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Dear Board Members: 

We are pleased to comment on the FASB Exposure Draft of a Proposed Statement of 
Financial Accounting Standards, Qualifying Special-Purpose Entities and Isolation of 
Transferred Assets, an amendment of FASB Statement No. 140, dated June 10,2003 (the 
"Exposure Draft" or the "Proposed Standard"). Our overall recommendation is that the 
Board deal with the issues covered by the proposed amendment in two separate projects. 
The first should address isolation of transferred assets, reissuances of beneficial interests 
(in a more simplified manner than is currently proposed in the Exposure Draft), and the 
types of financial instruments that a qualifying special-purpose entity (QSPE) can hold. 
The second project should consider (more broadly than is currently proposed in the 
Exposure Draft) how and whether the control-based model in FASB Statement No. 140, 
Accounting for Transfers and Servicing of Financial Assets and Extinguishments of 
Liabilities (FASB 140), should be modified in light ofthe Board's more recently 
developed risk-and-rewards-based approach in FASB Interpretation No. 46, 
Consolidation of Variable Interest Entities (FIN 46). 

We provide general comments on each of those aspects of the proposed amendments 
below. Appendix A to this letter includes our more detailed comments on specified 
paragraph amendments. 

Isolation of Transferred Assets, Reissuances of Beneficial Interests, and Financial 
Instruments a QSPE Can Hold 

We believe that the Board should limit its amendments to FASB 140 at this time to those 
related to isolation of transferred assets (paragraph 9(a)), a QSPE's ability to reissue 
beneficial interest, and clarifying what assets that a QSPE can hold. In addition, we 
suggest the Board simplify its approach to addressing reissuances by considering the 
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passive, non-decision making characteristic of a QSPE rather than the risk and reward 
profile of parties unrelated to the transferor. As noted in our more detailed comments in 
Appendix A, we believe those limited issues can be addressed without fundamental 
changes to the current FASB 140 control-based model. Our main concern with the 
other proposed amendments as currently drafted is that they go beyond what is necessary 
to resolve the Board's concerns about whether the transferor has relinquished control, and 
they often will result in continued recognition of assets over which the transferor has 
effectively surrendered control. 

For example, the existence of common contractual terms between an SPE and a transferor 
would disqualify an entity from QSPE status based on the proposed amendments to 
paragraph 35( c )(2) and 35( e), resulting in financing treatment pursuant to paragraph 9(b) 
ofFASB 140 (because the transferee is not a QSPE and the transferee is constrained from 
pledging the transferred assets). Although those types of contractual provisions may 
affect the risk exposure of the transferor and the SPE, they do not affect the assessment of 
whether control over the assets has been relinquished, which is the cornerstone of FASB 
140. In the context of a control-based model for derecognition, it is unclear to us why 
the Board believes such sweeping restrictions on contracts held by an SPE are necessary. 

Control-Based Model versus Risks-and-Rewards Model 

We understand and appreciate the Board's concern that FIN 46's scope exception for 
QSPEs may result in an increase in transaction structures designed as QSPEs to avoid the 
consolidation provisions of FIN 46. However, we believe that some of the Board's 
proposed conclusions, which incorporate aspects of the risk-and-rewards-based approach 
in FIN 46, provide a novel interpretation of, or are perhaps inconsistent with, the 
fundamental principles in FASB 140. This raises a number of concerns, which are 
discussed below. We do not believe that the Board should reconsider only portions of the 
control-based model in FASB 140, and believe that the Board should refrain from 
attempting to integrate aspects of a risks-and-rewards based model with the control-based 
model on a piecemeal basis. If the Board believes that such an integration is necessary 
on an overall basis--covering securitization transactions and other types of financial 
asset transfers-we suggest that the Board undertake a separate project to evaluate and 
assess more comprehensively the effects of integrating the two models. 

Under the proposed amendments, the conditions that must be met to achieve QSPE status 
would be more restrictive than current requirements in FASB 140. Paragraphs A5 and 
A6 of the Exposure Draft indicate the Board's belief that only a passive, pass-through 
entity should be permitted to achieve QSPE status. It is our understanding that FASB 
140's current guidance on QSPEs was designed to provide that an entity was sufficiently 
(rather than completely) passive so that the transferor or its agents lacked opportunities to 
exert substantive ongoing control over the transferred financial assets. We believe it is 
this difference in perspectives that has led the Board to introduce to the FASB 140 
control-based model aspects of the risk-and-rewards model in FIN 46. We do not 
disregard that the notion of a completely passive entity might provide a theoretically 
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useful bright line for determining QSPE status. However, in the context of the FASB 140 
control-based model, we are not convinced that it is necessary that an SPE be a 
completely passive entity to conclude that control over transferred assets has effectively 
been relinquished. 

