





























residual returns. Accordingly, we believe that the Board should consider a definition that
includes all of the benefits and detriments accruing to holders of variable interests in the entity
for the entire period of their relationship with the entity (regardless of whether such period is
considered long or short in duration). We believe that returns should include (1) amounts to
be realized in cash from the entity - both from operations and in liquidation and (2) the fair
value of amounts to be realized in assets other than cash. We believe this is consistent with
the proposed guidance in paragraph A19 of the ED. We recommend that the proposed
guidance state, “A variable interest entity’s expected losses and expected residual returns shall
include the expected variability in the entity’s expected cash flows that are inherent in the
entity's assets and/or operations. That expected variability will in turn create variability in the
returns expected by the entity's variable interest holders.”

However, the proposed modification to paragraph 8 of FIN 46 does not address the
fundamental matter of defining a variable interest. As you are aware, this concept is essential
to the application of the Interpretation since the determination of the expected losses and
expected residual returns of an entity is determined prior to any allocation to variable interests.
While we understand that the Board will likely address this issue in a future FSP, we strongly
believe that such guidance should be issued before the effective date of the proposed
interpretation and with sufficient lead-time to allow for its implementation.

Issue 9: Requirement that Development Stage Enterprises Be Evaluated Under
Paragraph 5(b)

The ED includes a modification to paragraph 11 of FIN 46 to clarify that paragraph 11 only
applies to the evaluation of the sufficiency of the equity investment at risk of a development
stage enterprise and that development stage enterprises are not excluded from the
requirements in paragraphs 5(b) and the 5(c) of FIN 46.

We agree with the Board’s proposed modification to paragraph 11 of FIN 46, as we
understand this was the Board’s original intent in the application of this paragraph.

Issue 10: Identifying the Primary Beneficiary

The ED includes a modification to the guidance for determining an entity’s the primary
beneficiary. That modification includes eliminating (1) the phrase “if they occur” whenever it
appears in FIN 46 and (2) the phrase “each party would determine its own expected losses
and expected residual returns and compare that amount with the total” from paragraph A5 of
FIN 46. Paragraph A23 of the ED states that the modification was intended to remove
possible inconsistencies within FIN 46 and allow different techniques in determining the
primary beneficiary of a VIE.
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Allocation of Expected Losses and Expected Residual Returns to Variable Interest Holders

We believe that until the Board addresses the fundamental issue of how to allocate expected
losses and expected residual returns under paragraphs 5(b)(2), 5(b)(3), and 14 of FIN 46, FIN
46 may continue to be non-operational under certain common fact patterns. Merely removing
inconsistencies in the Interpretation to allow for diversity in practice does not solve the
problem in applying FIN 46, and as we discussed in Issues 6 and 7, it goes beyond
determination of the primary beneficiary. As we have previously indicated to certain members
of the Board and the FASB staff, we believe that there are two fundamentally different
techniques used to allocate expected losses and expected residual returns to individual variable
interest holders. The results on the determination of whether an entity is a VIE and which
variable interest holder is the primary beneficiary under each of these approaches can be
drastically different.

The first model is the “top-down” or “scheduling” method under which an allocation of cash
flows based on seniority of variable interests is performed for each future expected cash flow
scenario used to determine an entity’s expected losses. That is, each variable interest holder
determines its own expected losses and expected residual returns based upon its rights to the
cash flows under each probability-weighted scenario. The probability-weighted, present-
valued results of those determinations are aggregated to determine the primary beneficiary.

The second model is the “bottom-up” or “short-cut” method under which the “expected loss”
amount of the entity is assumed to come to fruition and assigned to the various variable
interests in the entity as of the determination date. This single expected loss amount is
allocated to each variable interest in ascending order, from the most subordinate interest to the
most senior interest.

As we stated above, the method used may affect the not only the analysis in paragraph 14 of
FIN 46 to identify the primary beneficiary, but also in the analysis to determining if the entity
is a VIE under paragraphs 5(b)(2), 5(b)(3), and 5(c) of FIN 46. We have interpreted the
identification of the primary beneficiary in paragraph 14 of FIN 46 to require the top-down or
scheduling approach. In practice, most potential VIEs have interests with different seniority
levels. We believe that the scheduling method is conceptually sound and is consistent with the
broad principles of FIN 46 since it identifies as the primary beneficiary the party that
economically bears the majority of the expected losses of the entity. On the other hand, the
bottom-up method may be the only method that can be consistently applied for paragraphs
5(b)(2) and S(b)(3) of FIN 46, but we view it to be a mechanical calculation that results in an
arbitrary form-based accounting determination, not that different from arbitrary form-based
accounting determinations with respect to special-purpose entities prior to FIN 46.

