all others. Instead, in cases where constituent views cannot be reconciled, we believe that
the investor perspective should be afforded greater weight.





the threat of systemic instability, as well as, in the case of commercial banks and other
deposit-taking institutions, to protect customer deposits.

In the aftermath of the 1980s savings and loans crisis, Congress enacted laws stating that
the accounting standards used by bank regulators had to be at least as “stringent” as U.S.
generally accepted accounting principles (“GAAP”).  Thus, regulatory capital
requirements for banks in the United States start with financial information provided in
accordance with GAAP. However, the laws also provide the regulators with discretion to
adjust GAAP numbers when establishing capital adequacy guidelines governing loan
capacity and other regulatory requirements. The regulators also have other tools at their
disposal to address the financial positions of financial institutions, including liquidity and
collateral requirements and risk concentration rules. So, while financial institution
regulators may base computations of regulatory capital on GAAP numbers, their
decisions on capital adequacy and responses to capital impairments cannot and should not
be driven solely or mechanically by balance sheet results. Their role is different from
that of accounting standard setters whose standards are not specifically designed to meet
the objectives of prudential regulation. But, while our roles are different, we have
longstanding and productive working relationships with financial institution regulators,
both at the national and the international levels, wherein we share perspectives, discuss
current issues, and look for ways to complement and bridge the reporting needs of

investors and regulators.
What Is Fair Value Measurement and Its Role in Accounting?

The current reporting model in the United States and across much of the world includes
both historical cost measurement and fair value measurement. As the current financial
and economic crisis has deepened and broadened, there has been considerable focus on
the subject of mark-to-market or fair value accounting. In discussions on this subject, it

has become clear that there are a number of misconceptions about fair value accounting.





As detailed extensively in the recent SEC Mark-to-Market Report to Congress,® the
use of fair value in financial reporting is not new. In fact, it has been in place for
many decades, principally for financial assets. However, fair value is not required for all
financial assets. Whether and when fair value is required depends on the types of
financial assets that are the subject of the accounting and, to varying degrees, the
reporting entity’s intent with respect to those assets. Moreover, when fair value is
required, it is not always required on an ongoing basis (which is so-called mark-to-market
accounting). Some fair value measures within GAAP are one-time and event driven,
such as the valuation of assets and liabilities in business combinations; certain types of
inventory and long-held assets; and certain retirement obligations initially recognized at
fair value. Other fair value measures are recurring, such as the accounting for marketable
securities classified as trading securities and derivatives (with certain exceptions for
hedges). This is so-called mark-to-market accounting, which also can be voluntarily
elected under an available fair value option. Fair value also is used to report securities in
available-for-sale portfolios of financial institutions and other entities, but, in such cases,
the periodic changes in fair value are included in what is called other comprehensive

income, which does not affect reported earnings.

Fair value is used to recognize impairments in the value of financial assets. For example,
under the standards applicable to impairments, (1) available-for-sale securities and held-
to-maturity debt securities have for many years been written down to fair value through
earnings if impairment is other than temporary and (2) mortgage loans held for sale are
reported at the lower of cost or fair value on an ongoing basis (a continuous impairment
notion). Thus, the requirement to write down financial assets in down markets is hardly
new and would apply whether one used fair value accounting or other age-old methods
such as lower of cost or market. Finally, it is important to note that loans held for
investment, which make up the bulk of financial assets for many banks, are carried at
amortized cost subject to loan loss allowances that are not based on fair value.

®Report and Recommendations Pursuant to Section 133 of the Emergency Economic Stabilization Act of
2008: Study on Mark-To-Market Accounting, Office of the Chief Accountant, Division of Corporation
Finance, United States Securities and Exchange Commission, December 30, 2008 (SEC “Mark-to-Market
Report™).





Some Observations on Recent Calls to Suspend Application of Fair Value

Accounting

In recent months, there have been calls by certain parties to suspend fair value accounting
and, specifically, the application of Statement 157. Some commentators have asserted
that the fair value standards promote undesirable “procyclical” behavior by requiring
write-downs of financial assets that may be exaggerating losses, further driving down
asset values, affecting capital ratios, and tightening the availability of credit, thereby
causing a further downward spiral in assets prices. While sound and transparent
reporting can have economic consequences, including potentially leading to procyclical
behavior, it is not the role of accounting standard setters or general-purpose external
reporting to try to dampen or counter such effects. Highlighting and exposing the
deteriorating financial condition of a financial institution can result in investors deciding
to sell their stock in the entity, in lenders refusing to lend to it, to the company trying to
shed problem assets, and to regulators and the capital markets recognizing that the
institution may be in danger of failing and need additional capital. Indeed, individuals
and families may take such procyclical actions when they see falling values of their
homes and their 401(k)s and decide to spend less and to sell investments in order to raise
cash in troubled times. But I think few would suggest suspending or modifying the
reporting to individual investors of the current values of their investment accounts. Thus,
to the extent there are valid concerns with procyclicality, these are more effectively and
more appropriately addressed through regulatory mechanisms and via fiscal and
monetary policy, than by trying to suppress or alter the financial information reported to
investors and the capital markets. Moreover, in our view, the standards are not the
underlying source of the write-downs. Some of the most vocal critics of the standards
have come from institutions that subsequently failed and have had to seek financial
assistance from or been rescued by the federal government. As discussed in detail below,
there is considerable evidence that underlying economic conditions are the fundamental

source of those write-downs.