In many structured transactions (including those that involve nonfinancial assets), it is 
difficult to determine who, if anyone, has control over the assets transferred. We believe 
there are two salient points to consider: 

• First, in many securitizations, there is a natural tension between the varied interests of 
the investors regarding control. That is, investors seek both isolation from the 
transferor's creditors and protection from transferor actions that potentially could be 
detrimental to or alter the risk profile of their investments. On the other hand, the 
investors do not typically seek or desire active control because they are making a 
passive investment with a targeted, predetermined risk profile. The concept of a 
QSPE in FASB 140 provides a way to meet paragraph 9(b) (which discusses the 
transferee's right to pledge or exchange assets) when the transferor has effectively 
relinquished control because many securitization transactions understandably 
preclude the vehicle from pledging or selling financial assets transferred to it in order 
to achieve the sought after investor protection objectives. 

• Second, as discussed below, the Board has recognized that financial assets are 
operationally distinct from nonfinancial assets. Thus, the pressure to infer control 
(the premise of FIN 46's approach to variable interest entities) is less intense-there 
are fewer operating decisions for the entity to make because of the nature of the 
assets.l 

It is clear that FIN 46 is based on a different perspective: control should and can be 
inferred by identifying the primary beneficiary of an entity's expected losses or expected 
residual returns-notwithstanding whether the primary beneficiary lacks substantive 
ongoing control rights. Put another way, FIN 46 uses exposure to risk and rewards as the 
key to identifying the party that would be presumed to sufficiently control an entity to 
warrant consolidation. Each of the two perspectives (lack of ability to control under FAS 
140 versus inferred control under FIN 46) naturally can lead to different conclusions 
about the party with whom control rests. 

We have identified four approaches that the Board might consider for dealing with the 
co-existence of these two perspectives. 

Approach 1. Impose additional limitations on the activities a QSPE can undertake 
because FAS 140 currently permits, in the judgment of the FASB, too 
broad a range of activities (for example, decisions involved in 
reissuing beneficial interests). Put another way, further tie the hands 
of a QSPE to reduce the possibility that the transferor continues, in 

1 There may be operating decisions in securitizations where the vehicle's asset portfolio is managed. 
Appropriately, FASB 140 prohibits asset management (as distinct from asset servicing) for QSPEs. 
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Approach 2. 

Approach 3. 

Approach 4. 

some fashion, to exercise control over the transferred financial assets 
or the benefits therein. 

Impose conditions on QSPEs that would make it more unlikely that the 
transferor would have the risk-reward profile of a primary beneficiary 
under FIN 46. 

Reconsider the compatibility of the derecognition criteria of FAS 140 
in light of the de facto recognition requirements (via consolidation) of 
FIN 46. 

Seek a new approach that is neither control-based nor risks-and­
rewards based. 

The Exposure Draft explicitly addresses two of these approaches. Approach I is 
reflected in parts of paragraph 35(f) and Approach 2 is reflected in paragraph 35(e) and 
paragraph 35(f). While we support the first approach, we are concerned with the second. 
In essence, it indirectly represents a contradiction to (some might say a renouncement of) 
the control concept in FAS 140 (resulting in a piecemeal adoption of Approach 3). That 
is, exposure to ongoing risks in the transferred assets or SPE as described in paragraph 
35(e) or 35(f) will likely result in ongoing recognition by the transferor of assets 
transferred to a QSPE even if, from a control perspective, derecognition would be 
appropriate. 

The Board acknowledges this outcome in paragraph AI2 which states, in part, "those 
additional requirements result from concerns about the potential for enterprises to execute 
transfers that do not change their economic position in any essential way but that 
significantly change their financial statements." 2 In essence, the Proposed Standard is 
asserting that relinquishment of control, in the absence of certain types of risk transfer, 
does not change economic position in any essential way. To us, that conclusion appears 
fundamentally at odds with the control notion of FASB 140? We are also troubled by the 
fact that, under the FIN 46 risk-and-rewards-type model, the mechanics or form of risk 
retention have such a significant bearing. In other words, a retained subordinated 
interest, exposing the transferor to substantive and ongoing credit or prepayment risk, 
would be compatible with QSPE status, whereas a recourse obligation or a guarantee 
would not. 

2 Some might disagree with the statement as currently worded. They would perceive that an enterprise has 
changed its economic position - it has obtained cash, it has lost the opportunity to transfer the financial 
assets later, when market conditions may be more advantageous, and typically it has capped its exposure to 
catastrophic credit losses. The Board might want to consider re-wording this statement along the lines of " . 
. . concerns about the potential for enterprises to execute transfers that do not change their risk exposure 
rrofile in any essential way." 

