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conditions in paragraph 42 of FASB Statement No. 144, Accoulltingfor the Impairment 
or Disposal of Long-Lived Assets, to be included in discontinued operations the gain or 
loss recognized, less applicable income taxes (benefit), should be included in 
discontinued operations in accordance with paragraph 43 of Statement 144. We would 
recommend that the Board provide that same guidance in the amendments to paragraph 
46 of Statement 13. We also believe it would be helpful for the Board to consider 
whether the nature of leveraged lease recalculations that result from changes in the timing 
of income tax cash flows is such that it would be appropriate to include a portion of the 
income statement impact of those changes directly in income tax expense rather than 
income from continuing operations before income taxes. 

Although we understand the basis for the Board's proposal to require the leveraged lease 
recalculation to be based on actual cash flows that occurred up to and including the point 
of actual settlement or expected settlement and the estimated cash flows thereafter, we 
believe an alternative approach is more consistent with the general concepts in the 
proposed FSP (Issue 3 in the Notice for Recipients). Under the alternative approach that 
we believe the Board should consider, the estimated cash flows to be used in the 
leveraged lease recalculation would reflect the "hypothetical" timing of income tax 
benefits that the taxing authorities will ultimately allow. (Note that in the LILO and 
SILO transactions described in the proposed FSP income tax settlements result in no 
change in the amount of total income tax benefits generated by the leveraged lease, but 
only a change in the timing of those benefits.) For example, assume that a leveraged 
lease has a term of twenty years and the lessor depreciates the leased property over fi ve 
years for tax purposes. At the end of the third year of the lease term, the lessor enters 
into a settlement with the taxing authorities with respect to the lease. Under the 
settlement, the taxing authorities allow the lessor to depreciate the leased property over a 
period of ten years for tax purposes rather than five. To effect the settlement, the lessor 
and the taxing authorities agree to an increase in the lessor's current year taxes equal to 
half of the tax benefit from the depreciation on the property claimed in prior years, plus 
corresponding interest and penalties. Under the alternative approach (which we refer to 
as the "hypothetical cash flows approach"), the estimated income tax cash flows that the 
lessor would include in the lease recalculation would be derived by using a ten year 
depreciation life from lease inception. Interest and penalties associated with the income 
tax settlement would be excluded from the leveraged lease recalculation under the 
hypothetical cash flows approach. Under the approach in the proposed FSP (which we 
refer to as the "actual cash flows approach"), the estimated income tax cash flows that the 
lessor would include in the lease recalculation would be derived by using a five year 
depreciation life for the first three years of the lease term followed by an increase in tax 
expense at the end of the third year equal to half of the tax benefit from the depreciation 
on the property, plus corresponding interest and penalties, followed by a ten year 
depreciation life beginning in year four of the lease term. 
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We believe the hypothetical cash flows approach is more consistent with the requirement 
to reconsider lease classification upon recalculation of a leveraged lease than the actual 
cash flows approach because the reclassification evaluation is to be done as if the revised 
assumptions were known as of lease inception. Under the actual cash flows approach, it is 
possible for a tax position that is revised in a settlement with the taxing authorities to be 
the only cause of a decline and rise in the lessor's net investment in the lease. This seems 
contrary to the Board's intention of requiring a change in lease classification based on 
information that, had it been known at lease inception, would have resulted in the lease 
not meeting the conditions for leveraged lease classification. 

In addition, we believe it may be difficult for lessors to project the timing of income tax 
settlements that may occur with respect to leveraged leases in advance of the actual 
settlements. On the other hand, we believe there is sufficient information for lessors to 
estimate the hypothetical timing of income tax benefits that the taxing authorities will 
ultimately allow. Because leveraged lease accounting is sensitive to the timing of cash 
flows (given the impact on the net investment in the lease and the resulting pattern of 
income recognition under the lease), we believe it is better for lessors to use the 
hypothetical cash flows approach in leveraged lease recalculations rather than attempting 
to project both the timing and the amount of income tax settlements that may occur (i.e., 
the actual cash flows approach). 

