








the economic nsKs and rewards inherent 1n the entity’s assets are retamned by the
individual sellers or transferors of assets to the conduit through the overcollaterization
arrangement. The Board provided guidance in paragraph 12 of Interpretation 46 that
requires the removal of risks retained by the individual sellers or transferors of assets to
the conduit when those assets represent no more than half of the total fair value of the
entity’s assets. As a result of this rule, the Board has created for accounting purposes a
residual entity in which the economic risk remaining in the entity’s assets is minimal and
the level of expected losses absorbed by the party (if any) with a majority of the expected
losses in that residual entity is also minimal. )

Conceptually, we believe it would have been more appropriate and more consistent with
the Board’s own thinking as expressed in paragraph C42 of Interpretation 46 to reach a
conclusion that no party should consolidate a typical, “plain-vanilla,” multi-seller
commercial paper conduit. Paragraph C42 states that when *“variable interest entities
effectively disperse risks and benefits related to their assets or activities ... [so that] no
individual party controls the benefits of the variable interest entity’s assets or is
responsible for the variable interest entity’s liabilities ... it is inappropriate for any party
to consolidate the assets and liabilities of the variable interest entity.” We believe the
accounting would have far better represented the substance of the transactions if such
structures were not consolidated because of the fact that the economic risks and rewards
inherent in the entity’s assets have been effectively dispersed. This apparently was an
issue that the Board had difficulty resolving in a way that was acceptable to a majority of
the Board members. Indeed, paragraph C27 indicates that the Board considered whether
interests in specified assets of a variable interest entity should be included or excluded
from the variable interests in the entity (and, correspondingly, from the determination of
what party, if any, should consolidate the variable interest entity). Ultimately, as
indicated by paragraph C28, the Board reached a compromise — which we understand to
mean that the Board’s conclusion represented the solution that was supported by the
greatest number of Board members, not necessarily the best conceptual solution.

As the Board is well aware, some multi-seller conduits have begun to redistribute their
variable interests in such a way that a single party or related party group (other than the
administrator) absorbs a majority of the entity’s expected losses. As noted, because of
the subordinated residual interests retained by the individual sellers or transferors in the
assets of the conduit and the requirements of paragraph 12, the level of economic risk
remaining in the conduit’s assets is minimal and the level of expected losses absorbed by
the party or related party group with a majority of the expected losses is also minimal.
We believe this properly does not change the Board’s conclusion that parties that are
exposed to an entity’s economic risks can be expected to exert a greater degree of control



comments suggesting that the accounting required by the Interpretation in such fact
patterns may be abusive (because a party other than the administrator consolidates the

. conduit). As indicated above, we believe the only accounting that would more accurately
reflect the substance of these transactions than the accounting compromise reached by the
Board would be for no party to consolidate the conduit because the risks have been
effectively dispersed.

While this FSP confirms our understanding of how paragraph 14 should be applied, we
believe the Board should take this opportunity to explicitly clear up any misperception

created by the public comments of some Board and FASB staff members regarding the
requirements of paragraph 14 of the Interpretation.

Proposed FSP—Reporting variable interests in specified assets of variable interest
entities as separate variable interest entities under paragraph 13 of FASB
Interpretation No. 46, Consolidation of Variable Interest Entities.

Our understanding of the proposed FSP is that a “silo” variable interest entity does not
exist unless all of the economic risks and rewards with respect to specified assets have
been contractually isolated from the economic risks and rewards of all of the other assets
of the entity. If our understanding is correct, we support the proposed FSP. However, we
are concerned that the use of the term “accounting allocations” may not be sufficiently
clear in communicating that notion. An illustration would be helpful in explaining the
FASB’s thinking. Consider, for example, a leased asset that is financed 100 percent with
non-recourse debt, and for which a residual value guarantee is provided by either the
lessee or a third party. The lessor is a variable interest entity. If the equity participants in
the variable interest entity receive the residual returns associated with any excess of the
fair value of the leased asset over the guaranteed residual value at the end of the lease
term, would the leased asset and related non-recourse debt represent a “silo” variable
interest entity? We believe that under the proposed FSP no “silo” variable interest entity
would exist. :

Another situation that causes confusion regarding whether a silo exists is as follows. An
entity issues several classes of debt to a VIE. The VIE obtains 100% nonrecourse
financing separately for each class of debt. The VIE also hires an entity to service all of
its assets (the servicing is not contractually linked to any of the individual assets acquired
by the VIE, and, therefore, cannot be transferred or sold in relation to one or more of
those individual assets). Does the servicing fee earned by the servicer cause the
individual assets acquired by the VIE and related nonrecourse debt to not be considered
silos? We believe that under the proposed FSP no “silo” variable interest entity wounld

- exist, but would appreciate further clarification by the FASB.

