
FASB Continues Discussions of Proposed Interpretation on SPEs

At its October 16, 2002 meeting, the FASB discussed several issues relating to its exposure

draft of a proposed Interpretation of ARB No. 51, Consolidation of Certain Special-Purpose

Entities. An overview of some of the topics discussed is provided below. A summary of these and

other discussion items is included in the current edition of the FASB's Action Alert newsletter,

which is available on the FASB's website at http://www.fasb.org/action/aa102302.shtml.

Scope of the Interpretation 

The Board discussed the use of the terms special-purpose entity and substantive operating

enterprise in the proposed Interpretation. The Board determined that because the exposure draft

indicates that those terms would not be defined, paragraph 7(a) of the proposed Interpretation,

which defines an SOE, will be eliminated. 

In addition, paragraph 9 will be modified to remove references to SPEs. The new scope of the

Interpretation will be based on the criteria currently described in paragraph 9, which lists conditions

to determine whether control is based upon voting interests or variable interests and therefore is

subject to the Interpretation. An entity is within the scope of the Interpretation if voting control is

determined to be nonsubstantive. As such, the entity should determine control using the variable

interest model.

The Board continued its discussion of circumstances in which control is exhibited through

other means (e.g., contractual relationships, such as a general partner in a limited partnership) and

suggested that paragraph 9 of the proposed Interpretation be modified to consider these other

types of control. However, the Board did not specifically discuss which conditions in paragraph 9

would be retained or modified.

The exposure draft provides a scope exception for qualifying special-purpose entities (QSPEs),

as defined in SFAS No. 140, Accounting for Transfers and Servicing of Financial Assets and

Extinguishments of Liabilities. The Board tentatively agreed to extend this scope exception to

QSPEs that were previously accounted for under SFAS No. 125, Accounting for Transfers and

Servicing of Financial Assets and Extinguishments of Liabilities, and were grandfathered upon the

adoption of SFAS 140. The Board also tentatively agreed to provide a scope exception for registered

investment companies under the Exchange Act of 1940. SEC regulations prohibit the consolidation

of a noninvestment company investee.

Variable Interests 

The Board tentatively concluded in a four-to-three vote that a variable interest holder would be

required to consolidate only those entities in which it holds a majority of the variable interests.

Disclosure would be required for other significant variable interests.  
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Reconsidering Consolidation

The Board tentatively concluded that the Interpretation would no longer require entities to reconsider consolidation at each

reporting date, as required in paragraph 14 of the exposure draft. Instead, reconsideration of consolidation would be triggered

by specific events, such as modification of an entity's governing document or transfer or reduction of a primary beneficiary's

interest in the SPE.  

While the FASB staff proposed that a change in the economic conditions be an indicator to reconsider consolidation, Board

members were concerned that temporary changes in economic circumstances may not be indicative that control has changed.

The Board directed the staff to consider the issue further.  

FASB Discusses Amendment to SFAS 133

At its October 9, 2002 meeting, the FASB continued its deliberations of issues relating to an exposure draft of a proposed

Statement, Amendment of Statement 133 on Derivative Instruments and Hedging Activities. The Board's discussion focused

on paragraph 10(i) of the exposure draft, which provides a scope exception related to loan commitments. In some comment

letters received by the FASB, constituents expressed confusion about which types of loan commitments were within the scope

of paragraph 10(i).

After some discussion, the Board tentatively agreed to make the following changes:

• Remove the phrase "or acquisition" from the first and third sentences in the proposed paragraph 10(i)

• Clarify in the basis for conclusions the Board's intent for the scope exception

• Amend SFAS No. 65, Accounting for Certain Mortgage Banking Activities, and SFAS No. 91, Accounting for Non-

refundable Fees and Costs Associated with Originating or Acquiring Loans and Initial Direct Costs of Leases, to

indicate that fees for loan commitments that are subject to SFAS No. 133, Accounting for Derivative Instruments and

Hedging Activities, are excluded from the scope of those Statements.

The Board has said that it may add a limited-scope project on accounting for loan commitments to its agenda in the future.

Current FASB exposure drafts can be obtained on the FASB's website at http://www.fasb.org/draft/. 

