












































The provisions of EITF Issue No. 96-21 that address multiple properties within a single SPE-
lessor should be clarified and expanded to incorporate all multi-seller SPEs (for example, multi-
seller commercial paper conduit entities). If the provisions of the arrangement restrict a
transferor’s rights and/or obligations to the assets transferred to the SPE and the interests of the
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exercised its ability to gain control of the QSPE. Consistent with Statement 140, a transferor and
its affiliates should not consolidate a QSPE.

Disclosure Requirements

Enhanced disclosures should be required by a sponsor or a transferor for transactions,
arrangements and relationships with an SPE that is consolidated by an independent third party.
Disclosures that should be required include:

Business purpose of the arrangement and the SPE’s activities.

Economic substance of the arrangement and basis for the sponsor’s nonconsolidation
of the SPE.

Key terms and conditions of any arrangements with the SPE (including purchase and
sale agreements, guarantees, derivative contracts, take or pay contracts, throughput
contracts, etc.) and the initial and ongoing relationships between the SPE and the
sponsor and its affiliates.

Amounts receivable or payable and revenues and expenses that are recorded in the
financial statements resulting from the arrangements.

The types and fair values of assets and liabilities held by the SPE if the enterprise has
an investment in the SPE or could be required to transfer assets to the SPE.
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Introduction, Definition of Terms, and Scope

We believe the definition of an SPE is not clear and, if finalized, the Exposure Draft may result
in fewer SPEs being consolidated than are being consolidated today. Potential conflicts with
GAAP in specialized industries and Regulation S-X also exist.

An SPE is defined in the Exposure Draft as something that is not a substantive operating
enterprise (SOE) and, under the Board’s definition, a business could be an SPE. We are not sure
how a business could be an SPE, but if the Board believes it can be, the reasoning should be
explained and examples should be provided.

We are concerned that, if finalized, the Exposure Draft may result in fewer SPEs being
consolidated than are being consolidated under current practice because of the scope exception
provided for an entity that is determined to be a subsidiary, division, department, branch, or other
portion of an SOE. The Board appears to be answering the question about whether the same
asset can be recognized by two independent parties (we agree that in many cases the theoretical
answer is no), and we believe the Board’s solution to this problem will result in fewer entities
being appropriately consolidated if the Exposure Draft is finalized.

To illustrate our concern, consider an SPE that acquires multiple properties that are to be leased
to unrelated lessees that are financed with the proceeds from separate non-recourse borrowings.
If the borrowings do not contain cross-collateral provisions (that is, in the event of default, each
borrowing is collateralized only by a pledge of the respective assets leased to a single lessee and
an assignment of the respective lease payments under the related lease), the nature of the
borrowings effectively segregate the cash flows and assets associated with the separate leases
and, therefore, in substance, create multiple “virtual” SPEs that individually should be evaluated
for consolidation.

Similarly, we believe a substantive entity that finances 100 percent of its purchase of an asset to
be leased with non-recourse debt also creates a “virtual” SPE. The use of non-recourse debt with
no cross-collateral provisions effectively segregates the cash flows and the asset associated with
the lease and, therefore, in substance, creates a “virtual” SPE, by analogy to EITF Issue No. 96-
21, Implementation Issues in Accounting for Leasing Transactions including Special-Purpose
Entities. We do not believe that the legal form of the transaction (that is, whether a separate legal
entity is created or the asset is financed on a non-recourse basis directly by a substantive entity)
should result in two different accounting results when the underlying economics of the
transactions are the same.
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This scope exception also provides opportunities to avoid evaluating an entity for consolidation
by paying an SOE to consolidate its “subsidiary” (that is, rent out its balance sheet). For
example, if a foreign enterprise would consolidate a subsidiary under U.S. GAAP (irrespective as
to whether it is required to consolidate the subsidiary under that country’s local GAAP),
situations may occur in which the foreign SOE is paid a fee from an unrelated third party to
establish an SPE that will be entirely used by that unrelated third party resulting in the foreign
SOE “consolidating” the SPE. For these reasons, along with our other concerns about the
definition of an SOE and the operationality of this scope exception, we recommend the Board
eliminate the concept of an SOE from the final Interpretation and instead directly identify an
SPE’s characteristics, and apply those characteristics and the provisions of a final Interpretation
to all SPEs.

