
FASB Discusses Interpretive Guidance
for Special-Purpose Entities

At its February 27, 2002 meeting,
the Financial Accounting Standards
Board (FASB or "the Board") discussed
several issues relating to the identification
of and accounting for special-purpose
entities (SPEs) under the proposed
interpretation of Statement of Financial
Accounting Standards (SFAS) No. 94,
Consolidation of All Majority-Owned
Subsidiaries. The Board agreed on certain
aspects of the proposed interpretation, as
follows.

Scope and Objectives of the Proposed Interpretation

The scope of the proposed interpre-
tation will exclude (1) qualifying special-
purpose entities (QSPEs) that are
addressed under SFAS No. 140,
Accounting for Transfers and Servicing
of Financial Assets and Extinguish-
ments of Liabilities, and (2) entities
accounted for under SFAS No. 87,
Employers' Accounting for Pensions,
SFAS No. 106, Employers' Accounting
for Postretirement Benefits Other Than
Pensions, and SFAS No. 112, Employ-
ers' Accounting for Postemployment
Benefits. However, the scope will
include pension plans that are account-
ed for under SFAS No. 35, Accounting
and Reporting by Defined Benefit Pension
Plans. Generally, the proposed interpre-
tation will include everything that it
does not explicitly exclude. 

The objective of the proposed inter-
pretation will be to provide guidance for
the identification of and accounting for
SPEs. SFAS 94 requires consolidation
of another entity when an investor has a
controlling financial interest in that
entity; however, in the case of SPEs,
control may be difficult to determine
due to the SPE's limited activities and

decision-making abilities. The proposed
interpretation will introduce a concept
that consolidation would be required by
the Primary Beneficiary (PB) unless the
SPE meets criteria that demonstrate
the SPE has sufficient independent eco-
nomic substance (SIES). The Board said
that it expects that each SPE will have
an identifiable PB. The Board agreed
that the PB has the principal portion of
benefits and/or risks stemming from
the SPE's activities and that each SPE
can only have one PB.

Characteristics and Key Determinants

The proposed interpretation will not
provide a definition of an SPE, but
instead will provide characteristics or
indicators of an SPE. The Board agreed
on the following characteristics or indi-
cators of an SPE:

• Its activities and purpose are limited
by its charter or formation docu-
mentation.

• Its decision-making powers are
limited or nonexistent.

• It does not meet the definition of
a business under EITF Issue No.
98-3, Determining Whether a
Nonmonetary Transaction
Involves Receipt of Productive
Assets or of a Business.

• There exists an identifiable primary
beneficiary, and the activities of
the SPE support the activities of
the PB.

The Board agreed that the SPE's
ability to fund or finance its operations
without the involvement of, or reliance
on, the PB is a key determinant as to
whether an SPE has SIES. If the SPE
lacks SIES, it will be consolidated by the
PB. Other criteria to be considered in
determining SIES include whether
majority owners:
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• Have substantive risks and rewards of owner-
ship of the SPE,

• Are not a related party of the PB,

• Have a substantive equity investment at risk, and 

• Have the ability to make decisions, to the extent
that the decisions are not predetermined.

The Board outlined the following additional factors
to be considered in determining whether there is a
substantive equity investment at risk:

• The investment is in legal form equity,

• The investment maintains first risk for losses and
is subordinate to all debt and preferred equity,

• The investment cannot be financed with non-
recourse debt and cannot be collateralized by PB,

• The investment can be financed with recourse
debt provided there is substance to back up
the recourse,

• The investment cannot be returned through fees,

• The investment cannot be the result of a char-
itable contribution,

• Investment in one SPE cannot be used to cap-
italize another SPE,

• The investment must be at least 10 percent of
the total capital of the SPE, and

• The investment cannot go below 10 percent.

The Board agreed that substantive risks of own-
ership do not exist if guarantees or arrangements
shield investors by absorbing losses. The Board 
further agreed that substantive rewards of owner-
ship do not exist if equity owners' rewards are
capped (e.g., through preferred returns, fixed pre-
ferred returns, and the PB's having the right to
receive most of the benefits from the new product
or process). 

