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Consolidation
Foreword

Challenging and
sometimes perplexing

Consolidated financial statements are presumed to be more meaningful than
separate statements — based on the foundational principle that consolidated
statements are usually needed for a fair presentation when one company
controls another.

This presumption and foundational principle were established in 1959, and
while the basic principles endure, today’s consolidation analysis has evolved
dramatically since then. Sweeping changes in 2003 introduced the variable
interest entity consolidation model, and 2007 brought highly anticipated
guidance on accounting for noncontrolling interests.

The judgments about what it means to have a controlling financial interest and
how consolidated financial statements are prepared have become increasingly
challenging and sometimes perplexing.

This Handbook provides an in-depth look at consolidation and consolidation

procedure. It guides you through some of the most complex literature in US
GAAP and provides insight and examples to assist you in making the critical
judgments necessary to execute on the principles of consolidation.

Nick Burgmeier, Matt Drucker and Angie Storm
Department of Professional Practice, KPMG LLP
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Consolidation
About this publication

About this publication

The purpose of this Handbook is to assist you in applying the standard on
consolidation, Topic 810, and the requirements of other standards that play a
role in consolidation.

Organization

Each chapter of this Handbook includes excerpts from the FASB's Accounting
Standards Codification® and overviews of the relevant requirements. Our in-
depth guidance is explained through Q&As that reflect the questions we are
encountering in practice. We include examples to explain key concepts.

Our commentary is referenced to the Codification and to other literature, where
applicable. The following are examples:

— 810-10-25-14 is paragraph 25-14 of ASC Subtopic 810-10
— S-X Rule 5-02 is Rule 5-02 of SEC Regulation S-X
— SAB Topic 12.C is SEC Staff Accounting Bulletins Topic 12.C

— TQA 6140.10 is section 6140.10 of the AICPA's Technical Questions and
Answers

— FAS 141.24 is paragraph 24 of FASB Statement No. 141

— ASU 2015-02.BC.A35 is paragraph A35 in the basis for conclusions of FASB
Accounting Standards Update (ASU) No. 2015-02

— 2016 AICPA Conf is the 2016 AICPA National Conference on Current SEC
and PCAOB Developments. These references are hyperlinked to the source
material on the SEC's website

— AAG-INV.7.11 is paragraph 11 of chapter 7 of the AICPA's Audit and
Accounting Guide, Investment Companies

— SSAP 56.2 is paragraph 2 of Statement of Statutory Accounting Principles
No. 56

— SEC Regs Comm 06/09 is the June 2009 minutes of the CAQ SEC
Regulations Committee

Pending content

The excerpts from the Codification reproduced in this Handbook include current
content and pending content amended by the following ASUs that are not yet
effective for all entities in their annual financial statements.

— ASU 2016-13, Financial Instruments—Credit Losses (Topic 326):
Measurement of Credit Losses on Financial Instruments

— ASU 2023-02, Investments — Equity Method and Joint Ventures (Topic 323):
Accounting for Investments in Tax Credit Structures Using the Proportional
Amortization Method

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
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Consolidation 3
About this publication

Terminology

Throughout this Handbook, we use the term enterprise to describe the
reporting entity that is evaluating a legal entity for consolidation. A legal entity
can be a variable interest entity (VIE) or a voting interest entity (VOE).

November 2023 edition

This edition of our Handbook includes new and updated interpretations based
on our experience with companies applying Topic 810. New Questions and
Examples are identified with ** and items that have been significantly updated
or revised are identified with #. The Index of changes identifies all significant
changes.

Abbreviations
We use the following abbreviations in this Handbook:

1940 Act  Investment Company Act of 1940

AQCI Accumulated other comprehensive income
APIC Additional paid-in capital

BDC Business development company

CFE Collateralized financing entity

CTA Cumulative translation adjustment

EBITDA Earnings before interest, taxes, depreciation and amortization

EPS Earnings per share

GP General partner

ICFR Internal control over financial reporting
IPR&D In-process research and development
LP Limited partner

MD&A Management's discussion and analysis
NCI Noncontrolling interest

NFP Not-for-profit entity

OCl Other comprehensive income

PBE Public business entity

PP&E Property, plant and equipment

REIT Real estate investment trust

SPE Special-purpose entity

TRS Total return swap

VIE Variable interest entity

VOE Voting interest entity

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
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1.

Executive summary

Consolidation

1. Executive summary

Topic 810 contains two primary consolidation models: the VIE consolidation model and the VOE consolidation model. Determining which
model applies is essential to properly apply Topic 810.

The process for determining which model to apply and the financial reporting implications can be summarized in six steps as shown in

the following diagram.

Does a
consolidation

scope exception

Step 5

Enterprise must
consolidate the

entity

apply? Yes
No No No
Step 3 Step 4a
Does the . .
Does a VIE scope enterprise have a R Is the entlty.or _ Is the e’nterpnse
exception apply? | variable interest in » structure being » the VIE S pnmary
’ No . Yes | evaluated a VIE? | Yes beneficiary?
the entity?
Yes No
Step 4b
Does the
Does a VOE scope enterppse havefa
. » controlling financial
exception apply? No

interest in the
VOE?

No

Enterprise applies
relevant disclosure
requirements
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Consolidation
1. Executive summary

Step 1: Scope exceptions

Topic 810 contains scope exceptions, with some applying to both models and
others applying only to the VIE consolidation model or only to the VOE
consolidation model.

The follow table summarizes the types of scope exceptions and identifies
where to find more information in this Handbook.

Exception Description and impact Reference

Topic 810 does not apply to arrangements that do
Consolidation not involve a legal entity. Further, some legal

scope entities are out of the scope of Topic 810. Section 2.3
exceptions If either of these conditions exist, Topic 810 does
not apply.

Some legal entities are in the scope of Topic 810
but out of the scope of the VIE subsections — e.g.
companies that apply the private company

VIE scope . . o Sections 2.4
exceptions accounting alternatives for legal entities under and 2.6
P common control. In this situation, only the VOE '

subsections, including their scope exceptions,
apply.
The VOE scope exceptions are evaluated last. If a

VOE scope _VIE scope exception applies — or if th_e legal entity .

i is not a VIE (see Step 3) — an enterprise evaluates Section 2.5
exceptions

whether a VOE scope exception applies. If so,
Topic 810 does not apply.

Step 2: Is the interest a variable interest?

A variable interest is an interest through which an enterprise involved with a
legal entity shares in that entity’s economic risks and rewards. The interest
absorbs some of the entity’s expected losses, expected residual returns or
both.

To identify whether it has a variable interest in a legal entity, an enterprise:

— identifies the risks created by the legal entity by applying the by-design
approach;

— identifies the legal entity’s explicit and implicit interests; and

— determines which interests absorb the risks.

Section 3.3 discusses the by-design approach and sections 3.4 and 3.5 discuss
explicit and implicit variable interests and how to determine which ones absorb
the risks identified.

Special consideration is necessary for some types of interests.

Concept Description Reference

An interest in specified assets of a legal entity is
Interest in not a variable interest in the legal entity itself and

. . . Section 3.6
specified assets | is generally excluded when applying the VIE
consolidation model.
© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent

member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved
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Consolidation
1. Executive summary

Concept Description Reference

A silo VIE exists only if its operations are
segregated from the rest of a VIE. If a silo VIE is
Silo VIE identified in a VIE, the VIE consolidation guidance Section 3.7
is applied separately to the silo VIE and to the host
VIE (i.e. the legal entity minus the silo VIE).

A decision-maker has the power to direct the
activities that most significantly impact the legal
entity’s economic performance. A fee paid to a Section 3.8
decision-maker may represent a variable interest
in a legal entity.

Decision-maker
fee

Expected losses and expected residual returns (i.e. expected variability) are
relevant in identifying variable interest holders. Read more: Chapter 10

Step 3: Is the entity a VIE?

If a legal entity is in the scope of the VIE subsections of Subtopic 810-10 (Step
1) and the enterprise has a variable interest in that legal entity (Step 2), it
evaluates whether the legal entity is a VIE.

The VIE analysis focuses on the amount and characteristics of a legal entity’s
equity. If a legal entity’s equity has any one of the following characteristics then
itisa VIE.

Characteristic Description Reference

The legal entity does not have sufficient equity at
risk to finance its activities without additional Section 4.3
subordinated financial support.

First
characteristic

The equity-at-risk group lacks the power to direct
the activities that most significantly impact the Section 4.4
legal entity’s economic performance.

Second
characteristic

Third The equity-at-risk group is not obligated to absorb

characteristic the legal entity’s expected losses. Section 4.5
The equity-at-risk group does not have the right to
Fourth ) o : .
e receive the legal entity’s expected residual Section 4.6
characteristic
returns.
The individual equity investors’ voting rights and
economic interests in the legal entity are
Fifth disproportionate, and substantially all of the legal .
L S o . . Section 4.7
characteristic entity’s activities either involve or are conducted

on behalf of an investor that has disproportionately
few voting rights.

An enterprise is not required to reconsider whether a VOE is a VIE, or vice
versa, during each reporting period. Reconsideration is required only when
certain events occur that may indicate the legal entity’s design has changed.
Read more: Section 4.8

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved
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Consolidation
1. Executive summary

Expected losses and expected residual returns (i.e. expected variability) are
relevant in determining whether a legal entity is a VIE. Read more: Chapter 10

Step 4a: Which party (if any) is the primary

beneficiary of a VIE?

The enterprise that holds a controlling financial interest in a VIE is the primary
beneficiary and consolidates the VIE. A variable interest holder has a controlling
financial interest in a VIE if it meets both of the primary beneficiary criteria.

Primary beneficiary criteria ‘

The variable interest holder has the power to
Power criterion | direct the activities that most significantly impact
the VIE's economic performance.

Significant The variable interest holder has the obligation to Section 6.2
variable absorb losses of the VIE, or the right to receive

interest benefits from the VIE, that could potentially be

criterion significant to the VIE.

Power criterion

Determining whether an enterprise meets the power criterion can be complex.
However, there are two broad steps for determining if an enterprise meets this
criterion.

Step 1 Identify the activities that most significantly Section
P impact a VIE's economic performance 6.3.20

Step 2 Identify the party with the power to control the Section
P activities identified in Step 1 6.3.30

When identifying the party that meets this criterion, kick-out rights and
participating rights are considered only if a single enterprise has the unilateral
ability to exercise those rights and the rights are substantive. Read more:
Section 6.4

Only one party can meet the power criterion. If multiple parties have shared
power to direct the most significant activities of a VIE or if the variable interest
holders comprise a related party group, further evaluation is needed to
determine which party, if any, meets the power criterion. Read more: Section
6.5

Significant variable interest criterion

To meet this criterion, an enterprise must have the obligation to absorb losses
or right to receive benefits that could potentially be significant to a VIE. An
enterprise considers both current and potential future circumstances when
evaluating this criterion. Further, a quantitative approach should not be the sole
determinant in evaluating this criterion. Read more: Section 6.6

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved
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Consolidation
1. Executive summary

Impact of related parties on the primary beneficiary analysis

One of the significant ways in which the VIE consolidation guidance differs from
the VOE consolidation guidance is the role of related parties in the analysis. If
parties related to the enterprise hold a variable interest in a VIE in which the
enterprise also holds a variable interest, the enterprise is required to consider
interests held by its related parties when applying the primary beneficiary
criteria. This may cause the enterprise to reach a different conclusion than it
otherwise would have if it considered only its own interest in the VIE. Read
more: Sections 6.5.20, 6.5.30, 6.6.20

Primary beneficiary reconsideration

In contrast to the event-driven reconsideration of a legal entity’'s VIE or VOE
status discussed in Step 3, an enterprise must continually reassess which party
is a VIE's primary beneficiary. Read more: Section 6.7

Step 4b: Which party (if any) controls a VOE?

The enterprise that holds a controlling financial interest in a VOE consolidates
the VOE. A controlling financial interest in a VOE is an equity interest held by a
single enterprise that has the ability to control the decisions made in the
ordinary course of the VOE's business.

There is a rebuttable presumption that control rests with the enterprise that has
majority voting control (the ‘majority holder’). The majority holder in the context
of the VOE consolidation model is defined based on the type of entity.

Entity type Majority holder definition

Ownership by one LP, directly or indirectly, of >

Limited 50% of the limited partnership’s kick-out rights
partnerships through voting interests — majority kick-out right

holder Section 5.2
All other legal Ownership by one reporting entity, directly or

indirectly, of > 50% of the outstanding voting

entlitles shares — majority shareholder

However, noncontrolling rights may negate the power to control held by a
majority holder if the NCI holder(s) has substantive participating rights or if the
power to control has been conveyed to a single minority interest holder through
an agreement with other equity holders. Read more: Section 5.3

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved

8



Consolidation
1. Executive summary

Step 5: Consolidation

Consolidated financial statements represent the financial position and operating
results of a single economic entity. Consolidation and deconsolidation
procedures can be broken into three distinct phases — initial measurement,
subsequent measurement and accounting for changes in ownership.

A key determination is whether the subsidiary
meets the definition of a business. If so, the
parent initially measures the assets, liabilities and
NCI using the acquisition method under Topic 805.

If the subsidiary is not a business, the parent
Initial applies the asset acquisition guidance in Subtopic Sections 7.2
measurement 805-50. In this case, different initial measurement | and 7.3
guidance applies depending on whether the
subsidiary is a VIE.

Common control transactions are generally initially

recognized based on the parent'’s carrying
amounts.

After initial measurement, the subsidiary’s assets,
liabilities and NCI are generally accounted for in
the same manner regardless of whether the
subsidiary is a VOE or VIE - i.e. intra-entity

Subsequent balances and transactions are fully eliminated. ?‘3502'8”3 3'4'
measurement However, the attribution of certain intra-entity 7:5:20 an

transactions between the parent and NCI differ

depending on whether the subsidiary is a VIE.

Attribution of the subsidiary’s income or loss may

also be affected when NCI is redeemable.

A change in ownership that does not result in a

change in control is accounted for as an equity ,
Changes in transaction (unless other US GAAP applies). No Sections
ownership gain or loss is recognized. ;'2'30 and

When a parent loses control, it deconsolidates the
subsidiary and a gain or loss generally results.

Step 6: Presentation and disclosure

A parent preparing consolidated financial statements combines each of its
assets, liabilities and components of comprehensive income with those of the
legal entities in which it has a controlling financial interest and then eliminates
intra-entity transactions. The consolidated amounts are generally presented in
their natural classifications, with some exceptions.

Amounts attributable to the NCI are generally presented on single lines in the
income statement (under consolidated net income) and the balance sheet (in
the equity section). However, redeemable NCI must be presented outside of
permanent equity by entities that are subject to SEC reporting requirements.
Read more: Section 8.2

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved
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Consolidation

1. Executive summary

A parent that prepares consolidated financial statements needs to consider the
disclosure requirements of both Topic 805 and Subtopic 810-10. Read more:

Section 8.3

Further, Subtopic 810-10 contains disclosure requirements for enterprises
involved with VIEs — one set for primary beneficiaries and another set for all
other variable interest holders. Read more: Section 8.3

Other matters

The following items are discussed in distinct sections of this publication.

CFEs

A CFE is an entity that holds financial assets (e.g.
as asset-backed securities) and issues beneficial
interests to investors. Because a CFE generally
has little or no equity, it is typically a VIE and
subject to the VIE consolidation model. A primary
beneficiary may elect to measure certain CFEs’
financial assets and financial liabilities using the
measurement alternative. The measurement
alternative allows the primary beneficiary to
measure both the financial assets and the financial
liabilities of the CFE based on the more
observable of the fair value of the assets or the
fair value of the liabilities.

A primary beneficiary that elects this
measurement alternative is required to provide
disclosures specific to the CFE under Subtopic
810-10. It is also subject to the relevant disclosure
guidance in Topic 820 (fair value measurement)
and Topic 825 (financial instruments).

Sections 7.7
and 8.3.40

Entities
controlled by
contract

Originally written in the context of physician
practice management entities, there is specific
guidance for any legal entity that is controlled by
contract, provided the legal entity is not a VIE.

Instead of applying the definition of a controlling
financial interest using the VOE consolidation
model, this guidance has its own definition of a
controlling financial interest in the context of a
contractual relationship.

Section 9.2

Combined
financial
statements

Combined financial statements are typically
presented for entities under commmon control (or
under common management) when there is no
controlling financial interest between the entities.

Section 9.3

NFP entities

Unless an enterprise is using an NFP to
circumvent the VIE consolidation model, that
model is not applied to NFP entities. Instead,
Subtopic 958-810 generally applies to NFPs.

Section 9.4

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved
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Consolidation 11
2. Objective and scope

Objective and scope

Detailed contents

Item significantly updated in this edition: #

2.1 How the standard works
2.2 Objective of consolidation

Question

2.2.10 How does the VIE consolidation model achieve the objective
of consolidation when voting interests do not adequately
reflect a legal entity’s controlling interests?

2.3 Consolidation scope exceptions

2.3.10 Overview

2.3.20 Legal entities for consolidation purposes

2.3.30 Specific consolidation scope exceptions

Questions

2.3.10 What are the attributes of a legal entity for consolidation
purposes?

2.3.20 What are examples of legal entities for consolidation
purposes?

2.3.30 Are fiduciary accounts considered legal entities for
consolidation purposes?

2.3.40 Are collaborative arrangements not conducted through
separate legal entities considered legal entities for
consolidation purposes?

2.3.50 Are undivided interests considered legal entities for
consolidation purposes?

2.3.60 Are portions of legal entities or virtual entities considered
legal entities for consolidation purposes?

2.3.70 Are individual registered series mutual funds considered
legal entities for consolidation purposes?

2.3.80 Are structures that are economically similar to a registered
series mutual fund considered legal entities for consolidation
purposes?

2.3.90 What are the specific consolidation scope exceptions?

2.3.100  What types of employee benefit plans does Topic 810
exempt from being consolidated by their sponsoring
employer?

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
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Consolidation 12
2. Objective and scope

2.3.110  Are defined contribution plans and trusts used in funding
health and welfare benefit plans exempt from being
consolidated?

2.3.120  Are rabbi trusts exempt from being consolidated?

2.3.130  How is the investment companies scope exception
applied?

2.3.140  What views has the SEC staff expressed regarding the
investment companies scope exception? #

2.3.150  Does a non-registered investment company always
consolidate another investment company in which it has a
controlling financial interest?

2.3.160  When is an investee fund an extension of an investor fund?
2.3.170  How is a governmental organization defined?

2.3.180 How is the governmental organization scope exception
applied?

2.3.190 Is a nongovernmental entity that is formed by a
governmental organization exempt from being consolidated?

2.3.200 What is the practical effect of the anti-abuse provision
regarding financing entities established by governmental
organizations?

2.3.210  How is the registered money market funds scope exception

applied?
2.3.220 When is a legal entity ‘similar’ to a registered money market
fund?
2.4 VIE scope exceptions
2.4.10 General VIE scope exceptions

2.4.20 NFP VIE scope exception

2.4.30 Life insurance entity VIE scope exception
2.4.40 Information-out VIE scope exception
2.4.50 Business VIE scope exception
Questions

2.4.10 What are the VIE scope exceptions?
2.4.20 Can the VIE scope exceptions be applied by analogy?

2.4.30 What is the appropriate accounting when an enterprise is a
for-profit entity vs an NFP?

2.4.40 How is the anti-abuse provision to the NFP VIE scope
exception applied?

2.4.50 Does an enterprise identify an NFP as a related party for
purposes of applying the VIE consolidation model even if the
NFP meets the scope exception?

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
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Consolidation 13
2. Objective and scope

2.4.60 What guidance should an NFP enterprise apply to determine
if it consolidates a legal entity that has one or more VIE
characteristics?

2.4.70 Does a for-profit subsidiary of an NFP parent apply the NFP
VIE scope exception when evaluating whether it should
consolidate a for-profit entity?

2.4.80 What constitutes separate accounts of a life insurance
entity?

2.4.90 Are investees of separate accounts exempt from
consolidation?

2.4.100 What constitutes exhaustive efforts under the information-
out VIE scope exception?

2.4.110  What are the FASB's expectations concerning use of the
information-out VIE scope exception?

2.4.120  What are the requirements of the business VIE scope
exception?

2.4.130 What is the definition of a business?

2.4.140 How is the participation in design condition applied (first
condition)?

2.4.150  What type of entity is considered an operating JV (first
condition)?

2.4.160  When is a business entity a franchisee (first condition)?

2.4.170  How is the substantially all condition applied (second
condition)?

2.4.180 How is the subordinated support condition applied (third
condition)?

2.4.190 Does each variable interest holder need to separately
evaluate whether the business scope exception conditions
are met?

2.4.200 In subsequent periods, when is an enterprise required to
reevaluate whether the business scope exception applies?

Examples
2.4.10 Charitable foundation as lessor
2.4.20 Political action committee

25 VOE scope exceptions
Questions
2.5.10 When is the VOE consolidation model applied?

2.5.20 Does an enterprise evaluate majority- and wholly-owned
subsidiaries under the VIE consolidation model?

2.5.30 Should a parent that files for bankruptcy continue to
consolidate a subsidiary that has not?

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of in
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Consolidation
2. Objective and scope

2.5.40 Should a parent continue to consolidate a majority-owned
subsidiary after the subsidiary files for bankruptcy?

2.5.50 Is a parent’s loss of control due to a subsidiary’s bankruptcy
filing after year-end a recognized subsequent event?

2.5.60 Should a parent continue to consolidate a subsidiary after
both have filed for bankruptcy?

2.5.70 Can an other-than-temporary lack of exchangeability
between two currencies affect whether a majority-owned
foreign subsidiary should be consolidated?

2.5.80 What guidance does an NFP enterprise apply when
consolidating a majority-owned subsidiary?

2.5.90 Does the VOE consolidation model apply to R&D
arrangements?

2.5.100 Does the VOE consolidation model apply when the legal
entity is controlled by contract?

2.5.110  Does the VOE consolidation model apply when the legal
entity is a rabbi trust?

2.6 Private company alternative
2.6.10 Private company alternative #
2.6.20 [Not used]
2.6.30 [Not used]
2.6.40 FASB examples
Questions

2.6.10 How does an enterprise determine whether the private
company alternative scope exception applies?

2.6.20 When is a private company enterprise under common
control with a legal entity?

2.6.25 How does a GP evaluate whether it controls a limited
partnership when evaluating whether it may apply the
private company alternative? #

2.6.30 How is the private company accounting alternative
implemented?

Examples

2.6.10 Applying the common control analysis — part 1

2.6.20 Applying the common control analysis — part 2

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved



2.1

Consolidation
2. Objective and scope

How the standard works

The objective of consolidated financial statements is to present the financial
position of a parent and its subsidiaries as if the consolidated group were a
single economic entity.

Topic 810 contains two primary consolidation models — the variable interest
entity (VIE) consolidation model and the voting interest entity (VOE)
consolidation model.

There are numerous scope exceptions, with some applying to both models and
others applying only to the VIE consolidation model or only to the VOE
consolidation model. Further, private companies can elect not to apply the VIE
consolidation model to certain legal entities with which they are under common
control.

The threshold scope issue is whether an arrangement in which an enterprise
has a potential variable interest is a legal entity because Topic 810 can apply
only if the underlying arrangement is a legal entity. The following decision tree
summarizes the steps in determining whether any of the numerous scope
exceptions applies.

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved
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Consolidation 16
2. Objective and scope

Consolidation scope
exceptions

Is the arrangement with
a legal entity?

Yes

\ 4

Does a scope
exception to Topic 810
in its entirety apply?

No

Do not apply the VIE or
VOE consolidation

models

Yes

No

\ 4

Yes

Is the enterprise
applying the private
company VIE
alternative?

No

VIE scope exceptions

Yes

Does a VIE scope
exception apply?

No

Is the legal entity a
VIE?

No

VOE scope exception

Does a VOE scope
exception apply?

Do not apply the VIE or

VOE consolidation
models

Apply the VIE

consolidation model
Yes

Apply the VOE

consolidation model
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Consolidation 17
2. Objective and scope

Objective of consolidation

I_:E Excerpt from ASC 810-10

General

05-6 The following flowchart provides an overview of the guidance in this
Subtopic for evaluating whether a reporting entity should consolidate another
legal entity. The flowchart does not include all of the guidance in this Subtopic
and is not intended as a substitute for the guidance in this Subtopic. For
example, the flowchart does not illustrate the consolidation analysis for entities
controlled by contract.

Consolidation Analysis in Subtopic 810-10

Is the entity being
evaluated for consolidation NO o Stop consolidation
a legal entity? g analysis
(810-10-15-4)
Does a scope
exce!atlop fron'1 e YES - Stop consolidation
consolidation guidance > S 1
analysis
apply?
(810-10-15-2)
Does a
Variable Interest YES Evaluation under
Entities (VIE) Subsection > Voting
scope exception apply? Interest Model
(810-10-15-17)
Does the
reporting entity NO
have a variable interest in o Stop consolidation
the legal entity? e analysis®
(810-10-55-16
through 55-41)
YES =
Evaluation under Variable Is the legal entity a VIE?* | Evaluation under Voting
Interest Model ‘ (810-10-15-14) o Interest Model

T Consolidation not required; however, evaluation of the other generally accepted
accounting principles (GAAP) may be relevant to determine recognition, measurement,
or disclosure.

2 A legal entity is a VIE if any of the following conditions exist:

a. The equity investment at risk is not sufficient to finance the activities of the entity
without additional subordinated financial support provided by any parties.

b. As a group, the holders of the equity investment at risk lack any of the following
characteristics of a controlling financial interest:
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1. The power to direct the activities that most significantly impact the entity’s
economic performance:

i. For legal entities other than limited partnerships, investors lack that power
through voting rights or similar rights if no owners hold voting rights (such as
those of a common shareholder in a corporation).

ii. For limited partnerships, partners lack that power if neither (01) nor (02) below
exists
.01 A simple majority or lower threshold of limited partners (including a single

limited partner) with equity at risk is able to exercise substantive kick-out
rights through voting interests over the general partner(s).
.02 Limited partners with equity at risk are able to exercise substantive
participating rights over the general partner(s).
2. The obligation to absorb expected losses.
3. The right to receive expected residual returns.
c. The equity investors; voting rights are not proportional to the economics, and
substantially all of the entity either involve or are conducted on behalf of an investor
that has disproportionately few voting rights.

10-1 The purpose of consolidated financial statements is to present,
primarily for the benefit of the owners and creditors of the parent, the results
of operations and the financial position of a parent and all its subsidiaries as if
the consolidated group were a single economic entity. There is a
presumption that consolidated financial statements are more meaningful than
separate financial statements and that they are usually necessary for a fair
presentation when one of the entities in the consolidated group directly or
indirectly has a controlling financial interest in the other entities.

An enterprise determines whether to apply the VOE or VIE consolidation model
to a legal entity based on the characteristics of the entity's equity and
governance.

The FASB developed the VIE consolidation model to augment the VOE
consolidation model primarily because of concerns about consolidation
practices by enterprises involved with special-purpose entities. The objective of
the VIE consolidation model is to provide consolidation guidance for situations
in which voting interests do not adequately reflect the controlling interests in a
legal entity. For example, this occurs when equity investors lack the
characteristics of a controlling financial interest or lack sufficient equity at risk
for the entity to operate without additional subordinated financial support from
other parties.

Question 2.2.10
How does the VIE consolidation model achieve the

objective of consolidation when voting interests do
not adequately reflect a legal entity’s controlling
interests?

Interpretive response: To achieve its objective, the FASB identified
characteristics that indicate voting interests may not be effective in identifying
whether a legal entity should be consolidated by another enterprise and, if so,
which enterprise.
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The characteristics focus on evaluating how the economic risks and rewards
inherent in a legal entity’s assets and liabilities are shared among the variable
interest holders and who has the authority to make the decisions that most
significantly impact those risks and rewards.

It is important to understand how these, and other terms are defined in the VIE
Subsections of Subtopic 810-10.

Term | Definition

Economic risks A legal entity's expected losses and expected residual returns
and rewards

The mechanism or interest through which an enterprise shares

Variable interest . o L
in a legal entity’s economic risks and rewards

The enterprise that is required to consolidate the legal entity
through a variable interest (which may not necessarily be an
equity interest)

Primary
beneficiary

The above definition of a variable interest is the plain-English definition. The
‘technical’ definition in Subtopic 810-10 defines variable interests as
"contractual, ownership, or other pecuniary interests in a VIE that change with

changes in the fair value of the VIE's net assets exclusive of variable interests."
[810-10 Glossary]

Variable interests include the following (not exhaustive):

— Alegal entity's voting stock;

— loans to an entity;

— guarantees that an entity will repay its obligations; and

— rights to purchase a majority of an entity's assets at a strike price other than
fair value (see chapter 3).

An enterprise that does not have a variable interest in a legal entity cannot
consolidate the entity.

Consolidation scope exceptions

Overview

As a first step, Topic 810 applies only to legal entities — i.e. there is a ‘legal
entity filter’ (see section 2.3.20).

After an enterprise concludes that its arrangement is with a legal entity, it
evaluates whether a scope exception applies. Topic 810 contains scope
exceptions that apply to the entire topic (‘consolidation scope exceptions’), as
well as exceptions that apply to either the VIE consolidation model or the VOE
consolidation model.

Some of the consolidation scope exceptions exempt an enterprise or
arrangement from all of Topic 810's provisions under both the VIE and VOE
consolidation models (see section 2.3.30). Others exempt an enterprise or
arrangement from only some of the Topic's provisions (see sections 2.4, 2.5
and 2.6).
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Legal entities for consolidation purposes

I_:\E Excerpt from ASC 810-10

General
> Entities

15-4 All legal entities are subject to this Topic’'s evaluation guidance for
consolidation by a reporting entity, with specific qualifications and exceptions
noted below.

15-5 Paragraph not used.

15-6 The guidance in this Topic applies to all reporting entities, with specific
qualifications and exceptions noted below.

20 Glossary

Legal Entity — Any legal structure used to conduct activities or to hold assets.
Some examples of such structures are corporations, partnerships, limited
liability companies, grantor trusts, and other trusts.

Topic 810 does not apply to arrangements involving another party that doesn't
meet the definition of a legal entity. This filter is based solely on whether an
arrangement is with a legal entity; it is not limited to specific industries or to the
nature of the activities or assets held or used in the arrangement. [810-10-15-4]

Question 2.3.10

What are the attributes of a legal entity for
consolidation purposes?

Interpretive response: \We believe the following are attributes of a legal entity
for consolidation purposes:

— possessing a unique tax identification or filing a separate tax return in any
jurisdiction;

— issuing separate financial statements or complying with other regulatory
filing requirements;

— entering into contracts or billing arrangements in its own name;

— possessing legal standing in its jurisdiction;

— possessing the ability to obtain financing or open a bank account.

None of these attributes is determinative. The evaluation of whether an
arrangement is with a legal entity should be based on all the relevant facts and
circumstances and may require the assistance of legal counsel.

The FASB's basis for treating individual registered mutual funds as legal entities
is discussed in Question 2.3.70.
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Question 2.3.20

What are examples of legal entities for
consolidation purposes?

Interpretive response: Examples of entities that meet Topic 810's legal entity
filter includes, but are not limited to, corporations, limited partnerships, general
partnerships, limited liability limited partnerships, limited liability companies,

trusts and individual series mutual funds required to comply with the 1940 Act.

Arrangements that might be considered to involve legal entities for
consolidation purposes include the following (not exhaustive):

— joint ventures
— product and inventory financing arrangements
— vendor financing arrangements
— research and development ventures
— collaborative arrangements
— outsourcing arrangements
— leasing arrangements
— operating leases with purchase options, residual value guarantees,
fixed-price renewal options, or similar features
— direct financing leases
—  build-to-suit arrangements
— synthetic leases
— leveraged leases
sale-leasebacks
— franchise arrangements
— insurance and reinsurance arrangements
— residential and commercial construction arrangements
— lot option arrangements
— energy arrangements
— capacity purchase agreements
— wind or solar farms
— synthetic fuel partnerships
— securitization and similar arrangements
— residential mortgage securitizations
— commercial mortgage securitizations
— credit card securitizations
— collateralized debt obligations
— collateralized loan obligations
— collateralized bond obligations
— commercial paper conduits
— Enbhanced Equipment Trust Certificates
—  trust preferred securities
— investment arrangements
mutual funds
hedge funds
venture capital funds
private equity funds
— real estate funds, including affordable housing partnerships.
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Question 2.3.30

Are fiduciary accounts considered legal entities for
consolidation purposes?

Interpretive response: No. Consolidation applies only to legal entities (as
defined in Subtopic 810-10). If assets are held on behalf of others but not in a
separate legal entity, the consolidation models do not apply to the fiduciary
accounts.

Question 2.3.40

Are collaborative arrangements not conducted

through separate legal entities considered legal
entities for consolidation purposes?

Interpretive response: Generally, no. The consolidation models generally apply
only to legal entities. Therefore, they do not apply to a collaborative
arrangement conducted outside of a separate legal entity.

For example, two pharmaceutical companies enter into a joint development
agreement for a drug candidate. Under the agreement, each company conducts
R&D and shares the total costs on a 50/50 basis. Each quarter, the companies
provide each other with financial information about their respective activities
(and costs) and one company provides a payment to the other as necessary
under the agreement.

This joint development agreement is not conducted through a separate legal
entity and therefore the consolidation models do not apply. Instead, the
companies consider the guidance for collaborative arrangements in Topic 808
and Topic 606 (if applicable). For additional discussion, see section 2.2.20 in
KPMG Handbook, Revenue recognition.

However, if the companies had formed a separate legal entity to conduct the
activities, they would need to evaluate whether the legal entity must be
consolidated.

Question 2.3.50

Are undivided interests considered legal entities for
consolidation purposes?

Interpretive response: No. If an enterprise owns an undivided interest in each
of a legal entity’s assets and is proportionately liable for its share of each of the
liabilities, it generally accounts for its investment in the legal entity under the

equity method of accounting (see Question 3.6.20). [323-10-15-3 - 15-11, 323-30-15-1
- 15-4, 970-323-25-12]

However, there are limited exceptions if: [810-10-45-14, 910-810-45-1, 930-810-45-1, 932-
810-45-1, 970-810-45-1]
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— the investor and the legal entity operate in the construction or extractive
industries; or
— the interest is in real property if certain conditions are met.

In these situations, the enterprise applies the recognition and measurement
principles in Topic 323 (equity method) but may present its proportionate share
of the legal entity’s individual assets, liabilities and operations. See section
2.3.50 in KPMG Handbook, Equity method of accounting, for additional
discussion.

Question 2.3.60
Are portions of legal entities or virtual entities

considered legal entities for consolidation
purposes?

Interpretive response: Generally, no. So-called virtual entities or portions of
entities are not subject to the consolidation models unless they are silo VIEs.

A silo VIE exists if: [810-10-25-57 — 25-58]

— aportion of a VIE's assets, related liabilities and other interests (such as
guarantees and purchase options) are economically segregated —i.e. a
potential silo exists; and

— the residual entity (i.e. the entire legal entity minus interests in specified
assets) is a VIE.

Section 3.7 discusses how to evaluate whether portions of a legal entity have
been economically segregated from each other and whether a silo VIE exists.

Question 2.3.70

Are individual registered series mutual funds

considered legal entities for consolidation
purposes?

Background: A registered series mutual fund is a type of mutual fund typically
organized as a virtual entity within an umbrella legal entity (often organized as a
Delaware master trust). A registered series mutual fund is required to comply
with the 1940 Act for registered mutual funds.

The umbrella legal entity typically has multiple series mutual funds within it and
a single board of trustees. The investment interests of each series mutual fund
participate in the risks and returns of the individual series but none of the other
series within the umbrella trust. Consequently, each series mutual fund is
isolated economically from all of the other series mutual funds within the
umbrella trust.

Interpretive response: Yes. The FASB decided that it was reasonable to
consider an individual registered series mutual fund to be a separate legal entity
because each individual series fund: [ASU 2015-02.BC38-BC39]
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— has its own investment objectives and policies;

— has its own custodial agreement;

— has its own shareholders separate from other series funds;

— has a unique tax identification;

— files separate tax returns with the IRS;

— has separate audited financial statements; and

— is considered a separate investment company in virtually all circumstances
for purposes of investor protection afforded by the 1940 Act.

Subtopic 810-10 also addresses the activities that most significantly impact the
economic performance of a series mutual fund (see Question 4.4.90).

Question 2.3.80

Are structures that are economically similar to a

registered series mutual fund considered legal
entities for consolidation purposes?

Background: There are other structures that are designed to function in a
manner similar to registered series mutual funds as described in Question
2.3.70. These structures, which may be organized in the United States, are
often domiciled outside of the United States. They include but are not limited to
international series trusts and segregated or protected cell companies. In
general, these structures are designed to economically isolate groups of assets,
liabilities and related equity interests for investment or other purposes within an
umbrella legal entity.

Interpretive response: It depends. If a legal structure has the applicable
characteristics described in see Question 2.3.70, we believe it is considered a
legal entity for consolidation purposes.

Further, we understand the SEC staff believes that the existence of the
following characteristics in these nonregistered structures may indicate that the
individual funds are separate legal entities:

— the funds are economically isolated from the rest of the umbrella entity; and
— the funds’ investors have the power to direct the activities that most
significantly impact the funds’ economic performance.

Specific consolidation scope exceptions

FE Excerpt from ASC 810-10

General
> Entities

15-12 The guidance in this Topic does not apply in any of the following
circumstances:
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a. An employer shall not consolidate an employee benefit plan subject to the
provisions of Topic 712 or 715.

b. Subparagraph superseded by Accounting Standards Update No. 2009-16

c. Subparagraph superseded by Accounting Standards Update No. 2009-16

d. Except as discussed in paragraph 946-810-45-3, an investment company
within the scope of Topic 946 shall not consolidate an investee that is not
an investment company.

e. Areporting entity shall not consolidate a governmental organization and
shall not consolidate a financing entity established by a governmental
organization unless the financing entity meets both of the following
conditions:

1. Is not a governmental organization

2. Is used by the business entity in a manner similar to a VIE in an effort
to circumvent the provisions of the Variable Interest Entities
Subsections.

f.  Areporting entity shall not consolidate a legal entity that is required to
comply with or operate in accordance with requirements that are similar to
those included in Rule 2a-7 of the Investment Company Act of 1940 for
registered money market funds.

1. Alegal entity that is not required to comply with Rule 2a-7 of the
Investment Company Act of 1940 qualifies for this exception if it is
similar in its purpose and design, including the risks that the legal
entity was designed to create and pass through to its investors, as
compared with a legal entity required to comply with Rule 2a-7.

2. Areporting entity subject to this scope exception shall disclose any
explicit arrangements to provide financial support to legal entities that
are required to comply with or operate in accordance with
requirements that are similar to those included in Rule 2a-7, as well as
any instances of such support provided for the periods presented in
the performance statement. For purposes of applying this disclosure
requirement, the types of support that should be considered include,
but are not limited to, any of the following:

i.  Capital contributions (except pari passu investments)

i. Standby letters of credit

i Guarantees of principal and interest on debt investments held by
the legal entity

iv. Agreements to purchase financial assets for amounts greater than
fair value (for instance, at amortized cost or par value when the
financial assets experience significant credit deterioration)

v. Waivers of fees, including management fees.

Once an enterprise determines that an arrangement is a legal entity, it then
determines if one of the specific consolidation scope exceptions applies to
exempt it from applying Topic 810.

An enterprise should carefully evaluate these exceptions because they might
not exempt it from the consolidation provisions of Subtopic 810-10 under all
circumstances.
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Question 2.3.90

What are the specific consolidation scope
exceptions?

Interpretive response: Having determined that the arrangement is a legal
entity (see section 2.3.20), the following decision tree summarizes the scope
exceptions from the consolidation guidance.

Is the legal entity an employee benefit
plan subject to Topics 712 or 715? v
(see Questions 2.3.100 — 2.3.120) es

No

\ 4

Is the enterprise an investment company
in the scope of Topic 946 and the legal
entity not an investment company? Yos
(see Questions 2.3.130 — 2.3.160)

Stop consolidation analysis/
No Apply other US GAAP as
v applicable

Is the legal entity a governmental
organization or a financing entity
established by a governmental

organization? Yes
(see Questions 2.3.170 — 2.3.200)

No

\ 4
Is the legal entity required to comply with
or operate under Rule 2a-7 of the
Investment Company Act of 1940 for
registered money market funds or similar
requirements?

(see Questions 2.3.210 — 2.3.220)

Yes

No

Evaluate whether a VIE

scope exception applies
(see section 2.4)
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Question 2.3.100
What types of employee benefit plans does Topic

810 exempt from being consolidated by their
sponsoring employer?

Interpretive response: An employer is exempt from consolidating employee
benefit plans that are accounted for under: [810-10-15-12(a)]

— Topic 712 (nonretirement postemployment benefit plans);
— Subtopic 715-30 (defined benefit pension plans); or
— Subtopic 715-60 (other postretirement defined benefit plans).

Further, we believe employee benefit plans that apply Topic 960 (defined
benefit pension plans) are exempt from applying the consolidation guidance in
Topic 810 to their investments in legal entities.

The scope exception applies only to the sponsoring employer. Other parties
that have a variable interest in an employee benefit plan must still consider the
guidance in Topic 810. Those parties may include trustees, advisors and plan
administrators.

Question 2.3.110
Are defined contribution plans and trusts used in

funding health and welfare benefit plans exempt
from being consolidated?

Background: Health and welfare benefit plans may segregate and legally
restrict assets intended to pay all or part of the covered benefits by establishing
an irrevocable, bankruptcy-remote Voluntary Employees' Beneficiary
Association (VEBA or 501(c)(9) trust). Employers often contribute cash to a
VEBA trust to cover the short-term lag in their incurred but not reported claims.
Contributions made to these trusts are generally tax deductible for the
sponsoring employer at the date of funding. The AICPA requires employers to
account for those trusts in the context of the related plan based on the
underlying measurement concepts of Subtopics 715-60 and 712-10. [AAG-EBP.7]

Interpretive response: Yes. The scope exception for employee benefit plans
refers to plans accounted for under Topics 712 and 715. However, the FASB
intended this scope exception to also apply to employers' accounting for
defined contribution plans and trusts used in funding health and welfare benefit
plans that apply Topics 962 and 965, respectively.

We believe it may also be appropriate to apply the employee benefit plan scope
exception by analogy to employee benefit plan entities other than those
described above, such as employee stock ownership plans that are accounted
for under Topic 718 (stock compensation). See Question 12.5.30 in KPMG
Handbook, Employee benefits, for further details.
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Question 2.3.120

Are rabbi trusts exempt from being consolidated?

Interpretive response: No. A rabbi trust is not an employee benefit plan and it
does not qualify for any of the other VIE scope exceptions (see section 2.4).

A rabbi trust is a legal entity generally used to protect funded deferred
employee compensation benefits from loss resulting from certain events other
than bankruptcy of the employer (reporting enterprise).

A rabbi trust generally has no equity and typically has a liability to the
employees to whom the deferred compensation benefits are owed. As a result,
a rabbi trust generally will be a VIE. Even if a rabbi trust does have equity, it
generally will be a VIE because the equity investment is not at risk (see section
4.3.30), and the employer provided the equity investment to the employee.

The employer (reporting enterprise) evaluates a rabbi trust as follows depending
on whether the rabbi trust is a VIE. [710-10-25-15 - 25-18, 45-1]

Consolidate rabbi trust

i ?
Is rabbi trust a VIE? under Section 710-10-45

Yes

\ 4

Is Enterprise required to
consolidate rabbi trust
under the VIE consolidation
model?

Yes

Determine if Topic 860
Enterprise consolidates

requires Enterprise to
derecognize financial assets
transferred to the trust

rabbi trust as a VIE

We believe the employer is often the primary beneficiary of a rabbi trust that is
a VIE because:

— its exposure to the trust’s variability represents a variable interest (see
chapter 3); and

— it has the power to make funding and investment strategy decisions, which
are typically the decisions that most significantly impact the trust’s
economic performance (see chapter 6).

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved



Consolidation
2. Objective and scope

Question 2.3.130

How is the investment companies scope exception
applied?

Background: Unlike the other specific consolidation exceptions discussed in
this section, the exception for investment companies first considers the nature
of the enterprise, then considers the nature of the legal entity.

The investment company scope exception was included by the FASB primarily
to ensure that there was no conflict between the consolidation requirements of
Subtopic 810-10 and SEC financial reporting regulations (principally the 1940
Act).

Interpretive response: An investment company in the scope of Topic 946 is

exempt from consolidating an investee that is not an investment company. [810-
10-15-12(d)]

However, the scope exception does not exempt an investment company from
applying the VIE and VOE consolidation models to an operating entity that
provides services to the investment company (e.g. investment adviser, transfer
agent). The purpose of this type of investment is to provide services to the
investment company, not to realize a gain on the sale of the investment. If an
investment company holds a controlling financial interest in such an investee,
the investment company should consolidate that investee instead of measuring
the investment at fair value. [946-10-55-5, 946-810-45-3]

Similarly, investment companies themselves are subject to consolidation under
the VIE and VOE consolidation models. As a result, an enterprise with a variable
interest in an investment company evaluates the investment company for
consolidation. Question 2.3.140 provides guidance on how to evaluate whether
an investment company that is subject to SEC reporting requirements should
consolidate another investment company and Question 2.3.150 provides
guidance on whether that same guidance applies to non-registered investment
companies.

Question 2.3.140#

What views has the SEC staff expressed regarding
the investment companies scope exception?

Excerpt from IM Guidance Update 2014-11

RICs that are Feeder Funds or Funds of Funds

The staff has observed that a RIC that is a feeder fund in a master-feeder
structure, or a RIC that is a fund of funds in the same group of investment
companies, may have “a controlling financial interest in another entity” for
purposes of Regulation S-X. In a master-feeder arrangement, the securities
issued by the master fund are the only investment securities held by the RIC
feeder fund' and may constitute a controlling financial interest in the master
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fund. A RIC that is a fund of funds may have a controlling financial interest in
one or more of the underlying funds in the same group of investment
companies as the fund of funds.

In the circumstances of a feeder fund, generally, the staff has taken the
position that the financial presentation that is most meaningful is
unconsolidated,? provided that, among other things: (i) the feeder fund
attaches the financial statements of the master fund to its financial
statements; (ii) if the master fund is organized as a partnership,* the feeder
fund separately discloses on its statement of operations the net investment
income, the net realized gain or loss, and the net change in unrealized gain or
loss allocated from the master fund;® and (iii) if the master fund is organized as
a partnership,® the feeder fund includes the net investment income and
expenses allocated from the master fund in its net investment income and
expense ratios in its financial highlights.” In the staff's view, because a feeder
fund typically is one of several investors in the master fund, such disclosure
provides a meaningful and appropriately transparent presentation of the
financial position and results of operations of the feeder fund.

In the circumstances of a fund of funds, generally, the staff has taken the
position that the financial presentation that is most meaningful also is
unconsolidated. A fund of funds typically invests in multiple underlying funds,
may hold controlling financial interests in some underlying funds and non-
controlling interests in other underlying funds, and the level of its interest in
any particular underlying fund might fluctuate between controlling and non-
controlling. In such circumstances, in the staff’s view, if the fund of funds were
to consolidate the financial statements of certain of its underlying funds for
certain periods, the resulting financial presentation may not be meaningful and
may be confusing to the fund of funds’ investors. The staff notes, a fund of
funds also should consider whether its investment in a single underlying fund
is so significant to the fund of funds that its presentation of financial
statements should be made in a manner similar to a master-feeder fund.8

BDCs with Wholly Owned Subsidiaries®

In reviewing registration statements and financial statements, the staff has
observed'® a number of BDCs that have wholly owned subsidiaries, for
example, in order to facilitate investment in a portfolio company. Certain of
these BDCs do not consolidate such subsidiaries, even though the design and
purpose of the subsidiary (e.g., a holding company) may be to act as an
extension of the BDC's investment operations and to facilitate the execution of
the BDC's investment strategy. As part of the registration statement and
financial statement review process, the staff has generally suggested BDCs
consolidate such subsidiaries, because the staff believes that consolidation
provides investors with the most meaningful financial presentation in those
statements."