In the words of some investors, “Blaming fair value accounting for the credit crisis is a

lot like going to a doctor for a diagnosis and then blaming him for telling you that you are





sick.”” The fact that fair value measures have been difficult to determine for some
illiquid instruments is not a cause of current problems, but rather a symptom of the many
problems that have contributed to the global crisis, including lax and fraudulent lending,
excess leverage, the creation of complex and risky investments through securitization and
derivatives, the global distribution of such investments across rapidly growing
unregulated and opaque markets that lack a proper infrastructure for clearing mechanisms
and price discovery, faulty ratings, and the absence of appropriate risk management and
valuation processes at many financial institutions. Many of the complaints about fair
value also seem to arise in the context of its impact on capital adequacy. As previously
noted, while the consideration of the impact of fair value accounting on bank regulatory

capital is a very important issue, it is beyond the purview of the FASB.

For accounting standard setters, the fundamental question about fair value accounting is
whether it provides investors with the relevant information with which to judge current
and potential investments. In developing the fair value measurement and reporting
standards, the Board has repeatedly been told by investor organizations and other users
that fair values of financial assets and liabilities are more relevant for their decision
making than historical cost. Over time, historical prices of financial instruments become
increasingly less relevant in assessing an entity’s current financial position. Many
investors have made it clear that, in their view, fair value accounting allows companies to
report amounts that are more relevant, timely, and comparable than amounts that would
be reported under alternative accounting approaches, even during extreme market

conditions.

Companies’ ability to manipulate their reported net income may be more limited when
amounts are reported at fair value on a regular or ongoing basis, because changes in the
values of assets and liabilities are reported in the period they occur, not when they are
realized as the result of transactions. During the savings and loan crisis, there was
considerable criticism of the practice of gains trading, under which institutions would

“cherry pick” appreciated securities for sale thereby boosting reported earnings, while in

"Dane Mott and Sarah Deans, Accounting Issues: Q&A on Financial Instrument Accounting During the
Credit Crunch, Global Equity Research, J.P. Morgan (July 28, 2008).





accordance with regulatory accounting requirements not recognizing the unrealized
losses on other securities they were holding. Gains and losses resulting from changes in
fair value estimates reflect economic and market events that companies and investors
may find relevant to their decisions. Thus, fair value accounting has helped investors and
capital markets more quickly identify where problems exist and react to those problems.
The Center for Audit Quality, the Council of Institutional Investors, and CFA Institute

issued the following joint statement on October 1, 2008:

Suspending fair value accounting during these challenging
economic times would deprive investors of critical financial information
when it is needed most. Fair value accounting with robust disclosures
provides more accurate, timely, and comparable information to investors
than amounts that would have been reported under other alternative
accounting approaches. Investors have a right to know the current value
of an investment, even if the investment is falling short of past or future
expectations.®

In its recent report to Congress, the SEC reported that investors have repeatedly told the
Commission that fair value information is vital in times of stress and that suspending the
fair value information would weaken investor confidence and result in further capital

market instability.®

Ben Bernanke, chairman of the Federal Reserve System Board of Governors, testified in
a hearing of the House Financial Services Committee on monetary policy and the state of
the economy on February 25, 2009. During that hearing, Chairman Bernanke was asked
to discuss the pros and cons of suspending mark-to-market accounting. Chairman
Bernanke responded that “...the basic idea of mark to market accounting is very
attractive, the idea that wherever there are market values determined in free exchange,
that those market values should be used in valuing assets so that investors would have a
more accurate sense of what the institution is worth. So that’s the principle and it’s a
good principle in general.” Mr. Bernanke noted that difficulties with mark-to-market
accounting arise when markets become illiquid or do not function. And, he stated, “So

some real challenges there and | think the accounting authorities have a great deal of

8 Joint Statement of the Center for Audit Quality, the Council of Institutional Investors and the CFA
Institute Opposing Suspension of Mark-to-Market Accounting,” Press Release (October 1, 2008).
SEC Mark-to-Market Report, pages 1, 139-144.





work to do to try to figure out how to deal with some of these assets, which are not traded
in liquid markets. But | don’t see a suspension of the whole system as being constructive
because there is a great deal of information in valuing many of these assets according to

market principles.”

As the SEC concluded in its report to Congress, suspending or eliminating the current fair
value accounting requirements would diminish the quality and transparency of reporting
and could adversely affect investors’ confidence in the markets. In turn, this loss of
confidence could also cause downward pressure on the financial markets and the

economy and additional financial instability.
Impact of Fair Value Accounting on Financial Institutions