The proposed interpretation will use the defini-
tion of related parties in SFAS No. 57, Related Party
Disclosures, but it will also include (1) a party that
cannot sell or transfer the beneficial interest issued
by the SPE without the approval of the PB, (2) a
party that requires the support of the PB, (3) a not-
for-profit party that received its interest as a contri-
bution from the PB, and (4) a party that has a close
relationship with the PB by providing professional
services to the PB.

Transition

The Board discussed transition and agreed that
all SPEs created after issuance of the final interpreta-
tion would be subject to the requirements of the final
interpretation. A final interpretation is planned for
issuance in July 2002. The proposed interpretation
does not grandfather existing SPEs; therefore, all
SPEs existing at the time of the interpretation's
issuance would be required to meet the requirements
of the final interpretation as of the beginning of the
entity's first fiscal year that begins after December 15,
2002 (January 1, 2003, for calendar-year-end companies).
Differences recognized in transition would be treated
as a cumulative effect of a change in accounting prin-
ciple. The Board agreed that entities should try to use
the historical cost method in consolidating the SPEs
at transition, but if historical cost is not available,
then the use of the fair value method at the date of
transition would be appropriate. The Board noted that
it believes that historical cost should be available for
synthetic leasing arrangements.

Other issues relating to the proposed interpreta-
tion are expected to be discussed at future FASB
meetings. 

FASB Considers Interpretation on Guarantor's
Accounting and Disclosure Requirements

At its February 20, 2002 meeting, the Board
agreed to provide guidance in an interpretation on
the accounting and disclosures by issuers of guar-
antees. The scope of the proposed interpretation
will be broad and will include a definition of a guar-
antee, as well as a list of exceptions. The Board dis-
cussed disclosure requirements, recognition and
measurement, and the effective date of the proposed
interpretation. 

The Board agreed that even if it is not probable
that a guarantor would be required to make payments
under a guarantee, the guarantor must disclose (1) the
nature of the guarantee, how it arose, and circum-
stances requiring performance under the guarantee,
(2) the maximum potential amount of loss under
the guarantee, and (3) any recourse provisions from
third parties and assets held as collateral or by third
parties that could be recovered by the guarantor to
offset payments made under the guarantee.

The Board concluded that the obligation to
stand ready to perform under a guarantee is a liabil-
ity that should be recognized. The Board agreed to
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provide guidance in the proposed interpretation for
the initial recognition of the liability at fair value
and to base that recognition on FASB Concepts
Statement No. 7, Using Cash Flow Information and
Present Value in Accounting Measurements. The
proposed interpretation will not address subsequent
accounting for a liability.

The FASB staff proposed, and Board members
generally agreed, that if an Exposure Draft is issued
as expected in March 2002 with a 30-day comment
period, the final interpretation would be effective
for periods ending after June 30, 2002. The Board
agreed that any transition adjustment would be rec-
ognized as a cumulative effect of a change in
accounting principle. In transition, companies will
be required to determine the fair value of the guar-
antee as of the date at which they entered into the
guarantee. If that is not practicable, then the meas-
urement would be as of the effective date of the
final interpretation.

Proposed Amendment of SFAS 133

At its February 20, 2002 meeting, the FASB
agreed to a 60-day comment period for an upcoming
Exposure Draft that would amend SFAS No. 133,
Accounting for Derivative Instruments and Hedging
Activities. The Board noted that all Implementation
Issues, with the exception of loan commitments,
have previously been posted for comment on the
FASB's website (access www.fasb.org, select Techni-
cal Projects in the left menu frame, then select
Derivatives Implementation Group, then Guidance
on Statement 133 Implementation Issues). The
effective date of the proposed amendment is expect-
ed to be the first day of the fiscal period beginning
after November 15, 2002 (January 1, 2003 for calen-
dar-year-end companies). However, the original
effective dates for any existing Statement 133
Implementation Issues that are included in the pro-
posed amendment have not been changed; there-
fore, some aspects of the proposed amendment
could be applicable earlier than the transition date
of the proposed amendment.