Comments on specific issues:

1. The Exposure Draft includes registered investment companies, not-for-profit
organizations, and foundations in its scope. Regulation S-X precludes consolidation by a
registered investment company of any entity other than another investment company. A
similar prohibition exists in the AICPA Audit and Accounting Guide, Audits of
Investment Companies. In addition, Statement of Position (SOP) 94-3, Reporting of
Related Entities by Not-for-Profit Organizations, provides that consolidation is permitted,
but not required, when control of a separate not-for-profit organization takes a form other
than majority ownership or voting interest. It is not clear whether these entities are
subject to the scope of the proposed Interpretation. The Board should consider this
guidance, and coordinate with the respective SEC and AICPA staffs to ensure that
appropriate actions are undertaken to eliminate inconsistencies.

2. Tt is unclear whether joint ventures are in the scope of the Exposure Draft. In practice,
these entities often are formed by a strategic investor and a financial investor to
accomplish a specific business undertaking. In many instances, the financial investor’s
return is capped because of a fixed price call option held by the strategic partner on the
investor’s equity in the joint venture. As a result, these joint ventures would not be
evaluated for consolidation based on voting interests because the equity’s return is
limited, and each venturer would apply the Board’s variable interests model. This
approach is significantly different from today’s control-based consolidation model. If the
Board believes that joint ventures are in the scope of the Exposure Draft, it should state
that. Moreover, SOP 78-9, Accounting for Investments in Real Estate Ventures, already
provides accounting guidance for situations in which majority ownership of the voting
stock does not give its owner control, and that guidance is different from the Exposure
Draft. The Board should address that inconsistency.
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We have similar concerns with respect to research and development entities. In many
research and development arrangements that we have seen, a separate entity exists, and an
enterprise usually has an option to purchase the other party’s interest in the research and
development entity, or to obtain the rights to acquire the results of the research in return
for a lump sum payment. Because of the option’s existence, the SPE would be evaluated
based on variable interests, and at least some research and development arrangements
would be consolidated even though the tests in FASB Statement No. 68, Research and
Development Arrangements, have been met. It is unclear to us whether the Board
considered whether research and development arrangements should be included in the
Exposure Draft’s scope, and, if so, whether it intended this result.

3. If the Board elects to pursue an SOE approach to consolidation, the definition of an SOE
should be based on the definition of a business as defined in EITF Issue No. 98-3,
Determining Whether a Nonmonetary Transaction Involves Receipt of Productive Assets
or of a Business. It is unclear to us how a business could be an SPE. If the Board
believes it can be, the basis for that conclusion and an illustrative example is needed. In
addition, it is unclear whether a so-called virtual company would be considered an SOE.
In many of these cases, the entity is established with nominal employees, and contracts
out all of its substantive operations. Finally, the necessary extent and size of an SOE’s
non-SPE business operations is not addressed. Further clarification is needed.

4. The exception related to an entity that is a subsidiary, division or other portion of an SOE
may be misapplied if it is not clarified. Some enterprises believe they can avoid
evaluating an SPE for consolidation by simply having an SOE decide to consolidate it,
even if that consolidation would not be required by the Exposure Draft or other GAAP.
We do not agree with that view because we do not believe that the consolidation decision
is elective. We believe the Board should be more explicit and, if our belief is true, state
that the final Interpretation is to be applied first to an SPE to determine which enterprise,
if any, should consolidate it. It is only after it has been determined that the SPE should be
consolidated by an SOE that a party to the SPE could assert that the SPE is a subsidiary,
division, or another portion of an SOE, and thus be outside the scope of the Interpretation.

5. It is not clear how the SOE scope exception would be applied when an entity is jointly
owned by two or more unrelated SOEs and neither SOE consolidates the SPE. We
assume that to avail itself of this exception, a subsidiary, division, department, branch, or
other portion of an SOE must be consolidated by another entity under GAAP. Otherwise,
two SOEs could jointly own an SPE (50/50), neither SOE would consolidate the SPE,
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and other parties to the SPE could state that the SPE is a portion of an SOE (albeit two
SOEs), and avoid the provisions of the Exposure Draft altogether.