We respectfully request that the Board address this issue prior to the effective date of the final

Interpretation. We believe that the Board should adopt a model that is operational and the
Board should make its views clear, especially considering the dramatically different outcomes
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and the possibility of adverse selection whereby companies may select the method to achieve
their desired accounting result. Because the difference between the top-down and bottom-up
methods as they related to paragraphs 5(b)(2) and 5(b)(3) are not sufficiently clear, we have
discussed them in further detail below.

Application of Paragraphs 5(b)(2) and 5(b)(3) of FIN 46

The “top-down” or “bottom-up” methods are critical in deciphering how paragraphs 5(b)(2)
and 5(b)(3) of the Interpretation are to be interpreted. As you are aware, paragraphs 5(b)(2)
and 5(b)(3) of FIN 46 require an assessment of whether or not the equity investors at risk are
obligated to absorb the expected losses and have rights to the expected residual returns of an
entity.

If a top-down methodology is used to evaluate whether an entity is a VIE pursuant to
paragraphs 5(b)(2) and 5(b)(3) of FIN 46, a literal application would indicate that almost all
non-equity variable interests in an entity, regardless of their significance, would cause the
entity to lack the characteristics in those paragraphs. In other words, by allocating the
expected losses and expected residual returns to the variable interest holders under each
expected cash flow scenario, if there is any scenario whereby variable interest holders other
than the holders of the equity investment at risk would be allocated a portion of the entity’s
expected losses or expected residual returns, the entity would be a VIE. Under this method,
virtually all entities would be VIEs. Obviously, this was not the intent of paragraphs 5(b)(2)
and 5(b)(3) of FIN 46. As a result, some proponents of a top-down approach believe that a
“significance threshold” must be established to determine the level of expected losses
absorbed by non-equity variable interests (i.., other than the group of holders of the equity
investment at risk) that would cause the entity to be a VIE. We are finding that in practice,
different thresholds have been established and have led to inconsistent views. Other
proponents of the top-down approach method believe that while the top-down method is
required for purposes of paragraph 14 of FIN 46, the bottom-up method should be used for
purposes of paragraphs 5(b)(3) and 5(b)(3) of FIN 46.

Application of the bottom-up methodology to evaluate paragraphs 5(b)(2) and 5(b)(3) of FIN
46 also creates inconsistencies and problems in practice. Since the bottom-up method ignores
the various probability-weighted scenarios that generate the expected loss and expected
residual return amounts, the bottom-up method is simply non-operational in certain fact
patterns. For example, consider a scenario whereby an entity received financing (debt and
equity) and purchased two assets, a building and AAA debt securities, each for $1000.
Assume that the building is being leased to an enterprise and that lessee is also providing a
residual value guarantee on the building. Since the residual value guarantee represents a
variable interest in a specified asset that is not greater than half the fair value of the entity’s
total assets, the expected losses of the building related to the residual value guarantee are not
included in the expected losses of the entity. Under a bottom-up approach, it may be
determined that equity investment at risk absorbs the expected losses of the entity (losses from
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the AAA debt securities and from the commitment by the lessee to fund the guarantee) even
though the equity is being substantively protected by the residual value guarantee.

Additionally, there may be situations whereby the rights of the equity investment at risk to the
expected residual returns are not necessarily capped at a specified level, but shared pari passu
with another variable interest holder. For example, consider an entity that is capitalized solely
with equity investments from two parties, Party A and Party B. Assume that Party A
contributed cash for its 80% ownership interest and Party B received its 20% ownership
interest in return for the promise to provide future services (i.e., “sweat equity.”) Further
assume that all cash flows are distributed to the parties in accordance their ownership
percentages, and Party B’s investment is not considered equity at risk because of an apparent
violation of paragraph 5(2)(3) of FIN 46. A bottom-up approach to analyzing paragraph
5(b)(3) would seem to indicate that the entity is automatically a VIE even in cases when Party
A’s equity investment at risk is sufficient to absorb all of the expected losses of the entity,
since the expected residual returns would be allocated pari passu to the two parties, one of
whom does not have equity at risk. Using a top-down approach may result in a similar
answer, unless a “significance threshold” is established as discussed above.

We understand that the Board’s intent in paragraphs 5(b)(2) and 5(b)(3) of FIN 46 was to
ensure that the characteristics of the equity investment at risk were consistent with the risks
and rewards of a controlling equity investment in an entity. Unless additional guidance on the
use of the top-down or bottom-up method is provided, or fundamental changes are made to
paragraphs 5(b)(2) and 5(b)(3) of FIN 46, such as changing paragraph 5(b)(2) to require that
the equity investment at risk is not protected from economic losses and changes to paragraph
5(b)(3) to require that the economic return of the equity investment at risk is not capped, we
believe FIN 46 may not be operational in many common fact patterns.