1 See section 12(d)(1)(E) of the 1940 Act (providing an exemption from the limitations in section
12(d)(1) on, among other things, a RIC investing more than 5% of its total assets in securities
issued by another investment company, provided that, among other requirements, such
securities are the only investment securities held by the RIC).

2 However, if the design and purpose of the master-feeder structure is for the master fund to
be wholly owned by a sole feeder fund, the staff encourages registrants to consult with the
staff on whether consolidated financial presentation would be the most meaningful.
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3  See also SEC Staff Generic Comment Letter for Investment Company CFOs (Dec. 30, 1998),
available at http://www.sec.gov/divisions/investment/imIr1230.htm (indicating that: (1) a
feeder fund’'s shareholder report contains two sets of financial statements, one for the master
fund and another for the feeder fund; and (2) in instances where the feeder fund and the
master fund have different fiscal year-ends, the staff would not object if, at each feeder
fund'’s year-end, the audited shareholder report of the feeder fund is accompanied by the
latest audited shareholder report of the master fund and by an unaudited balance sheet of the
master fund and schedule of investments of the master fund as of the date of the feeder
fund'’s financial statements).

4 ltis the staff's position that if the master fund is organized as a corporation, classification of
the master fund's income in the feeder fund'’s financial statements depends upon the
distribution policies of the master fund. Until it is distributed, income received by the master
fund is recorded by a feeder fund as unrealized appreciation. See SEC Staff Generic Comment
Letter for Investment Company CFOs (Nov. 2, 1995), available at
http://www.sec.gov/divisions/investment/ noaction/1995/accountingcomment110295.pdf.

5  See generally FASB ASC paragraphs 946-225-45-11 and 946-225-45-12. In accordance with
FASB ASC paragraph 946-225-45-11, a feeder fund should separately disclose its allocated
interest, dividends, and expenses when disclosing on its statement of operations its net
investment income allocated from the master fund.

6  See supranote 4.

See generally FASB ASC paragraph 946-205-50-28.

8  See generally FASB ASC paragraph 946-210-45-7, and SEC Staff Generic Comment Letter for
Investment Company CFOs (Nov. 7, 1997), available at http://www.sec.
gov/divisions/investment/noaction/1997/cfo110797.pdf. The staff notes that this consideration
should be made regardless of whether the fund of funds has a controlling financial interest or
a non-controlling interest in the underlying fund.

9  Rule 1-02(aa) of Regulation S-X defines a wholly owned subsidiary as a subsidiary
substantially all of whose outstanding voting shares are owned by its parent and/or the
parent’s other wholly owned subsidiaries.

10 The staff has also observed that some BDCs do not include in their financial statements
disclosures required by FASB ASC paragraph 850-10-50-1 about certain transactions with
investees that meet the definition of related parties in FASB ASC paragraph 850-10-20 (e.g.,
certain directly or indirectly held portfolio companies, including holding companies). BDCs are
reminded of their obligations to comply with FASB ASC Topic 850, Related Party Disclosures,
because disclosures about related party transactions are important for shareholders to
understand the financial statements and make informed investment decisions.

11 In the staff's view, RICs in similar circumstances also should consolidate wholly owned
subsidiaries (e.g., a RIC that uses a wholly owned subsidiary as a ‘blocker’).

~

Interpretive response: The staff of the SEC's Division of Investment
Management issued IM Guidance Update 2014-11, which provides the views of
the Division’s Chief Accountant’'s Office about the presentation of consolidated
financial statements for:

— certain investment companies ('RICs’) registered under the 1940 Act; and
— investment companies that have elected to be treated as BDCs under the
1940 Act that have wholly owned subsidiaries.

The guidance highlights the importance of considering what financial
presentation is most meaningful in the investment company’s circumstances —
i.e. what presentation most clearly communicates the financial position and
operating results of the registrant. The SEC staff reiterated that consolidated
financial statements are presumed to be the most meaningful when an
enterprise has a controlling financial interest in an entity. However, the SEC

staff guidance also discusses scenarios in which this presumption is overcome.
[S-X Rule 3A-02, 810-10-10-1]

The SEC staff specifically addressed the following circumstances in its
guidance. [SEC IM Guidance 2014-11]
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RICs that are feeder funds

The SEC staff generally believes that unconsolidated financial statement
presentation is most meaningful for a feeder fund if it provides appropriately
transparent presentation and disclosure of its financial position and results of
operations, and its relationship with the master fund.

This guidance is premised on the idea that a feeder fund is typically one of
several investors in a master fund. However, if the structure is designed such
that the master fund is wholly owned by a sole feeder fund, consolidated
financial statements may be more appropriate and consultation with the staff is

encouraged.

The staff expects the feeder fund to provide the following information.

Master fund financial
statements

The feeder fund attaches the financial statements of the
master fund to its financial statements.

Amounts allocated
from the master fund
— feeder fund’s
statement of
operations

If the master fund is organized as a partnership, the feeder
fund separately discloses in its statement of operations
the net investment income, the net realized gain or loss,
and the net change in unrealized gain or loss allocated
from the master fund. [946-220-45-11 — 45-12]

If the master fund is organized as a corporation, the SEC
staff believes the classification of the master fund'’s
income in the feeder fund’s financial statements depends
on the distribution policies of the master fund. Income
received by the master fund is recorded by a feeder fund
as unrealized appreciation until it is distributed.

Amounts allocated
from the master fund
- feeder fund’s
financial highlights

If the master fund is organized as a partnership, the feeder
fund includes the net investment income and expenses
allocated from the master fund in its net investment
income and expense ratios in its financial highlights
disclosure. [946-205-50-28]

If the master fund is organized as a corporation, the SEC
staff believes the classification (and therefore the impact
on the net income and expense ratios) of the master
fund’s income in the feeder fund's financial statements
depends on the distribution policies of the master fund.
Income received by the master fund is recorded by a
feeder fund as unrealized appreciation until it is distributed.

RICs that are fund of funds

The SEC staff generally believes that unconsolidated financial statement
presentation is most meaningful. A fund of funds typically invests in multiple
underlying funds. The significance of its interests (i.e. controlling versus
noncontrolling) differs among underlying funds, and an interest in a given
underlying fund may fluctuate over time. As a result, consolidating underlying
funds could result in financial statements that are confusing to investors.

However, the SEC staff notes that a fund of funds should also consider
whether its investment in a single underlying fund is so significant to the fund
of funds that its presentation of financial statements should be made in a
manner similar to a master-feeder fund. [946-210-45-7]
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BDCs with wholly owned subsidiaries

The SEC staff generally suggests that BDCs consolidate wholly owned
subsidiaries when the design and purpose of the subsidiaries (e.g. holding
companies) may be to act as an extension of the BDC's investment operations
and facilitate the execution of the BDC's investment strategy (see Question
2.3.160). Regulation S-X defines a wholly owned subsidiary as a subsidiary
substantially all of whose outstanding voting shares are owned by its parent
and/or the parent’s other wholly owned subsidiaries. BDCs are also reminded to
comply with related party disclosures in the context of wholly owned
subsidiaries. RIC's in similar circumstances also should consolidate wholly
owned subsidiaries. [S-X Rule 1-02(aa), 850-10-50-1]

For guidance on the consolidation for non-registered investment companies,
see Question 2.3.150.

Question 2.3.150

Does a non-registered investment company always

consolidate another investment company in which
it has a controlling financial interest?

Interpretive response: No. Topic 810 does not exempt an investment
company from applying its guidance to an investment in another investment
company. However, non-registered investment companies (similar to registered
investment companies and BDCs that follow the SEC staff's guidance, see
Question 2.3.140) have established a long-standing industry practice of
generally reporting their controlling and noncontrolling interests in other
investment companies at fair value.

This practice has developed over time for the same reason that the SEC staff
believes that unconsolidated presentation is generally more appropriate for a
fund of funds —i.e. such presentation is more meaningful to investors (see
Question 2.3.140). An investment company that holds controlling and
noncontrolling interests in other investment companies manages those
investments for the same purpose — i.e. to invest funds for returns from capital
appreciation, investment income or both. [AAGINV.7.11, SEC IM update 2014-11]

The FASB also acknowledged this practice in the basis for conclusions to ASU
2013-08, which redefined ‘investment company’ in US GAAP. The FASB

proposed to require an investment company to consolidate controlling financial
interests in a fund-of-funds structure, but ultimately decided not to finalize the

proposed change. The Board cited stakeholders’ concerns that: [ASU 2013-
08.BC64]

...consolidation would decrease the usefulness of investment
company financial statements by giving prominence to controlled
investees regardless of their significance to the investment
company'’s net assets and would result in mixed presentation of
similar investments in which some investments would be
measured at fair value and other investments would be
consolidated.
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There are some situations in which a non-registered investment company may
consolidate another investment company —i.e. when the investee fund is an
extension of the investor fund’s investment operations and is used to facilitate
the execution of the investment strategy (see Question 2.3.160). In that case,
the investee is consolidated if the investor has a controlling financial interest.
This approach is consistent with the approach that the SEC staff uses in
evaluating whether a BDC should consolidate an interest in a wholly owned
subsidiary (see Question 2.3.140).

Although a non-registered investment company generally reports its interest in
another investment company at fair value, it should consider whether the
investment is so significant to the fund that presentation of financial statements

in a manner similar to a master-feeder fund is more appropriate. [946-210-45-7, TQA
2220.18]

Question 2.3.160

When is an investee fund an extension of an
investor fund?

Interpretive response: Determining whether an investee fund is operating as
an extension of an investor fund requires careful consideration of the specific
facts and circumstances, including but not limited to:

— business purpose and activities of the investee fund — i.e. whether the
investee fund is in the scope of Topic 946;

— management of the investee fund,

— relationship to the investee fund;

— degree of ownership by the investor fund;

— whether there are unaffiliated investors in the investee fund; and

— investor fund'’s exit strategy with respect to the investee fund.

Questions 2.3.140 and 2.3.150 discuss whether an investor fund should
consolidate an investee fund under Topic 810.

Question 2.3.130 discusses whether an investment company should
consolidate an operating entity that provides services to the investment
company.

Question 2.3.170

How is a governmental organization defined?

Background: The governmental organization scope exception exempts
enterprises from applying Topic 810 to governmental organizations and
financing entities (e.g. tax-exempt bond financing trusts) established by
governmental organizations.

Interpretive response: A governmental organization is defined by the AICPA as
having one or more of the following characteristics: [AAG-SLG.1.01]
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— popular election of officers or appointment (or approval) of a controlling
majority of the members of the organization's governing body by officials of
one or more state or local governments;

— the potential for unilateral dissolution by a government with the net assets
reverting to a government; or

— the power to enact and enforce a tax levy.

There is a presumption that an entity is a governmental organization if it has the
ability to issue directly (instead of through a state or municipal authority)
interest-bearing debt that is exempt from federal taxation. However, this
presumption may be overcome if there is compelling, relevant evidence that the
entity does not have any other characteristics of a governmental organization.

Question 2.3.180

How is the governmental organization scope
exception applied?

Interpretive response: The governmental organization scope exception
exempts enterprises from applying Topic 810 to governmental organizations
(see Question 2.3.170) and financing entities (e.g. tax-exempt bond financing
trusts) established by governmental organizations. Therefore, if an enterprise
has a variable interest in a governmental entity (e.g. through an operating lease
containing a residual value guarantee), its variable interest falls in this scope
exception. [810-10-15-12(e)]

There is an anti-abuse provision concerning financing entities. A financing entity
does not fall in this scope exception if it: [810-10-15-12(e)]

— is not a governmental organization; and
— is used by the enterprise in a manner similar to a VIE in an effort to
circumvent the provisions of the VIE consolidation model.

Absent the governmental organization scope exception, governmental
organizations and financing entities would generally be considered VIEs
because of their lack of equity at risk. However, the FASB did not intend for
enterprises to consolidate organizations that are subject to accounting
standards promulgated by the Federal Accounting Standards Advisory Board or
the Governmental Accounting Standards Board. Further, the FASB noted that
enterprises that obtain financing from government-sponsored financing entities
account for their obligations under other relevant accounting pronouncements.
Therefore, it concluded that it was not necessary for the VIE consolidation
model to apply to those organizations. [FIN46(R).BC.D18]

We believe the governmental organization scope exception applies if a
governmental entity follows the accounting standards issued by the GASB and
has not elected to apply the standards issued by the FASB under the provisions
of GASB Statement No. 20, Accounting and Financial Reporting for Proprietary
Funds and Other Governmental Entities That Use Proprietary Fund Accounting.
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Question 2.3.190
Is a nongovernmental entity that is formed by a

governmental organization exempt from being
consolidated?

Interpretive response: No. A governmental organization (either domestic or
foreign) is exempt from being consolidated under Topic 810. However, a
nongovernmental entity (e.g. a public-private joint venture) that is formed by a
governmental organization is not exempt. Therefore, the VIE and VOE
consolidation models and related disclosures apply to those entities.

Similarly, we believe that GNMA | and GNMA 1l pools (pools of GNMA MBS
issued by approved issuers and securitized under the guidelines of GNMA) are
in the scope of the consolidation guidance. Therefore, we do not believe the
governmental organization scope exception applies to the GNMA MBS
program. See Question 6.5.90 for additional discussion.

Question 2.3.200

What is the practical effect of the anti-abuse

provision regarding financing entities established
by governmental organizations?

Interpretive response: In certain instances, a financing entity (such as a
financing trust) may be formed by a domestic or foreign governmental
organization for the specific purpose of allowing a nongovernmental enterprise
to obtain lower cost financing as an incentive for the enterprise to invest in a
particular governmental jurisdiction.

Under the anti-abuse provision, a financing entity that is not itself a
governmental organization is subject to the VIE consolidation model if it is used
by an enterprise to avoid consolidation. However, it is unlikely that a financing
entity that meets all of the requisite criteria to be tax exempt could be used to
avoid the VIE consolidation model without triggering the loss of its ability to
issue debt with preferential tax treatment. Therefore, a financing entity that
issues interest-bearing debt that qualifies to be exempt from federal taxation
generally will fall outside the scope of Topic 810. [810-10-15-12(e)]

Question 2.3.210

How is the registered money market funds scope
exception applied?

Background: Sponsors of registered money market funds may provide financial
support to the fund for various reasons, including to keep the funds per share
net asset value (NAV) from falling below $1 per share. This support may be
provided in various ways, such as purchases of investments from the fund for
prices greater than fair value and fee waivers. Under Topic 810, support
provided voluntarily to an entity by its sponsor generally results in the sponsor
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having an implicit variable interest in the entity (see section 3.5). Therefore,
absent the money market funds consolidation scope exception, a sponsor
might conclude that it should consolidate the entity due to its implicit variable
interest.

However, requiring consolidation of a money market fund by its sponsor would
not have been responsive to feedback from the FASB's constituents that the
sponsor's financial statements are more meaningful if the sponsor does not
consolidate the fund. Instead of tailoring the consolidation model to provide a
non-consolidation outcome in these unique situations, the FASB decided to add
a scope exception to the consolidation requirements in Topic 810 for registered
money market funds and similar entities. In connection with this decision, the
FASB decided to require sponsors of such entities to include additional
disclosures regarding support provided to these entities. [ASU 2015-02.BC79, BC83]

Interpretive response: An enterprise is exempt from consolidating its interest
in a legal entity that is required to comply with Rule 2a-7 of 1940 Act. The scope
exception also applies to a legal entity that operates under requirements that
are similar to those in Rule 2a-7 (see Question 2.3.220). [810-10-15-12(f)]

A registered money market fund (MMF or Fund) is a type of mutual fund that is
registered under the 1940 Act and subject to its rules, particularly Rule 2a-7.
Among other things, Rule 2a-7 requires that a registered MMF:

— invest in eligible securities that have limited credit risk with remaining
maturities of 397 days or less;

— maintain a dollar-weighted average maturity of 60 days or less;

— maintain a dollar-weighted average life of 120 days or less without
reference to exceptions in Rule 2a-7 regarding interest rate readjustments;
and

— invest no more than 5% of total assets in the same issuer.

The 1940 Act also requires registered investment funds, including registered
MMFs, to establish a board of directors that elects the investment advisor and
is controlled by the fund's shareholders.

If an enterprise has an interest in a legal entity subject to the money market
funds scope exception, it must disclose the following: [810-10-15-12(f)(2)]

— any explicit arrangements to provide financial support to the legal entity
— any instance of financial support provided to the legal entity for the periods
presented in the performance statement

Question 2.3.220

When is a legal entity ‘similar’ to a registered
money market fund?

Excerpt from ASU 2015-02

BC82. The Board concluded that the characteristics required for consideration
when conducting the “similar” evaluation are the purpose and design of the
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fund as well as the risks that the fund was designed to create and pass
through to its interest holders. When considering the purpose and design and
the risks of the fund, the Board expected that a “similar” fund would seek to
maintain the principal investment by minimizing the fund’s exposure to credit
risk and allowing for investor redemptions from the fund on a daily basis. When
considering the risks that the fund was designed to create and pass through to
its interest holders, the Board expects entities to assess whether the fund'’s
portfolio quality, maturity, and diversification are similar to a money market
fund that complies with or operates in accordance with Rule 2a-7, with a focus
on the following:

a. Portfolio quality: Invest in high-quality, short-term securities that are judged
to present credit risk similar to investments held by a money market fund
that complies with or operates in accordance with Rule 2a-7.

b. Portfolio maturity and diversification: Follow an overall objective regarding
the credit quality and maximum maturity of eligible investments, the
diversification of the fund’s portfolio, and its overall average maturity that is
consistent with a money market fund that complies with or operates in
accordance with Rule 2a-7.

Background: An enterprise is exempt from consolidating its interest in a legal
entity that is required to comply with Rule 2a-7 of 1940 Act (see Question
2.3.210). The scope exception also applies to a legal entity that operates under
requirements that are similar to those in Rule 2a-7. [810-10-15-12(f)(1)]

The FASB addressed its views on when a legal entity is similar to a registered

MMF in the basis for conclusions in ASU 2015-02. The determination of similar
depends on the entity's purpose and design, including the risks the entity was
designed to create and pass through to its interest holders.

Interpretive response: \We believe a legal entity that is similar to a registered
MFF is similar in purpose, design, and nature of risks. As discussed in section
3.3, a legal entity's purpose and design is evidenced by a variety of factors,
including the contractual requirements that govern its operations, as well as its
actual operations since it was established.

An entity that is similar to a registered MMF allows for investor redemptions
from the fund on a daily basis at the entity's net asset value (NAV) per share
and seeks to minimize the fund’s exposure to credit risk in order to maintain the
principal investment. While a non-registered MMF is unlikely to voluntarily
comply with all of the requirements of Rule 2a-7, it is expected that the specific
requirements of a non-registered MMF will not diverge significantly from the
objectives of Rule 2a-7.

Except for providing for investor redemptions on a daily basis, we believe that
noncompliance with an individual provision in Rule 2a-7 does not automatically
disqualify an entity from being considered similar to a registered MMF.
Professional judgment is required in performing the assessment.

The following discussion summarizes the current Rule 2a-7 requirements
highlighted in ASU 2015-02.BC82. Apart from the ‘other’ conditions identified
last, these requirements are mandatory for a registered MMF.

© 2023 KPMG LLP, a
nember firms affiliated w

> limited liability partnership and a member firm of the KPMG globe
MG International Limited, a private English company limited by guara




Consolidation
2. Objective and scope

Stable price calculation

A registered MMF ‘floats’ its NAV — i.e. daily share prices fluctuate based on
the current NAV and changes, if any, in the value using market-based factors of
the underlying portfolio of securities.

Reference Requirement

2a-7(c)(1) Compute price per share by rounding the fund's current NAV per
share subject to certain rounding considerations. As an exception,
government or retail MMFs that must maintain a stable NAV and
use the amortized cost method and/or penny rounding to
compute the NAV or price per share.

Credit quality

A registered MMF complies with restrictions on the credit quality of its
investments that are designed to limit the credit risk to the investors, based on
the capacity of the issuer or guarantor of a security to meet its financial
obligations.

Reference Requirement

2a-7(d)(2)(i) Investments are limited to ‘eligible securities’ that present
minimal credit risks.

— Registered MMFs may invest in a security only if the fund determines that
the security presents minimal credit risks after analyzing the following
factors. [1940 Act, Rule 2a-7(a)(11)]

— Financial condition, which generally should include an examination of recent
financial statements and consideration of trends relating to cash flow,
revenue, expenses, profitability, short-term and total debt service coverage
and leverage (including financial and operating leverage).

— Sources of liquidity, which generally should include a consideration of bank
lines of credit and alternative sources of liquidity.

— Ability to react to future market-wide and issuer- or guarantor-specific
events, including the ability to repay debt in a highly adverse situation. This
factor generally should include an analysis of risk from various scenarios,
including changes to the yield curve or spreads, especially in a changing
interest rate environment.

— Strength of the issuer's or guarantor's industry within the economy and
relative to economic trends, and issuer's or guarantor's competitive position
within its industry. This factor generally should include consideration of
diversification of sources of revenue, if applicable.

Maturity

A registered MMF complies with restrictions on the weighted-average portfolio
maturity or weighted-average portfolio life that are not significantly different
from the Rule 2a-7 requirement of 60 days or less or 120 days or less,
respectively.
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Reference | Requirement

2a-7(d)(1)(i) Acquire an instrument only with a remaining maturity of 397
calendar days or less.

2a-7(d)(1)(ii) Maintain a dollar-weighted average portfolio maturity of 60 days
or less.
2a-7(d)(1)(iii) Maintain a dollar-weighted average portfolio life of 120 days or

less without reference to any 2a-7 provision that permits a fund to
shorten the maturity of an adjustable-rate security by reference to
its interest rate reset dates.

Diversification

A registered MMF complies with restrictions on the quantity of investments
from individual issuers that results in significant diversification.

Reference | Requirement

2a-7(d)(3)(i)(1) No more than 5% of total assets invested in one issuer.

2a-7(d)(3)(i)(2) No more than 10% of total assets in securities issued or
guaranteed by, or having demand features to, one entity.

Management oversight — overall control

Investors in a registered investment company (the shareholders) have ultimate
control over the fund through the ability to elect the board of directors and/or
approve the investment manager. While this requirement is not individually
determinative, a non-registered MMF that has this requirement may be more
likely to be similar to a registered MMF. The legal entity should have a
mechanism for monitoring the investment manager's compliance with the
entity's requirements.

Other conditions

A legal entity that has characteristics differing from the following is a strong
indication that the legal entity is not designed to be similar to a registered MMF.

— A single class of shareholders. Registered MMFs do not generally have
more than one class of shareholders for purposes of allocating investment
risks; there may be multiple shareholder classes for purposes of
determining the expenses charged to investors.

— Debt or leverage restrictions. Registered MMFs are restricted from
borrowing funds and creating leveraged returns.
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VIE scope exceptions

General VIE scope exceptions

Variable Interest Entities
> Entities

15-17 The following exceptions to the Variable Interest Entities Subsections
apply to all legal entities in addition to the exceptions listed in paragraph 810-
10-15-12:

a. Not-for-profit entities (NFPs) are not subject to the Variable Interest
Entities Subsections, except that they may be related parties for purposes
of applying paragraphs 810-10-25-42 through 25-44. In addition, if an NFP is
used by business reporting entities in a manner similar to a VIE in an effort
to circumvent the provisions of the Variable Interest Entities Subsections,
that NFP shall be subject to the guidance in the Variable Interest Entities
Subsections.

b. Separate accounts of life insurance entities as described in Topic 944 are
not subject to consolidation according to the requirements of the Variable
Interest Entities Subsections.

c. Areporting entity with an interest in a VIE or potential VIE created before
December 31, 2003, is not required to apply the guidance in the Variable
Interest Entities Subsections to that VIE or legal entity if the reporting
entity, after making an exhaustive effort, is unable to obtain the information
necessary to do any one of the following:

1. Determine whether the legal entity is a VIE

2. Determine whether the reporting entity is the VIE's primary beneficiary

3. Perform the accounting required to consolidate the VIE for which it is
determined to be the primary beneficiary.

This inability to obtain the necessary information is expected to be
infrequent, especially if the reporting entity participated significantly in the
design or redesign of the legal entity. The scope exception in this provision
applies only as long as the reporting entity continues to be unable to obtain
the necessary information. Paragraph 810-10-50-6 requires certain
disclosures to be made about interests in VIEs subject to this provision.
Paragraphs 810-10-30-7 through 30-9 provide transition guidance for a
reporting entity that subsequently obtains the information necessary to
apply the Variable Interest Entities Subsections to a VIE subject to this
exception.

d. A legal entity that is deemed to be a business need not be evaluated by a
reporting entity to determine if the legal entity is a VIE under the
requirements of the Variable Interest Entities Subsections unless any of
the following conditions exist (however, for legal entities that are excluded
by this provision, other generally accepted accounting principles [GAAP]
should be applied):
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1. The reporting entity, its related parties (all parties identified in
paragraph 810-10-25-43, except for de facto agents under paragraph
810-10-25-43(d)), or both participated significantly in the design or
redesign of the legal entity. However, this condition does not apply if
the legal entity is an operating joint venture under joint control of the
reporting entity and one or more independent parties or a franchisee.

2. The legal entity is designed so that substantially all of its activities
either involve or are conducted on behalf of the reporting entity and its
related parties.

3. The reporting entity and its related parties provide more than half of
the total of the equity, subordinated debt, and other forms of
subordinated financial support to the legal entity based on an analysis
of the fair values of the interests in the legal entity.

4. The activities of the legal entity are primarily related to securitizations
or other forms of asset-backed financings or single-lessee leasing
arrangements.

A legal entity that previously was not evaluated to determine if it was a VIE
because of this provision need not be evaluated in future periods as long as the
legal entity continues to meet the conditions in (d).

If an enterprise or legal entity does not qualify for a consolidation scope
exception (see section 2.3), it may qualify for a scope exception to the VIE
consolidation or VOE consolidation model.
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Question 2.4.10

What are the VIE scope exceptions?

Interpretive response: The following decision tree summarizes the VIE scope
exceptions.

Is the enterprise or legal
entity an NFP?
(see section 2.4.20) Yes

No

\ 4

Is the legal entity a
separate account of a life
insurance entity described

in Topic 9447 Yes

(see section 2.4.30)

No

\ 4
Is the enterprise unable to
obtain information to apply

the VIE consolidation model | Evaluate VOE scope

for a legal entity created exceptions
before 12/31/037?
(see section 2.4.40)

No

\ 4

Is the legal entity a
business as defined in
No Topic 8057
(see section 2.4.50)

Yes

\ 4

Is at least one of four
conditions related to the
business entity scope

exception met? No
(see section 2.4.50)

Apply VIE consolidation
model
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Question 2.4.20

Can the VIE scope exceptions be applied by
analogy?

Interpretive response: No. The VIE scope exceptions apply only to those
enterprises and legal entities specifically referenced in those scope exceptions.
For example, a separate account of an insurance company does not fall in the
VIE scope exception for such accounts if the insurer is not a life insurance entity
as described in the AICPA Audit and Accounting Guide, Life and Health
Insurance Entities (see section 2.4.30).

NFP VIE scope exception

I_:E Excerpt from ASC 810-10

20 Glossary

Not-for-Profit Entity — An entity that possesses the following characteristics,
in varying degrees, that distinguish it from a business entity:

a. Contributions of significant amounts of resources from resource providers
who do not expect commensurate or proportionate pecuniary return

b. Operating purposes other than to provide goods or services at a profit

c. Absence of ownership interests like those of business entities.

Entities that clearly fall outside this definition include the following:

a. All investor-owned entities

b. Entities that provide dividends, lower costs, or other economic benefits
directly and proportionately to their owners, members, or participants, such
as mutual insurance entities, credit unions, farm and rural electric
cooperatives, and employee benefit plans.

The NFP VIE scope exception applies when: [810-10-15-17(a)]

— a for-profit enterprise has a controlling financial interest in an NFP; or
— an NFP enterprise has a controlling financial interest in a for-profit entity or
another NFP.

Question 2.4.30

What is the appropriate accounting when an
enterprise is a for-profit entity vs an NFP?

Interpretive response: The following table indicates the appropriate accounting
when an enterprise is a for-profit entity versus an NFP.
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Legal entity is a for-

Enterprise is: profit entity: Legal entity is an NFP:

For-profit Apply Topic 810 in its Apply the VOE consolidation
entirety model’

NFP Apply Subtopic 958-810's consolidation model?

Notes:

1. The VOE consolidation model applies in this instance because the NFP VIE scope
exception applies. However, if the anti-abuse provision is triggered, the enterprise
applies Topic 810 in its entirety (see Question 2.4.40).

2. Subtopic 954-810 (health care entities) provides incremental presentation and
disclosure guidance for NFPs in its scope.

See Question 2.4.60 for additional guidance on NFP consolidation.

Question 2.4.40

How is the anti-abuse provision to the NFP VIE
scope exception applied?

Interpretive response: Under an anti-abuse provision, the NFP VIE scope
exception does not apply if an NFP is being used like a VIE by a for-profit
enterprise to circumvent the VIE consolidation model. Therefore, if the anti-
abuse provision applies, a for-profit enterprise must apply Topic 810 in its
entirety to an NFP instead of only the VOE consolidation model.

Determining whether the anti-abuse provision applies depends on the specific
facts and circumstances and requires an assessment of management's intent.
Examples 2.4.10 and 2.4.20 illustrate the analysis required to apply the anti-
abuse provision. [810-10-15-17(a)]

Example 2.4.10

Charitable foundation as lessor

Background

Enterprise wants to lease an aircraft from a lessor trust created specifically to
facilitate the financing of the particular transaction. However, Enterprise
concludes that even though the lease is an operating lease, the lessor trust
would be a VIE that Enterprise would have to consolidate based on the terms of
the lease. As a result, Enterprise modifies the transaction structure so that the
principal lender's charitable foundation becomes the aircraft lessor and
Enterprise leases the aircraft from the charitable foundation.

Evaluation

Because Enterprise is using the lender's charitable foundation to avoid
consolidation under the VIE consolidation model, the anti-abuse provision
applies. Therefore, Enterprise applies Topic 810 in its entirety when evaluating
its involvement with the charitable foundation.
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Example 2.4.20

Political action committee

Background

Enterprise establishes a Political Action Committee (PAC) to accept voluntary
contributions from executive employees, directors and shareholders for
disbursement to political candidates who have taken responsible positions on
issues affecting Enterprise. In accordance with its bylaws, Enterprise cannot
make contributions to the PAC.

The PAC operates as a tax-exempt political organization within the meaning of
Section 527(e)(1) of the Internal Revenue Code. It is not organized for profit and
no part of net earnings benefit Enterprise or Enterprise’s employees or board of
directors. In the event of dissolution, assets of the PAC will be transferred to
another qualifying NFP. The PAC has no members or capital stock. The affairs
of the PAC are managed by its board of directors, which is appointed by
Enterprise's CEO. The board members have the authority to make changes to
the bylaws and dissolve the PAC.

Evaluation
NFP definition

Enterprise first evaluates whether the PAC qualifies for the NFP scope
exception. The PAC meets the definition of an NFP because:

— the PAC will receive assets/resources from resource providers who will not
receive a direct return or benefit;

— the operating purpose of the PAC is not to provide goods or services at a
profit but rather to support political activities; and

— the PAC does not have ownership interests like those of a business.

Further, the PAC does not benefit any member of the PAC board of directors
and Enterprise will not receive a commensurate or pecuniary return in any case,
including in the event of the PAC's dissolution. Further, Political Action
Committees are included in the list of NFPs in paragraph 958-10-15-3.

Therefore, Enterprise concludes that PAC meets the definition of an NFP.
Anti-abuse provision

However, for the scope exception to apply, Enterprise also needs to conclude
that the PAC is not being used like a VIE to circumvent the Subtopic 810-10 VIE
provisions.

In this example, we believe Enterprise can support application of the scope
exception because the PAC is not being used in a similar manner to a VIE and
Enterprise will not absorb expected losses or receive expected residual returns
of the PAC. Shareholders and employees that contribute to the PAC share
collectively with Enterprise in potential benefits associated with the PAC (i.e.
Enterprise alone does not directly realize any of the potential benefits). Further,
the benefits received are indirect and intangible given that a favorable political
or other action is not the direct result of a distribution.
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We understand that some may have taken an alternative view that the PAC is
being used by Enterprise in a manner similar to a VIE to circumvent the VIE
consolidation model because:

— the PAC's Board consists solely of members of Enterprise's management;
— the PAC's Board determines the recipients of the political contributions; and
— the PAC solely benefits Enterprise.

However, under this view, Enterprise cannot consolidate the PAC unless it has
a variable interest in the PAC. If Enterprise is identified as the single decision-
maker via its CEQ's ability to appoint the Board, it applies the guidance on
decision maker fees to determine whether it has a variable interest in the PAC
(see section 3.8).

If Enterprise does have a variable interest, it likely would be the PAC's primary
beneficiary because the primary beneficiary criteria likely would be met (see
section 6.2).

Question 2.4.50
Does an enterprise identify an NFP as a related

party for purposes of applying the VIE consolidation
model even if the NFP meets the scope exception?

Background: An enterprise with a variable interest in a VIE may need to
consolidate the VIE because one or more of its related parties also has a
variable interest in the VIE.

For example, a single decision-maker that has a variable interest must include
its direct interests in the VIE and its indirect interests held through related
parties when evaluating whether its obligation to absorb losses or right to
receive benefits could be potentially significant to the VIE (see section 6.6.20).
Further, if no individual enterprise meets the primary beneficiary criteria but a
related party group collectively does through shared power or common control,
one enterprise in the group must consolidate under the related-party tie-breaker
(see section 6.5.30).

Interpretive response: Yes. An NFP may be a related party of an enterprise for
purposes of evaluating whether the enterprise should consolidate a VIE. The
determination of who in a related party group, if any, should consolidate a VIE is
addressed in section 6.5.30. For example, an NFP could be a related party of an
enterprise if the enterprise contributed the variable interest(s) held by the NFP
in a legal entity.

Therefore, an NFP could cause an enterprise to have to consolidate a VIE
because of a related party relationship with the enterprise. However, the NFP
would not apply the VIE consolidation model in its financial statements (see
Question 2.4.30).
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Question 2.4.60
What guidance should an NFP enterprise apply to

determine if it consolidates a legal entity that has
one or more VIE characteristics?

Interpretive response: NFP enterprises are not generally subject to the VIE
consolidation model. Instead, they apply one of the following in Subtopic 958-
810:

— general consolidation guidance; or
— consolidation guidance that explicitly applies when the legal entity is an SPE
lessor entity (see chapter 9).

We believe NFP enterprises should apply the guidance specific to special-
purpose lessor entities by analogy when evaluating whether to consolidate any
type of SPE. The general consolidation guidance applies when the legal entity is
not an SPE. [810-10-15-17(a), 958-810-25-8 - 25-10, 55-7 — 55-16]

What is an SPE?

The FASB expects the term ‘special purpose entity’ to include any entity whose
activities are primarily related to securitizations or other forms of asset-backed
financings or single-lessee leasing arrangements.

Question 2.4.70
Does a for-profit subsidiary of an NFP parent apply

the NFP VIE scope exception when evaluating
whether it should consolidate a for-profit entity?

Interpretive response: No. A subsidiary of an NFP that has a relationship with
a for-profit VIE must itself meet the definition of an NFP in Subtopic 810-10 to
use the NFP scope exception. Unless other scope exceptions apply, these for-
profit subsidiaries are required to evaluate relationships with VIEs under the VIE
consolidation model. [810-10 Glossary]

Further, although an NFP parent generally does not apply the VIE consolidation
model to its direct interests, it should retain the VIE accounting applied by its
for-profit subsidiary when it prepares its consolidated financial statements (see
Question 7.4.40).

Life insurance entity VIE scope exception

The FASB exempts separate accounts of life insurance entities from the scope
of the VIE consolidation model because existing accounting standards address
those accounts. [810-10-15-17(b)]

Specifically, the following accounts are usually reported as summary totals in a
life insurance entity’s financial statements: [944-80-45-1]
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— separate account assets —i.e. the net assets of the separate account; and
— liabilities — i.e. the insurance enterprise's obligation to the separate account
holders.

The investors in those separate accounts are exempt from consolidating the
accounts.

Question 2.4.80

What constitutes separate accounts of a life
insurance entity?

Interpretive response: The life insurance entity scope exception applies only to
separate accounts of life insurance entities, described as follows in AICPA Audit
and Accounting Guide, Life and Health Insurance Entities. [AAG-LHI.13.17]

Separate accounts represent assets and liabilities that are maintained by an
insurance entity and are established primarily for the purpose of funding:

— variable annuity contracts;

— variable life insurance contracts;

— modified guaranteed annuity contracts;

— modified guaranteed life insurance contracts; or

— other various group contracts under pension or other employee benefit
plans where funds are held in a separate account to support a liability.

SSAP No. 56, Separate Accounts, states, "WWhen separate accounts are
established and filed accordingly, they may be used to fund guaranteed
benefits. Separate account contracts may also be used to accumulate funds
which are intended to be applied at some later time to provide life insurance or

to accumulate proceeds applied under settlement or dividend options." [SSAP
56.2]

Question 2.4.90

Are investees of separate accounts exempt from
consolidation?

Interpretive response: No. The life insurance VIE scope exception exempts a
life insurance company from consolidating its separate accounts. A separate
account must evaluate the scope exceptions and guidance in Topic 810 for
purposes of preparing its separate financial statements.

Information-out VIE scope exception
The information-out VIE scope exception applies when: [810-10-15-17(c)]

— the legal entity was created before December 31, 2003; and
— the enterprise has made exhaustive but unsuccessful efforts to obtain
information necessary to:

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved

49



Consolidation
2. Objective and scope

— determine whether it is required to consolidate the legal entity under
the VIE consolidation model; or

— apply VIE consolidation accounting (assuming it can determine that it
should consolidate the legal entity as a VIE).

An enterprise’s exhaustive efforts must continue as long as the information out
scope exception is applied. If information necessary to apply the VIE
consolidation model subsequently becomes available, the enterprise must
reevaluate at that date its interest under Topic 810, including the applicability of
the VIE Subsections. [810-10-30-7]

When this scope exception applies, an enterprise must comply with the
disclosure requirements under paragraph 810-10-50-6 (see section 8.3).

Question 2.4.100

What constitutes exhaustive efforts under the
information-out VIE scope exception?

Interpretive response: There is no guidance in Subtopic 810-10 about what
constitutes exhaustive efforts. Certainly, serious efforts must continue to be
made. However, we understand that the FASB does not, for example, expect
an enterprise to resort to legal action to obtain information that it has no
contractual right to receive, unless that right has been withheld deliberately to
avoid the VIE provisions of Subtopic 810-10.

In commenting on its expectations, the SEC staff indicated that it can be
expected to consider whether registrants operating in the same industry with

similar types of arrangements were able to obtain the requisite information.
[2003 AICPA Conf]

Determining when exhaustive efforts have occurred without successfully
obtaining the required information will necessarily depend on the applicable
facts and circumstances. An enterprise that applies this scope exception should
document its efforts to obtain the necessary information.

The SEC staff has also commented that an enterprise should be able to
demonstrate that it made exhaustive efforts to obtain the necessary
information. [2004 AICPA Conf]

Question 2.4.110

What are the FASB's expectations concerning use
of the information-out VIE scope exception?

Interpretive response: The FASB has indicated that it expects this scope
exception to be used infrequently, especially if the enterprise was involved in
the formation or restructuring of the legal entity. An enterprise holding a
variable interest in a legal entity that exposes it to substantial risks would
normally obtain information about the legal entity to monitor its exposure (even
if the exposure is limited). [FIN 46(R).BC.D12]
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Business VIE scope exception

An enterprise is not required to evaluate a legal entity under the VIE
consolidation model if the entity is a business and none of four conditions are
met. This scope exception exists because in most instances the VOE
consolidation model is likely to be more effective in determining whether an
enterprise has a controlling financial interest in a business legal entity.
However, the four conditions in this scope exception represent instances in
which the VIE consolidation model likely is more effective in determining
whether the enterprise has a controlling financial interest in the business legal
entity. [810-10-15-17(d)]

Question 2.4.120

What are the requirements of the business VIE
scope exception?

Interpretive response: The following decision tree summarizes the business
VIE scope exception. [810-10-15-17(d)]

If the legal entity is a business as defined in
Topic 805 (Question 2.4.130), the business
scope exception applies unless one of the
following conditions is met.

First condition'

Did the enterprise and/or its related parties
significantly participate in the (re)design of the
business entity? (Questions 2.4.140 — 160) Yes

Second condition

Do substantially all of the business entity’s

activities eitherinvolve or are they conducted Business VIE scope
on behalf of the enterprise or its related Yes exception does not apply
parties? (Question 2.4.170)

Third condition

Did the enterprise or its related parties provide

more than half of the business entity’s total
subordinated financial support? Yes
(Question 2.4.180)

[ v

A
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Fourth condition

Do the business entity’s activities primarily

relate to securitizations or asset-backed | Business VIE scope
financings or single-lessee leasing Yes exception does not apply
arrangements?

Business VIE scope
exception applies

Note:
1. The first condition does not apply if the business entity is:

— an operating JV under joint control of the enterprise and one or more independent
parties (see Question 2.4.150); or
— a franchisee (see Question 2.4.160).

Question 2.4.130

What is the definition of a business?

Interpretive response: In summary, a business is an integrated set of activities
and assets that is capable of being conducted and managed for the purpose of
providing a return in the form of dividends, lower costs or other economic
benefits. To qualify as a business, a set of assets and activities must have at
least one input and one substantive process that together significantly
contribute to the ability to create outputs. [805-10-55-3A, 55-5]

For in-depth guidance on whether a set of assets and activities is a business,
see section 2 (from paragraph 2.026) of KPMG Handbook, Business
combinations.

Question 2.4.140

How is the participation in design condition applied
(first condition)?

Interpretive response: The first business scope exception condition exists if
the enterprise and/or its related parties significantly participated in the design or
redesign of the business entity. If this condition exists, the business scope
exception does not apply.

An enterprise’s determination of whether it participated significantly in the
design or redesign of an entity should consider all relevant facts and
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circumstances. We believe the phrase ‘design or redesign’ of the entity refers
to the nature and selection of:

— the activities in which the entity is engaged;
— the entity's legal structure; or
— the entity's variable interests.

For example, a change in the entity's legal structure or in its variable interests
represents a redesign event even if there is no change in the activities in which
the entity is engaged.

In general, we believe a variable interest holder participates significantly in the
design or redesign of a business entity when the variable interest holder:

— obtains new or recently issued variable interests in the entity that are
significant to the entity;

— s involved in creating the entity or changing its governing documents or
structure — e.g. by having the right to approve the entity's governing
documents or changes to those documents; or

— s involved in selecting or approving the activities in which the entity is
engaged or changes to those activities regardless of whether other parties
are also involved in those activities.

Further, similar involvement with a business entity by the variable interest
holder’s related parties generally constitutes significant participation in the
entity’s design or redesign.

Question 2.4.150

What type of entity is considered an operating JV
(first condition)?

Interpretive response: The first business scope exception condition does not
apply if the business entity is an operating JV under joint control of the
enterprise and one or more independent parties. Therefore, if the business
entity is such a venture, the first condition will not prohibit use of the business
scope exception (although other conditions might). [810-10-15-17(d)(1)]

We believe the most appropriate definition of a JV for purposes of this first
condition is in the 1979 AICPA Issues Paper, Joint Venture Accounting. In
paragraph 51(b) of that Issues Paper, the AICPA's Accounting Standards
Executive Committee (AcSEC) concluded that a joint venture is:

...an arrangement whereby two or more parties (the venturers)
jointly control a specific business undertaking and contribute
resources towards its accomplishment. The life of the joint venture
is limited to that of the undertaking which may be of short- or long-
term duration depending on the circumstances. A distinctive
feature of a JV is that the relationship between the venturers is
governed by an agreement (usually in writing) which establishes
joint control. Decisions in all areas essential to the accomplishment
of a JV require the consent of the venturers, as provided by the
agreement; none of the individual venturers is in a position to
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unilaterally control the venture. This feature of joint control
distinguishes investments in JVs from investments in other
enterprises where control of decisions is related to the proportion
of voting interests held.

Although the AcSEC definition of a JV is not Codified, we believe it provides
relevant guidance for determining whether a legal entity is a JV. Under the
definition, joint control over the decision-making of an entity is the key
consideration in evaluating whether the entity is a JV. Joint control involves joint
decision making over all key decisions, including significant acquisitions and
dispositions, and the issuance or repurchase of equity interests. We believe this
type of arrangement is distinguishable from other arrangements in which
parties involved with an entity share equally in its economic risks and rewards
but not in the decisions about its activities. Put or call options between or
among parties may affect whether the entity is a JV that is subject to joint
control similar to the way in which such a call option affects whether
participating rights are substantive. For example, if one party has a call option
on the other party’s interest and exercise of the option is prudent, feasible and
substantially within that party’s control, the legal entity likely is not a JV subject
to joint control (see section 5.2).

We believe a corporate JV, as that term is defined in Topic 323 (equity method),
is not necessarily an operating JV under joint control. Although a corporate JV
usually provides its venturers the ability to participate in the overall
management of the venture, it does not require joint control. [323-10 Glossary]

Question 2.4.160

When is a business entity a franchisee (first
condition)?

Excerpt from ASC 952-10

20 Glossary

Franchise Agreement — A written business agreement that meets the
following principal criteria:

a. The relation between the franchisor and franchisee is contractual, and an
agreement, confirming the rights and responsibilities of each party, is in
force for a specified period.

b. The continuing relation has as its purpose the distribution of a product or
service, or an entire business concept, within a particular market area.

c. Both the franchisor and the franchisee contribute resources for
establishing and maintaining the franchise. The franchisor's contribution
may be a trademark, a company reputation, products, procedures,
manpower, equipment, or a process. The franchisee usually contributes
operating capital as well the managerial and operational resources required
for opening and continuing the franchised outlet.
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d. The franchise agreement outlines and describes the specific marketing
practices to be followed, specifies the contribution of each party to the
operation of the business, and sets forth certain operating procedures that
both parties agree to comply with.

e. The establishment of the franchised outlet creates a business entity that
will, in most cases, require and support the full-time business activity of
the franchisee. (There are numerous other contractual distribution
agreements in which a local businessperson becomes the authorized
distributor or representative for the sale of a particular good or service,
along with many others, but such a sale usually represents only a portion
of the person's total business).

f.  Both the franchisee and the franchisor have a common public identity. This
identity is achieved most often through the use of common trade names or
trademarks and is frequently reinforced through advertising programs
designed to promote the recognition and acceptance of the common
identity within the franchisee's market area.

The payment of an initial franchise fee or continuing royalty fee is not a
necessary criterion for an agreement to be considered a franchise agreement.

Interpretive response: The first business scope exception condition does not
apply if the business entity is a franchisee. Therefore, if a business entity is a
franchisee, the first condition will not prohibit it from use of the business VIE
scope exception. [810-10-15-17(d)(1)]

We believe this franchise exception applies only if the business entity meets
the definition of a franchise under Topic 952 (franchisors). Under this definition,
a franchisee is a party that has been granted business rights to operate a
franchised business in a franchise agreement with a franchisor (the party that
grants the rights to operate the franchised business). [952-10 Glossary]

Question 2.4.170

How is the substantially all condition applied
(second condition)?

Interpretive response: The second business scope exception applies if
substantially all of a business entity's activities either involve or are conducted
on behalf of an enterprise (i.e. the variable interest holder) and its related
parties. [810-10-15-17(d)(2)]

Practice has interpreted ‘substantially all’ under Topic 860 to mean 90% or
more; however, less than 90% is not necessarily a safe harbor. Therefore,
applying this second condition requires judgment and consideration of all
relevant facts and circumstances.