6. Even if the SOE scope exception is retained, we do not believe the provisions of the
exception will be operational. If a subsidiary, division, department, or branch is being
consolidated by an SOE, it is not included in the scope of the Exposure Draft. How is a
potential primary beneficiary expected to know whether that entity is being consolidated
by an SOE? What if the SPE is initially consolidated by an SOE, but the SPE’s owner
sells its investment to two separate parties? Is that entity now subject to the scope of the
Exposure Draft? We believe it will be difficult (if not impossible in some cases) to make
this determination on an ongoing basis.

7. We believe the final Interpretation should state that the enterprise that has a majority of
the beneficial interests and has exercised its ability to gain control of the QSPE should
consolidate the QSPE. In the absence of exercising any control, we believe the holder of
beneficial interests largely has protective rights, and should account for those interests
pursuant to other GAAP (for example, FASB Statement No. 115, Accounting for Certain
Investments in Debt and Equity Securities, EITF Issue No. 99-20, Recognition of Interest
Income and Impairment on Purchased and Retained Beneficial Interests in Securitized
Assets, etc). Consistent with Statement 140, a transferor of financial assets and its
affiliates should not consolidate a QSPE.

Consolidation Based on Voting Interests

We generally support the model set forth in the Exposure Draft to determine if an SPE meets the
conditions to be evaluated for consolidation based on voting interests. However, we believe that
several of the conditions should be clarified and simplified. For example, the conditions that
must be met to evaluate an entity for consolidation based on voting interests do not appear to
incorporate many of the requirements under today’s authoritative literature (for example, that the
equity be in legal form and be at-risk).

Furthermore, the 10 percent presumption, and the manner in which that presumption may be
overcome, may not be workable. While we understand that judgment will be required in
applying principles-based standards, we believe that the Board’s decision to require judgment
about the sufficiency of the equity investment may lead to significant practice problems. In
making this judgment about the amount of sufficient equity, we question how comparable SOEs
could be found.
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In addition, we believe that application of the Exposure Draft could result in certain
unconsolidated SPEs having little or no equity. We had thought that this undesirable outcome
was what led to the creation of a minimum equity investment requirement (3 percent) in EITF
Issue No. 90-15, Impact of Nonsubstantive Lessors, Residual Value Guarantees, and Other
Provisions in Leasing Transactions.

Comments on specific issues:

1. As currently drafted, the Exposure Draft states that if certain criteria are met, an SPE
should be evaluated for consolidation based on voting interests. We understand that
some believe that those criteria must be met in order to conclude that the entity is an
SOE, and therefore that paragraph 9 applies to every entity. We do not agree with this
view and believe that, if the Board so intended, such a requirement will not be
operational. For example, we do not believe that Company A, a publicly-traded
conglomerate, should evaluate whether or not Company B, a publicly-traded subsidiary
that it currently consolidates based on voting control, has met the requisite criteria of
paragraph 9, including determining that Company B’s equity investment is greater than or
equal to its expected future losses, in order to continue basing its consolidation decision
on voting control. While we understand that an SOE must have sufficient equity to
finance its operations without support from any other enterprise or entity except its
owners, we question how the calculation of Company B’s expected losses could even be
made, let alone be recalculated at each reporting period. This is another reason why we
believe the Board should directly define an SPE’s characteristics and eliminate the SOE
concept. In our view, the final Interpretation should be applied as follows:

Step 1:  Determine whether the entity is an SPE based on its characteristics. If yes,
continue. If no, apply other consolidation literature.

Step2:  Determine whether the SPE can be evaluated for consolidation based on
voting interests. If yes, evaluate based on ARB No. 51 and FASB Statement
No. 94, Consolidation of All Majority-Owned Subsidiaries. If no, continue.

Step3:  Apply the variable interests consolidation model to determine which party, if
any, is the primary beneficiary.

The Board should clarify this issue.
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2. It appears that several existing requirements with respect to the equity to be evaluated
pursuant to the voting interests consolidation model were not carried forward to the
Exposure Draft including:

® Equity Capital at-risk. The response to Question 8 in EITF Issue No. 96-21
requires the residual equity capital investment to be an equity interest in legal
form. It is unclear whether that requirement continues to apply and, if it does,
whether an investment in preferred stock would satisfy this criterion.

