Steven K. Hazen

149 South Barrington Avenue, #245
Los Angeles, CA 90049-3310
November 12, 2008
VIA EMAIL: RULE-COMMENTS@SEC.GOV

Ms. Florence E. Harmon
Acting Secretary
Securities and Exchange Commission
100 F Street, NE
Washington, DC 20549–1090
re

File Number 4-573
Study of Mark to Market Accounting

Dear Ms. Harmon:
I appreciate this opportunity to provide suggestions regarding the study to be conducted
by the Securities and Exchange Commission (the “SEC”) under the Emergency Economic
Stabilization Act of 2008 (the “Act”) of “mark-to-market” accounting applicable to financial
institutions, including depository institutions. These suggestions are provided pursuant to SEC
Release Nos. 33-8975 and 34-58747 and focus on the following issues identified in Section
133(a) of the Act:
(3)
(4)

the impact of such standards on the quality of financial information available to
investors, and
the process used by the Financial Accounting Standards Board (“FASB”) in
developing accounting standards.

For purpose of this comment letter, I take those items in reverse order. I note at the outset that
my suggestions regarding those issues have applicability beyond just financial institutions
(including depositary institutions), but the generic nature of them do not diminish the significant
impact they have on such institutions.
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The Process

One very glaring deficiency in the process used by FASB in developing accounting
standards either is an oversight in taking into consideration legal principles that will impact on
(and perhaps govern) relationships and rights reflected in financial statements or is an intentional
disregard of them. By way of example, FIN 45 regarding accounting for guarantees is at best
completely disconnected from the result that would prevail when courts apply statutory and
common law obligations of guarantors. FIN 46 (both as adopted and as revised, and as currently
proposed to be revised) regarding consolidation of “variable interest entities” results in
consolidation for financial statement purposes that is contrary to well-established case law
regarding consolidation in bankruptcy proceedings of assets held by separate entities when one
of them becomes insolvent.
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The problems that result when accounting principles are developed without proper
recognition of legal principles that would control in judicial proceedings was specifically brought
to the attention of FASB when it was considering FIN 46, as demonstrated in the attached
comment letter (#78A, dated September 26, 2002). Issues set forth in that letter were raised in
my individual capacity. The Corporations Committee of the State Bar of California Business
Law Section did, however, submit its own letter (# 138, dated October 25, 2002, a copy of which
is also attached) urging FASB to give cognizance to the issues raised in mine. On its face, FIN
46 as initially adopted (and as revised and as proposed to be revised) gives no consideration at all
to legal principles in conflict with the accounting principles set forth in it.
FASB does deserve credit for routinely implementing “due process” steps when it
considers new accounting principles or changes to existing ones: (1) public notice, (2)
opportunity for public comment, and (3) a modified version of public hearings taking the form of
public roundtable discussions. But there is no point in going through the motions if the
deliberative process actually reflects the results of those public procedures. Too often, the
outcome of FASB procedures regarding the nexus of legal principles with accounting principles
are evocative of the old saw from the days of the Commissars: “They pretend to pay us, and we
pretend to work.” FASB’s process needs to enhance the substance of its work, not just the
cosmetics of it. When it comes to the impact of legal principles on how obligations and
relationships are properly accounted for, the record does not reflect that occurring.
2

The Quality of Financial Information

Development of accounting standards cannot occur in a vacuum. It has no meaningful
relevance if it does not contribute to full and fair disclosure upon which recipients of financial
statements based on such principles can make an informed investment decision or upon which
creditors can make an informed decision as to whether to extend credit or forbearance in
connection with existing credit.
FIN 46 presents a particularly relevant case study in this context. Whatever a “variable
interest entity” (“VIE”) is, it has no cognizance under the law. Determination of parties that are
deemed to be the “primary beneficiary” of a VIE has no relevance under the law as to whether
the assets of the VIE can be used to satisfy debts of the “primary beneficiary.” But application
of FIN 46(R) can result in financial statement misleading users of them to believe that they can.
This results in the irresolvable conflict of financial statements including a presentation that the
reporting company has to disclose to be inaccurate or misleading. An example of that is shown
in the attached extracts from a Quarterly Report on Form 10-Q that referenced FIN 46.
This issue is inextricably linked with the prior one: if accounting principles fail to reflect
the reality that well-established legal principle will be applied when the rubber meets the road,
financial statements based on such principles will either be misleading or will be confusing when
(as in the above-referenced Quarterly Report) the reporting company has to disclaim the
appearance created by them. In that sense, the failure of procedures followed by FASB in
developing or revising accounting principles to give appropriate effect to legal principles
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immutably diminishes the quality of financial statements prepared on the basis of such
accounting principles.
3