The FASB had previously agreed to grandfather
certain qualifying special-purpose entities (QSPEs)
under SFAS 140 that might otherwise lose their
qualifying status upon the adoption of the proposed
amendment of SFAS 133. The Board decided that
the date of issuance of the final amendment will be
the effective date for grandfathering these QSPEs.

Companies will be required to disclose all existing
structures that would have lost their qualifying sta-
tus if the amendment did not provide grandfather-
ing provisions. The Board reiterated that the grand-
fathering applies only to the provisions of SFAS 140
and not to the provisions of SFAS 133. 

Documents Posted for Comment

On February 19, 2002, the FASB posted tentative
guidance for Statement 133 Implementation Issue
No. B35, Application of Statement 133 to a Not-for-
Profit Organization's Obligation Arising from a
Split-Interest Agreement, for comment. The Issue
is available on the FASB's website at
http://www.fasb.org (select Technical Projects in the
left menu frame, then select Derivatives Implemen-
tation Group, then Guidance on Statement 133
Implementation Issues, then Issue B35). The com-
ment period ends on March 26, 2002.

On February 14, 2002, the FASB posted a limit-
ed revision of the Exposure Draft, Rescission of
FASB Statements No. 4, 44, and 64 and Technical
Corrections, for comment. The document is avail-
able on the FASB's website at
http://www.fasb.org/draft/draftpg.html. The com-
ment period ends on March 18, 2002.

New Chief Accountant Appointed to SEC's Division
of Corporation Finance

On February 27, 2002, the U.S. Securities and
Exchange Commission (SEC) announced the selec-
tion of Carol A. Stacey as the Chief Accountant of
the Division of Corporation Finance. Ms. Stacey is
expected, among other things, to work closely with
Robert Herdman, the SEC's Chief Accountant, on
revising and modernizing U.S. accounting and
financial disclosure systems. The SEC press release
is available on the SEC’s website at
http://www.sec.gov/news/press/2002-29a.txt.

SEC Chairman Addresses the Annual "SEC Speaks"
Conference

SEC Chairman Harvey Pitt spoke at the Annual
SEC Speaks Conference on February 22, 2002,
addressing various topics of interest to lawyers,
accountants, and registrants. Excerpts from Chairman
Pitt's speech are included below. The entire speech
is available on the SEC's website at
http://www.sec.gov/news/speech/spch540.htm. 
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Chairman Pitt said that "present-day accounting
standards are cumbersome and offer far too
detailed prescriptive requirements for companies
and their accountants to follow." He told the confer-
ence that older accounting standards, such as the
guidance for accounting for the costs of inventory,
were often based on broad principles and their
objectives were stated unequivocally. Chairman Pitt
said, "these are the kind of standards we need for
all accounting principles." In that pursuit, the
Chairman said the SEC must play an "active and
aggressive" oversight role of the FASB's agenda and
the amount of time that is required to issue an
accounting standard.

Chairman Pitt said that the private-sector regula-
tory body that the SEC is proposing to oversee the
accounting profession would be funded by "involun-
tary assessments imposed on all who benefit from
the services audits of public companies provide." He
said that a "meaningful" regulatory system of the
profession would be backed by the enforcement
powers of the SEC.

Chairman Pitt said that the roles of the audit
committee and outside directors would need to be
strengthened. He also said that the SEC is looking
into how to make corporate officers and directors
"more responsive to the public's expectations and
interest." He mentioned a two-fold approach: (1)
make certain that officers and directors have a clear
understanding of what their roles should be, and (2)
apply serious consequences to those who do not live
up to their fiduciary obligations. Chairman Pitt said
that the SEC is proposing to the U.S. Congress that
the SEC be given the power "to bar egregious officers
and directors from serving in similar capacities for
any public company."