Proposed FSP—Application of paragraph 5 of FASB Interpretation No. 46,
Consolidation of Variable Interest Entities, when variable interests in specified assets
of a variable interest entity are not considered interests in the entity under
paragraph 12 of Interpretation 46.



We believe that the Board’s clarification of the interaction between paragraph 12 and
paragraph 5 of Interpretation 46 is helpful. We suggest that the Board update the text of
FIN 46 to include a cross-reference to paragraph 12 in paragraph 5 through the technical
corrections process at the earliest possible date.

Proposed FSP—Tranusition requirements for initial application of FASB
Interpretatlon No. 46, Consolidation of Variable Interest Entities.

We suggest that the language in the second paragraph of the response be changed to
indicate that an enterprise should make the determinations of whether an entity is within
the scope of FIN 46 and, if so, of what party is the entity’s primary beneficiary as of the
date on which Interpretation 46 is first applied if at transition it is not practicable for the
enterprise to obtain the information necessary to make the determinations as of the date
the enterprise became involved with the entity or at the most recent reconsideration date.
This language is more consistent with the language in paragraph 28 regarding
measurement of a variable interest entity’s assets, liabilities, and noncontrollmg interests
upon initial consohdauon when adopting the provnsxons of FIN 46.

Proposed FSP—Calculation of expected losses under FASB Interpretatlon No. 46,
Consolidation of Variable Interest Entities.

Some of the details in the example assumptions would have been more helpful for
purposes of the illustration if carried through the entire example. These details include
the percentage of debt versus equity financing, classification of the lease from the
lessee’s standpoint, and the expected fair value of the building and how that impacts the
residual value guarantee. Because those facts were not used in the calculations that are
illustrated, we suggest deleting them from the assumptions.

We believe it is confusing to use the term expected outcomes to describe expected cash
flows. Preparers and auditors are already struggling with the application of Concepts
Statement 7, and the notion of expected losses is not intuitive. We believe using many
different terms to describe the same thing only adds to the confusion and the term
expected losses should be used rather than the term expected outcomes.

Although paragraph 8(a) seems to clearly indicate that variability in an entity’s net
income or net loss is included in the calculation of the entity’s expected losses, we are not
sure how to apply that requirement in certain situations. Some instruments, such as
derivatives can both introduce and remove variability from a variable interest entity’s net
income or loss. A simple interest rate swap can do that, which is evidenced by the fact
that the swap may become either an asset or a liability after it is initially entered into."
The variability that a derivative introduces into a variable interest entity may counteract
or offset some or all of the variability in the VIE that is produced by the VIE’s assets or
liabilities. This would be true in the case of an interest rate swap entered into for the
purpose of hedging the variability in interest cost of an entity that issues short-term
commercial paper liabilities on an ongoing basis.



Other instruments are part of an entity’s capital structure but nonetheless have an effect
on the variability in its net income or net loss. This is true of ordinary debt instruments
issued by a VIE. Such instruments may create variability in the entity’s net income
because they may have variable interest rates. We believe it is counterintuitive that an
instrument that is part of an entity’s capital (such as a debt or equity instrument) and,
therefore, is part of the population of instruments that is at risk as a result of the
performance of the entity’s assets would be viewed as contributing to the variability of
the entity. Our concern also goes to the fact that a debt instrument consists of a stream of
cash flows. The portion of those cash flows that are labeled interest versus principal can
be artificial, yet would seem to affect the extent to which the variability in the total cash
flow stream affects the entity’s variability. We do not believe that makes sense, because
we thought the Board viewed debt instruments as a variable interest in the entity’s assets.

These issues lead us to believe that an entity’s variability should be affected by
derivatives that it enters into, but not by the variability in cash flows from instruments
that comprise part of its capital (including the variability in interest expense from debt of
the entity). Our understanding is that part of the purpose for the expected losses analysis
is to determine the amount of equity that an entity should have in order to finance its own
operations. We believe that the amount of that equity should not be reduced or increased
as a result of actual liabilities that comprise part of the entity’s capital.

