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Mark-to-Market Update: FASB
Issues New Fair Value Accounting
Issues New Fair Value Accounting
Guidance
Guidance
Mark-to-Market Update: FASB

On April
April 9,
guidancefurther
further clarifying
clarifying the
9, 2009,
2009, the
the Financial
Financial Accounting
Accounting Standards
Standards Board (“FASB”) issued
issued guidance
FASB’s
position on
on determining
determining fair
of normal
normal market
market activity and revising procedures for
FASB’s position
fair value
value in
in the
the absence
absence of
other-than-temporary
the final
final guidance
guidance reflects
reflectsmodifications
modifications from
from
other-than-temporaryimpairments
impairmentsininvalue.1
value.1 As
As discussed
discussed below, the
2
the March
17,
2009
proposals.2
March 17, 2009 proposals.
The FASB
FASB has
hasundertaken
undertakensignificant
significant efforts to respond to industry
industry and
that the fair
fair value
and Congressional
Congressional concerns that
accounting standards failed
failed to provide sufficient
sufficient guidance during
during periods
periods of
of extreme market disruption,
disruption,as
as has
has
been
experiencedduring
during the
the current
current financial
financial crisis.
guidance will
will
been experienced
crisis. Despite
Despitenumerous
numerousrequests,
requests, however, the new guidance
not be available for
for reporting
reporting periods
2009.
periods ending
ending before
before March
March 15, 2009.
Please
seeour
ourrecent
recentreport
reportMark-to-Market
Mark-to-Market Update:
Please see
Update: After
AfterCongressional
Congressional Hearing,
Hearing,FASB
FASB Proposes
Proposes New Fair
Guidance and
and additional
additional coverage
coverageof
ofthe
thefinancial
financial crisis
crisis and
andmark-to-market
mark-to-market accounting at
Value Accounting Guidance
Financial
Financial Crisis
Crisis Legal
Legal Updates and News.

Overview
The new FASB
FASB guidance
guidance includes:
includes:

•• FSP
FAS
or Liability
Liability
FSP
FAS157-4,
157-4,Determining
DeterminingFair
FairValue
ValueWhen
Whenthe
theVolume
Volume and
and Level of Activity for the Asset
Asset or
Have Significantly Decreased
andIdentifying
Identifying Transactions
Transactions That
That Are
Are Not
Not Orderly,
Orderly, clarifying
clarifying how to
Decreased and
determine fair
level of
of activity
activity for
for the asset
assetor
orliability
liability have
have significantly
significantly
fair value
value when the volume and level
decreased
whencompared
comparedwith
withnormal
normal market
market activity
activity for the asset
or liability,
liability, or
decreased when
asset or
or similar
similarassets
assets or
liabilities
liabilities (“Fair
(“FairValue
Value Guidance”);
Guidance”); and
•• FSP
FAS
Presentation of
of Other-Than-Temporary
Other-Than-Temporary Impairments,
Impairments,
FSP
FAS115-2
115-2and
andFAS
FAS 124-2,
124-2, Recognition and Presentation
revising other-than-temporary
other-than-temporary impairment
impairment(“OTTI”)
(“OTTI”)accounting
accountingprocedures,
procedures,in
inan
an effort
effortto
toaddress
address the
different
different factors
factors impacting
impactingthe
themarket
marketvalue
valueofofcertain
certainsecurities,
securities,and
andthe
theway
waythose
those values
values are recorded
(the “OTTI
with the “Fair
“OTTI Guidance,”
Guidance,” and together with
“Fair Value
Value Guidance,” the “Guidance”).
Guidance will
will be
be effective
effectivefor
for interim
interim and annual reporting
reporting periods
2009, with early
The Guidance
periods ending
ending after
after June
June 15,
15, 2009,
adoption permitted
permitted for
for periods
periods ending
ending after
after March
March 15,
15, 2009. IfIfaa reporting
reportingentity
entitychooses
chooses early adoption, the
reporting
reporting entity
entitymust
mustearly
earlyadopt
adoptboth
boththe
theFair
FairValue
ValueGuidance
Guidance and
and OTTI
OTTI Guidance.
Guidance. The
The Fair
Fair Value
Value Guidance
Guidance
must be applied prospectively, while
while the
the OTTI
OTTIGuidance
Guidance can
can be applied to existing
existing and
and new investments
investments held
held by
by a
reporting
interim period
reporting entity
entityas
as of the beginning of the interim
periodin
inwhich
whichthe
theOTTI
OTTIGuidance
Guidance is
is adopted.
adopted.