Paragraph 138 FASB 140 indicates that control, rather than exposure to risks and rewards, was the 
conceptual underpinning of FASB 77, Reporting by Transferors for Transfers of Receivables with 
Recourse, FASB 125, Accountingfor Transfers and Servicing of Financial Assets and Extinguishments of 
Liabilities, and FASB 140. 
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At the surface, the issue is whether derecognition of assets transferred to a QSPE (based 
on contractual lack of control) can be conceptually reconciled to inferred control under 
FIN 46. FIN 46 eliminates the potential for conflict by excluding from its scope QSPEs. 
Conceptually, a difference in approaches between nonfinancial assets (as are covered by 
FIN 46) and financial assets (as covered by FASB 140) was supported by the Board in 
FASB 140, which acknowledges that financial assets are unique. The FASB was 
unwilling to extend the control model for derecognition to nonfinancial assets, stating the 
following: 

However, the Board believes that financial and nonfinancial assets have 
significantly different characteristics, and it is not clear to what extent the 
financial-components approach is applicable to nonfinancial assets. Nonfinancial 
assets have a variety of operational uses, and management skill plays a 
considerable role in obtaining the greatest value from those assets. In contrast, 
financial assets have no operational use ... (paragraph 148, emphasis added) 

The more important issue is whether the amendments the Board is proposing represent a 
fundamental change in the underlying concepts of FASB 140. If so, the Board should 
consider a direct reassessment of these concepts in a separate project rather than focusing 
narrowly on a common vehicle used to accomplish a securitization. We do not advocate 
this approach, however, we are aware that many ofthe Board's constituents and other 
observers have significant concerns that FASB 140 inappropriately results in off-balance 
sheet financing. Further, other constituents express skepticism over the quality of 
eamings resulting from "gain on sale" accounting. We do not believe those issues can or 
should be resolved through a "quick fix" that results in the selective application of a FIN 
46 type approach to derecognition of financial assets. 

Linked Presentation 
If the Board concludes that it must address constituent concerns about FASB 140 and/or 
reconsider the concepts underlying FASB 140 in light of the FIN 46 consolidation model, 
we believe that the appropriate way to deal with the legitimate concerns and to bridge the 
g~p between the two conflicting models is through the linked presentation approach that 
we suggested in our comment letter on the FASB Exposure Draft that led to the issuance 
ofFASB 140. Beginning with FASB 77, Reporting by Transferorsfor Transfers of 
Receivables with Recourse, the FASB has wrestled with its choice between two models 
(each with advantages and disadvantages) for determining whether a transfer of financial 
assets fundamentally represents a sale or a secured financing. Neither the control-based 
model or the risks and rewards model resolves the issue in all cases to everyone's 
satisfaction. Thus, we urge the Board to consider whether the linked approach - under 
appropriate circumstances - is the most satisfactory way to faithfully represent that the 
transferor's economic position has changed but that important exposure to risk continues. 
Appendix B includes an excerpt from our comment letter dated September 24, 1999 on 
this point. 
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International Convergence 
One advantage of a broader project to reconsider the conceptual underpinnings of FASB 
140 is that it could provide an opportunity to further international convergence with 
respect to derecognition of financial assets. The International Accounting Standards 
Board has itself been wrestling with issues that arise from attempting to integrate a 
control-based model and a risk-and-rewards model and is likely to adopt an interim 
compromise standard that differs from FASB 140. Given the size of the securitization 
markets both within and outside the United States, investors would greatly benefit from 
convergence between the FASB and the IASB in this area. 

Summary 
We do not believe the issuance of a final standard without significant changes to the 
Exposure Draft would improve financial reporting. In general, we are concerned that the 
Proposed Standard would result in a transferor continuing to recognize assets over which 
it has effectively surrendered control. We suggest that the Board limit its proposed 
amendments to those dealing with the isolation of transferred assets, a QSPE's ability to 
reissue beneficial interests, and the assets a QSPE can hold, and address those issues 
within the current principles in FASB 140. We do not advocate the Board proposing 
fundamental changes to the control model for QSPEs, in an attempt to make it compatible 
with the risk-and-rewards model of FIN 46 without the benefit of a full reconsideration of 
FASB 140. If the Board believes it should fundamentally reconsider the control-based 
model within FASB 140 in its entirety we continue to believe an adoption of a linked 
presentation would alleviate many of the current difficulties. 

Finally in Appendix C, we have identified two additional issues relating to QSPEs that 
we propose to the Board for consideration as part of this project to amend FASB 140 or 
as a separate undertaking. The first issue concerns call options held by third parties and 
whether different circumstances such as physical settlement and termination of the 
structure would preclude QSPE status. The second issue relates to the accounting for 
retained mortgage servicing rights. 

If you have any questions regarding our response, please contact Bob Uhl at 203-761-
3705 or Jim Johnson at 203-761-3709. 

Yours truly, 

Deloitte & Touche, LLP 



APPENDIX A 
DELOITTE & TOUCHE LLP COMMENTS 

FASB EXPOSURE DRAFT 
QUALIFYING SPECIAL-PURPOSE ENTITIES 
AND ISOLATION OF TRANSFERRED ASSETS 

AN AMENDMENT OF FASB STATEMENT NO. 140 

This appendix provides comments on the specific amendments proposed in the Exposure 
Draft. Regardless of whether the Board agrees with our suggestion to limit the scope of 
its current project and deal with certain issues more broadly in a separate project, we 
believe the current proposals should be modified to address a number of issues that we 
raise below. 