The SEC, Merrill Lynch, and the FASB staff have performed research on the impact of
fair value accounting on financial institutions. Each group studied the linkage between
fair value accounting and recent bank failures and concluded that fair value accounting
did not appear to play a meaningful role in bank failures. The SEC Mark-to-Market
Report describes the SEC’s study on this issue. Dividing the failed banks by asset size,
the SEC analyzed 22 banks’ use of fair value measurement over a 3-year period,
evaluating the impact of fair value measurement on capital adequacy relative to loan
losses and other factors affecting the capital position of the banks. The SEC found that
for most of the failed banks, fair value accounting was applied in limited circumstances
and did not have a significant impact on the banks’ capital. The SEC concluded that fair
value accounting did not appear to play a meaningful role in bank failures in 2008 and
that the failures were more likely due to probable credit losses, concerns about asset
quality, and, in some cases, eroding lender and investor confidence. Furthermore, the
Commission reported that for banks that recognized sizable fair value losses, the
reporting of these losses did not appear to be the cause of the failure. The SEC also noted
that market concerns about these banks, as evidenced by their share price, appeared to
indicate that the marketplace factored in losses for those banks that had not been

recognized in GAAP reported income.*

9SEC Mark-to-Market Report, pages 4, 97.
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The SEC also examined the impact of fair value accounting on financial institutions’
balance sheets. They found that the majority of a bank’s assets are not reported at fair
value. Their analysis illustrated that 31 percent of total bank assets were reported at fair
value as of first quarter 2008 and that 30 percent of those assets reported at fair value
constituted investment securities classified as available-for-sale with changes in fair value
recognized in other comprehensive income (a component of equity). It is our
understanding that unrealized gains and losses on available-for-sale securities are added
back for Tier 1 regulatory capital purposes. The SEC determined that 22 percent of total
assets were reported at fair value with changes in value affecting income, primarily

comprising trading securities and derivatives.

For broker-dealers, the SEC determined that 50 percent of total assets were measured at
fair value and that changes in the value of almost all of those assets were reported in the
income statement. The SEC found that broker-dealers reported large trading and
derivative instruments portfolios, which were measured at fair value. Specifically, those

assets constituted 43 percent of broker-dealer total assets.™

Merrill Lynch’s research report states that recent bank failures and earnings weakness
had far more to do with poorly performing loans than with mark-to-market accounting.
The loans that had caused these problems were not accounted for at fair value but on an
accrual basis of accounting. Under this accrual method, loss reserves are gradually
added, producing a charge to earnings, as delinquencies are observed and actual losses
are incurred. Reviewing 2008 data, Merrill Lynch found that rapidly rising credit loss
provisions had a much greater impact on a bank’s financial condition than the impact of

mark-to-market losses.*?

The FASB staff also analyzed institutions that were closed by the Federal Deposit
Insurance Corporation between January 25, 2008, and October 31, 2008. The FASB
staff’s findings are consistent with the SEC’s conclusions that fair value accounting was
applied in very limited circumstances at those institutions. In addition, the FASB staff

USEC Mark-to-Market Report, pages 47, 50.
2Guy Moszkowski, Edward Najarian, M. Patrick Davitt, and Christopher Black, Does TARP Point to
Suspension of Mark-to-Market? Banks-Multinational/Universal, Merrill Lynch (October 24, 2008).
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analyzed investor pricing of commercial banks by looking at their market values. The
staff found that, as of November 3, 2008, more than 50 percent of publicly traded banks
were trading below tangible book value. Based on November 3, 2008, stock prices, 52
percent of all U.S.-listed commercial banks (358 banks) were trading at less than tangible
book value; 236 of those banks were trading at less than 80 percent of tangible book
value. Investors’ pricing of banks suggests that they viewed bank net assets as
overstated, not understated, as would be the case if fair value adjustments were causing
excessive write-downs of bank assets. Similarly, a Bloomberg News analysis of two
major commercial bank mergers in 2008 involving the acquisition of National City by
PNC Financial and the acquisition of Wachovia by Wells Fargo shows that the
consideration paid was significantly less (in both cases about 70 percent less) than most
recently reported book value before acquisition, suggesting that fair value markdowns
recorded by the acquired institutions may not have captured all of the information

relevant to a willing buyer.™
FASB Statement No. 157, Fair Value Measurements

Much of the current criticism of fair value accounting has been directed toward
Statement 157, issued in 2006. Here, too, we believe there are a number of

misconceptions.

Contrary to the assertions of some, Statement 157 did not introduce mark-to-market or
fair value accounting and did not expand the range of items that are required to or
permitted to be measured at fair value. Rather, Statement 157 improves the consistency
and comparability of fair value measures within GAAP by more clearly defining fair
value, establishing a framework for measuring fair value, and expanding disclosures
about fair value measurements. It does not change which assets and liabilities
companies report at fair value. Before Statement 157, numerous accounting standards
provided guidance about fair value measures. However, that guidance evolved

piecemeal over time and was dispersed throughout several pronouncements.

BJonathan Weil, “Wachovia Shows Why No Bank’s Books Are Trusted,” Bloomberg.com (October 30,
2008).
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Differences among that guidance created inconsistencies and added complexity to
GAAP.

Before the issuance of Statement 157, there were varying definitions of fair value,
including fair value exit and entry price (purchase price). Statement 157 defines fair
value as an exit price. For an asset, the fair value estimate is determined by reference
to the price that would be received in an orderly transaction for the asset at the
measurement date (an exchange price notion), not, as some have asserted, the price
that would be received in a fire sale or forced liquidation transaction for the asset at
the measurement date. An orderly transaction is one that involves market participants
that are willing to transact and allows for adequate exposure to the market before the
measurement date. In contrast, a fire sale or forced liquidation transaction is one that
involves market participants that are compelled to transact (under duress) and allows for
little (or no) exposure to the market before the measurement date. Statement 157 clarifies
that the fair value estimate is intended to convey to investors the value of an asset or
liability at the measurement date (a current value), not the potential value of the asset or

liability at some future date under different economic or market conditions.