We believe evaluation of this second condition should be consistent with the
evaluation of the disproportionality characteristic, which is a characteristic of a
VIE. The disproportionality characteristic applies when substantially all of a legal
entity's activities either involve or are conducted on behalf of an investor that
has disproportionately few voting rights.
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This characteristic is discussed in section 4.7; in particular, Question 4.7.60
discusses considerations we believe should be included in the analysis of both
the disproportionality characteristic and this second condition under the
business scope exception.

Question 2.4.180

How is the subordinated support condition applied
(third condition)?

Excerpt from ASC 810-10

Variable Interest Entities

> Implementation Guidance

>> |dentifying Variable Interests

>>> Equity Investments, Beneficial Interests, and Debt Instruments

55-23 Investments in subordinated beneficial interests or subordinated debt
instruments issued by a VIE are likely to be variable interests. The most
subordinated interest in a VIE will absorb all or part of the expected losses of
the VIE. For a voting interest entity the most subordinated interest is the
entity’'s equity; for a VIE it could be debt, beneficial interests, equity, or some
other interest. The return to the most subordinated interest usually is a high
rate of return (in relation to the interest rate of an instrument with similar terms
that would be considered to be investment grade) or some form of
participation in residual returns.

55-24 Any of a VIE's liabilities may be variable interests because a decrease in
the fair value of a VIE's assets could be so great that all of the liabilities would
absorb that decrease. However, senior beneficial interests and senior debt
instruments with fixed interest rates or other fixed returns normally would
absorb little of the VIE's expected variability. By definition, if a senior interest
exists, interests subordinated to the senior interests will absorb losses first.
The variability of a senior interest with a variable interest rate is usually not
caused by changes in the value of the VIE's assets and thus would usually be
evaluated in the same way as a fixed-rate senior interest. Senior interests
normally are not entitled to any of the residual return.

Interpretive response: The third business scope exception condition applies if
the enterprise or its related parties provide more than half of the business
entity’'s subordinated financial support. Applying this condition is a two-step
process [810-10-15-17(d)(3)]

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved



Consolidation
2. Objective and scope

Identify the business entity’s subordinated financial support.

Determine if the enterprise or its related parties have provided more than

half of that support.

Step 1: Identify the subordinated financial support

In general, we believe subordinated financial support includes principally the
items that a business entity's capital comprises (e.g. equity and debt).
However, not all debt is subordinated financial support.

The business VIE scope exception specifically refers to subordinated debt as a
form of subordinated financial support but does not mention senior debt as a
form of subordinated financial support. Further, Subtopic 810-10’s definitions of
variable interests and subordinated financial support suggest that not all variable
interests represent subordinated financial support. Specifically, the Subtopic’s
glossary states, "Subordinated financial support refers to variable interests that

will absorb some or all of an entity's expected losses." [810-10 Glossary, 810-10-55-23
— 55-24]

Based on this definition, we believe such support generally excludes:

— most senior debt; and
— guarantees or similar instruments provided to or for the business entity,
such as off market contracts, commitments to fund losses and derivatives.

We believe subordinated interests (other than interests considered equity at
risk) are not subordinated financial support when they are not needed for the
business entity to finance its activities based solely on the sufficiency of its
equity (see section 4.3.40). In general, we also believe senior debt is
subordinated financial support if it has terms and interest rates that indicate that
the debt is not of a quality equivalent to investment grade (see section 3.4.10).

Step 2: Determine if more than half of the subordinated financial support
is provided by the enterprise

After an enterprise identifies a business entity’'s subordinated financial support,
it determines the total fair value of that amount, including the fair value of the
entity's total equity. If the enterprise has provided more than 50% of that total,
the third condition is triggered, and the business scope exception does not

apply.

Question 2.4.190
Does each variable interest holder need to

separately evaluate whether the business scope
exception conditions are met?

Interpretive response: Yes. Each of a legal entity's variable interest holders
should separately evaluate its eligibility for the business scope exception. It is
inappropriate for an enterprise to base its conclusion about whether it is eligible
for the business scope exception on another enterprise's evaluation of its
eligibility for that exception.
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Each reporting enterprise is responsible for reaching its own judgments and
conclusions because the analysis of the business scope exception conditions
depends in part on enterprise-specific factors. For example, the second
condition depends on whether substantially all of the entity's activities either
involve or are conducted on behalf of the enterprise or its related parties.

Question 2.4.200

In subsequent periods, when is an enterprise

required to reevaluate whether the business scope
exception applies?

Interpretive response: \We believe the timing for an enterprise to reevaluate
whether the business scope exception applies depends on whether it is
currently applying the exception.

Enterprise is currently applying the business scope exception

We believe an enterprise should continuously evaluate its eligibility for the
business scope exception as the factors affecting the exception’s four
conditions change. If at each evaluation date, none of the conditions are met,
we believe the enterprise can continue to apply the business scope exception.
In this instance, we believe the enterprise is not required to reevaluate whether
the legal entity is a business because being a business is not one of the four
conditions under the scope exception.

Enterprise is not currently applying the business scope exception

If a reporting entity currently is not eligible for the business scope exception, it
must reassess whether it meets the exception’s four conditions only when
events occur that require reconsideration of whether the legal entity is a VIE
under paragraph 810-10-35-4 (see section 4.8).

VOE scope exceptions

FE Excerpt from ASC 810-10

General
> Entities

15-3 All reporting entities shall apply the guidance in the Consolidation Topic to
determine whether and how to consolidate another entity and apply the
applicable Subsection as follows:

a. If the reporting entity has an interest in an entity, it must determine
whether that entity is within the scope of the Variable Interest Entities
Subsections in accordance with paragraph 810-10-15-14. If that entity is
within the scope of the Variable Interest Entities Subsections, the reporting
entity should first apply the guidance in those Subsections. Paragraph 810-
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10-15-17 provides specific exceptions to applying the guidance in the
Variable Interest Entities Subsections.

b. If the reporting entity has an interest in an entity that is not within the
scope of the Variable Interest Entities Subsections and is not within the
scope of the Subsections mentioned in paragraph 810-10-15-3(c), the
reporting entity should use only the guidance in the General Subsections to
determine whether that interest constitutes a controlling financial interest.

c. If the reporting entity has a contractual management relationship with
another entity that is not within the scope of the Variable Interest Entities
Subsections, the reporting entity should use the guidance in the
Consolidation of Entities Controlled by Contract Subsections to determine
whether the arrangement constitutes a controlling financial interest.

15-10 A reporting entity shall apply consolidation guidance for entities that are
not in the scope of the Variable Interest Entities Subsections (see the Variable
Interest Entities Subsection of this Section) as follows:

a. All majority-owned subsidiaries—all entities in which a parent has a
controlling financial interest—shall be consolidated. However, there are
exceptions to this general rule.

1. A maijority-owned subsidiary shall not be consolidated if control does
not rest with the majority owner—for instance, if any of the following
are present:

i.  The subsidiary is in legal reorganization

ii.  The subsidiary is in bankruptcy

iii. The subsidiary operates under foreign exchange restrictions,
controls, or other governmentally imposed uncertainties so severe
that they cast significant doubt on the parent's ability to control
the subsidiary.

iv. In some instances, the powers of a shareholder with a majority
voting interest or limited partner with a majority of kick-out rights
through voting interests to control the operations or assets of the
investee are restricted in certain respects by approval or veto
rights granted to the noncontrolling shareholder or limited partner
(hereafter referred to as noncontrolling rights). In paragraphs 810-
10-25-2 through 25-14, the term noncontrolling shareholder refers
to one or more noncontrolling shareholders and the terms /imited
partner and general partner refer to one or more limited or general
partners. Those noncontrolling rights may have little or no impact
on the ability of a shareholder with a majority voting interest or
limited partner with a majority of kick-out rights through voting
interests to control the investee's operations or assets, or,
alternatively, those rights may be so restrictive as to call into
question whether control rests with the majority owner.

v. Control exists through means other than through ownership of a
majority voting interest or a majority of kick-out rights through
voting interests, for example as described in (c) through (e).

2. A majority-owned subsidiary in which a parent has a controlling
financial interest shall not be consolidated if the parent is a broker-
dealer within the scope of Topic 940 and control is likely to be
temporary.
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3. Subparagraph superseded by Accounting Standards Update No. 2013-
08.

b. Subparagraph superseded by Accounting Standards Update No. 2015-02.

c. Subtopic 810-30 shall be applied to determine the consolidation status of a
research and development arrangement.

d. The Consolidation of Entities Controlled by Contract Subsections of this
Subtopic shall be applied to determine whether a contractual management
relationship represents a controlling financial interest.

e. Paragraph 710-10-45-1 addresses the circumstances in which the accounts
of a rabbi trust that is not a VIE (see the Variable Interest Entities
Subsections for guidance on VIEs) shall be consolidated with the accounts
of the employer in the financial statements of the employer.

Consolidation of Entities Controlled by Contract

05-14 The Consolidation of Entities Controlled by Contract Subsections provide
guidance on the consolidation of entities controlled by contract that are not
determined to be variable interest entities (VIEs) (see the Variable Interest
Entities Subsection of Section 810-10-15). As indicated in paragraph 810-10-15-
19, the guidance in the Consolidation of Entities Controlled by Contract
Subsections is to be applied to all entities controlled by contract, despite the
fact that the context of the guidance is physician practice management
entities.

05-15 Contractual arrangements between entities that are in business to
practice and dispense medicine (physician practices) and entities that are in
business to manage the operations of those physician practices (physician
practice management entities) are becoming increasingly common. The
structure of those arrangements takes various forms, provides for varying
degrees of participation in the management of the physician practice by the
physician practice management entity, and provides for various financial
arrangements.

05-16 Many of the arrangements between physician practices and physician
practice management entities arise when the physician practice management
entity seeks to acquire the physician practice. Legal or business reasons often
preclude the physician practice management entity from acquiring the
physician practice's outstanding equity instruments and, if that is the case,
then, as an alternative, the physician practice management entity often will
acquire some or all of the net assets of the physician practice, assume some or
all of the contractual rights and responsibilities of the physician practice, and
execute a long-term management agreement to operate the physician practice
with the owners of the physician practice (typically the physicians) receiving
consideration in exchange. In addition to obtaining a long-term management
agreement, the physician practice management entity often will secure the
future services of individual physicians employed in the physician practice
through employment and noncompete agreements.
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The VOE scope exceptions are the last to be evaluated — after the consolidation
and VIE scope exceptions (see sections 2.3 and 2.4). Because the VIE scope
exceptions are evaluated before the VOE scope exceptions, an enterprise
evaluates the VOE scope exceptions if a legal entity: (810-10-15-3]

— isnotaVIE; or
— a VIE scope exception applies.

Question 2.5.10

When is the VOE consolidation model applied?

Interpretive response: The VOE consolidation model has its own scope and
scope exceptions. Generally, this model applies to majority-owned subsidiaries
that are not subject to the VIE consolidation model or are not VIEs. Majority-
owned in this instance means the enterprise has a controlling financial interest
in a subsidiary, as defined by Topic 810 (see chapter 5).

However, the following are scope exceptions to this general consolidation
principle: [810-10-15-10]

— control does not rest with the majority owner (see section 5.2);

— the parent is a broker-dealer in the scope of Topic 940 and control over the
majority-owned subsidiary is likely to be temporary;

— the legal entity is an R&D arrangement

— the enterprise and legal entity have a contractual relationship that is in the
scope of the Consolidation of Entities Controlled by Contract Subsections of
Subtopic 810-10 (see Question 2.5.100).

Question 2.5.20
Does an enterprise evaluate majority- and wholly-

owned subsidiaries under the VIE consolidation
model?

Interpretive response: Yes. An enterprise should evaluate a legal entity to
determine if it is a VIE (and whether it is the primary beneficiary) even if the
enterprise owns all or a majority of its voting shares. Therefore, the VIE
consolidation model can apply even if a legal entity otherwise would be
consolidated under the VOE consolidation model.

If the majority- or wholly-owned legal entity is a VIE, the enterprise does not
consolidate the entity if it does not meet the primary beneficiary criteria. If the
enterprise does meet the primary beneficiary criteria (and therefore
consolidates the legal entity), it is subject to different disclosure requirements
under the VIE consolidation model (see chapter 8).
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Question 2.5.30
Should a parent that files for bankruptcy continue

to consolidate a subsidiary that has not?

Interpretive response: Generally, yes. The parent generally retains control over
the subsidiary even if it has filed a petition for Chapter 11 bankruptcy protection
and is itself controlled by the Bankruptcy Court. This is because the subsidiary
has not filed for bankruptcy and therefore is not controlled by the Court.

See KPMG Handbook, Accounting for bankruptcies, Question 4.11.20.

Question 2.5.40

Should a parent continue to consolidate a majority-

owned subsidiary after the subsidiary files for
bankruptcy?

Interpretive response: Generally, no. Topic 810 specifically prohibits
consolidation of a majority-owned subsidiary if control does not rest with the
majority owner due to, among other things, legal reorganization or bankruptcy
of the subsidiary. Topic 810 also indicates that a subsidiary should be
deconsolidated if, among other things, the subsidiary becomes subject to the

control of a government, Bankruptcy Court, administrator or regulator. [810-10-15-
10, 55-4A]

Operating while in bankruptcy usually indicates that control does not rest with
the majority owner because the Bankruptcy Court must approve all significant
actions. As a result, deconsolidation of the subsidiary is appropriate in most
cases (see section 7.7).

Concluding that continued consolidation of a subsidiary in bankruptcy is
appropriate requires a fairly unique set of facts and is appropriate only in
infrequent and uncommon circumstances.

See KPMG Handbook, Accounting for bankruptcies, Question 4.11.40 for
additional guidance.

Question 2.5.50
Is a parent’s loss of control due to a subsidiary’s

bankruptcy filing after year-end a recognized
subsequent event?

Interpretive response: No. \We believe the bankruptcy petition filing after year-
end is a nonrecognized subsequent event. Further, Topic 810 states that a
parent company deconsolidates a subsidiary “...as of the date [it] ceases to
have a controlling financial interest...” As a result, the parent continues to
consolidate the subsidiary as of year-end. [810-10-40-4]
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The parent should include appropriate disclosure of the subsequent event in the
year-end financial statements.

See also KPMG Handbook, Accounting for bankruptcies, Question 4.11.60.

Question 2.5.60

Should a parent continue to consolidate a

subsidiary after both have filed for bankruptcy?

Interpretive response: It depends. As discussed in Question 2.5.50, the parent
should continue to consolidate only if it maintains control over the subsidiary.
When an entity files for bankruptcy, control usually rests with the Bankruptcy
Court and not with the parent. When this is the case, deconsolidation is
appropriate.

Whether the parent maintains control over the subsidiary depends on whether
the consolidated entity files a single bankruptcy petition or the parent and
subsidiary file separate bankruptcy petitions. When there is a single petition in a
single jurisdiction, continued consolidation is appropriate if the Bankruptcy Court
views the consolidated entity as a single group. In contrast, if the entities file
separate petitions or they file petitions in separate jurisdictions, then the parent
likely has lost control over the subsidiary and deconsolidation is appropriate.

See KPMG Handbook, Accounting for bankruptcies, Question 4.11.120.

Question 2.5.70
Can an other-than-temporary lack of

exchangeability between two currencies affect
whether a majority-owned foreign subsidiary
should be consolidated?

Interpretive response: Yes. If a lack of exchangeability between two
currencies is other than temporary, the appropriateness of consolidating the
foreign operation should be carefully evaluated. This evaluation should consider
whether the parent still controls, or has significant influence over, the foreign
operation. A majority-owned subsidiary should not be consolidated if control
does not rest with the majority owner. For example, control may not rest with
the majority owner (parent) if the subsidiary operates under foreign exchange
restrictions, controls or other government-imposed uncertainties so severe that

they cast significant doubt on the parent's ability to control the subsidiary. [810-
10-15-10]

This limitation to consolidation should also be applied as a limitation to the use
of the equity method. In these situations, which historically have been rare, the
investment should be accounted for under Topic 321 (equity securities). See
2.4.30 of KPMG Handbook, Equity method of accounting.
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Question 2.5.80

What guidance does an NFP enterprise apply when
consolidating a majority-owned subsidiary?

Interpretive response: Subtopic 958-810 provides incremental guidance that
an NFP enterprise must consider when applying the VOE consolidation model.
For example, it defines control in certain relationships between an NFP
enterprise and another entity. Further, it provides guidance on presenting

consolidated entities in an NFP enterprise’s financial statements. See chapter 9.
[810-10-15-5]

Subtopic 954-810 provides incremental presentation and disclosure guidance
for NFPs in its scope.

Question 2.5.90

Does the VOE consolidation model apply to R&D
arrangements?

Interpretive response: No, not if the relationship between the enterprise and
the legal entity is in the scope of Subtopic 810-30. Subtopic 810-30 contains the

consolidation model for R&D arrangements that are not VIEs. [810-10-15-10(c), 810-
30-15-3(b)]

Although Subtopic 810-30 applies to a non-VIE legal entity that is in its scope, in
our experience it is unusual to identify such an entity. Most are VIEs because
the entities in the scope of Subtopic 810-30 involve some equity owners with
no voting rights and disproportionality between equity owners.

Question 2.5.100

Does the VOE consolidation model apply when the
legal entity is controlled by contract?

Interpretive response: No, not if the relationship between the enterprise and
the legal entity falls in the scope of the Consolidation of Entities Controlled by
Contract Subsections of Subtopic 810-10. These Subsections provide an
alternative to consolidation under the VOE consolidation model. [810-10-15-19]

However, these Subsections do not replace the VIE consolidation model.
Therefore, if the legal entity is a VIE, the enterprise applies the VIE
consolidation model.

Although the Consolidation of Entities Controlled by Contract Subsections apply
to a non-VIE legal entity that is in the scope of those Subsections, in our
experience it is rare to identify such an entity. As a result, we believe that the
Consolidation of Entities Controlled by Contract Subsections are applied only by
enterprises that are exempt from the VIE consolidation model — e.g. NFPs.
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Question 2.5.110

Does the VOE consolidation model apply when the
legal entity is a rabbi trust?

Interpretive response: No, not if the rabbi trust falls in the scope of the rabbi
trust Subsections of Subtopic 710-10 (compensation). These Subsections

require the employer to consolidate the plans in their scope. [710-10-25-15 — 25-18,
45-1]

However, these Subsections do not replace the VIE consolidation model.
Therefore, if the trust is a VIE, the enterprise applies the VIE consolidation
model. We believe the employer is often the primary beneficiary of a rabbi trust
that is a VIE (see Question 2.3.120)

Private company alternative

Private company alternative#

I_:= Excerpt from ASC 810-10

Variable Interest Entities
> Accounting Alternative for Entities under Common Control

15-17AC Paragraphs 810-10-15-17AD through 15-17AF, 810-10-50-2AG
through 50-2Al, and 810-10-55-205AU through 55-205BF provide guidance for a
private company electing the accounting alternative for entities under
common control in this Subtopic.

15-17AD A legal entity need not be evaluated by a private company (reporting
entity) under the guidance in the Variable Interest Entities Subsections if all of
the following criteria are met:

a. The reporting entity and the legal entity are under common control.

b. The reporting entity and the legal entity are not under common control of a
public business entity.

c. The legal entity under common control is not a public business entity.

d. The reporting entity does not directly or indirectly have a controlling
financial interest in the legal entity when considering the General
Subsections of this Topic. The Variable Interest Entities Subsections shall
not be applied when making this determination.

Applying this accounting alternative is an accounting policy election. If a private
company elects to apply this accounting alternative, it shall apply this
alternative to all legal entities if criteria (a) through (d) are met. A reporting
entity that elects the accounting alternative and, thus, does not apply the
guidance in the Variable Interest Entities Subsections shall continue to apply
other accounting guidance (including guidance in the General Subsections of
this Subtopic) unless another scope exception from this Topic applies. A
reporting entity applying this alternative shall disclose the required information
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specified in paragraphs 810-10-50-2AG through 50-2Al unless the legal entity is
consolidated by the reporting entity through accounting guidance other than
VIE guidance.

15-17AE To determine whether the private company (reporting entity) and the
legal entity are under common control of a parent solely for the purpose of
applying paragraph 810-10-15-17AD(a), the private company shall consider only
the parent’s direct and indirect voting interest in the private company and the
legal entity. In other words, only the guidance in the General Subsections of
this Topic shall be considered for determining whether a parent has a direct or
indirect controlling financial interest in the private company and the legal entity
as required in paragraph 810-10-15-17AD(a). The guidance in the Variable
Interest Entities Subsections of this Topic shall not be applied for making this
determination. See paragraphs 810-10-55-205AU through 55-205AZ for
illustrative guidance.

15-17AF If any of the criteria in paragraph 810-10-15-17AD for applying the
accounting alternative cease to be met, a private company shall apply the
guidance in the Variable Interest Entities Subsections at the date of change on
a prospective basis, except for situations in which a reporting entity becomes a
public business entity. When a reporting entity becomes a public business
entity, it shall apply the guidance in the Variable Interest Entities Subsections in
accordance with Topic 250 on accounting changes and error corrections.

In October 2018, the FASB issued ASU 2018-17, which: [ASU 2018-17]

— replaced the PCC alternative VIE scope exception for common control
leasing arrangements with one that applies to all common control
arrangements, and

— amended how a decision-maker or service provider determines whether its
fee is a variable interest in a VIE when a related party under common
control also has a variable interest in the VIE.

The FASB reasoned that expanding the common control alternative was
appropriate because private companies under common control often have no
explicit or arm’s-length contractual arrangements in place unless required by a
third party, and this complicates assessing power under the VIE consolidation
model. [ASU 2018-17.BC.14]

The new private company accounting alternative applies if: [810-10-15-17-AD]

— the common control parent and the legal entity are private companies; and
— the private company does not directly or indirectly have a controlling
financial interest in the legal entity under the VOE consolidation guidance.
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Question 2.6.10

How does an enterprise determine whether the

private company alternative scope exception
applies?

Interpretive response: To apply the private company accounting alternative,
the enterprise, the legal entity and the commmon control parent cannot be PBEs.
Further, the enterprise cannot directly or indirectly have a controlling financial
interest in the legal entity under the VOE consolidation guidance. [810-10-15-17AD]

The following decision tree illustrates how to determine whether a reporting
entity can apply the accounting alternative. [810-10-15-17AD]

Is the enterprise a PBE, an NFP
entity or an employee benefit plan? | yqq

v N°
Is the legal entity a PBE?
Yes
v No
Does the enterprise directly or .
. . . . Enterprise
indirectly have a controlling financial
. . . ‘ cannot elect the
interest in the legal entity under the alternative
VOE consolidation model?
No
v
Does the same entity (‘parent’)
directly or indirectly have a Enterprise
controlling financial interest in both | cannot elect the
the enterprise and legal entity under alternative
the VOE consolidation model?
Yes
\ 4

Is the parent a PBE?

Yes
i No

Enterprise can
elect the
alternative

Question 2.6.20

When is a private company enterprise under
common control with a legal entity?

Interpretive response: US GAAP does not define common control, but Topic
810 provides guidance on how to determine whether common control exists
when an enterprise evaluates the private company accounting alternative. This
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guidance on common control is used only for evaluating whether the private
company accounting alternative applies. We believe this guidance should not be
used when evaluating whether there is common control in other places under
Topic 810, such as in the application of the related party guidance (see Question
3.8.230). 1810-10-15-17AE]

For a private company enterprise to qualify for the private company accounting
alternative, it needs to conclude that the same entity (the ‘parent’) would have a
controlling financial interest in both the private company enterprise and the legal

entity being evaluated for consolidation under the VOE consolidation model.
[810-10-15-17AE]

The parent does not have a controlling financial interest in one, or both, of the
entities using the VOE consolidation model if any of the following conditions
exist:

— either the private company enterprise or the legal entity being evaluated for
consolidation does not have voting interests — e.g. there are no equity
holders or the governing provisions provide no voting rights;

— the majority of the voting interests of either the private company enterprise
or the legal entity being evaluated for consolidation are held by another
party; or

— the majority of the voting rights of either the private company enterprise or
the legal entity being evaluated for consolidation is held by the parent, but
its control is restricted by substantive noncontrolling rights.

Because a private company enterprise must establish common control using
the VOE consolidation model, whether the parent consolidates one or both of
the entities under the VIE consolidation model is irrelevant. In addition, if one or
both of the entities is a limited partnership or similar legal entity and the parent
is the general partner, the parent generally would not control the limited
partnership under the VOE model and therefore could not apply the private
company alternative. See also Question 2.6.25 on applying the private company
alternative to limited partnerships and similar entities.

Topic 810 includes two examples of how to apply its common control guidance

that are presented in Examples 2.6.10 and 2.6.20, directly below. [810-10-55-205AV
— 55-206AX]

Example 2.6.10

Applying the common control analysis — part 1

Background

This example is based on Example 11 in Subtopic 810-10. [810-10-55-205AV — 55-
205AX]

The following entities are all private companies.
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80% of
voting shares

80% of
voting shares

Enterprise Legal Entity1

60% of
voting shares

Legal Entity2

Evaluation

Based on the VOE consolidation model, Parent has a controlling financial
interest in Enterprise and Legal Entity1 because it directly holds a majority of
the voting shares in those entities; and nothing indicates that the majority
owner does not have control.

Legal Entity1 has a controlling financial interest in Legal Entity2 because it
directly holds a majority of the voting shares in this entity; and nothing indicates
that the majority owner does not have control.

Parent controls Legal Entity2 through Legal Entity1's controlling financial
interest in Legal Entity2. Therefore, for purposes of applying the private
company accounting alternative, all four entities are under common control.

However, which entities can apply the private company accounting alternative
to their interest in Legal Entity2 depends on whether they have a controlling
financial interest in Legal Entity2.

— Enterprise does not have a controlling financial interest in Legal Entity2 and
therefore can apply the accounting alternative if the other criteria are met.

— Legal Entity1 cannot apply the accounting alternative to its interest in Legal
Entity2 because it has a controlling financial interest in Legal Entity2 under
the VOE consolidation model.

— Parent cannot apply the accounting alternative to its interest in Legal
Entity2 because it has a controlling financial interest in Legal Entity2
through its controlling financial interest in Legal Entity1 under the VOE
consolidation model. This is the case even though Parent's proportionate
interest in Legal Entity2 is less than 50% (80% x 60% = 48%).

Example 2.6.20

Applying the common control analysis — part 2

Background

This example is based on Example 12 in Subtopic 810-10. [810-10-565-205AY — 55-
205AZ]

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved

69



Consolidation 70
2. Objective and scope

The following entities are all private companies.

Parent
80% of 80% of

voting shares voting shares

Subordinated
debt

Legal Entity1

Legal Entity2

Evaluation

Based on the VOE consolidation model, Parent has a controlling financial
interest in Enterprise and Legal Entity1 because it directly holds a majority of
the voting shares; and nothing indicates that the majority owner does not have
control. Therefore, these three entities are under common control for purposes
of applying the private company accounting alternative.

However, Legal Entity2 is not under common control with Enterprise and Legal
Entity1 when considering the private company accounting alternative because
Parent does not have a controlling financial interest in Legal Entity2 under the
VOE consolidation model.

Whether Legal Entity2 is a VIE (e.qg. its total equity at risk may not allow it to
finance its activities without additional subordinated financial support), and
Parent consolidates it is not relevant to whether the alternative is available to
Enterprise or Legal Entity1. This is because Parent does not directly or indirectly
hold a majority of Legal Entity2's voting shares. Therefore, Legal Entity2 is not
under common control with Enterprise and Legal Entity1 for purposes of the
private company accounting alternative.

Therefore, if Enterprise has a potential variable interest in Legal Entity2 (e.g. a
guarantee or other financial support), it cannot apply the private company
alternative to its interest in Legal Entity2.

Question 2.6.25#
How does a GP evaluate whether it controls a

limited partnership when evaluating whether it
may apply the private company alternative?

Background: To determine if the private company alternative is available, an
enterprise cannot have a controlling financial interest (directly or indirectly) in
the legal entity. In making this determination, the enterprise evaluates control
under the VOE consolidation model. [810-10-15-17AD(d)]

A GP would not have a controlling financial interest in a limited partnership
under the VOE consolidation model because the VOE consolidation model for
limited partnerships (or similar entities) generally presumes LP control —i.e. an
LP with greater than 50% of kick-out rights is presumed to have a controlling
financial interest (see section 5.2.20). This is because limited partners must
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have substantive kick-out or participating rights for the limited partnership to be
a VOE.

Interpretive response: An enterprise that is a GP would evaluate whether it
has a controlling financial interest for purposes of applying the private company
alternative under the VOE model. Therefore, because a GP would not control
the limited partnership under the VOE model, the GP would not be precluded
from applying the private company alternative because it has a direct or indirect
controlling financial interest in the legal entity. [810-10-15-17AD(d)]

However, as discussed in Question 2.6.20, another criterion to apply the private
company alternative is that the enterprise and legal entity are under common
control. For purposes of that criterion, the parent would need to have a
controlling financial interest in both entities under the VOE model. Therefore, if
the parent is the GP of either the enterprise or the legal entity, the parent would
not control one or both of those entities under a VOE model and therefore the
enterprise would be precluded from applying the private company alternative

because the enterprise and legal entity would not be under common control.
[810-10-15-17AD(a)]

Question 2.6.30

How is the private company accounting alternative
implemented?

Interpretive response: If a private company enterprise elects the accounting
alternative, it should: [810-10-15-17AD]

— apply the alternative to all current and future legal entities under common
control that meet the criteria;

— continue to apply other consolidation guidance (generally the VOE
consolidation guidance) unless another scope exception applies; and

— disclose its involvement with, and exposure to, the legal entity under
common control.

If circumstances change such that a private company can no longer apply the
accounting alternative, it should generally begin applying the VIE consolidation
model in the following manner: [810-10-15-17AF]

Accounting alternative no Apply VIE consolidation model prospectively or

longer available because: retrospectively?

Retrospectively as a change in accounting principle

Enterprise becomes a PBE under Topic 250 (accounting changes)

Any other reason Prospectively

See chapter 3 in KPMG Handbook, Accounting changes and error corrections,
for additional discussion on retrospective and prospective application.
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FASB examples

Subtopic 810-10 provides examples of how to apply the private company
alternative VIE scope exception.

Variable Interest Entities
> Implementation Guidance
>> Accounting Alternative for Entities under Common Control

>>> Accounting Alternative — Determining Whether Common Control
Exists

>>>> Example 11: Accounting Alternative—Common Control Exists
55-205AV Assume the following:

a. Entities A (Parent), B (the reporting entity), C (a legal entity), and E (a legal
entity) are all private companies.

b. Entity A holds a majority of the voting shares of Entities B and C.

c. Entity C holds a majority of the voting shares of Entity E.

55-205AW Based on the guidance in paragraph 810-10-25-1, Entity A has a
controlling financial interest in Entities B and C because it directly holds a
majority of the voting shares in those entities and no circumstances indicate
that control does not rest with the majority owner. Entity C also has a
controlling financial interest in Entity E because it directly holds a majority of
the voting shares in this entity. Therefore, Entity A controls Entity E through
Entity C's controlling financial interest in Entity E. For the purposes of applying
paragraph 810-10-15-17AD(a), Entities B, C, and E are under common control
of Entity A. Assuming the other criteria in paragraph 810-10-15-17AD are met,
Entity B (the reporting entity) is eligible to apply the accounting alternative to
Entity C and Entity E.

55-205AX If Entity B directly holds a majority of the voting shares of Entity E
and no circumstances indicate that control does not rest with the majority
owner, Entity B would not be able to apply the accounting alternative to Entity
E because paragraph 810-10-15-17AD(d) would not be met. In other words,
Entity B would conclude that it holds a controlling financial interest in Entity E
when considering only the General Subsections of this Topic (and not the
Variable Interest Entities Subsections).

>>>> Example 12: Accounting Alternative—Common Control Does Not
Exist

55-205AY Assume the following:

a. Entities A (Parent), B (the reporting entity), C (a legal entity), and E (a legal
entity) are all private companies.

b. Entity A holds a majority of the voting shares of Entities B and C.

c. Entities A, B, and C do not hold any voting shares of Entity E (directly or
indirectly). However, Entity A has extended subordinated financial support
(in the form of debt) to Entity E.
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55-205AZ Based on the guidance in paragraph 810-10-25-1, Entity A has a
controlling financial interest in Entities B and C because it directly holds a
majority of the voting shares in those entities and no circumstances indicate
that control does not rest with the majority owner. Therefore, Entities B and C
are under common control of Entity A. However, Entity E is not considered to
be under common control of Entity A for the purposes of applying paragraph
810-10-15-17AD(a) because Entity A does not directly or indirectly hold a
majority of Entity E's voting shares. Moreover, even if Entity E is a VIE and
Entity A is its primary beneficiary, Entity E is not considered to be under
common control of Entity A for purposes of applying the guidance in paragraph
810-10-15-17AD(a). Accordingly, Entity B (the reporting entity) is precluded
from applying the accounting alternative to Entity E.

>>> Application of the Accounting Alternative

55-205BA The following Examples illustrate the application of the guidance in
paragraph 810-10-15-17AD on determining whether a reporting entity that is a
private company can elect the accounting alternative not to apply VIE guidance
to a legal entity under common control:

a. Common control leasing arrangement (Example 13)
b. Car Company (reporting entity) under common control with Engine
Company, Tire Company, and Purse Company (Example 14).

>>>> Example 13: Common Control Leasing Arrangement
55-205BB Assume the following:

a. The sole owner (not a public business entity) of Manufacturing Entity (a

private company) also is the sole owner of Lessor Entity (a private

company).

The reporting entity is Manufacturing Entity.

Manufacturing Entity leases its manufacturing facility from Lessor Entity.

d. Lessor Entity owns no assets other than the manufacturing facility being
leased to Manufacturing Entity.

e. Manufacturing Entity pays property taxes on behalf of Lessor Entity and
maintains the manufacturing facility.

f.  The sole owner of both entities has provided a guarantee of Lessor Entity’s
mortgage as required by the external lender.

g. Manufacturing Entity has elected to apply the accounting alternative
described in paragraph 810-10-15-17AD.

55-205BC Manufacturing Entity meets all the criteria in paragraph 810-10-15-
17AD, and, as a result of its elected accounting policy, Manufacturing Entity
would apply the accounting alternative to Lessor Entity on the basis of the
following:

oo

a. Manufacturing Entity (a private company) and Lessor Entity are under
common control.

b. Manufacturing Entity and Lessor Entity are under common control of an
individual that is not a public business entity.

c. Lessor Entity is not a public business entity.

d. Manufacturing Entity does not directly or indirectly hold a controlling
financial interest in Lessor Entity when considering only the General
Subsections of this Topic.
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Manufacturing Entity should disclose the required information specified in
paragraphs 810-10-50-2AG through 50-2Al unless Lessor Entity is consolidated
through accounting guidance other than VIE guidance.

>>>> Example 14: Car Company (Reporting Entity) under Common
Control with Engine Company, Tire Company, and Purse Company

55-205BD Assume the following:

a. Reporting entity Car Company (Car Co.), a private company, produces
vehicles for sale.

b. Car Co. has elected to apply the accounting alternative described in
paragraph 810-10-15-17AD.

c. The sole owner (not a public business entity) of Car Co. also is the sole
owner of Engine Company (Engine Co.), Tire Company (Tire Co.), and
Purse Company (Purse Co.). Therefore, Car Co., Engine Co., Tire Co., and
Purse Co. are considered to be under common control. Only Purse Co.
meets the definition of a public business entity.

d. All companies under common control have third-party debt, and each
respective company has pledged its assets as collateral for that debt. The
third-party debt on each respective company is personally guaranteed by
the owner.

e. Engine Co. assumptions:

1. Engine Co. was created by the owner to vertically integrate the supply
chain for Car Co.’s production of vehicles.

2. Engine Co. produces engines based on Car Co.'s design specifications.

3. Engine Co. is the sole engine supplier for Car Co., and substantially all
of Engine Co.’s production is sold to Car Co.

4. No other engines on the market could replace the engines supplied by
Engine Co.

5. During 20XX, Car Co. charged Engine Co. $225,684 for management
and other services rendered.

6. During 20XX, Car Co. purchased $9,482,513 in engines from Engine
Co.

7. Engine Co. has an outstanding loan for $600,000 due to Car Co. that is
unsecured and accrues interest at 6 percent. This loan is subordinated
to all other debt, and there are no specific repayment terms.

8. Historically, Car Co. has provided funding to Engine Co. at the request
of the owner even though there is no existing contractual requirement
to do so.

9. Total book value of Engine Co.'s liabilities is $2,459,127 as of
December 31, 20XX.

f.  Tire Co. assumptions:

1. Tire Co. was created by the owner to vertically integrate the supply

chain for the Car Co.’s production of vehicles.

Tire Co. sells a majority of its tires to Car Co.

3. Many substitutes on the market could replace the tires provided by
Tire Co.

4. During 20XX, Car Co. charged Tire Co. $74,568 for management and
other services rendered.

5. During 20XX, Car Co. purchased $3,792,929 of tires from Tire Co.

[

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
nember firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved

74



Consolidation 75
2. Objective and scope

6. Tire Co. has an outstanding loan for $200,000 due to Car Co. that is
unsecured and accrues interest at 6 percent. This loan is subordinated
to all other debt, and there are no specific repayment terms.

7. Other than the $200,000 loan, Car Co. has never provided any other
additional funding to Tire Co. and is not contractually obligated to do
SO.

8. Total book value of Tire Co.’s liabilities is $1,250,000 as of December
31, 20XX.

g. Purse Co. assumptions:

1. Purse Co. sells high-end designer purses.

2. No significant transactions or arrangements exist between Purse Co.
and the other entities under common control.

3. Car Co. did not provide any management services to Purse Co.

4. Car Co. has never provided any additional funding to Purse Co. and is
not contractually obligated to do so.

5. Total book value of Purse Co.’s liabilities is $1,000,000 as of December
31, 20XX.

55-205BE Car Co. meets all the criteria in paragraph 810-10-15-17AD for
Engine Co. and Tire Co. and can elect the accounting alternative. As a result of
its elected accounting policy, Car Co. would apply the accounting alternative to
Engine Co. and Tire Co. on the basis of the following:

a. Car Co. (a private company), Engine Co., and Tire Co. are under common
control.

b. Car Co., Engine Co., and Tire Co. are under common control of an
individual that is not a public business entity.

c. Neither Engine Co. nor Tire Co. is a public business entity.

d. Car Co. does not directly or indirectly hold a controlling financial interest in
Engine Co. or Tire Co. when considering only the General Subsections of
this Topic.

Although Purse Co. would not qualify for the accounting alternative because it
is a public business entity, Car Co. does not consider Purse Co. to be a legal
entity that needs to be assessed for consolidation because Car Co. has no
variable interest in Purse Co. Therefore, Car Co. would not provide any
disclosures related to Purse Co. under this accounting alternative.

55-205BF Based on the fact pattern described in paragraphs 810-10-55-205BD
through 55-205BE, the following disclosures may satisfy the provisions in
paragraphs 810-10-50-2AG through 50-2Al:

a. Engine Company, Inc. (Engine Co.): Engine Co. and Car Company, Inc. (the
Company) are under common control. Engine Co. was created by the
owner to vertically integrate the supply chain for the Company’s production
of vehicles. The Company's ability to generate profits depends largely on
Engine Co. Engine Co. produces engines for the Company’s vehicles in
accordance with the Company’s design specifications for those engines.
Substantially all of Engine Co.'s production is sold to the Company, and
Engine Co. is the sole supplier of engines to the Company. No other
engines on the market could replace the engines supplied by Engine Co.
The Company provides Engine Co. with management and other services
(including, but not limited to, accounting, billing, and administrative duties)
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for which it charged a management fee of $225,684 in 20XX. The
Company purchased $9,482,513 of engines during 20XX from Engine Co.
Engine Co. has an outstanding loan in the amount of $600,000 due to the
Company that is unsecured and accrues interest at 6 percent. The loan is
subordinated to all other debt, and no specific repayment terms exist.

b. Tire Company, Inc. (Tire Co.): Tire Co. and the Company are under common
control. Tire Co. was created by the owner to vertically integrate the supply
chain for the Company’s production of vehicles. Tire Co. produces tires for
the Company's vehicles and sells a majority of those tires to the Company.
The Company provides no design specifications for the tires, and many
substitutes on the market could replace the tires that Tire Co. provides.
The Company provides Tire Co. with management and other services
(including, but not limited to, accounting, billing, and administrative duties)
for which it charged a management fee of $74,568 in 20XX. Car Co.
purchased $3,792,929 of tires during 20XX from Tire Co. Tire Co. has an
outstanding loan in the amount of $200,000 due to the Company that is
unsecured and accrues interest at 6 percent. The loan is subordinated to all
other debt, and no specific repayment terms exist.

c. Both Engine Co. and Tire Co. have third-party debt, and both companies
have their assets pledged as collateral for that debt. The owner of the
Company, Engine Co., and Tire Co. has personally guaranteed the third-
party debt of the Company, Engine Co., and Tire Co.

d. In addition to the $600,000 loan, the Company historically has been
required to provide funds to Engine Co. at the request of the common
owner. The Company believes that its maximum financial exposure to loss
related to Engine Co. could equal all of Engine Co.’s liabilities. The book
value of Engine Co.’s liabilities is $2,459,127 as of December 31, 20XX.

e. Other than the $200,000 loan, the Company has never provided any other
additional funding to Tire Co. and is not contractually obligated to do so.
The Company believes that its maximum financial exposure related to Tire
Co. is limited to the $200,000 loan outstanding and any accrued interest as
of December 31, 20XX.
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Is the Interest a variable
interest?

Detailed contents

New item added in this edition: **
Item significantly updated in this edition: #

3.1 How the standard works
3.2 Overview of variable interests

Questions

3.2.10 Why does an enterprise evaluate whether it has a variable
interest in a legal entity before it determines whether the
entity is a VIE or VOE?

3.2.20 What are some examples of potential variable interests?

3.2.30 What are ‘substantive’ terms, transactions and
arrangements?

Examples

3.2.10 Nonsubstantive rights

3.2.20 Restructuring, nonsubstantive rights: commercial paper
conduit

3.3 The by-design approach

3.3.10 Terms of the interest

3.3.20 Subordination

3.3.30 Interest rate risk

3.3.40 Derivatives and the creator characteristics

3.3.50 FASB examples

Questions

3.3.10 What is the by-design approach?

3.3.20 How do variable interests in a VIE differ from variable
interests in a VOE?

3.3.30 What risks does an enterprise consider in Step 1 of the by-
design approach?

3.3.40 What factors are considered in identifying a legal entity’s
variability in Step 2 of the by-design approach?

3.3.50 Can an enterprise net the effects of a legal entity’s contracts
to determine which risks it is designed to create and
distribute in Step 2 of the by-design approach?

3.3.60 How does an enterprise determine if it absorbs the
variability it identified in Step 2 of the by-design approach?

3.3.70 Does the legal form of a contract dictate what, if any, risk it
creates or absorbs?
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3.3.80

3.3.90

3.3.100
3.3.110
3.3.120
3.3.130
3.3.140
3.3.150
3.3.160
3.3.170
3.3.180
3.3.190

Examples
3.3.10
3.3.20
3.3.30

3.3.40
3.3.50
3.3.60

3.3.70
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What factors are considered when evaluating whether
subordination is substantive?

Is subordination substantive if the legal entity's equity is
sufficient to absorb its expected losses?

Is it typical for a legal entity to identify interest rate risk as a
risk it is designed to create and distribute in Step 27

If the legal entity holds only financial assets, will it always
identify interest rate risk in Step 2?

How should a legal entity compute its variability due to
interest rate risk when it identifies that risk in Step 27

Are interest rate risk and prepayment risk considered
separately when identifying risks in Step 27

What is the process for evaluating whether a derivative is a
variable interest?

Must a contract meet the definition of a derivative to apply
the creator characteristics?

What is a ‘market observable variable’ when applying
Creator characteristic 17

What is ‘senior in priority’ when applying Creator
characteristic 2?

Is a derivative exempt from being a variable interest if the
creator characteristics are met?

How does an enterprise interpret the phrase ‘essentially all’
when evaluating whether a derivative is a variable interest?

Offsetting interests when applying the by design approach
A party that absorbs the variability that it creates

Applying the by-design approach to a Domestic International
Sales Corporation (DISC)

Transfer of price risk
Transfer of receivables to an SPE

Identifying variable interests in a synthetic CDO: credit
default swap

Meaning of ‘essentially all’

3.4 Explicit interests

3.4.10 Equity, debt and beneficial interests

3.4.20 Derivatives and embedded derivatives

3.4.30 Assets, guarantees and similar instruments

3.4.40 Operating leases

3.4.50 Variable interest of one VIE in another VIE

Questions

3.4.10 Is an equity interest a variable interest? #

3.4.20 Is a sponsor’s equity interest in a typical trust preferred (or
similar) structure a variable interest?
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3.4.30 Are a legal entity’s debt obligations always variable
interests?

3.4.40 Are a legal entity’s beneficial interests always variable
interests?

3.4.50 What are some common derivatives and their typical roles
as creators or absorbers of variability?

3.4.60 How is the variability absorbed by a forward contract
computed?

3.4.65 Are power purchase agreements (PPAs) considered variable
interests? **

3.4.70 When is a contract to purchase/sell an asset a variable
interest in the legal entity that owns the asset?

3.4.80 Do fixed-price real estate purchase or sale contracts
represent variable interests?

3.4.85 Do supply contracts represent variable interests in the
supplier?

3.4.90 How does an enterprise evaluate whether a TRS (or similar

arrangement) represents a variable interest?

3.4.100 When are an embedded derivative and its host clearly and
closely related economically'?

3.4.110 What are some common embedded derivatives and their
typical economic relationship with the host?

3.4.120  What factors does an enterprise consider when evaluating
whether a financial guarantee is a variable interest in the
guaranteed entity?

3.4.130 How does a lessee with a plain vanilla operating lease
evaluate whether it has a variable interest in the lessor?

3.4.140 Does a lessee evaluate a residual value guarantee (or
purchase option) in an operating lease separately from the
lease contract?

3.4.150 How does a lessee with an operating lease that is not plain
vanilla evaluate whether it has a variable interest in the
lessor?

3.4.160 Is prepaid rent a variable interest in the lessor entity?

3.4.170  How does a lessor evaluate whether an operating lease is a
variable interest in the lessee?

3.4.180 Does a transferor that has a beneficial interest in the
transferred financial assets have a variable interest in the
transferee’s other beneficial interest holders?

Examples
3.4.10 Treasury stock financing structure
3.4.20 Reverse trust preferred security arrangement

3.4.30 Debt obligations

3.4.40 Identifying variable interests in a synthetic CDO: beneficial
interests

3.4.50 Offsetting forward contracts
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3.4.55 Renewable power purchase agreement **
3.4.60 TRS: variable interest in legal entity
3.4.70 TRS: variable interest in silo VIE

3.5 Implicit interests
Questions

3.5.10 Can a contract outside the legal entity create an implicit
variable interest?

3.5.20 How does an enterprise analyze whether a contract with an
unrelated variable interest holder represents an implicit
interest in a legal entity?

3.5.30 Is a contract entered into at formation of a legal entity
always an implicit interest in the legal entity?
3.5.40 Does the nature of the legal entity’'s assets affect whether

an implicit variable interest exists?

3.5.50 What factors are considered when evaluating whether a
legal entity's assets are unique?

3.5.60 Can a contractual arrangement with an implicit variable
interest holder in a legal entity be an implicit variable interest
in the legal entity?