In our view the hypothetical cash flows approach is also preferable because we believe 
interest and penalties should be excluded from the leveraged lease calculation. Interest 
and penalties typically do not represent an element of the yield on the transaction that the 
lessor reasonably expected to generate when the lease was entered into. Rather, interest 
and penalties generally represent the taxing authorities' economic adjustment for what is 
in their view a misapplication of the statutory income tax requirements. Inclusion of such 
items in the leveraged lease calculation would result in an inappropriate duplication of 
the economic impact of adjusting the timing of the income tax cash flows to the 
hypothetical timing. In addition, the timing of expense recognition would be distorted by 
the inclusion of such amounts in the leveraged lease calculation, which would then 
require that recognition of those amounts follow the pattern of income recognition on the 
lease. Accordingly, we believe interest and penalties should continue to be accounted for 
separately in the financial statements. 

The proposed FSP would require application as of the first fiscal year ending after 
December 15, 2005 with recognition of the cumulative effect of initially applying the 
guidance as a change in accounting principle as described in paragraph 20 of APB 
Opinion No. 20, Accaunting Changes. We believe that the proposed FSP should become 
effecti ve concurrent with the effective date of the proposed Interpretation on uncertain 
tax positions and that a delay in the effective date of the proposed FSP is needed to allow 
lessors sufficient time to identify any changes or projected changes in the timing of cash 
flows relating to income taxes generated by leveraged lease transactions and to complete 
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any required recalculations. Accordingly, consistent with our comments on the proposed 
Interpretation on uncertain tax positions, we recommend that the proposed FSP become 
effective at the beginning of the first fiscal year beginning after December 15, 2006. If 
the Board agrees to delay the effective date, we believe the cumulative effect of initially 
applying this guidance should be accounted for as a change in accounting principle with 
the offsetting adjustment to the opening balance of retained earnings in accordance with 
FASB Statement No. 154, Accollnting Changes and Error Corrections. 

Paragraph 14 of the proposed FSP indicates that all tax position assumptions must meet 
the probable threshold at the date of adoption of the FSP. The Board should clarify 
whether it intends for the recognition requirements for tax positions with respect to 
leveraged leases upon adoption of the proposed FSP to be the same as the recognition 
requirements for tax positions upon adoption of the Interpretation on uncertain tax 
positions (i.e., only those that are probable of being sustained upon audit). Consistent 
with our comments on the proposed Interpretation, we believe that lessors should be 
permitted to compute and report a "true" cumulative-effect adjustment as defined in 
paragraph 20 of APB 20 if it is "practicable" pursuant to Statement 154. 

It would be helpful for the Board to specifically address how existing lessor loss 
allowances associated with leveraged lease tax positions should be affected by the 
transition provisions of the proposed FSP. If the Board finalizes the FSP as proposed, we 
believe those allowances should be eliminated as part of the revision to the lessor's 
leveraged lea~e calculation and that the impact of eliminating the allowances should be 
included in the cumulative effect of initially applying the guidance in the proposed FSP. 
However, it would be helpful for the Board to provide explicit guidance to that effect. 

****** 

If you have any questions about our comments or wish to discuss any of the matters 
addressed herein, please contact Mark Bielstein at (212) 909-5419 or Kimber Bascom at 
(212) 909-5664. 

Sincerely, 
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Following are other editorial suggestions with respect to the proposed FSP. These 
suggestions are presented in the form of marked changes to the specific paragraphs of the 
FSP and do not reflect any revisions that may be required as a result of our comments in 
the body of this letter. Added text is underscored and deleted text is struck out. 

I. The Board directed the FASB staff to issue this FASB Staff Position (FSP) to address 
how a change or projected change in the timing of cash flows relating to income taxes 
generated by a leveraged lease transaction affects the accounting by a lessor for that 
lease. The guidance in this FSP amends FASB Statement No. 13, Accounting for Leases. 
Those mnendmcnts are included in Appendix A of this FSP exhibits the amendments to 
Statement 13. 

2. In a typical leveraged lease transaction, the lessor is the owner of the asset for income 
tax purposes. Consequently, the lessor is allowed to depreciate the asset for income tax 
purposes and thereby receives accelerated depreciation deductions. In the early years of 
the lease, accelerated tax depreciation deductions combined with interest expense 
deductions on the nonrecourse debt typically exceed the rental income from the lease. 
The combination of nonrecourse financing and the favorable tax cash flow pattern 
typically enables the lessor to recover its investment in the early years of the lease and 
thereafter affords the lessor the temporary use of funds (deferred tax balances) from 
which additional income can be derived, producing a unique economic effect. However, 
that is only a timing effect because the lessor is typically required to disburse cash in the 
later periods as (a) the taxable income from the lease is no longer reduced by accelerated 
tax depreciation and interest expense deductions and (b) the principal on the nonrecourse 
debt is repaid. The tax timing element (in effect, a "loan" from the taxing authority) of a 
typical leveraged lease produces a favorable cash flow pattern and provides a significant 
portion of the lessor's expected return on the traIlS 
that loan. In fact, some leveraged leases would yield uneconomic results without this laX 

timing elementloan. 