Chairman Pitt closed his speech saying the SEC
welcomes ideas, concerns, constructive criticism,
and guidance related to these matters. 

SEC Chief Accountant Urges Amendment of SAS 50 

In a February 13, 2002 letter to the Chair of the
Auditing Standards Board (ASB) of the American
Institute of Certified Public Accountants (AICPA),
Robert Herdman, Chief Accountant of the SEC,
said that he believes that the ASB should take a
"leadership role" with respect to questions recently
raised about the auditor's role in helping to structure
transactions in order to achieve specific accounting
results. Mr. Herdman said the first step, in his

opinion, would be for the ASB to amend Statement
on Auditing Standards (SAS) No. 50, Reports on the
Application of Accounting Principles, to prohibit
the issuance of SAS 50 reports to intermediaries for
transactions not involving facts and circumstances
of a particular company. These transactions are
known as "hypothetical transactions."

Mr. Herdman said that he believes that SAS 50,
since its issuance, has improved practice in situa-
tions in which the accountant who is issuing the
SAS 50 report ("the reporting accountant") takes
into consideration both "the vagaries of the account-
ing principles being considered and the particular
facts and circumstances of the company that will
apply the principles." He said that this is largely due
to the requirement that the company's continuing
accountants (i.e., its current auditors) be consulted
prior to issuance of the SAS 50 report. This require-
ment, Mr. Herdman said, allows the reporting
accountant to ascertain all available facts that may be
relevant in forming a professional judgment about a
transaction as it relates to that particular company.

Mr. Herdman contrasted such transactions with
those known as hypothetical transactions. In hypo-
thetical transactions an intermediary presents facts
to the reporting accountant, who is requested to
issue a SAS 50 report on the appropriate application
of generally accepted accounting principles. Howev-
er, the reporting accountant does not know whether
the continuing accountants of the company that
may enter into the transaction with the intermedi-
ary would reach a different conclusion on the appli-
cation of generally accepted accounting principles
for the same or a similar transaction, nor how that
company may have accounted for similar transac-
tions in the past.

Mr. Herdman closed his letter saying he would
"urge the ASB to expeditiously amend SAS 50 to
prohibit the use of SAS 50 reports in situations that
involve hypothetical transactions."

AICPA Issues Practice Aids 

The AICPA recently issued two technical practice
aids (TPAs) that address certain industry-specific matters:

Reporting Financial Highlights by Separate
Accounts provides guidance on how investment
companies should apply the financial highlights
requirement of the AICPA Audit and Accounting
Guide, Audits of Investment Companies, to "sepa-
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rate accounts," as defined in the Guide. The TPA
can be obtained on the AICPA’s website at
http://www.aicpa.org/members/div/acctstd/gener-
al/separate_accts.htm.

Guidance Relating to Accounting for Computer
Systems Costs Incurred in Connection with the
Health Insurance Portability and Accountability Act
of 1996 ("the Act") specifies that health care organi-
zations should apply the provisions of Statement of
Position 98-1, Accounting for the Costs of Comput-
er Software Developed or Obtained for Internal
Use, in accounting for costs associated with upgrad-
ing and improving computer systems to comply
with the Act. The TPA can be obtained on the
AICPA's website at http://www.aicpa.org/mem-
bers/div/acctstd/general/healthinsprotability.htm.

AICPA's Strategic Plan for International Activities 

In February 2002, the AICPA's International
Strategy Committee issued a report containing a
plan that is intended to help the AICPA enhance its
role in the "development and evolution of a world-
wide public accountancy profession responsive to
the demands of a global market place." The plan
focuses on four areas: international accounting
standards, international auditing and assurance
standards, international ethics standards, and assuring
the quality of global practice. For each area, the
report identifies a number of strategic objectives, as
well as related initiatives, actions to be taken, and
indicators of progress. The report can be obtained
on the AICPA’s website at http://ftp.aicpa.org/pub-
lic/download/inter/strategic_plan_intl_activities.pdf.