AMENDMENT TO PARAGRAPH 35(c)(I) 

The proposed amendment to paragraph 35(c)(1) would prohibit a qualifying special­
purpose entity (QSPE) from holding "equity instruments." It is not clear whether the 
term refers to any financial instrument that would be classified as equity or temporary 
equity by its issuer, or whether the term is meant to be similar to the definition in FASB 
Statement No. 115, Accounting for Certain Investments in Debt and Equity Securities. 
For example, could a QSPE hold preferred stock that is subject to separate transferred 
purchased puts and written calls (assuming that the exercise of the put was pre­
determined and thus not a decision for the entity to make) because such an instrument is 
an instrument within equity for the issuer, but is considered a debt security for an 
investor. A definition of equity instruments in paragraph 35( c)(1) is needed to ensure 
consistency in implementation. We recommend the Board consider using a definition 
similar to that of an equity security in FASB 115. 

We would also suggest that the Board clarify that a QSPE could hold equity instruments 
on a temporary basis if they were received in connection with the collection of the 
financial assets it holds; equivalent to the exception in paragraph 35(c)(5) allowing a 
QSPE the ability to temporarily hold nonfinancial assets. That is, we suggest the Board 
also amend paragraph 35(c)(5) to read "Temporarily, nonfinancial assets or equity 
instruments ... .. " 

Finally we suggest that the Board clarify whether the prohibition on holding equity 
instruments applies to freestanding instruments, embedded instruments, or both. For 
example, would a QSPE be precluded from holding convertible debt (assuming the 
decisions to exercise the conversion option and sell the resulting equity securities were 
pre-determined and automatic.) 

AMENDMENT TO PARAGRAPH 35(c)(2) 

We are concerned with the proposed amendment which determines whether an entity that 
is party to a derivative is a QSPE based on a distinction of who is the counterparty to the 
derivative (the transferor or a party other than the transferor). We acknowledge that the 



question of who is the counterparty to certain derivatives is relevant for determining 
whether sale accounting is appropriate (e.g., a call option on transferred financial assets 
held by the transferor) because the derivative may provide the transferor with effective 
control over the transferred assets. However, by applying the prohibition broadly to all, 
and not just certain, derivatives this proposed amendment appears to be incorporating a 
risk/rewards notion into determining whether an entity is a QSPE, and ultimately whether 
a transfer of financial assets is a sale. The incorporation of this risk-and-rewards notion 
in this blanket prohibition on derivatives with the transferor (or its agents or affiliates) 
does not appear to be consistent with the control model on which FASB 140 was 
founded. 

Consider an example in which a transferor transfers fixed rate financial assets to an SPE 
that issues variable rate beneficial interests to third parties. Except for proposed 
paragraph 35( c )(2), the SPE meets the conditions for a QSPE, including the fact that it is 
appropriately constrained from selling or disposing of the financial assets. The only 
continuing involvement of the transferor is a "plain vanilla" interest rate swap with the 
SPE. The interest rate swap would not obligate the transferor to absorb the majority of 
the expected losses, nor receive a majority of the expected residual returns of the SPE if it 
were a variable interest entity.4 

Our understanding of the proposed amendment is that the SPE would fail to qualify as a 
QSPE. Because the SPE is not a QSPE and because the SPE is constrained from 
pledging or exchanging the assets while providing more than a trivial benefit to the 
transferor (providing "more than a trivial benefit" is a presumption within FASB 140 that 
appears difficult to overcome if there is any continuing involvement), the transferor 
would account for the transfer as a secured borrowing. It does not appear to us that the 
transferor has retained control over the financial assets or that the transferor has a 
controlling financial interest in the SPE. 

However, if the transferor was to embed the interest rate swap within a retained interest, 
our understanding is that the SPE could be a QSPE, and the transferor would account for 
the transfer as a sale. While the form is different, the economics are very similar. It 
appears that the form results in a very different accounting. A similar dichotomy exists 
with respect to credit risk. A direct promise (via a guarantee) prohibits QSPE status (a 
point we discuss below with regard to paragraph 35( e)), whereas a "guarantee" expressed 
as a subordinated retained interest does not. The distinction of whether an entity is a 
QSPE or whether a transfer is a sale should not be based on form when different forms of 
interests can have similar economic substance. 

For the reasons cited, we do not believe the Board should include this proposed 
amendment in the final standard. If the Board believes that F ASB 140' s control model is 
deficient and needs to incorporate some aspects of a risks-and-rewards approach, then we 
believe this should be considered in a second project addressing all aspects of FASB 140 
and not just QSPEs. 

4 Paragraph B6 of FIN 46 indicates that by themselves, derivative instruments with underlyings that are 
market interest rates probably will not cause the holder to be the primary beneficiary. 
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If the Board decides to retain the proposed amendment, we believe there may be 
implementation issues with respect to "agents" in paragraph 35( c )(2). Although the term 
"agent" is defined in FASB 140, we suggest the Board provide further clarification on 
whether or when another party is an agent. For example it is often difficult to identify 
whether another party is acting as an agent on behalf of the transferor. Assume an 
unrelated party, such as a bank, enters into a derivative with the SPE and then the bank 
enters into, at the same time, a mirror derivative with the transferor. Would the bank be 
deemed an agent? Would the answer change if the derivatives did not have exactly the 
same terms or if there was some minimal period in the interval between the time each 
derivative was entered into? Guidance addressing some of these issues would help 
constituents apply the standard consistently.5 

ADDITION OF PARAGRAPH 35(e) 

Proposed paragraph 35(e) poses additional restrictions on the QSPE and seems somewhat 
redundant to the proposed revisions to paragraph 35(c)(2). That is, paragraph 35(c)(2) 
proposes to prohibit a transferee from entering into l!!lY.derivatives with the transferor, 
whereas paragraph 35(e) focuses on contracts that can result in the transferor delivering 
cash or other assets to the transferee. Therefore, many of our comments on paragraph 
35(c)(2) are relevant to paragraph 35(e). 