11FSP
FSPFAS
FAS157-4,
157-4,
DeterminingFair
FairValue
ValueWhen
Whenthe
theVolume
Volumeand
andLevel
LevelofofActivity
Activityfor
forthe
theAsset
AssetororLiability
Liability Have
Have Significantly
Significantly Decreased
Determining
Decreased and
Identifying
FAS124-2,
124-2,Recognition
Recognitionand
andPresentation
PresentationofofOther-Than-Temporary
Other-Than-Temporary
IdentifyingTransactions
TransactionsThat
ThatAre
AreNot
NotOrderly,
Orderly,and
andFSP
FSPFAS
FAS115-2
115-2 and FAS
Impairments (April
(April 9,
9, 2009).
2 FSP
2
FSPFAS
FAS
157-e,
Determining
Whether
a Market
Not Active
a Transaction
is Not Distressed
(March
157-e,
Determining
Whether
a Market
is NotisActive
and a and
Transaction
is Not Distressed
(March 17,
2009).

17, 2009).
1
1
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Background
Fair
the subject of
of public debate since
since early
early 2008
2008 when concerns were raised
raised that
that it
it was
Fair value accounting
accounting has
has been the
contributing
contributingto
tothe
the financial
financialcrisis.
crisis.Entities
Entitiesapplying
applyingfair
fairvalue
valueaccounting
accountingand
andrecording
recordingthe
thevalue
valueof
oftheir
theirassets
assets
based
on current
current market
series of
of large
large write-downs,
write-downs, as prices have
have fallen
fallen and active markets
based on
market prices
prices have
have taken a series
for
for certain
certain securities,
securities, such
such as
as the mortgage-backed securities and auction rate securities markets,
markets, have
disappeared. These
eventscoincided
coincidedwith
with the
the application
application of Financial
Fair Value
These events
Financial Accounting
Accounting Statement
Statement 157,
157, Fair
Measurements (“FAS 157”),
157”),by
byreporting
reporting entities.
entities. Financial
Financial institutions
institutionshave
havenoted
notedaa disparity
disparitybetween
between economic
andliabilities
liabilities and the “fair”
“fair” or
value of their assets
assets and
or “market”
“market”value,
value,as
as the
the latter
latterisis determined
determinedunder
underFAS
FAS 157.
157. FAS
FAS
157’sreliance
relianceon
onrecent
recenttrading
trading prices
prices to
to determine
determine fair value has called
called into
into question the appropriateness of the
157’s
accurately reflect
reflect aareporting
reporting entity’s
entity’s current
current position.
standard for preparing financial
financial statements
statements that accurately

Although FAS
157permits
permits aareporting
reporting entity
entity to use aa price
price other
other than
than the
the most
most recent
recent trading
trading price if the
Although
FAS 157
transaction is
it has been
been unclear
unclear how
how broadly
broadly the distressed sale
saleexception
exception could
could be
beinterpreted.
interpreted.
transaction
is aa distressed sale,
sale, it
As aa result
result of the heated debate over
over FAS
FAS 157,
157,the
theEmergency
EmergencyEconomic
EconomicStabilization
Stabilization Act mandated a Securities
Exchange Commission
Commission (SEC)
(SEC)study
studyon
onmark-to-market
mark-to-market accounting.
and Exchange
accounting. On
OnDecember
December 30,
30, 2008,
2008,the
theSEC
SEC issued
issued
forth recommendations
and implement.
implement.
its report,3
report,3 setting forth
recommendations for
for the
the FASB
FASB to consider and
On March
March 12, 2009, the House Financial Services
Subcommittee on
on Capital
Capital Markets,
Markets, Insurance and GovernmentServices Subcommittee
Sponsored
Entities held a hearing on fair value accounting. Legislators
Sponsored Entities
Legislators at
at the
the hearing
hearing urged
urged the
the FASB
FASB to act
quickly, indicating
intervention. On
indicating that
thatany
any failure
failureto
todo
do so
so could result in
in Congressional
Congressional intervention.
On March
March 17,
17, 2009, the
FASB released
releasedproposed
proposedguidance
guidanceaddressing
addressingtwo
twoofofthe
theSEC’s
SEC’srecommendations:
recommendations: (1)
(1)additional
additional guidance for
for
determining
and (2)
(2) additional
additional guidance for
determining whether
whether aa transaction
transaction is
is disorderly
disorderly and
and whether
whether aa market
market is inactive;4
inactive;4 and
determining
is other-than-temporarily
other-than-temporarily impaired,
impairment.55 The
determining ififan
an asset
asset is
impaired,and
andhow
howto
tobook
book such
such an impairment.
The Guidance
Guidance
modifies
modifies and
and finalizes
finalizesFASB’s
FASB’s March
March proposed
proposed releases.
releases.