Statement 157 also establishes a fair value hierarchy that prioritizes the inputs that should
be used to develop the fair value estimate. The fair value hierarchy prioritizes quoted
prices in active markets for identical assets or liabilities (Level 1). In the absence of
quoted prices in active markets for identical assets or liabilities, the fair value hierarchy
allows for the use of valuation techniques (for example, pricing models) that incorporate
a combination of other inputs. Those other inputs consist of observable inputs that are
reasonably available in the circumstances, including quoted prices in markets for
comparable assets or liabilities (Level 2), and unobservable inputs, including the
reporting entity’s own analysis of the underlying economic data that market participants

would factor into the pricing of the asset or liability (Level 3).

The fair value hierarchy prioritizes observable inputs over unobservable inputs. By
distinguishing between inputs that are observable in the marketplace and, therefore, more

objective and those that are unobservable and, therefore, more subjective, the hierarchy is
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designed to indicate the relative reliability of the fair value measures. When there is little
or no market activity for comparable assets or liabilities at the measurement date (illiquid
markets) or when information about transactions involving comparable assets or
liabilities is not publicly disclosed, the fair value estimate might rely principally on
unobservable inputs (Level 3 estimates). Like many other estimates used in financial
reporting, Level 3 estimates can be difficult and require the use of significant judgments.
However, as previously noted, many investors have stated that those estimates provide
more relevant and useful information than alternatives that ignore current economic and

market conditions.

To provide investors with enhanced information about a company’s fair value estimates,
Statement 157 requires new disclosures about the company’s use of fair value
measurements and their effects on the financial statements. Before Statement 157, a few
of the accounting pronouncements that require fair value measurement also required
disclosures about those measurements. Statement 157 significantly expands those
disclosures. In general, under Statement 157, the new disclosures are based on the fair
value hierarchy. Statement 157 requires a company to disclose (1) its fair value measures
at each reporting date, (2) where in the fair value hierarchy the measurements were
determined, and (3) a roll forward schedule of assets and liabilities carried at fair value
using Level 3 inputs, and the amount of unrealized gains and losses not yet realized that
are included in earnings. In addition, Statement 157 requires a company to annually

disclose its valuation techniques and discuss any changes in those valuation techniques.

Statement 157 is a principles-based standard that requires the application of sound
judgment in determining fair value estimates. Judgment is not new in accounting;
however, the increased attention on fair value estimates and principles-based standards
has increased focus on the use of judgment. In its final report to the SEC, CIFiR
recommended that the SEC issue a statement of policy articulating how it evaluates the
reasonableness of accounting judgments, including the factors that it considers when
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making this evaluation. That recommendation also included a suggestion that the
PCAOB should adopt a similar approach with respect to auditing judgments.*

FASB Implementation Activities Relating to Fair Value Measurements

A number of issues have been raised about fair value or mark-to-market accounting,
including assertions by some that the use of fair value measurements in the current
environment understates the “true” or “fundamental” value of financial assets, thereby
overstating the extent of “true” losses. The Board acknowledges that there are significant
challenges to estimating fair value, particularly in illiquid markets, requiring the
gathering and analysis of relevant data and the exercise of sound judgment. Those
challenges do not mean fair values should not be estimated and reported, supplemented
by robust disclosures. The FASB is responding, as appropriate, to these issues and
concerns. As part of its normal due process, the FASB monitors the implementation of
new accounting standards in a number of ways, including ongoing discussions and
consultations with the SEC, regulators, companies, auditors, and a variety of users. The
FASB has been actively working with the SEC and the federal banking regulators to
monitor the implementation of Statement 157 to determine if additional clarification or
guidance is needed to improve the application of the standard. The FASB has also
established the Valuation Resource Group (“VRG”) to provide the Board with
information about implementation issues on fair value measurements in financial
reporting and the variety of viewpoints associated with those implementation issues. The
VRG is composed of a cross-section of industry representatives, including financial
statement preparers, auditors, users, and valuation experts. Representatives of the SEC,
the PCAOB, the American Institute of Certified Public Accountants, and the International

Accounting Standards Board (“IASB”) also observe VRG meetings.

In addition, the FASB reviews publications and articles issued by users and others that
discuss the fair value requirements and their use in financial reports. Companies and
auditors submit questions to the staff via the FASB’s technical inquiry process. The

FASB Board and staff members meet at least quarterly with representatives from the

YCIFiR Final Report, Recommendation 3.5, page 13.
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PCAOB and the SEC to discuss matters of mutual interest. Similar meetings also are
held periodically with federal banking regulators.

Since the issuance of Statement 157, the Board and FASB staff have taken significant
actions, addressing application issues relating to Statement 157 and other GAAP affected
by the global financial crisis. First, after extensive consultations with participants in the
capital markets on the application of fair value measurements in the current market
environments, the SEC staff and the FASB staff jointly issued a news release in
September 2008 to address a number of practice issues where there was a need for
immediate additional guidance. That news release provided additional interpretative
guidance to address fair value measurement questions that have been cited as most urgent
in the current environment, including the valuation of Level 3 assets and valuations

generally in distressed markets.*

Second, on October 10, 2008, the FASB issued additional guidance in the form of a
FASB Staff Position (“FSP”) to clarify the application of Statement 157 when markets
are not active.'® The guidance in the FSP is consistent with and amplifies the guidance in
the September press release. The FSP clarifies the application of Statement 157 in three
main areas:

1. When markets are dislocated, it is not appropriate to conclude that all market
activity represents forced liquidations or distressed sales. In other words, the
determination of whether a particular price is forced or not should be made at
the transaction level, not the market level. Proper consideration should be
given as to how recent the transaction occurred and the volume of the
transaction relative to the market for the item.