* ¥ K kK

If you have questions about our comments or wish further to discuss any of the matters
addressed herein, please contact John Guinan at (212) 909-5449 or Kimber Bascom at
(212) 909-5664.

Very truly yours,

KPMG LLP
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KPMG’s Comments on Proposed FASB Staff Positions
FASB Interpretation No. 46,
Consolidation of Variable Interest Entities

Proposed FSP—Applicability of FASB Interpretation No. 46, Consolidation of
Variable Interest Entities, to entities subject to the AICPA Audit and Accounting
Guide, Health Care Organizations.

Q—Paragraph 4(a) of Interpretation 46 provides an exception for not-for-profit
organizations subject to AICPA Statement of Position (SOP) 94-3, Reporting of Related
Entities by Not-for-Profit Organizations. Not-for-profit organizations subject to the
AICPA Audit and Accounting Guide, Health Care Organizations (Audit Guide), are not
subject to SOP 94-3. Do the requirements of Interpretation 46 apply to those
organizations?

A—Yes. The scope exception in paragraph 4(a) of Interpretation 46 applies to Aall not-
for-profit organizations-are-exeluded-from-Interpretation46_as defined in FASB
Statement No. 117, Financial Statements of Not-for-Profit Organizations, including

health care organizations subject to the Audit Guide. The remaining provisions of
paragraph 4(a) of Interpretation 46 are unaffected by this FSP.Howevera-not-forprefit

gamzatlom remain subject to the re]ated party provisions of Interpretation 46.1

The guidance in this FSP is effective immediately. If this guidance results in changes to
previously reported information of not-for-profit health care entities, the cumulative
effect shall be reported according to the requirements of APB Opinion No. 20, :
Accounting Changes, in the first period ending after the final FSP is posted to the FASB
website.
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Proposed FSP—Treatment of fees paid to decision makers and guarantors in
determining expected losses and expected residual returns of a variable interest
entity under FASB Interpretation No. 46, Consolidation of Variable Interest Entities.

Q—How do fees paid by a variable interest entity to a decision maker or provider of a
guarantee of substantially all of the entity’s assets or liabilities affect the determination of

the expected losses, expected residtial returns, and primary beneficiary of a variable |
interest entity?

A—The expected losses of a variable interest entity have two components: (a) the
expected unfavorable variability in the variable interest entity’s cash basis net income or
loss and (b) the expected unfavorable variability in the fair value of the entity’s assets, if
to the extent that variability is not included in the variability of cash basis net income or
loss. Fees paid to decision makers and guarantors are deducted in determining cash basis
net income or loss and require no further adjustment. If a variable interest or combination
of interests of a single enterprise (with consideration of interests held by its related parties

“anid de facto agents) will absorb a majority of the expected losses if they occur, that
enterprise is the primary beneficiary, and it is not necessary to compute expected residual
returns.

If the analysis of expected losses does not identify a primary beneficiary, expected

residual returns must be analyzed. The expected residual returns of the entity include four

components if they are present in the entity:

a. The expected favorable variability in the entity’s cash basis net income or loss

b. The expected favorable variability in the fair values of the entity’s assets (if that
variability is not included in variability of cash basis net income or loss)

¢. The total present value of expected cash flows from fees paid to the decision maker
for the entity (if there is a decision maker)

d. The total present value of expected cash flows from fees paid to providers of |
guarantees (including writers of put options and other instruments with similar
results) of all or substantially all of the entity’s assets or liabilities or both.