FAS 157
157 Guidance
Guidance
The Fair Value Guidance
Guidance does
doesnot
notchange
changeexisting
existingfair
fairvalue
valueaccounting
accountingrules;
rules;rather,
rather, itit emphasizes
emphasizesthe
theflexibility
flexibility
that currently
in illiquid
illiquid markets.
currently exists
exists for
for determining
determiningthe
the fair
fairvalue
value of
of assets
assets in
markets. Unlike
Unlikethe
theproposed
proposedrelease’s
release’s
creation of a presumption
presumption66 that transactions occurring
occurring in
ininactive
inactivemarkets
marketsare
aredistressed,
distressed, the
the Fair
Fair Value
Value Guidance
does
not create
createsuch
suchaapresumption.
presumption. Instead, the
the Fair
Fair Value
Value Guidance
Guidancerequires
requiresaareporting
reporting entity
entity to determine
does not
whether market
orderly transaction
market prices reflect an orderly
transaction (that
(thatis,
is,not
notaa forced
forced liquidation
liquidationorordistressed
distressedsale),
sale),based
based on
the weight of the evidence
evidence available
availablefor
forreview.
review. Absent an
an orderly
orderly transaction that reflects the price that would
would be
reached
betweenaawilling
willing buyer
buyer and
and seller,
seller,the
thereporting
reporting entity
entity is not required
reached between
required to
to use
use the market price to set fair
value.

The Fair Value Guidance
Guidance provides
provides aatwo-step
two-stepapproach
approachfor
fordetermining
determining whether the volume and level
level of
of activity
activity
for
or liability
liability have
significantly decreased
when compared
comparedwith
with normal
normal market activity
for the asset
asset or
have significantly
decreased when
activity for
forthe
the asset
asset or
liability.
liability.InInstep
stepone
onethe
thereporting
reportingentity
entitydetermines
determineswhether
whetherthere
thereare
are factors
factors present indicating that the market
for
has decreased
decreasedatatthe
themeasurement
measurementdate.
date.The
Thefactors
factorsare
aremeant
meantto
todistinguish
distinguish those
those transactions
transactions that
that
for the
the asset has
normally
from those
normally take
take place
place in
in markets
markets where trade volume is consistent from
those transactions that
that take
take place in
markets where trading
trading is less
less frequent.
frequent. Factors include:

•• Few
recent
transactions
Few
recent
transactions(based
(basedon
onvolume
volumeand
and level
level of activity in the market);

3
3The
Thestudy
studyisisavailable
availableon
onthe
theSEC
SEC
website
http://www.sec.gov/news/studies/2008/marktomarket123008.pdf. In
website
at at
http://www.sec.gov/news/studies/2008/marktomarket123008.pdf.
Inaddition,
addition,please
pleasesee
see our
Client Alert
Study Recommends
RecommendsKeeping
KeepingMark-to-Market
Mark-to-Market Accounting.
Alert SEC
SEC Study
4
4 FSP
FSPFAS
FAS157-e,
157-e,
DeterminingWhether
WhetheraaMarket
MarketisisNot
Not Active
Active and
and aa Transaction
Transaction is Not
2009).
Determining
Not Distressed March
March 17, 2009).
5
5 FSP
FSPFAS
FAS115-a,
115-a,FAS
FAS124-a,
124-a,
andEITF
EITF99-20-b
99-20-b(March
(March 17,
17,2009).
2009).
and
6
6 FSP
FSPFAS
FAS157-e,
157-e,
DeterminingWhether
WhetheraaMarket
MarketisisNot
NotActive
Activeand
andaaTransaction
Transaction is
is Not
Not Distressed
Distressed included
included aa presumption
presumption that transactions
Determining
occurred in
in a disorderly
disorderly market.
market.Based
Basedon
oncomments
commentsreceived,
received,the
theFASB
FASB Board
Board revised
revised this
this language
language to require
require aa ‘weight
‘weight of
of the
the evidence’
evidence’
approach for the final release,
FSPFAS
FAS157-4,
157-4,
DeterminingFair
FairValue
ValueWhen
Whenthe
theVolume
Volumeand
andLevel
LevelofofActivity
Activityfor
forthe
theAsset
AssetororLiability
Liability Have
release, FSP
Determining
Significantly
Decreasedand
and
IdentifyingTransactions
Transactions
That
Significantly Decreased
Identifying
That
AreAre
NotNot
Orderly.