Note: Conclusions of the FASB are subject to change at future Board meetings and generally do not affect current

accounting requirements until an official position (Statement or Interpretation) is issued. Official positions of the FASB are

determined only after extensive deliberation and due process, including a formal vote by written ballot to issue a Statement or

Interpretation.

Principles-Based Approach to U.S. Standards Setting

As discussed in the October 14, 2002 edition of Accounting Roundup, the FASB is considering a proposal on a principles-

based approach to U.S. accounting standards. The proposal is available on the FASB's website at http://www.fasb.org/propos-

als/principles-based_approach.pdf. The comment period ends on January 3, 2003. 

SEC Proposes Rules to Implement Sarbanes-Oxley Act

On October 16, 2002, the SEC proposed rules to implement provisions of the Sarbanes-Oxley Act of 2002 relating to Sec-

tions 404, 406, and 407 of the Act. Portions of the proposed rules are summarized below. The entire proposed rule is available

on the SEC's website at http://www.sec.gov/rules/proposed/33-8138.htm. 

Financial Experts

The SEC proposed new Item 309 to Regulations S-K and S-B, new Item 15(b) to Form 20-F, and new Instruction B(8) to

Form 40-F, which would be identical in substance and would require companies to disclose:
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• The number and names of persons that the board of directors has determined to be the financial experts serving on

the company's audit committee, and

• Whether the financial expert or experts are "independent," as that term is used in Section 10A(m)(3) of the Exchange

Act, and, if not, an explanation of why they are not.

If the company does not have a financial expert serving on its audit committee, the company must disclose that fact and

explain why.

The SEC defines the term financial expert in the proposed rules.  The definition is based on the attributes in Section 407 of

the Sarbanes-Oxley Act, but it includes various modifications made by the SEC.  The proposed rule also provides suggestions for

companies to determine who is a financial expert. 

Code of Ethics

The SEC proposed new Item 406 to Regulations S-B and S-K, new Item 15(c) to Form 20-F, and new Instruction B(9) to

Form 40-F to require a company subject to the Exchange Act reporting requirements to disclose:

• Whether the company has adopted a written code of ethics that applies to the company's principal executive officer,

principal financial officer, principal accounting officer or controller, or persons performing similar functions, and

• If the company has not adopted such a code of ethics, the reasons it has not done so. 

The proposed rules define the term code of ethics as a codification of standards that is reasonably necessary to deter wrong-

doing and to promote (1) honest and ethical conduct; (2) avoidance of conflicts of interest; (3) full, fair, accurate, timely, and

understandable disclosure in reports and documents that a company files with or submits to the SEC and in other public

communications made by the company; (4) compliance with applicable governmental laws, rules, and regulations; (5) the

prompt internal reporting of code violations to an appropriate person or persons identified in the code; and (6) accountability for

adherence to the code.

U.S. registrants, other than registered investment companies, would be required to disclose either on Form 8-K or on their

Internet websites any changes to or waivers of such codes of ethics. Foreign private issuers and registered investment companies

would be required to disclose changes to and waivers of such codes of ethics in their periodic reports or on their Internet

websites.

Internal Control Reports

The SEC proposed to amend Item 307 of Regulations S-K and S-B, as well as Forms 20-F and 40-F, to require a company's

annual report to include an internal control report of management that includes:

• A statement of management's responsibilities for establishing and maintaining adequate internal controls and

procedures for financial reporting;

• Conclusions about the effectiveness of the company's internal controls and procedures for financial reporting based on

management's evaluation of those controls and procedures in accordance with Exchange Act Rule 13a-15 or 15d-15, as

of the end of the company's most recent fiscal year; and

• A statement that the registered public accounting firm that prepared or issued the company's audit report relating to

the financial statements included in the company's annual report has attested to and reported on management's

evaluation of the company's internal controls and procedures for financial reporting. 

The proposed amendments do not specify the exact content of the proposed management report because the SEC said it

"likely would result in boilerplate responses of little value." Instead, the SEC believes management should tailor the report to the

company's circumstances.
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The SEC also proposed similar rules with respect to financial experts and codes of ethics for registered investment

companies. Under the Sarbanes-Oxley Act, the internal control report requirements of Section 404 do not apply to investment

companies.