Appendix A to Interpretation 46 includes a hypothetical computation of expected losses
and expected residual returns of a variable interest entity that has a very simple structure
that does not include any fees. In that illustration_and in other situations in which there is
no decision maker or guarantor of all or substantially all of the entity’s assets or liabilities
or both, the expected losses are equal to the expected residual returns. However, if a
variable interest entity had paid the fees described in items (c) and (d), the expected
residual returns of the entity would have been larger than the expected losses, possibly
much larger, because the total present value of expected cash flows from ameunt-ef-the '
fees would have been included as a part of the expected residual returns. Because the
total present value of expected cash flows from ameunt-of-fees of the types described in
items (c) and (d) is included in expected residual returns, a receiver-ofparty that receives
those fees smay-will likely receive a majority of a variable interest entity’s expected
residual returns.
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The guidance in this FSP is effective immediately for variable interest entities to which
the requirements of Interpretation 46 have already been applied. The guidance should be
applied to other variable interest entities as a part of the adoption of Interpretation 46. If
this guidance results in changes to previously reported information, the cumulative effect
shall be reported according to the requirements of APB Opinion No. 20, Accounting
Changes, in the first period ending after the final FSP is posted to the FASB website.
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Proposed FSP—Reporting variable interests in specified assets of variable interest
entities as separate variable interest entities under paragraph 13 of FASB
Interpretation No. 46, Consolidation of Variable Interest Entities.

Q—Should a specified asset (or group of assets) of a variable interest entity and a related
liability or liabilities secured only by the specified asset or group be treated as a separate _ I
" 'variable interest entity (as discussed in paragraph 13 of Interpretation 46) if other parties
have rights or obligations related to the specified asset or to residual cash flows from the
specified asset?

A—A specified group of assets of a variable interest entity and any related claims against
those assets (including liabilities and equity interests) are treated as a separate variable
interest entity only if they are effectively separate from the remainder of the entity. That
condition does not exist if the interests in the specified assets and related claims cannot
be reported separately without accounting allocations._For example. a leased asset
financed 100 percent with nonrecourse debt does not represent a separate variable interest
entity if the lessee does not have a fixed price purchase option with a strike price that, at
lease inception, is equal to the expected fair value of the leased property at the end of the
lease term. Without such a purchase option. the equity participants in the variable
interest entity that is the owner and lessor of the asset have the right to participate in any
favorable fair value outcomes with respect to the residual value of the leased asset. Thus
an accounting allocation would be required if the leased asset and related nonrecourse
debt were treated as a separate variable interest entity within the larger variable interest

entity that is the owner and lessor of the asset.

The guidance in this FSP is effective immediately for variable interest entities to which

the requirements of Interpretation 46 have already been applied. The guidance should be

applied to other variable interest entities as a part of the adoption of Interpretation 46. If

this guidance results in-changes to previously reported information, the cumulative effect »
shall be reported according to the requirements of APB Opinion No. 20, Accounting

Changes, in the first period ending after the final FSP is posted to the FASB website.
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Proposed FSP—Application of paragraph 5 of FASB Interpretation No. 46,
Consolidation of Variable Interest Entities, when variable interests in specified assets
of a variable interest entity are not considered interests in the entity under
paragraph 12 of Interpretation 46.

Q—H an interest in specified assets of an entity would not be considered a variable
interest in that entity under paragraph 12 of Interpretation 46, are the losses absorbed by
that interest expected losses for determining whether the entity is a variable interest
entity? That is, does the phrase expected losses of the entity have the same meaning in
paragraph 5 as in paragraph 12?

A—Paragraph 5 refers to expected losses of an entity, and paragraph 12 explains when
expected losses related to specified assets are considered expected losses of the entity that
holds those assets. The provisions of paragraph 12 determine whether expected losses
that will be absorbed by guarantees or other variable interests in specified assets are
expected losses of the entity for purposes of determining whether an entity is a variable
interest entity under paragraph 5. Accordingly, the phrase has the same meaning in both

paragraphs.

The guidance in this FSP is effective immediately for variable interest entities to which
the requirements of Interpretation 46 have already been applied. The guidance should be
applied to other variable interest entities as a part of the adoption of Interpretation 46. If
this guidance results in changes to previously reported information, the cumulative effect
shall be reported according to the requirements of APB Opinion No. 20, Accounting
Changes, in the first period ending after the final FSP is posted to the FASB website,
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Proposed FSP—Transition requirements for initial application of FASB
Interpretation No. 46, Consolidation of Variable Interest Entities.

Q- When Interpretation 46 is adopted initially, should the determinations of (1) whether
an entity is a variable interest entity and (2) which enterprise, if any, is a variable interest
entity’s primary beneficiary be made as of the date of initial application or as of the date
the enterprise first became involved with the variable interest entity?