Orderly.
2
2
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•• Price
quotations
Price
quotationsnot
notbased
based on
on current information;
•• Price
quotations
that
vary
substantially,
Price
quotations
that
vary
substantially,either
eitherover
overtime
timeororamong
amongmarket
market makers;
makers;
that
previously
were
highly
correlated
with
the
fair
values
•• Indices
Indices
that
previously
were
highly
correlated
with
the
fair
valuesofofthe
theassets
assetsare
are demonstrably
uncorrelated with
with recent
recent fair
fair values;
values;

(or(or
significant
increases
risk
premiums
•• Abnormal
Abnormal
significant
increasesin)
in)liquidity
liquidity
risk
premiumsororimplied
impliedyields
yieldsfor
forquoted
quotedprices
prices when
when
compared to reasonable estimates
estimates of
of credit
credit and other nonperformance
nonperformance risk
riskfor
forthe
theasset
asset class;
class;
wide
bid-ask
spread
•• Abnormally
Abnormally
wide
bid-ask
spreadororsignificant
significantwidening
wideningofofthe
thebid-ask
bid-ask spread;
spread;
decline
or or
absence
or liability
liability or
•• Significant
Significant
decline
absenceofofa amarket
marketfor
fornew
newissuances
issuances (a primary market)
market) for
for the
the asset
asset or
similar
or liabilities;
liabilities; and
similar assets
assets or
•• Little
Little
publicly
released information.
information.
publicly
released
If,
If, after
after evaluating
evaluatingthe
thesignificance
significanceand
andrelevance
relevance of
of the
the factors
factors and
and the
the weight
weight of
of the
the available
available evidence,
evidence, the
reporting
in the volume
volume and
and level
level of
of activity
activity for the
reporting entity
entitydetermines
determinesthat
thatthere
therehas
hasbeen
been a significant
significant decrease
decrease in
asset
or liability,
liability, the
asset or
the reporting
reportingentity
entityproceeds
proceedsto
tostep
step two.
two. As
Asnoted
notedabove,
above, under
under the
the March
MarchFASB
FASB proposal a
quoted price from
with a
from an
an inactive
inactivemarket,
market,determined
determinedunder
understep
stepone,
one,was
waspresumed
presumed to
tobe
be associated
associated with
distressed transaction.
transaction. Under
Underthe
the Fair
FairValue
Value Guidance,
Guidance, reporting
reportingentities
entitiesweigh
weighall
allavailable
available evidence
evidence to
determine whether a transaction is orderly or not. As
significant
As aa result,
result, determining
determiningthat
thatthere
therehas
has been
been aa significant
decrease
involume
volumeand
andactivity
activityunder
under step
stepone,
one,will
willnot
notresult
result in
in aa presumption
presumption that
that aa transaction
transaction is not
not orderly.
orderly.
decrease in
In
associatedwith
with other
other than an orderly
orderly transaction, the
In step
step two, to determine
determine whether
whether the
the quoted price is associated
reporting entity
entity will
will consider
consider whether:

was
sufficient
time
prior
to to
the
measurement
•• There
There
was
sufficient
time
prior
the
measurementdate
datetotoallow
allowfor
formarketing
marketingactivities
activitiesthat
thatare
are usual
and customary for transactions
transactions involving
involvingsuch
such assets;
assets;
was
a ausual
or liability
liability to
•• There
There
was
usualand
andcustomary
customarymarketing
marketingperiod,
period,but
butthe
theseller
sellermarketed
marketed the
the asset
asset or
to a
single market
market participant;
participant;
seller
is is
in in
oror
near
bankruptcy
oror
receivership
•• The
The
seller
near
bankruptcy
receivership(that
(thatis,is,distressed),
distressed),ororthe
theseller
sellerwas
was required
required to
to sell to
meet regulatory or legal requirements
requirements (that is, forced); and

transaction
price
is is
ananoutlier
when
•• The
The
transaction
price
outlier
whencompared
comparedwith
withother
otherrecent
recenttransactions
transactionsfor
forthe
the same
same or similar
asset
orliability.
liability.
asset or
Reporting
significant
Reporting entities
entities must
must consider
consider the
the following
followingwhen
whenpreparing
preparingasset
asset valuations
valuations when
when there
there has
has been aa significant
decrease
in the
the volume
volume and
and level
level of
of activity
activity for
decrease in
for the
the asset:
asset:

weight
of of
thethe
evidence
little, if
•• If the
If the
weight
evidenceindicates
indicatesthe
thetransaction
transactionisisnot
notorderly,
orderly, aa reporting
reporting entity
entity shall
shall place
place little,
any, weight (compared
(compared with
with other
other indications of fair value) on that transaction price when estimating
estimating fair
fair
value or
or market
market risk
risk premiums.
weight
of of
thethe
evidence
•• If the
If the
weight
evidenceindicates
indicatesthe
thetransaction
transactionisisorderly,
orderly,aa reporting
reporting entity
entity shall
shall consider
consider that
transaction price when estimating fair value or market risk premiums. The
The weight
weight placed
placed on that
transaction price when compared with
with other indications
indications of
of fair
fairvalue
value will
willdepend
depend on
on the
the facts
facts and
circumstances.