In addition, we believe that a blanket prohibition on the transferor (or its affiliates or 
agents) delivering additional cash or other assets to the SPE or its beneficial interest 
holders creates an unrealistic condition to qualify for QSPE status under FASB 140. It is 
common in transfers of financial assets, including those to QSPEs, for a transaction to 
include standard representations and warranties that require the transferor, for example, 
to replace defective receivables. Further, a transferor may provide a direct credit 
guarantee for some small proportion of the transferred assets.6 These terms may be 
evidence that the transferor has retained risks in the transferred assets but they are not 
evidence that the transferor has retained control over the transferred assets or control over 
the SPE. 

In addition, we are concerned that the limits and thresholds proposed in paragraph 35(e) 
seem to be an approach to determining QSPE status that is not based on a QSPE's 
activities, but is instead based on the FIN 46 inferred control concepts. We recognize that 
the Board is concerned about SPEs being restructured to be QSPEs to avoid consolidation 

5 Back-to-back swap arrangements are common in securitizations. First, the credit risk of the 
intermediating financial institution mitigates investor or rating agency concerns about counterparty 
performance. However, the intermediating financial institution often absorbs the issuer's credit risk in that 
the default of the issuer does not relieve the financial institutions rights and obligations on the swap. Also, 
many swaps do not purely mirror one another. Often the transferor (via its swap with the financial 
intermediary) retains risks inherent in the transferred assets (for example, prepayment risk) that the 
intermediating financial institution is unwilling to accept at a price that is acceptable to the transferor. 
6 Securitizations typically avoid direct guarantees-they complicate satisfaction of the credit protection 
objectives of the investors (reflected in FASB l40's isolation requirement}-in favor of over­
collateralization, retained subordinated interests. and accumulating cash reserve accounts. 
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given the scope exception in FIN 46. However, we feel that the isolation and surrender 
of control over assets, which is the basis for the derecognition model in FASB 140, 
continues to be a legitimate basis for derecognition and non-consolidation, and the FASB 
140 approach should not be altered to accommodate the FIN 46 risk-and-rewards 
approach. 

Further, incorporating some but not all of the FIN 46 risks-and-rewards notions into 
FASB 140 may preclude sale accounting when the transferor neither has control over the 
transferred assets, nor is deemed to control the transferee under the guidance in FIN 46. 
To illustrate, if assets default in a QSPE and the transferor is obligated under a guarantee 
to pay the defaulted amount - it would currently fail QSPE status under the proposed 
amendment. Also, assume the transferor's guarantee is limited such that it is not a 
variabl6 interest of the entity or is not a significant variable interest of the entity. The 
result of the proposed amendment would be that the transferor would recognize the 
transfer as a secured borrowing (the vehicle is constrained under paragraph 9(b)) even 
though the transferor has surrendered control over the assets. In addition, the transferor 
would not otherwise be required to consolidate the entity under FIN 46. 

We are reluctant to see the Board introducing a risk-and-rewards notion after having 
developed a model focused on control, legal isolation, and activities of an SPE, especially 
given the numerous issues and difficulties we are facing in implementing FIN 46. The 
control model for transfers of financial assets has been affirmed several times over the 
past years by boards with differing Board members. If there is a desire to move to a risk­
and-rewards model, we believe that the Board should broadly reconsider the 
derecognition model in a separate project and would again recommend using a linked 
presentation approach as discussed in our previous FASB 140 comment letter and in 
Appendix B. 

ADDITION OF PARAGRAPH 35(f) 

Paragraph 35(f) proposes additional limits on SPEs that have the ability to reissue 
beneficial interests. Those limitations have to do with outside parties' involvement with 
the SPE, and are analogous to guidance in FIN 46 on whether an entity is a VIE. Thus, 
this paragraph implies that the guidance in FIN 46 and that in FASB 140 are interrelated 
when, in fact, they are not - other than by the exception for QSPEs in FIN 46. We 
wonder if many ofthe Board's concerns arise because the FIN 46 scope exception 
encompasses non-transferors. If the Board is troubled by outside parties' involvement in 
an SPE and the effects of the FIN 46 scope exception, we feel this could be addressed 
separately from the FASB 140 amendment. That is, the Board could amend FIN 46 to 
incorporate further limitations on the use of the scope exception for QSPEs in paragraph 
4(d). We are particularly concerned by the addition by the proposed amendments of 
notions that are essentially drawn from, and therefore subject to, the same FIN 46 
implementation difficulties. 

