THE STATE BAR

OFFICE OF GOVERNMENTAL AFF.
OF CALIFORNIA AIRS
1201 'K STREET, SUITE 720, SACRAMENTO, CALIFORNIA 95814 TELEPHONE: (916) 442-8018, FAX: (916) 442.6916
October 25, 2002
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Ms. Suzanne Bielstein

Director of Major Projects and Technical Activities
Financial Accounting Standards Board

401 Merritt 7

Norwalk, CT 06856-5116

Re: Observations on Comments to the Exposure Draft regarding Consolidation of
Certain Special-Purpose Entities; Nexus of Accounting and Legal Issues

Dear Ms. Bielstein:

The Corporations Committee of the Business Law Section of the State Bar of California,
composed of attorneys regularly advising California Corporations and out-of state
corporations transacting business in California is submitting the enclosed comments on
Special Purpose Entities.

This position is only that of the Corporations Committee of the BUSINESS LAW
SECTION of the State Bar of California. This position has not been adopted by either
the State Bar’s Board of Governors or overall membership, and is not to be construed as
representing the position of the State Bar of California.

Membership in the BUSINESS LAW SECTION is voluntary and funding for section
activities, including all legislative activities, is obtained entirely from voluntary sources.

Sincerely, ,

Terry J. Miller

cc:  Keith Bishop, Co-Chair, Corporations Committee
Bruce Dravis, Co-Chair, Corporations Committee
Jerry Grossman, Legislative Chair, Business Law Section
Nancy Zamora, Chair, Board Committee on Stakeholder Relations
Larry Doyle, Chief Legislative Counsel, State Bar of California
Rick Zanassi, Office of General Counsel, State Bar of California
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October 24, 2002

Financial Accounting Standards Board
401 Metritt 7
Norwalk, CT 06856-5116
Attn: Ms. Suzanne Bielstein
Director of Major Projects and Technical Activities

Re: Exposute Draft Regarding Consolidation of Certain Special Putpose
Entities (the "Exposure Draft")

File Reference No. 1082-5116
Ladies/Gentlemen:

The Corporations Committee of the Business Law Section of the State Bar of
California, composed of attorneys regulatly advising California corporations and
out-of-state cotporations transacting business in California, is writing with respect
to the Exposure Draft.

Steve Hazen by letter dated September 26, 2002 to Ms. Suzanne Bielstein
identified a number of important legal issues with tespect to the Exposure Draft.!
The Cotporations Committee has now had the opportunity to review and discuss
Mr. Hazen's letter. We are writing to urge that the Financial Accounting Standards
Board carefully consider and take into account the legal issues raised by Mr. Hazen.
The Corporations Committee believes that failure to take these and other potential
legal issues into account could have a number of unintended consequences,
including those desctibed in Mt. Hazen's letter. The Corporations Committee is
willing to offer its assistance in addressing the potential legal impacts of the
adoption of the Exposure Draft.

This position is only that of the CORPORATIONS COMMITTEE of the
BUSINESS LAW SECTION of the State Bar of California. This position
has not been adopted by either the State Bar's Board of Governors or overall
membership, and is not to be construed as representing the position of the
State Bar of California.

Although Mr. Hazen is a member of the Corporations Committee, his letter was not sent on
behalf of the Corporations Committee.

180 Howatd Street, San Francisco, CA 94105-1639 * 415-538-2570 « Fax 415-538-2368

» wwwicalbar.org/2sec/3bus/2busndx htm
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Membership in the BUSINESS LAW SECTION is voluntary and funding for section
activities, including all legislative activities, is obtained entirely from voluntaty sources.

ith Paul B{shop Bruce Dravis
Co-Chair, Corporations Comnlittee Co-Chair, Corporations Committee



Steven K. Hazen, Esq.
Suite 2700
777 South Figueroa Strect
Los Angeles, CA 90017

(213) 689-1300
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September 26, 2002

VA E-MAR;: director@fasb.org Signed Copy by FAX

Ms. § $ Biclstein
Disector of Major Projects and Technical Activities
Fi ial Ad i dards Board

401 Memrit]
Norwalk, CT 06856-5116

File Reference No. 1082-200

Re:  Observations on C ts to the Exp Draft ding

Consolidation of Certain Special-Purpose Entities;
Nexus of Accounting and Egg] Issues