3.56.70 Can a noncontractual arrangement outside a legal entity
create an implicit variable interest?

3.5.80 What are some factors to consider when determining
whether a noncontractual implicit variable interests exist?

3.5.90 Does an enterprise evaluate a plain vanilla operating lease
for an implicit variable interest if it involves a related party?

3.5.100  Can a noncontractual implicit variable interest arise from an
arrangement with an unrelated party?

3.5.110 How does the existence of an implicit variable interest affect
the variability absorbed by the explicit variable interests?

3.5.120  Are a legal entity’s variable interest holders re-evaluated
when an enterprise provides support that it is not obligated
to provide?

3.5.130  What are common sources of support a sponsor may
provide to an investment entity?

3.56.140  Does an investment manager waiving its fee create a
variable interest in an investment entity?

Examples
3.5.10 Implicit variable interest through a TRS
3.56.20 Implicit variable interest through a call or put option
3.5.30 Implicit variable interest through an asset guarantee
arrangement
3.5.40 Implicit variable interest in a leasing arrangement
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3.6 Specified assets
Questions
3.6.10 How is the guidance on interests in specified assets
applied?
3.6.20 Can an undivided interest be an interest in specified assets
or a potential silo?
3.6.30 How does the guidance on interests in specified assets and
silo VIEs interact?
3.6.40 What effect do interests in specified assets have on the
variability absorbed by a legal entity’s variable interests?
3.6.50 Does an enterprise have a variable interest in a legal entity if
together with its related parties it holds interests in specific
assets that collectively put it over the 50% threshold?
3.6.60 Do unrelated parties have variable interests in a legal entity
if their interests in specific assets collectively put them over
the 50% threshold?
3.6.70 Can an interest rate swap be an interest in specified assets?
3.7 Silos
Questions
3.7.10 Can a silo VIE exist within a legal entity that is not a VIE?
3.7.20 Can there be more than one silo VIE in a VIE?
3.7.30 Can a specified asset and related liability be a potential silo if
the legal entity’s interest holders share the asset’s returns?
3.7.40 Can a silo VIE exist if the fair value of the specific assets
represents more than 50% of the fair value of the legal
entity’s total assets?
3.7.50 Can a fixed-price purchase option in an operating lease be a
variable interest in a silo VIE?
3.7.60 What effect do interests in a potential silo have on the
variability absorbed by a legal entity’s variable interests?
3.7.70 What effect do interests in a silo VIE have on the variability
absorbed by an interest in specific assets of a legal entity?
3.7.80 How is the primary beneficiary of a silo VIE determined?
3.7.90 How does identifying a potential silo affect consolidation
procedure?
Example
3.7.10 Lessor VIE with residual value guarantee and purchase
option
3.8 Decision-maker fees
3.8.10 Principal or agent
3.8.20 Interests held through related parties
Questions
3.8.10 How does a decision-maker determine if its fees are variable
interests in a legal entity?
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3.8.20

3.8.30

3.8.40

3.8.60
3.8.60

3.8.70

3.8.80

3.8.90

3.8.100

3.8.110

3.8.120

3.8.125

3.8.130

3.8.140

3.8.150

3.8.160

3.8.170

3.8.180

3.8.190

3.8.200

3.8.210

3.8.220
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Are there any circumstances in which a decision-maker can
presume that a fee is commensurate and customary?

How does a decision-maker determine whether its fees are
commensurate and customary?

Is a decision-maker fee automatically a variable interest if
there are no similar arrangements in the marketplace?

Is an above-market decision-maker fee a variable interest?

Is a fee arrangement that results in a servicing asset always
a variable interest?

Must a carried interest embedded in a GP’s equity interest
be considered a decision-maker fee (or part of total decision-
maker fees)?

Does a GP have the option to characterize the entire carried
interest as a decision-maker fee?

Does a GP include an equity-settled carried interest as an
other interest when evaluating its decision-maker fee?

Is there a quantitative threshold for ‘more than
insignificant’?

Is a decision-maker’s fee a variable interest if it cannot be
removed through substantive kick-out rights?

If a decision-maker has an equity investment at risk, does it
automatically absorb more than an insignificant amount of
variability?

Is an insignificant ‘other interest’ held by a decision-maker a
variable interest even if its fee is not?

Is a fee that is computed as a fixed percentage of the legal
entity’'s assets a variable interest if the decision-maker holds
no other interests?

Is a cleanup call held by the transferor of financial assets a
variable interest in the transferee?

Are a transferor’s standard representations and warranties
related to the transfer of financial assets variable interests in
the transferee?

Are servicing advances a variable interest in the transferee?

Is an interest held for market-making purposes evaluated as
an other interest in a legal entity?

Is a contingent liquidity arrangement a variable interest or
does it cause a decision-maker fee to be a variable interest?
When does an enterprise reconsider whether its fee
arrangement is a variable interest?

Does a decision-maker include in its ‘other interests’
interests in the legal entity that are held by related parties if
it has no interest in the related party?

How does a decision-maker determine its indirect interest
held through related parties? #

[Not used]
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3.8.230  When is a decision-maker under common control with a
related party?

3.8.240  Does a decision-maker include in its other interest its
indirect interest held through de facto agents?

3.8.250 How should an insurance enterprise evaluate whether to
consolidate an entity that is also owned by a separate
account in which the enterprise’s related parties hold an
interest?

Examples

3.8.10 Investment fund with performance fee paid in cash

3.8.20 Investment fund with performance fee allocated to GP
capital account

3.8.30 Master limited partnership

3.8.40 Related party under common control — no indirect interest

3.8.50 Related party holds an interest in decision-maker

3.8.60 Common control — common shareholder group

3.8.70 Common control — common GP #

3.8.80 Related party not under common control with a decision-
maker #
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How the standard works

An enterprise evaluates whether a legal entity is a VIE only after it determines:

— the legal entity is in the scope of the VIE Subsections of Subtopic 810-10
(see chapter 2), and

— it holds a variable interest in the legal entity based on an analysis of the
legal entity’s purpose and design.

A variable interest is an interest through which a party involved with a legal
entity shares in the entity’s economic risks and rewards — i.e. the entity’s
variability. Specifically, a variable interest absorbs some of the entity’s expected
losses, expected residual returns or both. Expected losses and expected
residual returns are not:

— the anticipated amount of the legal entity’s losses or profit; or
— the expected variability of the net income or loss.

Expected losses are the negative variability in the fair value of the VIE's net
assets (excluding variable interests). Expected residual returns are the positive
variability in the fair value of the VIE's net assets (excluding variable interests).
Fair value and variability are generally determined using expected cash flows.
For additional discussion on determining these amounts, see chapter 10.

Only absorbers of variability are considered variable interests — not interests
that create a legal entity’s variability. The relationship between a legal entity’s
design, its creators of variability, and its absorbers of variability can be illustrated
as follows.

| Interests |
Create
>.| variability
=
(0]
©
()]
(&)
= Absorb
variability

To identify whether it has a variable interest in a legal entity, an enterprise
performs the following.

Identify risks Apply the by-design approach to identify the risks | Section 3.3
(MEEICCROAG I the legal entity was designed to create and

legal entity distribute to its interest holders.
Identify Identify all of the legal entity’s interests. Sections 3.4
:nteliest:_;n LN Explicit interests. Interests based on and 3.5
egal entity contracts directly with the legal entity.
— Implicit interests. Interests derived indirectly
through contractual or noncontractual
arrangements with the legal entity, direct
variable interest holders in the legal entity or
related parties.
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Determine Determine whether any of the interests identified absorb any of

which the risks identified — only those interests are considered variable
interests interests.

absorb the
risks

Special consideration is necessary for interests in only specified assets (section
3.6) or segregated operations inside the legal entity (potential silos, section 3.7).
Fees paid to a decision-maker (section 3.8) also require special consideration in

determining whether they represent variable interests.

The following diagram provides an overview of the steps taken after
determining whether the enterprise has a variable interest in the legal entity.

Does the enterprise

have a variable
interest in the legal —»m
entity? No

(chapter 3)

Yes

y

Determine whether the
enterprise should consolidate

Is the legal entity a :
VIE? (see chapter 4) the legal entity under the VOE

consolidation model (see
chapter 5)

Yes
\ 4

Is the enterprise the
party that should
consolidate the VIE?
(see chapter 6)

The enterprise
consolidates the
VIE under the VIE
consolidation model

The enterprise

does not
consolidate the VIE
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Overview of variable interests

I_:E Excerpt from ASC 810-10

20 Glossary

Variable Interests — The investments or other interests that will absorb
portions of a variable interest entity’s (VIE's) expected losses or receive
portions of the entity’s expected residual returns are called variable interests.
Variable interests in a VIE are contractual, ownership, or other pecuniary
interests in a VIE that change with changes in the fair value of the VIE's net
assets exclusive of variable interests. Equity interests with or without voting
rights are considered variable interests if the legal entity is a VIE and to the
extent that the investment is at risk as described in paragraph 810-10-15-14.
Paragraph 810-10-25-55 explains how to determine whether a variable interest
in specified assets of a legal entity is a variable interest in the entity.
Paragraphs 810-10-55-16 through 55-41 describe various types of variable
interests and explain in general how they may affect the determination of the
primary beneficiary of a VIE.

I_:E Excerpt from ASC 810-10

> Overall Guidance

15-13A For purposes of applying the Variable Interest Entities Subsections,
only substantive terms, transactions, and arrangements, whether contractual
or noncontractual, shall be considered. Any term, transaction, or arrangement
shall be disregarded when applying the provisions of the Variable Interest
Entities Subsections if the term, transaction, or arrangement does not have a
substantive effect on any of the following:

a. A legal entity’'s status as a variable interest entity (VIE)

b. A reporting entity’'s power over a VIE

c. Areporting entity’s obligation to absorb losses or its right to receive
benefits of the legal entity.

15-13B Judgment, based on consideration of all the facts and circumstances,
is needed to distinguish substantive terms, transactions, and arrangements

from nonsubstantive terms, transactions, and arrangements. The purpose and
design of legal entities shall be considered when performing this assessment.

A ‘variable interest’ is an interest through which an enterprise involved with a
legal entity shares in that entity’s economic risks and rewards — i.e. the entity's
variability. Variable interests can be contractual, ownership or other monetary
interests in a VIE. [810-10 Glossary]

Not all interests that share (i.e. absorb) a legal entity’s variability are variable
interests. Only those interests that share in the variability the legal entity was
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designed to create and distribute are variable interests. Such risks are identified
through the ‘by-design’ approach (see section 3.3).

An enterprise should consider only substantive terms, transactions or
arrangements when evaluating whether it holds a variable interest in an entity.
Therefore, when identifying potential variable interests, it is important to use
judgment in determining whether the terms are substantive in the context of
the purpose and design of the legal entity. This substance requirement applies
to all aspects of VIE analyses. [810-10-15-13A — 15-13B]

Question 3.2.10
Why does an enterprise evaluate whether it has a

variable interest in a legal entity before it
determines whether the entity is a VIE or VOE?

Interpretive response: Typically, an enterprise identifies a legal entity’s variable
interests before it evaluates whether the entity is a VIE or a VOE because:

— if it does not have a variable interest, it cannot consolidate the entity
regardless of whether it is a VIE or a VOE; and

— whether certain arrangements are variable interests may affect whether the
entity is ultimately a VIE or a VOE - e.g. an arrangement that conveys
decision-making authority to a member outside the equity-at-risk group (see
sections 3.8 and 4.3).

Although the variable interest definition refers to an interest in a VIE, an
enterprise can have a variable interest in a VOE.

Variable interest in a VIE

A variable interest in a VIE can take many forms and each has the potential to
convey a controlling financial interest in a VIE.

Variable interest in a VOE

Variable interests in a VOE are more limited because by definition the equity-at-
risk group in a VOE:

— holds a sufficient amount of equity to allow the entity to finance its
activities;

— is not protected from absorbing the entity’'s expected losses; and

— is not capped from receiving the entity’s expected residual returns.

As a result, there are limited interests that exist outside the equity-at-risk group
that absorb the variability that a VOE was designed to create and distribute to
its interest holders. Further, those limited interests are even less likely to have a
controlling financial interest in the VOE. This is true because by definition the
equity-at-risk group in a VOE has the power through its voting rights to direct
the activities that most significantly impact the entity’s economic performance.

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
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Question 3.2.20

What are some examples of potential variable
interests?

Interpretive response: Variable interests are not limited to a predefined list of
contractual arrangements. Instead, they are broadly defined as contractual,
ownership or other economic, monetary or financial interests in an entity that
change with changes in the fair value of the entity’s net assets (excluding the
variable interests). Variable interests can be explicit (see section 3.4) or implicit
(see section 3.5). [810-10-65-20]

Examples of potential variable interests include the following (not exhaustive):

— equity and debt instruments (see section 3.4.10);

— beneficial interests (see section 3.4.10);

— guarantees (see section 3.4.30);

— put and call options (see section 3.4.20);

— forward contracts and other derivative instruments (see section 3.4.20);
— management and other service contracts (see section 3.8);

— assets of an entity (see section 3.4.30);

— leases (see section 3.4.40);

— residual value guarantees (see section 3.4.40); and

— franchise arrangements (see section 4.4.20).

The above interests are variable interests only if they involve substantive terms,
transactions or arrangements (see Question 3.2.30).

Question 3.2.30

What are ‘substantive’ terms, transactions and
arrangements?

Interpretive response: \When identifying variable interests, an enterprise
considers only substantive terms, transactions and arrangements. ‘Substantive’
terms, transactions and arrangements are designed to achieve specific
business objectives, not a particular accounting outcome. Such terms affect the
economic considerations of the parties involved.

Professional judgment is required to determine whether terms, transactions
and arrangements are substantive when an enterprise becomes involved with a
legal entity and when changes to the arrangements are made. In making the
assessment, it may be helpful for the enterprise to compare the terms,
transactions and arrangements to its involvement with similar entities and
under similar circumstances. Terms, transactions, and arrangements with a
legal entity that are consistent with the enterprise’s usual involvement may
indicate that those items are substantive. After initial consideration, changes to
existing arrangements generally are substantive only when they result in
proportionate changes to the economic positions of the parties involved.

The FASB included the substantive condition to indicate the importance of a
substance-over-form approach. The goal was to avoid situations in which the
form of a legal entity (or an enterprise) might indicate that it is not a VIE (or
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primary beneficiary) when the substance of the arrangement indicates
otherwise. The FASB did not intend for this guidance to imply that

nonsubstantive terms should be considered in other areas of US GAAP. [FAS
167.A5]

Example 3.2.10

Nonsubstantive rights

Background

Legal Entity has two investors, Enterprise1 and Enterprise2.

Reimbursement agreement
Enterprise1 |« »| Enterprise2

A | 100% A
: of losses

90% 10%

Enterprise1 holds 90% of the equity in Legal Entity and Enterprise2 holds the
remaining 10%. Legal Entity’s governing documents state that Enterprise1 and
Enterprise2 share in Legal Entity’s results of operations in proportion to their
ownership percentages.

Enterprise2 enters into a separate arrangement with Legal Entity to absorb
Enterprise1’s share (90%) of Legal Entity’s losses in exchange for $1. At the
same time, Enterprise2 enters into an agreement with Enterprise1 whereby
Enterprise1 will reimburse Enterprise2 for the losses it absorbs on behalf of
Enterprise1 —i.e. losses in excess of Enterprise2’'s 10% share based on its
ownership percentage. No other entities are involved with Legal Entity.

Evaluation

The arrangement between Legal Entity and Enterprise2 is nonsubstantive,
because none of the risk of loss transfers to Enterprise2 as a result. Therefore,
it has no impact on the absorbers of Legal Entity’s risks.

As a result, when evaluating the Legal Entity and identifying its potential
variable interest holders, this arrangement would be disregarded. The variable
interests in Legal Entity are the equity positions held by Enterprise1 and
Enterprise?2.

Question 3.5.10 discusses how a contract outside a legal entity can create an

implicit variable interest and Question 3.3.10 discusses the requirement that a
variable interest absorb variability that the legal entity was designed to create

and distribute to its interest holders.
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Example 3.2.20

Restructuring, nonsubstantive rights: commercial
paper conduit

Background

In Year 1, Sponsor and Sellers form a VIE to serve as a multi-seller commercial
paper conduit (Conduit SPE). Sponsor is Conduit SPE’s administrator.

As Sellers transfer trade receivables to Conduit SPE, Conduit SPE issues
commercial paper. The commercial paper has various durations and is issued on
a rolling basis to fund the ongoing purchases of receivables from Sellers.

In addition to the commercial paper, Conduit SPE issues:

— asmall amount of long-term subordinated Class C notes to Sponsor; and
— expected-loss notes (ELNs) to a hedge fund domiciled in Bermuda.

The Class C notes are senior only to the ELNs. The ELNs are designed to
absorb a majority of Conduit SPE’s expected losses.

Sponsor consolidates Conduit SPE because it has both of the following (see
chapter 6):

— the power to direct the activities that most significantly affect the VIE's
economic performance through its role as the administrator; and

— the obligation to absorb variability that could potentially be significant to the
VIE.

Sponsor Hedge Fund

Commercial A

paper

ELNs

€-———- Conduit SPE
—————— (VIE)

Sellers

Trade receivables

In Year 3, Sponsor restructures the legal agreements. Under the amendments,
Hedge Fund (as ELN holder) has the unilateral ability to remove Sponsor
without cause.

At the time of the restructuring there were no corresponding changes in the
economic arrangements between Conduit SPE's variable interest holders.

Evaluation

We believe Hedge Fund's unilateral kick-out right would be considered
nonsubstantive and therefore disregarded when applying Subtopic 810-10
based on the following.

— Hedge Fund had limited rights before the restructuring and did not provide
consideration to Sponsor that was commensurate with the kick-out rights it
received.
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— Hedge Fund would not be expected to have adequate expertise to
administer Conduit SPE. This suggests that there is a significant
disincentive to exercise the kick-out right (see chapter 6).

— There is no specific business objective for Sponsor to provide Hedge Fund
the kick-out right — i.e. it appears the kick-out right was intended only to
achieve a particular accounting result.

We also believe that if Conduit SPE was originally formed in Year 3 with the
same unilateral kick-out right, the conclusion would be the same - i.e. the kick-
out right would be considered nonsubstantive and therefore disregarded when
applying Subtopic 810-10.

The by-design approach

Variable Interest Entities
> Determining the Variability to Be Considered

25-21 The variability that is considered in applying the Variable Interest Entities
Subsections affects the determination of all of the following:

a. Whether the legal entity is a VIE
b. Which interests are variable interests in the legal entity
c. Which party, if any, is the primary beneficiary of the VIE.

That variability will affect any calculation of expected losses and expected
residual returns, if such a calculation is necessary. Paragraph 810-10-25-38A
provides guidance on the use of a quantitative approach associated with
expected losses and expected residual returns in connection with determining
which party is the primary beneficiary.

25-22 The variability to be considered in applying the Variable Interest Entities
Subsections shall be based on an analysis of the design of the legal entity as
outlined in the following steps:

a. Step 1: Analyze the nature of the risks in the legal entity (see paragraphs
810-10-25-24 through 25-25).

b. Step 2: Determine the purpose(s) for which the legal entity was created
and determine the variability (created by the risks identified in Step 1) the
legal entity is designed to create and pass along to its interest holders (see
paragraphs 810-10-25-26 through 25-36).

25-23 For purposes of paragraphs 810-10-25-21 through 25-36, interest holders
include all potential variable interest holders (including contractual, ownership,
or other pecuniary interests in the legal entity). After determining the variability
to consider, the reporting entity can determine which interests are designed to
absorb that variability. The cash flow and fair value are methods that can be
used to measure the amount of variability (that is, expected losses and
expected residual returns) of a legal entity. However, a method that is used to
measure the amount of variability does not provide an appropriate basis for

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of inc
nember firms affiliated with KPMG International Limited, a private English company limited by guarantee. All right




Consolidation
3. Is the interest a variable interest?

determining which variability should be considered in applying the Variable
Interest Entities Subsections.

25-24 The risks to be considered in Step 1 that cause variability include, but are
not limited to, the following:

Credit risk

Interest rate risk (including prepayment risk)
Foreign currency exchange risk

Commodity price risk

Equity price risk

Operations risk.

000 T

> Determining the Variability to Be Considered

25-25 In determining the purpose for which the legal entity was created and
the variability the legal entity was designed to create and pass along to its
interest holders in Step 2, all relevant facts and circumstances shall be
considered, including, but not limited to, the following factors:

The activities of the legal entity

The terms of the contracts the legal entity has entered into

The nature of the legal entity's interests issued

How the legal entity's interests were negotiated with or marketed to
potential investors

e. Which parties participated significantly in the design or redesign of the
legal entity.

Qo0 oo

25-26 Typically, assets and operations of the legal entity create the legal
entity's variability (and thus, are not variable interests), and liabilities and equity
interests absorb that variability (and thus, are variable interests). Other
contracts or arrangements may appear to both create and absorb variability
because at times they may represent assets of the legal entity and at other
times liabilities (either recorded or unrecorded). The role of a contract or
arrangement in the design of the legal entity, regardless of its legal form or
accounting classification, shall dictate whether that interest should be treated
as creating variability for the entity or absorbing variability.

25-27 A review of the terms of the contracts that the legal entity has entered
into shall include an analysis of the original formation documents, governing
documents, marketing materials, and other contractual arrangements entered
into by the legal entity and provided to potential investors or other parties
associated with the legal entity.

25-28 Example 3 (see paragraph 810-10-55-55) is intended to demonstrate how
to apply the provisions of this guidance on determining the variability to be
considered, including whether arrangements (such as derivative instruments or
guarantees of value) create variability (and are therefore not variable interests)
or absorb variability (and are therefore variable interests).
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25-29 A qualitative analysis of the design of the legal entity, as performed in
accordance with the guidance in the Variable Interest Entities Subsections, will
often be conclusive in determining the variability to consider in applying the
guidance in the Variable Interest Entities Subsections, determining which
interests are variable interests, and ultimately determining which variable
interest holder, if any, is the primary beneficiary.

Variable Interest Entities
> Implementation Guidance
>> Identifying Variable Interests

55-17 The identification of variable interests requires an economic analysis of
the rights and obligations of a legal entity's assets, liabilities, equity, and other
contracts. Variable interests are contractual, ownership, or other pecuniary
interests in a legal entity that change with changes in the fair value of the legal
entity's net assets exclusive of variable interests. The Variable Interest Entities
Subsections use the terms expected losses and expected residual returns
to describe the expected variability in the fair value of a legal entity's net
assets exclusive of variable interests.

55-18 For a legal entity that is not a VIE (sometimes called a voting interest
entity), all of the legal entity’s assets, liabilities, and other contracts are
deemed to create variability, and the equity investment is deemed to be
sufficient to absorb the expected amount of that variability. In contrast, VIEs
are designed so that some of the entity’s assets, liabilities, and other contracts
create variability and some of the entity’s assets, liabilities, and other contracts
(as well as its equity at risk) absorb or receive that variability.

55-19 The identification of variable interests involves determining which
assets, liabilities, or contracts create the legal entity's variability and which
assets, liabilities, equity, and other contracts absorb or receive that variability.
The latter are the legal entity's variable interests. The labeling of an item as an
asset, liability, equity, or as a contractual arrangement does not determine
whether that item is a variable interest. It is the role of the item—to absorb or
receive the legal entity's variability—that distinguishes a variable interest. That
role, in turn, often depends on the design of the legal entity.

55-20 Paragraphs 810-10-55-16 through 55-41 describe examples of variable
interests in VIEs subject to the Variable Interest Entities Subsections. These
paragraphs are not intended to provide a complete list of all possible variable
interests. In addition, the descriptions are not intended to be exhaustive of the
possible roles, and the possible variability, of the assets, liabilities, equity, and
other contracts. Actual instruments may play different roles and be more or
less variable than the examples discussed. Finally, these paragraphs do not
analyze the relative significance of different variable interests, because the
relative significance of a variable interest will be determined by the design of
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the VIE. The identification and analysis of variable interests must be based on
all of the facts and circumstances of each entity.

55-21 Paragraphs 810-10-55-16 through 55-41 also do not discuss whether the
variable interest is a variable interest in a specified asset of a VIE or in the VIE
as a whole. Guidance for making that determination is provided in paragraphs
810-10-25-55 through 25-56. Paragraphs 810-10-25-57 through 25-59 provide
guidance for when a VIE shall be separated with each part evaluated to
determine if it has a primary beneficiary.

As discussed in section 3.2, a variable interest is an interest through which a
party involved with a legal entity shares in its economic risks and rewards - i.e.
the entity’s variability. Specifically, a variable interest absorbs some of the
entity’'s expected losses, expected residual returns or both.

Question 3.3.10

What is the by-design approach?

Interpretive response: The first step for determining if an interest is a variable
interest is to identify the variability that the legal entity was designed to create
and distribute to its interest holders. This is done by applying the by-design
approach, which has two steps. [810-10-25-22]

Step 1 Analyze the nature of the legal entity’s risks

Step 2 Determine the legal entity’'s purpose and the variability it is designed
P to create and distribute to its interest holders

After an enterprise identifies the legal entity’s variability using the by-design
approach, it evaluates if the interest that it holds absorbs or creates the
variability. If the interest absorbs variability that the legal entity was designed to
create and distribute to its interest holders, the interest is a variable interest in
the entity. [810-10-25-21, 25-23]

Creat
Assets V;:biity Assets
Liabilites il == = G | | Liabilities
Contracts Contracts
. Absorb :
Equit Equit
ALy Variability quity

An interest is not a variable interest if it: [810-10-25-21 — 25-36]

— creates variability; or
— absorbs variability that the legal entity was not designed to create and
distribute to its interest holders.

Further, there are situations in which an interest may represent an interest in
specified assets (section 3.6) or a variable interest in a silo VIE (section 3.7).
Those interests are not variable interests in the legal entity itself. [810-10-565-21]
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Question 3.3.20

How do variable interests in a VIE differ from
variable interests in a VOE?

Interpretive response: A key difference between a VIE and a VOE is the nature
of the interests that absorb the legal entity’s variability. In a VOE, the equity is
always sufficient to allow the holders of that equity to absorb the entity’s
expected losses (see section 4.3). As a result, there are limited interests
outside the equity-at-risk group that absorb the expected losses or receive the
expected benefits that a VOE was designed to create and distribute to its
interest holders (see Question 3.2.10).

In a VIE, there is often a much wider population of absorbers; it includes equity
holders but may also include other interests — e.g. holders of the entity's
liabilities, derivative counterparties or service providers. [810-10-55-18]

VIE

|

Creators of | Assets, ]
Variability Liabilities, Assets,
Contracts Liabilites,
_Contracts, | Absorbers of
B Equity Holders | Variability
4* Assets, N
Liabilities,
Contracts
] Absorbers of
B Equity Holders | | Variability

VOE

Question 3.3.30

What risks does an enterprise consider in Step 1 of
the by-design approach?

Interpretive response: Step 1 of the by-design approach is to identify the
nature of the legal entity’s risks. Examples of risks include the following (not
exhaustive). [810-10-25-24]

Example
Credit risk The risk that the entity will default on all or part of its
obligations.
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Risk | Example

Interest rate risk The risk that the interest payments on a floating-rate
financial instrument will vary.

The risk that the fair value of a fixed-rate financial
instrument will change based on interest rate
fluctuations.

Foreign currency The risk that the cash flows from a fixed-price sales
exchange risk contract denominated in a foreign currency will
fluctuate because of changes in the rate at which the
foreign currency is converted into the legal entity’s
functional currency.

Price risk The risk of fluctuations in the prices of assets — e.g.
real estate, equity instruments or commodities used in
producing inventories.

Operations risk The risk that the legal entity’s operating costs (e.g.
labor costs) will fluctuate.

Question 3.3.40
What factors are considered in identifying a legal

entity’s variability in Step 2 of the by-design
approach?

Interpretive response: The objective of Step 2 of the by-design approach is to
reduce the list of the risks identified in Step 1 (see Question 3.3.30) to only
those that the legal entity was designed to create and pass along to its interest
holders.

An enterprise considers all relevant facts and circumstances when performing
Step 2, including, but not limited to the following: (810-10-25-25, 25-27]

— the nature of the legal entity’s activities;

— the terms of the legal entity’s contracts;

— the nature of the interests the legal entity has issued, including its assets,
liabilities and equity;

— how the interests the legal entity has issued were marketed to and
negotiated with potential investors; and

— which parties participated significantly in the legal entity’s design or
redesign.

An enterprise generally will be able to identify a legal entity's variability by
performing a qualitative analysis of the rights and obligations of the entity's
assets, liabilities, equity and other contracts. [810-10-25-29, 55-17]
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Question 3.3.50
Can an enterprise net the effects of a legal entity’s

contracts to determine which risks it is designed to
create and distribute in Step 2 of the by-design
approach?

Interpretive response: Generally, no. We believe each arrangement with a
legal entity generally should be separately evaluated to determine if itis a
creator or an absorber of variability — even if some arrangements may partially
or fully offset each other.

However, we do not believe an enterprise should identify a risk in Step 2 if it
both creates the variability and absorbs it. A single interest holder in that
situation would conclude it does not have a variable interest in the legal entity.
This is because a variable interest holder cannot absorb variability that it alone
creates (see Question 3.4.20).

Example 3.3.10

Offsetting interests when applying the by design
approach

Background

At formation, Legal Entity issues equity to Investor1, subordinated debt to
Investor2 and senior debt to Investor3. Legal Entity uses the cash received to
purchase debt securities from Seller.

The equity and subordinated debt, in total, are expected to be sufficient to
absorb the credit risk expected to arise from the debt securities.

Investor1 <t

Investor2 Seller
Subordinated

debt

Investor3 <t

Senior debt

Evaluation

Investor1, Investor2 and Investor3 are the absorbers of Legal Entity’s variability
and the debt securities are creators of the variability.

In this example, the nature of Legal Entity’s assets, liabilities and equity
suggests that Legal Entity was designed to distribute credit risk to the interest
holders as a group — including the senior debt interests. This is notwithstanding
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that the combined equity and subordinated debt interests are expected to be
sufficient to absorb that variability.

Example 3.3.20

A party that absorbs the variability that it creates

Background

At formation, Legal Entity issues $500 of common equity to Investor1 and $500
of senior debt to Investor2. Legal Entity uses the cash received to purchase a
$500 debt security issued by Investor1 and $500 of equity securities issued by
unaffiliated third parties.

$500 common

equit
oy > Investor1
Investor2 €
esto $500 $500 debt
senior securities
debt
$500 equity
securities
Unaffiliated
Third Parties
Evaluation

In this example, Legal Entity likely is designed to create and distribute to its
interest holders the risks associated with the equity securities issued by the
unaffiliated third parties. Investor1 is both a creator of variability (through its
obligation to Legal Entity) and an absorber (through its equity interest). In this
example, it is appropriate for Investor1 to exclude the risks associated with the
$500 of debt that it owes to Legal Entity when evaluating its exposure to Legal
Entity’s variability. Evaluating these situations requires professional judgment
and all relevant facts and circumstances should be carefully evaluated.

Question 3.3.60

How does an enterprise determine if it absorbs the

variability it identified in Step 2 of the by-design
approach?

Interpretive response: After an enterprise identifies the legal entity’s variability
using the by-design approach, it evaluates if the interest that it holds absorbs or
creates that variability (see sections 3.4 — 3.8).

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved

98



Consolidation | 99
3. Is the interest a variable interest?

If the interest absorbs variability that the legal entity was designed to create and
distribute to its interest holders, the interest is a variable interest in the entity.
However, there is an exception if the enterprise’s interest creates the variability
it absorbs (see Question 3.3.50). [810-10-25-26, 55-19]

Whether an interest absorbs variability depends primarily on two factors:

— the terms of the interest (see section 3.3.10); and
— the degree of subordination in the structure (see section 3.3.20).

This evaluation does not depend on the interest’s legal form (see section
3.3.10).

The above factors apply in general when evaluating an interest. There is also
specific guidance on how to evaluate interests that involve interest rate risk

(see section 3.3.30) and derivative instruments (see section 3.3.40). [810-10-25-30
—25-36]

Example 3.3.30

Applying the by-design approach to a Domestic
International Sales Corporation (DISC)

Background

A Domestic International Sales Corporation (DISC) is a US corporation that has
elected DISC status and meets certain other largely perfunctory requirements.
A DISC is not subject to US federal income tax.

A DISC contracts with a producer (or reseller) of US-made goods to provide
services for a fee that is determined under formulas and rules defined in the
law and regulations. Under these regulations, the fee is deductible by the
producer and results in a net profit to the DISC, which is not subject to federal
income tax. [IRC §991, §997]

The DISC then distributes the profit to its shareholders, who are taxed on the
income as a dividend. If the shareholders are US resident individuals or others
eligible for the reduced tax rate on dividends, the tax paid on the income passed
through the DISC is less than it would have been if the producer had not used
the DISC.

The legal pricing rules between the DISC and the producer are independent of
the transfer pricing rules normally applicable to transactions between related
parties. As a result, the DISC does not need to (1) economically contribute or (2)
have business substance.

Scenario

Partnership enters into a commission agreement with DISC. DISC has been
organized to promote exported products of Partnership.

DISC charges Partnership a commission equal to 50% of net export income for
promoting Partnership’s exported products.

Partnership’s partners (Owners) are also the DISC’s shareholders. Partnership
and DISC are related parties.
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100% of
shares
DISC 100%
ownership
+ interest
|
e Partnership
Commission
payments
Evaluation

Partnership does not have an explicit variable interest in DISC because DISC
was designed to create and distribute the price risk created by the commission
contract with Partnership and the tax risk associated with the structure.
Partnership’s commission contract is a creator (instead of an absorber of
variability) and Partnership has no other relationship with DISC.

In addition, Partnership does not have an implicit variable interest in DISC (see
section 3.5) because Partnership is not entitled to receive benefits from, or
obligated to absorb losses of, DISC. If the IRS challenges payments made to
DISC, the increased tax burden would be borne by DISC's individual
shareholders and not the Partnership itself.

Further, DISC has no debt or other obligations and there is no foreseeable
circumstance in which Partnership could be called upon to support DISC.

Terms of the interest

B Excerpt from ASC 810-10

Variable Interest Entities
> Determining the Variability to Be Considered
>> Terms of Interests Issued

25-31 An analysis of the nature of the legal entity’s interests issued shall
include consideration as to whether the terms of those interests, regardless of
their legal form or accounting designation, transfer all or a portion of the risk or
return (or both) of certain assets or operations of the legal entity to holders of
those interests. The variability that is transferred to those interest holders
strongly indicates a variability that the legal entity is designed to create and
pass along to its interest holders.

The by-design approach requires consideration of more than just an
instrument’s legal form or accounting classification when determining whether
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an interest is a variable interest. If the terms of an interest transfer some of the
risks that an entity was designed to create to the interest holder(s), it may be a
variable interest. Therefore, a variable interest may not be a recognized asset,
liability or equity interest for US GAAP purposes. [810-10-25-31]

Question 3.3.70

Does the legal form of a contract dictate what, if
any, risk it creates or absorbs?

Interpretive response: A variable interest is any contract or arrangement that
transfers to the counterparty some of the variability that the legal entity was
designed to create and distribute to its interest holders. This means the
contract or arrangement must transfer variability. However, the interest’s legal
form and accounting classification are not necessarily determinative.

For example, an enterprise’s variable interest may take the form of a service
contract with the legal entity that the legal entity does not recognize in its
financial statements. The fact that the legal entity does not recognize the
service contract under US GAAP does not affect the by-design approach. This
approach simply considers what risks the legal entity is exposed to (Step 1) and
which of those risks it was designed to create and distribute to its interest
holders (Step 2). (810-10-25-26, 25-31]

Example 3.3.40

Transfer of price risk

Background

Manufacturer and Investor form Legal Entity to sell snowmobiles to customers
in Saskatchewan. At formation, Investor contributes cash and Legal Entity
enters into an agreement to purchase snowmobiles at a fixed price from
Manufacturer. Under the agreement, Legal Entity may return unsold
snowmobiles to Manufacturer at any time for the price paid. Manufacturer has
no other involvement with Legal Entity.

Purchase
agreement Cash

Manufacturer Investor

price put

Fixed- :
|
option |

:Snowmobiles

\ 4

Customers
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Evaluation

Legal Entity is designed to create and distribute to its interest holders inventory
price risk. Manufacturer absorbs that risk through the option it has written,
which allows Legal Entity to put the unsold snowmobiles back to Manufacturer
for a fixed price. As a result of this option, Manufacturer has a variable interest
in Legal Entity.

Note: Investor may also have a variable interest; however, this example
focuses on the Manufacturer absorbing inventory price risk.

Example 3.3.50

Transfer of receivables to an SPE

Background

Manufacturer transfers $1,000 of customer receivables to Legal Entity, an SPE
financing vehicle. At formation the following transactions occur.

— Investor contributes $800 to Legal Entity in exchange for senior beneficial
interests.

— Manufacturer transfers $1,000 of receivables to Legal Entity in exchange
for $800 in cash and $200 in subordinated beneficial interests.

— Manufacturer also receives a fixed-price call option on the receivables
transferred.

Cash, beneficial
interest,
call option

Manufacturer Investor
Sr.
beneficial

interests

$1,000 of
customer
receivables

Because of the fixed-price call option, the transaction is accounted for as a
financing (instead of a sale) under Topic 860 (transfers and servicing). As a
result, Legal Entity recognizes as an asset a receivable from Manufacturer
(instead of customer receivables).

Evaluation

In this example, Legal Entity was designed to create and distribute to its
interest holders the credit risk associated with the customer receivables.
Although for US GAAP purposes Legal Entity recognizes a receivable from
Manufacturer, it is not exposed to Manufacturer’s credit risk. Manufacturer has
a variable interest in Legal Entity because it absorbs this credit risk through its
written call option on the customer receivables.

Note: Investor may also have a variable interest; however, this example
focuses on Manufacturer absorbing credit risk.
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Subordination

I_:\E Excerpt from ASC 810-10

Variable Interest Entities
> Determining the Variability to Be Considered
>> Subordination

25-32 For legal entities that issue both senior interests and subordinated
interests, the determination of which variability shall be considered often will
be affected by whether the subordination (that is, the priority on claims to the
legal entity's cash flows) is substantive. The subordinated interest(s) (as
discussed in paragraph 810-10-55-23) generally will absorb expected losses
prior to the senior interest(s). As a consequence, the senior interest generally
has a higher credit rating and lower interest rate compared with the
subordinated interest. The amount of a subordinated interest in relation to the
overall expected losses and residual returns of the legal entity often is the
primary factor in determining whether such subordination is substantive. The
variability that is absorbed by an interest that is substantively subordinated
strongly indicates a particular variability that the legal entity was designed to
create and pass along to its interest holders. If the subordinated interest is
considered equity-at-risk, as that term is used in paragraph 810-10-15-14, that
equity can be considered substantive for the purpose of determining the
variability to be considered, even if it is not deemed sufficient under
paragraphs 810-10-15-14(a) and 810-10-25-45.

A legal entity is often formed with a capital structure that includes both senior
and subordinated interests.

When there is substantive subordination in a legal entity’s capital structure, the
variability absorbed by the subordinated interests is typically identified as the
variability that the legal entity was designed to create and distribute to its
interest holders. [810-10-25-32]

When evaluating whether subordination is substantive, an enterprise considers
the degree to which the subordinated interest absorbs the legal entity’s
variability. A subordinated interest generally absorbs a greater proportion of a
legal entity’s total variability than a senior interest. For example, a holder of
senior debt instruments with fixed interest rates normally absorbs little
variability if there is a substantive level of subordinated interests to absorb the
legal entity's expected variability.
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Senior R
More variability

Junior

Subordinated

Less variability|

Question 3.3.80

What factors are considered when evaluating
whether subordination is substantive?

Interpretive response: \When determining whether a legal entity’s
subordination is substantive, the factors an enterprise considers include the
following (not exhaustive). We believe an enterprise considers all relevant
factors when making this determination and can often conclude using a
qualitative analysis.

Factors ‘ Description ‘
Variability expected to be If a legal entity’s senior interests are expected to
absorbed by a legal absorb little of the entity’s total variability, it is likely
entity’s interests that the legal entity’s subordination is substantive.

Credit ratings of the legal Wide dispersion of a legal entity’s debt credit ratings
entity’s interests is an indicator that subordination is substantive.

For example, for a legal entity that has five tranches of
debt, subordination is more likely to be substantive if
there are five different credit ratings across those
tranches than if there are only two credit ratings.

If the subordination is substantive, the variability
absorbed by the most subordinated interests is likely
the variability that the legal entity was designed to
create and distribute to its interest holders.

Magnitude of the entity’s Legal entities with higher percentages of equity to
subordinate interests debt and subordinated debt to senior debt may have a
more substantive level of subordination.

Interest rates and yields A legal entity with a subordinated capital structure
on a legal entity’s may have several tranches of debt outstanding.
interests Generally, the senior tranches will have a lower

interest rate than the subordinated tranches because
the holders of subordinated tranches are
compensated for bearing a greater level of risk.

As a result, dispersion of the interest rates on a legal
entity’'s debt issuances may be an indicator that the
subordination is substantive.
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Factors ‘ Description

Types of investors and Evaluating the types of interest holders and

how the interests were understanding how those interests were marketed to
marketed them may provide an enterprise with insights into the

design of, and subordination within, a legal entity's
capital structure. This may help identify other
circumstances that provide insight into whether
subordination is substantive.

Question 3.3.90

Is subordination substantive if the legal entity’s
equity is sufficient to absorb its expected losses?

Interpretive response: Not necessarily. The subordination of equity interests
generally is substantive if the equity is equity-at-risk (see section 4.3). In
contrast, if the equity interests are not at risk, they might not provide evidence
that a legal entity’s subordination is substantive. For example, US GAAP equity
that may be put (sold) back to the legal entity at its purchase price is not equity
at risk because it does not absorb expected losses. As a result, the equity’s
subordination in this case is nonsubstantive.

There may also be situations in which the legal entity’s equity at risk is not
sufficient under the first VIE characteristic (see section 4.3), but the
subordination of its capital structure is substantive. For example, a legal entity
that has assets of $1,000, senior debt of $800, subordinated debt of $100 and

equity of $100 has insufficient equity at risk if its expected losses exceed $100.

However, the total subordination in the capital structure — i.e. equity and
subordinated debt interests — may be substantive.

An enterprise should consider all relevant facts and circumstances before
concluding on whether a legal entity’'s subordination is substantive.

Interest rate risk

I_rg Excerpt from ASC 810-10

Variable Interest Entities
> Determining the Variability to Be Considered
>> Certain Interest Rate Risk

25-33 Periodic interest receipts or payments shall be excluded from the
variability to consider if the legal entity was not designed to create and pass
along the interest rate risk associated with such interest receipts or payments
to its interest holders. However, interest rate fluctuations also can result in
variations in cash proceeds received upon anticipated sales of fixed-rate
investments in an actively managed portfolio or those held in a static pool that,
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by design, will be required to be sold prior to maturity to satisfy obligations of
the legal entity. That variability is strongly indicated as a variability that the legal
entity was designed to create and pass along to its interest holders.

Virtually all legal entities are affected in some way by changes in interest rates,
but only certain entities are designed to create and distribute interest rate risk
to their interest holders.

Subtopic 810-10 acknowledges this by providing an example of a situation in
which a legal entity is designed to create and distribute interest rate risk. A legal
entity whose ability to meet its obligations and provide a return to its interest
holders relies on proceeds from selling or settling fixed-rate financial
instruments likely is designed to create and distribute variability due to interest
rate risk. [810-10-25-33]

Question 3.3.100
Is it typical for a legal entity to identify interest rate

risk as a risk it is designed to create and distribute
in Step 2?

Interpretive response: No. Virtually all legal entities are affected in some way
by changes in interest rates. Interest rate fluctuations are driven principally by
macro-economic market forces and movements instead of entity-specific
factors. As a result, many entities are not designed to create and distribute
interest rate risk, including many that hedge such risk through the use of
interest rate derivatives. Those that are not designed to create and distribute
interest rate risk should exclude that risk from the risks identified in Step 2.

However, there are entities that are designed to create and distribute interest
rate risk to their interest holders — in which case interest rate risk is identified in
Step 2. A legal entity that relies on proceeds from selling fixed-rate financial
instruments (or settling them before maturity) to meet its obligations and
provide a return to its interest holders likely is designed to create and distribute
variability due to interest rate risk. In that situation, the subordinated interest
holders are exposed to changes in interest rates. If that subordination is
substantive, it is a strong indication the legal entity was designed to create and
distribute interest rate risk (see section 3.3.20).

Subtopic 810-10 provides examples of how to consider interest rate risk using
the by design approach (see section 3.3.50). [810-10-55-59 — 55-64, 55-68 — 55-70]

Question 3.3.110

If the legal entity holds only financial assets, will it
always identify interest rate risk in Step 2?

Interpretive response: No. Sometimes a legal entity that holds only financial
assets is designed to create and pass along interest rate risk to its interest
holders (see Question 3.3.100). However, in other situations, a legal entity that
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holds only financial assets may be designed to create and distribute only credit
risk — e.g. if the entity holds only fixed-rate investments that it expects to hold
until maturity.

Question 3.3.120
How should a legal entity compute its variability

due to interest rate risk when it identifies that risk
in Step 2?

Background: There are two primary methods used in practice to compute a
legal entity’s variability — the fair value method and the cash flow method (see
chapter 10).

— Fair value method. Under the fair value method, variability is based on
expected fair value changes. For example, variability is identified for a fixed-
rate debt security due to changes in interest rates. This is because the
discounted cash flow amount under each interest rate scenario will differ
from the instrument’s current fair value. Although the undiscounted cash
flow amount does not change in each interest rate scenario, the discount
rate does.

— Cash flow method. Under the cash flow method, variability is based on
expected cash flow changes. For example, no variability is identified for a
fixed-rate debt security due to changes in interest rates. This is because the
discounted cash flow amount under each interest rate scenario will not
differ from the instrument’s current fair value. The undiscounted cash flow
amount does not change in each interest rate scenario and neither does the
discount rate.

Interpretive response: \When a legal entity is designed to create and pass
along interest rate risk to its interest holders, we believe it generally should
compute its variability using the method that results in the greatest attribution
of variability to the entity’s subordinated interests. See Question 3.3.130 when
both prepayment and interest rate risk exist.

Question 3.3.130
Are interest rate risk and prepayment risk

considered separately when identifying risks in
Step 2?

Interpretive response: Generally, no. We believe that prepayment risk and
interest rate risk generally should be considered together.

Typically, legal entities that are designed to create and distribute prepayment
risk are those that rely on variable cash inflows from their financial assets to
satisfy their obligations and provide returns to their interest holders. Those
entities are similarly exposed to interest rate risk because changes in interest
rates also affect periodic cash flows. As a result, a legal entity that is designed
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to create and distribute prepayment risk generally is also designed to create and
distribute interest rate risk.

When a legal entity is designed to create and distribute interest rate risk, we
believe its variability generally should be computed using the method - i.e. fair
value or cash flow — that results in the greatest attribution of variability to the
entity’'s subordinated interests (see Question 3.3.120). As a result, we believe
an enterprise that identifies prepayment/interest rate risk in Step 2 generally
should compute the legal entity’s variability using the fair value method.

Derivatives and the creator characteristics

Variable Interest Entities
> Determining the Variability to Be Considered
>> Certain Derivative Instruments

25-34 A legal entity may enter into an arrangement, such as a derivative
instrument, to either reduce or eliminate the variability created by certain
assets or operations of the legal entity or mismatches between the overall
asset and liability profiles of the legal entity, thereby protecting certain liability
and equity holders from exposure to such variability. During the life of the legal
entity those arrangements can be in either an asset position or a liability
position (recorded or unrecorded) from the perspective of the legal entity.

25-35 The following characteristics, if both are present, are strong indications
that a derivative instrument is a creator of variability:

a. Its underlying is an observable market rate, price, index of prices or rates,
or other market observable variable (including the occurrence or
nonoccurrence of a specified market observable event).

b. The derivative counterparty is senior in priority relative to other interest
holders in the legal entity.