2. In determining fair value for a financial asset, the use of a reporting entity’s
own assumptions about future cash flows and appropriately risk-adjusted
discount rates is acceptable when relevant observable inputs are not available.
Regardless of the valuation technique used, an entity must include appropriate

1%3ee Attachment 3.
83ee Attachment 4.
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risk adjustments that market participants would make for credit and liquidity
risks.

3. Broker (or pricing services) quotes may be an appropriate input when
measuring fair value, but they are not necessarily determinative if an active

market does not exist for the financial asset.

Third, in November and December 2008, the FASB, along with the 1ASB, held three
public roundtables, one each in the United States, Asia and Europe, to discuss concerns
arising from the global financial crisis. The roundtables were designed to provide
members of the Boards with input from a wide range of stakeholders, including users and
preparers of financial statements, governments, regulators, and others, to help the Boards
identify accounting issues that may require urgent and immediate attention to improve
financial reporting and help enhance investor confidence in financial markets. The
Boards asked roundtable participants to identify broader financial reporting issues arising
from the global financial crisis. Topics discussed at the roundtables included issues
relating to the impairment of financial assets, fair value measurement, reclassification of
financial instruments, disclosure issues relating to fair value and the impairment of
financial instruments, and potential steps that could be taken to provide additional

application guidance on issues arising in the current environment.

After considering the extensive input received during the roundtables, as well as after
numerous consultations with constituents and U.S. regulatory agencies, on December 15,
2008, the Board decided to undertake four short-term projects to improve and simplify
the accounting practices for financial instruments, focusing on improving the impairment
models for investments in debt and equity securities and enhancements to the disclosures

about certain financial instruments.*

e The first project resulted in the issuance of FSP EITF 99-20-1,
Amendments to the Impairment Guidance of EITF Issue No. 99-20. This
FSP is designed to achieve more consistent determination of whether
other-than-temporary impairments have occurred to available-for-sale or

See Attachment 5 for the news release on projects added to the FASB’s agenda in December 2008.
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held-to-maturity debt securities. When a security has been other-than-
temporarily impaired, GAAP requires that the security be marked down to

its fair value.

e The second project, FSP FAS 107-b and APB 28-a, would amend existing
fair value disclosure requirements for financial instruments to require

those disclosures on an interim basis.

e In addition to the two FSPs, the FASB is working on two other short-term
projects to address issues about measurement and reporting of financial
instruments. The first would clarify when embedded credit derivatives are
not required to be recorded at fair value. The second would allow
companies to reverse a previously recognized impairment charge through
earnings for debt securities classified as held-to-maturity or available-for-
sale when evidence exists that a recovery has occurred. The second
project is being conducted jointly with the IASB.

Fourth, the FASB and the IASB decided to jointly undertake a project to consider broader
improvements in the accounting for financial instruments. The Boards also established
the Financial Crisis Advisory Group (“FCAG?”) to assist them in evaluating major issues
to be addressed in this project, as well as consider various other reporting issues arising
from the global financial crisis. Comprising recognized leaders in the fields of business
and government, the FCAG’s primary function is to advise the Boards on the standard-
setting implications of the global financial crisis and potential changes to the global
regulatory environment.® The FCAG will consider how improvements in financial
reporting could help investor confidence in financial markets. The FCAG also will help
identify significant accounting issues that require the Boards’ urgent and immediate
attention, as well as issues for longer-term consideration. In providing that advice, the
FCAG will draw upon work already under way in various jurisdictions on accounting and

the credit crisis, as well as information gathered from the FASB-1ASB roundtables. To

185ee Attachment 6 for a list of FCAG members.
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date, the FCAG has held three meetings and plans to hold two or more additional
meetings prior to issuing its final report in mid-20009.

Fifth, in response to the recommendations contained in the SEC Mark-to-Market Report,
as well as input from the FASB’s VRG and others, the Board recently added several
projects to its agenda intended to improve the application guidance used to determine fair
values and disclosure of fair value estimates.”® The projects on application guidance will
address determining when a market for an asset or liability is active or inactive;
determining when a transaction is distressed; and applying fair value to interests in
alternative investments, such as hedge funds and private equity funds. The project on
improving disclosures about fair value measurements will consider requiring additional
disclosures on such matters as sensitivities of measurements to key inputs and transfers of
items between fair value measurement levels. The Board is devoting substantial staff
resources to these projects and plans on completing the projects on application guidance
by the end of the second quarter of 2009 and the project on improving disclosures in time
for year-end 2009 reporting.