3. Paragraph 44 of FASB Statement No. 13, Accountingfor Leases, requires the lessor in 
a leveraged lease transaction to recognize lease income at a level rate of return on its net 
investment l in the lease in those periods in which the net investment is a positive 
amount. 2 Therefore, the timing of income tax cash flows generated by a leveraged lease 
affects the timing of income recognition from that lease. Because tax benefits in a 
leveraged lease are often realized in the early periods of the lease, disproportionately 
more income from the lease is typically allocated to those early periods relative to the 
income allocated to the other periods during the lease tenn. 

9. The timing of the cash flows relating to income taxes generated by a leveraged lease is 
an important assumption that affects the periodic income recognized by the lessor for that 
lease. Therefore, a change in the timing of cash flows relating to income taxes generated 
by a leveraged lease shall be accounted for in accordance with the guidance in paragraph 
46 of Statement 13. That is, the expected timing of income tax cash flows generated by a 
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leveraged lease transaction shall be reviewed annually or more frequently if events or 
changes in circumstances indicate that a change in timing is probable of occurring.4 If, 
during the lease term, the expected timing of the income tax cash flows generated by a 
leveraged lease is revised, the rate of return and the allocation of income to positive 
investment years shall be recalculated from the inception of the lease following the 
method described in paragraph 44 of Statement 13. The recalculation shall include actual 
or estimated pre-settlement cash flows together with that occurred lip to and including the 
point of the actual settlement or expected settlement and the estimated cash flows in 
accordance with the revised tax cash flows from the actual or expected setLlement 
thereafter. Additionally, the recalculation shall include any interest and penalties assessed 
or expected to be assessed by the taxing authori ty5 The accounts constituting the net 
investment balance shall be adjusted to conform to the recalculated balances, and the 
change in the net investment shall be recognized as a gain or loss in the period in which 
the assumption is changed. The gain or loss recognized shall be included in income from 
continuing operations before income taxes in the same line item used when leveraged 
lease income is recognized. The guidance in paragraph 11 of this FSP shall be applied 
when the lease no longer meets the criteria to be classified as a leveraged lease. 

10. The guidance in this FSP applies only to changes or projected changes in timing of 
income taxes that are directly related to the leveraged lease transaction. For example, a 
change in timing of income taxes as a result of (a) an interpretation of the tax law, (b) a 
change in the lessor's assessment of the likelihood of prevailing in a challenge by the 
taxing authority, or (c) a change in the lessor's intent to settle with the taxing authority 
that will change the timing or expected timing of the tax benefits generated by a 
leveraged lease would require a recalculation, since that change in timing of income taxes 
is directly related to that lease. However, a change in timing of income taxes as a result of 
an alternative minimum tax (AMT) credit or insufficient taxable income of the lessor 
would not require a recalculation of a leveraged lea~e because that change is not directly 
related to that lease (unless there was an indication that the original assumptions 
regarding total after-tax net income from the lease were no longer valid). This is 
consistent with Issue 10 of EITF Issue No. 87-8, "Tax Refonn Act of 1986: Issues 
Related to the Alternative Minimum Tax." 

A I. FASB Statement No. 13, Accounting for Leases, is amended as follows: [Added text 
is underscored and deleted text is 

a. Paragraph 46: 
Any estimated residual value and all other important assumptions affecting 
estimated total net income from the lease shall be reviewed at least annually. 
Additionally, the expected timing of income tax cash flows generated by the lease is 
an important assumption and shall be reviewed annually, or more frequently, if 
events or changes in circumstances indicate that a change in timing is probable of 
occurring26a If during the lease term fgLthe fa) estimate of the residual value is 
determined to be excessive and the decline in the residual value is judged to be 
other than temporary ~ 6f{b) if tile the revision of another important assumption 
changes the estimated total net income from the lease, or (c) the expected timing of 
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the income tax cash flows is revised, the rate of return and the allocation of income 
to positive investment years shall be recalculated from the inception of the lease 
following the method described in paragraph 44 and using the revised assumption. 
The recalculation shall include actual or estimated pre-settlement cash flows 

expected settlement and the estimated cash flows in accordance with the revised tax 
cash !lows from the actual or expected settlement thereafter. Additionally, the 
recalculation shall include any interest and penalties assessed or expected to be 
assessed by the taxing authority. The accounts constituting the net investment 
balance shall be adjusted to conform to the recalculated balances, and the change in 
the net investment shall be recognized as a gain or loss in the year in which the 
assumption is changed. The gain or loss recognized shall be included in income 
from continuing operations before income taxes in the same line item in whichused 
",ileA leveraged lease income is recognized. An upward adjustment of the estimated 
residual value shall not be made. The accounting prescribed in this paragraph is 
illustrated in Appendix E. 