® Source of Initial Minimum Equity Investment. EITF Issue No. 96-21 states that in
order to be considered at-risk, the equity investment cannot be financed with non-
recourse debt that is collateralized by a pledge of the equity investment. The EITF
believed that in this situation the equity holder has no incentive to vote its shares
independently because it has no economic investment at-risk. Similarly, the at-
risk requirement that the equity investment cannot be hedged by the owner
through purchasing residual insurance or obtaining a residual guarantee in an
amount that would ensure recovery of the investment also was not carried
forward. The Board should state in the final Interpretation whether or not these
conditions should continue to be met.

¢ Independent Third Party. EITF Topic D-14, Transactions involving Special-
Purpose Entities, states that the majority owner (or owners) of the SPE must be an
independent third party. It is not clear under the Exposure Draft whether the
equity investment must be made by an independent third party. We assume it
does, but this factor should be explicitly stated.

We are not sure why these requirements were omitted from the Exposure Draft.
Regardless of the Board’s conclusions, we believe these requirements, along with all of
the other requirements in EITF Issues No. 90-15 and 96-21, should be addressed
specifically in the final Interpretation.

3. The requirement that the SPE’s owners must have the right to make decisions and
manage the SPE’s activities to the extent they are not predetermined seems
inconsequential. We believe that many SPEs will have most, if not all, of the significant
decisions predetermined by their establishing documents or by contracts. This criterion
seems inconsistent with the discussion in paragraph 3 of the Exposure Draft, which states
that an SPE’s voting equity interests typically do not give it a controlling financial interest
regardless of the percentage owned. Moreover, it seems inconsistent to allow an entity to
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be evaluated for consolidation based on voting control when all of the decisions of the
SPE are predetermined and the owner has no actual control.

4. The Exposure Draft is not clear as to whether an entity that qualifies to be evaluated for
consolidation based on voting interests at its inception could become disqualified from
applying the voting interests consolidation model because the expected losses become
higher than the amount of the equity investment. We believe that once an entity qualifies
for consolidation based on voting interests, it should not be consolidated and
deconsolidated merely due to changes in expected losses. This concept is different from
current practice because a parent is required to continue consolidating a subsidiary even
when that subsidiary experiences losses beyond the parent’s investment. In these
situations, another investor (for example, a non-voting preferred stockholder) cannot
consolidate that entity until it has invoked its participative rights and assumes control
over the entity.

5. We believe the criterion that requires the equity investment be greater than or equal to the
expected future losses of the SPE at all times during the SPE’s existence may not be
operational. Consistent with our prior comment letter on the Exposure Draft of FASB
Concepts Statement No. 7, Using Cash Flow Information and Present Value in
Accounting Measurements, we have significant concerns about the ramifications of using
such 2 model. This model assumes that each party has access to relevant and accurate
information at each reporting date (and perhaps more frequently for internal reporting
purposes). This simply is not the case for many preparers and investors, and we do not
believe they will be able to make these types of estimates reliably each period,
particularly as asset types, derivatives, and other operations of the SPE change. If this
concept is not eliminated in the final Interpretation, the Board should consider requiring
this calculation only at inception of the SPE, and that it should be subsequently evaluated
when the SPE’s equity holders may no longer have control as shareholders (for example,
because of a debt covenant violation, going concern, etc.).

6. The Exposure Draft requires the equity investment’s return not be limited indirectly by
the SPE or other parties to the SPE. It appears that incentive fees and other types of profit
sharing arrangements (for example, for achieving investment results above a targeted
amount) paid to a party other than the equity investor could preclude the SPE from being
consolidated based on voting interests. We do not think that is a desirable result.
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Consolidation Based on Variable Interests

Overall, we have significant concerns about the variable interests consolidation model. A
standard that requires the consolidation of an entity based on a variable interest that is a
significant portion of the total variable interests and is significantly more than the variable
interests held by any other individual party seems to conflict with existing guidance, which
generally uses a majority-based approach. We are concerned that the interaction with other
literature has not been appropriately addressed.