Sixth, over the past year the Board has issued new standards and additional guidance on
various other issues relating to the financial crisis, including securitizations, special-
purpose entities, financial guarantee insurance, and credit default swaps and other
derivatives. The Board is currently completing deliberations on two projects to amend
the existing accounting guidance for transfers of financial assets and consolidation of
thinly capitalized (special-purpose) entities. The project on transfers of financial assets is
intended to (1) address concerns about the use of off-balance-sheet entities, (2) simplify
the guidance on accounting for transfers of financial assets, and (3) improve consistency
and transparency in accounting for such transfers. The project on consolidation of thinly
capitalized entities is intended to address concerns about the application of that guidance
as a result of recent market events. Specifically, the Board is considering amendments
that may (1) require companies to reconsider their involvements with thinly capitalized

entities more frequently and (2) alter how companies determine whether they must

9See Attachment 7 for the news release on projects added to the FASB’s agenda in February 2009.
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consolidate a thinly capitalized entity. In conjunction with those projects, the Board
issued an FSP in December 2008 to enhance disclosures about transfers of financial
assets and companies’ involvements with thinly capitalized entities.® Those disclosure

requirements became effective at the end of 2008.

Finally, the Board is working with both the Financial Stability Forum and members of the
“G20” on issues relating to concerns about the potential procyclical effect of fair value
accounting on the capital position and balance sheets of financial institutions and

companies.
International Financial Reporting Standards

In addition to the joint efforts with the IASB previously described, the IASB currently
has been working on a fair value measurement project to consider fair value
measurements broadly, focusing on the definition of fair value and the framework for

measuring fair value.

As part of that effort, the IASB exposed Statement 157 for comment by its constituents.
The 1ASB is now in the process of developing a standard that would be substantially
convergent with Statement 157 and has also recently made changes to its disclosure

requirements to parallel those of Statement 157.
Conclusion

For accounting standard setters, the fundamental question about fair value accounting is
whether it provides investors with the relevant information with which to judge current
and potential investments. Accounting standard setters focus on developing standards
that help provide transparency in general-purpose financial statements of reporting
enterprises that are used by investors and others in their decision making. The
information needs of these parties often differ from that of prudential regulators, who are

largely concerned with safety and soundness and financial stability.

FSP FAS 140-4 and FIN 46(R)-8, Disclosures by Public Entities (Enterprises) about Transfers of
Financial Assets and Interests in Variable Interest Entities (December 11, 2008).
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Many investors, financial analysts, and others have indicated that fair value accounting
has been instrumental in providing financial statement users with important information
about the current values of a company’s financial assets and with better and more timely
information about the risks faced by financial institutions in the current environment.
Calls for suspending or eliminating the fair value standards are misdirected. The
standards are not the underlying cause of the write-downs in financial assets, but rather
reflect the underlying problems with those assets. Now, more than ever, transparency is
essential in bringing critical information to investors and the capital markets. Fair value
accounting helps provide the transparency and comparability that are vital to investor
confidence.

That is not to say that fair value is perfect or is the universal panacea. There are many
challenging issues, particularly in illiquid markets. Mark-to-market works best in sound,
active, liquid markets. Therefore, while it is in our collective interest to try to keep
improving disclosures about and techniques for valuing items in illiquid markets, it also
would be worthwhile for policymakers and regulators to take steps necessary to create
sound markets. Sound markets require a proper infrastructure to facilitate the flow of
information, ascertain price discovery, support the necessary clearing mechanisms, and
allow for informed and knowledgeable market participants. Effective oversight and
regulation are also key ingredients of sound markets, as are the exercise of appropriate
due diligence by investors and proper risk management processes by financial

institutions.

We understand that determining fair value in illiquid markets can be challenging and
requires significant analysis and judgment to accomplish. To the extent legitimate issues
are raised about our standards, we pledge to continue to work with our colleagues in the
financial reporting and regulatory system to examine and address those issues and to
continue to strive to improve accounting standards for the benefit of investors and the

capital markets.

Thank you Mr. Chairman. | would be pleased to answer any questions you may have.
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Summary and Introduction of FASB Statement of Financial Accounting Standards
No. 115, Accounting for Certain Investments in Debt and Equity Securities

Summary

This Statement addresses the accounting and reporting for investments in equity
securities that have readily determinable fair values and for all investments in debt
securities. Those investments are to be classified in three categories and accounted for as
follows:

. Debt securities that the enterprise has the positive intent and ability to hold
to maturity are classified as held-to-maturity securities and reported at
amortized cost.

. Debt and equity securities that are bought and held principally for the
purpose of selling them in the near term are classified as trading securities
and reported at fair value, with unrealized gains and losses included in
earnings.

. Debt and equity securities not classified as either held-to-maturity
securities or trading securities are classified as available-for-sale securities
and reported at fair value, with unrealized gains and losses excluded from
earnings and reported in a separate component of shareholders' equity.

This Statement does not apply to unsecuritized loans. However, after mortgage loans are
converted to mortgage-backed securities, they are subject to its provisions. This
Statement supersedes FASB Statement No. 12, Accounting for Certain Marketable
Securities, and related Interpretations and amends FASB Statement No. 65, Accounting
for Certain Mortgage Banking Activities, to eliminate mortgage-backed securities from
its scope.

This Statement is effective for fiscal years beginning after December 15, 1993. It is to be
initially applied as of the beginning of an enterprise's fiscal year and cannot be applied
retroactively to prior years' financial statements. However, an enterprise may elect to
initially apply this Statement as of the end of an earlier fiscal year for which annual
financial statements have not previously been issued.

Introduction

1. This Statement addresses the accounting and reporting for certain investments in
debt securities and equity securities. It expands the use of fair value accounting for those
securities but retains the use of the amortized cost method for investments in debt
securities that the reporting enterprise has the positive intent and ability to hold to
maturity.