25-36 If the changes in the fair value or cash flows of the derivative instrument
are expected to offset all, or essentially all, of the risk or return (or both) related
to a majority of the assets (excluding the derivative instrument) or operations
of the legal entity, the design of the legal entity will need to be analyzed further
to determine whether that instrument should be considered a creator of
variability or a variable interest. For example, if a written call or put option or a
total return swap that has the characteristics in (a) and (b) in the preceding
paragraph relates to the majority of the assets owned by a legal entity, the
design of the legal entity will need to be analyzed further (see paragraphs 810-
10-25-21 through 25-29) to determine whether that instrument should be
considered a creator of variability or a variable interest.

Entities use derivatives for a variety of reasons. They may be speculative
investments, intended to introduce risk to the interest holders, or they may be
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risk management tools, intended to mitigate risk of the interest holders. Many
types of derivatives can appear to switch roles —i.e. they are characterized as
assets in some reporting periods and liabilities in others. [810-10-25-34]

A derivative can be a variable interest if it absorbs the variability a legal entity
was designed to create and distribute. Therefore, the by-design approach
applies when evaluating a derivative. However, Subtopic 810 provides
incremental guidance specific to evaluating those instruments. That guidance,
covered in this section, focuses on the nature of the derivative's underlying and
the counterparty’s seniority relative to other interest holders. Those
characteristics, called the ‘creator characteristics’, may indicate if a derivative is
a creator, or an absorber, of the variability of an entity. [810-10-25-35]

Question 3.3.140

What is the process for evaluating whether a
derivative is a variable interest?

Interpretive response: The by-design approach requires an enterprise to
understand the nature of the variability that a legal entity was designed to
create and pass along to its interest holders when determining whether a
derivative is a variable interest (see section 3.4.20). [810-10-25-22]

However, Subtopic 810-10 provides some operational relief for unsubordinated
derivative contracts — e.g. plain vanilla interest rate swaps or foreign currency
swaps. The guidance indicates that the presence of both of the following
characteristics ('creator characteristics’) is a strong indication that a derivative is

a creator of variability — i.e. the derivative contract is not a variable interest. [810-
10-25-35]

The derivative’s underlying is an observable market rate, price,
Creator index of prices or rates, or other market observable variable,
characteristic 1 including the occurrence or nonoccurrence of a specified market
observable event.

The counterparty to the derivative is senior in priority relative to
the other interest holders in the entity —i.e. the counterparty is
exposed to minimal credit risk.

Creator
characteristic 2

However, even if the derivative meets both characteristics, an enterprise may
need to further analyze a legal entity’s design to determine if the derivative is a
variable interest. This is the case if the changes in the fair value or cash flows of
the derivative are expected to offset essentially all of the risks or returns
associated with a majority of the legal entity’'s assets or operations (see
Question 3.3.190). [810-10-25-36]
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Question 3.3.150

Must a contract meet the definition of a derivative
to apply the creator characteristics?

Interpretive response: Yes. A contract must meet the definition of a derivative
under Topic 815 (derivatives and hedging) for an enterprise to rely on the
creator characteristics. [815-10-15-83]

However, an enterprise may rely on the creator characteristics for a contract
that meets the definition of a derivative but is excluded from the scope of Topic
815. [815-10-15-13]

Question 3.3.160

What is a ‘market observable variable’ when
applying Creator characteristic 1?

Interpretive response: For the underlying to be a market observable variable, it
should derive from sources external to the legal entity and to its interest holders
—e.g. LIBOR, the Secured Overnight Financing Rate (SOFR), Treasury-based
interest rate indices, and the Fed Funds Effective Swap Rate (OIS).

We also believe that a market observable variable is observable in an active
market. A single market quote for an underlying in certain instances may not
provide sufficient evidence that the underlying is market observable, even if it is
obtained from external sources. However, an underlying associated with an
asset that is considered readily convertible to cash under Topic 815 likely is a
market observable variable. [815-10-15-119 - 15-139]

We do not believe that ‘market observable’ is analogous to ‘observable inputs’
under Topic 820 (fair value measurement). Under Topic 820, observable inputs
are not limited to those that are observable in an active market. See chapter G
in KPMG Handbook, Fair value measurement.

Significant professional judgment may be necessary in evaluating whether an
underlying is market observable.

Question 3.3.170

What is ‘senior in priority’ when applying Creator
characteristic 2?

Interpretive response: For a derivative counterparty to be considered ‘senior in
priority’ relative to the other interest holders, we believe it must rank at least
pari passu with the legal entity’s most senior interest(s). We do not believe all
other interest holders must be subordinate to the derivative counterparty for the
derivative to meet Creator characteristic 2.
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Example 3.3.60

Identifying variable interests in a synthetic CDO:
credit default swap

Background

At formation, Legal Entity, a synthetic collateralized debt obligation (CDO),
issues senior, subordinated and junior beneficial interests (collectively,
Beneficial Interests) to fund the purchase of highly rated debt securities.

Legal Entity’'s subordination is substantive, which indicates that Legal Entity is
designed to create and distribute the risks absorbed by the subordinated
interests. Indicators that the subordination is substantive include differing
interest rates and credit ratings among the classes of beneficial interests, which
are commensurate with the relative exposure to default.

Legal Entity enters into a credit default swap with Counterparty that is indexed
to a portfolio of corporate debt instruments (the ‘underlying assets’).

Under the terms of the credit default swap, Counterparty makes periodic
premium payments to Legal Entity. In exchange, Legal Entity must do one of
the following if a credit event occurs with respect to the underlying assets:

— purchase the underlying assets at par; or
— pay Counterparty the amount of the decrease in the fair value of the
underlying assets.

Counterparty is senior in priority to any of Legal Entity’s beneficial interest
holders. If a credit event occurs with respect to the underlying assets, Legal
Entity may be forced to sell its highly rated debt securities to make payments to
Counterparty. This may result in Legal Entity having insufficient cash flows to
service principal and interest payments to the Beneficial Interests.

Beneficial
Counterparty interest
holders
A A
: Periodic
Credit | Payments Beneficial
default swap | interests
I

(multiple classes)

Debt Securities
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Evaluation

The credit default swap creates variability because it meets the creator
characteristics (see Question 3.3.140). The credit events on the underlying
assets are market observable variables and Counterparty is senior in priority to
the Beneficial Interests.

Because the credit default swap is a creator of variability (credit risk),
Counterparty does not have a variable interest in Legal Entity. Although
Counterparty has some exposure — e.g. if Legal Entity was unable to satisfy its
obligations under the derivative — the derivative is structured to reduce that
exposure. If the underlying assets experience a credit event, Counterparty is
paid out of available capital first; the shortfall, if any, is first borne by the
Beneficial Interests.

Question 3.3.180

Is a derivative exempt from being a variable interest
if the creator characteristics are met?

Interpretive response: Not necessarily. Although meeting the creator
characteristics is a strong indication that a derivative is a creator of variability
(and therefore not a variable interest), it does not automatically exempt a
derivative contract from being considered a variable interest.

An enterprise needs to further analyze a derivative contract that meets the
creator characteristics if the changes in the derivative's fair value or cash flows
offset essentially all of the risk and/or return from a majority of the legal entity’s
assets or operations. [810-10-25-36]

Do the risks or returns of the
identified assets make up greater
than 50% of the legal entity’s risks

or returns?

Identified
assets

Do the changes in the derivative’s
fair value (or the cash flows)
specifically offset:

(a) the risks or returns of identified
assets held by the legal entity?
OR
(b) the risks or returns of the legal
entity as a whole?

No further analysis is required;
Yes the derivative is a creator of
variability

v
Do the changes in the derivative’s
fair value (or cash flows) offset
essentially all of the legal entity’s
risks, returns, or both?

Entity as
awhole

The derivative is a variable interest
if it absorbs risks that the legal entity

was designed to create and
distribute to its interest holders
(see section 3.4.20)

To determine whether further analysis of a derivative that meets the creator
characteristics is necessary, an enterprise considers the following.
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Question 3.3.190
How does an enterprise interpret the phrase

‘essentially all’ when evaluating whether a
derivative is a variable interest?

Interpretive response: \We believe the phrase ‘essentially all’ means the
opposite of a trivial amount and should be analyzed relative to the legal entity’s
total risks or returns.

Determining whether a derivative offsets essentially all of a legal entity’s
aggregate risk or returns requires judgment. However, we believe the following
guidelines should be applied.

DO consider DON'T consider

— The magnitude of the total risk being | Whether a certain percentage (or portion)
offset of each type of the entity’s risk or reward

— Al relevant facts and circumstances | IS offset

The phrase ‘essentially all’ is also used in the context of whether a silo VIE
exists within a VIE (see section 3.7). Under that guidance, a silo VIE does not
exist when an asset is financed 100% with nonrecourse debt but the equity
investors are entitled to the residual cash flows from the asset. The asset and
the nonrecourse debt are not considered a silo VIE because the equity investors
are entitled to more than a trivial amount of the asset's returns.

Example 3.3.70

Meaning of ‘essentially all’

Background

Legal Entity’s assets (excluding derivative instruments) are exposed to credit
risk and interest rate risk. Interest rate risk comprises over 99% of the total risk
in Legal Entity.

Counterparty enters into a derivative contract with Legal Entity that offsets all of
Legal Entity’s interest rate risk but none of its credit risk. The derivative does
not offset the risk of any identified assets of Legal Entity.

Counterparty

Derivative contract
(offsets interest rate risk)

Assets
(99% interest rate risk
and 1% credit risk)
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Evaluation

The derivative offsets essentially all of the overall risk in Legal Entity even
though it does not offset credit risk. However, the derivative is a variable
interest only if Legal Entity is designed to create and distribute interest rate risk
to its interest holders.

FASB examples

E Excerpt from ASC 810-10

> lllustrations
>> Example 3: Determining the Variability to Be Considered

55-55 The following Cases illustrate the application of the guidance in
paragraphs 810-10-25-21 through 25-36 for determining the variability to be
considered in the following situations:

a. Financial VIE primarily financed by fixed-rate debt, holding investments in
longer-term fixed-rate debt (Case A)

b. Financial VIE primarily financed by fixed-rate debt, holding investments in
longer-term fixed- and variable-rate debt (with a fixed-rate swap) (Case B)

c. Financial VIE primarily financed by fixed-rate debt, holding investments in
foreign-currency-denominated debt (with a currency swap) (Case C)

d. Financial VIE primarily financed by floating-rate debt, holding investments
in fixed-rate securities (Case D)

e. Financial VIE financed by credit-linked notes holding highly rated floating-
rate investments and a credit default swap (Case E)

f.  Retail-operating VIE (Case F)

g. Lessor VIE (direct financing lease) with single lessee (operating lease)
(Case G)

h. VIE holding both a fixed-price forward contract to buy and a fixed-price
forward contract to sell electricity (Case H).

55-56 Cases A-H share all of the following assumptions:

a. All the entities are presumed to be VIEs.

b. All variable interests are variable interests in the VIE (as a whole) rather
than variable interests in specified assets of the VIE, based on the
guidance in paragraphs 810-10-25-55 through 25-59.

c. A primary beneficiary has not been identified; however, the determination
of the primary beneficiary should be made in accordance with the guidance
in paragraphs 810-10-25-38A through 25-38G.

55-57 In each Case, a two-step evaluation is performed as follows:

a. Step 1: Analyze the nature of the risks in the VIE.

b. Step 2: Determine the purpose(s) for which the VIE was created and
determine the variability the VIE is designed to create and pass along to its
interest holders.
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55-58 In the diagrams in each Case, creators are on the left and the variable
interests are on the right; the instruments that could be considered either
creators or absorbers of variability are in the bottom center.

>>> Case A: Financial VIE Primarily Financed by Fixed-Rate Debt, Holding
Investments in Longer-Term Fixed-Rate Debt

55-59 A VIE is created and financed with $96 of 3-year fixed-rate debt and $4
of equity from investors. The VIE uses the proceeds to purchase $100 of B-
and BB-rated fixed-rate securities with contractual maturities ranging from 6 to
8 years. At the end of three years, all the investments will be sold with
proceeds used, first, to pay the fixed-rate debt holders and, second, to pay the
equity holders to the extent proceeds remain. The transaction was marketed to
potential debt investors as an investment in a portfolio of below-investment-
grade, fixed-rate investments with a longer weighted-average maturity than the
liabilities and credit support from the equity tranche. The equity tranche was
negotiated to absorb the first dollar risk of loss related to credit risk and
interest rate risk and to receive any residual reward from a favorable change in
interest rates or credit risk that affects the proceeds received on the sale of the
investments in the portfolio. The following diagram illustrates this situation.

CREATORS OF VARIABILITY VARIABLE INTERESTS
6-8 Year $100 $96 3-Year
Investments Debt
Fixed Rate
Fixed rate
VIE
$4
Residual
Return Equi ty
Investors

55-60 The VIE is exposed to the following risks:

a. Credit risk associated with a possible default by the issuers of the
investments in the portfolio with respect to principal and interest payments

b. Interest rate risk associated with interim changes in the fair value of the
fixed-rate periodic interest payments received on the fixed-rate investment
portfolio

c. Interest rate risk associated with changes in cash received upon the sale of
fixed-rate investments prior to maturity.

55-61 The following factors should be considered in the determination of the
purpose(s) for which the VIE was created and in the determination of the
variability the VIE is designed to create and pass along to its interest holders:

a. The VIE was marketed to debt investors as a VIE that will be exposed to
credit risk and changes in the fair value of the investments over the three-
year life of the VIE due to changes in intermediate-term interest rates, with
the equity tranche negotiated to absorb the first dollar risk of loss. It has
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been determined that substantive subordination is present with respect to
these risks.

b. The VIE was not designed to create and pass along to its interest holders
interest rate risk associated with interim changes in fair value of the
periodic fixed-rate interest payments received on the investments, based
on the nature and terms of the debt and equity interests issued by the VIE.

Based on this analysis, it can be determined that the VIE was designed to
create and pass along the risks in (a) and (c) in the preceding paragraph to the
debt and equity investors, which are the VIE's variable interest holders.

>>> Case B: Financial VIE Primarily Financed by Fixed-Rate Debt, Holding
Investments in Longer-Term Fixed- and Variable-Rate Debt (with a Fixed-
Rate Swap)

55-62 A VIE is created and financed with $96 of 3-year fixed-rate debt and $4
of equity from investors. The VIE uses the proceeds to purchase $40 of B- and
BB-rated fixed-rate securities with contractual maturities ranging from 6 to 8
years and $60 of B- and BB-rated floating-rate securities with contractual
maturities ranging from 6 to 8 years (average maturity of 7 years). In addition,
the VIE enters into a $60 notional 7-year pay floating and receive fixed interest
rate swap with a bank. The swap economically converts the $60 of floating-rate
investments to fixed-rate investments of the same average maturity. At the
end of three years, all the investments will be sold, and the swap settled in
cash, with the net proceeds used, first, to pay the fixed-rate debt holders and,
second, to pay the equity holders to the extent proceeds remain. Net amounts
payable to the swap counterparty periodically and at the end of three years (if
required) take priority over payments made to the debt and equity investors.
The transaction was marketed to potential debt investors as an investment in a
portfolio of below-investment-grade fixed-rate and floating-rate investments
(with the floating rate swapped for fixed) with a longer weighted-average
maturity (including the effect of the swap) than the liabilities and credit support
from the equity tranche. The equity tranche was negotiated to absorb the first
dollar risk of loss related to credit risk and interest rate risk, and to receive any
residual benefit from a favorable change in interest rates or credit risk that
affects the proceeds received on the sale of the investments in the portfolio
(including settlement of the swap prior to its contractual maturity). The
following diagram illustrates this situation.
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CREATORS OF VARIABILITY VARIABLE INTERESTS
3-Year
6-8 Year Fixed Rate Debt
Investments
$40 Fixed Rate
/ VIE
6-8 Year $60 A Equity
Investments ' Investors
. Residual
Floating Rate
Return
Entity Receives Entity Pays
Fixed Rate Floating Rate
\ 4
See Evaluation $60 Notional
(paragraph 810-10-55-63 through 55-64) 7-Year Swap

55-63 The VIE is exposed to the following risks:

a. Credit risk associated with a possible default by the issuers of the
investments in the portfolio with respect to principal or interest payments

b. Credit risk associated with a possible default by the swap counterparty
with respect to interest payments and the settlement amount, if any, due
to the VIE at the end of three years

c. Interest rate risk associated with changes in the fair value of the fixed-rate
periodic interest payments received on the fixed-rate investment portfolio
and on the fixed leg of the swap

d. Interest rate risk associated with changes in the periodic interest payments
received on the floating-rate investment portfolio

e. Interest rate risk associated with changes in cash received upon the sale of
fixed-rate investments before maturity

f. Interest rate risk associated with the amount received or paid upon
settlement of the swap at the end of three years.

55-64 The following factors should be considered in the determination of the
purpose(s) for which the VIE was created and in the determination of the
variability the VIE is designed to create and pass along to its interest holders:

a. The VIE was marketed to debt investors as a VIE that will be exposed to
credit risk and changes in the fair value of a portfolio of intermediate-term
fixed-rate investments (including floating-rate investments effectively
converted to fixed-rate investments by the swap) over the three-year life of
the VIE due to changes in intermediate-term interest rates, with the equity
tranche negotiated to absorb the first dollar risk of loss. It has been
determined that substantive subordination is present with respect to these
risks.

b. The swap counterparty is senior to the debt and equity investors, and the
debt and equity investors understand that they are also exposed to the
credit risk from possible default by the swap counterparty to the extent the
swap is an asset to the VIE.
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c. The interest rate swap is strongly indicated as a creator of variability
because its underlying is based on observable market rates and it is senior
in priority to other interest holders. Although the notional amount of the
swap relates to a majority of the assets of the VIE, changes in the cash
flows or fair value of the swap are not expected to offset all, or essentially
all, of the risk or return (or both) related to those investments because the
fair value and cash flows of the VIE's investments are expected to be
affected by risk factors other than changes in market interest rates (that is,
credit risk).

d. The VIE was not designed to create and pass along to its interest holders
interest rate risk associated with changes in the fair value of the fixed-rate
periodic interest payments received on the fixed-rate investment portfolio
and on the fixed leg of the swap, based on the nature and terms of the
other contracts the VIE has entered into.

e. The VIE was not designed to create and pass along to its interest holders
interest rate risk associated with changes in the periodic interest payments
received on the floating-rate investment portfolio, based on the nature and
terms of the debt and equity interests issued by the VIE.

Based on this analysis, it can be determined that the VIE was designed to
create and pass along the risks in (a), (b), (e), and (f) in the preceding paragraph
to the debt and equity investors, which are the VIE's variable interest holders.
The interest rate swap is considered a creator of the VIE's variability based on
the design of the VIE and the guidance in paragraphs 810-10-25-35 through 25-
36.

>>> Case C: Financial VIE Primarily Financed by Fixed-Rate Debt, Holding
Investments in Foreign-Currency-Denominated Debt (with a Currency
Swap)

55-65 A VIE is created and financed with $96 of 5-year fixed-rate debt and $4
of equity from investors. The VIE uses the proceeds to purchase $100 of B-
and BB-rated fixed-rate securities denominated in Japanese Yen (JPY) with
contractual maturities of 5 years. In addition, the VIE enters into a $100
notional 5-year pay-fixed JPY and receive-fixed U.S. dollars (USD) cross-
currency swap with a bank. The swap economically converts the fixed-rate
JPY-denominated investments to fixed-rate USD investments, effectively
offsetting the foreign exchange risk from both periodic interest payments and
the amount due upon maturity for the JPY-denominated investments. At the
end of five years, all the investments will mature and a final settlement will be
paid or received by the VIE on the swap, with the net proceeds used, first, to
pay the fixed-rate debt holders and, second, to pay the equity holders to the
extent proceeds remain. The transaction was marketed to debt investors as an
investment in a portfolio of below-investment-grade, JPY fixed-rate
investments (with a third-party swap designed to offset the JPY exchange risk
associated with interest and principal repayment on the investments) and
credit support from the equity tranche. The equity tranche was negotiated to
absorb the first dollar risk of loss. The following diagram illustrates this
situation.

© 2023 KPMG LLP, a Delaware
nember firms affiliated with KPNV

iited liability partnership and a member firm of the KPMG globa é ation of independent
G International Limited, a private English company limited by guarantee. A




Consolidation
3. Is the interest a variable interest?

CREATORS OF VARIABILITY VARIABLE INTERESTS
5-Year
5-Year JPY- Debt
Dominated $96
Investments $100 Fixed Rate
Fixed Rate
VIE
A Residual Return
4 Equity
Investors
USD Principal JPY Principal
and Fixed and Fixed
Interest Interest
Y
$100, 5-Year
Currency
Swap

I
|
' See Evaluation
(paragraph 810-10-55-66 through 55-67)

55-66 The VIE is exposed to the following risks:

a.

b.

Credit risk associated with a possible default by the issuers of the
investments in the portfolio with respect to principal and interest payments
Credit risk associated with a possible default by the cross-currency swap
counterparty with respect to interest payments and the settlement
amount, if any, due to the VIE at the end of five years

Interest rate risk associated with changes in the fair value of the fixed-rate
periodic interest payments received on the fixed-rate investment portfolio
and on the receive leg of the cross-currency swap

Foreign currency exchange risk associated with the periodic interest
payments received on the fixed-rate JPY-denominated investments and
the final receipt of principal at maturity

Foreign currency exchange risk associated with the periodic interest
payments or receipts and the amount received or paid upon final
settlement of the cross-currency swap at the end of five years.

55-67 The following factors should be considered in the determination of the
purpose(s) for which the VIE was created and in the determination of the
variability the VIE is designed to create and pass along to its interest holders:

a.
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been determined that substantive subordination is present with respect to
these risks.

b. The VIE was created to provide an investment vehicle for debt and equity
investors to be exposed to the credit risk of entities whose securities are
denominated in JPY.

c. The swap counterparty is senior to the debt and equity investors, and the
debt and equity investors are also exposed to the credit risk from possible
default by the swap counterparty to the extent the swap is an asset to the
VIE.

d. The currency swap is strongly indicated as a creator of variability because
its underlying is based on observable market rates and it is senior in priority
to other interest holders. Although the notional amount of the swap relates
to a majority of the assets of the VIE, changes in the cash flows or fair
value of the swap are not expected to offset all, or essentially all, of the
risk or return (or both) related to those investments because the fair value
and cash flows of the VIE's investments are expected to be affected by
risk factors other than changes in foreign currency exchange rates (that is,
credit risk).

e. The VIE was not designed to create and pass along to its interest holders
interest rate risk associated with changes in the fair value of the fixed-rate
periodic interest payments received on the fixed-rate investment portfolio
and on the receive leg of the cross-currency swap, based on the nature
and terms of the debt and equity contracts issued by the VIE.

Based on this analysis, it can be determined that the VIE was designed to
create the risks in (a), (b), (d), and (e) in the preceding paragraph, and pass
along the risks in (a) and (b) in the preceding paragraph to the debt and equity
investors, which are the VIE's variable interest holders. The cross-currency
swap is considered a creator of the VIE's variability based on the design of the
VIE and the guidance in paragraphs 810-10-25-35 through 25-36.

>>> Case D: Financial VIE Primarily Financed by Floating-Rate Debt,
Holding Investments in Fixed-Rate Securities

55-68 A VIE is created and financed with $90 of 3-year floating-rate debt and
$10 of equity from investors. The VIE uses the proceeds to purchase $100 of
AAA-rated fixed-rate securities, which mature in 3 years. The fixed periodic
interest payments received on the investments are used to pay the floating-
rate interest to the debt holders with the remainder used to provide a return to
the equity investor. At the end of three years, all the investments will mature
with proceeds used, first, to pay the floating-rate debt holders and, second, to
pay the equity holder to the extent proceeds remain. The VIE is not actively
managed. The transaction was marketed to potential debt investors as an
investment in a portfolio of high-quality fixed-rate investments with the equity
tranche negotiated to provide support in the event of a credit default on the
investments or in the event the fixed-rate return on the investments is not
sufficient to pay the floating-rate coupon on the debt. The equity tranche was
negotiated to absorb the first dollar risk of loss. The following diagram
illustrates this situation.
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CREATORS OF VARIABILITY VARIABLE INTERESTS
3-Year
Debt
3-Year —
Investments $100
Floating Rate
Fixed Rate
VIE
Equity
Investors
Residual Return

55-69 The VIE is exposed to the following risks:

a. Credit risk associated with a possible default by the issuers of the
investments in the portfolio with respect to principal or interest payments

b. Interest rate risk associated with changes in the fair value of the fixed-rate
periodic interest payments received on the fixed-rate investment portfolio.

55-70 The following factors should be considered in the determination of the
purpose(s) for which the VIE was created and in the determination of the
variability the VIE is designed to create and pass along to its interest holders:

a. The VIE was marketed to debt investors as an entity that will be exposed
to changes in the fair value of periodic interest payments received on the
investments due to changes in interest rates and credit risk associated
with the investment portfolio, with the equity tranche negotiated to absorb
the first dollar risk of loss. It has been determined that substantive
subordination is present with respect to these risks.

b. The equity investor has implicitly issued a $90 notional interest rate swap
to the VIE in which that investor agrees to pay the VIE a floating rate and
receive a fixed rate. However, the maximum amount payable to the VIE is
limited to the equity investment. The debt holders will absorb the
remaining variability caused by changes in interest rates.

c. The VIE was created to provide an investment vehicle for debt and equity
investors to be exposed to the credit risk and interest rate risk associated
with a mismatch between the assets (fixed-rate) and liabilities (floating-
rate).

d. The VIE was designed to create and pass along to its interest holders
interest rate risk associated with changes in fair value of the periodic fixed-
rate interest payments received on the investments, based on the nature
and terms of debt and equity interests issued by the VIE.

Based on this analysis, it can be determined that the VIE was designed to
create and pass along the risks in (a) and (b) in the preceding paragraph to the
debt and equity investors, which are the VIE's variable interest holders.
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>>> Case E: Financial VIE Financed by Credit-Linked Notes Holding Highly
Rated Floating-Rate Investments and a Credit Default Swap

55-71 Bank A holds a $100 investment in bonds issued by ABC Entity and
enters into a credit default swap with a newly established VIE that has no
equity investors and no decision-making ability. The VIE issues $100 of credit-
linked notes to investors. The credit-linked notes pay a return equal to the
London Interbank Offered Rate (LIBOR) + 90 basis points and mature in 5
years. The proceeds from the issuance of the credit-linked notes are invested
in floating-rate AAA-rated investments. The terms of the credit default swap
require Bank A to pay quarterly a swap premium of 100 basis points to the VIE.
If a credit event occurs, as defined in the agreement, the VIE pays Bank A the
notional amount of $100, and receives from Bank A the bonds issued by ABC
Entity. The VIE then settles its five-year notes by delivering to the note holder
the defaulted ABC Entity bonds or by selling the bonds and delivering cash.

55-72 The coupon on the floating-rate AAA-rated investments, plus the
premium received on the credit default swap, will fund the coupon payment on
the credit-linked notes. The VIE was marketed to potential investors as a
floating-rate investment with an enhanced yield due to the assumption of
credit risk of the referenced entity (in this case, ABC Entity). The following
diagram illustrates this situation.

CREATORS OF VARIABILITY VARIABLE INTERESTS
$100
< 5-Year
$100 Notes
us < VIE >
Treasuries > LIBOR +90 basis
. points
Floating Rate 10 Basis Points 4
Quarterly |
Premium :
See Evaluation - Credit
(paragraph 810-10-55-73 through 55-74) Default
Swap
I
| Reference
| Securities
|
$100 of ABC
Entity Bonds

55-73 The VIE is exposed to the following risks:

a. Credit risk associated with ABC Entity

Credit risk associated with the AAA-rated investments

c. Credit risk associated with possible default by Bank A with respect to
premium payments made to the VIE

d. Interest rate risk associated with changes in the cash flows from the
interest payments received on the floating-rate investments.

=3

55-74 The following factors should be considered in the determination of the
purpose(s) for which the VIE was created and in the determination of the
variability the VIE is designed to create and pass along to its interest holders:

a. The VIE was marketed to the note holders as a VIE that will be exposed to
credit risk associated with ABC Entity through the credit default swap, with
a small amount of credit risk from Bank A, because the notes, if there is no
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credit event that triggers settlement of the credit default swap, are fully
collateralized by AAA-rated investments.

b. The VIE has sold credit protection on ABC Entity to Bank A and has
purchased credit protection on ABC Entity from the note holders, who are
expected to receive an enhanced return over the AAA floating rate
investment for assuming the credit risk of ABC Entity and (to a lesser
extent) the credit risk of Bank A.

c. The written credit default swap is strongly indicated as a creator of
variability because its underlying is based on observable market variables
and it is senior in priority to other interest holders.

d. The VIE was not designed to create and pass along to its interest holders
interest rate risk associated with changes in cash flows from the periodic
interest payments received on the floating-rate investments, based on the
nature and terms of the credit-linked notes issued by the VIE.

Based on this analysis, it can be determined that the VIE was designed to
create and pass along the risks in (a), (b), and (c) in the preceding paragraph to
the note holders, which are the VIE's variable interest holders. The written
credit default swap is considered a creator of the VIE's variability based on the
design of the VIE and considering the guidance in paragraphs 810-10-25-35
through 25-36.

>>> Case F: Retail-Operating VIE

55-75 A VIE is created by a furniture manufacturer and a strategic investor to
sell wood furniture to retail customers in a particular geographic region of the
country that has no viable distribution channel. The VIE is established with
$100 of equity contributed by the furniture manufacturer and $3 million of 10-
year fixed-rate debt financed by the strategic investor. Interest is paid to the
fixed-rate debt holder from operations before funds are available to the equity
holder. The furniture manufacturer has guaranteed the fixed-rate debt to the
strategic investor. The following diagram illustrates this situation.
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CREATORS OF VARIABILITY VARIABLE INTERESTS
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Operating
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Guarantee
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|
| See Evaluation
v (paragraph 810-10-55-76 through 55-77)

55-76 The VIE is exposed to the following risks (collectively, operating risks):

a. Sales volume risk

b. Retail furniture price risk
c. Inventory price risk

d. Other operating cost risk.

55-77 The following factors should be considered in the determination of the
purpose(s) for which the VIE was created and in the determination of the
variability the VIE is designed to create and pass along to its interest holders:

a. The VIE was created to enable the furniture manufacturer to extend its
existing business line into a particular geographic region that lacked a
viable distribution channel.

b. The furniture manufacturer is absorbing variability from the operations of
the VIE through its guarantee of the debt.

c. The debt interest was negotiated as a fixed-rate investment in a retail
operating VIE, supported by the furniture manufacturer.

Based on this analysis, it can be determined that the VIE was designed to
create and pass along the risks in (a), (b), (c), and (d) in the preceding paragraph
to the debt and equity investors (the strategic investor and furniture
manufacturer, respectively), which are the VIE's variable interest holders. The
furniture manufacturer also holds a variable interest with respect to its
guarantee of the debt of the VIE because that contract, by design, absorbs a
portion of the VIE's variability due to operating risks.

>>> Case G: Lessor VIE (Direct Financing Lease) with Single Lessee
(Operating Lease)

55-78 A VIE is created and financed with $950 of 5-year fixed-rate debt and
$50 of equity. The VIE uses the proceeds from the issuance to purchase an
underlying asset to be leased to a lessee with a AA credit rating. The equity
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provides protection (up to $50) to the debt related to both credit risk and
interest rate risk because the debt is paid before any cash flows are available
to the equity investors. The lease has a five-year term and is classified as a
direct financing lease by the lessor and as an operating lease by the lessee.
The lessee is required to provide a first-loss residual value guarantee for the
expected future value of the underlying asset at the end of five years, and it
has a fixed-price purchase option to acquire the underlying asset for the same
amount. A third-party residual value guarantor provides a very small additional
residual value guarantee to the lessor. The governing documents for the VIE do
not permit the VIE to buy additional assets or sell existing assets during the
five-year holding period. The VIE was formed so that the lessee will have rights
to occupy and use the underlying asset under an operating lease and retain
substantially all of the risks and rewards from appreciation or depreciation in
value of the underlying asset. The transaction was marketed to potential
investors as an investment in a portfolio of AA-rated assets collateralized by an
underlying asset that would provide a fixed-rate return to debt holders
equivalent to AA-rated assets. The return to equity investors is expected to be
slightly greater than the return provided to the debt investors because the
equity is subordinated with respect to the obligation of the lessee to the VIE.
The following diagram illustrates this situation.

CREATORS OF VARIABILITY VARIABLE INTERESTS
5-Year
Debt
Underlyi < Fixed Rate
nderlying [
1,000
Asset & VIE
A
Residual
Return
5-Year Fixed Lease
Lease Payments Residual Value )
Guarantee $50 Equity

Fixed-Price
Purchase
Option

Residual

Value Third-Par
Guarantee PR
Guarantor

3 See Evaluation

Lessee o See Evaluation
>

55-79 The VIE is exposed to the following risks:

a. Price risk with respect to changes in fair value of the underlying asset

b. Credit risk associated with possible default by the lessee of the underlying
asset with respect to the lease payments

c. Interest rate risk associated with changes in the fair value of the future
lease payments.

55-80 The following factors should be considered in the determination of the
purpose(s) for which the VIE was created and in the determination of the
variability the VIE is designed to create and pass along to its interest holders:

a. Although the lease payments are fixed, the VIE was not designed to be
exposed to interim changes in fair value of those lease payments due to
interest rate risk because the VIE is not expected to sell the underlying
asset before maturity of the fixed-rate debt.
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b. The primary purpose for which the VIE was created was to provide the
lessee with use of the underlying asset for five years with substantially all
of the rights and obligations of ownership.

c. The residual value guarantee effectively transfers substantially all of the
risk associated with the underlying asset (that is, declines in value) to the
lessee. Therefore, the variability that is transferred to that interest holder is
strongly indicated as variability that the VIE is designed to create and pass
along to its interest holders.

d. The fixed-price purchase option effectively transfers substantially all of the
rewards from the underlying asset (that is, increases in value) to the
lessee.

e. The VIE is designed to be exposed to the risks associated with a
cumulative change in fair value of the underlying asset at the end of five
years as well as credit risk from possible default by the lessee with regard
to lease payments.

f.  The VIE was marketed to potential investors as an investment in a portfolio
of AA-rated assets collateralized by an underlying asset that would provide
a fixed-rate return to debt holders equivalent to AA-rated assets.

g. The role of the residual value guarantee and fixed-price purchase option in
the design of the VIE, regardless of their legal form or accounting
classification, dictates whether those interests shall be treated as creating
risk for the VIE or absorbing risk from the VIE. Therefore, price risk with
respect to changes in fair value of the underlying asset is a relevant risk for
the VIE, even though the lessor VIE records a net investment in the direct
financing lease, rather than the underlying asset itself, on its balance sheet
for accounting purposes.

Based on this analysis, it can be determined that the VIE was designed to
create and pass along the risk in (a) in paragraph 810-10-55-79 to the third-party
guarantor and the lessee (with respect to the residual value guarantee and
fixed-price purchase option) and the risk in (b) in paragraph 810-10-55-79 to the
note and equity holders, all of which are the VIE's variable interest holders.

>>> Case H: VIE Holding Both a Fixed-Price Forward Contract to Buy and
a Fixed-Price Forward Contract to Sell Electricity

55-81 A financially distressed electricity producer wishes to monetize some of
its in-the-money forward positions. One such contract is a physically settled
forward contract to sell electricity to Party A at a fixed price one year in the
future. A VIE is created and financed with $100 of 1-year fixed-rate debt from
investors for the purpose of monetizing the value of the forward contract to
sell for the electricity producer. The VIE uses the proceeds from issuance to
purchase the physically settled forward contract to sell (from the VIE's
perspective) electricity to Party A at a fixed price one year in the future. This
contract is in-the-money by $100. After the electricity producer has received its
$100, it has no further involvement with the VIE. The VIE enters into a separate
at-market forward contract to buy (from the VIE's perspective) electricity at a
lower fixed price from Party B on the same future date. Both forward contracts
will be physically settled, and all other critical terms (except the fixed
settlement price) of the two forward contracts are the same. Both forward
contracts have rights senior to those of the investors and are derivatives
whose underlying is a market observable price. The VIE is not actively
managed. The debt was marketed to the investors as a fixed-rate one-year
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investment with an enhanced yield due to risk of possible default by either
Party A or Party B with respect to their forward contracts with the VIE. The
following diagram illustrates this situation.

CREATORS OF VARIABILITY VARIABLE INTERESTS
dL
1-Year
™ $100 ca
VIE Debt
Fixed Rate
Fixed-Sales Fixed
Price o Purchase
Electrici Elce
Party A Party B
I
|
v

|
|
|
See Evaluation |
(paragraph 810-10-55-82 through 55-86) :

v

See Evaluation
(paragraph 810-10-55-82 through 55-86)

55-82 The VIE is exposed to the following risks:

a.

b.

Electricity price risk, which affects the fair values of the fixed-price forward
purchase contract and the fixed-price forward sales contract

Credit risk associated with possible default by the counterparty to the
forward purchase contract

Credit risk associated with possible default by the counterparty to the
forward sales contract.

55-83 The following factors should be considered in the determination of the
purpose(s) for which the VIE was created and in the determination of the
variability the VIE is designed to create and pass along to its interest holders:

a.

© 2023 KPMG LLP, a Delaware
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The VIE was designed to hold offsetting positions with respect to
electricity price risk through a forward purchase contract and a forward
sales contract with terms that are the same (except for fixed settlement
price).

The debt was marketed to the investors as a fixed-rate one-year
investment with an enhanced yield due to risk of possible default by either
Party A or Party B with respect to their forward contracts with the VIE.

To the extent electricity prices rise and the forward purchase contract (with
Party B) increases in value (from the VIE's perspective), the debt investors
will be exposed to credit risk to the extent that Party B defaults on its
obligation.

To the extent electricity prices drop and the forward sales contract
increases in value (from the VIE's perspective), the debt investors will be
exposed to credit risk to the extent that Party A defaults on its obligation.
The forward to buy electricity at a fixed price is strongly indicated as a
creator of variability because its underlying is based on observable market
prices and it is senior in priority to the debt holders.
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f.  The forward to sell electricity at a fixed price is strongly indicated as a
creator of variability because its underlying is based on observable market
prices and is senior in priority to the debt holders.

g. Changes in fair value of each forward contract are expected to offset all, or
essentially all, of the risk and return related to the other forward contract,
so a further analysis of the design of the VIE is necessary in order to
conclude whether each forward contract is a creator of variability or a
variable interest.

55-84 A further analysis of the design of the VIE is necessary to conclude
whether each fixed-price forward contract is a creator of variability or a variable
interest because changes in the fair value of each contract are expected to
offset all, or essentially all, of the risk and return related to the other contract.
That analysis should consider the following factors:

a. The debt interests in this VIE were marketed on behalf of the electricity
producer as fixed-rate debt exposed to the credit risk of the counterparties
to the forward agreements.

b. The counterparties to the forward agreements did not participate
significantly in the design of the VIE.

55-85 In these circumstances, because they meet the characteristics
described in paragraph 810-10-25-35(a) through (b) and based on the further
analysis of the design of the VIE, the two forward contracts are creators of the
VIE's variability. Based on this analysis, it can be determined that the VIE was
designed to create and pass along the risks in paragraph 810-10-55-82(a)
through (c) to the debt investors, which are the VIE's variable interest holders.

55-86 If, instead of executing the transaction described in this Case, the
electricity producer sold the fixed-price forward sales contract for $100 to an
entity that physically owned a power plant and produced electricity, an analysis
of the design of that entity would be required, which would involve developing
a complete understanding of the purpose for which that entity was created. In
this case, the electricity producer also has no further involvement with the
entity after receiving its $100. Provided the fixed-priced forward contract to sell
is senior in priority to other interest holders, that contract would be strongly
indicated as a creator of variability because its underlying is based on
observable market rates. In addition, changes in the cash flows or fair value of
the fixed-price forward contract typically would not be expected to offset all, or
essentially all, of the risk or return (or both) related to the power plant because
the risk or return (or both) of the power plant would be affected by factors
other than changes in electricity prices (for example, operating costs).
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Explicit interests

Equity, debt and beneficial interests

Variable Interest Entities

> Implementation Guidance

>> Identifying Variable Interests

>>> Equity Investments, Beneficial Interests, and Debt Instruments

55-22 Equity investments in a VIE are variable interests to the extent they are
at risk. (Equity investments at risk are described in paragraph 810-10-15-14.)
Some equity investments in a VIE that are determined to be not at risk by the
application of that paragraph also may be variable interests if they absorb or
receive some of the VIE's variability. If a VIE has a contract with one of its
equity investors (including a financial instrument such as a loan receivable), a
reporting entity applying this guidance to that VIE shall consider whether that
contract causes the equity investor’s investment not to be at risk. If the
contract with the equity investor represents the only asset of the VIE, that
equity investment is not at risk.

55-23 Investments in subordinated beneficial interests or subordinated debt
instruments issued by a VIE are likely to be variable interests. The most
subordinated interest in a VIE will absorb all or part of the expected losses of
the VIE. For a voting interest entity the most subordinated interest is the
entity’'s equity; for a VIE it could be debt, beneficial interests, equity, or some
other interest. The return to the most subordinated interest usually is a high
rate of return (in relation to the interest rate of an instrument with similar terms
that would be considered to be investment grade) or some form of
participation in residual returns.

55-24 Any of a VIE's liabilities may be variable interests because a decrease in
the fair value of a VIE's assets could be so great that all of the liabilities would
absorb that decrease. However, senior beneficial interests and senior debt
instruments with fixed interest rates or other fixed returns normally would
absorb little of the VIE's expected variability. By definition, if a senior interest
exists, interests subordinated to the senior interests will absorb losses first.
The variability of a senior interest with a variable interest rate is usually not
caused by changes in the value of the VIE's assets and thus would usually be
evaluated in the same way as a fixed-rate senior interest. Senior interests
normally are not entitled to any of the residual return.

Equity, debt and beneficial interests are called explicit interests because they
directly absorb or receive a legal entity’s variability. The following table indicates
whether they qualify as variable interests.
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Type of interest | Variable interest? | Reference ‘
Equity at risk v Question 3.4.10
Equity not at risk 9 Question 3.4.10
Debt obligation v Question 3.4.30

Question 3.4.40

For derivatives, see
sections 3.3.40 and 3.4.20

Beneficial interest (other v
than a derivative)

The degree of variability absorbed by debt instruments and beneficial interests
depends on the level of subordination of the interest. The more subordinated an
interest, the more variability it will absorb. [810-10-55-23 — 55-24]

Question 3.4.10#

Is an equity interest a variable interest?

Interpretive response: Generally, yes. If an equity interest is an equity
investment at risk (see section 4.3), it is a variable interest. If an equity
investment that is not at risk absorbs or receives some of the variability that the
legal entity was designed to create and distribute to its interest holders, it is a
variable interest. Whether an equity interest that is not at risk is a variable
interest often depends on the facts and circumstances, including the reason
that the equity interest is not considered to be at risk. [810-10-556-22 — 55-24]

Is the equity interest
considered at risk?
Yes (Question 4.3.40) No

\ 4

The equity interest is a Do equity interests
variable interest participate in the risks
the legal entity was
designed to create and
distribute to its interest
holders?

I
i No Yes

The equity interest is not

The equity interest is a

variable interest

a variable interest

For example, an equity interest must participate significantly in the legal entity's
US GAAP profits and losses to be considered an equity investment at risk (the
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first at-risk requirement, see Question 4.3.40). If an equity investment
participates significantly in losses but not profits, such as when an equity
interest is subject to a fixed-price call option held by the legal entity (see
Question 4.3.140), then this requirement has not been met and the equity
interest is not an equity investment at risk. However, the equity interest may
yet absorb some portion of the legal entity’'s expected losses —i.e. some of the
variability that the legal entity was designed to create and distribute to its
interest holders. In that situation, although the equity interest is not an equity
investment at risk, it is a variable interest.

In contrast, an equity interest that is not at risk is not a variable interest if it is
not exposed to the legal entity’s variability. An example is when the equity
investor also enters into a contract with the VIE and that contract is the only
asset of the VIE. In that case, the equity interest is neither at risk nor a variable
interest because it both creates and absorbs the variability (see Question
3.4.20). [810-10-55-22]

Question 3.4.20

Is a sponsor’s equity interest in a typical trust
preferred (or similar) structure a variable interest?

Background: In a typical trust preferred securities structure, a sponsor (usually
a bank), establishes a limited purpose trust (Trust) by contributing cash in
exchange for all of the Trust's common equity. The purpose of the Trust is to
issue trust preferred securities to third-party investors and use the proceeds of
the issuance to extend an equal amount of financing to the sponsor. The
financing to the sponsor is typically in the form of junior subordinated
debentures, notes or other instruments that have stated maturity dates (the
‘notes’).

€« — — — — — Third-party
Sponsor Cash Preferred investors
securities

A

Common
equity

The notes are the only assets of the Trust. When the sponsor makes its interest
payments on the notes, the Trust distributes the cash to the holders of the
trust-preferred securities. The trust-preferred securities must be redeemed on
maturity of the notes.

Interpretive response: Generally, no. We do not believe an enterprise has a
variable interest in an entity if it both creates the variability and absorbs it —i.e. a
variable interest holder cannot absorb variability that it alone creates (see
Question 3.3.50). This is often the case in structures in which an interest holder
creates the credit risk variability in the VIE because it borrows from the Trust.

In this example, the variability to be absorbed by the sponsor’'s common equity
interest in Trust depends on the sponsor’s creditworthiness — i.e. its ability to
repay the notes. This means that the Trust was designed to create and
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distribute the sponsor’s credit risk to the sponsor. As a result, the sponsor’s
common equity in Trust is not an equity investment at risk (see section 4.3) or a
variable interest. [810-10-55-22]

However, if the Trust instead owned common stock of the sponsor's, it may be
designed to create and distribute equity price risk, instead of credit risk, to the
sponsor. In that situation, the sponsor generally is not the sole source of equity
price risk (like it is for credit risk) because equity price risk depends on a variety
of internal and external economic factors (see Example 3.4.10).

Example 3.4.10

Treasury stock financing structure

Background

Sponsor engages Investment Bank to help it reduce the number of its
outstanding common shares. To do so, Sponsor forms Trust by contributing
cash in exchange for all of Trust's common equity. Further, Trust:

— issues debt to Investment Bank in exchange for cash; and
— purchases Sponsor’'s common shares in the open market with the funds
received from the debt issuance.

The interest payments on the debt are structured to match the dividends
received by Trust on the common shares.

Investment Bank

Sponsor’s
common equity Thi
ird-Party
Sponsor |e—— RN NN g — — — — — — —
PONSOr I R L <« — — — — — — > Investors
Cash
Evaluation

Sponsor has a variable interest in Trust because Trust was designed to create
and distribute equity price risk and Sponsor absorbs that risk through its
common equity interest.

Both interest holders face risk of loss if the share price of the common shares
were to decline significantly. However, Investment Bank's debt is a senior
interest and therefore has a lower risk of loss because it would be paid in full
before any distributions are made to Sponsor as the common equity holder.
Similarly, Investment Bank's upside is capped at the principal and interest on its
debt holding and Sponsor’s upside is not capped. These facts support that
equity price risk is the risk that Trust was designed to create and distribute to
its interest holders.
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Further, Sponsor does not create the equity price risk. Equity price risk is
created by a variety of internal and external economic factors.

Example 3.4.20

Reverse trust preferred security arrangement

Background

Sponsor forms Trust by contributing cash in exchange for all of Trust's common
shares. Trust issues trust preferred securities to third-party investors and uses
the proceeds to purchase Sponsor’s mandatorily redeemable preferred stock.
Under Topic 480 (liabilities vs equity), Sponsor accounts for the mandatorily
redeemable preferred stock as a liability.

