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FORIMMEDIATE RELEASE 2008-234

SEC OFFICE OF THE CHIEF ACCOUNTANT AND FASB STAFF
CLARIFICATIONSON 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 anumber 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 Vaue
M easurements (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’sinternal assumptions (e.g., expected cash flows)be used to
measure fair value when relevant market evidence does not exist?

Y es. 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
arange 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:

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

e 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

e 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.

HHH#

! 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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FASB STAFF POSITION

No.FAS 157-3

Title:Determining the Fair Vaue of a Financial Asset When the Market for That Asset
IsNot Active

Date | ssued: 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
exampleto illustrate key considerations in determining the fair value of afinancial 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 financia liabilities for financial statementsissued 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 Satement 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 valuein
the financial statements on arecurring 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.

FSP FAS 157-3
FSP on FAS 157 (FSP FAS 157-3)p.2
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 ng 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 rel ease.

All paragraphsin this FSP have equal authority.

Paragraphs in bold set out the main principles.

FASB Staff Position

Scope

7. ThisFSP appliesto financial assetswithin the scope of accounting
pronouncementsthat require or permit fair value measur ementsin accor dance with
Statement 157.

FSP FAS 157-3
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8. ThisFSP clarifies the application of Statement 157 in a market that is not active
and provides an exampletoillustrate key considerationsin determining the fair
value of afinancial asset when the market for that financial asset is not active.

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

a A fair value measurement represents the price at which atransaction would

occur between market participants at the measurement date. As discussed in
Statement 157, in situations in which there islittle, 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 aforced

liquidation or distressed sale at the measurement date.1 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.

b. In determining fair value for afinancial 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 arange of information and valuation techniques that a reporting

entity might use to estimate fair value when relevant observable inputs are not
available.2In 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
reguire significant adjustment. Regardless of the valuation technique used, an

entity must include appropriate risk adjustments that market participants would

make for nonperformance and liquidity risks.

c. 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 afair
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

1 See paragraph 7 of Statement 157.

2 Paragraph B6 of Statement 157 describes two present val ue techniques for determining fair value. The
present val ue techniques differ in how they adjust for risk and in the type of cash flows they use.
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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 transfersin 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 devel op those inputs.3

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 observabl e transactions
considered in determining fair value were not forced liquidations 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

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

3 The Board observes that the SEC’ s Division of Corporation Finance issued lettersin March 2008 and
September 2008 for issuersto consider in enhancing the transparency of disclosures relating to fair value
measurements.
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b. Quoted pricesin 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, 20X 8 (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 higherrated
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 observabl e 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 technique
(present value technique) 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 val uation technique used
at prior measurement dates, which would now require significant adjustments.zia
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 ratex» used to
discount the contractual cash flowse:cof its collateralized debt obligation
security is 22 percent after considering the following:

a Theimplied 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 collateraized

debt obligation security. Entity A estimates that credit spreads have

widened by approximately 100 basis points and liquidity risk
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premiums have increased during that period by approximately 400

basis points. Other risks (for example, interest rate risk) have not

changed. Using thisinformation, Entity A estimates that an indication



of an appropriate rate of return for the collateralized debt obligation

security is 20 percent.2us 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 risksin

the security (including nonperformance risk [for example, default risk

and collatera value risk] and liquidity 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 delinquency 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 brokersimply arate of

return of 23 percent and 27 percent. The indicative quotes 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 reasonabl eness 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 valuerisk) and liquidity risk (that is, the
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compensation that a market participant receives for buying an asset that is
difficult to sell under current market conditions).

21a See paragraphs 20 and 21 of Statement 157.
21b See paragraphs B7-B11 of Statement 157.



21c 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 resultsin an

impairment and/or necessitates a change in yield under EITF Issue No. 99-20, "Recognition of

Interest Income and I|mpairment on Purchased Beneficial Interests That Continue to Be Held by
aTransferor in Securitized Financial Assets," because that technique uses contractua cash flows
rather than cash flows expected by market parti cipants.

21d Calcul ated as the 15 percent implied rate of return at the last date on which the market was
considered active, plustheincreasein (a) credit spreads of 100 basis points (1 percent) and (b)
liquidity 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
financia 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.