March 5-6, 2002 AcSEC Meeting 

At its March 5-6, 2002 meeting in New York,
the Accounting Standards Executive Committee
(AcSEC) of the American Institute of Certified Pub-
lic Accountants was scheduled to:

• Approve issuance of exposure drafts of proposed
Statements of Position (SOPs) on accounting
for derivative instruments and hedging activi-
ties by not-for-profit health care organizations
and allowance for credit losses

• Approve a comment letter to the FASB on its
revenue recognition project

• Consider issues in a proposed SOP, Risk
Transfer in Mortgage Reinsurance Captive
Arrangements that Involve Participation of
Mortgage Lenders.

The next AcSEC meeting is scheduled for April
30-May 1, 2002, in New York. Further information
about AcSEC can be obtained on the AICPA's web-
site at http://www.aicpa.org/members/div/acctstd/
index.htm.

 February 18-22, 2002 IASB Meeting

At its February 18-22, 2002 meeting in London,
which included sessions with its Standards Advisory
Council (SAC), the International Accounting Stan-
dards Board (IASB or "the Board") discussed the
following topics and took the indicated actions.

 Business Combinations 

The Board agreed to exclude from the scope of
"phase one" of the business combinations project
(1) transactions involving entities under common
control, as defined and (2) acquisitions by a parent
company of some or all of the minority interests in
a subsidiary. These topics will be addressed in
"phase two" of the project.

The Board decided to amend IAS No. 27, Con-
solidated Financial Statements and Accounting for
Investments in Subsidiaries, to require that minority
interests be presented in the equity section of con-
solidated balance sheets, but separately from the
parent company's equity.

The Board also decided to amend certain disclosure
requirements of IAS No. 22, Business Combinations,
IAS No. 36, Impairment of Assets, and IAS No. 38,
Intangible Assets, to reflect the Board's decisions
reached so far in phase one of business combinations
project.

 Improvements to Existing IFRS 

 IAS No.1, Presentation of Financial Statements

The Board agreed to retain, with some modifi-
cation, "the true and fair" override provision of IAS
1, which permits an entity to depart from an IAS
requirement in specified circumstances. The modi-
fication would limit use of the override provision to
situations in which compliance with an IAS
requirement would (1) violate the law in a particular
country or (2) result in a misleading presentation.
As is now the case, extensive disclosure would be
required of the facts and circumstances surround-
ing the departure.
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IAS No. 21, The Effects of Changes in Foreign Exchange Rates

The Board agreed to amend IAS 21 to address
the exchange rate that should be used at year-end
when a currency is not exchangeable at that date
(e.g., if the currency has been suspended, such as
recently experienced in Argentina). The proposed
amendment would provide that the rate to be used
at year-end is the rate in effect on the date when
exchangeability is first re-established.

IAS No. 27, Consolidated Financial Statements and Accounting
for Investments in Subsidiaries, and IAS No. 28, Accounting for
Investments in Associates 

The Board agreed to:

• Clarify that investments in subsidiaries, associ-
ated companies, and joint ventures should be
accounted for either at cost or as a financial
asset under IAS 39 in parent-company financial
statements, and that such statements should
include a disclosure that refers to the existence
of any consolidated financial statements of the
parent company.

• Remove from IAS 28 all references to consol-
idated financial statements to clarify that, in
cases other than those discussed above,
investments in associated companies should
be accounted for by the equity method.

• Remove from IAS No. 31, Financial Report-
ing of Interests in Joint Ventures, all refer-
ences to consolidated financial statements to
clarify that paragraphs 25-37 of IAS 31 apply
to the financial statements of a venturer,
regardless of whether the venturer's statements
are consolidated or parent-company-only.

• Revise the conditions in IAS 27 that must be
met for wholly owned subsidiaries to be
exempt from having to prepare their own
consolidated financial statements.

• Exclude from the scope of IAS 28 and IAS 31
investments held by venture capital compa-
nies, mutual funds, unit trusts, and similar
entities that are measured at fair value in
accordance with IAS 39.