Redeemable preferre
Soonsor stock .| Third-party
P €« ———————— Trustprefered | investors
securities

A

Common shares

Evaluation

Although Trust’s asset is in-form an equity interest in Sponsor, we believe this
scenario should be analyzed in the same manner as a typical trust preferred
structure (see Question 3.4.20).

The variability to be absorbed by Sponsor’'s common equity interest in Trust
depends on Sponsor’s creditworthiness —i.e. its ability to redeem the preferred
stock. This means that the Trust was designed to create and distribute the
Sponsor’s credit risk to Sponsor. As a result, Sponsor's common equity in Trust
is not an equity investment at risk (see section 4.3) or a variable interest.

Question 3.4.30

Are a legal entity’s debt obligations always variable
interests?

Interpretive response: Yes. A legal entity’s debt obligations — including the
obligation to pay the related interest — are always variable interests.

However, the amount of variability absorbed by a debt instrument depends on:
[810-10-55-23 — 55-24]

— its level of seniority in the legal entity’s capital structure — the more senior
the debt instrument, the less variability it will absorb; and

— the risks that the legal entity was designed to create and distribute to its
variable interest holders. The variability absorbed by debt instruments will
be limited for legal entities that are not designed to create and distribute
interest rate risk to their interest holders (see Question 3.3.100).
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Example 3.4.30

Debt obligations

Background

Legal Entity has the following capital structure based on fair values, listed from
most senior to least senior.

Senior debt 3%
Junior debt 28%
Preferred shares 18%
Common shares 51%

— Interest on senior debt is variable, based on a rolling 12-month average of
the secured overnight financing rate (SOFR) plus 2%, payable monthly.

— Interest on junior debt is fixed at a rate of 5%, payable monthly.

— Preferred shares have an 8% accumulating dividend, payable quarterly in

arrears.

— Legal Entity’s subordination is substantive.

Legal Entity

Senior Debt (3%)

Junior Debt (28%)

Preferred Shares
(18%)

Variability absorbed—>»

Common Shares
(51%)

Evaluation

\ 4

Time

While all of the debt and equity holders have a variable interest in Legal Entity,
the debt likely absorbs little of Legal Entity’s expected variability based on the
following considerations.

— Although changes in interest rates result in changes in the cash flows
associated with the senior debt and changes in the fair value of the junior
debt, that variability is market driven, not entity driven.
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— Legal Entity’s subordination is substantive, which indicates that Legal Entity
was designed to create and distribute to its interest holders the risks that
are absorbed by its subordinated interests.

— Legal Entity has a significant amount of equity available to absorb variability.

Question 3.4.40

Are a legal entity’s beneficial interests always
variable interests?

Interpretive response: Yes. Similar to debt instruments, a legal entity’s
beneficial interests that are not derivatives (see section 3.4.10) — including the
obligation to pay the related interest — are always variable interests.

Although we believe all beneficial interests that are not derivatives are variable

interests, the amount of variability absorbed by a beneficial interest depends on:

[810-10-55-23 — 55-24]

— its level of seniority in the legal entity’s capital structure; and

— the risks that the legal entity was designed to create and distribute to its
interest holders (see section 3.3).

Example 3.4.40

Identifying variable interests in a synthetic CDO:
beneficial interests

Background

At formation, Legal Entity, a synthetic CDO, issues senior, subordinated, and
junior beneficial interests (collectively, Beneficial Interests) to fund the purchase
of highly rated debt securities.

Legal Entity’s subordination is substantive, which indicates that Legal Entity is
designed to create and distribute the risks absorbed by the subordinated
interests. Indicators that the subordination is substantive include differing
interest rates and credit ratings among the classes of beneficial interests, which
are commensurate with the relative exposure to default.

Legal Entity enters into a credit default swap with Counterparty that is indexed
to a portfolio of corporate debt instruments (the ‘underlying assets’).

Under the terms of the credit default swap, Counterparty makes periodic
premium payments to Legal Entity. In exchange, Legal Entity must do one of
the following if a credit event occurs with respect to the underlying assets:

— purchase the underlying assets at par; or
— pay Counterparty the amount of the decrease in the fair value of the
underlying assets.

Counterparty is senior in priority to any of Legal Entity’s beneficial interest
holders. If a credit event occurs with respect to the underlying assets, Legal
Entity may be forced to sell its highly rated debt securities to make payments to
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Counterparty. This may result in Legal Entity having insufficient cash flows to
service principal and interest payments to the Beneficial Interests.

The credit default swap is a creator of variability (see Example 3.3.60).

Periodic .
payments B_eneﬂmal
Counterparty —————— 1 interest
I holders
|
A | A
| Beneficial
Credit default interests
swap (multiple classes)
Debt
Securities
Evaluation

Beneficial Interests are variable interests in Legal Entity because they each
absorb some of the variability that Legal Entity was designed to create and
distribute to its interest holders — i.e. credit risk of the underlying assets.

Derivatives and embedded derivatives

IE Excerpt from ASC 810-10

Variable Interest Entities

> Implementation Guidance

>> Identifying Variable Interests
>>> Forward Contracts

55-27 Forward contracts to buy assets or to sell assets that are not owned by
the VIE at a fixed price will usually expose the VIE to risks that will increase the
VIE's expected variability. Thus, most forward contracts to buy assets or to sell
assets that are not owned by the VIE are not variable interests in the VIE.

55-28 A forward contract to sell assets that are owned by the VIE at a fixed
price will usually absorb the variability in the fair value of the asset that is the
subject of the contract. Thus, most forward contracts to sell assets that are
owned by the VIE are variable interests with respect to the related assets.
Because forward contracts to sell assets that are owned by the VIE relate to
specific assets of the VIE, it will be necessary to apply the guidance in
paragraphs 810-10-25-55 through 25-56 to determine whether a forward
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contract to sell an asset owned by a VIE is a variable interest in the VIE as
opposed to a variable interest in that specific asset.

>>> Other Derivative Instruments

55-29 Derivative instruments held or written by a VIE shall be analyzed in
terms of their option-like, forward-like, or other variable characteristics. If the
instrument creates variability, in the sense that it exposes the VIE to risks that
will increase expected variability, the instrument is not a variable interest. If the
instrument absorbs or receives variability, in the sense that it reduces the
exposure of the VIE to risks that cause variability, the instrument is a variable
interest.

55-30 Derivatives, including total return swaps and similar arrangements, can
be used to transfer substantially all of the risk or return (or both) related to
certain assets of an VIE without actually transferring the assets. Derivative
instruments with this characteristic shall be evaluated carefully.

55-31 Some assets and liabilities of a VIE have embedded derivatives. For the
purpose of identifying variable interests, an embedded derivative that is clearly
and closely related economically to its asset or liability host is not to be
evaluated separately.

The by-design approach requires an enterprise to understand the nature of the
variability that a legal entity was designed to create and pass along to its
interest holders when determining whether an interest is a variable interest.
Although this principle applies equally to derivatives, Subtopic 810 provides
creator characteristics that if present, generally indicate that a derivative is a
creator (instead of an absorber) of variability in a legal entity (see section
3.3.40).

This section addresses how to evaluate derivatives that do not meet the creator

characteristics. For example, forward contracts may create or absorb variability.
[810-10-55-27 — 55-28]

Creates variability... Absorbs variability...

Forward purchase or Forward sale
sale agreement for agreement for asset
assets the legal entity the legal entity
does not currently own currently owns

Variable interest in the
legal entity unless the
assets comprise 50%

Not a variable interest

or less of legal entity’s
fair value
(see section 3.6)

Like forward contracts, any type of derivative that lacks the creator
characteristics (section 3.3.40) may be a variable interest if it absorbs some of
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the variability that a legal entity was designed to create and pass along to its
interest holders. Conversely, derivatives that expose the legal entity to risks
that increase its expected variability are not variable interests. Derivatives that
transfer substantially all of the risks associated with a certain asset should be
carefully evaluated. [810-10-55-29 - 55-30]

Counterparty

Create
Variability
Absorb
Variability
Y
Counterparty

An embedded derivative is evaluated as a variable interest separate from its
host contract only if it is not clearly and closely related economically to that
host. [810-10-55-31]

Question 3.4.50

What are some common derivatives and their
typical roles as creators or absorbers of variability?

Interpretive response: The following diagram identifies common derivatives
and indicates if they generally create or absorb variability. Derivative contracts
that create variability in a legal entity are not variable interests. Those that
absorb variability are variable interests if they absorb some of the variability that
the legal entity was designed to create and pass along to its interest holders
(see section 3.3).
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Written call

Purchased call
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purchase

Forward sale

Total return
swap (in)

Total return
swap (out)

Interest rate
swap (fixed for
floating)

Interest rate
swap (floating
for fixed)
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The counterparty has the right to sell assets to
the legal entity at a price other than their fair Creates
value or to receive protection against specified variability
risks from the legal entity

The legal entity has the right to sell assets to the
counterparty at a price other than their fair value
or to receive protection against specified risks
from the counterparty

The counterparty has the right to purchase
assets from the legal entity at a price other than
their fair value

Absorbs
variability

The legal entity has the right to purchase assets
from the counterparty at a price other than their
fair value

Creates
variability

The legal entity has agreed to purchase assets
from the counterparty at a fixed price at a future
date

Creates
variability

The counterparty has agreed to purchase assets
the legal entity currently owns at a fixed price at
a future date

Absorbs
variability

The counterparty pays the total return related to
a specific asset or asset group to the legal entity Creates
and the legal entity pays the counterparty a fixed variability
return based on a notional amount

The legal entity pays the total return related to a

specific asset or asset group to the counterparty Absorbs
and the counterparty pays the legal entity a fixed variability
return based on a notional amount

The legal entity pays interest to the counterparty
based on a fixed rate and the counterparty pays Creates
interest to the legal entity based on a variable variability
rate

The counterparty pays interest to the legal entity

based on a fixed rate and the legal entity pays Creates
interest to the counterparty based on a variable variability
rate
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Example 3.4.50

Offsetting forward contracts

Background

Legal Entity has a forward contract with Seller to purchase an asset that it does
not already own.

Legal Entity also has a separate forward contract with Buyer to sell the asset to
be acquired under the forward purchase contract.

Forward
Forward sale
purchase
contract
contract
Seller > Buyer

Asset

Evaluation

The forward purchase contract and the forward sale contract are evaluated
separately (see Question 3.3.50).

Both contracts create variability in Legal Entity. Forward purchase contracts
typically create variability, and the forward sale contract cannot absorb variability
because Legal Entity does not own the referenced asset. Neither contract can
be a variable interest in the Legal Entity or an interest in specified assets of
Legal Entity (see section 3.6). [810-10-565-27]

Question 3.4.60

How is the variability absorbed by a forward
contract computed?

Interpretive response: \When a forward contract is a variable interest in a legal
entity (not an interest in specified assets, see section 3.6), we believe that one
acceptable method is for an enterprise to use a with-and-without approach to
compute the variability absorbed.

Under a with-and-without approach, the enterprise computes the legal entity's
total variability without the forward contract and compares it to the entity’s total
variability with it. The difference in those computations is the variability
attributed to the forward contract.
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Question 3.4.65**

Are power purchase agreements (PPAs) considered
variable interests?

Interpretive response: It depends. The enterprise evaluates the PPA to
determine if it absorbs or creates variability related to the risks the power plant
entity was designed to create and distribute to its interest holders. Typical risks
of a power plant entity may include:

— design and construction

— variability in fuel prices

— variability in power prices

— operations and maintenance risks

— ownership risks (e.g. residual value, decommissioning)
— production (output) risk

— other specific risks created by the contract.

PPAs that absorb variability associated with the above risks may be variable
interests. [For example, a PPA for power generated by a fossil fuel-fired power
plant may absorb the variability in the price of fuel (e.g. coal, natural gas) when
the contract price includes a variable fuel price index or pass-through of fuel
costs]. In contrast, a PPA with an overall fixed price per unit of power may not
be a variable interest because it may create rather than absorb price risk (i.e. the
seller is exposed to variability in fuel price risk). For other types of PPAs, entities
should evaluate the facts and circumstances to determine if the contract
creates or absorbs variability associated with the risks of the fossil fuel-fired
power plant entity.

Unlike a fossil fuel-fired power plant, a renewable energy project (such as solar
or wind farm) typically does not require fuel inputs and therefore does not
create fuel price risk. Further, the design and technology of many renewable
energy projects limit exposure to operations and maintenance risks. Typically,
renewable energy projects are designed to distribute power price risk to its
interest holders. The following are relevant considerations for renewable energy
project PPAs.

— Fixed-price PPA: A PPA to purchase all power generated by a renewable
energy project that has limited exposure to other risks would absorb power
price risk and therefore be a variable interest.

— Variable-price PPA: A PPA indexed to the relevant power market price
would typically create commodity price risk rather than absorb the risk and
therefore not be a variable interest.

— Fixed-price PPA with a production guarantee: A fixed-price PPA
containing terms requiring the renewable energy project to deliver a
minimum quantity of power may absorb price risk but also create
production risk. This type of PPA may be a variable interest depending on
the level of risk created by the minimum production quantity compared to
expected generation capacity of the renewable energy project.

See section 8 of KPMG Handbook, Climate risk in the financial statements, for
additional guidance and risk considerations related to renewable energy PPAs.
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Also, see section 3.4.40 for discussion of supply contracts that are accounted
for as leases.

Example 3.4.55**

Renewable power purchase agreement

Buyer executes a fixed-price PPA with Seller, a renewable energy project entity,
to purchase all of the power generated by Seller’s solar farm for 15 years. The
PPA does not contain a production guarantee or other provisions that require
the Seller to deliver a specified quantity of power.

The solar farm is comprised of solar panels with high statistical energy yield
confidence, established design and technology, and corresponding established
operations and maintenance requirements. The terms of the PPA provide Seller
with assurance of future cash inflows sufficient to collateralize the project
entity’'s construction financing with a third-party lender.

The key risk the entity was designed to create and distribute is price risk
because the entity’s exposure to other risks is limited for the following reasons:

— high statistical energy yield limits production risk and the PPA contains no
minimum production guarantees that may create such risk;

— established design and technology limits exposure to operations and
maintenance risks; and

— the project entity’s input requirements are limited to solar energy, therefore
creating no input/fuel price risk.

Buyer concludes the PPA is a variable interest because the fixed pricing absorbs
the price risk for all power generated during its term.

Question 3.4.70
When is a contract to purchase/sell an asset a

variable interest in the legal entity that owns the
asset?

Interpretive response: A contract to physically purchase or sell an asset

usually is a variable interest in the legal entity that owns the asset if it: [810-10-55-
28]

— includes a strike price that may differ from the fair value of the asset(s) at
exercise; and

— represents an interest in the legal entity that will physically settle the
contract instead of an interest in specified asset(s) (see section 3.6).

The following decision tree illustrates the steps to consider in determining if a
purchase or sale contract is a variable interest. These scenarios assume the
contract is an interest in the legal entity that owns the asset instead of an
interest in specified assets (see section 3.6).

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved

142



Consolidation

3. Is the interest a variable interest?

Is the contract a
derivative?

Is the strike price equal
to the fair value of the

No

Y

Is the contract a
contract to sell an asset
to the legal entity?

Contract usually is a

variable interest

No asset?

A
Yes

Does the derivative
meet the ‘creator
characteristics'?
(section 3.3.40) No

Yes

Contract is a creator of

variability for the entity,
not a variable interest

Contracts with a strike price that equals the fair value of the asset at exercise
generally are not variable interests in the legal entity because they do not
change the variability absorbed by the legal entity’s other interest holders.

Question 3.4.80

Do fixed-price real estate purchase or sale contracts
represent variable interests?

Interpretive response: It depends. \We do not believe a fixed-price real estate
purchase or sale contract represents a variable interest in the legal entity that
owns the real estate if:

there are substantive conditions that must be met before the transaction
closes; or
— the purchaser has a substantive right to terminate the contract.

A purchase or sale contract is also not a variable interest in the legal entity that
owns the asset if it is an interest in specified assets (see section 3.6).

Substantive conditions precedent to closing

We believe the following conditions precedent to closing may qualify as
substantive.

The existing lender is required to consent to the transfer of the property
and the buyer's assumption of the existing loan and consent has not been
obtained.

The seller must meet title transfer requirements that have not yet been
completed.

There are contract or other violations that must be remedied before closing
and those remedial actions have not been taken.

The seller must obtain estoppel certificates and has not done so.

A material casualty to the property before closing would terminate the
contract.
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— The seller retains the risk of loss in the event of a material casualty
occurring before the closing date.

— Representations and warranties of the seller have been breached.
Substantive right to terminate the contract

If the purchaser has a substantive right to terminate the contract prior to closing
and receive a return of the escrow deposit, the contract is similar to a
contingent forward contract, which we believe is generally not a variable
interest. The contingency created by the substantive right to terminate prior to
closing protects the purchaser from absorbing any of the seller’s risks, and
therefore its variability.

Without a substantive termination clause, the purchaser is exposed to risks of
the seller prior to closing, and therefore the contract generally is an absorber of
variability.

Question 3.4.85

Do supply contracts represent variable interests in
the supplier?

Interpretive response: It depends. The purchaser needs to evaluate the design
of the legal entity (i.e. the supplier) and the nature of the variability that the legal
entity was designed to create and pass along to its interest holders. If the
contract is a derivative, the purchaser considers the guidance in section 3.3.40.

A supply contract to purchase assets currently owned by the supplier is
evaluated consistently with purchase contracts, as discussed in Question
3.4.70. However, in many supply contracts, the supplier may not own some or
all of the assets that it will be selling because they will be manufactured or
procured after contract inception. In those cases, consideration of the design of
the supplier and contract terms is important in evaluating whether the contract
absorbs the risks of the supplier.

The following are examples of considerations for different types of contracts:

— A fixed-price contract to purchase assets not yet owned by the supplier

typically creates variability and therefore is not a variable interest. [810-10-55-
27

— A variable-priced contract may be a variable interest if the pricing absorbs
risks that the supplier was designed to create from the residual interests —
e.g. a cost reimbursable contract to purchase all of the supplier’s output
may absorb the operations and material price risk by reimbursing all of the
supplier’s costs.

— An off-market contract may be a variable interest if the contract absorbs
variability by reallocating expected losses to the purchaser or if the off-
market rate is effectively providing financing to the supplier.

Section 3.4.40 discusses supply contracts that are accounted for as leases.
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Question 3.4.90

How does an enterprise evaluate whether a TRS (or
similar arrangement) represents a variable interest?

Interpretive response: Understanding the design of the legal entity is
important when determining whether a TRS represents a variable interest in
that entity. [810-10-55-30]

A TRS is a derivative that allows one entity to transfer the risks and benefits
related to a specific asset or group of assets (the ‘reference assets’) to another
entity without transferring the assets. As discussed in section 3.3.40, if the
creator characteristics are met, the TRS typically does not represent a variable
interest in the legal entity that owns the reference assets.

The following decision tree is helpful in evaluating whether a TRS is a variable
interest in the legal entity that holds the reference assets.

Creator of variability, not a

variable interest

No

Is the TRS expected to offset ‘essentially
all’ of the risk and/or return of a majority
1 of the entity’s assets and/ or operations?
(Question 3.3.190)

Does the TRS meet the
‘creator characteristics’
(section 3.3.40)? Yes

Yes
No

Likely a variable interest in the entity.
Consider whether the TRS represents a

variable interest in specified assets
(section 3.6) or in a silo (section 3.7)

Consider whether the TRS represents a variable interest in the legal entity

If the fair value of the reference assets to which the TRS relates comprises a
majority of the fair value of the legal entity’s assets, the TRS is an interest in the
legal entity itself, and likely a variable interest. A TRS that is expected to offset
essentially all of the risks/returns from a majority of the legal entity’s assets or
operations generally represents a variable interest in the legal entity itself.

If the fair value of the reference asset(s) to which the TRS relates comprises
less than a majority of the fair value of the legal entity’s assets (i.e. 50% or
less), the TRS is an interest in specified assets (see section 3.6). An interest in
specified assets is not an interest in the legal entity itself, and therefore not a
variable interest. [810-10-55-30]

Consider whether the TRS represents a variable interest in a silo VIE

The presence of a TRS does not necessarily create a potential silo (see section
3.7). However, it may represent a variable interest in a potential silo if the
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reference assets are the only payment source for the obligations created by the
TRS.

If the TRS is a silo VIE, the enterprise applies the creator characteristics and the
essentially all test as if the silo VIE were a separate VIE (see section 3.3.40). For
example, when performing the essentially all test, an enterprise compares the
changes in the fair value or cash flows of the TRS to the risk/return from the
majority of the silo VIE's assets. See section 3.7 for further discussion on silos.

Example 3.4.60

TRS: variable interest in legal entity

Background

Legal Entity owns debt securities with a fair value of $750, all of which bear
interest at 5% per year and mature in five years. Legal Entity’s total assets have
a fair value of $1,000.

Legal Entity enters into a TRS with Bank. Under the swap’s terms:

— Legal Entity receives from Bank periodic variable payments equal to one-
year SOFR plus 75 bps times the par amount of the debt securities; and

— Bank receives from Legal Entity the total return generated by the debt
securities.

Bank is senior in priority to the other interest holders in Legal Entity and has
recourse to Legal Entity’s assets in the event of default.

TRS
Bank
Assets
($1,000 fair
value)
Evaluation

Bank has a variable interest in Legal Entity itself because the reference assets
underlying the TRS comprise a majority of the fair value of Legal Entity's assets.
Further, the debt securities and the TRS are not a potential silo — Bank has
recourse to Legal Entity’s other assets in the event of default.
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Example 3.4.70

TRS: variable interest in silo VIE

Background

Legal Entity borrows $800 on a nonrecourse basis from Lender to fund the
purchase of $800 of debt securities. Legal Entity's total assets have a fair value
of $1,000.

Legal Entity must pay Lender interest on the nonrecourse loan at a rate of
three-month SOFR plus 75 bps.

Legal Entity enters into a TRS with Bank. Under the swap’s terms:

— Legal Entity receives from Bank periodic variable payments equal to three-
month SOFR plus 75 bps times the par amount of the debt securities; and

— Bank receives from Legal Entity the total return generated by the debt
securities.

Bank is senior in priority to the other interest holders in Legal Entity (a VIE).

$800 loan
debt

Bank Lender

Debt

Other Asset "
Securities

Evaluation

Bank has a variable interest in the silo VIE comprised of the debt securities and
the nonrecourse debt. A silo VIE exists because:

— the returns of the debt securities are Bank's sole source of payment; and

— the variability of the silo VIE's assets would be absorbed entirely by Bank
and Lender —i.e. the change in the fair value of the debt securities would
be absorbed entirely by the TRS and nonrecourse loan.

Question 3.4.100

When are an embedded derivative and its host
clearly and closely related economically’?

Interpretive response: An embedded derivative is evaluated as a variable
interest separate from its host contract only if it is not clearly and closely related
economically to the host. We believe that an embedded derivative and its host
contract likely are clearly and closely related economically if all of the following
conditions are met.

— The embedded derivative and the host share a common underlying.
— The changes in fair value of the embedded derivative are proportional to
the changes in fair value of the host contract.
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— The changes in fair value of the embedded derivative are highly correlated
with the changes in fair value of the host contract.

This evaluation requires careful consideration of all relevant facts and
circumstances.

— Underlying. An underlying is any variable factor (usually a price or index)
that, along with either a notional amount or a payment provision,
determines the settlement of an instrument or the anticipated proceeds. As
a result, the fair value of an instrument generally changes with changes in
one or more underlyings. [815-10 Glossary]

— Proportional. If the magnitude of an embedded derivative's fair value
change is significantly bigger or smaller than the magnitude of the host
contract’s fair value change when the common underlying changes, those
changes are not proportional. This may occur if the terms of the embedded
derivative (or the host) include a leverage factor. A leverage factor serves to
increase an instrument’s exposure to the underlying. For example, the fair
values of a host contract with a US Treasury rate underlying and an
embedded feature that settles based on 2x the US Treasury rate will not
change proportionally.

— Highly correlated. An embedded derivative and host contract meet the
highly correlated condition if their fair values show direct or inverse
correlation when the common underlying changes.

Similarity to Topic 815

Topic 815 (derivatives and hedging) contains bifurcation guidance, including
determining whether an embedded derivative is clearly and closely related to its
host. This guidance generally is consistent with the guidance in Subtopic 810-
10. [815-15-25-1, 810-10-55-31]

However, Topic 815 does not always require separation of an embedded
derivative that is not clearly and closely related to its host. As a result, there
may be embedded derivatives that are not clearly and closely related, but also
are not accounted for separately under Topic 815.

Although Topic 815 can be helpful when evaluating whether an embedded
feature must be evaluated separately as a potential variable interest, an
enterprise should not exclusively rely on the bifurcation analysis.

Question 3.4.110

What are some common embedded derivatives and
their typical economic relationship with the host?

Interpretive response: The following table identifies common embedded
derivatives within various host contracts and a brief discussion about whether
they are clearly and closely related economically. See also the related
discussion in Question 3.4.100.
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Evaluating clearly and closely related
economically

Embedded call and put features that require the
legal entity to purchase the instrument at a price
other than its fair value or give the holder the right
to require the entity to purchase the instrument at
a price other than its fair value are generally not
clearly and closely related economically to the
equity host. This is because the economic
characteristics of put and call features differ from
those of an equity instrument.

Call and put
features

Debt
instrument

Embedded call and put features in a debt host are
generally considered clearly and closely related
economically to the debt host unless one of the
following conditions is met:

— the debt has a substantial discount or
premium (e.g. a zero-coupon bond) after
considering the effect of the strike price of
the call or put, and the embedded feature is
contingently exercisable; or

— the call or put feature is not contingently
exercisable but:

— there are contractual settlement
provisions that may result in the investor
failing to recover substantially all its
recorded investment; and

— the feature could at least double the
investor’s initial rate of return on the
debt host and result in a rate of return
that is at least twice the then-current
market rate of return for the debt host.

Interest
rate/interest
rate index

Debt
instrument

Embedded features based on an interest rate or
interest rate index are generally considered clearly
and closely related economically to the debt host
if (1) significant leverage is not involved and (2)
the debt cannot be settled so that the investor
would not recover substantially all of its
investment.

Other interest
rate features
(collars,
floors and
caps)

Debt
instrument

Embedded collars, floors and caps are generally
considered clearly and closely related
economically to the debt host provided that (1) no
leverage exists and (2) the floor is below and the
cap is above the market interest rate at the date
of issuance.

Credit
sensitive
payment
features

Debt
instrument

A debtor’s creditworthiness and the interest rate
on its debt issuances are clearly and closely
related. Therefore, features within debt
instruments that change the interest rate paid
upon a debtor-specific credit event (e.g. credit
rating change, event of default) generally would
be considered clearly and closely related
economically to the debt host.
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Embedded Evaluating clearly and closely related

feature(s) Host contract | economically

Inflation Debt Because interest rates and inflation rates in the

adjustment instrument economy from which the debt has been issued

features are clearly and closely related economically,
embedded inflation-indexed provisions are
generally considered clearly and closely related
economically to the debt host provided that no
leverage factor exists.

Equity or Debt Embedded features that change the interest rate

commodity- instrument paid by the debtor based on changes in the fair

indexed value of an equity security, specific commodity, or

features index thereof are generally not considered clearly
and closely related economically to the debt host.

Equity Debt Embedded features that may permit or require

conversion instrument conversion into an equity interest are generally

features not considered clearly and closely related
economically to the debt host.

Residual Lease Residual value guarantees are features embedded

value in leases that require the lessee to pay the lessor

guarantees a specified amount if the underlying asset is
worth less than a predetermined amount at a
future date. Subtopic 810-10 requires that these
features be considered not clearly and closely
related economically to the lease host (see
section 3.4.40). [810-10-55-78 — 55-80]

Purchase Lease Embedded purchase options exercisable at a fixed

options price generally provide the lessee with the right to
purchase the leased asset from the lessor at a
specified date in the future. Subtopic 810-10
requires that these features be considered not
clearly and closely related economically to the
lease host (see section 3.4.40). [810-10-55-78 — 55-
80]

Term- Lease Unless the embedded term-extending features

extending are based on market rates, such features are

features generally not considered clearly and closely
related economically to the lease host. This is
because they are not economically related to
changes in value of the leased asset.

Inflation- Lease Unless significant leverage is involved, inflation-

indexed indexed rental features are generally considered

features clearly and closely related economically to the
lease host.

Contingent Lease Embedded features that require the lessee to

rental make additional rental payments based on lessee

payment sales or changes in a variable interest rate (e.g.

features SOFR) are generally considered clearly and closely
related economically to the lease host.
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Assets, guarantees and similar instruments

(B Excerpt from ASC 810-10

Variable Interest Entities

> Implementation Guidance

>> |Identifying Variable Interests
>>> Assets of the Entity

55-32 Assets held by a VIE almost always create variability and, thus, are not
variable interests. However, as discussed separately in this Subsection, assets
of the VIE that take the form of derivatives, guarantees, or other similar
contracts may be variable interests.

IE Excerpt from ASC 810-10

Variable Interest Entities

> Implementation Guidance

>> Identifying Variable Interests

>>> Guarantees, Written Put Options, and Similar Obligations

55-25 Guarantees of the value of the assets or liabilities of a VIE, written put
options on the assets of the VIE, or similar obligations such as some liquidity
commitments or agreements (explicit or implicit) to replace impaired assets
held by the VIE are variable interests if they protect holders of other interests
from suffering losses. To the extent the counterparties of guarantees, written
put options, or similar arrangements will be called on to perform in the event
expected losses occur, those arrangements are variable interests, including
fees or premiums to be paid to those counterparties. The size of the premium
or fee required by the counterparty to such an arrangement is one indication of
the amount of risk expected to be absorbed by that counterparty.

55-26 If the VIE is the writer of a guarantee, written put option, or similar
arrangement, the items usually would create variability. Thus, those items
usually will not be a variable interest of the VIE (but may be a variable interest
in the counterparty).

Assets of an entity almost always create instead of absorb or receive variability
of the entity, and therefore typically are not variable interests. However, assets
that take the form of forward contracts, derivatives, guarantees or similar
contracts may be variable interests. Further, assets of an entity that are not
variable interests in the entity may have embedded features that are variable
interests in the entity. See section 3.4.20 for additional discussion on
derivatives. [810-10-55-32]
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Guarantees, written put options and similar interests (e.g. insurance contracts)
often protect a legal entity’s senior variable interest holders from incurring
economic losses. As a result, these contracts are variable interests if they
absorb the variability that the entity was designed to create and distribute to its
interest holders.

Conversely, when an enterprise is serving as a guarantor for another legal
entity, the guarantee would be a creator of variability in the legal entity, and
therefore not a variable interest in the legal entity. [810-10-55-25 - 55-26]

Question 3.4.120

What factors does an enterprise consider when

evaluating whether a financial guarantee is a
variable interest in the guaranteed entity?

Interpretive response: Financial guarantors should first evaluate if the
guarantee relates to the guaranteed entity’s specified assets or to the
guaranteed entity as a whole.

If the guarantee relates to specified assets and the specified assets represent
less than 50% of the fair value of the guaranteed entity’s total assets, the
guarantee is an interest in specified assets and not an interest (or variable
interest) in the guaranteed entity itself (see section 3.6).

If the guarantee relates to specified assets and those assets comprise more
than 50% of the total fair value of the guaranteed entity’s total assets, the
guarantee is an interest in the guaranteed entity itself. The guarantee is a
variable interest in the guaranteed entity if it absorbs some of the variability that
the guaranteed entity was designed to create and distribute to its interest
holders (see section 3.3).

Financial guarantee arrangements are typically structured so that the guarantor
absorbs the guaranteed entity’s credit-related variability — i.e. they are usually
not limited to absorbing risk specific to an entity’s assets. As a result, the
guarantor generally has a variable interest in the guaranteed entity.

Fees or premiums paid by the guaranteed entity under guarantees that are
variable interests in the entity are excluded when computing the entity’s
expected losses and expected residual returns because those computations
exclude the effects of variable interests (see chapter 10).
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Operating leases

I_:\E Excerpt from ASC 810-10

Variable Interest Entities

> Implementation Guidance

>> |Identifying Variable Interests
>>> Operating Leases

55-39 Receivables under an operating lease are assets of the lessor entity and
provide returns to the lessor entity with respect to the leased property during
that portion of the asset’s life that is covered by the lease. Most operating
leases do not absorb variability in the fair value of a VIE's net assets because
they are a component of that variability. Guarantees of the residual values of
leased assets (or similar arrangements related to leased assets) and options to
acquire leased assets at the end of the lease terms at specified prices may be
variable interests in the lessor entity if they meet the conditions described in
paragraphs 810-10-25-55 through 25-56. Alternatively, such arrangements may
be variable interests in portions of a VIE as described in paragraph 810-10-25-
57. The guidance in paragraphs 810-10-55-23 through 55-24 related to debt
instruments applies to creditors of lessor entities.

Most operating leases do not absorb variability and are therefore not considered
variable interests in the lessor. Conversely, finance leases generally do absorb
variability and will give rise to a variable interest in the lessor entity if the fair
value of the leased asset is more than 50% of the fair value of the lessor
entity’'s assets (see section 3.6).

However, operating leases that include off-market terms, residual value
guarantees or fixed-price purchase options may be a variable interest in the
lessor entity or may be an interest in a silo VIE (see section 3.7). [810-10-55-39]

Question 3.4.130

How does a lessee with a plain vanilla operating

lease evaluate whether it has a variable interest in
the lessor?

Interpretive response: An operating lease is not a variable interest in the lessor
if it is a plain vanilla operating lease. A “plain vanilla’ operating lease does not
contain any of the following: [810-10-55-39]

— purchase options at a price that could differ from the fair value of the
property on exercise of the option;

— residual value guarantees; or

— renewal options at rates that could differ from market rents on exercise of
the option.
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We do not believe the TRS guidance in Subtopic 810-10 applies to plain vanilla
operating leases (see Question 3.4.90). As a result, even if the lease is
expected to offset essentially all of the risk/return of a majority of the lessor’s
assets, a plain vanilla operating lease would not represent a variable interest in
the lessor.

Implicit variable interests are more likely to arise in operating leases with a
related party (see section 3.5).

Question 3.4.140
Does a lessee evaluate a residual value guarantee

(or purchase option) in an operating lease
separately from the lease contract?

Interpretive response: Yes. A lessee evaluates a residual value guarantee
(and/or a purchase option) in an operating lease separately from the underlying
lease. A fixed-price purchase (call) option or residual value guarantee may be a
variable interest in the lessor entity or may be an interest in specified assets
(see section 3.6). [810-10-55-39]

The guidance in Subtopic 810-10 on these features in lease contracts differs
from:

— the guidance on accounting for leases. The parties to a lease generally
apply the guidance in Topic 842 (leases) to the lease component as a single
unit of account, even if it includes a residual value guarantee and/or a
purchase option;

— the general principle in Subtopic 810-10 that a host contract and its
embedded features are evaluated as a single unit of account if they are
clearly and closely related economically (see section 3.4.20).

A lessee may also need to evaluate other embedded features in operating
leases separately from the lease — e.g. renewal options and term-extending
features. Those features are evaluated separately when they are not clearly and
closely related economically to the host lease contract (see Question 3.4.110).

Question 3.4.150

How does a lessee with an operating lease that is

not plain vanilla evaluate whether it has a variable
interest in the lessor?

Interpretive response: A lessee in an operating lease that is not plain vanilla
will need to carefully evaluate the lease terms to determine whether it absorbs
some of the variability of the lessor entity (see Question 3.4.100). [810-10-55-39]

The following features may result in the lessee having a variable interest in the

lessor; see section 3.3.50 for examples from Subtopic 810-10. [810-10-55-78 - 55-
80]
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Purchase options

An option that provides the lessee with the right to purchase the leased asset
at fair value is generally not a variable interest.

However, an option that provides the lessee with the right to purchase the
leased asset at a fixed price (or at a price derived by a formula) absorbs some of
the lessor’s variability and therefore generally is a variable interest.

However, if the purchase option relates to leased assets that comprise less
than 50% of the fair value of the lessor’s assets and the lessee has only an
insignificant other interest in the lessor entity, it is not a variable interest in the
lessor. Instead, it is an interest in specified assets (see section 3.6) and may be
an interest in a silo VIE (see section 3.7).

Residual value guarantees

A residual value guarantee is a feature embedded in a lease that requires the
lessee to pay the lessor a specified amount at a future date if the leased asset
is worth less than a predetermined amount. This feature reduces the exposure
to the risk of a decline in the leased asset's value that would otherwise be
borne by the lessor’s interest holders. As a result, these features generally are
variable interests in the lessor.

However, if the residual value guarantee relates to assets that comprise less
than 50% of the fair value of the lessor’s assets, it is not a variable interest in
the lessor. Instead, it is an interest in specified assets (see section 3.6) and may
be an interest in a silo VIE (section 3.7).

Renewal options and term-extending features

Some embedded renewal options or other term-extending features allow the
lessee to renew or extend the terms of the lease at an amount other than fair
value on exercise. These features are generally not considered clearly and
closely related economically to the lease host and therefore must be evaluated
separately from the lease contract (see section 3.4.20). Fixed-price renewals or
term-extending features absorb some of the lessor’s variability from the leased
asset and are generally considered variable interests in the lessor.

However, if the renewal option or term-extending feature relates to assets that
comprise less than 50% of the fair value of the lessor’s assets, it is an interest
in specified assets and not a variable interest in the lessor (see section 3.6).

Question 3.4.160

Is prepaid rent a variable interest in the lessor
entity?

Interpretive response: No. Prepaid rent generally does not represent a variable
interest in the lessor. We believe lease payments required under an operating
lease create variability for the lessor, regardless of when they are paid.
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Question 3.4.170

How does a lessor evaluate whether an operating
lease is a variable interest in the lessee?

Interpretive response: \We believe an operating lease is generally not a variable
interest in the lessee unless the fair value of the leased asset exceeds the total
fair value of the lessee’s other assets.

However, there may be other circumstances in which the lessee has been
designed to create and distribute credit risk to the lessor. This is more likely to
occur when the lessor has other interests in the lessee that absorb more than
an insignificant amount the lessee’s variability (e.g. an equity interest). All
relevant facts and circumstances should be considered.

Variable interest of one VIE in another VIE

FE Excerpt from ASC 810-10

Variable Interest Entities

> Implementation Guidance

>> |dentifying Variable Interests

>>> Variable Interest of One VIE in Another VIE

55-40 One VIE is the primary beneficiary of another VIE if it meets the
conditions in paragraph 810-10-25-38A. A VIE that is the primary beneficiary of
a second VIE will consolidate that second VIE. If another reporting entity
consolidates the first VIE, that reporting entity's consolidated financial
statements include the second VIE because the second VIE had already been
consolidated by the first. For example, if Entity A (a VIE) is the primary
beneficiary of Entity B (a VIE), Entity A consolidates Entity B. If Entity C is the
primary beneficiary of Entity A, Entity C consolidates Entity A, and Entity C's
consolidated financial statements include Entity B because Entity A has
consolidated Entity B.

55-41 A transferor's interests in financial assets in a VIE is a variable interest in
the transferee entity but it is not a variable interest in a second VIE to which
the transferee issues a beneficial interest. The following illustrates this point:

a. Entity A transfers financial assets to VIE B (a VIE that holds no other
assets), retains a subordinated beneficial interest, and reports the transfer
as a sale under the provisions of Topic 860.

b. VIE B issues all of its senior beneficial interests in the transferred assets to
VIE C. VIE C issues various types of interests in return for cash and uses
the cash to pay VIE B. VIE B uses the cash received from VIE C to pay
Entity A.

c. Entity A’s subordinated beneficial interest is a variable interest in VIE B, but
neither VIE B nor Entity A has a variable interest in VIE C.
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When a parent consolidates a subsidiary, it reports its financial position and
results of operations on a combined basis with the subsidiary. If the subsidiary
is also a parent — i.e. the subsidiary has its own consolidated subsidiary (a
downstream subsidiary) — the parent also reports that downstream subsidiary
on a combined basis.

A parent’s explicit variable interests are those that it holds directly in its
subsidiaries. Variable interests held by those subsidiaries in downstream
subsidiaries are not explicit variable interests of the parent. Therefore, a parent
enterprise may ultimately consolidate legal entities in which it does not hold an
explicit variable interest. [810-10-565-40 - 55-41]

For example, in the following diagram, Enterprise C does not hold a direct
variable interest in Entity B but will still consolidate it through its controlling
financial interest in Entity A.

—_———— e ——— — — — —

Consolidated financial |
statements of Enterprise C |

Enterprise C

Consolidated financial !
statements of Entity A |

Question 3.4.180
Does a transferor that has a beneficial interest in

the transferred financial assets have a variable
interest in the transferee’s other beneficial interest
holders?

Interpretive response: Generally, no. When an enterprise (transferor) transfers
financial assets to a legal entity (transferee) in exchange for beneficial interests,
it: [810-10-55-41]

— has a variable interest in the transferee to which the financial assets were
transferred; but

— does not have a variable interest in the transferee’s other beneficial interest
holders.

The exception to this principle is a situation in which the transferor has an
implicit interest in the other beneficial holders. An implicit variable interest is
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exposed to a legal entity’s variability like an explicit interest but the exposure is
indirect or implied (see section 3.5). Implicit variable interests are more often
present in transactions that involve related parties.

The following diagram illustrates an example structure.

Transferor Investors

Various
interests

I
Financial | I Subordinated
assets I financial interest

Transferee Legal Entity

Sr. beneficial
interests

In this example, Transferor has a variable interest in Transferee but does not
have a variable interest in Legal Entity — unless other circumstances suggest
that Transferor has an implied variable interest.

Transferor does not look through Transferee —i.e. it does not conclude that it
absorbs Legal Entity’s expected losses through its subordinated beneficial
interest in Transferee. Investors absorb Legal Entity’s variability — i.e. the
variability created by Legal Entity’s investment in the senior beneficial interests
of Transferee.

Implicit interests

I_:E Excerpt from ASC 810-10

Variable Interest Entities
> Consolidation Based on Variable Interests
>> Implicit Variable Interests

25-49 The following guidance addresses whether a reporting entity should
consider whether it holds an implicit variable interest in a VIE or potential VIE if
specific conditions exist.

25-50 The identification of variable interests (implicit and explicit) may affect
the following:

a. The determination as to whether the potential VIE shall be considered a
VIE

b. The calculation of expected losses and residual returns

c. The determination as to which party, if any, is the primary beneficiary of
the VIE.

Thus, identifying whether a reporting entity holds a variable interest in a VIE or
potential VIE is necessary to apply the provisions of the guidance in the
Variable Interest Entities Subsections.
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25-51 An implicit variable interest is an implied pecuniary interest in a VIE that
changes with changes in the fair value of the VIE's net assets exclusive of
variable interests. Implicit variable interests may arise from transactions with
related parties, as well as from transactions with unrelated parties.

25-52 The identification of explicit variable interests involves determining
which contractual, ownership, or other pecuniary interests in a legal entity
directly absorb or receive the variability of the legal entity. An implicit variable
interest acts the same as an explicit variable interest except it involves the
absorbing and (or) receiving of variability indirectly from the legal entity, rather
than directly from the legal entity. Therefore, the identification of an implicit
variable interest involves determining whether a reporting entity may be
indirectly absorbing or receiving the variability of the legal entity. The
determination of whether an implicit variable interest exists is a matter of
judgment that depends on the relevant facts and circumstances. For example,
an implicit variable interest may exist if the reporting entity can be required to
protect a variable interest holder in a legal entity from absorbing losses
incurred by the legal entity.

25-53 The significance of a reporting entity's involvement or interest shall not
be considered in determining whether the reporting entity holds an implicit
variable interest in the legal entity. There are transactions in which a reporting
entity has an interest in, or other involvement with, a VIE or potential VIE that
is not considered a variable interest, and the reporting entity's related party
holds a variable interest in the same VIE or potential VIE. A reporting entity's
interest in, or other pecuniary involvement with, a VIE may take many different
forms such as a lessee under a leasing arrangement or a party to a supply
contract, service contract, or derivative contract.

25-54 The reporting entity shall consider whether it holds an implicit variable
interest in the VIE or potential VIE. The determination of whether an implicit
variable interest exists shall be based on all facts and circumstances in
determining whether the reporting entity may absorb variability of the VIE or
potential VIE. A reporting entity that holds an implicit variable interest in a VIE
and is a related party to other variable interest holders shall apply the guidance
in paragraphs 810-10-25-42 through 25-44B to determine whether it is the
primary beneficiary of the VIE. The guidance in paragraphs 810-10-25-49
through 25-54 applies to related parties as defined in paragraph 810-10-25-43.
For example, the guidance in paragraphs 810-10-25-49 through 25-54 applies to
any of the following situations:

a. Areporting entity and a VIE are under coommon control.

b. A reporting entity has an interest in, or other involvement with, a VIE and
an officer of that reporting entity has a variable interest in the same VIE.

c. Areporting entity enters into a contractual arrangement with an unrelated
third party that has a variable interest in a VIE and that arrangement
establishes a related party relationship.

Section 3.4 addresses explicit interests —i.e. those interests that may directly
absorb or receive the variability of the legal entity.

There may be other interests in a legal entity that indirectly expose the holder to

that same variability — i.e. implicit variable interests. Whether a variable interest
is explicit or implicit, the by-design analysis is the same (see section 3.3). An
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explicit or implicit interest is a variable interest of the holder if it absorbs some
of the variability that the legal entity was designed to create and distribute to its
interest holders. [810-10-25-50 - 25-52]

An enterprise may have an implicit variable interest in a legal entity through a
contract that it arranges with a direct variable interest holder in the legal entity
as shown in the following diagram. It may also have an implicit variable interest
in legal entity through a noncontractual arrangement with a variable interest
holder. [810-10-25-54]

. s . Arrangement
Explicit variable Y =

interest holders

Implicit variable
interest holders
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«
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Explicit interests Implicit interests
[ Interests |
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©
(@]
et
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Implicit variable interests commonly arise in leasing and other arrangements
involving related parties. The existence of related party relationships can
significantly affect the analysis of whether a legal entity is a VIE (see chapter 4)
and who consolidates the VIE (see chapter 6). As a result, an enterprise should
evaluate whether it has an implicit variable interest in a legal entity in which a
related party has an explicit interest as shown the following diagram. This
evaluation should be done even if the enterprise believes its possible implicit
variable interest in a legal entity is quantitatively minor. [810-10-25-53]

Legal Entity 1

Legal Entity 2
Non-variable 9 H
interest

Variable interest

Implicit variable interests also may arise in arrangements with unrelated parties.
[810-10-25-51]
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Contractual variable interests

Question 3.5.10

Can a contract outside the legal entity create an
implicit variable interest?