Prohibitions of Improperly Influencing Auditors

The SEC also voted to propose rule amendments to implement Section 303(a) of the Sarbanes-Oxley Act of 2002. Section

303(a) prohibits an issuer's officers and directors, and persons acting under the direction of an officer or director, from taking

any action to fraudulently influence, coerce, manipulate, or mislead the auditor of the issuer's financial statements for the

purpose of rendering those financial statements materially misleading.

EDGAR Filing for Foreign Issuers to Become Effective

On October 16, 2002, the SEC reminded foreign issuers that the rule amendments mandating EDGAR filing for foreign

issuers will become effective on November 4, 2002. EDGAR is the SEC's Electronic Data Gathering, Analysis and Retrieval

System. The new rules require foreign private issuers and foreign governments to file most of their Securities Act and

Exchange Act documents on EDGAR. SEC Release No. 33-8099, which discusses the rule amendments, is available on the

SEC’s website at http://www.sec.gov/rules/final/33-8099.htm. The reminder notification can be obtained at

http://www.sec.gov/news/press/2002-151.htm.

Accounting Oversight Board Members Appointed

At an open meeting held on October 25, 2002, the SEC appointed the initial members of the Public Company Account-

ing Oversight Board (PCAOB), the independent five-member body created by the Sarbanes-Oxley Act of 2002 to oversee the

audits of public companies that are subject to the securities laws. The five members are:

• William H. Webster (chair), a partner in the international law firm Milbank, Tweed, Hadley & McCloy LLP. Mr.

Webster previously was director of both the Federal Bureau of Investigation and Central Intelligence Agency and

a federal judge. His term expires in 2007.

• Daniel L. Goelzer, CPA, an attorney in private practice. Mr. Goelzer previously was SEC general counsel and an audi-

tor with Touche Ross & Co. (a predecessor firm of Deloitte & Touche). His term expires in 2006.

• Kayla J. Gillan, vice president of Independent Fiduciary Services. Ms Gillan previously was chief legal adviser to

the California Public Employees' Retirement System. Her term expires in 2005.

• Willis D. Gradison, Jr., senior public policy counselor at Patton Boggs. Mr. Gradison previously was an Ohio con-

gressman, undersecretary of the Treasury, and mayor of Cincinnati. His term expires in 2004.

• Charles D. Niemeier, CPA, chief accountant in the SEC's division of enforcement and co-chairman of the SEC's

financial fraud task force. His term expires in 2003.

Further information about the PCAOB appointments is available on the SEC's website at http://www.sec.gov/

news/press/2002-153.htm. A discussion of the PCAOB appointment process and responsibilities is planned for the next issue

of Accounting Roundup.

Deloitte & Touche Book on Financial Instruments

Deloitte & Touche has announced that interested parties can obtain a free, electronic version of its 250-page book on the

application of IAS No. 32, Financial Instruments: Disclosures and Presentation, and IAS No. 39, Financial Instruments:

Recognition and Measurement.

The book, entitled Financial Instruments: Applying IAS 32 and 39, contains summaries of those pronouncements as well
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as numerous questions and answers, examples, journal entries, and comparisons to U.S. accounting standards.

Further information about the book, including download instructions, is available on Deloitte & Touche's IAS Plus website

at http://www.iasplus.com/resource/39book.htm.

Deloitte & Touche Overview of Exposure Draft on First-Time Application of IFRS

As reported in the August 13, 2002 issue of Accounting Roundup, the IASB has issued an exposure draft on First-Time

Application of International Financial Reporting Standards, which addresses matters relating to an entity's adoption of IFRS as

its primary financial reporting basis.

To help explain the proposal's implementation provisions, Deloitte & Touche has prepared a one-page overview, which can

be obtained on its IAS Plus website at http://www.iasplus.com/resource/ftaoverview.pdf.

Abbreviations Frequently Used in Accounting Roundup
AcSEC Accounting Standards Executive Committee

AICPA American Institute of Certified Public Accountants

EITF Emerging Issues Task Force

FASB Financial Accounting Standards Board

GASB Governmental Accounting Standards Board

IAS International Accounting Standard

IASB International Accounting Standards Board

IFAC International Federation of Accountants

IFRS International Financial Reporting Standard

PCAOB Public Company Accounting Oversight Board

SEC Securities and Exchange Commission

SFAS Statement of Financial Accounting Standards

SPE Special-Purpose Entity

SOE Substantive Operating Enterprise

SOP Statement of Position