A~—Both determinations should be made as of the date the enterprise became involved
with the entity unless events requiring reconsideration of the entity’s status or the status
of its variable interest holders have occurred. (Refer to paragraphs 7 and 15 of
Interpretation 46 for discussions of reconsideration.) If a reconsideration event has
occurred, each determination should be made as of the most recent date at which
Interpretation 46 would have required consideration.

However, if at transition it is nof practicable for an enterprise toeannot obtain the
information necéssary to make the determinations as of the date the enterprise became
involved with an entity or at the most recent reconsideration date, the enterprise should
make the determinations as of the date on which Interpretation 46 is first applied.

The guidance in this FSP is effective immediately for all interests in variable interest
entities held by enterprises that have elected to adopt Interpretation 46 before this FSP is
posted to the FASB website. If this guidance results in changes to previously reported
information, the cumulative effect shall be reported according to the requirements of
APB Opinion No. 20, Accounting Changes, in the first period ending after the final FSP
is posted to the FASB website.
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Proposed FSP—Calculation of expected losses under FASB Interpretation No. 46,
Consolidation of Variable Interest Entities.

Q— Can an entity that has no history of net losses and expects to continue to be
profitable in the foresecable future be a variable interest entity?

A—Yes, an entity that expects to be profitable can have expected losses. The term
expected losses, as used in Interpretation 46, does not refer to the net loss an entity may
report in its income statement prepared in accordance with generally accepted accounting
principles.

The calculation of expected losses is described in paragraph 8 and illustrated in Appendix
A of Interpretation 46. Paragraph 8 requires that the outcomes used to calculate expected
losses include the expected unfavorable variability in the entity’s cash basis net income
or net loss and the expected unfavorable variability in the fair value of the entity’s assets,
if it is not included in the cash basis net income or net loss. Paragraph 2b requires
expected losses to be derived from an estimate of expected cash flows as described in

Concepts Statement No. 7, Using Cash Flow Information and Present Value in
Accounting Measurements.

The following example illustrates the calculation of expected losses:

1. On January 1, 2004, Company X is formed to purchase a building, 95-percent-of
wluch is fmanced by debt a.nd 5—pefeeﬂt—by-cqu1ty —'Fhe—leadeﬁ—waﬂ-heve-feeetme

2. On the same day, Company Y enters into a five-year market-rate lease ofer the
bulldmg from Company X that mcludes a guarantee ofa pomon of the btuldmg s

3. There are no other interests in Company X.

4. The appropriate risk free discount rate is assumed to be 5 percent.

5. In accordance with paragraph 8, the estimated annual outcomes used in the example
include Company X's estimated cash basis net income or net loss and the estimated
changes in the fair value of its assets not reflected in cash basis net income or net loss.
The guarantee is a variable interest in the entity because it relates to more than half of
the entity’s assets. Therefore, losses absorbed by the residual value guarantee are
losses of the entity (that is, they are not excluded as interests in specified assets under
the guidance in paragraphs 12 and 13) and are included in the outcomes used to
calculate expected losses. For simplicity, the estimated outcomes, which include both
cash basis net jncome or net lossflews and changes in the fair value of Company X’s
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Table 1 shows the January 1, 2004, calculation of the expected outcomes at the inception
of Comgany Xthe-variable-interest-created-by-the-lease. The fair value of the expected
outcomes is assumed to be equal to the sum of the present values of probability-weighted
estimated annual outcomes for the five-year lease term, excluding the effects of the
residual value guarantee. Any variation in estimated outcomes, as compared to the

assets, and related probabllmes are assumed to bc the same each yca.r of the ﬁve-yea.r

expected outcomes, represents a change to the value of the entity or variable interest from |
the calculation-date value.

Table 2 shows the calculation of expected losses as the negative variability from the fair
value of the expected outcomes. Note that the estimated annual outcomes of $0 and
$10,000 contribute to expected losses although neither amount is negative. To the extent
that an estimated outcome, although positive, is less than the expected outcomes, the
company’s wilHese-value will be lower than the inrelution-to-its-value estimated based
on the expected outcomes. Table 2 illustrates the calculation of this expected loss as the
fair value of the probability-weighted negative variations from the expected outcomes.

Table 1
(Amounts in Thousands)
Fair Value -
of -
Estimated Expected | Expected
Annual Annual Five-Year
Outcomes' Probability [ Outcomes | Outcomes®
$(10,000) 5.0% $(500) $(2,165)
(5,000) 10.0 (500) (2,165)
0 20.0 0 0
10,000 50.0 5,000 21,648
50,000 15.0 7,500 32471
100.0% $11,500 $49.789

Expected losses include all such negative variations.