Interpretive response: Yes. An implicit variable interest is an interest that
participates in the economic risks and/or rewards of a legal entity but does so
indirectly. An enterprise may have an implicit variable interest in a legal entity
through a contract that it arranges with a direct variable interest holder in the
legal entity. [810-10-25-51 - 25-52]

The SEC staff addressed in a speech (see below) how activities outside the
entity may affect identifying implicit variable interests. The following diagram
illustrates the SEC staff's scenario. [2004 AICPA Conf]

Recourse debt

<_ _______
Investor A Investor B
Cash
y y
i Variable
Equity interest

@ Excerpt from SEC staff speech

We have seen a number of questions about whether certain aspects of a
relationship that a variable interest holder has with a variable interest entity
(VIE) need to be considered when analyzing the application of [the VIE
guidance in ASC Subtopic 810-10]. These aspects of a relationship are
sometimes referred to as “activities around the entity”. It might be helpful to
consider a simple example. Say a company (Investor A) made an equity
investment in a potential VIE and Investor A separately made a loan with full
recourse to another variable interest holder (Investor B). \We have been asked
whether the loan in this situation can be ignored when analyzing the application
of [the VIE guidance in ASC Subtopic 810-10]. The short answer is no. First,
[the VIE guidance in ASC Subtopic 810-10] specifically requires you to consider
loans between investors as well as those between the entity and the
enterprise in determining whether equity investments are at risk,' and whether
the at risk holders possess the characteristics of a controlling financial interest
as defined in [ASC paragraph 810-10-15-14(b)].2 It is often difficult to determine
the substance of a lending relationship and its impact on a VIE analysis on its
face. You need to evaluate the substance of the facts and circumstances. The
presence of a loan between investors will bring into question, in this example,
whether Investor B's investment is at risk and depending on B’s ownership
percentage and voting rights, will influence whether the at risk equity holders
possess the characteristics of a controlling financial interest.
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Other "activities around the entity” that should be considered when applying
[the VIE guidance in ASC Subtopic 810-10] include equity investments
between investors, puts and calls between the enterprise and other investors
and non-investors, service arrangements with investors and non-investors, and
derivatives such as total return swaps. There may be other activities around
the entity that need to be considered, which | have not specifically mentioned.
These activities can impact the entire analysis under [the VIE guidance in ASC
Subtopic 810-10] including the assessment of whether an entity is a VIE as
well as who is the primary beneficiary.

In another situation involving activities around the entity, investors became
involved with an entity because of the availability of tax credits generated from
the entity’s business. Through an arrangement around the entity, the majority
of the tax credits were likely to be available to one specific investor.
Accordingly, the staff objected to an analysis by this investor that 1) did not
include the tax credits as a component of the investor’s variable interest in the
entity and 2) did not consider the impact of the tax credits and other activities
around the entity on the expected loss and expected residual return analysis.

Jane D. Poulin, Remarks before the 2004 AICPA National Conference on SEC
and PCAOB Developments

1 FIN 46R, paragraph 5(a)(4) [ASC paragraph 810-10-15-14(a)(4)].
2 FIN 46R, paragraph 5(b) [ASC paragraph 810-10-15-14(b)].

Example 3.5.10

Implicit variable interest through a TRS

Background

Investor1 purchases common stock that represents a variable interest in Legal

Entity.

Investor1 enters into a TRS with Investor2 with the following terms.

— Investor1 pays to Investor2 all returns it receives from its common stock
investment — e.g. dividends, capital appreciation.

— Investor2 pays Investor1 a fixed return plus declines in the fair value of the
common stock.

Cash flows under the TRS are settled on specified dates, including on maturity
of the TRS. Investor1 and Investor2 are not related parties.

Investor1 <> Investor2

Common
stock
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Evaluation

Investor2 has an implicit variable interest in Legal Entity. Although it does not
directly own common shares issued by Legal Entity, the TRS is structured to
transfer Legal Entity’s variability from Investor1 to Investor2.

If Investor2 had executed the TRS with Legal Entity directly, Investor2 would
have an explicit variable interest in Legal Entity because it is expected to offset
essentially all of the risks and returns of a majority of Legal Entity’s assets (see
Question 3.4.90).

Example 3.5.20

Implicit variable interest through a call or put option

Background

Investor1 purchases common stock that represents a variable interest in Legal
Entity.

Investor1 writes a call option to Investor2 (an unrelated third party) that allows
Investor2 to purchase the common stock at a predetermined price. Investor1
and Investor2 are not related parties.

Investor1 purchases a put option from Broker that allows Investor1 to sell the
common stock at a predetermined price. Investor1 and Broker are not related
parties.

Put call
option option
Broker > Investor1 > Investor2
Common
Stock

Evaluation
Investor2 and Broker have implicit variable interests in Legal Entity.

Although Investor2 and Broker do not directly own common shares issued by
Legal Entity, they absorb Legal Entity’s variability through the call and put
options.
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Example 3.5.30

Implicit variable interest through an asset guarantee
arrangement

Background

Guarantor guarantees the value of greater than 50% of the assets owned by
Legal Entity and therefore has a variable interest in Legal Entity (see section
3.6).

Guarantor also enters into an arrangement with Insurer that requires Insurer to
pay Guarantor for declines in the value of Legal Entity's assets. Guarantor and
Insurer are not related parties.

Insurer

Guarantor <
Insurance

contract

Guarantee
agreement

Assets

Evaluation

Insurer has an implicit variable interest in Legal Entity. Although it does not
directly guarantee Legal Entity’s assets, the insurance contract is structured to
transfer Legal Entity’s variability from Guarantor to Insurer.

Question 3.5.20
How does an enterprise analyze whether a contract

with an unrelated variable interest holder
represents an implicit interest in a legal entity?

Interpretive response: The SEC staff addressed in a speech (see below) how
an enterprise should analyze whether it has an implicit variable interest in a legal

entity through a contractual arrangement with an unrelated party. [2005 AICPA
Conf]

The speech emphasizes that when evaluating whether an implicit variable
interest exists, an enterprise should exercise professional judgement based on
the individual facts and circumstances. However, in doing so, it should consider
the following circumstances:
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— the timing of when the contract was entered into —i.e. at formation or
concurrently with the issuance of the variable interest (see Question
3.5.30);

— the substance of the arrangement and why the contract was entered into
with the variable interest holders instead of the legal entity (see Question
3.5.10); and

— whether any specified assets of the legal entity were referenced or noted in
the contract and the nature of the assets (see Questions 3.5.40 and 3.5.50).

The following diagram illustrates the SEC staff's scenario.

Contractual
agreements | \/griable interest
Enterprise < >
holders
Variable
interests

I_Ta Excerpt from SEC staff speech

At this conference last year, Jane Poulin briefly mentioned the need to
consider “activities around the entity when applying [the VIE requirements of
ASC Subtopic 810-10] and that certain types of activities could impact both the
determination of whether an entity is a variable interest entity as well as
identification of the primary beneficiary.'

The FASB staff addressed some of these issues earlier this year when they
issued a staff position on implicit variable interests.2 This FSP provides
guidance for determining when activities around the entity would cause a
reporting enterprise to have a variable interest. The FSP describes an implicit
variable interest as an interest that absorbs or receives the variability of an
entity indirectly rather than through contractual interests in the entity.3 The
guidance does not however provide a “bright-line for determining when an
implicit variable interest exists. Instead, the FSP indicates that such
determinations are a matter of judgment and will depend on the relevant facts
and circumstances.*

At the end of the FSP, the FASB staff provides one comprehensive example of
the how the FSP should be applied. In that example a company leases an asset
from an entity that is entirely owned by a related party. Under the FSP, the
lessee company would hold an implicit interest in the lessor company if it
effectively guaranteed the related party’s investment.

The guidance on implicit variable interests is important for a number of
reasons. In particular, it helps meet the objective in [the VIE requirements of
ASC Subtopic 810-10] that variable interest entities should be consolidated by a
company that has a majority of the risks and rewards.® It also prevents
registrants from circumventing the [VIE requirements of ASC Subtopic 810-10]
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by absorbing variability indirectly such as through an arrangement with another
interest holder rather than directly from the entity.

With these thoughts in mind, | would like to highlight a few things about
implicit variable interests. First, while much of the discussion in the FSP
focuses on the example of a noncontractual interest in a leasing transaction
between related parties, it is important to note that implicit interests can also
result from contractual arrangements with unrelated variable interest holders.
For instance, we recently evaluated a registrant’s conclusion that it was not the
primary beneficiary of a variable interest entity because it did not have any
interest in the entity whatsoever. However, following several inquiries from the
staff it became clear that the registrant had entered into contractual
agreements with several of the variable interest holders that effectively
protected those holders from absorbing a significant amount of the entity’s
variability. In this circumstance, we concluded that the contractual agreements
with the variable interest holders were implicit interests in the variable interest
entity. The registrant was, in fact, absorbing a majority of the expected losses
through those implicit interests and was therefore the primary beneficiary
despite having no direct contractual interest in the variable interest entity.

Consistent with the FASB staff's guidance, we believe that identification of
implicit variable interests is a matter of judgment that depends on individual
facts and circumstances. Again, there are no "bright-line” tests that can be
applied to easily identify these arrangements. However, with this in mind,
registrants should consider the following questions in evaluating whether or
not a contractual arrangement with a variable interest holder is an interest in
the entity:

e \Was the arrangement entered into in contemplation of the entity’s
formation?

e \Was the arrangement entered into contemporaneously with the issuance
of a variable interest?

o Why was the arrangement entered into with a variable interest holder
instead of with the entity?

e And lastly, did the arrangement reference specified assets of the variable
interest entity?

While answers to these questions might not provide definitive conclusions for
every circumstance, we believe that they will provide a good starting point for
evaluating whether an implicit variable interest exists.

Mark Northan, Remarks before the 2005 AICPA National Conference on
Current SEC and PCAOB Developments

1 See remarks by Jane Poulin at the 2004 AICPA National Conference on SEC and PCAOB
Developments.

2  FSP No. FIN 46(R)-5, Implicit Variable Interests under FASB Interpretation No. 46(R) [now

included in ASC Subtopic 810-10].

Refer to paragraph 4 of FSP No. FIN 46(R)-5 [ASC paragraph 810-10-25-52].

Refer to paragraph 4 of FSP No. FIN 46(R)-5 [ASC paragraph 810-10-25-52].

Refer to paragraph E7 of FIN 46(R) [ASC paragraph 810-10-05-10] which states that "risks,

benefits, or both are the determinants of consolidation in this Interpretation [the Variable

Interest Entities Subsections]."

o~ W
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Question 3.5.30

Is a contract entered into at formation of a legal
entity always an implicit interest in the legal entity?

Interpretive response: No. Not all contracts are implicit variable interests even
if they are:

— executed with a variable interest holder in a legal entity; and
— entered into contemporaneously with, or in contemplation of, the formation
of the legal entity.

However, we believe such contracts are part of the legal entity’s design and
should be considered when applying the by-design approach to identifying
variable interests.

A contract in which a variable interest holder transfers some or all of its share of
a legal entity’s variability to an enterprise with no direct involvement with the
legal entity is an implicit variable interest in the legal entity if the entity was
designed to create and distribute that variability to its interest holders.

Question 3.5.40

Does the nature of the legal entity’s assets affect
whether an implicit variable interest exists?

Interpretive response: Yes. An enterprise that enters into a contract with a
legal entity’s variable interest holder has an implicit variable interest in the legal
entity only if it absorbs the unique variability that the legal entity was designed
to create and distribute to its interest holders.

The following diagram illustrates the decision sequence.

Does the enterprise Evaluate using the explicit
hold a direct interest variable interest guidance
ina VIE? (section 3.3 and section 3.4)
No
\ 4
Are the total assets Economic risks and rewards are
of the VIE unique? not unique; not a variable interest
Yes

Economic risks and rewards are

unique; interest is a variable
interest

The economic risks and rewards of a legal entity’s assets that are not present in
the external marketplace are unique to the legal entity. Therefore, a contract
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that participates in some or all of those economic risks and/or rewards is a
variable interest in the legal entity. This is the case even if the legal entity is not
a counterparty to the contract that conveys the participation in that variability.

If the contract absorbs some of the legal entity’s variability from its total assets
that are not unigue to the legal entity (or is an interest in only specified assets,
see section 3.6), the contract generally is not an implicit interest in the legal
entity. This is because exposure to that variability is readily accessible
elsewhere in the marketplace. See Question 3.5.50 for guidance on how to
determine if a legal entity's total assets are unique.

We do not believe the nature of the assets affects whether an enterprise that
has a contract with the legal entity has a variable interest — i.e. whether the
assets of the legal entity are unique is irrelevant when evaluating explicit
interests.

Question 3.5.50

What factors are considered when evaluating
whether a legal entity’s assets are unique?

Interpretive response: \When determining whether the total assets of a legal
entity are unigue, an enterprise may consider the following factors.

Number of investors and market liquidity

Assets with few investors that trade in illiquid markets are less likely to be
unique.

More liquid/

more investors More unique

Less liquid/
fewer investors

Less unique

Assets available in liquid markets are generally not unique — e.g. treasuries,
exchange-traded equity securities, public debt, rated debt, agency mortgage-
backed securities.

Assets not available in a liquid market may be unique — e.g. specifically
identified trade or loan receivables, physical assets, certain over-the-counter or
thinly-traded equity instruments, lease receivables.

Risk and reward profile

Individual assets that are not themselves unique may be accumulated in such a
way that the legal entity’s total economic risk and/or reward profile is unique.
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Unique portfolio

Non-unique asset

Non-unique asset

Unique economic risk/

Non-unique asset reward profile

Non-unique asset

Non-unique asset

For example, a legal entity may hold only securities that are actively traded in a
liquid market — e.g. a collateralized debt obligation entity (CDO) that holds only
highly liquid debt securities. However, those securities may have been
accumulated, and are managed, in a way that makes the risk and/or reward
profile of the CDO itself unique. Therefore, an enterprise with an indirect
interest in greater than 50% of the debt securities (see section 3.6 for guidance
on interests in specified assets) may not have an implicit interest in the CDO,
but an enterprise with an indirect interest in securities issued by the CDO may.

The reverse may also be true. We believe the individual commercial loans held
by a collateralized loan obligation entity (CLO) are often unique assets, but the
rated securities issued by the CLO typically are not. Therefore, an enterprise
with an indirect interest in greater than 50% of the commercial loans (see
section 3.6 for guidance on interests in specified assets) may have an implicit
interest in the CLO, but an enterprise with an indirect interest in securities
issued by the CLO may not.

Determining whether a legal entity’s assets are unique requires judgment and
should be based on all relevant facts and circumstances.

Question 3.5.60

Can a contractual arrangement with an implicit

variable interest holder in a legal entity be an
implicit variable interest in the legal entity?

Interpretive response: Yes. In certain circumstances implicit variable interests
may absorb a portion of the variability of other implicit variable interests.
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For example, this could occur if an enterprise (Guarantor1) executes the
following contracts whereby it:

— guarantees Legal Entity’s return to an explicit variable interest holder; and
— offsets that risk to second enterprise (Guarantor2).

Guarantee

Guarantor1 Guarantor2

Variability from

I
Variability from + | Legal Entity

Legal Entity | |

: | Guarantee
! 4

Investor

Explicit
variable
interest

In this situation, both Guarantor1 and Guarantor2 may have implicit variable
interests in Legal Entity. Guarantor2’s implicit variable interest reduces the
variability absorbed by Guarantor1’s implicit variable interest but may not
entirely offset it (see Question 3.5.110).

Noncontractual variable interests

Question 3.5.70

Can a noncontractual arrangement outside a legal
entity create an implicit variable interest?

Interpretive response: Yes. An enterprise may have an implicit variable
interest in legal entity through a noncontractual arrangement with a variable
interest holder.

Noncontractual implicit variable interests arise more often in transactions that
involve related parties. The existence of related party relationships can
significantly affect the analysis of whether a legal entity is a VIE (see chapter 4)
and who consolidates the VIE (see chapter 6). As a result, an enterprise should
evaluate whether it has an implicit variable interest in a legal entity in which a
related party has an explicit interest. This evaluation should be done even if the
enterprise believes its possible implicit variable interest in a legal entity is
quantitatively minor. [810-10-25-51 - 25-54]
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Question 3.5.80
What are some factors to consider when

determining whether a noncontractual implicit
variable interests exist?

Interpretive response: The follow table includes some of the factors to
consider in determining whether a noncontractual implicit variable interest

exists.

Nature of the relationship
with other variable interest
holders, including whether
another variable interest
holder has the ability to
control the reporting
enterprise

Factors to consider Examples

The CEO of an enterprise also has a controlling
financial interest in a legal entity that is the only
supplier of a product or service to the enterprise.

This may indicate that the enterprise has implicitly
guaranteed that the legal entity will not incur
losses from the supply arrangement.

Nature of the economics
between the enterprise and
other variable interest
holders

Parent has a controlling financial interest in an
enterprise but owns less than 100%. Parent wholly
owns another legal entity.

This may indicate that there is an economic
incentive for Parent to cause the enterprise to
provide financial support to the legal entity. See
Question 3.5.90 for additional considerations
relevant to related party relationships.

Restrictions or regulations
under which the enterprise
operates

Legal entity is subject to possible punitive
regulatory action. Direct or indirect financial
support from the enterprise is necessary to
prevent or cure such action.

Conversely, an enterprise may be subject to laws
and regulations that make it a conflict of interest or
illegal to provide support to a legal entity that it is
not contractually obligated to provide.

Governance provisions or other controls that apply
to the enterprise may also preclude it from
providing support to a legal entity. For example, a
lessee may be unable to provide support to its
related party lessor that it is not contractually
obligated to provide if the lessee has an
independent board or committee of the board that:

— is required to review related party leasing
transactions; and

— can approve them only if they are determined
to be on market terms; see Question 3.5.90
for additional guidance on related party leases.

Whether other parties that
are involved with the
enterprise or legal entity
believe that an implicit
variable interest exists

The interest offered on debt issued by an SPE may
be lower if there is a reasonable expectation in the
market that a sponsoring enterprise will provide
financial support to the legal entity in the event of
default.

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved

171



Consolidation
3. Is the interest a variable interest?

Factors to consider ‘ Examples

Whether the enterprise has When an enterprise has previously provided
provided support that it was support to a legal entity that it was not obligated to
not obligated to provide to provide, this may indicate that it would do so again
the legal entity in the past — either for that legal entity or for similar legal

entities with which it is involved.

In some cases, an enterprise’s history of providing
support that it was not obligated to provide may
establish a reasonable expectation in the market
that the enterprise would provide support in the
future.

Question 3.5.90

Does an enterprise evaluate a plain vanilla

operating lease for an implicit variable interest if it
involves a related party?

Background: An operating lease is not a variable interest in the lessor if it is a
plain vanilla operating lease. A ‘plain vanilla’ operating lease does not contain
off-market purchase or renewal options or residual value guarantees (see
Question 3.4.130). [810-10-55-39]

Interpretive response: Yes. One of the principal reasons for the guidance on
implicit variable interests was the concern that a lessee could avoid
consolidation of a related party lessor by protecting the lessor from losses
implicitly instead of explicitly.

Implicit protection from losses can take many forms. For example, it could be
implied reimbursement of losses or pressure (or control) to renew the lease at
an above-market rate of rent.

Related party leases that are more likely to result in the lessee having an
implicit variable interest in the lessor include when: [810-10-25-53 — 25-54]

— the lessee and lessor are under common control (see Question 3.8.230);

— the lessor is owned by a party with the ability to exercise significant
influence over the lessee — e.g. through ownership of a significant share of
the lessee’s voting stock; or

— the lessor is owned by a party with a significant role in the lessee’s
operations — e.g. a member of the lessee’s senior management, such as
the CEO or a member of the lessee’s board of directors.

However, private companies have an option not to apply the VIE guidance to
certain related party arrangements (see section 2.6).
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Example 3.5.40

Implicit variable interest in a leasing arrangement

This example is based on an example that appeared in Topic 810 before the
private company alternative for common control leasing arrangements was
effective (see section 2.6). Although the example was removed when the
alternative became effective, we believe it remains relevant for enterprises that
do not qualify for, or do not elect, the alternative.

Background

Lessor leases to Manufacturer a facility under an operating lease. The lease
was executed with market terms and contains no explicit residual value
guarantees or purchase options; it is not considered an explicit variable interest
in Lessor. The operating lease is the only contractual relationship between
Manufacturer and Lessor.

Lessor owns no assets other than the manufacturing facility being leased to
Manufacturer. Shareholder has a controlling financial interest in Manufacturer
and wholly owns Lessor. Shareholder guarantees Lessor’s debt.

Shareholder
Controlling

financial interest

100% ownership
interest

WERUERU G, — — — — — — —
Lease payments

Manufacturing

____________ facility
(leased asset)

Evaluation

The lease is a plain vanilla operating lease. However, Manufacturer should
consider whether the following conditions exist that suggest it has an implicit
variable interest in Lessor.

— Manufacturer effectively guarantees Shareholder’s investment in Lessor.

— Manufacturer is expected to make funds available to Lessor to prevent
Shareholder from paying out on its guarantee of Lessor’s debt. For
example:

— there is an economic incentive for Manufacturer to act as a guarantor or
to make funds available;

— Manufacturer has made funds available under similar circumstances in
the past;

— Manufacturer may act as a guarantor or make funds available without
that action being considered a conflict of interest or illegal.

The existence of an implicit variable interest does not affect lease classification
under Topic 842.
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Question 3.5.100

Can a noncontractual implicit variable interest arise
from an arrangement with an unrelated party?

Interpretive response: Yes. Noncontractual implicit variable interests are not
limited to arrangements that involve related parties. An enterprise should
consider all relevant facts and circumstances when evaluating whether a
reporting enterprise has a noncontractual implicit variable interest in an entity
(see Question 3.5.80). [810-10-25-51]

Question 3.5.110

How does the existence of an implicit variable

interest affect the variability absorbed by the
explicit variable interests?

Interpretive response: A legal entity’s variable interests collectively absorb all
of the economic risks and rewards that the entity is designed to create and
pass along to its interest holders. When a legal entity has implicit and explicit
variable interests, a portion of the variability directly absorbed by the explicit
variable interests shifts to the implicit variable interests. As a result, the
variability absorbed by the implicit variable interests reduces the variability
absorbed by the explicit variable interests.

However, the amount of the variability absorbed by an implicit variable interest
holder may not entirely offset the variability that the explicit holder believes it is
transferring. This occurs because the explicit variable interest holder is exposed
to the implicit variable interest holder’s credit risk. The explicit variable interest
holder retains some variability in the legal entity due to the risk of default by the
implicit variable interest holder.

It also occurs if the implicit variable interest is noncontractual because there is
no legal obligation requiring the implicit variable interest holder to absorb the
legal entity’s variability. The explicit variable interest holder retains some
variability in the legal entity due to the risk of nonperformance by the implicit
variable interest holder.

As a result of these sources of retained exposure, the variability expected to be
absorbed by implicit variable interests may exceed the actual reduction in
variability that the explicit variable interest holders expected.
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Question 3.5.120
Are a legal entity’s variable interest holders re-

evaluated when an enterprise provides support that
it is not obligated to provide?

Interpretive response: Generally, yes. WWhen an enterprise provides a legal
entity support that it is not obligated to provide, this generally creates new
variable interests.

This situation occurs most often in investment management structures
whereby an enterprise serves as the sponsor to many different investment
entities (see Question 3.5.130).

When a sponsor provides support to an investment entity that the sponsor is
not obligated to provide, we believe the sponsor obtains:

— a new explicit variable interest in that investment entity in the form of the
actual support provided, which may be ongoing (e.g. if the support is a
standby letter of credit); and

— anew implicit variable interest to provide future support to that investment
entity.

Providing support to one investment entity may also create a new implicit
interest for the sponsor to provide support to other investment entities. \We
believe the sponsor has an implicit interest in other sponsored investment
entities if investors have a reasonable expectation that the sponsor would
provide similar support. Investors may have that expectation if the investment
entities in which they invest are similar to the investment entity that the
sponsor has supported in the past (through one-time support or ongoing
support).

See Question 3.5.80 for additional discussion of the factors to consider when
determining whether a noncontractual implicit variable interest exists.

Implicit variable interests

Other entities
(similar to Legal Entity)

I Implicit Potential Explicit
I variable Support
interest support interest

|
|
|
future | variable
|
|
|
|

|
| |
| |
| |
| |
| |
| |
| |
| |
v v

Legal Entity

There may be some scenarios in which an enterprise provides a legal entity
support that it is not obligated to provide but does not have a variable interest in
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the entity itself. We believe a variable interest in the legal entity is not created
if:
— the support is limited to absorbing the variability of specified assets of the

legal entity that do not comprise more than 50% of the entity’s total assets
(see section 3.6); and

— the enterprise is willing and able to assert that it would not provide support
for losses arising from other assets of the legal entity if such losses
occurred.

The nature of the variability absorbed by the implicit variable interest depends
on the nature of the support actually provided and the risks that explicit variable
interest holders in the legal entity would have absorbed in the absence of the
support.

Question 3.5.130

What are common sources of support a sponsor
may provide to an investment entity?

Background: During past economic downturns, investment entities have
experienced losses for a variety of reasons — e.g. as a result of turmoil in the
credit markets. Losses have often led to rating agency downgrades of
securities issued by those investment entities and declines in the securities’ fair
values.

Sponsors of investment entities that suffer the effects of economic downturns
may provide support to the entities they sponsor even if they are not
contractually required to do so. Sponsors may choose to support these entities
to limit the downward fluctuations in fair value of the related investment
securities and reduce the economic losses of the investors.

Investment entities include, but are not limited to, structured investment
vehicles (SIVs), mutual funds, collateralized debt obligation entities;
collateralized loan obligation (CLO) entities, hedge funds, separate accounts,
bank common and collective trust funds, and commercial paper (CP) conduits.

Interpretive response: Common types of financial support provided by
sponsors/advisors include the following (not exhaustive):

— capital contributions;

— agreements to purchase assets at an amount above fair value — e.g. at par
value when the fair value is less than par;

— agreements to purchase interests issued by the investment vehicle for the
sponsor’'s own account to create liquidity;

— guarantees of principal and interest;

— guarantees of a specific financial instrument held by the investment vehicle,
including partial guarantees;

— liquidity support agreement;

— standby letters of credit; and

— assertions that support may be provided.
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Question 3.5.140

Does an investment manager waiving its fee create
a variable interest in an investment entity?

Background: Investment managers of investment entities (funds) generally
earn a fee that is based on a percentage of the fair value of the assets under
management. During periods of economic downturn, some managers choose
to waive all or a portion of their management fees for a limited period of time.

Interpretive response: No. \We believe a limited management fee waiver by an
investment manager does not cause the investment manager to have an
implicit variable interest in a fund.

The purpose of a management fee is to compensate the manager for its
ongoing duties to manage the fund’s investments. A limited fee waiver does
not absorb the risks that a fund was designed to create and distribute to its
interest holders. Instead, we believe waiving the management fee for a limited
period of time can be viewed as a reduction in compensation to the manager
for substandard performance — i.e. failing to fulfill its duty to effectively manage
the fund’s investments.

However, when an investment manager waives its fees for more than a limited
period, additional analysis is necessary. Extended waivers may suggest that the
overall fee arrangement is not commensurate and customary for the services
performed (see section 3.8). In that case, the fee is a variable interest.

Other types of support provided by an investment manager may themselves
represent an implicit variable interest (see Question 3.5.120).

Specified assets

I_:E Excerpt from ASC 810-10

Variable Interest Entities
> Consolidation Based on Variable Interests
>> Variable Interest and Interests in Specific Assets of a VIE

25-55 A variable interest in specified assets of a VIE (such as a guarantee or
subordinated residual interest) shall be deemed to be a variable interest in the
VIE only if the fair value of the specified assets is more than half of the total
fair value of the VIE's assets or if the holder has another variable interest in the
VIE as a whole (except interests that are insignificant or have little or no
variability). This exception is necessary to prevent a reporting entity that would
otherwise be the primary beneficiary of a VIE from circumventing the
requirement for consolidation simply by arranging for other parties with
interests in certain assets to hold small or inconsequential interests in the VIE
as a whole. The expected losses and expected residual returns applicable to
variable interests in specified assets of a VIE shall be deemed to be expected
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losses and expected residual returns of the VIE only if that variable interest is
deemed to be a variable interest in the VIE.

25-56 Expected losses related to variable interests in specified assets are not
considered part of the expected losses of the legal entity for purposes of
determining the adequacy of the equity at risk in the legal entity or for
identifying the primary beneficiary unless the specified assets constitute a
majority of the assets of the legal entity. For example, expected losses
absorbed by a guarantor of the residual value of underlying asset are not
considered expected losses of a VIE if the fair value of the underlying asset is
not a majority of the fair value of the VIE's total assets.

An interest in specific assets of a legal entity is not a variable interest in the
legal entity if:

— the fair value of the specific assets is 50% or less of the fair value of the
legal entity; and
— the holder has only an insignificant other variable interest in the legal entity.

Such an interest is referred to as an ‘interest in specified assets’. An interest in
specified assets is generally excluded when applying the guidance on
determining whether a legal entity is a VIE and if so, what party (if any) should
consolidate it. [810-10-25-55 — 25-56]

However, there is a particular subset of interests in specific assets of a VIE that
require separate analysis: silo VIEs. A silo VIE's assets, liabilities and other
interests are essentially segregated economically from the rest of VIE.

— This section generally addresses matters involving interests in specific
assets that are not silo VIEs.
— Section 3.7 addresses matters involving silo VIEs.

Interaction between the guidance for specified assets and the guidance for silo
VIEs is complex, and careful consideration of the facts is necessary when
evaluating. [810-10-25-57]

Question 3.6.10

How is the guidance on interests in specified assets
applied?

Interpretive response: An interest in specific assets of a legal entity is not a

variable interest in the entity itself only if both of following criteria are met: [810-
10-25-55]

— the fair value of the specific assets represents 50% or less of the fair value
of the legal entity’s total assets (after removing any silo VIEs, see Question
3.6.30); and

— the holder of the interests in the specific assets has only an insignificant
other variable interest in the legal entity, if any.

If the criteria are met, the interest is referred to as an ‘interest in specified
assets’. The variability absorbed by interests in specified assets is excluded
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from the legal entity’s total variability when applying the VIE guidance (see
Question 3.6.40).

Conversely, an interest in specific assets represents a variable interest in the
legal entity itself if the fair value of the specific assets represents more than
50% of the fair value of the legal entity’s total assets. Such an interest would
generally shield the equity-at-risk group from absorbing the legal entity’s
expected losses. If the equity-at-risk group is shielded from absorbing the legal
entity’s expected losses, the third VIE characteristic is triggered and the legal
entity is a VIE (see Question 4.5.10).

The following decision tree illustrates how to determine whether an interest
that conveys to a holder the right to absorb variability from only certain assets

of an entity (‘specific assets’) meets the definition of specified assets. (810-10-25-
56]

Specific asset fair
value > 50% of
legal entity’s total No
asset fair value?

\ 4
Enterprise holds
another variable

interest in the legal

entity?

Variable interest in

the legal entity
[810-10-25-55] Yes

No

Variable interest in

specified assets
[810-10-25-55]

Exclude when
evaluating adequacy
of equity at risk/
identifying primary
beneficiary
[810-10-25-56]

l If legal entity is a

VIE

\ 4
Include when
evaluating adequacy . .
of equity at risk/ Czt?éienrczﬂo
identifying primary (section 3.7)
beneficiary :

[810-10-25-56]
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Although an interest in specified assets is excluded when evaluating the legal
entity that holds the assets, further analysis is required if it is determined that
the legal entity is a VIE (see Question 3.6.30).

Question 3.6.20

Can an undivided interest be an interest in specified
assets or a potential silo?

Interpretive response: No. If an enterprise owns an undivided interest in each
of a legal entity’'s assets and is proportionately liable for its share of each of the
liabilities, it generally accounts for its investment in the legal entity under the
equity method of accounting. [323-10-15-3 - 15-11, 323-30-15-1 — 15-4, 970-323-25-12]

However, there is an exception if the investor enterprise and the legal entity
operate in the construction or extractive industries. In that situation, the
enterprise applies the recognition and measurement principles in Topic 323
(equity method), but may present its proportionate share of the legal entity’s
individual assets, liabilities and operations. [810-10-45-14, 910-810-45-1, 930-810-45-1,
932-810-45-1]

A similar exception exists for undivided interests in real property that is not
subject to joint control if certain conditions are met. [970-810-45-1]

See section 2.3 of KPMG Handbook, Equity method of accounting, for
additional guidance on how to account for undivided interests.

Question 3.6.30

How does the guidance on interests in specified
assets and silo VIEs interact?

Interpretive response: The interaction of the guidance on interests in specified
assets and silo VIEs is complex and often requires judgment. Not all interests in
specified assets of a legal entity are silo VIEs. Similarly, silo VIEs are not always
interests in specified assets. Either one can exist without the other, and both
can exist within one entity.

An interest in specified assets of a legal entity may be a potential silo if: [810-10-
25-57 — 25-58]

— the interest is in an asset whose fair value comprises < 50% of the fair
value of the legal entity’s total assets — i.e. meets the interest in specified
assets criterion in Question 3.6.10; and

— it is economically segregated (see section 3.7).
An interest in specific assets of a legal entity may be a potential silo if:

— the interest is in an asset whose fair value comprises > 50% of the fair
value of the legal entity’s total assets — i.e. does not meet the interest in
specified assets criterion in Question 3.6.10; and

— it is economically segregated (see Question 3.7.40).
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Analyzing interests in specified assets and potential silos is more complex
when both may be present in a legal entity. The following steps explain how an
enterprise applies the guidance on interests in specified assets and silo VIEs.

Identify any potential Potential silos
silos and interests in See section 3.7

specified assets . e
Interests in specified assets

Interests in assets whose fair values
comprise < 50% of the fair value of the legal
entity’s total assets (see Question 3.6.10)

Next step
Go to Step 2
If there are no Silo VIEs:
potential silos: A potential silo is a silo VIE if the residual
— Go straight to entity is a VIE.
Step 3a Evaluating the residual entity:
If there are potential The ‘residual entity’ is defined as the actual
silos: legal entity excluding interests in specified
— Determine if the assets. If the fair value of the potential silo’s
potential silos are assets comprises:
silo VIEs —i.e.if the | — 5 50% of the fair value of the legal
residual entity is a entity’s total assets = the potential silo
VIE ' stays in the residual entity when
— Separate silo VIEs evaluating whether the residual entity is
from the legal a VIE. This typically results in the
entity, leaving a residual entity being a VIE (see
host VIE. Question 3.6.10)

— < 50% of the fair value of the legal
entity’s total assets = the potential silo
(along with other interests in specified
assets of the legal entity that are not
potential silos) is removed from the
legal entity when evaluating whether
the residual entity is a VIE.

Next step:

If there are no other interests in specific
assets of the host VIE:

Determine which party, if any, is the primary
beneficiary of the host VIE and each of the
silo VIEs under the VIE consolidation model.
STOP

If there are interests in specific assets of
the host VIE:

Go to Step 3

If the residual entity is not a VIE:

The potential silo is not a silo VIE. The legal
entity is a VOE and is analyzed for
consolidation under the VOE consolidation
model.

STOP
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Identify variable
interests in the host
VIE

Determine which

party is the primary

beneficiary of the:

— host VIE (if any);
and

— eachsilo VIE
identified in Step 2

Variable interests in the host VIE include:

An interest in specific assets whose fair
value comprises > 50% of the fair value of
the host VIE's total assets

Variable interests in the host VIE
exclude:

An interest in specific assets whose fair
value comprises < 50% of the fair value of
the entity's total assets

For the host VIE and each silo VOE:

Determine which party, if any, is the primary
beneficiary under the VIE consolidation
model.

The primary beneficiary must have a variable
interest in the VIE. An enterprise with a
variable interest in specified assets of the
host VIE (versus an interest in the entire
host VIE) cannot be the host VIE's primary
beneficiary.

STOP

Analyze interests in
specific assets.

Determine if the
residual entity is a VIE

Analyzing interests in specific assets:

See Question 3.6.40. An interest in assets
whose fair value comprises:

— > 50% of the fair value of the legal
entity’s total assets = interest in the
legal entity.

— < 50% of the fair value of the legal
entity’s total assets = interest in
specified assets of the legal entity

Evaluating the residual entity:

The 'residual entity’ is defined as the actual
legal entity excluding interests in specified
assets. If the interest is in assets whose fair
value comprises:

— > 50% of the fair value of the legal
entity’s total assets—> the interest stays
in the residual entity when evaluating
whether the residual entity is a VIE.
This typically results in the residual
entity being a VIE (see Question 3.6.10)

— < 50% of the fair value of the legal
entity’s total assets > the interest is
removed from the legal entity when
evaluating whether the residual entity is
a VIE.

If the residual entity is a VIE:
Determine which party, if any, is the primary

beneficiary under the VIE consolidation
model.

The primary beneficiary must have a variable
interest in the VIE. An enterprise with a
variable interest in specified assets of the
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legal entity (versus an interest in the entire
legal entity) cannot be the VIE's primary
beneficiary.

STOP

If the residual entity is a VOE:

Determine which party, if any, has a
controlling financial interest under the VOE
consolidation model.

STOP

Question 3.6.40

What effect do interests in specified assets have on
the variability absorbed by a legal entity’s variable
interests?

Interpretive response: An interest in specified assets of a legal entity and the
related variability from the assets are excluded from the legal entity when
applying the VIE guidance. As a result, identifying an interest in specified assets
creates a residual entity — i.e. the entity that remains after removing the
variability from the specified assets and the related interests in those assets. As
a reminder, an ‘interest in specified assets’ is an interest in assets whose fair
values comprise 50% or less of the fair value of the legal entity’s total assets
(see Question 3.6.10). [810-10-25-56]

In the following diagram, the areas shaded in blue are excluded when
determining whether the entity is a VIE and what party, if any, consolidates it.

| Interests |
2 »
Fe| S 3
“— (] n >
c = =
2 |- 23
@© T =l
(o)) > C ®
O |- 2>
— 3 )
o
Absorber of Absorber of
residual specified
entity asset

variability variability

Excluding the variability from specified assets often results in a lower likelihood
that the residual entity is a VIE. For example, a residual value guarantee in a
lease may represent an interest in specified assets. If it does, the expected
losses from the leased asset subject to the guarantee are excluded from the
expected losses of the residual lessor entity. This can result in the residual
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lessor entity needing less equity at risk to demonstrate that it can finance its
operations without additional subordinated financial support (see section 4.3).

However, there are situations in which excluding the variability from interests in
specified assets results in the residual entity being a VIE even if the legal entity
in its totality otherwise would be a VOE. This is more common when the entire
legal entity comprises individual interests in specified assets because the
residual entity would be left with no equity at risk (see Question 4.3.70).

If the residual entity is not a VIE If the residual entity is a VIE

The entire legal entity (including the The entire VIE is evaluated under the VIE

interest in specified assets) is evaluated consolidation model. The holder of the

for consolidation under the VOE interest in specified assets cannot be the

consolidation model (see Question VIE's primary beneficiary. This is because

3.7.10). the interest in specified assets is not a
variable interest in the VIE (see Question
3.6.10).

Analyzing interests in specific assets of a legal entity is more complex when silo
VIEs are also present in the legal entity. This is because silo VIEs are separated
from the legal entity, leaving a host VIE.

— Question 3.6.30 includes steps that explain how an enterprise analyzes a
legal entity when there are interests in specified assets of the legal entity,
potential silos in the legal entity, or both.

— Question 3.7.70 illustrates the effect that interests in silo VIEs have on the
variability absorbed by an interest in specified assets.

Computing the variability to be absorbed can be complex. See chapter 10
provides guidance on computing expected losses and residual returns.

Question 3.6.50

Does an enterprise have a variable interest in a

legal entity if together with its related parties it
holds interests in specific assets that collectively
put it over the 50% threshold?

Interpretive response: Yes. An enterprise and its related parties (see section
6.5.20) may have multiple interests in separate groups of specified assets in a
legal entity with each interest comprising 50% or less of the total fair value of
the entity’s assets. However, if collectively the interests comprise more than
50% of the fair value of the legal entity's assets, we believe the enterprise and
its related parties each have a variable interest in the entity.

For example, an enterprise provides credit support to one third of a legal
entity’s assets and its related party provides liquidity support to a second third
of the same legal entity's assets. In this example, the specified assets in which
the enterprise and its related party have an interest collectively represents
greater than 50% of the fair value of the legal entity’s assets. Therefore, we
believe the enterprise and its related party each have a variable interest in the
legal entity. The expected variability that is absorbed by those interests is
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included in the legal entity’s expected losses when evaluating equity at risk (see

section 4.3) and when identifying the primary beneficiary (see chapter 6). [810-10-
25-56]

Question 3.6.60

Do unrelated parties have variable interests in a

legal entity if their interests in specific assets
collectively put them over the 50% threshold?

Interpretive response: No. If multiple unrelated parties hold interests in
separate specified assets, an individual interest is a variable interest in the legal
entity only if the fair value of the specified asset(s) represents greater than 50%
of the entity’s total assets (unless the holder has an other variable interest, see
Question 3.6.10).

For example, a lessor entity with multiple leased assets has separate residual
value guarantees provided by multiple unrelated guarantors. None of the
guarantors individually provide guarantees on an asset (or assets) whose fair
value comprises more than 50% of the lessor entity’s fair value. Therefore,
none of the guarantors have a variable interest in the lessor entity.

A similar situation often arises in securitization transactions. In those
transactions, many unrelated financial institutions transfer financial assets into a
legal entity and provide credit or liquidity support only to the individual assets
that they transferred. If none of the transferors individually support assets
whose fair value comprises more than 50% of the transferee entity’s fair value,
none have a variable in the transferee entity.

Question 3.6.70

Can an interest rate swap be an interest in specified
assets?

Interpretive response: No. \We believe an interest rate swap is a general
obligation of a legal entity and not an interest in specified assets. The payments
made to and from the legal entity and the counterparty are not generally
dependent on cash flows generated by specified assets of the entity.

However, interest rate swaps often are a creator of variability; creator
characteristics are discussed in section 3.3.40.
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Silos

Variable Interest Entities
> Consolidation Based on Variable Interests
>> Variable Interest and Interest in Specific Assets of a VIE

25-57 A reporting entity with a variable interest in specified assets of a VIE
shall treat a portion of the VIE as a separate VIE if the specified assets (and
related credit enhancements, if any) are essentially the only source of payment
for specified liabilities or specified other interests. (The portions of a VIE
referred to in this paragraph are sometimes called silos.) That requirement
does not apply unless the legal entity has been determined to be a VIE. If one
reporting entity is required to consolidate a discrete portion of a VIE, other
variable interest holders shall not consider that portion to be part of the larger
VIE.

25-58 A specified asset (or group of assets) of a VIE and a related liability
secured only by the specified asset or group shall not be treated as a separate
VIE (as discussed in the preceding paragraph) if other parties have rights or
obligations related to the specified asset or to residual cash flows from the
specified asset. A separate VIE is deemed to exist for accounting purposes
only if essentially all of the assets, liabilities, and equity of the deemed VIE are
separate from the overall VIE and specifically identifiable. In other words,
essentially none of the returns of the assets of the deemed VIE can be used by
the remaining VIE, and essentially none of the liabilities of the deemed VIE are
payable from the assets of the remaining VIE.

As discussed in section 3.6, sometimes the contractual arrangements within a
legal entity economically segregate a portion of the legal entity’'s assets, related
liabilities and certain other interests from the rest of the legal entity’s assets
and related variable interests.

A segregated group of assets, liabilities and other interests is referred to as a
potential silo. A potential silo exists only if essentially none of the assets of the
potential silo can be used by the rest of the legal entity and essentially none of
the liabilities of the potential silo can satisfied by the assets by the rest of the
legal entity. [810-10-25-58]

Specified liabilities/
Interests

Specified assets Potential silo

A potential silo is accounted for separately as a silo VIE only if the residual entity
is a VIE. The residual entity is the legal entity minus any interests in specified
assets. An interest in specified assets is an interest in assets whose fair values
comprise 50% or less of the fair value of the legal entity’s total assets (see
section 3.6). As a result, when considering the residual entity to determine

© 2023 KPMG LLP, a
nember firms affiliated w

> limited liability partnership and a member firm of the KPMG globe
MG International Limited, a private English company limited by guara

186



Consolidation
3. Is the interest a variable interest?

whether it is a VIE, the potential silo is removed if it is an interest in specified
assets.

A potential silo that is not an interest in specified assets (because the fair value
of its assets comprises greater than 50% of the legal entity’s total assets), is
not removed from the legal entity when determining whether the residual entity
is a VIE. This situation typically results in the residual entity being a VIE because
the equity-at-risk group is shielded from absorbing expected losses (see
Question 3.6.10) [810-10-25-55 - 25-57]

If a silo VIE is identified in a VIE, the VIE consolidation guidance is applied
separately to:

— the silo VIE; and
— to the host VIE —i.e. the legal entity minus the silo VIE.

Question 3.7.10

Can a silo VIE exist within a legal entity that is not a
VIE?

Interpretive response: No. Silo VIEs exist only if the two following statements
are true. [810-10-25-57]

Essentially all of the assets, liabilities and equity of the potential silo are
separate from the overall entity and specifically identifiable.

The residual entity (the legal entity minus any interests in specified assets) is
a VIE.

Divisions, departments, branches and pools of assets subject to liabilities that
provide the creditor recourse only to specified assets are common and may
represent interests in specified assets (see section 3.6). However, these cannot
be silo VIEs if the residual entity is not a VIE. In that case, the entire legal entity
is evaluated under the VOE consolidation model.

The residual entity is the legal entity excluding the effects of interests in
specified assets (see section 3.6), if any. Recall that an interest in specified
assets is an interest in assets whose fair values comprise 50% or less of the
fair value of the legal entity’s total assets.

When constituting the residual entity, an enterprise must exclude all interests in
specified assets. An enterprise also excludes the potential silo being evaluated
if the potential silo’s assets meet the definition of specified assets —i.e. if the
fair value of the potential silo’s assets comprises 50% or less of the fair value of
the legal entity’s total assets and other interests in specified assets that are
unrelated to the potential silo.

Conversely, if the potential silo’s assets do not meet the definition of specified
assets — i.e. the fair value of the potential silo’s assets comprise more than
50% of the fair value of the legal entity's total assets — the residual entity
includes those assets (and the related interest in those assets) when evaluating
whether that residual entity is a VIE. The only interests that are excluded when
constituting the residual entity are those interests in specified assets —i.e.
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assets whose fair value comprise 50% or less of the fair value of the legal
entity's total assets.

If the fair value of the potential silo’s assets comprises more than 50% of the
fair value of the legal entity’s total assets, then the residual entity is typically a
VIE because the equity-at-risk group is shielded from absorbing expected losses
(see Question 3.6.10).

Question 3.6.30 includes steps that explain how an enterprise analyzes a legal
entity when there are interests in specified assets of the legal entity, potential
silos in the legal entity, or both.

Question 3.7.20

Can there be more than one silo VIE in a VIE?

Interpretive response: Yes. A common example of a VIE with multiple silo
VIEs is an SPE lessor. These entities are typically structured as follows.

Nonrecourse loan Nonrecourse loan Nonrecourse loan

SPE Lessor

Property 1 Property 2 Property 3

Lease agreement 1 Lease agreement 2 Lease agreement 3

In this structure:

— there is a single SPE lessor and the residual entity is a VIE;

— each leased property is leased to a different lessee;

— other than the leased properties (and the related leases), SPE Lessor holds
no other assets;

— the leased properties are each financed with separate nonrecourse
borrowings that do not contain cross-collateral provisions;

— only a trivial amount of the variability of the leased properties are absorbed
or received by the variable interest holders in the residual VIE;
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— in the event of default, each borrowing is collateralized by a pledge of the
respective leased property and an assignment of the respective lease
payments under the lease.

The use of nonrecourse debt with no cross-collateral provisions effectively
segregates the cash flows and assets associated with the multiple leases. The
economics of the single SPE Lessor are no different than if the transactions had
been structured as illustrated in the following diagram.

Nonrecourse Nonrecourse Nonrecourse
loan 1 loan 2 loan 3

SPE Lessor 1 SPE Lessor 2 SPE Lessor 3

Property 1 Property 2 Property 3
Lease Lease Lease
agreement 1 agreement 2 agreement 3

As a result, this arrangement results in the identification of three silo VIEs. Each
silo VIE is evaluated for consolidation as if it were a separate VIE. [810-10-25-58]

Before the VIE consolidation guidance was issued, the EITF addressed the
accounting for silos. Under that pre-VIE guidance, a lessee was required to
consolidate an SPE lessor only when substantially all of the activities of the SPE
involved assets that were leased to a single lessee, among other requirements.
The EITF's guidance no longer applies to enterprises that are subject to the VIE
guidance in Subtopic 810-10, but still applies to SPEs used by NFP entities that
apply Subtopic 958-810. [958-810-25-8, 55-9)]

Question 3.7.30
Can a specified asset and related liability be a

potential silo if the legal entity’s interest holders
share the asset’s returns?