Issue 11: Events that Require Reconsideration of Whether an Entity is a Variable
Interest Entity

Paragraph 7 of FIN 46 requires that an entity be reevaluated to determine whether it is a VIE
if any of the events noted in that paragraph occurred. The ED modifies the guidance in that
paragraph and, as drafted, introduces a general principle that requires reconsideration of the
entity “whenever the design of the entity or ownership of interests in the entity changes in a
manner that could change that determination.”

While we agree with the intent of the proposed modification, the phrases used to explain the
principle are not well défined and may create inconsistency in their application. It is not clear
to us how the Board intended the phrase “design of the entity” should be interpreted. The
Board should provide additional guidance in the Interpretation or a description and examples
in the Basis for Conclusions that conveys the Board’s views regarding this phrase. For
example, we understand there is confusion in practice in the areas of troubled debt
restructurings and bankruptcy filings.
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In addition, as the ED is currently drafted, we have concerns that some may only consider
changes in equity ownership as being reconsideration events. We suggest that paragraph 7 of
FIN 46 be modified to state that reconsideration of an entity should occur “...whenever the
design of the entity changes or ewnetship-ofinterest the known holders of variable interests
in the entity change substantively...” Similarly, we believe that the example proposed in
paragraph 7(a) of FIN 46 be amended to state “The entity's governing documents, contractual
arrangements among the parties involved with the entity, or contractual arrangements with the

entity change substantively significantly.”

The proposed example of a reconsideration event in paragraph 7(c) of FIN 46 states, “The
entity undertakes additional activities or acquires additional assets beyond those that were
anticipated at the inception of the entity that increase the entity's expected losses.” We believe
this example fails to recognize that an entity’s activities may be modified after its inception for
an earlier reconsideration event. Therefore, we recommend the following modification to
paragraph 7(c) of FIN 46: “The entity undertakes additional activities or acquires additional
assets beyond those that were anticipated at the latest reconsideration event or the inception

of the entity (if no reconsideration events have occurred since inception) that increase the
entity's expected losses.”

In addition, we believe the Board should clarify whether the guidance in paragraph 7(c) of FIN
46 should be equated to the scenarios used to determine an entity’s expected losses and
expected residual returns in paragraphs 5(a) and 8 of FIN 46 when there are multiple activities
that were contemplated by an entity. Pursuant to the proposed modification to paragraph 5(a)
of FIN 46, the probability of the occurrence of future events should be included in the entity’s
expected losses when evaluating the sufficiency of the equity investment at risk, which
suggests that any scenario “anticipated at inception” would not be a reconsideration event.

For example, consider a fact pattern whereby upon creation of an entity there was a 10%
chance that the activities of an entity will be increased in five years, and after five years, those
additional activities were undertaken. The proposed modification to paragraph 5(a) of FIN 46
suggests that this activity would be considered in the determination of expected losses of the
entity. It is not clear whether the Board would view the occurrence of a remote scenario that
was embedded in the determination of expected losses and expected residual returns to be a
reconsideration event. Further, we believe the Board should clarify whether capital calls
anticipated after initial design of the entity and which are reasonably possible or remote should
be considered reconsideration events.

Operating Losses and Troubled Debt Restructurings
The ED states that the incurrence of operating losses or the renegotiation of an entity’s debts

or other contracts caused by the incurrence of operating losses would be a reconsideration
event, only when such events “modify” the “design” of the entity, “the characteristics of the
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equity investment at risk”, or “the level of subordinated financial support provided to the
entity.”

We do not have a workable definition of the phrase “by design.” Accordingly, we cannot
support, as written, the proposed guidance. In this connection, all substantive debt
restructurings would appear to meet the characteristic in paragraph 7 of FIN 46 to be
considered reconsideration events. We believe this conclusion is consistent with the
fundamental concepts for determining whether an entity is a VIE. Similar to any other
substantive changes to contractual rights agreed to by parties involved with an entity, a debt
restructuring should be considered a reconsideration events if the entity and the variable
interest holder agreed to the substantive changes in the lending agreement and after that
restructuring there was (1) a substantive change in the lender’s exposure to expected losses of
the entity or (2) if the equity investors do not have the characteristics of a controlling financial
interests as noted paragraph 5(b) of FIN 46. If the Board’s intent was to exclude certain debt
restructurings from the proposed interpretation, then we believe the proposed change in the
ED to paragraph 7 of FIN 46 should be replaced with specific scope exception for debt
restructurings that met certain predetermined conditions.