a. A revision of the expected timing of the income tax cash flows applies only to 
changes or projected changes in timing of income taxes that are directly related to 
the leveraged lease transaction. For example, a change in timing of income taxes as 
a result of (a) an interpretation of the tax law, (b) a change in the lessor's 
assessment of the likelihood of prevailing in a challenge by the taxing authority, or 
(c) a change in the lessor's intent to settle with the taxing authority that will change 
the timing or expected timing of the tax benefits generated by a leveraged lease 
would require a recalculation, since that change in timing of income taxes is 
directly related to that lease. However, a change in the timing of income taxes as a 
result of an alternative minimum tax credit or insufficient taxable income by the 
lessor would not require a recalculation of a leveraged lease, since that change is 

valid). 

b. If, at any time, a revision of an important assumption requires a recalculation of a 
leveraged lease and changes the characteristics of the lease in a manner that would 
have resulted in the lease not qualifying as a leveraged lease had the revised 
assumption been included in the original or most recent leveraged lease 
computation, the lessor shall reclassify the leveraged lease as a direct financing 
lease on a prospective basis as of the date the change in assumption occurs. The 
lessor shall report separately on its balance sheet, as if the lea~e had been classified 
as a direct financing lease since lease inception, (a) its investment in the direct 
financing lease, (b) the nonrecourse debt, and (c) the deferred taxes related to the 
direct financing lea~e. The difference between those balances and the balance of the 
net investment in the leveraged lease prior to the recalculation shall be recognized 
as a gain or loss in the period in which the assumption changes. The gain or loss 
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recognized shall be included in income from continuing operations before income 
taxes in the income statement of the lessor in the same line item in which leveraged 
lease income is recognized. 

c. Tax positions shall be reflected in the lessor's calculation based on the guidance 
in the proposed FASB Interpretation on accounting for uncertain tax positions26b 

That is, initial probablc26c tax positions shall be reflected in the lessor's calculation 
at the lessor's best estimate of the amount that will ultimately be sustained upon 
examination by taxing authorities. A previously recognized tax position Ihlll no 

g 
statements in the period in which the enterprise concludes that it is more likely than 
not that the position will not be sustained. The lessor shall also reflect "tHe change 
of assumption in the period in which there is a change in the lessor's best estimate 
of the amount that ultimately will be sustained upon examination by taxing 
authorities for recognized tax positions. The determination of when a tax position 
no longer meets the recognition criteria is a matter of individual facts and 
circumstances evaluated in light of all available evidence. 

B II. The Board discussed circumstances that change the estimated timing of the 
realization of tax benefits. The Board decided that only changes in timing that are directly 
related to the leveraged lease transaction should reguirere,;ult ill a recalculation. For 
example, a change in timing as a result of AMT status or insufficient taxable income 
available to the lessor would not result in a recalculation. The Board believes that it 
would be very difficult to determine what aspects of a lessor's taxable income (or loss) 
give rise to the change in timing of income tax cash l10ws in those situations. The Board 
decided that the guidance should be consistent with Issue 10 of Issue 87-8, which states 
that: "[a]n enterprise whose tax position frequently varies between AMT and regular tax 
would not be required to recompute each year unless there was an indication that the 
original assumptions regarding total after-tax net income from the lease were no longer 
valid." 

B 17. The Board decided that an entity should recognize the cumulative effect of initially 
applying this guidance as a change in accounting principle. The Board considered three 
alternatives for the transition requirements of this FSP. The two other alternatives were 
(a) prospective application and (b) retrospective application. The Board believes that 
prospective application would result in inconsistent treatment for lessors in LILO and 
SILO transactions because some lessors have negotiated and settled with the Service 
while others have not. The Board believes that retrospective application would be 
problematic because a lessor would be required to use hindsight to determine when the 
change in timing of income tax cash flows actually occurred. 

Sincerely, 