We also have significant concerns regarding the application of the variable interests
consolidation model because it could result in different parties consolidating an SPE from period
to period based on the SPE’s results. Today’s accounting model generally does not reassign an
accounting parent from period to period. Furthermore, its application could easily result in
different parties, each using the best information available to them, arriving at different
consolidation conclusions.

Because of the impact that consolidation may have on financial reporting, it is critical that the
consolidation decision be supported by both objective and verifiable evidence. While we are not
advocating the elimination of reasoned judgment, the use of presumptions that require subjective
evaluations as to whether an entity should consolidate another entity due to the amount of
variable interests (that is, expected losses) that arise will inevitably result in instances in which
different parties using the same information will reach different conclusions. The increased
potential for errors in such judgments and the potential restatement of previously-issued financial
statements would likely create further market disruption.

Comments on specific issues:

1. We believe that requiring the consolidation of an entity when little or virtually no at-risk
financial interest (for example, based on a lease, credit guarantee, or other such variable
interests) is involved conflicts with the guidance in Statement 94 and EITF Issue No. 97-
2, Application of FASB Statement No. 94 and APB Opinion No. 16 to Physician Practice
Management Entities and Certain Other Entities with Contractual Management
Arrangements. Each pronouncement contemplates that a parent company must have a
financial investment that is at-risk of loss in order to have a controlling financial interest
in an entity, and thus should be consolidated. The Board should address this conflict.

2. A model that requires an enterprise to consolidate another entity because it has
significantly more variable interests than other variable interest holders, but does not hold
the majority of the risks and rewards of that entity, is conceptually inconsistent with
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Statement 94. We believe that control exists when the holder of the majority (greater
than 50 percent) of the variable interests (risks and rewards) has actually gained control.
We do not believe that the ability to exercise control over an entity should require its
consolidation. This is similar to the accounting followed today by an investor of 48
percent of an entity’s voting stock with an option to acquire another 3 percent. In that
instance, the ability to obtain control is different than actually having it. We believe that
the variable interest holder’s rights are generally protective rights, and not substantive
participating rights that would allow it to participate in major activities such as the
establishment of operating and capital decisions of the SPE. While an entity that holds
the majority of the variable interests and has participating rights should consolidate the
SPE, it seems that, in other situations, an investor would not have control, and thus
should not consolidate the SPE.

3. The interaction between the variable interests consolidation provisions of the Exposure
Draft and other existing guidance is not clear. For example, consider an SPE that has an
indefinite life, is domiciled in a foreign jurisdiction, has unrepatriated earnings, and has
an equity owner who controls the distribution of those earnings, but does not qualify to
consolidate the entity based on voting interests. Rather, another variable interest holder
(perhaps a lessee) would be required to consolidate the SPE based on its variable interest.
It would seem appropriate for the legal equity owner to continue to apply the APB
Opinion No. 23, Accounting for Income Taxes—Special Areas exception in FASB
Statement No. 109, Accounting for Income Taxes, and not provide deferred taxes on the
carnings of the SPE. However, Statement 109 refers to "subsidiary" in granting this
authority and this proposed Interpretation seems to redefine the criteria to determine a
"subsidiary.” Does the Board intend for the change in consolidation to affect income tax
accounting in this case?

4. The final Interpretation should state how financial support used in the “majority or
significant portion test” is to be computed. We assume it is based on expected losses, but
are unsure. Also, the final Interpretation should clarify how the “significant portion that
is significantly more” provision should be evaluated (that is, should it be based on a total
dollar amount or as a percentage). It also should provide some guidance to what is
“significant.” For example, if four parties held 20 percent, 25 percent, 25 percent and 30
percent of the SPE’s variable interest, is the 30 percent holder considered to hold
“significantly” more variable interests than the other parties? If the “significantly more”
concept remains, it will need to be accompanied by interpretive guidance. Absent such
guidance, we believe there will be considerable diversity in practice.
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In addition, we believe the Board should state that the comparison of the relative size of
variable interests should be based on the class of variable interests as a whole. For
example, assume an SPE has common and preferred stock. The expected loss on the
common stock as a class is $50, but that common stock is held in equal amounts by 10
parties. If one enterprise holds the entire class of the SPE’s preferred stock, and the
expected loss is $15, we do not believe the preferred stock holders should consolidate the
SPE. This point should be clarified.