Dear Ms. Bielstein:

As you may be aware, | submitted a comment letter on the above-referenced
Exposure Draft which was logged by your office as Letter of Comment No. 78. I am also shown
as a signatoty to Letter of Comment No. 15. In the context of the former, I will be participating
in the momyng session of the n Roundtable being conducted on Mond: , Septemt 3
2002. I am looking forward to that and hope to have an opportunity to meet you and/or Len
Tatore who has been my contact with the FASB on this matter. ’

In anticipation of the invitation to participate (which I requested) and then in
preparation for that event, I have obtained and reviewed the Letters of Comment through that
numbered 134. Having done so, I am souck by the following: (1) the rather e number of
writicn comnents submitted, (2) the range of issues covered by them, and (3) the paucity of
comunent or issucs which arisc where accounting concepts and legal issues overlap or intersect.
I might alsoinote the potential conflict among various positions taken in the Letters of Comment
but that is béyond the scope of this letter. Indeed, it is limited to item (3).

As you are aware, years of friction between the tegal and accounting disciplines in
a similar context ultimately resulied in what amounted to a "treaty” between the American Bar
Association and the American Institute of Certified Public Accountants with respect to responses
to audit ingniries. There is more than a th ical risk that ing provisions similarly
arising in the interstices of the disciplines with Tespect to matters covered in the Exposure Draft
without adefjuate recognition of the significant differcnces between them would sim ly start
another long period of uncertainty and even tension between the two disciplines. As indicated by
the breadth df issues identified in this letter, there is potential br much greater dissonance in this
instance than there was with respect to audit inquiries and almost certainly a far more
challenging bet of analyses required for their lution.
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In that context and in advance of the Roundtable, I would like to bring to your
atfention certain legal issues which do not appear to have been addressed directly in the Letters
of Comment. Thosc are summarily described in this letter, but the listing of them should not by
any means be considered exhaustive.

1. "Eg#g in Legal Form"

. It appears that the Exp Draft has abandoned the Pt of "equity in legal
form" althodgh various of the comment letters either assume that it ins intact or postul
that it shoull. The problem is that the state laws goveming formation of legal entities do not

lly use the Pt of "cquity” in statutory provisions or even case law relating to the
formation o any such entity. As a result, it is quite difficult and in come cases would be
impossible for a lawyer to render an pinion that a recognized comp of the "capital” of a
legal entity ‘ would constitute "equity”. Many states do have statutes regarding conversion
between leghl entities of differing form which actually use the term "equity” and apply it in a
fashion that s relatively predictable. Nonetheless, it is my experience in transactions which have
been subject to EITF 96-21 that uncertainty and even confuston are inevitably generated by use
of the phrase "equity interest in legal form.”

If that phrase or the concept contained within it is brought back into the
Interpretation before final adoption, or if EITF 96-21 (and particularly Question No. 8 thereof
and the resgonse thereto) is not actually nullified as indicated in Section C2, paragraph a, of
Appendix C!to the Exposure Draft, this would be an appropriate point for the FASB to address
that problen). it might actually be resolved by clarification that the condition is met when an
element of "capital” satisfying the category of "equity” for accounting purposes is evidenced by
an interest a3?/)arately recognized under state laws governing the formation of the legal entity
involved, and/or the organic instruments (specified and authorized thereby) which evidence
formation, a5 being subordi ate to all indet and similar obligations of the legal entity, Inall

interest in legal form" is actually what should have been intended (and maybe even was) when
EITF 96-21 was promulgated. Unfortunately, it is not at all clear as to what concept in that
phrase the term “legal” is being applied and what is being tested against that standard: the
"equity” status of that interest or the form which evidences it.

2. "De |!lcto Agency Relationship”

One of the Letters of Comment!® states that the notion of a “de facto agency
relationship” as used in the Exposure Draft is new. Principles of agency relationship, including
what establighes it and the responsibilities that flow from it, are the result of literally centuries of
judicial casJ law and 'y resp th As a fundamental matter, the entire notion of
“de facto agency relationship™ as used in the E posure Draft is pletely outside of that legal
structure. While that term may be useful for theoretical analysis of accounting issues, it would
bea significant mistake to assume automatically that disp as to the ing and implicati
of it would result in judicial proceedings upholding the notion as utilized in the Exposure Draft.

