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MFA ON ACCOUNTING

FAS 161 — Expanded Derivatives Disclosure —
A Hedge Fund Perspective

In March 2008, the Financial Accounting Standards
Board (FASB or the Board) issued Statement of
Financial Accounting Standards No. 161, Disclosures
about Derivative Instruments and Hedging Activities
(FAS 161). FAS 161 requires (i) enhanced disclosures
regarding the objectives and strategies for using deriv-
atives; (i) quantitative data about the fair value of gains
and losses on derivative contracts; and (iii) details con-
cerning the credit-risk related contingent features of
the reported hedged positions. FAS 161 is effective for
fiscal years and interim periods beginning after
November 15, 2008.

Concerning the scope of this statement, “[tlhe Board...
specifically acknowledged that the scope of this project
should result in disclosures that provide information on
(i) why entities enter into derivative instruments; (i) how
those instruments modify the risks that the entity is fac-
ing; and (i) where in the financial statements those risk
management effects are reported. The Board conclud-
ed that to address those issues, the project’s scope
should encompass all derivative instruments accounted
for under Statement 133 [Accounting for Derivative
Instruments and Hedging Activities] and the related
hedged items.” While FAS 133 deals with accounting
for derivatives, with some guidance as to disclosure,
FAS 161 speaks to the disclosure of the accounting
activity for derivatives.

FAS 161, like FAS 133, makes no specific distinction
between derivatives held for trading purposes and
those held for purposes other than trading; a distinc-
tion that previously was made under FAS 119. Prior to
FAS 133, this was a particularly useful distinction for a
hedge fund, where the primary purpose of using deriv-
atives is trading. Unfortunately, hedge funds only repre-
sent a fraction of the accounting world to which the
accounting standards apply. Such a distinction was less
meaningful for large corporations where the primary
purpose of holding derivatives was to hedge against
certain risks, be it cash flow, foreign exchange rates,
inventory in physical commodiities, etc.

The distinction made under FAS 133 was between
derivatives designated as one of three types of hedges
(fair value, cash flow or foreign currency) and deriva-
tives not designated as a hedging instrument. Under
FAS 161, the focus is on what risk(s) are each of the
three types of hedges trying to mitigate? To address
this concern, the FASB looked to answer three questions:
e How and why does an entity use derivatives?;
e How are derivatives, and any related hedged item(s),
accounted for under FAS 1337?; and
e How do derivatives, and any related hedged item(s),
affect the entity’s financial position, financial perform-
ance and cash flows?

Disclosure Requirements Under FAS 161, as
it Applies to Hedge Funds

FAS 161 amends paragraph 44 of FAS 133, which
details the requirements for disclosure. Highlights of
the disclosure requirements are listed below and con-
sist of qualitative disclosures (how and why derivatives
are used), disclosures related to derivatives presented
in the balance sheet (the terms “balance sheet” and
“income statement” are used generically throughout)
(the effect on financial position), and disclosures related
to derivative activity presented in the income state-
ment (the effect on financial performance). Hedge
funds would generally need to focus on the require-
ments of items 1 through 3 and 4.b., below.

1. The objectives for holding the derivative, with a dis-
tinction made between those derivatives used for
risk management purposes and those used for
“other” purposes (e.g. trading);

2. Information that would make it clear to readers the
volume of derivative activity, including, but not limit-
ed to, qualitative disclosures regarding the entity’s
objectives and strategies for using such derivatives;

3. The location and fair value of the derivatives report-
ed in the balance sheet, using the following criteria:
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a. Fair value should be presented on a gross basis,
even if the derivatives qualify for net presentation
on the balance sheet (in accordance with FASB
Interpretation No. 39);

b. Cash collateral amounts (typical in a commodi-
ties futures account) should not be included;

c. Presentation, separately of asset and liability
amounts, segregated between those derivatives
that qualify as hedging derivatives under the
statement and those that do not (“those that do
not” would generally be derivative contracts
entered into for trading purposes and would
generally be the bulk of the disclosure for a
hedge fund);

d. The asset and liability amounts would further be
segregated by meaningful type, including, but
not limited to, interest rate contracts, foreign
exchange contracts, commodities contracts, etc.;

e. For each item presented, the balance sheet line
item in which the fair value amount disclosed is
contained on the balance sheet;

4. The location and amount of gains and/or losses of
the derivatives reported in the income statement
using the following criteria:

a. Separate presentation for this disclosure is
expected for fair value hedges and cash flow
hedges further segregated by where the income
is presented in the body of the financials (i.e.
income statement or statement of other compre-
hensive income);

b. Separate presentation for derivative instruments
not designated as hedging instruments (included
in this type would be derivatives used for trading
purposes).