• Retain the provision in IAS 27 that permits a
subsidiary to be excluded from consolidation
when control is intended to be temporary (i.e.,
if the subsidiary is acquired and held exclu-
sively for disposal in the near future). Howev-
er, the Board will clarify that the investment in

the subsidiary should be reported at fair value
on acquisition (subject to any impairment).
Also, the Board will state that the subsidiary
should be consolidated if there is no likelihood
of sale within 12 months.

• Revise IAS 27, IAS 28, and IAS 31 to eliminate
the provisions that permit a subsidiary to be
excluded from consolidation solely because
long-term restrictions exist that significantly
impair the subsidiary's ability to transfer
funds to its parent company.

Improvements Project - Exposure Draft and Final Standard

An exposure draft that will cover all 14 of the
existing standards that make up the improvements
project is expected to be issued in April 2002. A
final standard is expected to be issued in December
2002 and to be effective for financial periods begin-
ning on or after January 1, 2003.

Insurance Contracts 

The Board's discussion focused on Chapters 6
and 8 through 12 of a draft statement of principles,
with the Board expressing general agreement with
nearly all of the principles in those chapters.

Limited Amendment to IAS No. 19, Employee Benefits

The Board approved issuance of an exposure draft
that would amend IAS 19 to eliminate a provision that
has the unintended effect of permitting an asset and
gain to be recognized solely as a result of certain actu-
arial losses. The exposure draft was subsequently
issued on February 25, 2002, with comments due by
March 25, 2002.

Reporting Financial Performance

The Board tentatively agreed to a new structural
framework for reporting financial performance (i.e.,
income and other nonowner changes in equity)
based on five "operational principles" and three
"practical limitation" principles. 

Share-Based Payment 

The Board considered comments received in
response to a reissued Discussion Paper on accounting
for share-based payments (i.e., transactions in which a
company pays for goods and services with shares of its
stock). No decisions were reached. However, the Board
has formed an advisory group consisting of preparers,
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academics, auditors, regulators, valuation specialists,
and company directors from around the world.

Other Amendments

The Board confirmed, with some clarification,
certain tentative decisions, reached at previous
meetings, related to first-time application of inter-
national financial reporting standards and to IAS
No. 32, Financial Instruments: Disclosure and Pre-
sentation, and IAS No. 39, Financial Instruments:
Recognition and Measurement.

Actions Resulting From Discussions With the SAC

As a result of discussions with the SAC, the
Board agreed to: 

• Clarify that the principles in IAS No. 37,
Provisions, Contingent Liabilities and Con-
tingent Assets, regarding cost capitalization
and depreciation should be applied even
though they appear to be inconsistent with
certain concepts set forth in IAS No. 16,
Property, Plant and Equipment.

• Restrict permissible departures from IAS No. 8.
Profit or Loss for the Period, Fundamental
Errors and Changes in Accounting Policies,
to circumstances in which compliance with
the preferred treatment would cause "undue
cost."

• Consider whether IAS 1 might be amended
to require more disclosure about relation-
ships with special-purpose entities (SPEs),
including reasons for not consolidating an
SPE.  The Board took this action after deter-
mining that an amendment of IAS No. 24,
Related Party Disclosures, would not be
appropriate because SPEs are not considered
related parties under that IAS.

• Issue an invitation to comment on whether
IAS 24 should be amended to require separate
disclosure about management compensation. 

• Reverse a tentative decision reached at a previ-
ous meeting and, instead, agreed to retain the
provision in IAS 24 that permits related-party
disclosures to be omitted from parent-company
financial statements that are issued concurrent-
ly with consolidated financial statements.

Next IASB Meeting

The next IASB meeting is scheduled for March
19-22, 2002, in Tokyo. The Board plans to continue
its deliberations on business combinations, first-
time application of IFRS, insurance contracts,
reporting financial performance, and share-based
payment.

Further information about the IASB can be
obtained on the IASB's website at
http://www.iasc.org.uk and on Deloitte & Touche's
IASPlus website at http://www.iasplus.com/index.htm.
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