entity
does
not
have
•• If aIfreporting
a reporting
entity
does
not
havesufficient
sufficientinformation
informationtotoconclude
concludethat
thatthe
thetransaction
transaction is orderly or that
the transaction is not orderly, the reporting
reporting entity
entity shall
shall consider
consider the transaction price when estimating
fair
fair value
fair value or market risk premiums.
premiums. However,
However,the
the transaction
transaction price
price may
may not
not be determinative of fair
(that
sole or
or primary
primary basis
basis for
for estimating
estimating fair
fair value
value or
or market
market risk
(that is, that
that transaction
transaction price
price may
may not
not be the sole
premiums).
reporting entity
premiums). AAreporting
reportingentity
entityshall
shallplace
placeless
less weight
weight on
on transactions on which a reporting
entity does
does not
have
sufficient information
information to
with other
have sufficient
to conclude
conclude whether the transaction is orderly when compared with
transactions that are known to be orderly.
orderly.
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In
In its
its determinations,
determinations, aa reporting
reporting entity
entity cannot
cannot ignore information
informationthat
thatisisavailable
available without
withoutundue
undue cost
cost and effort.
A reporting
reporting entity
to have
havesufficient
sufficient information
information to
entity would
wouldbe
be expected
expected to
to conclude
conclude whether a transaction is orderly
when the reporting
reporting entity is party to the transaction.
If
the result
result from
from the
If the
the reporting
reportingentity
entityisisrequired
requiredtotouse
useaa Level
Level 33 measurement to determine fair
fair value,7
value,7 the
valuation
with aa disorderly
disorderly
valuation method
method should
should not
not be
be derived
derived solely
solely from
from inputs
inputsbased
based on the quoted price associated
associated with
transaction;
inputs should
orderly transaction between market
market participants
participants at the
transaction; instead, the inputs
should be reflective of an orderly
measurement date.
date. The nature of a price quote (for example, whether the quote is
is an
an indicative
indicative price or aa binding
binding
offer)
weighting the
reporting entity
offer) should
should be
be considered when weighting
the available evidence; aa reporting
entity should
shouldplace
place less
less weight on
quotes that
that do not reflect the result of transactions, such
such as
asindicative
indicative bids,
bids, than
than those
thosethat
that do.
do. Valuation models
based
on an
anorderly
orderly transaction
transaction should
should reflect
reflect all
all risks inherent in
including a reasonable
reasonableprofit
profit margin
based on
in the
the asset,
asset, including
for
willing buyers
for bearing uncertainty
uncertainty that
that would
wouldbe
be considered
considered by willing
buyers and willing
willingsellers
sellers in
in pricing
pricingthe
theasset
asset in an
orderly
in valuation
valuation
orderly transaction
transaction at
at the
the measurement
measurement date. Reporting
Reportingentities
entitiesmust
mustdisclose
disclose any
any changes
changes in
techniques used
used (and
(and the
the related
related inputs)
inputs) due
due to
to the
the application
application of the Fair Value Guidance
Guidance and
and to
to quantify
quantify its
effects, ifif practicable.

OTTI
OTTI Guidance
The FASB
FASB also
alsovoted
votedtotorevise
reviseOTTI
OTTIaccounting.
accounting. Application
Application of the OTTI Guidance is
is limited
limited to
to debt
debt securities.
occurs ifif itit is probable that
that aa reporting
reporting entity
entity will
An OTTI event occurs
willbe
be unable
unable to
to collect all amounts due or obtain par
saleof
ofan
anasset
assetororliability,
liability, regardless
regardless of
of whether
whether any
any actual
actual credit
credit loss
loss has
hasbeen
beensustained.
sustained. Prior
Prior to the
value on a sale
OTTI Guidance, aa reporting
reporting entity
whetheritit had
hadthe
theintent
intent and
and ability
ability to hold a security to
entity was
was required to
to assess
assess whether
recovery of
of the
the security’s
security’s cost
costbasis
basisinindetermining
determiningwhether
whetheran
animpairment
impairment of that security is other than
temporary. IfIfan
animpairment
impairmentwere
wereother
otherthan
thantemporary,
temporary,both
bothcredit
creditlosses
lossesand
andmarket
marketlosses
losses would
would be
be
recognized in earnings as an OTTI.
OTTI.

