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is representing. In addition, because its only function would be to serve as an agent of i ts 
benefi cial interest holders, a QSPE would have no assets or liabi liti es of its own for 
accounting purposes. Therefore, PASB Interpretation No. 4GR, Consolidation of 
Variable interest Entities (FIN 46), would not be relevant in detennining whether a 
QSPE is controlled by one of i ts benefi cial interest holders. 

The current provisions of Statement 140 regarding QSPEs were originaliy provided by 
the Board as an exception to the specific requirements of paragraph 9(b) of Statement 
140, which otherwise apparently would have precluded many common commercial 
transactions from qualifying for sale accounting. This is discussed in paragraphs 122 and 
127 of PASB Statement o. 125, Accounting for Transfers and Servicing of Financial 
Assets and Extinguishments of Liabili ties. Specifi cally, paragraph 122 of Statement 125 
states that " i f the transferee i s a special-purpose enti ty, the ultimate holders of the assets 
are the benefic ial interest holders, and the important ri ghts [for purposes of the paragraph 
9(b) analysis) concern their abili ty to exchange or pledge their interests." Paragraph 127 
states further that: 

Quali fying special-purpose entItIes issue beneficial interests of various 
kinds---variollsly characterized as debt, participations, residual interests, 
and otherwise-as required by the provi sions of those agreements. 
Holders of beneficial interests in the qualifying special-purpose entity 
havc the right to pledge or exchange those interests but do not control the 
individllal assets held by the qualifying special-purpose entity. The effect 
of establishing the qualifying special-purpose entity is to merge the 
contractuai rights in the transferred assets and to allocate undivided 

�~� 

interests in them- - the beneficial interests. Therefore, the right of holders 
to pledge or exchange those beneficial interests is the counterpart of the 
right of a transferee to pledge or exchange the transferred assets 
themselves. (Emphasis added.) 

• 

Although Statement 125 suggested, as the Board may have been led to beiieve, that 
QSPEs were used in commercial transactions prior to the issuance of the guidance in 
Statement 125, entities with thc types of characteristics and restrictions specific to 
QSPEs, as described in Statements 125 and 140, generally did not previously exist in 
practice and would not exist i f it were not for the requirements of those Statements 
because the restrictions developed by tbe Board may exceed those that arc considered 
necessary in the market to protect the beneficial interest holders in the transferred asscts. 

This alternative may alleviate the historical difficulty encountered by the Board in trying 
to denne thc pem1issible activities of a QSPE in a way that is compatible with practices 
that have become customary in the marketplace while at the samc time preserving 
meaningful limits to those pcrmissihle �a�c�t�i �v �i �t �i �e �~ �.� Bccause the current notion of a QSPE 
is all arbitrary coneen1-. it. can only be detIned by accounting ru ies that are not necessarilv .. - �~� ..... ; 

intui tive. This is evident in the di ftenng interpretations about the purpose of a QSPE and 
the pennissjble activities of a QSPE that have been asserted in pra.ctic.e over ti tne·. 
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A(.cordingly~ this alternative rnay be nlore consistent ,,,ith a principles-based standard
setting approach than attempting to maintain the current notion of a QSPE. 1l\is 
alternative also lilnits the function of a QSPE to perfonning the act!vitics that beneficial 
intere.st holders \vould othen:vise need to perfoffi1 on their o\vn in fiianaging the economic. 
risks and rc\vards arising frorn their interest in the transferred ftnancial assets, with the 
following safeguards against possible abuse by the transteror: 

• A QSPE could not be controlled by the transferor, 
• £lon~ of a QSPE's activities could he solely for the benefit of ihe transferor, and 
• A QS PE would not be pemlitted to issue revolving (or rollover) beneficial interests in 

a long-tenn pooi of assets. 

Alternative B: Eliminate the f inallcial components accounting model and revert to a 
model that is hased solely on the level of retained economic risks and rewards. 

Under this alternative derecognition of financial assets would bc determined based on 
whether the transferor retains a level of economic risks and rewards with respect 10 those 
assets that is consistent with the level of risks and rewards retained by a borrower under a 
collateralized loan arrangement. However, this altemative would not necessalily be a 
return to an accounting model simi lar to that of FASB Statement No. 77, Reporting by 
Transferors for Transfers of Receivables with Recourse, under which derecognition was 

.-. possible even when the transferor retained a substantial recourse obligation, as long as 
that obligation could be reasonably estimated. Further discussion would be required to 
sDecifv the level of risks and rewards retention th.at would cause a transferor not to • • 

. , 

dcrecognize transferred fInancial assets. Some possible thresholds include a majority, 
more than a minor amount, substantially all, a significant portion, etc. 