Suggestions

In capsule form, I respectfully urge the SEC and its staff to include detailed examination
of the following when preparing the study mandated by the Act:
¾

Whether the FASB process of developing accounting principles adequately reflects the
reality of how relationships and obligations reflected on financial statements would be
adjudicated under existing legal principles.

¾

Whether failure of accounting principles to reflect legal principles diminishes the utility
of financial statements based on such principles.

¾

What happens when financial statements are false or misleading when the comply with
satisfying generally accepted accounting principles.

While the study will undoubtedly cover topics and issues that are more specific to
financial institutions,1 it will be significantly more meaningful to the purpose mandated by the
Act if it directly addresses fundamental underlying issues such as those identified in this letter.
Very truly yours,
/s/
Steven K. Hazen
Attachments
cc:

1

Mr. Robert H. Herz
Chairman, Financial Accounting Standards Board
P.O. Box 5116
Norwalk, Connecticut 06856-5116

As it happens, issues arising under FIN 45 and FIN 46 have had particular impact on financial institutions.
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PART II. Other Information
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Exhibit 3(a) Certificate of Incorporation of
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+ + + + + + + + + + + + + + +
HOVNANIAN ENTERPRISES, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - UNAUDITED
+ + + + + + + + + +
10. Recent Accounting Pronouncements - In April 2002, the Financial
Accounting Standards Board issued (SFAS) No. 145, "Reporting Gains and
Losses from Extinguishment of Debt", which rescinded SFAS No. 4, No. 44,
and No. 64 and amended SFAS No. 13. The new standard addresses the income
statement classification of gains or losses from the extinguishment of debt
and criteria for classification as extraordinary items. We adopted SFAS
No. 145 on November 1, 2002. We reclassified $0.9 million extraordinary
loss from extinguishment of debt to other operations and ($0.3) million to
State and Federal Income Taxes on our Consolidated Statements of Income to
conform to the new presentation.
In June 2002, the Financial Accounting Standards Board issued (SFAS)
No. 146, "Accounting for Costs Associated with Exit or Disposal
Activities". SFAS No. 146 addresses financial accounting and reporting for
costs associated with exit or disposal activities and nullifies Emerging
Issues Task Force ("EITF") Issue No. 94-3, "Liability Recognition for
Certain Employee Termination Benefits and Other Costs to Exit an Activity
(including certain costs incurred in a restructuring)". SFAS No. 146
requires recognition of a liability for a cost associated with an exit or
disposal activity when the liability is incurred as opposed to when the
entity commits to an exit plan as prescribed under EITF No. 94-3. SFAS No.
146 is effective for exit or disposal activities initiated after December
31, 2002. We adopted SFAS No. 146 January 1, 2003. The initial adoption
of SFAS No. 146 did not have an effect on the financial position or results
of operations of our Company. However, SFAS No. 146 could impact the
amount or timing of liabilities to be recognized in the event that we
engage in exit or disposal activities in the future.
In November 2002, the Financial Accounting Standards Board (FASB)
issued FASB Interpretation No. 45, "Guarantor's Accounting and Disclosure
Requirements for Guarantees, Including Indirect Guarantees of Indebtedness
of Others" ("FIN 45"). FIN 45 elaborates on the existing disclosure
requirements for most guarantees, including loan guarantees such as standby
letters of credit. It also clarifies that at the time a company issues a
guarantee, the company must recognize an initial liability for the fair
value, or market value, of the obligations it assumes under the guarantee
and must disclose that information in its interim and annual financial
statements. The provisions related to recognizing a liability at inception
of the guarantee for the fair value of the guarantor's obligations does not
apply to product warranties. The initial recognition and initial
measurement provisions apply on a prospective basis to guarantees issued or
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modified after December 31, 2002. The adoption of the initial recognition
and initial measurement provisions of FIN 45 did not have a material effect
on our financial position or results of operations. Our disclosure of
guarantees is included in Note 13 to the financial statements.
In December 2002, the Financial Accounting Standards Board issued
(SFAS) No. 148, "Accounting for Stock-Based Compensation - Transition and
Disclosure", which amends (SFAS) No. 123. The new standard provides