The OTTI Guidance
Guidance eliminates
eliminates the
therequirement
requirement that
that the
the reporting
reporting entity assert
its intent
intent and ability
ability to
assert its
to hold
hold aa debt
security to
new category
categoryin
in other
other comprehensive
comprehensive income
income for non-credit
non-credit losses
follows:
to recovery and creates aa new
losses as
as follows:

•• If the
entity
doesn’t
intend
to to
sell
the
If the
entity
doesn’t
intend
sell
thedebt
debtsecurity
securityand
andititisn’t
isn’tlikely
likelythat
thatthe
theentity
entitywill
willbe
berequired
required to
to sell
sell
such security before recovering
recovering such
such security’s
security’scost
costbasis,
basis,only
onlythe
theportion
portion of
of the
the impairment
impairment loss
representing credit
would be recognized
recognized in
in earnings
earnings as
asan
anOTTI.
OTTI. The
The balance
balanceof
ofthe
theimpairment
impairment
credit losses
losses would
loss would be recognized as
as aa charge
chargeto
toother
other comprehensive
comprehensive income.
There are numerous
numerous factors consider when estimating whether
the period
period over which the
whether a credit
credit loss
loss exists and the
debt security is expected
expectedto
torecover
recoverincluding,
including,but
butnot
notlimited
limited to:

•• The
length
of of
time,
and
thethe
extent
to to
which,
thethe
fair
value
has
The
length
time,
and
extent
which,
fair
value
hasbeen
beenless
lessthan
thanthe
theamortized
amortizedcost
cost basis;
basis;

•• Adverse
conditions
specifically
related
Adverse
conditions
specifically
relatedtotothe
thesecurity,
security,an
anindustry,
industry,ororaageographic
geographic area;
area;

•• The
historical
and
ofofthe
The
historical
andimplied
impliedvolatility
volatility
thefair
fairvalue
valueof
ofthe
the security;
security;
•• The
payment
structure
of of
thethe
debt
security
and
ofofthe
The
payment
structure
debt
security
andthe
thelikelihood
likelihood
theissuer
issuerbeing
beingable
ableto
tomake
make payments
payments
that increase
in the
the future;
future;
increase in

•• Failure
of of
thethe
issuer
ofof
the
Failure
issuer
thesecurity
securitytotomake
makescheduled
scheduled interest
interest or
or principal
principal payments;
payments;
•• Any
changes
Any
changestotothe
therating
ratingofofthe
thesecurity
securityby
byaarating
ratingagency;
agency; and
•• Recoveries
oror
additional
declines
inin
fair
value
subsequent
Recoveries
additional
declines
fair
value
subsequenttotothe
thebalance
balancesheet
sheet date.
date.

7
7FAS
FAS157
157creates
createsa a
hierarchyofofmeasurements
measurementstotouse
usewhen
whendetermining
determiningfair
fairvalue.
value. Level 3 measurements
measurements are
are estimates
estimates or
or modeled
modeled valuations
valuations
hierarchy
used
to determine
determine value when
when no
no observable
observableinputs
inputs are
areavailable
availabledue
duetotolittle
little or
or no
no market
market activity on the measurement date. The
used to
The value must
reflect the reporting
reporting entity’s
used in
in pricing
pricing the asset
assetor
orliability.
liability.
entity’s own
own assumptions
assumptions that would
would be used

4
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For securities within
within the
115,Accounting
Accountingfor
for Certain
Certain Investments in
thescope
scope of FAS 115,
in Debt
Debt and
and Equity,
Equity,and
andFAS
FAS 124,
124,
Accounting for Certain Investments Held by Not-for-Profit
Not-for-Profit Organizations,
Organizations,aa reporting
reporting entity
entitydetermines
determines the
impairment
by using
using its
its best
bestestimate
estimateof
ofthe
theimpairment
impairment amount
amount arising from
from an
impairmentcharge
charge representing
representing credit
credit losses
losses by
increase
in the
the credit
credit risk
risk associated
associatedwith
with the
the specific
specificinstrument.
instrument. For
within the
increase in
For aa debt security within
the scope
scope of EITF 9920, Recognition of Interest Income and Impairment
Impairment on
onPurchased
Purchased Beneficial Interests and Beneficial Interests
That Continue to Be Held
Held by a Transferor
Transferor in
reporting entity
in Securitized
Securitized Financial
FinancialAssets,
Assets, a reporting
entity estimates
estimates the
amount of the total
accordancewith
with EITF
EITF 99-20.
total impairments
impairmentscharge
charge representing
representing the
the credit
credit losses
losses in accordance
Unless the security is subsequently sold or there are additional
additional credit
non-credit losses
creditlosses,
losses, subsequent non-credit
losses for
for a
held-to-maturity
held-to-maturitydebt
debtsecurity
securitywill
willbe
berecognized
recognized in
inother
othercomprehensive
comprehensive income
income and amortized over the
remaining
with an
remaining life
life of
of the
the debt
debt security. The
The amortization
amortizationwould
wouldbe
berecognized
recognized in
in other
other comprehensive
comprehensive income with
offset to the asset
and would
would not affect earnings.
asset and
Subsequent credit losses
should be
be measured
measured on
on the
the basis
basisof
of aareporting
reporting entity’s
entity’s estimate
losses should
estimate of
of the
the decrease
decrease in
expected
cashflows.
flows.AAreporting
reporting entity
entity must
must consider
consider all
all available
availableinformation
information relevant
relevant to
to the
the collectibility
collectibility of the
expected cash
security, including
including information
informationabout
aboutpast
pastevents,
events,current
currentconditions,
conditions,and
andreasonable
reasonableand
and supportable
supportable forecasts,
forecasts,
when developing the
the estimate
estimate of
of expected
expectedcash
cashflows.
flows.AAreporting
reporting entity
entity should
should review
review industry
industry analyst reports
and forecasts,
forecasts, sector
sectorcredit
credit ratings,
ratings, and
and other
other market
market data
data for
for information
information such
such as:
as:

•• remaining
payment
remaining
paymentterms
termsofofthe
the security;
security;
prepaymentspeeds;
speeds;
•• prepayment
financial
conditionofofthe
theissuer(s);
issuer(s);
•• thethe
financial
condition
expecteddefaults;
defaults;
•• expected

•• credit
enhancement
effects
credit
enhancement
effectson
onthe
theperformance
performanceof
ofthe
the security;
security; and

•• thethe
value
valueofofany
anyunderlying
underlyingcollateral.
collateral.
A reporting
reporting entity
entitywill
willbe
berequired
requiredtotopresent
present(where
(wherethe
thecomponents
componentsof
of other
othercomprehensive
comprehensive income
income are
reported)
in accumulated
accumulated other
other comprehensive
comprehensiveincome
incomerelated
relatedto
tothe
thenon-credit
non-credit portion
portion of
reported) amounts recognized in
OTTI recognized
for available-for-sale
available-for-saleand
andheld-to-maturity
held-to-maturity debt
debt securities.
securities. Reporting entities will
will be required to
recognized for
disclose
the cost
costbasis
basisofofavailable-for-sale
available-for-saleand
andheld-to-maturity
held-to-maturity debt securities by major security type, the
disclose the
methodology and key inputs used to measure
measure the
the portion
portion of an OTTI related to credit
by major
major security
credit losses
losses by
type, and aa rollforward
rollforward of
of amounts
amounts recognized
recognized in
in earnings
earnings for
for debt
debt securities
securities for
for which
whichan
an OTTI
OTTIhas
has been
been
recognized and
and the
the non-credit
non-credit portion
of
OTTI
that
has
been
recognized
in
other
comprehensive
income.
portion of OTTI that has been
other

If
for aa debt
debt security,
security, the
the reporting
reporting entity does
not intend
intend to sell and it
it is not more
If OTTI
OTTI was
was previously recognized for
does not
likely
likely than
than not
not that
thatthe
the reporting
reportingentity
entitywill
willbe
berequired
requiredtotosell
sellthe
thesecurity
securitybefore
beforerecovery
recovery of
of the
the security’s
amortized cost basis,
basis,the
thereporting
reporting entity
entity shall recognize
recognizethe
thecumulative
cumulativeeffect
effectofofinitially
initially applying the OTTI
Guidance as
as an
anadjustment
adjustment to
to the
the opening
opening balance
balanceof
ofretained
retained earnings
earningswith
with aa corresponding
corresponding adjustment
adjustment to
accumulated other comprehensive income.

Impact
Impact and Reaction
Although
market participants
Although just
justreleased,
released, some market
participantsare
areunsure
unsurewhether
whetherthe
theGuidance
Guidancegoes
goes far
far enough
enough to
to address
address
valuation
still does not clearly explain proper
valuation concerns.
concerns. Some
Some believe the Guidance still
proper asset
asset valuation methods and
without
disagreements between
betweenreporting
reporting entities
entities and
and their
their auditors over
without more
more comprehensive
comprehensive guidance, disagreements
valuation methods will
will continue.8
continue.8