H
1 No. 1#4, submitted by Ernst & Young,
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3. Seoyities]aws

Various of the Letters of Comment have noted the realistic possibility that the
Exposurc Dfaft as written would require consolidation of an SPE even if that were to result ina
false or miskeading presematiog as to the financial condition and results of operation of the entity
thus required to consolidate it.’ Unless the FASB can sort through the implications of that under
various securities laws or provide guidance in the final Interpretation as to how the impacted
parties and :their advisers sort through them, the Interpretation would either merely create
liability whdre none logically existed previously or force business enterprises to forego perfectly
legal forms of transactions in order to avoid having to resolve inherent conflicts. Among other
things, that would have to address such liabilities as those arising under Sections 11, 12 and 17
of the Securities Act of 1933, as amended; those arising under Section 10{b) of the Securities
Exchange Agt of 1934, as amended, including regulations adopted pursuant thereto; those arising
under Sectign 313 of the Trust Indenture Act of 1939, as amended: those arising under Sections
18, 19, 48 gnd 61 of the Investment Company Act of 1940, as amended; those arising under
previously well-cstablished state securitics laws; and those arising under more recent state law
provisions relating to preparation of fi ial st many of those adopted in reaction to
the press reports and public perceptions regarding recent “accounting scandals.”

4. Inso}vency Law

Various of the Letters of Comment have made reference to the "bankruptcy
remote” status of certain SPEs that arc utilized for financing transactions, including those in
which such status is critical to a credit rating of debt securitics utilized in the transaction.’ Some
of those have suggested that such status on its own is evidence that such SPEs would not
logically beiconsolidated by any party or should not be. 1 might not disagree with that, but the
focus of this letter is simply to note that there is an overlap between "consolidation” for financial
reporting purposes and "substantive consolidation” for purposes of a long line of insolvency
cases.” When that status is key to a credit rating of debt instruments, it is not unusual for the
credit rating|agency to require delivery of a legal opinion as to non-consolidation for purposes of
insolvency. * That is not an easy opinion to give and requires detailed examination of the facts
surrounding the free-standing nature of the SPE.

Has the FASB addressed the issue of whether the proposed Interp ion would
have an inconsistent application as between the concept of consolidation for financial reporting
purposes and the concept of substantive onsolidation? Has the FASB considered the possibili
that application of the Exp Draft in its current form could create an impression wi
creditors that they havc access to assets which they otherwise did not and, as a result, risk the
possibility that such assets would ultimately be subjected to “"substantive consolidation” in

2 See, for example, Nos. 25, 42, 90 & 127, as well as the attachment to Letter of Comment No. 46 which is
also attached to several other Letters of Comment.

3 See, for example, Nos. 88 and 134. In passing, it seems curious that an entity constructed so rigorousty as
to possess that ch istic could cver be ch izedasa ™ Ithough that does seem to accur.

4 See, Ei East, 114 F.2d 177 (1&h Cir. 1940). The fundamentals articulated in that case continue to be
cited horitative in this area, ugh it is important to note that refinements continue to be made.
One very visible instance of that occurred in the Drexel Bumham situation. See,

, 138 B.R. 723 (Bankr. S.D.N.Y 1992).
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insolvency procecdings to the detriment of investors otherwise reasonably relying on the
"banlauptcyr remote"” status of the SPE?

5. Saranes-Oxley
]

i The Sarbanes-Oxley Act of 2002 was adopted in direct response to various highly
visible i of app wrong-doing in the cotporate and accounting world. At least one
very visible|i of that highlighted the usc of SPEs. Under the Sarbanes-Oxley Act, the
SEC is oblifated to issue final rules by not later than January 26, 2003, regarding disclosure of
ofF-bal 1shcet fi ing transactions, arrangements and obligations, as well as other
relationships with unconsolidated entities which have a material current or future impact on the
financial status of reporting companies. In this context, it is clear that an approach by the FASB
which highlighted disclosure would be in barmony with the law and with initiatives by the SEC.
It is not at all clear that an approach based instead on consolidation would also be in harmony
and there is imore than a theoretical risk that it would not be.

In addition, the Sarbanes-Oxley Act requires the SEC to conduct a study of filings
by reporting companies to ine certain of SPEs, including whether the application of
GAAP mstﬂs in meaningful reflection of off:bal tra jons in a which is readily
transparent to investors. The provision specifically requires that the study examine whether

GAAP requires consolidation of such SPEs in appropriate circumstances.