Therefore, we recommend that the Board not proceed with this proposed amendment in 
paragraph 35(f) in a final standard. We believe that a better approach would be to focus 
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on strictly limiting the discretion allowed in the decision making involved in the 
reissuance of beneficial interests. This would appear more consistent with the Board's 
notion that the activities of a QSPE should be significantly limited. 

Regardless of the direction the Board decides to take, we suggest the Board provide 
guidance to explain what is meant by "reissuances" or it is possible that different 
interpretations will arise. We assume, unless clarified, that a reissuance includes only 
direct issuances by the QSPE of beneficial interests in previously transferred assets where 
the proceeds are used to retire maturing third-party beneficial interests. We assume that a 
reissuance excludes (1) one beneficial interest holder (including the transferor) selling to 
another party its beneficial interests prior to maturity (2) a remarketing where, prior to 
maturity of the beneficial interest, a beneficial interest holder must or can sell its interests 
to different parties, or (3) issuances of additional beneficial interests in connection with 
transfers of new assets to a QSPE. In the first two instances, the QSPE is not issuing any 
interests and is not involved in the transfer other than possibly from an administrative 
standpoint. In the third instance, we see no basis to conclude there is a reissuance. 

An addition to the glossary defining that a reissuance involves applying the proceeds of 
new issuances of beneficial interests to retire maturing beneficial interests would be 
helpful. We also believe there is a need for expansion on the term "commitments" to 
SPEs as discussed in paragraph 35( e) (if retained) to conform the wording to discussion 
of commitments to BIHs in paragraph 35(f) (if retained)-that is, provide a specific list 
of what is included under the term "commitments." 

Additionally, if the Board decides to retain the proposed amendment in paragraph 35(f), 
we recommend that the Board clarify whether parties other than the transferor may enter 
into commitments directly with the beneficial interest holders in a QSPE and still comply 
with paragraph 35(f)(1). Currently, paragraph 35(f)(1) only explicitly places restrictions 
on "commitments to the SPE", unlike paragraph 35(e) which prohibits a transferor from 
entering into similar arrangements with "the SPE or its BIHs." If paragraph 35(f)(1) is 
revised, the same revisions would apply to paragraphs 35(f)(2) and 35(f)(3). 

AMENDMENT TO PARAGRAPH 83 

We are unclear on what the relationship is between meeting the criteria in paragraph 9 
and achieving QSPE status in Paragraph 83, and why the Board has defined them to be 
causally related. That is, paragraph 9 provides guidance on when an entity has 
surrendered control for purposes of accounting for a transfer as a sale. Paragraph 9(b) 
recognizes two methods by which transferors surrender control over transferred financial 
assets. One is the direct method in which the transferee has the right to pledge or 
exchange the assets and no condition both constrains the transferee from taking 
advantage of such right and provides more than a trivial benefit to the transferor. The 
indirect method is reserved exclusively for QSPEs whereby the same effect can be 
achieved by investors that are free to pledge or exchange their beneficial interests in the 
QSPE, even though the QSPE is restricted from directly pledging or exchanging the 

5 



assets. Those criteria are part of FASB 140' s general principles, and there currently are 
no exceptions to their application. 

We believe the criteria in paragraph 9 and the criteria to be met to be a QSPE should be 
assessed independently. For example, we believe that if the transferee is an entity that is 
constrained from pledging or exchanging the transferred assets by its governing 
documents and does not meet the conditions for a QSPE, the transfer may still be a sale if 
the constraints placed on the transferee provide only a trivial benefit to the transferor. 

In the same line, the proposed amendment to paragraph 83 does not appear to consider 
the situation and response described in Q&A 22A of A Guide to Implementation of 
Statement 140 on Accounting for Transfers and Servicing of Financial Assets and 
Extinguishments of Liabilities, which states: 

Q--Assume an entity transfers financial assets to an entity that is not a qualifying 
SPE. The transferee is significantly limited in its ability to pledge or exchange 
the transferred assets. The transferor receives cash in return for the transferred 
assets and has no continuing involvement with the transferred assets-no 
servicing responsibilities, no participation in future cash flows, no recourse 
obligations other than standard representations and warranties that the financial 
assets transferred met the delivery requirements under the arrangements, no 
further involvement of any kind. Does the transfer meet the requirements of 
paragraph 9(b) of Statement 140? 

A--Yes. For a transfer to fail to meet the requirements of paragraph 9(b), 
the transferee must be constrained from pledging or exchanging the 
transferred asset and the transferor must receive more than a trivial benefit 
as a result of the constraint. As noted in paragraph 166 of Statement 140, " ... 
transferred assets from which the transferor can obtain no further benefits are no 
longer its assets and should be removed from its statement of financial position." 

For transfers to an entity that is not a qualifying SPE after which the transferor 
does have any continuing involvement, an evaluation must be made as to whether 
the requirements of paragraph 9(b), as explained by paragraphs 29-34 of 
Statement 140, have been met. 

