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FASB’s October 18
Meeting on Legal
Isolation

Transfers Project— Legal Isolation Criteria

At the October 18, 2006 FASB Meeting, a tentative decision was made to require the legal analysis
in paragraph 9(a) of FASB Statement No. 140, Accounting for Transfers and Servicing of
Financial Assets and Extinguishments of Liabilities, to treat the involvements of all entities
included in the consolidated financial statements being presented as if those involvements were
made by the transferor. The Board was concerned that a transferor could receive a true sale
opinion in situations in which the transferor’s consolidated affiliates have involvements with the
transferred assets and a true sale opinion would not be provided if all such involvements were
made by one legal entity and considered in the legal isolation analysis.

The Board was asked to evaluate the following three proposed alternatives (Alternatives A, B and
C below) regarding the legal isolation criterion and alternative C received the majority of the
votes.

Alternative A: clarifies that a transferor of financial assets must perform a legal analysis to
determine that the isolation criteria have been met and that such a legal analysis must consider the
involvements of all entities that are included in the consolidated financial statements of the
transferor.

Alternative B: clarifies that an isolation analysis must consider the legal effect of the involvements
of all of the entities with the transferred financial assets that are consolidated in the financial
statements being presented, such as for a parent entity that consolidates a transferor of financial
assets. The isolation analysis must conclude that the transferred financial assets are, in the event of
bankruptcy, beyond the reach of the creditors all of the entities included in the financial statements
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being presented in order for those assets to meet the isolation requirement. Some Board members
indicated this alternative is consistent with the current requirements of FASB Statement 140.

Alternative C: requires that an isolation analysis consider the legal effect of the involvements of all
of the entities with the transferred financial assets that are consolidated in the financial statements
being presented, but requires that the legal analysis treat the involvements of all of the
consolidated entities as if those involvements were made by the transferor. The isolation analysis
must conclude that the transferred financial assets would be beyond the reach of all of the entities
(and their creditors) included in the financial statements being presented, assuming that all of the
involvements were made by the transferor, in order for the transferred financial assets to meet the
isolation requirement for a parent entity of a transferor.

In addition, the Board considered that the parties considered in the legal analysis under Alternative
C also include related parties (as defined in FASB Statement No. 57). However, based on the
perceived difficulty in practice to identify all possible related parties and potential impediments to
issuing guidance in a timely fashion, the Board tentatively agreed to exclude this concept in any
guidance that will be issued in the near term.
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On-Call Advisory Services:
Ernst & Young’s On-Call Advisory Services Group assist clients with accounting, tax and

regulatory aspects of securitization, derivative, M&A, compensation, leasing and structured
transactions. This experienced group is available 24/7 via phone, fax, email, or in person. In
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addition to our On-Call Advisory, we provide related services such as operational reviews, due
diligence, and training sessions.

This alert is correct to the best of our knowledge and belief as at the date of this alert. It is,
however, written in general terms and professional advice must always be obtained before any
action is taken.

Ell ERNST & YOUNG

Quality In Everything We Do