5. The concept of a de facto agency relationship is new and we are not sure how to interpret
it. We assume this concept is targeted at investment bankers and attorneys. What if one
(or each) party has a significant investment at-risk in the SPE? How is one to determine
who is the principal and who is the agent? The ambiguity that arises from introducing
this new concept may create the potential for diversity if this concept is not clarified with
principles and illustrative examples.

6. Typically, partnerships and similar arrangements have approval provisions related to the
transfer of equity interests so the partners can assure a common working relationship. As
such, we suggest the “prior approval” provisions be modified to preclude restrictions on
transfer only when such approval cannot be unreasonably withheld. This concept is
consistent with the control provisions of Statement 140.

7. In addition to treating other variable interests in an SPE held by its related parties as its
own, the final Interpretation should specifically state that variable interests held by
employees of an enterprise should also be deemed as the enterprise’s own interests.

8. The method for identifying and comparing variable interests is not clear to us. The
Exposure Draft states that a derivative instrument with an SPE counterparty is a variable
interest. But it is unclear to us, for example, how an interest rate swap agreement would
be included in the expected loss calculation. Assume an SPE is capitalized with fixed
rate U.S. Treasury bonds by Company X, which will receive a return based on LIBOR. If
Company FI, a financial institution, enters into a interest rate swap agreement with the
SPE to receive a fixed rate of return and to pay a return based in LIBOR, it is unclear to
us how to measure and compare variable interests in order to determine who is the
primary beneficiary. Further guidance is needed.

A long-term operating lease also illustrates our concern about how to determine expected
losses. We do not believe that the Board intended for operating leases without residual
value guarantees to be considered variable interests. As drafted, the Exposure Draft could
be read to require losses that could arise from opportunity costs (that is, the risk that the

10
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long-term operating lease payments may exceed market lease rates) to be included in the
expected loss calculation. However, we note that the current accounting model does not
allow for the impairment of operating leases. The same analogy is true for management
contracts, service contracts, and referral agreements. We are unsure how to include these
arrangements in the expected loss analysis because they have no current accounting basis
and often will not result in loss of an investment or a contingent obligation to deliver
assets. The Exposure Draft should provide examples illustrating how to identify, measure
and compare variable interests.

. It is unclear whether contracts to provide services to an SPE should be considered

variable interests. The Exposure Draft states that such arrangements do not represent
variable interests unless the holder has an investment at-risk or can be required to transfer
assets or issue its own equity or debt instruments to the SPE or a party with an interest in
the SPE. In these cases, it appears that even if the fee is determined to be market-based
(that is, it is demonstrated to be comparable to fees in similar observable arm’s length
transactions) it is a variable interest. But, it is unclear how the fee income should be
considered in the expected loss calculation, if at all, or whether that investment at-risk is
the only item to be included in the calculation. The Exposure Draft should clarify this
point and the related interaction with paragraph 23(c).

It also is unclear whether the net income earned by the administrator in a commercial
paper (CP) conduit is market-based. Some believe that no true observable arm’s length
transaction exists given that the CP conduit’s assets and liabilities are managed. (Thus,
net income is not observable.) The final Interpretation should clarify this point.

We do not believe that the calculation of variable interests is operational. The concept of
comparing expected losses that arise from the variable interests, while theoretically
sound, likely will be difficult to apply in practice. The approach assumes that all parties
have access to consistent and accurate information. This difficulty is compounded as
asset types, derivatives, and other operations of the SPE change. Each enterprise with a
relationship with an SPE likely will use different assumptions in estimating expected
losses, which could result in none (or several different) of the enterprises, concluding they
are the primary beneficiary. In addition, we are concerned that the primary beneficiary
tests could result in continual consolidation and deconsolidation, which does not improve
the quality of financial reporting. For example, assume Company A makes a $10 equity
investment in an SPE and Company B makes a $20 loan. At inception, it may be
determined that based on expected losses, Company A is the primary beneficiary. If the
SPE incurs losses of $10, it appears that Company B would become the primary
beneficiary, and if the SPE generated income, Company A again might become the

11
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primary beneficiary. We believe this concept will be difficult to apply and the continued
consolidation and deconsolidation of SPEs does not improve financial reporting.