Has the FASB considered whether it should at this time move in a different
direction frgm that of the SEC or instead simply provide at this time specific guidance as to
gisclosure and then coordinate with the SEC on the initiatives in this area mandated by Sarbanes-

xley?

6. Lender Liability

The Exposure Draft might be read to require that an institution which makes a
Ioan to an SPE could be obligated to consolidate the assets and liabilities of that SPE in its own
financial statements. Has the FASB considered the impact that could have on further expanding
Iegal principles of "lender liability" -- cither as a refinement of cxisting principles or
developmenll of an entirely new category based solely on such consolidation?

7. Brel__g‘ h of Contract / Covenant Defaults

Changes to_accounting principles do not occur in a vacuum, Lenders and
borrowers (#s well as partics to other anal gous fi ing tra ions) inely reach finely
netgotiated pgiticns of debt coverage ratios and the like which depend for their assessment on
relerence to IGAAP financial statements. Without any act by either party, one of them could find
itself in a legally definitive position of breach of contract by virtue of covenant defaults or (at the
other end of the spectrum) could find itself sub ially less p d in its position than had
otherwise béen the basis of concluding a transaction. When that shift oceurs, so does the relative
negotiating positions. Has the FASB considered whether that result was intended for the
proploscd Interpretation? Has the FASB considered the legal and economic implications of that
result?
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8.  Statf Law Formatiop/Organization Laws

State law can permit a business entity u; have mv)este: cl:l;:am il}'mesu (whicl:
concept prej bly covers that accounting concept of “equity*) whic| ve "... repaymen
provision'; that are similar to the provisions of debt obligations or otherwise limit the holder toa
rate of retutn commensurate with the risk in debt instruments. "> That could readily occur with
respect to preferred stock, LLC membership interests, limited partnership rights, and even
sharcholder [rights in close corporations. The FASB's determination that such characteristics
would causd an SPE not to meet the excemconditions of Paragraph 9 should be examined as
to whether the FASB intends to supplant ions regarding formation and organization of legal
entities or if the stated position of the FASB could force a legal entity to forfeit protections
otherwisc adsured to it (and to its investors and creditors) under state law.

9. State Law Dividend Restrictions

In many states, debt-coverage ratios and similar financial standards of capital
adequacy which govem the ability of corporations or other legal entities to declare dividends or
otherwise e distributions to its capital investors are based on financial statements prepared in
accordance with GAAP. If the proposed Interpretation is ad pted, legal entities into which
investors put their money in reliance on continued dividend/distribution policies could suddenly
be prevented from doing so. Has the impact of that on i r confid in the ting
system beeri idered in the proposed Interpretation? Has the FASB taken into consideraton
state law injplications on the personal liability of directors who authorize dividends based on
currently exjsting standards when those cease to be applicable? This issuc raises the r that
decisions made by Di would subsequently be subject to a different standard of review if
an SPE with which the enterprise had completed financing transactions were to go through

seriatim iterations of consolidation and deconsolidation.

I hope that the foregoing is of some interest. Given the time it has taken to work
my way through the Letters of C: and then prepare this letter, it is reasonable to assume
that the problems of accounting/legal interstices generally are not likely to be included in the
di i at the Roundtable, much less the specific issues referenced in this letter. The list of
issues circulated Wednesday moming by Mr. Tatore do not readily lend themselves to that
discussion and, although his cover message indicates that other issues may be raised if time
permits, it séems relatively likely that ones of a more technical nature (and thus narrowly focused
on accounting principles, irrespective of implications beyond that discipline) are more likely to
receive attthion of the participants. As and to the extent I can inject those briefly into the
dialogue, T will hope to have the opportunity to do so.

s Sec Appendix, A2. i. of the Exposure Draft, page 1.
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lnlny'evem,lwauldhopetbatmcmberofﬂ\eBoardcanbemadcawminone
manner or another that deliberations and then interpretations in this area do have an impact on
the overlap |of issues as between the legal and accounting disciplines. In its current form, the
Exposure Draft does not appear to reflect that.

Very truly yours,
18/
Steven K. Hazen

cc: Mr. Len Tatore via E-Mail: Irtatore@fasb org