! Estimated outcomes include both estimated cash basis net income or net lossfews and changes in the fair '
valm: of Company X’s assets.

% The fair value is assumed to be the sum of the present values of the expected outcomes for each year of
the five-year period. Because of the simplifying assumption that the annual estimated outcomes and
probabilities are the same for each year of the five-year period, the expected annual outcomes are treated as
level annuitics in the present value calculations to determine the fair value of the five-year expected

outcomes.
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Table 2
(Amounts in Thousands)
Positive
Present Fair Value of | (Negative)
Value of Expected Variation
Estimated | Estimated Five —Year from st
Annual | Five-Year Outcomes Expected Expected | Residual
Outcomes | Outcomes’ | (from Table 1) Value Probability | Losses Returns
$(10,000]  $(43,294) $49,789 $(93,083) 5.0% $(4,654)
(5,000 (21,648) 49,789 (71,437) 10.0 (7,144)
0 0 49,789 (49,789) 20.0 (9,958)
10,000 43,294 49,789 (6,495), 50.0 (3,247)
50,000] 216473 49,789 166,684 15.0 $25.003
~ 100.0% | 55,003  $25,003

Negative variations from the expected outcomes can occur without having a net loss |
reflected in any of the estimated outcomes. Consequently, a profitable entity will have

expected losses which-that must be considered in evaluating the sufficiency of equity-at- |
risk under paragraph 9c of Interpretation 46.

The guidance in this FSP is effective immediately for variable interest entities to which
the requirements of Interpretation 46 have already been applied. The guidance should be
applied to other variable interest entities as a part of the adoption of Interpretation 46. If
this guidance results in changes to previously reported information, the cumulative effect
shall be reported according to the requirements of APB Opinion No. 20, Accounting
Changes, in the first period ending after the final FSP is posted to the FASB website.

3 Because of the simplifying assumption that the annual estimated outcomes are the same for each year of
the five-year period, the estimated annual outcomes are treated as level annuities in the calculation of the
present value of estimated five-year outcomes.
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Other Observations and Comments Regarding FIN 46

We have now had approximately four months to try to understand and apply the
requirements of Interpretation 46. Our experience to date indicates that the FIN 46
accounting model is severely non-operational. This is largely due to the complexity of
the model, the subjectivity of many of the judgments that the model requires, and
tompanies’ inability to obtain the information necessary to apply the provisions of the
Interpretation. We believe Interpretation 46 is understood and can be adequately applied
by only a handful of individuals within the financial reporting community. It is easily
more complex than the current GAAP guidance regarding the accounting for derivatives
(FASB Statement No. 133 as amended and related interpretations), transfers of financial
assets (FASB Statement No. 140 and related interpretations), and leasing (FASB
Statement No. 13 as amended and related interpretations), any one of which is considered
near the top of the list of complex accounting guidance.

One of the primary reasons that FIN 46 is so complex is because of the requirements
pertaining to expected losses. Expected losses must be calculated in many circumstances
in order to determine whether an entity is within the scope of FIN 46 and, for an entity
that is within the scope, to determine what party, if any, should consolidate the entity.
FIN 46 requires expected losses to be calculated using the expected cash flow
methodology described in Concepts Statement 7. There are at least two problems with
that requirement. First, the expected cash flow methodology has not been widely used or
tested in practice. Most companies and auditors simply don’t know how to apply it and
do not use it as an integral part of making business decisions. The expected cash flow
methodology in Concepts Statement 7 is purportedly the most appropriate means of
performing a cash flow estimate. Therefore, it should be the methodology most widely
used to estimate fair value when companies make decisions about purchasing or selling
assets or incurring liabilities. However, our experience suggests otherwise. Either the
expected cash flow methodology does not accomplish what it purports to, or companies
do not believe that the cost justifies the added benefit of applying that methodology rather
than the traditional best estimate methodology.