- The “tie breaker” concept that requires more weight to be assigned to the dominant risk in

an SPE seems inconsistent with the concept of a primary beneficiary. According to the
Exposure Draft, a primary beneficiary is the enterprise that provides significant financial
support to an SPE and benefits from its activities. If two different enterprises have
variable interests that arc similar based on expected future losses, this “tie breaker”
concept would seem to contradict the definition of a primary beneficiary because the
difference between the two interests likely will not be significant.

The Exposure Draft is not clear on how the silo concept would be applied to an entity that
meets the “financial” SPE criteria pursuant to paragraph 22, or that it will provide
consistent results. Consider a multi-seller CP conduit that purchases a senior beneficial
interest in receivables held by a transferor’s QSPE. The transferor provides credit
enhancements for the senior beneficial interests held by the CP conduit by retaining a
subordinate interest in the QSPE. Based on the transaction’s form, we do not believe the
transferor would be considered to have a variable interest in the CP conduit. However,
the substance of this transaction is not different from a transaction in which the CP
conduit purchases the receivables directly from the transferor with the transferor retaining
a subordinate interest in those receivables in the form of overcollateralization in the CP
conduit. The Board should clarify why, based on form alone, the transferor might have
two different accounting results.

The Exposure Draft also is unclear as to how other aspects of the silo provisions would
be applied. As drafted, the Exposure Draft could be read to indicate that each transferor
would determine whether or not to consolidate its “silo,” and not the entire legal entity,
even though it may not be considered the primary beneficiary under the guidance
applicable to “financial” SPEs. The Exposure Draft also could be read to require the
sponsor or administrator to base the consolidation decision on the entire legal entity while
each transferor is evaluating its respective “silo” for consolidation. As a result, it is
unclear whether it may be possible for the transferor and sponsor or administrator each to
be able to consolidate the same assets. The Board should clarify how the silo provisions
and the provisions applicable to “financial” SPEs interrelate.

SPEs That Hold Certain Financial Assets

The provisions relating to SPEs that hold certain financial assets are not clear, particularly the
provisions for determining if an entity provides significant financial support through a variable
interest. We believe that application of these provisions will result in many risk-dispersing SPEs
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being consolidated by a variable interest holder. As these provisions are currently drafted, we are
concerned that different interpretations will lead to significant diversity in practice.

Comments on specific issues:

1.

As previously discussed, we believe the majority owner of the beneficial interests in a
QSPE should be required to consolidate that QSPE only when it has exercised its
substantive participating rights and has taken control of the QSPE.

It is unclear whether entities such as mutual funds, money market funds, and hedge funds
would qualify as “financial” SPEs. Current practice does not view these entities as SPEs.
The Board should clarify its view in this issue.

We suggest the final Interpretation specifically address the conditions that are required to
be met, as opposed to referring to Statement 140’s QSPE requirements. It may be
difficult to apply the QSPE definition to a situation in which an investor is neither the
transferor nor sponsor of the SPE being evaluated. For example, Statement 140 requires
that a QSPE be demonstrably distinct from the transferor and that derivatives pertain only
to beneficial interests issued or sold to parties other than the transferor. Because there
may not be a transferor, it is not clear how these provisions (and other provisions of
paragraph 35 of Statement 140) should be interpreted.

As currently drafted, paragraph 23(a) requires the enterprise to have the authority to
purchase and sell assets for the SPE. It is our understanding that the Board intended for
this test to be satisfied if an enterprise had the ability to purchase or sell assets.

- The meaning of “subordinate to the interests of other parties” in paragraph 23(b) is not

clear. Does this phrase mean subordinate to all other parties or any of the other parties?
We assume it means subordinate to any of the other parties, but believe the Board should
clarify this point.