We have similar concerns regarding the application of the proposed guidance in paragraph 7
of FIN 46 to the evaluation of operating losses of an entity. We believe that the Board
intended that operating losses in and of themselves would not be considered reconsideration
events, even if those losses dissipated the equity investment in an entity to zero. Similar to a
debt restructuring, we believe that only when there is a substantive change in the variable
interests held in an entity or a substantive change in the activities of the entity (beyond those
that were initially anticipated or considered at the latest triggering event date) should there be
a requirement to reconsider whether the entity is a VIE. If our view is consistent with the
Board’s intent, we believe that the Board should clarify paragraph 7 of FIN 46 to make its
views clear.

Issue 12: Events that Require Reconsideration of Whether an Enterprise is the Primary
Beneficiary of a Variable Interest Entity

Similar to the proposed change to paragraph 7 of FIN 46, the proposed interpretation also
modifies the guidance in paragraph 15 of FIN 46 to require that an enterprise that holds a
variable interest in a VIE to reconsider whether it is the primary beneficiary of that entity
“whenever the design of the entity or ownership of interests in the entity changes in a manner
that could affect the determination of whether the enterprise is the primary beneficiary.” The
intent of the proposed modifications was to acknowledge that original guidance in FIN 46 did
not capture all the events that may affect the identification of the primary beneficiary of a VIE.

Our views and concerns regarding the proposed changes to paragraph 15 of FIN 46 are
consistent with our views on the proposed modification to paragraph 7 (See Issue 11).
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In addition, as noted in Issue 11, we do not agree that the FIN 46 model supports a conclusion
that a substantive renegotiation of debt or other contracts is not automatically a
reconsideration event under paragraph 15 of FIN 46. If the fair value of the primary
beneficiary’s interest has been dissipated, and there has been a substantive change to the
contractual arrangements agreed to among the parities, we believe that it should be necessary
to reassess if the former primary beneficiary is still the primary beneficiary.

Issue 13: De Facto Agency Relationships Created Under Paragraph 16(d}(1)

Paragraph 16(d)(1) of FIN 46 states that a de facto agent is “A party that has ( 1)an
agreement that it cannot sell, transfer, or encumber its interests in the entity without the prior
approval of the enterprise.” The ED modifies the guidance in paragraph 16(d)(1) of FIN 46
to clarify the Board’s intent “that a de facto agency relationship is created under that
paragraph only if the approval rights effectively constrain the interest holder’s ability to
manage the economic risks or realize the economic rewards of its interests.” The ED
proposes to include the following sentence to the end of paragraph 16(d) of FIN 46 to clarify
the Board'’s intent “The right of prior approval creates a de facto agency relationship only if
the right could constrain the party’s ability to manage the economic risks or realize the
economic rewards from its interest in a variable interest entity.”

We agree with the proposed changes regarding the determination of whether a de facto agency
relationship exists when transfer restrictions exist. Based upon our understanding, the
modification significantly narrows the scope of relationships that would meet the conditions in
paragraph 16(d)(1) of FIN 46. We are interpreting the modification to apply to relationships
similar to nominee structures as those were previously identified under EITF 97-2, Application
of FASB Statement No. 94 and APB Opinion No. 16 1o Physician Practice Management
Entities and Certain Other Entities with Contractual Management Arrangements. In other
words, in order to be viewed as a de facto agent, the holder of the equity should have little or
no ability to manage his equity investment, which has effectively been “parked” with the
holder for a fee. If the Board’s intent is different, we suggest that the Board clarify its views.
In any event, we believe that the proposed guidance requires additional clarification in several
areas that are described below.

We believe that the use of the word “manage” implies that if a party can hedge its exposure
(but cannot sell, transfer or encumber it), then that party is not a de facto agent. If this is not
the Board’s intent, we suggest you clarify in the proposed interpretation. If this is the Board’s
view, we suggest that the Board clarify that the ability to hedge an interest constitutes an
ability to manage the economic risks or realize the economic rewards of its interests.