FAS 161 goes on to state that derivatives that fit into
the description of item 4.b. above, where it is the enti-
ty's policy to include such derivatives in its trading
activities (i.e. hedge funds), may provide alternative
disclosure that consists of:

* Gains and/or losses of the derivatives reported in the
income statement separated by major type including,
but not limited to, interest rate, foreign exchange,
commodities, etc.;

MFA ON ACCOUNTING continued from page 14

e The line item on the income statement where the
gains/losses are included; and

® A description of the nature of its trading activities and
related risks and how the entity manages those risks.

The significant modification to existing derivative disclo-
sures is the addition of the “balance sheet” and
“income statement” disclosures, both of which are
required to be presented in a tabular format. Most of
FAS 161's other required disclosures are qualitative and
commonly disclosed by hedge funds under existing
generally accepted accounting principles, usually in the
footnotes to the financial statements that address trad-
ing activities and related risks. Realizing that some of the
required disclosures may already exist within financial
statements, or may make more sense, from a reader’s
perspective, to be placed in various sections of the
financial statements, FAS 161 also requires that any dis-
closure within the notes be cross-referenced to other rel-
evant disclosures of the derivative activity of the entity.

Following are examples of the tabular disclosures from
FAS 161, adjusted to illustrate possible disclosures of a
generic hedge fund or commodity pool. As stated in
FAS 161, these examples are not all-inclusive and are
not necessarily the only way in which the information can
be presented. Additionally, for the ease of the reader,
only one year is presented. If the entity’s financial state-
ments require dual or multi-year presentation, this dis-
closure should be presented for each period presented.

(Note though that FAS 161 is not retroactive. Accord-
ingly, this information does not need to be presented
for periods that began before November 15, 2008.)

At first glance, (Figure 1 on page 16), this disclosure
might appear to duplicate information already required
to be disclosed under Statement of Position 03-4.
However, FAS 161 requires disclosure based on
whether the positions are assets (have unrealized gains)
or liabilities (have unrealized losses) at the balance
sheet date. Condensed schedule of investment disclo-
sures for derivatives are usually based on whether the
positions are long or short.

As Figure 2 on page 16 shows, both “totals” would
agree to one another. Also notice that the second por-
tion of the income statement disclosure looks very similar
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to what is already presented on the face
THE “BALANCE SHEET" DISCLOSURE of the income statement. If realized and

change in unrealized income/loss are
solely the result of derivatives activity, it

Asset Derivatives Liability Derivatives
December 31, 2009 December 31, 2009 is possible that a footnote disclosure
Balance Balance might make more sense here, avoiding
Sheet Fair Sheet Fair redundancy. This tabular disclosure
Location Value Location Value . .
would be of particular value in the event
Derivatives not designated as hedging instruments under Statement 133" of derivatives activity included in “other
Foreign Deposits Deposits incomef/loss.”
exchange  with with
contracts  broker $XXX broker $XXX $XXX Lastly, FAS 161 appears to be another
Deposits Deposits step towards the convergence of
Equity with with . inciol I
contracts  broker $XXX broker $XXX $XXX acc9unt|ng Prlnap €s generally T’:Iccep')t—
Deposits Deposits ed in the United States of America with
Commodity with with International Financial Reporting
contracts  broker $XXX broker $XXX $XXX Standards (IFRS), specifically IFRS 7,
Deposits Deposits Financial Instruments Disclosures. While
Other with with . . .
FAS 161 concerns itself only with deriv-
contracts  broker SXXX broker SXXX $XXX y

atives — in an effort not to delay the
Total derivatives not designated as hedging instruments under Statement 133 . . .

reporting transparency desired with
$XXX $XXX $XXX respect to derivatives — the FASB is

considering a long term project to

1 See footnote [insert footnote cross reference] for additional information on
[The Entity's] purpose for entering into derivatives not designated as hedging address all financial instruments.

instruments and its overall risk management strategies. , .
° 9 MFA's Sound Practices for Hedge Fund

Managers recommends periodic disclo-

sure of relevant performance data and

related information to hedge fund
THE “INCOME STATEMENT” DISCLOSURE investors. This recommendation is gen-

erally consistent with the prescriptive

disclosure requirements of FAS 161.
Trading Revenue
Type of Instrument For the Year Ended December 31, 2009 A copy of FAS 161 can be found at the

Foreign exchange XXX FASB's Web site at www.fasb.org.
Equity $XXX
g::;TOdlty if)& Arthur Bell Certified Public Accountants is a
Total XXX public accounting firm providing a full range
I of accounting, audit, tax and consultng serv-
Line ltem in Tredling Reremie ices to the hedge fund and managed funds
Income Statement For the Year Ended December 31, 2009 industry. Arthur Bell was recently honored as
the Employer of the Year by the Career
Realized' . $XXX Center at the University of Baltimore. The
Change in unrealized SXXX
Other EXXX award was presented on September 24,
Total XXX 2008 at the President’s Reception and recog-
— nizes Arthur Bell’s continuous support of the

accounting faculty, students and Career
Center at the University of Baltimore.
Web: www.arthurbellcpas.com

E-mail: tom.chopper@arthurbellcpas.com
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