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had accounited for under FASB Statement No.140 (FAS 140), or fis predecessor, FAS
125; and determined they represented outstanding debt of over:$5 billion, Althost none
of this debs, however, appeared on Enton’s financial statements; it was instead carried off
balance sheet.on the books of unconsolidated SPEs sponsored by Eniron or'a financial
institution engaged in business with Earon. In’ addmon, in‘a feport. filed 1 in federal
bankruptcy court, an Enron bankruptcy examiner states that, in 2000 and 2001 alone,
Enron recognized “[a}pproxmately $350 million of gain” fism FAS 125/140
transactions.- The examiner also determines that at Teast 1.1 billion-of cash flow on
Enron’s financial statements Telated to these transactions had been improperly classified
as cash flow from operations, when it should have been classified as cash flow from
financings.

Excluding Equity Instruments: One key ni¢asiire in the exposure draft to
prevent the type: of sharm SPE transactions perpetrated by Eriron is the proposed
prohibition on QSPEs” holding equity instruments,

Orta nuniber of occasions, Enron claimed to ha ed under FAS 125/140
certain equity investments it held by tranisferring estinents through
one or:more SPEg; the last of which was. financed with:debt and eqmty supphed by one or
miore ﬁnanc:al insti ut:ous Om: sucb transachon, known

and paper byl
in mcome and

j;q y i X
draft would ehmmaie the abzhty of companies like Enron to misuse FAS 140 and QSPES
to manufacture eamings.

a tmsfemr’s usmg a

total retimri: swap or similar financial mstrumentwsuppon‘a QSPE.
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Enran used total retun swaps i many ofits FAS 125/140 transactions: These
swaps were constructed to transfer substantially all of the financial risks and téwards
associated with the transaction to Enron aid ﬁmcucned in'gssence, a8 guarantees to
financial institutions that Enron would repay.any debt that an SPE failed 1o make good.

In Bacchus, for example, an Enron-backed total return swap was used to protect the bank
that agreed to loun the key SPE funds equal to 97% of the purported value of the interest
inthepulp and paper trading business being securitized, This total return swap protected
the bank from-any drop in the value-of the assets and from any failire 6f the SPE {6 repay
the Joan by enabling the bank to:tum fo Enren to make up any deficiency, Inseveral
other FAS 125/140 transactions with Erron- backed total réturn swaps, the Subcommitice
inquiry found that the financial institution pmvxdmg the financing for the deal did not
even bother to perform a die &xhgence review.of the:assets. being securitized, because its’
debt exposure was pmtected from fluctuations'in the value of those assets. The end
result was « transaction in which Enron purported to sell an overvalued assettc.an
allegedly independent SPE but sunultancously took back more than 90% of the risk and
rewards associated with the asset by using 4 fniancial instrament —the total reliurm swap —
that'was never recorded on Enron’s books.

The exposure draf’s proposed prohibition on'total réturn swaps.to support QSPEs
would put anend to these.sham transactions; and would-do so without hurting legitimate:
secunuzahons sirice; as industry representatives informed the Subcommittee staff, total
retin swaps-are: mfely, ifiever, used in traditional securitization transactions,

QSPB and transferor, but alsota financial jnsty E
finaricial institution or other partysapporting a related. QSPE securitization.

Estabhshing “Effective Control.™ A final nnportaﬂf' % )
control. FAS 1401 reqmres hansﬁmrs to surrender contrcl” of assets tran:

guidang ,
directly addressed is the situation: in: luch a:tmwferer orother party exercises eﬁ‘ectrve
control bf 2 OSPE"s decisionmaking process..

ed escpfprep :
used toclaxm more. tlmn Imnm cash ﬂo

cash flow from ﬁnancmgs Each prcpay transaction ¢o
bilateral commodity trades involving Enton, a bank;amd
wiis to cancel out all of the trades other than 4 tranist :
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followed by Enron’s repayment of the funds to-the bank with the equivalent of an interast
payment. Tocreate the appearance of commodity tradés generatinig operational income,
the transactions réquired the participation of an SPE mdmg partrier ‘that was supposedly
independent from Enron and the bank. However, the § investigation discovered that, while
no legal documents established a direct ownership interest, the SPE involved inthe deals
was not at all-independent.of the bank. Instead, the evidence showed that, for example,
the-bank had caused the SPE-to be formed; provided instructions to'the SPEs truétees
and agents on how the SPE should operatc provided the finaricial support, bark
accounts, and financial services nesded for the SPE to function; determined the business
dealsthe SPE participated in; and negotinted the contracts into which the SPE entered,

After holding a hearitig oni'the prepay g if ] u1y2002 ‘the
Subcommiitice sent letters to two key financial instititic requwmg them to:attest to
whether they “effectively:controlled”™ the SPBs that had p: ifed in the prepay
transactions. Ope institution, J.P. Morgan Chase, maintaingd that t did niot! “eﬂfect:vely
control“the relevant SPE, known 4s Mahonia, despite aclmowledgmg that Mahonia had
been formed at its-request, Mahonia had no employees of its own, Mahenia had

participated in the prepays identified by the bank, and ‘Mahonia was dependent ‘uponthe
bank for finances, legal advice, contract negotiations, and execution of iis business
operations. Oneletterby J.P, Morgan Chase even acknowledges the Tollowing:

“[Elach: transaction. arranged by IPMorg:m Chase in which Mahoma participated
mtamed : 3 ¢ 1ot

Effccnvely, it would have been nacessmy for M organ
Chase’s consent before entering into any transaction not mvolvmg JPMurgan
Chase.”

To 2 falr and indcprandent observez, thase fiic ):would

ga

transferar to “surrendex control “over ‘assels transférred o 'a QSP yet none-of the listed
factors appsars lo address thc smtancm m whxch & nansfemr maintains ¢ffecti wmrol
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maintain effective controt over the transferred assets through .. or (3) an arrange
that allows the transferor to-exercise decision making authonty, either dircetly or
indirectly, over the QSPE."

The accounting practices exposed in thie Enror debagle and dthie corporate
scandals démonstrate the extent of SPE abuse:at some companies.and the néed for
stronger SPE-accounting standards. FASB Interpretation No. 46 began, &' SPE' refor
process,‘and the proposed amendment to FAS 140 will further advance it Thank: youfor
this apportunity to comment on'the proposal.

‘Sincet'ely,

Cl:eib