Lastly, since the Board has clarified that the application of paragraph 16(d)(1) of FIN 46 is to
be applied to narrow fact patterns, we suggest the Board revisit its modifications in part (ii) of
proposed paragraph 5(c) that paragraph 16(d)(1) related parties not be included in the
determination of whether an entity is a VIE.
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Issue 14: 1dentifying the Primary Beneficiary in a Related Party Group

When a related party group is determined to be the primary beneficiary of a VIE, FIN 46
requires that only one of the parties within that group consolidate the entity. Paragraph 17 of
FIN 46 provides guidance for identifying that party. The proposed interpretation will change
the guidance in paragraph 17 of FIN 46 to give primacy to the objective of identifying the
party with activities that are most closely associated with the entity, observing that qualitative
and quantitative factors may be considered as part of this analysis. The ED also includes a
presumption that the principal (or de facto principal) in an agency relationship (or de facto
agency relationship) would be the primary beneficiary, unless the activities of the entity were
more closely associated with another party.

We agree with the Board’s proposed modification to paragraph 17 of FIN 46. We had
encountered situations where the original guidance in FIN 46 would have required a de facto
principal to consolidate a VIE, even though qualitative and quantitative factors did not support
that conclusion. We believe that the proposed modification will result in the identification of
the appropriate primary beneficiary within the related party group.

Issue 15: Recognition of Goodwill by the Primary Beneficiary When a Variable Interest
Entity is a Business and Treatment of Transfers of Assets or Liabilities from the Primary
Beneficiary to the Variable Interest Entity

The ED changes the guidance in paragraph 21 of FIN 46 to allow for the recognition of
goodwill by the primary beneficiary of a VIE if that entity is a business.

We support the Board’s conclusion to allow for the recognition of goodwill in circumstances
where the primary beneficiary acquires control of a business through the use of a VIE.
However, we do not agree with the Interpretation’s guidance that an extraordinary loss should
be recognized when the VIE is not a business. There should be no fundamental difference
between the acquisition of control of a group of assets through direct ownership, majority
common stock, or a controlling financial interest as defined in FIN 46. Accordingly, we
believe that the existing GAAP guidance on the initial measurement of assets, including
intangible assets, that is applicable to any other asset acquisitions should also be applied in
cases where a controlling financial interest is achieved through means other than direct
ownership or voting stock.

In transition, some enterprises may be required to consolidate entities prior to the effective
date of FASB Statement No. 141, Business Combinations (i.e., APB 16, Business
Combinations, as that Standard was effective on the date that the enterprise first became the
primary beneficiary). In such cases, the primary beneficiary would be required to reflect the
application of both Standards as part of its cumulative effect or restated amounts. To ensure
consistent application of the proposed guidance, we suggest that the Board clarify the
accounting to be followed in the proposed interpretation.
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Issue 16: Attributing the Effects of Intercompany Eliminations to the Primary
Beneficiary

Intercompany Eliminations

The ED modifies the guidance in paragraph 22 of FIN 46 to require that all effects on income
of eliminating intercompany eliminations should be attributed to the primary beneficiary in
the consolidated financial statements. Paragraph A40 of the ED, indicates that the Board
intended that this guidance narrow the alternatives in ARB 51, by eliminating the option in
ARB 51 that intercompany profit or loss may [emphasis added] be allocated proportionately
between the majority and minority interests.

We understand that it is the Board’s intent that normal consolidation procedures would apply
to consolidated VIEs, except with regards to the elimination of intercompany profits and
losses. Under ARB 51, the elimination of the intercompany profit or loss may be allocated
proportionally between the majority and minority (noncontrolling) interests or may be
allocated fully to the controlling shareholder. We understand it was the Board’s intent not to
allow the proportional elimination of intercompany profits or losses. We do not believe that
the proposed guidance crisply articulates the Board’s intent and recommend that the Board
modify the proposed language.

Initial Measurement: Transfers of Assets or Liabilities by the Primary Beneficiary

Paragraph 20 of FIN 46 provides guidance regarding the initial measurement of a VIE by the
primary beneficiary. The Board has proposed a change to paragraph 20 of FIN 46 to
emphasize that the primary beneficiary of a VIE cannot recognize a gain or loss on the
transfer of assets and/or liabilities to that entity (i.e., the transferred assets and/or liabilities
should not be initially measured and recognized at fair value) - if the transfer occurred shortly
before, at, or after the date the enterprise became the primary beneficiary.

We believe the Board should reconsider its conclusion to preclude recognition of gains or
losses by the primary beneficiary for all transfers of assets and/or liabilities that occurred
shortly before, at, or after the date the enterprise became the primary beneficiary. Although
we recognize that under some scenarios the amount of gain recognition related to a
proportional sale of the transferred assets may be difficult to measure, we consider the
proposed guidance in paragraph 20 of FIN 46 to be a change in the current method of
accounting for partial sale transactions. We recommend that the Board considers using the
guidance in SoP 78-9, Accounting for Investments in Real Estate Ventures, and EITF 01-2,
Interpretations of APB Opinion No. 29, for identifying fact patterns for which proportional
sale recognition may be appropriate.