We recognize that the Board explicitly discussed and rejected this alternative in its 
deliberations on Statement J 25. Some of the significant reasons for the Board's rejection 
of the economic risks and rewards model include the following: 

• 

• 

• 

It created inconsistencies in the circumstances that distinguished sales from secured 
borrowings, thereby confusing both users and preparers of financial statements. 
1t resulted in the possibility for ongoing recognition of assets that the transferor no 
longer controlled. 
Its application was highly dependent on ihe sequence of transactions leading to ihe 
acquisition of financial assets. An example of ihis type of situation is described in 
paragraph 136 of Statement 140: 

For example, if Entity A initially acquired an undivided subordinated 
interest in a pool of financial assets, it would recognize that 
subordinated interest as a single asset. If, on the oiher hand, Enti ty B 
initially acquired a pool of financial assets identical to the pool in 
which Entity A participates, then sold a senior interest in the pool and 
continued to hold a subordinated interest identical to the undivided 
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interest held by Entity A, Entity B might be judged under a risks-and
rewards approach to have retained substantially all the risks of the 
entire pooL Thus, Entity B would carry in its statement of tlnancial 
position tbe entire pool of financial assets as well as an obligation 
equal to L'1c proceeds from the sale of the undivided senior interest, 
while Entity A would report its identical position quite differently. 
Those accounting results would disregard one of the fundamental 
tenets of the Board's conceptual framework [as stated in PASB 
Concepts Statement 2, paragraph 119J; that is, " ... accountants must 
not disQUise real differcnces nor create false diff~rences.l! 

c" 

We also recognize that the Board explicitly discussed and rejected suggestions that 
QSPEs be subjected to the consolidation requirements of FIN 46 in its deliberations of 
the Exposure Dratt. Indeed, paragraph A3 J of the Exposure Dran Slates that; 

Some respondents to the June 2003 Exposure Draft rcconunenckd that the 
Board subject quali fying SPEs to the requirements oflnierpretation 46(R), 
\:vh~ ie others recOJnmcnded exenlptLng those SPE~ froIH the reqnirc:nlcnts. 
The Board decided not to subject qualifying SPEs to the re.quirC1l1ents of 
Interpretation 46(R) because ()f significant differences benveen tllat 
interpretation and Statement 140. That is, Statement 140 is based on the 
notion that a Gualifv:iut! SPE is a nass1ve ent.ity for \vhich control and, .... _- v t' _ 

thercfbre~ consolidation i~ 110t an issue, lIo\vcver~ Inle·rprctatioll 46(R) 
does not distinguish bet\vecn entities based on their passive or active 
nature , (r qualij}ing Sj"'")]~,-,,; )vere suj~i€ct [0 Intt?l:pretation 46(10, a sole 
trf1n .. ~reror t.o a qualifying SPE that holds (i subordinat.ed henl..:/icia.l 
interest lfou.ld freque'!l~j/ be the prima?)' bene/icia!;;.: because ifs interest 
"v{)uld probah~v absorb a 1!l{zjority z~r the enlify's t=-l,pecled losses. That 
dU}'erence '.",.!{fuld have m.ade the qual~l.)i.ng SPE prr.r .... isions in Statement 
140 ineffective. Tran.sferred financiai assets "vould have been 
derecognized and immediate~y recognized throu.gh the consolidation a/the 
qualf'(Ying S~D:4.:_ (Ernphasi,:: added,) 

~ .. ... ~~PE I '" .. • _ .':, ," .... ~ .. ,"..... :-~,:- -;.:...... . .-.f. __ , • , .guao:v. sut):et,..tl:.l.~ l..~.!' ·s ~\j ~ ... {:. ",OnSO~h.l.~1.t;en . -' .' ~- ... ret-U'I-";Y: '''n's .' .. : ; ,-.J~J\;.>. :. of FIN 46 would be 
sin1i lar to ~-tpplyi:ng a den:cogn:itjon standard for transfers of financiai ~issds th~·d i~ based 
OT! \vbether the tran:;feror retains a nlajority Df th~ e.c.onum,lc risks c--i,d rC'wards of the 

~l· " • "~ . ""' , h B d i ue .1,anQU;:H.'e m D~laO"1'aDn j\,,j t suggests tna. t e. -' oar :.'.... ;:. t:r' ~ ... _ .... 

cxphcttly thought about \vhetber th;.: financia1 Ci.1HlpOncnls o1odel should operate in a 
1113nner tbat aHovls :for derec.ognition of ~i. portion of a fi.nr:.D c131 a:;set, even when the 
transferor of that portion oftJ"!c ;:sset retiins a !n~-i..iority ufihe eL'.(:nO!llic risks and n.~·wards 

" , " tJ" f"" "' , " ". d· " h "j - ,. . " . '\-V!t!l respect to t 1C- entIre Ina.:.-,Clal asset, anu deCice' tnat.]t S! oul; _ '1 nat aCCiSlOJl IS 

et~nsistent \vith the fhnd~~n1cnt,~i concepif. of tbe hnane-iai e-ornpGnenrs accounting lTIodel. 
Ho\.vever. ihe nlles··cased naD..l"rs of the Siaierncnt 140 accnu.,nting ~:ujdmlce is not 

" - -
(':onsjstent \vith the Board ~H st~ted objective of pursuing a Ilion: pTinc;ipjes-ba~cd 
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standard-setting apprGach~ and therefore, reconsideration of the financial conrponel1ts 
model1nay be appropriate. 


