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June 21, 2007

Ms. Judy O’Dell, CPA

Chair, Private Company Financial Reporting Committee

401 Merritt 7

PO Box 5116

Norwalk, CT 06856-5116

Re: June 11, 2007 PCFRC Resource Group Member Request – FIN 46R, Consolidation of Variable Interest Entities (revised December 2003) – an interpretation of ARB No. 51, Consolidated Financial Statements – Issues for Private Companies and Questions to Determine User Needs 

Dear Ms. O’Dell:

One of the objectives that the Council of the American Institute of Certified Public Accountants (AICPA) established for the PCPS Executive Committee is to act as an advocate for all local and regional firms and represent those firms’ interests on professional issues, primarily through the Technical Issues Committee (TIC).  This communication is in accordance with that objective.  These comments, however, do not necessarily reflect the positions of the AICPA.

TIC has reviewed the PCFRC Resource Group Member Request on FIN 46R and is providing the following comments for your consideration. 

GENERAL COMMENTS

FIN 46R is an unsuccessful principles-based standard that has led many to question whether GAAP should include differences for private companies. Confusion surrounds the interpretation and implementation of the standard, and most question its usefulness to users of private company financial statements. FIN 46R also represents the perfect example of the FASB’s attempt to adopt a standard to cure a public company problem (i.e., accounting for special-purpose entities) without adequately exploring the impact on privately held companies. 
TIC’s specific comments are presented below.

SPECIFIC COMMENTS
1. What do you think the issues are that FIN 46R engenders for private company financial statements?

Two core issues have emerged from the issuance of FIN 46R. All TIC members agree that inconsistent interpretation/application of the principles in the standard is pervasive among firms and between firms and preparers. Years after its issuance, two different practitioners considering identical fact patterns could reach different conclusions as to whether a related entity meets the definition of a VIE or whether an identified VIE should be consolidated. As a result, divergent views are presented in CPE programs and published practice aids. Peer reviewers are having great difficulties reviewing engagements with FIN 46R consequences. One TIC member expressed concerns that the subjectivity of the standard is at times used as a cover for aggressive positions.
TIC believes the diversity in practice stems from overly subjective requirements and the complexity of the document. As a result, even routine VIEs are subject to varying interpretations. For example, one TIC member has seen some external guidance from a widely used source that suggests any real estate entity that shares common ownership with an operating entity is considered a VIE that should always be consolidated, even if the real estate entity has sufficient equity to finance its own operations. Such related party relationships occur frequently within privately held companies. When definitive basic guidance is lacking, the resulting diversity in practice will lead to noncomparable financial statements that are less useful to third-party users.
TIC’s second major concern with FIN 46R is that third-party users of private company financial statements, such as lenders and bonding companies, are not using financial statements containing consolidated VIEs. Local bankers are complaining that consolidated financials are difficult to use because they do not conform to their lending models.
The first thing many bankers do upon receiving a FIN 46R consolidated financial statement is to disaggregate it to fit their lending models.  TIC initially believed the banks just needed a little time to rework their models to match FIN 46R consolidation. However, years after the standard was issued, some banks continue to deconsolidate the statements instead of changing their models. In many cases, separating the consolidated statements into components is fairly easy to do if consolidating schedules are included as supplementary information. However, this leaves bankers placing greater reliance on "unaudited" supplementary financial schedules than on audited basic financial statements, which could erode the audit function over time.
Bonding companies have also had trouble understanding the standard and frequently ask TIC members for the details of the consolidations to do their analysis. The consolidated information seems to be irrelevant to their bonding decisions.

Alternatively, the complexity of FIN 46R has led many banks to allow companies to prepare financial statements on the operating entity only, with a GAAP exception cited in the accountant’s report, in lieu of consolidated statements.  
TIC believes the pace of change has been too much for bankers to digest, and the complexity of the standard has easily confused the users of these financial statements. 
Many TIC members believe expanded note disclosure and hard-and-fast rules on what needs to be consolidated (based on consultations with users) will be enough to correct the problems with FIN 46R.
2. What questions would you ask the users of private company financial statements to understand their needs as they relate to FIN 46R and the matters addressed by FIN 46R?

TIC members propose the following questions for users of private company financial statements:

· Does the consolidated presentation help or hurt a user’s analysis? Why or why not? What are the common types of VIEs seen by lenders (e.g., a real estate entity under common control with an operating entity)? If the goal is collateral/cash flow analysis, FIN 46R may actually make things more difficult.  
· Would the users be better served by not implementing FIN 46R, but rather expanding related party disclosures?  For private companies, TIC believes 90% of VIE consolidations are with entities that were already considered and disclosed as related parties, which was probably sufficient in the majority of the private company situations.

· If users say “no” to the above questions, are there any exceptions to the general rule where consolidating VIEs would facilitate the lender’s decision and/or provide information not previously known? 

TIC appreciates the opportunity to present these comments on behalf of PCPS member firms. We would be pleased to discuss our comments with you at your convenience.

Sincerely,
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220 Leigh Farm Road, Durham, NC 27707-8110
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Edward J. Knauf, Chair

PCPS Technical Issues Committee

cc: PCPS Executive and Technical Issues Committee
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