2. This Statement was undertaken mainly in response to concerns expressed by
regulators and others about the recognition and measurement of investments in debt
securities, particularly those held by financial institutions. They questioned the





appropriateness of using the amortized cost method for certain investments in debt
securities in light of certain trading and sales practices. Their concerns also were
prompted by the existence of inconsistent guidance on the reporting of debt securities
held as assets in various AICPA Audit and Accounting Guides. The AICPA's Accounting
Standards Executive Committee (AcSEC) and the major CPA firms, among others, urged
the Board to reexamine the accounting for certain investments in securities.
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Prepared Statement
Robert H. Herz

Chairman, Financial Accounting Standards Board

Chairman Kanjorski, Ranking Member Garrett, | am Robert Herz, chairman of the
Financial Accounting Standards Board (FASB). Thank you for inviting me to participate
in today’s important hearing.

I have some brief prepared remarks and would request that these and the full text of my

testimony be entered into the public record.

The mission of the FASB is to establish accounting and financial reporting standards for
public and private companies and for not-for-profit entities that if faithfully implemented
will provide investors and other users of financial statements with relevant, reliable, and
transparent information about a company’s financial condition, results of operations, and
cash flows. The usefulness and credibility of such information depend heavily on it
providing an honest and neutral portrayal and not being skewed to favor any particular
company, industry, or type of transaction or being modified in times of economic stress
or being purposefully biased in favor of any other regulatory, social, or economic
objectives other than sound reporting to investors and the capital markets.

Our current reporting model in the U.S. and across much of the world includes both
historical cost and fair value measurements. As the current financial and economic crisis
has deepened and broadened, there has been considerable focus on the subject of so-
called mark-to-market or fair value accounting, not only in the media and among public
policy pundits, but also at public roundtables held by the SEC, public roundtables
convened by us and the International Accounting Standards Board, various other
discussions between standard setters and regulators and with constituents, and in the





SEC’s December 30, 2008 report to Congress and other studies. Some financial
institutions and their trade groups have criticized the use of fair value in the current
environment as overstating the extent of losses and capital erosion and as a factor
exacerbating the crisis. They have therefore called for it to be either suspended or
modified in various ways. On the other hand, many investors, financial analysts, and
other professional users of financial reports and their organizations have applauded its
use as essential in promptly revealing the extent of problem assets and deteriorating
financial condition of institutions. Accordingly, they have urged us not to suspend or
weaken the current requirements, fearing that would enable institutions to improperly
avoid or delay the recognition of economic losses and depleted capital. Indeed, some
have urged us to extend the use of fair value to all financial assets, noting that investors
seem to believe that bank assets are overstated as evidenced by market valuations of
many publicly traded banks at well below their reported book values and recent
acquisitions of major banks at a fraction of the acquired banks’ book values. Thus, in

their view, the reporting problem is not too much use of fair value, but too little.

Clearly, there are strongly held views on both sides of this debate. So, rather than use my
time to debate the pros and cons of fair value, my statement will provide you with some
information about (1) fair value and its use in financial reporting, (2) our recent and
planned standard-setting actions relating to this subject, including our responses to
reporting issues emanating from the financial crisis and how we are addressing
recommendations in the SEC report, and (3) some observations about the role of financial
reporting and its relationship to economic and regulatory consequences.

First, what is fair value? We define the fair value of an asset as the price that would be
received by the holder of that asset in an orderly transaction. Conceptually, it is what an
asset is worth currently in an exchange between informed parties on an arm’s length
basis, and not its potential value at some future date under different economic or market
conditions. Also, contrary to what some have asserted, it is not the price that would be

received in a distressed sale or forced liquidation.





As described extensively in the SEC report, the use of fair value by U.S. financial
institutions varies considerably from relatively little by many banks to more general use
of so-called “mark-to-market” accounting by broker-dealers. “Mark-to-market™
accounting occurs when items are carried at fair value on a continuous basis with the
periodic changes in fair value (that is the “mark-to-market” adjustments) included in
determining reported earnings for each period. Such accounting is used for securities in
trading portfolios and, subject to certain exceptions for qualifying hedges, for derivatives.
It also can be voluntarily elected, subject to certain constraints, under an available fair

value option.

Fair value is also used to report securities in available-for-sale portfolios of financial
institutions and other entities, but in such cases the periodic changes in fair value are
included in what is called “other comprehensive income”, which does not affect reported
earnings. Investments classified as held-to-maturity are carried on a cost basis. Fair
value is also used to recognize what are termed other-than-temporary impairments of
financial assets where there has been a significant and prolonged decline in their value, as
can occur in sustained downward markets. In such cases, the value of securities held as
either available-for-sale or held-to-maturity is written down through earnings to reflect
the other-than-temporary decline in value. Mortgage loans held for sale are reported at
the lower of cost and fair value, while loans held for investment, which make up the bulk
of financial assets for many banks, are generally carried at amortized cost, with

allowances for loan losses that are not based on fair value.

Most of these requirements have been in place for many. Counter to what some have
asserted, FAS 157 on fair value measurements (which we issued in 2006 following over
three years of extensive input and public due process) does not require any new fair value
measurements. Thus, it is not surprising that the SEC report indicates that the extent of
use of fair value has remained fairly constant over time. Rather, FAS 157 was issued to
establish a consistent definition of fair value. It also provides a coherent framework for
determining fair value across varying types of assets and liabilities and differing market
conditions and requires significantly expanded and enhanced disclosures relating to the





use of fair value in financial statements and its impact on reported earnings and financial

condition.