Second, the objective of this provision of the Interpretation is not to estimate fair value.
Rather it is the variability inherent in the fair value that must be identified and measured.
As aresult, the process of estimating fair value is more important than the actual estimate
of fair value. There is no way to demonstrate that the process of estimating fair value
(reflected in the expected cash flow calculation) is the right process. How does a
company prove that, notwithstanding it developed an estimate that indicates a present
value of expected cash flows approximately equal to the fair value of a given asset, that
the distribution of estimated cash flows around the mean is not too tight (because if it is
too tight, the company has underestimated the level of expected losses inherent in the
asset)? This aspect of FIN 46 presents a significant risk that companies and their auditors
regularly will be second-guessed with respect to expected loss calculations.
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We believe that using a calculation of expected cash flows in order to identify entities
that should be within the scope of FIN 46, and to identify what party (if any) should
consolidate such entities, simply creates unnecessary complexity. Although we do not
object to using that approach for entities that do not meet the definition of a business in
Issue 98-3, we believe it should not be applied to entities that have substantive operations
and, therefore, do meet the Issue 98-3 definition of a business. We also believe it would
be more appropriate to base the identification of the primary beneficiary on a comparison
of the legal rights and obligations (with the objective of identifying characteristics of
control) of each of the parties involved with a variable interest entity rather than on a
quantification of the economic risks and rewards. If it is necessary to consider economic
risks and rewards, we believe an analysis of variable interest holders’ interests based
upon exposure to losses that are probable (as that term is used in Statement 5) would be
more relevant and operational than the current expected losses analysis. We believe that
is possible to accomplish this objective by evaluating (a) an enterprise’s maximum
exposure to loss, (b) where the enterprise stands in the loss hierarchy (i.e., who suffers
first if there is a loss), and (c) how much loss the variable interest entity must incur before
the enterprise’s contingent exposure becomes an actual loss.

Another significant concern about the operationality of FIN 46 relates to companies’
access to the information necessary to perform the various analyses the Interpretation
requires. If the requirements of FIN 46 were applicable only to special-purpose entities,
which typically provide the parties that are involved the right to obtain the type of
information required by FIN 46, those requirements would not be unduly burdensome.
However, the requirements of FIN 46 pertain to all entities. It seems that when the FASB
expanded the scope of FIN 46 the Board did not make the necessary adjustments to the
Interpretation’s provisions to compensate for the fact that those provisions would need to
be applied in situations in which the evaluating party may have no legal right to obtain
the information necessary to perform the analyses. In some cases, the party performing
the analyses may even be precluded by regulatory standards (perhaps established by
foreign jurisdictions) from obtaining the necessary information. FIN 46 does not provide
any way to deal with this problem. Without access to the information necessary to
perform an evaluation, companies and auditors cannot even determine how material
consolidation or disclosure under the requirements of FIN 46 would be to the financial
statements. In some cases this may preclude the issuance of financial statements or may
require the audit opinion to be qualified due to a scope limitation.

A related issue to the lack of access to information about certain other entities with which
companies are involved is the requirement under the Sarbanes-Oxley Act of 2002 for
entities to establish and maintain adequate internal controls over financial reporting and -
periodically to report on the effectiveness of those controls. The reporting entity includes
all consolidated subsidiaries, meaning that reporting entities and their auditors must have
the ability to design and test the financial reporting controls over all consolidated variable
interest entities. Because the consolidation model in FIN 46 is based on risks and
rewards rather than control, there are many situations in which reporting enterprises
cannot design, and their auditors cannot test, the internal controls over financial reporting
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of a consolidated variable interest entity. This is an issue that requires immediate
attention.

Another aspect of FIN 46 that causes significant operationality concerns is the application
of paragraph 5(b) to entities that meet the definition of a business in Issue 98-3. In
particular, there is great difficulty applying the guidance in paragraphs 5(b)(2) and
5(b)(3) to such entities. Consider the following example. Company A, a public company
in the transportation business, enters into agreements with Companies B, C, and D that
are also public companies in the transportation business. Under the agreements,
Companies B, C, and D obtain the right to use the capacity of a substantial portion of
Company A’s transportation vehicles for a specified period of time. In exchange for that
right, Companies B, C, and D are required to pay Company A an amount equal to
Company A’s fixed and variable costs in connection with operating the specified portion
of its transportation vehicles, as well as an agreed-upon level of return for that portion of
its transportation vehicles. Companies B, C, and D retain the revenues earned from
operating the specified portion of Company A’s transportation vehicles.