Finally, we do not understand how the guidance in paragraph 83 should be applied 
outside of a securitization context. For example, assume that a substantive buyer of a 
transferor's receivables buys the financial assets from a bankruptcy remote subsidiary 
that the transferor established to further isolate the substantive buyer from the transferor's 
credit risk. If our reading of the amended paragraph 83 is correct, this would appear to 
cause the transaction to fail the sale criteria of FASB 140 (the second step transferred 
assets to a substantive entity rather than a QSPE). We are unsure why this should be the 
outcome. 
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APPENDIXB 
DELOITTE & TOUCHE LLP COMMENTS 

FASB EXPOSURE DRAFT 
QUALIFYING SPECIAL-PURPOSE ENTITIES 
AND ISOLATION OF TRANSFERRED ASSETS 

AN AMENDMENT OF FASB STATEMENT NO. 140 

As noted in our cover letter, if the Board decides that a reconsideration of the 
fundamental principles ofFASB 140 is necessary, we believe that the Board should 
consider alternatives in addition to the FIN 46 risk-and-rewards approach. One 
alternative for derecognition that we have proposed in the past is the linked presentation 
approach. The linked approach permits proceeds that qualify for the linked presentation 
to be deducted from the portion of the financial assets transferred. 

The Board noted in paragraph 103 ofFASB 125 that the linked presentation approach 
had some appeal because it highlights significant information about transactions that have 
characteristics of both sales and borrowings. We also note that a form of linked 
presentation is permitted in the United Kingdom, providing the Board an opportunity (if 
it chooses to further explore the linked presentation approach) to evaluate the 
effectiveness and the costs and benefits of the UK model. 

If the linked presentation approach is considered, the Board would need to develop 
criteria to determine which transactions qualify for linked presentation. The following are 
excerpts from our firm comment letter dated September 24, 1999 which we submitted to 
the FASB in response to a request for comments on the Exposure Draft, Accounting for 
Transfers and Servicing of Financial Assets and Extinguishments of Liabilities, an 
Amendment of FASB Statement No. 125. That comment letter provides a more detailed 
discussion of the linked presentation approach, including its perceived benefits. 

THE LINKED APPROACH 

We believe that the rules for accounting for a transfer of financial assets [as proposed in 
the Exposure Draft to amend FASB 125] are overly complex and, as a result of the 
complexity, they are being applied on the basis of form. The difficulty of resolving the 
ROAPs issue and the need to provide considerable additional guidance (the FASB staff 
implementation guide, EITF issues, the proposed Technical Bulletin and Exposure Draft) 
evidences the complexity of Statement 125. Part of the reason the Board proposed the 
components approach was the recognition of the difficulty of assessing risks and rewards 
and the concern over comparability that depended on the sequence of the transaction. 
However, it is just as difficult to assess control, and comparability is not improved if the 
accounting can be based primarily on form. . ... Many more securitizers would be 
willing to forego the recognition of these non-cash, difficult to estimate gains, if they did 
not have to pay the price of grossing up their balance sheet and perhaps failing loan 
covenants if they were to record securitization debt for which they are not the obligor . .. 
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We believe that the linked approach is a simpler alternative to the current accounting 
model, given its complexities. The linked approach permits proceeds that qualify for the 
linked presentation to be netted against the portion of the financial assets sold. This 
approach results in the derecognition of the financial assets in the balance sheet to the 
extent of proceeds and it avoids considerable difficulties. We believe a linked 
presentation is conceptually consistent with a definition of control that focuses on control 
over benefits. In many instances, particularly when the transferor has provided some 
form of credit enhancement, the transferee acquires an interest in the cash flows of an 
asset and the transferor transfers its rights to those cash flows. However, the asset itself 
generally cannot be physically separated into the portion sold and the portion retained to 
enable each party to control its portion of the underlying asset. As a result, control over 
the underlying asset is shared and relegated to provisions in trust documents or other 
agreements that are acceptable to both the transferor and transferee. In instances in 
which control is specified by these agreements, it is particularly difficult to assess it 
without focusing on the control over benefits. The linked presentation recognizes the 
transfer of the rights to cash flows of the underlying asset, but the retention of benefits. 

Obviously, criteria would need to be developed to qualify for the linked presentation and 
there would need to be discipline over its use . ... 

Disclosure under Statement 107 would be required for the full amount of the asset and 
amounts due to transferees, which would eliminate the need to provide a sensitivity 
analysis since the full amount of leverage would be known. However, only the net 
interest income would be shown in the income statement. Classification under Statement 
115 as available-for-sale or trading also could be required for the asset and amounts due 
to transferees. It also will be necessary to establish criteria for derecognizing 
transferred assets and recording a sale. Such criteria could be based on qualifying for 
the linked presentation but without any significant continuing involvement of the 
transferor in the form of puts, calls, repurchase agreements and recourse obligations. 