So, fair value is by no means a new concept. Further, the use of fair value in determining
write-downs in periods of down markets is hardly new and would apply whether one used
mark-to-market accounting or other age-old accounting methods such as lower of cost or

market.

What is new are all the now well-chronicled problems that contributed to the global
crisis, including notoriously lax and fraudulent lending, excess leverage, the creation of
complex and risky investments through securitization and derivatives, the global
distribution of such instruments across rapidly growing unregulated and opaque markets
lacking a proper infrastructure for clearing mechanisms and price discovery, faulty
ratings, and the absence of appropriate risk management and valuation processes at many
financial institutions. As the crisis has deepened and broadened, the values of many
financial assets have fallen significantly, credit spreads have widened, and the markets
for some complex instruments have become increasingly illiquid and virtually inactive.
Those conditions pose significant challenges to the valuation process, often requiring
additional data gathering and analysis and the use of sound judgment. But while our
standard on fair value measurement did not specifically contemplate the current crisis, it
did include guidance on determining fair values for illiquid assets for which there may be
little or no transaction activity. And, during the fall of 2008, our staff together with the
SEC staff provided additional guidance on valuing financial assets in illiquid markets
which we then supplemented with further guidance. Also, in such situations, clear and
ample disclosures are critical to helping investors understand where fair value was used,

how it was determined, and its impact on reported earnings and financial condition.

Additionally, consistent with the recommendations in the SEC report and with the
significant input we received at our recent public roundtables with the IASB and
following many other discussions with constituents and with our Valuation Resource

Group, we have recently undertaken a series of near-term standard-setting actions aimed





at providing further helpful guidance on determining fair values under current conditions
that will again emphasize the need for exercising appropriate judgment, further enhancing
disclosures, and dealing with certain inconsistencies in the current requirements on
impairments of financial assets. These actions are described in the full text of my
testimony. Also consistent with the recommendations in the SEC report and other input
we received, we and the IASB are undertaking a joint project to more comprehensively
improve, simplify, and reach convergence of our standards on accounting for financial
instruments. These efforts are benefiting from the ongoing discussions of our senior-
level Financial Crisis Advisory Group. | would also note that over the course of the past
year we have responded to various other reporting issues emanating from the global
financial crisis, including issuing new standards to improve transparency for
securitizations, the use of special- purpose entities, financial guarantee insurance, and

credit default swaps and other derivatives.

I would be remiss if I did not briefly comment on the role of financial reporting and
economic and regulatory consequences, including assertions by some that the use of
mark-to-market accounting and fair value has caused banks to fail and has exacerbated
the financial crisis. We agree with the SEC’s conclusion that fair value did not cause
banks to fail. Rather, its use can help to more promptly reveal underlying problems at
financial institutions. We also agree with the SEC that suspending or eliminating the
existing fair value requirements would not be advisable, would diminish the quality and
transparency of reporting, and could adversely affect investors’ confidence in the
markets. The role of accounting and reporting standards is to help provide investors and
the capital markets with sound, unbiased financial information on the activities, results,
and financial condition of reporting enterprises. So, while financial institution regulators
may base computations of regulatory capital on GAAP numbers, their decisions on
capital adequacy and responses to capital impairments cannot and should not be driven
solely or mechanically by balance sheet results. Their role is different from ours, and our
standards are not specifically designed to meet their objectives. We are charged with
providing investors with the best available information about the financial condition of
reporting entities. Financial institution regulators can and do systematically make





adjustments to reported GAAP figures in computing regulatory capital and in
determining the proper response to capital impairments. The preservation of these
separate roles is essential to both transparent capital markets and effective prudential

financial regulation.

But, while our roles are somewhat different, we do have longstanding and productive
relationships with financial institution regulators, both at the national and the
international levels, wherein we share perspectives, discuss current issues, and look for
ways to complement and bridge the reporting needs of investors with those of the
regulators.

Of course, good accounting and reporting can have economic consequences, including
potentially leading to what some term as procyclical behavior. Highlighting and
exposing the deteriorating financial condition of a financial institution can result in
investors deciding to sell their stock in the entity and lenders refusing to lend to it, to the
company trying to shed problem assets, and to regulators and the capital markets

recognizing that the institution may be in danger of failing and need additional capital.

Indeed, individuals and families may take such procyclical actions when they see the
falling value of their homes and of their 401(k)s and decide to spend less and to sell
investments in order to raise cash in troubled times. But I think few would suggest that
suspending or modifying the reporting to individual investors of the current values of
their investment accounts. Thus, to the extent there are valid concerns with procylicality,
I believe these concerns are more effectively and appropriately addressed through
regulatory mechanisms and via fiscal and monetary policy, than by trying to suppress or

alter the financial information reported to investors and the capital markets.

Finally, as noted above, in these very challenging times we continue to provide
application guidance and to actively work with the SEC, the IASB, banking regulators,
investors, and other constituents on broader improvements to accounting standards in

what is clearly a changing world.





Let me end on that note.

Thank you again, Mr. Chairman. | look forward to discussing these important matters

further with the Subcommittee during the question period.