For example, under existing GAAP if a investor initially contributes assets to a venture in a
non-monetary exchange, that exchange would often result in the investor recognizing a gain
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for the portion it effectively sold (i.e., a partial gain), even in circumstances when
consolidation of the venture was appropriate by the investor making the contribution. In
contrast, the guidance in paragraph 20 of FIN 46 precludes the party consolidating the venture
(i.e., the primary beneficiary) from recording any gain, for assets that are sold to the venture.

Issue 17: Deletion of Paragraph B1-B10 of Appendix B of FIN 46

The ED deletes paragraphs Bl1- BI0 of Appendix B of FIN 46 , which provided examples of
different types of interests, and discussed whether such interests were variable interests and
the potential impact of such interests on identifying the primary beneficiary of a VIE.
Paragraph A41 states that the Board decided to remove these paragraphs because some of the
guidance was difficult to apply and because it may not be generally applicable, which may
lead to misapplication of the Interpretation. It is the Board’s intent that similar guidance
would be issued prior to the effective date of the proposed interpretation.

We agree with the Board’s decision to readdress the guidance in Appendix B. However, we
are concerned that until that process is complete, there is not enough robust guidance within
FIN 46 on identifying variable interests. We understand that the FASB intends to issue
additional guidance in this area and we are willing to share additional areas of concern
regarding variable interests with the Board.

As we have previously stated to the Board, we believe that it is imperative that the Board
address the fundamental concept of identifying variable interests, as it is essential to address
those issues before the Interpretation is fully operational. In that regard, we suggest that the
FASB issue additional guidance on variable interests prior to (or concurrent with) the issuance
of this proposed interpretation.

OTHER ISSUES NOT ADDRESSED IN THE ED AND WHICH ARE NOT BEING
ADDRESSED BY THE FASB THROUGH FSPs

We believe there are important issues that the ED is not addressing. We believe that the issues
discussed below are critical in ensuring the consistent application of the Interpretation.

Allocation of losses in consolidation to noncontrolling interest holders: Under FIN 46,
scenarios often exist whereby losses are legally and economically borne by parties other than
the primary beneficiary. FIN 46 does not provide specific guidance in how losses should be
allocated to the variable interest holders in consolidation. We believe that specific guidance
on consolidating VIEs is needed that recognizes the new accounting model for variable
interests.

Application of FIN 46 to certain governmental entities: We believe the Board should address
whether FIN 46 should apply to certain government entities, namely tax increment financing
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entities (TIFEs). We believe that there are certain entities created by the government or
certain legal entities that issue tax-exempt debt, that have characteristics of a VIE.

A TIFE is created as a legal entity (often a quasi-legal municipal organization) that is
authorized to issue tax-exempt bonds to finance the construction of infrastructure (e.g., roads,
water and other utility infrastructure) and future user fees or tax assessments are used to repay
the bonds. Any shortfalls in debt service obligations are often guaranteed by the party
developing the infrastructure or other similar arrangements between the developer and the
legal entity exist. Currently EITF Issue 91-10 (EITF 91-10), Accounting for Special
Assessment and TIFEs, and FIN 45, Guarantor’s Accounting and Disclosure Requirements for
Guarantees, Including Indirect Guarantees of Indebtedness of Others, are used to determine
whether a company should recognize an obligation for a special assessment or the TIFE debt.
As part of its deliberations of EITF 91-10, the Task Force considered whether consolidation of
the TIFE would be appropriate. The Task Force noted that ARB 51 was not appropriate
because companies involved with the TIFE did not own any equity interest. In addition, EITF
90-15 was considered and the Task Force noted, “If the Task Force decides to pursue
consolidation of the TIFE, criteria for consolidation would have to be developed. Although
EITF Issue No. 90-15, Impact of Nonsubstantive Lessors, Residual Value Guarantees, and
Other Provisions in Leasing Transactions provides a starting point, the criteria for leasing
SPEs may not be meaningful in this situation. In addition, the Task Force would need to
define a level of third party involvement that would result in deconsolidation of the TIFE.”
Therefore, it is unclear whether FIN 46 would be applicable for government entities, such as
TIFEs.

To ensure consistent application of FIN 46, we recommend that the FASB clarify whether the
scope of FIN 46 includes all or some government entities or entities that issue tax-exempt

debt. Otherwise, we believe that there will be diversity in practice.

* * *
If you should have any questions regarding our comments, please feel free to contact Doug
Tanner at (973) 236-7282, Thomas Barbieri at (973) 236-7227, or Pamela Yanakopulos at
(973) 236-5798.