alternative methods of transition for a voluntary change to the fair value
based method of accounting for stock-based employee compensation. It also
requires prominent disclosures in both annual and interim financial
statements about the method of accounting for stock-based employee
compensation and the affect of the method used on reported results. We
have not elected to change to the fair value based method of accounting for
stock-based employee compensation. We adopted the disclosure provisions of
SFAS No. 148 in our second fiscal quarter ending April 30, 2003. Our
disclosure of accounting for stock-based compensation is included in Note 2
to the financial statements.
In January 2003, the Financial Accounting Standards Board issued FASB
Interpretation No. 46 "Consolidation of Variable Interest Entities" an
interpretation of ARB No. 51 ("FIN 46"). A Variable Interest Entity
("VIE") is created when (i) the equity investment at risk is not sufficient
to permit the entity from financing its activities without additional
subordinated financial support from other parties or (ii) equity holders
either (a) lack direct or indirect ability to make decisions about the
entity, (b) are not obligated to absorb expected losses of the entity or
(c) do not have the right to receive expected residual returns of the
entity if they occur. If an entity is deemed to be a VIE, pursuant to FIN
46, an enterprise that absorbs a majority of the expected losses of the VIE
is considered the primary beneficiary and must consolidate the VIE. FIN 46
is effective immediately for VIE's created after January 31, 2003. For
VIE's created before January 31, 2003, FIN 46 must be applied at the
beginning of the first interim or annual reporting period beginning after
June 15, 2003.
Based on the provisions of FIN 46, we have concluded that whenever we
option land or lots from an entity and pay a non-refundable deposit, a VIE
is created under condition (ii) (b) of the previous paragraph. We have
been deemed to have provided subordinated financial support, which refers
to variable interests that will absorb some or all of an entity's expected
theoretical losses if they occur. For each VIE created we will compute
expected losses and residual returns based on the probability of future
cash flows as outlined in FIN 46. If we are deemed to be the primary
beneficiary of the VIE we will consolidate it on our balance sheet. The
fair value of the VIE's inventory will be reported as "Consolidated
Inventory Not Owned - Variable Interest Entities".
Management believes FIN 46 was not clearly thought out for
application in the homebuilding industry for land and lot options. Under
FIN 46, we can have an option and put down a small deposit as a percentage
of the purchase price and still have to consolidate the entity. Our
exposure to loss as a result of our involvement with the VIE is only the
deposit, not it's total assets consolidated on the balance sheet. In
certain cases we will have to place inventory on our balance sheet the VIE
has optioned to other developers. In addition, if the VIE has creditors,
it's debt will be placed on our balance sheet even though the creditors
have no recourse against our Company. Based on these observations we
believe consolidating VIE's based on land and lot option deposits does not
reflect the economic realities or risks of owning and developing land.
At April 30, 2003 we consolidated three VIE's created from February
1, 2003 to April 30, 2003 as a result of our option to purchase land or
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lots from the selling entities. We paid cash or issued letters of credit
deposits to these three VIE's totaling $6.7 million. Our option deposits
represent our maximum exposure to loss. The fair value of the property
owned by the VIE's was $40.9 million of which $6.2 million was not optioned
to our Company. Since we could not get the selling entities to provide us
with any financial information, the fair value of the optioned property
less our cash deposits, which totaled $35.8 million, was reported on the
balance sheet as Minority Interest. Creditors, if any, of these VIE's have
no recourse against our Company.
We will continue to secure land and lots using options. Including
the deposits with the three VIE's above, at April 30, 2003 we have total
cash and letters of credit deposits amounting to approximately $175.7
million to purchase land and lots with a total purchase price of $2.2
billion. Not all our deposits are with VIE's. The maximum exposure to loss
is limited to the deposits although some deposits are refundable at our
request or refundable if certain conditions are not met. We are in the
process of evaluating all option purchase agreements in effect as of
January 31, 2003. Options with VIE's where we are the primary beneficiary
will be consolidated by our fiscal year end October 31, 2003.
+ + + + + + + + + + + + + + +
ITEM 2.

MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION
AND RESULTS OF OPERATIONS

+ + + + + + + + + +
RESULTS OF OPERATIONS FOR THE THREE AND SIX MONTHS ENDED APRIL 30, 2003
COMPARED TO THE THREE AND SIX MONTHS ENDED APRIL 30, 2002
+ + + + +
Recent Accounting Pronouncements
In April 2002, the Financial Accounting Standards Board issued (SFAS)
No. 145, "Reporting Gains and Losses from Extinguishment of Debt", which
rescinded SFAS No. 4, No. 44, and No. 64 and amended SFAS No. 13. The new
standard addresses the income statement classification of gains or losses
from the extinguishment of debt and criteria for classification as
extraordinary items. We adopted SFAS No. 145 on November 1, 2002. We
reclassified $0.9 million extraordinary loss from extinguishment of debt to
other operations and ($0.3) million to state and Federal Income Taxes on
our Consolidated Statements of Income to conform to the new presentation.
In June 2002, the Financial Accounting Standards Board issued (SFAS)
No. 146, "Accounting for Costs Associated with Exit or Disposal
Activities". SFAS No. 146 addresses financial accounting and reporting for
costs associated with exit or disposal activities and nullifies Emerging
Issues Task Force ("EITF") Issue No. 94-3, "Liability Recognition for
Certain Employee Termination Benefits and Other Costs to Exit an Activity
(including certain costs incurred in a restructuring)". SFAS No. 146
requires recognition of a liability for a cost associated with an exit or
disposal activity when the liability is incurred as opposed to when the
entity commits to an exit plan as prescribed under EITF No. 94-3. SFAS No.
146 is effective for exit or disposal activities initiated after December
31, 2002. We adopted SFAS No. 146 January 1, 2003. The initial adoption
of SFAS No. 146 did not have an effect on the financial position or results
of operations of our Company. However, SFAS No. 146 could impact the
amount or timing of liabilities to be recognized in the event that we
engage in exit or disposal activities in the future.
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In November 2002, the Financial Accounting Standards Board (FASB)
issued FASB Interpretation No. 45, "Guarantor's Accounting and Disclosure
Requirements for Guarantees, Including Indirect Guarantees of Indebtedness
of Others" ("FIN 45"). FIN 45 elaborates on the existing disclosure
requirements for most guarantees, including loan guarantees such as standby
letters of credit. It also clarifies that at the time a company issues a
guarantee, the company must recognize an initial liability for the fair
value, or market value, of the obligations it assumes under the guarantee
and must disclose that information in its interim and annual financial
statements. The provisions related to recognizing a liability at inception
of the guarantee for the fair value of the guarantor's obligations does not
apply to product warranties. The initial recognition and initial
measurement provisions apply on a prospective basis to guarantees issued or
modified after December 31, 2002. The adoption of the initial recognition
and initial measurement provisions of FIN 45 did not have a material effect
on our financial position or results of operations. Our disclosure of
guarantees is included in Note 13 to the financial statements.
In December 2002, the Financial Accounting Standards Board issued
(SFAS) No. 148, "Accounting for Stock-Based Compensation - Transition and
Disclosure", which amends (SFAS) No. 123. The new standard provides
alternative methods of transition for a voluntary change to the fair value
based method of accounting for stock-based employee compensation. It also
requires prominent disclosures in both annual and interim financial
statements about the method of accounting for stock-based employee
compensation and the affect of the method used on reported results. We
have not elected to change to the fair value based method of accounting for
stock-based employee compensation. We adopted the disclosure provisions of
SFAS No. 148 in our second fiscal quarter ending April 30, 2003. Our
disclosure of accounting for stock-based compensation is included in Note 2
to the financial statements.
In January 2003, the Financial Accounting Standards Board issued FASB