Although
OTTI accounting,
accounting, the FASB
FASB did
did not
not change
change the
the standard
standard to
to permit
permit economic
Although the
the Guidance
Guidance addresses
addresses OTTI
losses
tobe
bereversed
reversedthrough
throughearnings.
earnings.Under
Under the
theparallel
parallel international
international standard,
is permitted.
permitted.
losses to
standard, IAS 39, reversal is
8 Steven
8
StevenSloan
Sloanand
andCheyenne
CheyenneHopkins,
Hopkins,FASB
FASBBows:
Bows:Fair
FairValue
Valueto
toGet
GetOverhaul,
Overhaul, American
American Banker (Mar.
(Mar. 17,
2009).
17, 2009).
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Also, the American Bankers Association (“ABA”)
(“ABA”) had
for
had recommended
recommended that
that OTTI
OTTIbe
be based
based only on credit
credit losses
losses for
securities held-to-maturity,
held-to-maturity, but
butthe
theFASB
FASBdeclined
declinedto
tomake
make that
thatchange
change in
in the
the Guidance.
Guidance. Although
Althoughlosses
losses can now
be treated as
as credit
credit losses
losses or
or market
market losses,
losses, market
market losses
lossesare
arestill
still booked
booked against
against other
other comprehensive income.
Therefore, reporting
reporting entity
entity capital
capital will
willstill
stillbe
bedepleted.
depleted.Even
Eventhough
thoughthe
theOTTI
OTTIGuidance
Guidancecan
canbe
be applied,
applied, and
and an
adjustment
andliabilities
liabilities held as of
of the
the implementation
implementation date,
adjustment made,
made, to assets
assets and
date, ititcan
can only
only be
be for
for debt
debt classified
classified as
as
held-to-maturity.
may have
havelimited
limited impact
impact on the
the financial
financial
held-to-maturity.The
TheABA
ABAhas
hasexpressed
expressed its
its concern that the Guidance may
condition
condition of
of reporting
reporting entities
entities that
thatare
are financial
financial institutions
institutions- -many
manyof
ofwhich
whichalready
already have
have taken write-downs.

Many also had hoped
hoped that
that the
the Guidance
Guidance would
would be
beretroactively
retroactively applied
applied so
sothat
that reporting
reporting entities could take
advantage of
of the
the changes
changesfor
for year-end
year-end reporting.
reporting.

Additionally,
the ultimate
ultimate
Additionally,market
marketparticipants
participantsare
areclosely
closely watching the potential
potential impact
impact of
of the
the Guidance on the
9 The
success
therecently
recentlyannounced
announcedgovernment-sponsored
government-sponsoredPrivate-Public
Private-PublicInvestment
Investment Program
Program (“PPIP”).
(“PPIP”).9
success ofofthe
Guidance may
may encourage
encouragereporting
reporting entities
entities to
to hold
hold assets
assetswith
with market
market losses,
losses,but
butnot
notcredit
credit losses,
losses,until
untilmaturity
maturity
rather
faceadditional
additional write-downs.
write-downs.
rather than
than sell
sell them
them to
to the PPIP and face
The FASB
FASB continues
continues to
to face
facepolitical
political pressure to make reforms;
reforms; on April
April2,
2,the
thesame
same day that
that the
the FASB
FASB voted to
10 that
issue the Guidance, Representative Steve
Steve Cohen
Cohenintroduced
introduced a bill
bill10
that directs
directs the SEC
SECto
to suspend
suspendthe
theapplication
application
of fair
fair value accounting for
for any financial
financial report required
after January
January 1,
1,2008.
2008. While the
required to
to be filed with
with the
the SEC
SEC after
bill
additional guidance,
bill and
and similar
similarefforts
effortsare
are unlikely
unlikelyto
tomove
moveforward,
forward,particularly
particularlygiven
givenFASB’s
FASB’srelease
release of additional
guidance,
critics
critics continue
continueto
tocall
callfor
forthe
thesuspension
suspensionof
ofFAS
FAS157.
157.
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Because
thegenerality
generalityof
ofthis
thisupdate,
update,the
theinformation
information provided
provided herein may not be
be applicable
applicable in
in all situations and should
Because ofofthe
acted upon
uponwithout
without specific
specific legal
legal advice
advice based
basedon
onparticular
particular situations.
not be acted

9
9 On
OnMarch
March 23,
23,2009,
2009, the
the Treasury
TreasuryDepartment
Department and
and the
the FDIC
FDIC announced
announcedthe
theformation
formation of
of government
government sponsored
sponsoredpublic-private
public-private investment
partnerships that
$1 trillion
trillion (or
securities from
from qualified
qualified
that will
willallow
allowprivate
privateinvestors
investors to
to purchase
purchase up to $1
(ormore)
more)of
of“toxic”
“toxic”loans
loansand
andasset-backed
asset-backed securities
banks with
with the Treasury matching
matching investments
investments dollar-for-dollar
dollar-for-dollar in
injoint
jointventures
ventureswith
withhedge
hedge funds,
funds, private
private equity
equityfunds,
funds, insurance
insurance funds,
funds, and
other
other investors
investors to
to acquire
acquire the
the loans
loans and
and securities to
to be sold.
10 See
10
See
H.R.
1909
(2009)
available
at
H.R.
1909
(2009)
available
at http://thomas.loc.gov/cgi-bin/query/z?c111:H.R.1909.IH:.

http://thomas.loc.gov/cgi-bin/query/z?c111:H.R.1909.IH:.
6
6

Attorney Advertisement