Sincerely,

PricewaterhouseCoopers LLP

Attachment
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PricewaterhouseCoopers LLP

500 Campus Drive

Florham Park NJ 07932

Telephone (973) 236 7000

Facsimile (973) 236 7200
September 15, 2003

Mr. Robert Herz

Chairman

Financial Accounting Standards Board
401 Merritt 7

P.O.Box 5116

Norwalk, Connecticut 06856-5116

Dear Mr. Herz:

PricewaterhouseCoopers LLP (“PwC”) understands that the Financial Accounting Standards
Board (“FASB or the “Board”) will consider a deferral of the effective date of FASB
Interpretation No. 46 (“FIN 46” or the “Interpretation™), Consolidation of Variable Interest
Entities, at its next meeting. We would like to take this opportunity to provide our views
regarding the deferral of the effective date of FIN 46 and to share some practice matters relating
to the application of FIN 46 that may aid in your determination of whether a deferral is
necessary.

We believe that most enterprises have found the breadth of the Interpretation’s scope and
applicability to certain entities, especially those whose primary assets are nonfinancial, to be a
significant implementation challenge. Many initially presumed that FIN 46 was meant to
address entities previously considered special-purpose entities and transactions involving
commercial paper conduits, securitizations, collateralized-bond and commercial-loan obligations,
and leasing and synthetic leasing transactions. However, as you are aware, many more entities,
regardless of the nature of their activities, may be variable interest entities (“VIEs”), as defined
in the Interpretation. The implementation period provided for in FIN 46 for such a far-reaching
document was relatively short. Therefore, in order to give preparers sufficient time to correctly
adopt the Interpretation, PwC supports a deferral of the effective date of FIN 46 for variable
interests held by a public entity in a VIE that (a) was not previously considered to be a special-
purpose entity and (b) has assets that are predominately nonfinancial.

We observe that while the intent of FIN 46 was to create a principles-based standard, much of
the guidance included in the Interpretation appears to be rules-based. The Interpretation is
extremely complex and untested. Based on our work to date, the Interpretation requires
significant time to understand and implement. In addition, we note that there are significant
implementation issues that remain unanswered, as evidenced by your proposed FASB Staff
Positions (FSPs). In fact, without additional implementation guidance, only some of which is
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addressed in the proposed FSPs, we question whether the FIN 46 consolidation model is
operational, and believe that there is only a low likelihood of a consistent and quality
implementation of the Interpretation.

As discussed above, in addition to the proposed FSPs, there are several significant unresolved
issues related to implementing the Interpretation that we believe, absent guidance from the
Board, may result in the Interpretation not being operational, or will likely result in diversity in
practice. Because this letter is intended to address the possible deferral of the adoption of FIN
46, we have only included a brief description of some of these issues. If the Board is interested,
PwC could provide a detailed description of the implementation issues with which practice is
currently struggling. In addition, there are significant issues related to the proposed FSPs that we
have not mentioned in this letter, which we believe further support deferral. We will share our
views on the proposed FSPs as part of the formal comment letter process.

Some key unresolved issues include:

e Paragraph 5(a)(3) and fees received by equity investors: It is unclear to us whether all fees

received by equity investors would reduce an enterprise’s equity investment. For
example, a literal reading of the guidance suggests that fees provided for ongoing services
that are at fair market value would reduce an enterprise’s equity investment at risk, while
others are of the view that these types of fees would not. The classic examples are fair
value development fees and project management fees that are paid to a real estate
developer after the original formation of a real estate partnership. This issue also
illustrates the “rule-based” versus “principle-based” conflict, with one view seemingly
constituting a rule while the other view, based on the economics of the arrangement,
constitutes a principle.

e  Whether other variable interests held by an equity investor should be considered when
evaluating paragraph S(b)(1): Paragraph 5(b)(1) applies to the entire group of holders of
the equity investment at risk. However, an equity holder may hold rights by contract,
such as a management agreement, which if held by a party other than an equity investor
would result in the entity being a VIE. Conversely, a literal interpretation of paragraph
5(b)(1) would indicate that in those circumstances, as a group, the holders of the equity
investment at risk would still meet the characteristics of control.

o Non-recognition of goodwill for certain transactions that meet the conditions of a business
combination: Until the Board considers this issue as part of its project on Business

Combinations, there will be two ways to account for a business combination resulting in
inconsistent accounting for these transactions. Further, we question the logic produced by
a literal reading of paragraph 21 of FIN 46 regarding the extraordinary loss recognized
upon acquisition of a business and that none of that loss would be allocated to
noncontrolling interests.