Interpretation No. 46 "Consolidation of Variable Interest Entities" an
interpretation of ARB No. 51 ("FIN 46"). A Variable Interest Entity
("VIE") is created when (i) the equity investment at risk is not sufficient
to permit the entity from financing its activities without additional
subordinated financial support from other parties or (ii) equity holders
either (a) lack direct or indirect ability to make decisions about the
entity, (b) are not obligated to absorb expected losses of the entity or
(c) do not have the right to receive expected residual returns of the
entity if they occur. If an entity is deemed to be a VIE, pursuant to FIN
46, an enterprise that absorbs a majority of the expected losses of the VIE
is considered the primary beneficiary and must consolidate the VIE. FIN 46
is effective immediately for VIE's created after January 31, 2003. For
VIE's created before January 31, 2003, FIN 46 must be applied at the
beginning of the first interim or annual reporting period beginning after
June 15, 2003.
Based on the provisions of FIN 46, we have concluded that whenever we
option land or lots from an entity and pay a non-refundable deposit, a VIE
is created under condition (ii) (b) of the previous paragraph. We have
been deemed to have provided subordinated financial support, which refers
to variable interests that will absorb some or all of an entity's expected
theoretical losses if they occur. For each VIE created we will compute
expected losses and residual returns based on the probability of future
cash flows as outlined in FIN 46. If we are deemed to be the primary
beneficiary of the VIE we will consolidate it on our balance sheet. The
fair value of the VIE's inventory will be reported as "Consolidated
Inventory Not Owned - Variable Interest Entities".
Management believes FIN 46 was not clearly thought out for
application in the homebuilding industry for land and lot options.
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FIN 46, we can have an option and put down a small deposit as a percentage
of the purchase price and still have to consolidate the entity. Our
exposure to loss as a result of our involvement with the VIE is only the
deposit, not it's total assets consolidated on the balance sheet. In
certain cases we will have to place inventory on our balance sheet the VIE
has optioned to other developers. In addition, if the VIE has creditors,
it's debt will be placed on our balance sheet even though the creditors
have no recourse against our Company. Based on these observations we
believe consolidating VIE's based on land and lot option deposits does not
reflect the economic realities or risks of owning and developing land.
At April 30, 2003 we consolidated three VIE's created from February
1, 2003 to April 30, 2003 as a result of our option to purchase land or
lots from the selling entities. We paid cash or issued letters of credit
deposits to these three VIE's totaling $6.7 million. Our option deposits
represent our maximum exposure to loss. The fair value of the property
owned by the VIE's was $40.9 million of which $6.2 million was not optioned
to our Company. Since we could not get the selling entities to provide us
with any financial information, the fair value of the optioned property
less our cash deposits, which totaled $35.8 million, was reported on the
balance sheet as Minority interest. Creditors of these VIE's have no
recourse against our company.
We will continue to secure land and lots using options. Including
the deposits with the three VIE's above, at April 30, 2003 we have total
cash and letters of credit deposits amounting to approximately $175.7
million to purchase land and lots with a total purchase price of $2.2
billion. Not all our deposits are with VIE's. The maximum exposure to loss
is limited to the deposits although some deposits are refundable at our
request or refundable if certain conditions are not met. We are in the
process of evaluating all option purchase agreements in effect as of
January 31, 2003. Options with VIE's where we are the primary beneficiary
will be consolidated by our fiscal year end October 31, 2003.
+ + + + + + + + + + + + + + +
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