In the Background and Basis for Conclusions section of Statement 125 (paragraph 103), 
the Board indicated that the use of a linked presentation approach had some appeal 
because it highlights significant information about transactions that have characteristics 
of both sales and secured borrowings. The Board indicated, "however, that the linked 
presentation would not have dealt with many of the problems created by the risks-and­
rewards approach. " 

We would be anxious to learn which problems the Board was referring to. We are 
confident that the number of problems that would simply go away by adopting a well­
designed disciplined linked presentation approach far exceed the number of problems 
that would not be fIXed. 
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APPENDIXC 
DELOITTE & TOUCHE LLP COMMENTS 

FASB EXPOSURE DRAFT 
QUALIFYING SPECIAL-PURPOSE ENTITIES 
AND ISOLATION OF TRANSFERRED ASSETS 

AN AMENDMENT OF FASB STATEMENT NO. 140 

This appendix describes two additional issues related to the implementation ofFASB 140 
that we believe the Board should address in the short-term - either through the current 
project to amend FASB 140 or separately. 

CALL OPTIONS ON THE ASSETS OF AN SPE HELD BY TIDRD PARTY 
BENEFICIAL INTEREST HOLDERS 

We believe it is unclear under what circumstances call options on the assets of an SPE 
held by a third party (a party other than the transferor, its affiliates or its agents) would 
preclude an SPE from being a QSPE. In particular, when viewed together, the combined 
guidance in Question 28A of the FASB 140 Q&A, and paragraphs 35, 39, and 44 of 
FASB 140 is confusing. 

Paragraph 44 of F ASB 140 indicates that the right of a beneficial interest holder (BIH) 
that is not the transferor (or its affiliates or agents) to put its interest back to the SPE in 
exchange for assets held by the SPE does not preclude the SPE from being a QSPE. The 
primary issue is whether a non-transferor BIH that puts its interest plus cash in exchange 
for assets held by the SPE would preclude an SPE from being a QSPE. That issue arises 
because exercise of the put plus delivery of cash appears to resemble a call by a non­
transferor. 

Q&A 28A seems clear that a non-transferor BIH may purchase defaulted assets for cash 
at any time. However, some believe that in order for an SPE to be a QSPE, a non­
transferor BIH is precluded from exercising a calion non-defaulted assets of the SPE by 
paying cash. Others believe that a non-transferor BIH's exercise of a call by paying cash 
is only permitted at termination of the SPE (permitted per paragraph 35(d)(4) ofFASB 
140). Proponents of the latter view believe that qualifying status is precluded if such a 
call is permitted to be exercised before the termination of the SPE because of the 
restrictions in paragraph 35(d)(2). Finally, others analogize to the staffs answer to Q&A 
28A and would not limit its application to defaulted assets. They also believe that 
paragraphs 35(d)(2) and 44(a) permit a non-transferor BIH to purchase any assets of the 
SPE by exercise of its option to put its interest and cash, at any time. 

It would be helpful for the FASB to clarify the guidance ofFASB 140 in this amendment 
with respect to whether and when a non-transferor BIH may call non-defaulted assets by 
putting its interest and cash, and not preclude the entity from being a QSPE. 

9 



FAIR VALUE ACCOUNTING FOR MORTGAGE SERVICING RIGHTS 

Mortgage bankers frequently hedge various aspects of their financial operation. Perhaps 
most critical are hedges of their retained or purchased mortgage servicing rights. In 
Statement 133 Implementation Issue F8, Fair Value Hedges: Hedging Mortgage 
Servicing Right Assets Using Preset Hedge Coverage Ratios (DIG Issue F8) the FASB 
noted the difficulties of hedging, for accounting purposes, mortgage servicing rights 
(MSRs) because the fair values of MSRs do not change in a linear fashion as interest 
rates increase or decrease due primarily to changes in prepayment speeds. However, if 
MSRs were accounted for at fair value with changes in fair value recognized in earnings, 
hedge accounting would not be necessary (nor permitted). 

For these and other reasons, many mortgage bankers have devoted significant resources 
to systems and personnel so that their strategies are compliant with the hedge accounting 
requirements of FASB Statement No. 133, Accounting for Derivative Instruments and 
Hedging Activities (FAS 133). Even with the extent of this investment, achieving the 
degree of hedge effectiveness, the transaction level record keeping required by FASB 
133, and other factors continue to challenge many industry participants. 

When the FASB staff reached its conclusions in DIG Issue F8, it sent a letter to members 
of the DIG noting FASB's concerns about the difficulties associated with hedging 
servicing assets. There were subsequent discussions of that issue, and the Board had 
intended to consider adding a limited-scope project to its technical agenda that would 
require measurement of all servicing assets currently accounted for in accordance with 
paragraphs 13 and 63 ofFASB 140 at fair value, with changes in value recognized 
currently in earnings. A fair value measurement model for recognized servicing assets 
would eliminate the need for special hedge accounting under Statement 133. 

We believe that the Board should expeditiously reconsider the accounting for servicing 
rights. The objective of the project would be to identify circumstances when fair value 
accounting is appropriate for servicing rights. We think that the benefits of such a 
change-justified by the similarity of the servicing right compared to a financial asset­
would likely outweigh the related costs because of the factors discussed above. 
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