Arguments can be made that the agreements create a total return swap with respect to a
substantial portion of Company A’s assets and, therefore, Company A lacks the
characteristic in paragraph 5(b)(2) (i.e., the obligation to absorb the expected losses of the
entity if they occur). Similar arguments can also be made with respect to paragraph
5()(3) (i.e., that Company A’s equity investors do not have the right to receive the
residual returns of Company A if they occur). Those arguments séem particularly
difficult to overcome if Company A is viewed as a transportation company. On the other
hand, arguments can also be made that Company A is in the leasing business and that it
has leased substantially all of its transportation assets to other parties. The fact that a
company is in the leasing business should not mean that its equity investors lack the
cha.ractensucs in paragraphs 5(b)(2) and 5(b)(3).

Slmxlar difficulties exist in the application of paragraph 5(b)(1). For cxa.mple, how
significant can the rights of non-equity participants be without causing the entity to lack
the characteristic in paragraph 5(b)(1) (i.e., the direct or indirect ability to make decisions
about the entity’s activities through voting or similar rights)? We believe the FASB
needs to revisit the paragraph 5(b) scope conditions. Those scope conditions should be
applied only to entities that do not meet the Issue 98-3 definition of a business. We
believe that approach would greatly increase the operationality of the Interpretation.

The related party provisions of Interpretation 46 are also not operational in many
circumstances. Paragraph 16(d)(2) is so vague that we really don’t know what -
relationships should fit within its description. Is the description of a close business
relationship intended to be very inclusive, or is it only meant to encompass a few
relationships that a company might have with others? Can a company have a “close
business relationship” with another party without that relationship representing a
significant portion of the company’s overall business? Provisions such as that described
in paragraph 16(d)(1) are pervasive in entities such as partnerships, joint ventures, and
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franchises, essentially making the consolidation of such entities an absolute requirement
if they are within the scope of FIN 46. Perhaps even more problematic than the list of
related parties in paragraph 16 are the tiebreakers in paragraph 17 for determining which
party in a related party group is the primary beneficiary. We have encountered numerous
fact patterns in which there is no principal/agent relationship, and the activities of the
parties in the related party group are equally associated with the variable interest entity’s
activities. In such situations, the FASB should add a tiebreaker making the party with the
largest variable interest in the related party group the primary beneficiary.

Finally, we have observed that the events in paragraph 15 of the Interpretation that trigger
a reassessment of a variable interest entity’s primary beneficiary do not adequately
accomplish the Board’s objective. In particular, we have noted that there is no triggering
event for an enterprise to reconsider whether it is the primary beneficiary of a variable
interest entity if the enterprise acquires additional interests in the variable interest entity
from a party other than the primary beneficiary. Consider a situation in which the
variable interests of a variable interest entity are initially held by Parties A, B, and C,
each of whom hold exactly one-third of the total variable interests. If Party A acquires all
of the interests of Party B, Party C, or both, it is not required to reassess whether it is the
variable interest entity’s primary beneficiary under paragraph 15, even though it clearly
would have acquired a majority of the variable interests. We believe the FASB should
promptly correct this oversight.

As a result of the operationality concerns expressed above, we believe the Board needs to
reconsider the effective date of the Interpretation. The Board should delay the effective
date for at least six months to a year beyond the date that the Interpretation currently
requires. This would give the FASB and others the opportunity to more carefully
consider how to resolve some of the many flaws of the Interpretation so that 2 meaningful
level of comparability through consistent application can be achieved. It would also be
consistent with the delay in effective date of Statement 133 for similar reasons. We also
believe the FASB should use the additional time prior to implementation to prepare
comprehensive examples to ensure the Interpretation’s principles can be consistently
applied in practice. In order to achieve an acceptable level of comparability, we believe
such examples should include, but not be limited to, comprehensive application of the
guidance regarding expected losses (including arrangements such as revolving asset pool
structures, and structures in which certain parties involved have interests in specified
assets of the entity rather than a variable interest in the entity), common transactions
involving SPEs (such as leasing and multi-seller conduits), allocation of expected losses
of a variable interest entity to its variable interest holders for purposes of determining the
primary beneficiary, application of the fair value measurement guidance, and application
of the Interpretation to joint ventures, franchises, and non-registered investment
companies (including certain partnerships). The examples also should address
deconsolidation when there is a change in primary beneficiary.