The interaction between paragraphs 23(b) and 23(c) seems inappropriate. For example, if
an enterprise meets the condition in 23(b) because it provides a guarantee to the SPE, is it
required to perform an analysis to determine if the fee that it receives is market-based,
pursuant to paragraph 23(c)? It does not seem appropriate for one variable interest to
cause the enterprise to meet two conditions for consolidating.
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7. It is unclear in the evaluation of variable interests of “financial” SPEs whether other
variable interests held by related parties (as defined in paragraph 15) in that SPE should
be considered as the enterprise’s own interests. This issue should be clarified.

Disclosure and Transition

We believe the disclosure of the assets and liabilities of SPEs that an entity provides
administrative services to is not meaningful. If the entity providing significant administrative
services has determined that it is not the primary beneficiary of the SPE and has no other
continuing involvement with the SPE, its relationship with the SPE is no different from its
relationship with other enterprises for which such disclosures are not required (for example,
servicers).

In addition, the Exposure Draft’s proposed effective date may be too soon for many constituents.
The proposed Interpretation calls for extensive changes in the way business is currently
conducted in the structured finance markets, and the short period of time between the planned
final issuance date and the effective date of the Interpretation does not leave companies much
time to understand and implement this significantly new model. We would support extending
the effective date to give constituents additional time to implement this new standard for all SPEs
that were created prior to the issuance of the Interpretation.

The Exposure Draft’s transition provisions should address the accounting issues that are based
upon deconsolidation. As discussed previously, we believe there will be a significant number of
SPEs that will be deconsolidated as a result of applying its provisions, particularly for lessees
that are currently consolidating leasing SPEs that will be determined to be subsidiaries of SOEs
and outside of the scope of the Exposure Draft. We assume that in these situations the transition
adjustments would be subject to FASB Statement No. 98, Accounting for Leases, and may
require the lessee to report the asset and related lease obligation in its consolidated financial
statements, but that should be stated.

Other Issues

The accounting issues that arise after an SPE is consolidated must be addressed. Presumably, the
primary beneficiary would follow existing accounting guidance for those individual assets and
liabilities consolidated. However, it is not clear under this accounting model if the primary
beneficiary would be able to adjust its consolidated SPE’s liabilities for losses incurred on assets
it consolidated that will ultimately be passed on to the liability holders at settlement. For
example, the primary beneficiary of a CDO arrangement would be required to consolidate the
CDO’s individual assets and liabilities. Assuming the financial assets were accounted for as
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available-for-sale investments under Statement 115, other than temporary losses would be
reflected in earnings. Because the primary beneficiary is only exposed to economic losses to the
extent of its variable interests, and the other variable interest holders economically absorb all
remaining losses, it is not clear if the liabilities to the other variable interest holders would be
adjusted to reflect their settlement values, reflecting the corresponding decline in the values of
the assets. We believe that this issue warrants further consideration and deliberation prior to
finalization of the Interpretation. We believe the Board should consider whether, similar to
separate account assets and liabilities of an insurance company, the assets of a consolidated SPE
(such as a CDO) might be reported at fair value. Separate account liabilities would be valued at
an amount consistent with those assets, and changes in these values would not have an impact on
consolidated net income (in those cases in which the consolidating enterprise has no investment
in the consolidated SPE). Separate account assets and liabilities would be shown as summary
totals in the consolidated financial statements.

Furthermore, the Board should provide comprehensive examples that include how to determine
whether an entity is an SPE and how to apply the voting and variable interests consolidation
models. As part of these examples, guidance is needed on how to identify variable interests,
calculate expected losses, and compare variable interests among parties to determine who is the
primary beneficiary. We recommend the following real-life transactions be used as the basis for
these examples:

Multi-seller commercial paper conduit

Investment partnership investing in debt and equity securities
Collateralized debt obligation vehicle

Synthetic lease SPE and leveraged-lease SPE

Research and development arrangement

We also have significant concerns about the accounting issues that arise from SPEs being
consolidated/deconsolidated and the related effect to an enterprise’s financial statements. There
are numerous issues that arise including leasing and real estate SPE transactions. We assume
that the accounting will be consistent with any consensus reached in EITF Issue No. 02-9,
Accounting for Changes That Result in a Transferor Regaining Control of Financial Assets Sold,
but the Board should consider providing illustrative examples.

15