2



PRICEAATERHOUSE(COPERS

Allocation of losses in consolidation to noncontrolling interest holders: FASB Statement
No. 150, Accounting for Certain Financial Instruments with Characteristics of both
Liabilities and Equity, precludes the allocation of losses to debt instruments. FIN 46
creates the notion of a variable interest but gives no special consolidation guidance. Some
believe that additional guidance is necessary to allow for the allocation of losses to the
holders of variable interests when a VIE is consolidated under FIN 46.

Transactions between the primary beneficiary and its consolidated VIE or between a
consolidated VIE and a consolidated subsidiary: Existing guidance for transactions
between entities under common control generally requires that transfers of a business or
long-term assets be accounted for at historical cost, rather than at fair value, in the
separate financial statements of each entity that is party to the transaction. While FIN 46
helps define a controlling financial interest and it may appear clear that transfers between
the parent or its consolidated subsidiary and an entity consolidated under FIN 46 would be
recorded at historical cost, some may questions the logic of that answer when a jointly
controlled joint venture is consolidated solely because of a sale restriction that creates a de
facto agency relationship pursuant to paragraph 16(d)(1).

Footnote six and the last sentence in paragraph 5(b): Many entities appear to be a VIE
based solely on a cross sell restriction and the interplay of paragraphs 5(b) and 16(d)(1).

Assume that a partnership is formed. Investor A has a 55% interest, Investor B has a 45%
interest, and both investors have equal voting rights. Also, assume that the governing
documents include a provision that places a restriction on each partner’s ability to sell
their interest without the approval of the other partner. Pursuant to the related party
guidance in paragraph 16(d)(1) of the Interpretation, this restriction creates a de facto
agency relationship between the partners. This de facto agency relationship also affects
the determination of whether this entity is a VIE because related parties are combined for
the purposes of analyzing criterion (ii) in the last sentence in paragraph 5(b) of FIN 46.
Because Investor A has disproportionately fewer voting rights and substantially all of the
entity’s activities are conducted on behalf of Investor A and its related parties (i.e.,
Investor B), the venture is a VIE. Some question the logic of a jointly controlled joint
venture being consolidated based solely on cross sale restrictions.

The aforementioned issues provide only a brief outline of a few of the many unresolved
implementation issues. Beyond the inability to successfully implement the Interpretation without
additional guidance, concerns relating to the ability to audit such information within the time
constraints imposed by the existing effective dates further illustrate that deferral of the effective
date of FIN 46 would be a wise course of action. Although the resolution of audit related matters
are not within the control of the Board, we believe that there are significant audit related
concerns as well and consideration of those concerns may be useful when determining whether
deferral of the adoption of FIN 46 is necessary and perhaps, the length of time of that deferral.
Should the Board wish, we would be pleased to share our concerns with respect to audit related
issues created by FIN 46.
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Although the Board appears to be considering a deferral of the effective date of FIN 46 for VIEs
that have assets that are predominately nonfinancial, PwC also recommends that the deferral
apply to all VIEs, including those that have assets that are predominantly financial in nature.
This broader deferral would avoid having an enterprise adopt the Interpretation in the current
quarter for VIEs that are predominantly financial in nature and at a later date for VIEs that are
nonfinancial in nature — two possibly significant changes in accounting in a short period. We
believe that a consistent adoption date for all VIEs by enterprises would improve the financial
information being reported to users of financial statements. A broader deferral would also avoid
some potential scope challenges around the need to differentiate those VIEs subject to, and those
VIEs not subject to, deferral.

In conclusion, we believe that a general deferral of the adoption of FIN 46 would contribute to
the achievement of the Board’s goals of improving financial reporting through a more consistent
application of consolidation policies to VIEs. We believe that in order to provide the users of
financial statements with representationally faithful and relevant information, the existing
significant implementation issues that may cause diversity in practice should be addressed before
adoption is required in order for this complex consolidation model to be operational and
consistently applied. We recommend that length of deferral be determined based on resolution
of the key implementation issues and a reasonable period of time for preparers to consider the
Board’s conclusions regarding those issues as part of their implementation. PwC is prepared to
work with the Board in whatever manner is appropriate to assist in highlighting and resolving the
key implementation issues necessary for consistent application of FIN 46.
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If you should have any questions regarding our comments, please feel free to contact Doug
Tanner at (973) 236-7282.

Sincerely,

PricewaterhouseCoopers LLP
Cc: Board Members — FASB

Lawrence W. Smith, Director - Technical Application and Implementation Activities
and EITF Chair - FASB
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