Interpretive response: Generally, no. For a potential silo to exist, the specified
assets must represent essentially the only source of payment for the specified

liabilities or other interests. For the specified assets to represent essentially the
only source of payment, generally no more than a trivial amount of the
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economics associated with those assets (i.e. expected losses and returns) may

be absorbed or received by the variable interest holders in the residual VIE. [810-
10-25-58]

For example, a potential silo with an asset is financed 100% with nonrecourse
debt. The asset is owned by a VIE and the residual entity is a VIE. The equity
holder in the VIE receives the residual returns associated with the excess of the
fair value of the asset over the amount of debt repayments. The asset and
related nonrecourse debt do not represent a potential silo because the equity
holders in the VIE share in the asset’s residual returns.

Example 3.7.10

Lessor VIE with residual value guarantee and
purchase option

Background

Lessor leases an asset with a fair value that represents approximately 40% of
the fair value of its total assets. The leased asset is financed 100% with
nonrecourse debt. Residual entity (Lessor minus the potential silo, which is an
interest in specified assets) is a VIE.

Third Party Guarantor provides a residual value guarantee. The guaranteed
amount is equal to the expected future fair value of the leased property at the
inception of the lease.

Lessee has a purchase option to acquire the leased property at the end of the
lease term.

Lender
Nonrecourse
loan debt
Third-Party |
Guarantor Residual
value
guarantee

Financed 100%
w/ nonrecourse loan

Asset (40% of
fair value of Remaining
total Lessor assets
assets)
Lease
agreement w/ Multiple lease
purchase agreements
option

Other lessees
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Scenario 1: Purchase option at fair value

Lessee has a purchase option to acquire the leased property at its future fair
value at the end of the lease term.

Evaluation
The leased asset and related nonrecourse debt do not represent a silo VIE.

The equity participants in Lessor receive the residual returns associated with
the excess of the fair value of the leased asset over the guaranteed residual
value at the end of the lease term. Therefore, the equity investors are entitled
to more than a trivial amount of the asset's returns. To be a silo VIE, essentially
none of the returns of the assets of the potential silo can be used by the
residual VIE.

Lessee has a variable interest in specified assets of the Lessor instead of an
interest in the Lessor itself (see section 3.6).

Scenario 2: Fixed-price purchase option

Lessee has a purchase option to acquire the leased property at a fixed price at
the end of the lease term. The fixed price is equal to the residual value
guarantee amount.

Evaluation

The leased asset, related nonrecourse debt, residual value guarantee and
purchase option represent a silo VIE. The equity investors in the residual VIE are
entitled to essentially none of the leased asset's returns.

Question 3.7.40
Can a silo VIE exist if the fair value of the specific

assets represents more than 50% of the fair value of
the legal entity’s total assets?

Interpretive response: Yes. A potential silo arises when an interest in specific
assets represents essentially the only source of payment for specified liabilities
and other interests. We believe an enterprise should apply this guidance even if
the fair value of the specific assets represents greater than 50% of the total fair
value of the VIE's assets. Although Subtopic 810-10 states that this condition
causes an interest to be a variable interest in the legal entity, it does not

exempt the interest from potentially being a variable interest in a silo VIE. [810-
10-25-55 — 25-58]

However, if the fair value of the potential silo’s assets comprises more than
50% of the fair value of the legal entity’s total assets, the residual entity
includes those assets (and the related interest in those assets) when evaluating
whether the entity is a VIE. This is because the only interests that are excluded
when constituting the residual entity are interests in specified assets — i.e.
assets whose fair value comprises 50% or less of the fair value of the legal
entity’s total assets (see Question 3.7.10). Inclusion of the potential silo’s
assets (and the related interest in these assets) typically results in the residual
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entity being a VIE because the equity-at-risk group is shielded from absorbing
expected losses (see Question 3.6.10) [810-10-25-55 — 25-56]

Question 3.7.50

Can a fixed-price purchase option in an operating
lease be a variable interest in a silo VIE?

Interpretive response: Yes. A fixed-price purchase option in an operating lease
that relates to leased assets is a variable interest in a silo VIE if the residual
entity is a VIE and essentially all of the economics of the leased asset and
related liabilities and other instruments are segregated. [810-10-25-57 — 25-58]

If the purchase option is not an interest in a silo VIE, it may be an interest in
specified assets (section 3.6) if: [810-10-25-55 — 25-56]

— the purchase option relates to leased assets whose fair value comprises
50% or less of the fair value of the lessor’s total assets; and

— the lessee has only an insignificant other variable interest in the lessor
entity.

If one or both of these conditions are not met, a fixed-price purchase option is a
variable interest in the lessor entity. See section 3.4.40 for guidance on
evaluating operating leases, and section 3.4.20 for guidance on evaluating
derivatives.

Question 3.7.60
What effect do interests in a potential silo have on

the variability absorbed by a legal entity’s variable
interests?

Interpretive response: An interest in a potential silo and the related variability
from the assets are excluded from the rest of legal entity when applying the VIE
guidance to the residual entity if the fair value of the potential silo’s assets
comprise 50% or less of the fair value of the legal entity’s total assets (see
Question 3.7.10). The residual entity is the entity that remains after removing
the variability from the potential silo that represents an interest in specified
assets (and the related interests in the potential silo). [810-10-25-57]

If the fair value of the potential silo’s assets comprises more than 50% of the
fair value of the legal entity’s total assets, the residual entity includes those
assets (and the related interests in those assets) when evaluating whether the
entity is a VIE (see Question 3.7.40). This typically results in the residual entity
being a VIE because the equity-at-risk group is shielded from absorbing
expected losses (see Question 3.6.10) [810-10-25-55 — 25-56]

As discussed in section 3.6, excluding the variability from an interest in
specified assets (whether or not it is a potential silo) often results in a lower
likelihood that the residual entity is a VIE. For example, excluding the expected
losses from a potential leased asset silo results in the residual lessor entity
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needing less equity at risk to demonstrate that it can finance its operations
without additional subordinated financial support (see section 4.3).

However, there are situations in which excluding the variability from interests in
specified assets results in the residual entity being a VIE even if the legal entity
in its totality otherwise would be a VOE. This is more common when the entire
legal entity comprises individual interests in specified assets because the
residual entity would be left with no equity at risk (see Question 4.3.70).

If the residual entity is not a VIE, then no silo VIE exists. If no silo VIE exists, the
entire legal entity (including the potential silo) is evaluated for consolidation
under the VOE consolidation model.

If the residual entity is a VIE, the silo VIE and the 'host VIE' (i.e. the legal entity
minus the silo VIE) are separately evaluated under the VIE consolidation
guidance. The variable interest holders of the host VIE and the variable interest
holders of the silo VIE separately identify which holder, if any, is the primary
beneficiary of each.

Analyzing potential silos is more complex when other silo VIEs are also present
in the legal entity. This is because silo VIEs are separated from the legal entity
when constituting the residual entity (in addition to interests in specified assets
as discussed in Question 3.7.10). Question 3.6.30 includes steps that explain
how an enterprise analyzes a legal entity when there are interests in specified
assets of the legal entity, potential silos in the legal entity, or both.

Question 3.7.70
What effect do interests in a silo VIE have on the

variability absorbed by an interest in specific assets
of a legal entity?

Interpretive response: If a silo VIE exists, an interest in the specific assets of
the legal entity that is not related to (or part of) the silo VIE is more likely to be a
variable interest in the entity itself.

This is true because the fair value of the host VIE's total assets (i.e. the fair
value of the legal entity’s total assets minus the fair value of the specified
assets) will be lower than the legal entity’s total assets (see Question 3.6.30).
This results in a greater likelihood that the fair value of the specific assets will
comprise more than 50% of the fair value of the host VIE's total assets, making
the interest a variable interest in the legal entity itself (see section 3.6). Such an
interest would generally result in the host entity being a VIE because the equity-
at-risk group is shielded from absorbing the legal entity’'s expected losses (see
Question 3.6.10).

This will be the case even if the interest in specific assets was initially excluded
from the legal entity when evaluating whether the potential silo was a silo VIE
(see Question 3.7.10).

This situation is illustrated in the following diagram. In the diagram the legal
entity includes:
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— variability from a silo VIE (purple);

— variability from an interest in specific assets (blue); and

— other variability from the rest of the legal entity’s operations and assets
(white).

| Interests |

Absorber of
silo VIE
variability

Other variability
variability

Legal entity
Specific asset

Silo VIE | |
variability Absorber of  Absorber of
other specific asset
variability variability

Question 3.7.80

How is the primary beneficiary of a silo VIE
determined?

Interpretive response: A silo VIE is accounted for as if it were a separate VIE.
As a result, the same requirements that apply in determining the primary
beneficiary of a VIE apply in determining the primary beneficiary of a silo VIE.

Chapter 6 explains how to identify a VIE's primary beneficiary. In short, the
primary beneficiary of a silo VIE, if any, is the variable interest holder in the silo
VIE that possesses both of the following criteria.

A The power to direct the activities that most significantly impact the silo VIE's

The obligation to absorb losses of the silo VIE or the right to receive benefits
from the silo VIE that could potentially be significant to the silo VIE

economic performance
ﬂ

Question 3.7.90

How does identifying a potential silo affect
consolidation procedure?

Interpretive response: The effect of identifying a potential silo on a parent
enterprise’s consolidation procedure differs depending on whether the residual
entity is a VIE or a VOE.
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Potential silo in a VOE

If the residual entity (i.e. the legal entity minus interests in specified assets) is
not a VIE, then no silo VIE exists. If no silo VIE exists, the entire legal entity
(including the potential silo) is evaluated for consolidation under the VOE
consolidation model (see Question 3.7.70).

The enterprise that has a controlling financial interest in the VOE, if any,
consolidates all of the legal entity’s operations, assets, liabilities and NCl —i.e. it
includes the operations, assets, liabilities and NCI of the potential silos.

Potential silo in a VIE

If a residual entity (i.e. the legal entity minus interests in specified assets) is a
VIE, then the silo VIE and the host VIE (the legal entity minus the silo VIE) are
separately evaluated under the VIE consolidation guidance. The silo VIE and the
host VIE each individually identify which variable interest holder, if any, is the
primary beneficiary (see Question 3.7.60).

The primary beneficiary of the silo VIE, if any, consolidates only the operations,
assets, liabilities and NCI of the silo VIE.

The primary beneficiary of the host VIE, if any, consolidates only the operations,
assets, liabilities and NCI of the host VIE. We believe the primary beneficiary of
the host VIE excludes from its consolidated financial statements the operations,
assets, liabilities and NCI of the silo VIE, even if the silo VIE has no primary
beneficiary.

Decision-maker fees

Principal or agent

I_Ta Excerpt from ASC 810-10

20 Glossary

Decision Maker — An entity or entities with the power to direct the activities of
another legal entity that most significantly impact the legal entity’s economic
performance according to the provisions of the Variable Interest Entities
Subsections of Subtopic 810-10.

Decision-Making Authority — The power to direct the activities of a legal
entity that most significantly impact the entity’s economic performance
according to the provisions of the Variable Interest Entities Subsections of
Subtopic 810-10.
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Variable Interest Entities

> Implementation Guidance

>> Identifying Variable Interests

>>> Fees Paid to Decision Makers or Service Providers

55-37 Fees paid to a legal entity’s decision maker(s) or service provider(s) are
not variable interests if all of the following conditions are met:

a. The fees are compensation for services provided and are commensurate
with the level of effort required to provide those services.

b. Subparagraph superseded by Accounting Standards Update No. 2015-02.

c. The decision maker or service provider does not hold other interests in the
VIE that individually, or in the aggregate, would absorb more than an
insignificant amount of the VIE's expected losses or receive more than an
insignificant amount of the VIE's expected residual returns.

d. The service arrangement includes only terms, conditions, or amounts that
are customarily present in arrangements for similar services negotiated at
arm'’s length.

e. Subparagraph superseded by Accounting Standards Update No. 2015-02.

f.  Subparagraph superseded by Accounting Standards Update No. 2015-02.

55-37A Paragraph superseded by Accounting Standards Update No. 2015-02

55-37B Facts and circumstances should be considered when assessing the
conditions in paragraph 810-10-55-37. An arrangement that is designed in a
manner such that the fee is inconsistent with the decision maker's or service
provider's role or the type of service would not meet those conditions. To
assess whether a fee meets those conditions, a reporting entity may need to
analyze similar arrangements among parties outside the relationship being
evaluated. However, a fee would not presumptively fail those conditions if
similar service arrangements did not exist in the following circumstances:

a. The fee arrangement relates to a unique or new service.
b. The fee arrangement reflects a change in what is considered customary for
the services.

In addition, the magnitude of a fee, in isolation, would not cause an
arrangement to fail the conditions.

55-37C Fees or payments in connection with agreements that expose a
reporting entity (the decision maker or the service provider) to risk of loss in
the VIE would not be eligible for the evaluation in paragraph 810-10-55-37.
Those fees include, but are not limited to, the following:

Those related to guarantees of the value of the assets or liabilities of a VIE
Obligations to fund operating losses

Payments associated with written put options on the assets of the VIE
Similar obligations, such as some liquidity commitments or agreements
(explicit or implicit) that protect holders of other interests from suffering
losses in the VIE.

00 oo
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Therefore, those fees should be considered for evaluating the characteristic in
paragraph 810-10-25-38A(b). Examples of those variable interests are
discussed in paragraphs 810-10-55-25 and 810-10-55-29.

55-38 Fees paid to decision makers or service providers that do not meet all of
the conditions in paragraph 810-10-55-37 are variable interests.

It is not unusual for the equity investors in a legal entity to delegate decision-
making authority to a party that has little or no traditional variable interests in
the entity. A decision-maker has a significant impact on the legal entity's
economic performance and the variability absorbed by the variable interest
holders. In some situations, it may be difficult to determine whether the
decision-maker is acting as an agent for the variable interest holders —i.e. in a
fiduciary capacity — or as a principal for its own account.

The FASB established conditions that, if met, qualify the decision-maker or
service provider (referred to as a ‘decision-maker’) as an agent. A decision-
maker that is an agent does not have a variable interest in the legal entity
through its fee arrangement and cannot consolidate the entity.

If the conditions are not met, the decision-maker is considered a principal. A
decision-maker that is a principal has a variable interest in a legal entity through
its fee arrangement and may need to consolidate the legal entity. [810-10-55-38]

A decision-maker’s fee is not a variable interest in a legal entity if: [810-10-65-37,
55-37B]

— its fees are commensurate and customary for the services performed; and

— the aggregate other variable interests held by the decision-maker (and its

indirect interests held through its related parties, see section 3.8.20), if any,

absorb only an insignificant amount of the legal entity’s variability.

Decision-maker

Decision-making

authority
Activities of
Legal Entity
. Variable
Economic I
Variability Interest
performance of
; holders
legal entity
Legal Entity
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Question 3.8.10

How does a decision-maker determine if its fees are
variable interests in a legal entity?

Interpretive response: The following decision tree describes how a decision-
maker evaluates whether its fees are variable interests.

Does the arrangement expose the
decision maker to risk of loss in the VIE? Yes

No

Are the fees compensation for services
provided and commensurate with the
level of effort required to provide those
services?

Yes

\ 4
Does the sum of the decision maker’s
(a) other variable interests, and

(b) proportion of its related parties’ ‘ The fees are variable interests.
variable interests absorb more than an Continue consolidation analysis.
insignificant amount of the VIE’s
variability?
No
h 4

Does the service arrangement include

only terms, conditions, or amounts that
are customarily present in arrangements
for similar services negotiated at an No
arm’s length?

Yes

The fees are not variable interests. Stop

consolidation analysis.

Fees that expose the service provider to risk of loss include the following (not
exhaustive): [810-10-55-37C]

— guarantees of the legal entity’s assets or liabilities;

— obligations to fund operating losses;

— written put options on the entity’s assets;

— liquidity commitments; and

— other explicit or implicit agreements that protect other interest holders from
absorbing the entity’s losses.
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Question 3.8.20

Are there any circumstances in which a decision-

maker can presume that a fee is commensurate and
customary?

Interpretive response: Yes. \We believe there are two scenarios in which a
decision-maker can presume that its fee is commensurate and customary.

. The decision-maker’s only involvement with a legal entity is through a
Scenario 1
fee arrangement.

The decision-maker holds other interests in the legal entity, but
EICV BTGP interests of the same class are also held by one or more unrelated
parties that do not receive fees from the legal entity.

However, the presumption in both scenarios is generally overcome if the
decision-maker fees absorb substantially all of the legal entity’s net income,
excluding the fees even if there are comparable arrangements in the
marketplace.

Question 3.8.30

How does a decision-maker determine whether its
fees are commensurate and customary?

Interpretive response: Decision-maker fees are commensurate and customary
if they meet both of the following conditions. [810-10-565-37]

The fees are commensurate with the services provided and the level of
effort required to provide those services.

The fees include only terms, conditions or amounts that are customarily
present in arrangements for similar services negotiated at arm’s-length.

The objective of these conditions is to establish that the fees paid to a decision-
maker:

— are compensation only for its services;

— are not affected by any other variable interests that the decision-maker
holds in the legal entity — i.e. are consistent with compensation that would
be provided to an enterprise that acts solely as a fiduciary or agent; and

— do not convey to the decision-maker substantially all of the legal entity’s
pre-fee net income.

A conclusion about whether a decision-maker’s fee is commensurate, and
customary is not based solely on a quantitative analysis —i.e. the magnitude of
the fee is not determinative. Instead, a decision-maker uses professional
judgment when qualitatively evaluating its individual facts and circumstances.

In some situations, the fee presumptively will not represent a variable interest
(see Question 3.8.20). In other situations, more analysis is necessary. For
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example, a decision-maker has involvement with the legal entity other than its
fee arrangement — e.g. an interest in the legal entity’s Class B shares. The legal
entity has issued no other Class B shares to third parties. In this example, we
believe further analysis is required to determine whether the arrangement was
structured to artificially shift the decision-maker’s exposure to the entity’s
variability from the Class B shares (a variable interest) to the fee arrangement
(potentially not a variable interest). Such a shift may inappropriately result in the
decision-maker concluding that its fee is not a variable interest if the decision-
maker simply presumes the fee is not a variable interest and does not
adequately analyze whether the fees are commensurate and customary.

When further analysis is necessary, a decision-maker generally compares:

— its fee arrangement to its other fee arrangements that involve similar
services provided to entities in which it has no other interest;

— its fee arrangement to external contracts and business relationships —i.e.
those entered into by parties outside of the decision-maker/legal entity
relationship; and

— the return profile of its other interests in the legal entity to that of similar
interests in other unrelated entities.

The SEC staff has discussed how a decision-maker may evaluate whether its
fees are at-market and commensurate (see below). [2015 AICPA Conf

I_Ta Excerpt from SEC staff speech

| would also like to address the evaluation of whether a decision-maker’s fee
arrangement is customary and commensurate.! This evaluation is done at
inception of a service arrangement or upon a reconsideration event, such as
the modification of any germane terms, conditions or amounts in the
arrangement.

The determination of whether fees are commensurate with the level of service
provided often may be determined through a qualitative evaluation of whether
an arrangement was negotiated on an arm’s length basis when there are no
obligations beyond the services provided to direct the activities of the entity
being evaluated for consolidation. This analysis requires a careful consideration
of the services to be provided by the decision-maker in relation to the fees.

The evaluation of whether terms, conditions and amounts included in an
arrangement are customarily present in arrangements for similar services may
be accomplished in ways such as benchmarking the key characteristics of the
subject arrangement against other market participants’ arrangements
negotiated on an arm’s length basis, or in some instances against other arm’s
length arrangements entered into by the decision-maker. There are no bright
lines in evaluating whether an arrangement is customary, and reasonable
judgment is required in such an evaluation. A decision-maker should carefully
consider whether any terms, conditions, or amounts would substantively affect
the decision-maker’s role as an agent or service provider to the other variable
interest holders in an entity.
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Christopher D. Semesky, Remarks before the 2015 AICPA National Conference
on Current SEC and PCAOB Developments

1 ASC 810-10-55-37.

Question 3.8.40

Is a decision-maker fee automatically a variable

interest if there are no similar arrangements in the
marketplace?

Interpretive response: No. \When no comparable arrangements exist in the
marketplace, a decision-maker needs to apply judgment in performing other
procedures to evaluate whether its fee arrangement is commensurate and
customary. For example, the decision-maker could compare the fee
arrangement to its other fee arrangements that involve similar services provided
to entities in which it has no other interest (see Question 3.8.30).

If there are no similar external arrangements, a decision-maker fee is not
presumptively a variable interest if the fee arrangement: [810-10-55-37B]

— relates to a unigue or new service; or
— reflects a change in what is considered customary for the services.

Question 3.8.50

Is an above-market decision-maker fee a variable
interest?

Interpretive response: Yes. An above-market fee is not commensurate with
the level of effort required to provide those services. [810-10-55-37(a)]

An above-market fee arrangement may also reduce the entity's equity at risk
because the above-market component is typically a mechanism to return capital
to the decision-maker. See section 4.3 for guidance on equity at risk.

Question 3.8.60

Is a fee arrangement that results in a servicing asset
always a variable interest?

Interpretive response: No. Under Topic 860, servicing assets arise when the
benefits of servicing are expected to be more than adequate compensation to a
servicer for performing the service. Benefits of servicing include revenues from
the contractually specified servicing fees, late charges and other ancillary
sources, including float. As a result, we believe a servicing asset can arise even
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if the contractual servicing fee itself is commensurate and customary.
[860-50-30-2]

However, servicing assets often arise when the servicer transfers the related
financial assets to a securitization vehicle. Transferors/servicers need to
exercise significant judgment when determining the effect, if any, that the sale
transaction has on the terms of the servicing fee. For example, if the
transferor/servicer negotiated lower proceeds for the sale in exchange for an
above-market contractual servicing fee, that servicing fee arrangement is not
commensurate and customary.

Question 3.8.70
Must a carried interest embedded in a GP’s equity

interest be considered a decision-maker fee (or part
of total decision-maker fees)?

Background: In certain limited partnerships, the GP is entitled to a carried
interest or promote (collectively referred to as a ‘carried interest’). The carried
interest allows the GP to participate in the partnership returns to a greater
extent than its proportionate partnership interest. These arrangements are
typically structured to align the incentives of the GP as the decision-maker with
that of the partnership. Many carried interests are embedded in the terms of
the GP’s equity interest but may also be issued as separate instruments. They
are often settled in cash, with a credit to the GP's capital account or through
issuance of additional equity interests. The GP may also receive a separate
stated decision-maker fee.

For example, a GP with a 1% partnership interest may receive 20% of a
partnership’s total distributions after the LPs have received a return of their
capital contributions and a specified compounded annual return on their capital
contributions.

Interpretive response: No. A GP may choose to characterize a carried interest
entirely as a decision-maker fee when evaluating whether it has a variable
interest (see Question 3.8.80). However, if it does not make that accounting
policy election, it needs to analyze the terms of the carried interest to
determine whether it is entirely or partially a decision-maker fee.

— Part of decision-maker fee. If the GP cannot transfer its carried interest or
its equity interest inclusive of the carried interest and still remain the
partnership’s decision-maker, the carried interest (or a portion of it) is
generally part of the decision-maker fee.

— Not part of a decision-maker fee. \We believe if the GP (or managing
member) can transfer the carried interest, or its equity interest inclusive of
the carried interest, and still remain the partnership’s decision-maker, the
carried interest is generally not part of the decision-maker fee. In that
circumstance, the carried interest is part of the equity interest.

Lack of information to determine carried interest

In some cases, there may be insufficient information in the partnership’s
governing agreements or marketing materials to isolate how much of the
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carried interest is intended to provide the GP with additional compensation for
its performance as the decision-maker. \We believe one acceptable approach to
isolate the fee component from the rest of the equity interest is the residual
approach.

Under the residual approach, the portion of the equity or similar interest that is
considered a part of the decision-maker fee is the amount that when added to
the stated fee paid to the decision-maker, results in a total fee that is
commensurate and customary. That portion is called the performance fee
component.

If the remaining equity or similar interest — i.e. the equity interest excluding the
performance fee component — absorbs more than an insignificant amount of the
partnership’s variability, the decision-maker fee is a variable interest (see
Question 3.8.100). If the GP also holds indirect interests through related parties,
those interests are combined with the GP's direct interest when evaluating
whether the total interest absorbs more than an insignificant amount of the
partnership’s variability (see section 3.8.20). [810-10-55-37]

Absorbs more than

—» Equity component insignificant
variability?

Partnership equity

held by general
partner

Performance fee
component

+ Commensurate
and customary?

Stated decision-
maker fee

Example 3.8.10 illustrates this guidance.

Question 3.8.80

Does a GP have the option to characterize the
entire carried interest as a decision-maker fee?

Interpretive response: Yes. The SEC staff indicated that it would not object to
the view that a carried interest may be evaluated as a performance fee instead
of an equity interest when assessing whether it is a variable interest under
Topic 810.
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The staff’'s comments were made at the April 2016 meeting of the FASB/IASB
Revenue Recognition Transition Resource Group in connection with addressing
how a GP that does not consolidate a partnership may account for a carried
interest after adoption of ASU 2014-09, Revenue from Contracts with
Customers. [TRG 04-16.50]

Question 3.8.90
Does a GP include an equity-settled carried interest

as an other interest when evaluating its decision-
maker fee?

Background: A carried interest may be a stand-alone term in a fee arrangement
or embedded in a GP’s equity or similar interest. When embedded in the equity
interest, it may ultimately be identified, in whole or in part, as part of the
decision-maker fee arrangement or the equity interest itself (see Question
3.8.70). A carried interest may be settled with a credit to the GP’s capital
account or through issuance of additional equity interests.

A commensurate and customary decision-maker fee arrangement is a variable
interest in the partnership only if the decision-maker’s other interests absorb
more than an insignificant amount of the partnership’s variability. In this case,
the commensurate and customary fee includes the stated fee and the portion
of the carried interest that is considered part of the fee arrangement.

Interpretive response: Not necessarily. We do not believe an equity-settled
carried interest (or a portion thereof, see Question 3.8.70) can become an other
interest in the partnership until the equity is issued.

If and when the capital credit or additional equity interests is issued, we believe
it increases the GP’s other interests in the partnership only if the following
conditions are met:

— the additional capital is not subject to recapture — e.qg. if the partnership’s
performance declines in the future; and

— the GP may transfer its new equity and still remain the partnership’s
decision-maker.

If these conditions are not met, we believe the additional capital does not
increase the GP’s other interests in the partnership.

An increase in the GP’s other interests triggers a reconsideration of whether
the decision-maker fee is a variable interest (see Question 3.8.190). On
reconsideration, the additional interest increases the likelihood that the GP's
other interests absorb more than an insignificant amount of the partnership’s
variability.

Example 3.8.20 illustrates this guidance.
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Question 3.8.100

Is there a quantitative threshold for ‘more than
insignificant’?

Interpretive response: No. Subtopic 810-10 does not include a quantitative
threshold for what qualifies as a ‘'more than insignificant” amount when
evaluating whether a decision-maker fee is a variable interest.

We believe practice has generally interpreted more than insignificant to mean
more than 10%. Therefore, a commensurate and customary decision-maker fee
is generally not a variable interest if the decision-maker’s other variable
interests (excluding the fee arrangement) do not absorb more than 10% of the
legal entity’s expected variability.

As a decision-maker’s other interests (plus its indirect interests held through
related parties, see section 3.8.20) approach 10%, the analysis can require
more judgment and consideration of the relevant facts and circumstances. In
making that judgment, the decision-maker should consider the objective of the
analysis — i.e. to determine whether it is acting in a fiduciary capacity on behalf
of the variable interest holders.

Examples 3.8.10 to 3.8.30 illustrate this guidance.

Question 3.8.110

Is a decision-maker’s fee a variable interest if it

cannot be removed through substantive kick-out
rights?

Interpretive response: Not necessarily. A decision-maker may conclude that its
fee is not a variable interest in the legal entity even if no substantive kick-out
rights exist.

A decision-maker’s fee is not a variable interest if (see Question 3.8.10): [810-10-
55-37, 55-37B]

— its fees are commensurate and customary for the services performed; and

— the aggregate other variable interests held by the decision-maker — and its
indirect interests held through its related parties (see section 3.8.20), if any
— absorb only an insignificant amount of the legal entity’s variability.

A decision-maker that does not have a variable interest cannot consolidate the
legal entity.

Examples 3.8.10 and 3.8.20 illustrate this guidance.
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Question 3.8.120
If a decision-maker has an equity investment at risk,

does it automatically absorb more than an
insignificant amount of variability?

Interpretive response: No. \We believe a decision-maker may hold a
substantive equity investment at risk in a VIE and conclude that the interest
does not absorb more than an insignificant amount of variability.

For example, a 1% equity investment at risk may be considered substantive
(see Question 4.3.30), but generally does not absorb variability that is more than
insignificant to the entity (see Question 3.8.100).

Question 3.8.125

Is an insignificant ‘other interest’ held by a decision-
maker a variable interest even if its fee is not?

Interpretive response: Yes. Although a decision-maker’s insignificant other
interest (e.g. an equity interest) may not cause its fee to be a variable interest, it
could itself be a variable interest. In that case, the decision-maker cannot be the
VIE's primary beneficiary (see Question 6.2.80), but it could be subject to the
VIE disclosure requirements (see chapter 8).

Question 3.8.130
Is a fee that is computed as a fixed percentage of

the legal entity’s assets a variable interest if the
decision-maker holds no other interests?

Interpretive response: Generally, no. If the fee arrangement (including the rate
percentage) is commensurate and customary and the decision-maker has no
other variable interests in the legal entity, the fee is generally not a variable
interest. Decision-maker fees that are computed as a fixed percentage of the
fair value of a legal entity’s assets are common in the investment management
industry.

The fee arrangement may be a variable interest if the fee absorbs substantially
all of the legal entity’s net income excluding the fees even if there are
comparable arrangements in the marketplace (see Question 3.8.20).

Examples 3.8.10 and 3.8.20 illustrate this guidance.
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Example 3.8.10

Investment fund with performance fee paid in cash

Background
Investment Fund is a VIE created to hold a portfolio of asset-backed securities.

General Partner is the asset manager and contributes nominal capital in
exchange for a 1% interest in Investment Fund. General Partner holds no LP
interests and has the contractual right to direct the activities that most
significantly impact the fund’s economic performance.

Multiple unrelated parties hold LP interests that represent 99% of the fund'’s
equity capital. The LPs have no substantive kick-out rights or participating rights
over General Partner.

For its services, General Partner earns an annual management fee of 2% of the
fund'’s net asset value and a performance fee (or carried interest). The
performance fee is 20% of Investment Fund’s profits after the fund has

achieved a 10% compounded annual rate of return on total capital contributions.

The management and performance fees are commensurate and customary.

General Partner Unrelated parties

(1% of capital) (99% of capital)

Investment Fund

+ 4 GP interest ALp interests
|
|
|
|

________ (VIE)

20% performance fee

Asset-backed
securities

Scenario 1: All fees paid in cash
The management and performance fees are paid in cash.
Evaluation

General Partner’s decision-maker fees are not variable interests in Investment
Fund for the following reasons.

— Management and performance fees are commensurate and customary and
do not absorb substantially all of Investment Fund'’s pre-fee net income
(see Question 3.8.130).

— General Partner’'s 1% equity interest is insignificant (see Question 3.8.100).

— None of the LPs’ equity interests need to be considered because the LPs
are not related to General Partner (see section 3.8.20).

The fact that the LPs have no substantive kick-out or participating rights does
not affect the conclusion (see Question 3.8.110).
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General Partner cannot be the primary beneficiary of Investment Fund (see
chapter 6). However, General Partner considers the VIE disclosure
requirements related to its equity interest.

Scenario 2: Management fee paid in cash; performance fee paid in equity
interests — at formation

The management fee is paid in cash. For tax purposes, the performance fee is
paid through the issuance of additional equity interests. General Partner may
sell or redeem those additional equity interests — i.e. it is not required to hold
them to remain the decision-maker.

Evaluation - at formation

General Partner’s decision-maker fees are not variable interests in Investment
Fund for the following reasons.

— Management and performance fees are commensurate and customary and
do not absorb substantially all of Investment Fund's pre-fee net income
(see Question 3.8.130);

— General Partner’'s 1% equity interest is insignificant (see Question 3.8.100).

— None of the LPs' equity interests need to be considered because the LPs
are not related to General Partner (see section 3.8.20).

The following facts do not affect the conclusion.

— The LPs have no substantive kick-out or participating rights (see Question
3.8.110).
— The performance fee is paid in equity interests (see Question 3.8.90).

General Partner cannot be the primary beneficiary of Investment Fund (see
chapter 6). However, General Partner considers the VIE disclosure
requirements related to its equity interest.

Scenario 2: Management fee paid in cash; performance fee in equity
interests — two years later

Two years after Investment Fund'’s formation, General Partner receives a 15%
equity interest in the fund as a performance fee. General Partner elects to retain
the new equity interest even though it is not required to do so.

Evaluation - two years later

General Partner’s decision-maker fee is a variable interest. The increase in
General Partner’s other interests triggers a reconsideration of whether the
decision-maker fee is a variable interest (see Question 3.8.190). The new 15%
equity interest increases General Partner’s other interests in Investment Fund
to an amount that absorbs more than an insignificant amount of the fund'’s
expected variability. General Partner’s decision to retain the equity interest is
substantively the same as electing to make an equity investment in Investment
Fund.

General Partner likely is the primary beneficiary of Investment Fund because its
fee arrangement is a variable interest, it has the power to direct the activities
that most significantly impact the Investment Fund’s performance and absorbs
variability that could be significant to Investment Fund (see section 6.6.20).
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Example 3.8.20

Investment fund with performance fee allocated to
GP capital account

Background
Investment Fund is a VIE created to hold a portfolio of asset-backed securities.

General Partner is the asset manager and contributes nominal capital in
exchange for a 1% interest in Investment Fund. In addition to its 1% pro rata
allocation of Investment Fund’s net income, General Partner also receives
additional equity interests equal to 20% of Investment Fund's profits after the
fund has achieved a 10% compounded annual rate of return on total capital
contributions (the carried interest).

General Partner may not sell its 1% equity interest and remain the decision-
maker, but it can sell or redeem the additional equity interests earned. It may
also retain them thereby increasing its percentage share of Investment Fund's
operating results.

General Partner holds no LP interests and has the contractual right to direct the
activities that most significantly impact the fund’s economic performance.

Multiple unrelated parties hold LP interests that represent 99% of the fund'’s
equity capital. The LPs have no substantive kick-out rights or participating rights
over General Partner.

For its services, General Partner earns an annual management fee of 2% of the
fund'’s net asset value. The management fee is paid in cash.

The combination of the carried interest and the management fee is
commensurate and customary for the General Partner’s services based on
comparisons to other similar asset management arrangements.

Two years after Investment Fund'’s formation, General Partner receives a 15%
equity interest in the fund under the terms of its management agreement.
General Partner elects to retain the new equity interest even though it is not
required to do so. After the issuance, General Partner is allocated 16% of
Investment Fund'’s operating results —i.e. its new pro rata share.

General Partner Unrelated parties

LP interests

0, H 0,
(1% of capital and 20% (99% of capital)

performance fee)

+ A GP interest
|
|
|
|
| Investment Fund

(VIE)

2% management
fee

Asset-backed
securities
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Evaluation - at formation

General Partner's decision-maker fee is not a variable interest in Investment
Fund for the following reasons.

— The decision-maker fee (i.e. the combination of the management fee and
the performance fee component embedded in the equity interest) is
commensurate and customary and does not absorb substantially all of
Investment Fund'’s pre-fee net income (see Question 3.8.130).

— General Partner’s other interest (i.e. its equity interest after removing the
performance fee component) is insignificant (see Questions 3.8.70 and
3.8.100).

— None of the LPs' equity interests need to be considered because the LPs
are not related to General Partner (see section 3.8.20).

The following facts do not affect the conclusion.

— The LPs have no substantive kick-out or participating rights (see Question
3.8.110).

— The performance fee is paid in equity interests (see Question 3.8.70 and
Question 3.8.90).

General Partner cannot be the primary beneficiary of Investment Fund (see
chapter 6). However, General Partner considers the VIE disclosure
requirements related to its equity interest.

Evaluation - two years later

General Partner’s decision-maker fee (i.e. the combination of the management
fee and the performance fee component embedded in the equity interest) is a
variable interest. The increase in General Partner’s other interests triggers a
reconsideration of whether the decision-maker fee is a variable interest (see
Question 3.8.190). The new 15% equity interest increases General Partner’s
other interests in Investment Fund to an amount that absorbs more than an
insignificant amount of the fund’s expected variability. General Partner’s
decision to retain the equity interest is substantively the same as electing to
make an equity investment in Investment Fund.

General Partner likely is the primary beneficiary of Investment Fund because its
fee arrangement is a variable interest, it has the power to direct the activities
that most significantly impact Investment Fund'’s performance and absorbs
variability that could be significant to Investment Fund (see chapter 6).

Example 3.8.30

Master limited partnership

Background

MLP (a master limited partnership) is a VIE formed to own and operate the
infrastructure necessary to transport, refine and store oil and gas for end-users.

MLP is managed by General Partner, who is responsible for overseeing the
business operations of MLLP on behalf of the LPs. General Partner has the
contractual right to direct the activities that most significantly impact MLP’s
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economic performance. The LPs have no substantive kick-out rights or
participating rights over General Partner and hold LP units that are publicly
traded.

General Partner receives an up-front 2% GP interest in MLP. It also receives
Incentive Distribution Rights (IDRs) that entitle it to increasingly higher
percentages of MLP’s incremental cash flows once the payout on the LP units
reaches certain predetermined targets — i.e. after the LP units receive a
quarterly distribution, the IDRs receive between 2% to 50% of remaining
available cash flows. The IDRs are freely transferable to third parties and
therefore do not contain a performance fee component. The IDRs are nonvoting
if they are held by General Partner and have limited voting rights if held by third
parties. The combination of the GP interest and the IDRs absorbs an
insignificant amount of MLPs variability.

For its services, General Partner receives ongoing fees for managing MLP's
assets. The management fee is commensurate and customary.

General Partner Limited Partners
units

A A
4 2% GP interest + IDRs Publicly traded LP
|
|
|
|
|

Management fee

Oil and gas operations

Evaluation

General Partner’s decision-maker fees are not variable interests in MLP for the
following reasons.

— The management fee is commensurate and customary.

— General Partner’s other interests (i.e. its 2% equity interest and the IDRs)
are insignificant (see Question 3.8.100).

— None of the LPs' equity interests need to be considered because the LPs
are not related to General Partner (see section 3.8.20).

The fact that the LPs have no substantive kick-out or participating rights does
not affect the conclusion (see Question 3.8.110).

General Partner cannot be the primary beneficiary of MLP (see chapter 6).
However, General Partner considers the VIE disclosure requirements related to
its equity interest.
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Question 3.8.140

Is a cleanup call held by the transferor of financial
assets a variable interest in the transferee?

Background: A cleanup call is an option by the servicer or its affiliate (which
may be the transferor) to purchase: [860-10 Glossary]

— the remaining transferred financial assets; or

— the remaining beneficial interests not held by the transferor, its affiliates or
its agents in an entity (or in a series of beneficial interests in transferred
financial assets within an entity) if the amount of outstanding financial
assets or beneficial interests becomes burdensome in relation to the
benefits of servicing.

Interpretive response: Generally, no. We believe that if a cleanup call does not
preclude the transfer of financial assets from being accounted for as a sale, it is
a term of the servicing arrangement. As a result, its terms (including at what
point servicing the assets becomes burdensome in relation to the benefits of
servicing) should be considered when evaluating whether the servicing fee
arrangement is commensurate and customary.

Question 3.8.150
Are a transferor’s standard representations and

warranties related to the transfer of financial assets
variable interests in the transferee?

Background: Standard representations and warranties are those that assert the
financial asset being transferred is what it is purported to be at the transfer
date. [860-10 Glossary]

Interpretive response: Generally, no. We believe that if a transferor’s standard
representations and warranties that do not preclude the transfer of financial
assets from being accounted for as a sale, it is a term of the servicing
arrangement. As a result, the standard representations and warranties should
be considered when evaluating whether the servicing fee arrangement is
commensurate and customary.

Question 3.8.160

Are servicing advances a variable interest in the
transferee?

Interpretive response: Generally, no. We believe that a servicing advance is a
term of the servicing arrangement and therefore should be considered when
evaluating whether the servicing fee arrangement is commensurate and
customary.
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Question 3.8.170

Is an interest held for market-making purposes
evaluated as an other interest in a legal entity?

Background: A decision-maker or service provider may act as a market maker
in the securities of a legal entity for which it also provides decision-maker
services. As a market maker, the decision-maker acquires the securities on
issuance with the intent to sell them — usually into a public market.

For example, assume that Bank receives a base fee equal to a fixed percentage
of assets under management and buys a 30% interest in the most senior
tranche of debt instruments issued by CDO. Bank is acting as a market maker
for the debt —i.e. it holds its investment in CDO's debt securities to facilitate
active trading in those securities. Bank plans to resell the debt securities in the
near term.

Bank <« ————

Fee

Senior debt (30%)

Interpretive response: Yes. The reason why a decision-maker holds the
interest (e.g. because it is a market maker) and the expected hold period are
generally not relevant in evaluating whether:

— the interest itself is a variable interest; or
— a decision-maker fee arrangement with the issuer of the interest is a
variable interest.

Bank needs to evaluate the relevant facts and circumstances to determine
whether its investment in CDQO's debt securities results in its fee being a
variable interest. If 30% of the most senior tranche of CDO’s debt securities
absorbs only an insignificant amount of CDQO'’s variability and Bank’s fee is
commensurate and customary, Bank's fee arrangement is not a variable
Interest.

Bank will likely consider the following when determining whether the amount of
variability absorbed by the investment in CDO's debt securities is insignificant:

— the nature of CDO's assets;

— the fair value of the senior debt;

— the fair value of CDO's assets; and

— the variability of CDO absorbed by the subordinated tranches.
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Bank’s investment in CDO'’s debt securities and the fee arrangement are often
entered into at or near the same time. Bank should consider whether there are
any terms in the market making arrangement that may suggest that the fee
arrangement is not commensurate or customary.

Question 3.8.180
Is a contingent liquidity arrangement a variable

interest or does it cause a decision-maker fee to be
a variable interest?

Background: A decision-maker may enter into a liquidity arrangement with a
legal entity that obligates it to acquire some or all of the legal entity’s interests
on the occurrence of a specified liquidity event.

Interpretive response: |t depends. The analysis of whether the liquidity
arrangement is a variable interest and whether it causes the decision-maker fee
arrangement to be a variable interest depends on whether the purchase price
paid represents fair value, as shown in the following diagram.

Arrangement is similar to
an interest held for
market-making purposes
(see Question 3.8.170)

Yes

Does the price paid
under the arrangement
represent fair value?

No
Arrangement may

represent a guarantee
(see section 3.4.30)

If the specified price to be paid under the liquidity arrangement is the fair value
of the securities, the decision-maker does not have an other interest unless and
until it purchases the securities. When the decision-maker purchases the
securities, it must reconsider whether the decision-maker fee is a variable
interest (see Question 3.8.190). The effect of the new investment is evaluated
in the same way any other investment is evaluated — e.g. a market-making
investment (see Question 3.8.170).

If the specified price to be paid under the liquidity arrangement is not fair value,
the arrangement is similar to a guarantee (see section 3.4.30). As a result, the
decision-maker may have an other interest before the occurrence of a liquidity
event. If the guarantee-like arrangement is a variable interest, the decision-
maker needs to evaluate whether it absorbs more than an insignificant amount
of variability. It must do so to determine whether its fee is a variable interest.
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When evaluating the significance of the variability absorbed by the liquidity
arrangement, the decision-maker likely will consider the likelihood of a liquidity
event and the extent to which the price to be paid is expected to exceed the
securities’ fair value.

Question 3.8.190

When does an enterprise reconsider whether its fee
arrangement is a variable interest?

Interpretive response: \We believe an enterprise should reevaluate whether a
decision-maker fee is a variable interest when: [810-10-35-4]

— it changes its involvement with the entity;
— it reconsiders whether the legal entity is a VIE (see section 4.8); or
— there is a change in the legal entity’s design.

Changes in involvement

We believe an enterprise’s involvement changes when it renegotiates
substantive terms of the fee arrangement. At that time, the decision-maker
evaluates whether:

— the renegotiated fees are commensurate and customary; and
— it has other interests that absorb more than an insignificant amount of the
legal entity’s variability (see Question 3.8.100 and section 3.8.20).

We also believe that a decision-maker should reevaluate whether it has other
interests that absorb more than an insignificant amount of the legal entity’s
variability when it acquires additional interests (or indirect interests through
related parties) in the entity or disposes of existing interests in the entity.
However, if there is no change to the fee arrangement at that time, we believe
the enterprise does not need to reevaluate whether the fee is commensurate
and customary.

VIE reconsideration events and changes in design

The events that require reconsideration of whether an entity is a VIE often
accompany a change in the legal entity’s design —i.e. the risks it was designed
to create and distribute to its interest holders. However, those events may not
capture all situations in which a change in design may occur.

An enterprise is not required to reconsider whether a VOE is a VIE, or vice
versa, just because it incurs losses that are greater than its expected losses.
That situation alone does not indicate that there has been a change in design.

Similarly, changes in general market conditions, in isolation, do not suggest a
change in design. For example, if an enterprise initially concludes that its fee is
not a variable interest, changes in what is considered customary compensation
due to market conditions do not cause the fee to become a variable interest.
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Interests held through related parties

Variable Interest Entities

> Implementation Guidance

>> ldentifying Variable Interests

>>> Fees Paid to Decision Makers or Service Providers

55-37D For purposes of evaluating the conditions in paragraph 810-10-55-37,
any variable interest in an entity that is held by a related party of the decision
maker or service provider should be considered in the analysis. Specifically, a
decision maker or service provider should include its direct variable interests in
the entity and its indirect variable interests in the entity held through related
parties, considered on a proportionate basis. For example, if a decision maker
or service provider owns a 20 percent interest in a related party and that
related party owns a 40 percent interest in the entity being evaluated, the
decision maker'’s or service provider'’s interest would be considered equivalent
to an 8 percent direct interest in the entity for the purposes of evaluating
whether the fees paid to the decision maker(s) or the service provider(s) are
not variable interests (assuming that they have no other relationships with the
entity). The term related parties in this paragraph refers to all parties as defined
in paragraph 810-10-25-43, with the following exceptions:

a. An employee of the decision maker or service provider (and its other
related parties), except if the employee is used in an effort to circumvent

the provisions of the Variable Interest Entities Subsections of this Subtopic.

b. An employee benefit plan of the decision maker or service provider (and its
other related parties), except if the employee benefit plan is used in an
effort to circumvent the provisions of the Variable Interest Entities
Subsections of this Subtopic.

For purposes of evaluating the conditions in paragraph 810-10-55-37, the
quantitative approach described in the definitions of the terms expected
losses, expected residual returns, and expected variability is not required and
should not be the sole determinant as to whether a reporting entity meets
such conditions.

When evaluating whether a decision-maker has other interests that absorb
more that an insignificant amount of a legal entity’s variability — making its fee a
variable interest — it combines: [810-10-55-37D]

— its direct interests in the legal entity; and
— itsindirect interests held through related parties.

In this context, ‘related parties’ include: [810-10-25-43, 55-37D]

— related parties identified in Topic 850 (related parties); and
— de facto agents of the variable interest holder (see section 6.5.20) with the
exception of employees and employee benefit plans — unless those
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employees and plans are being used to circumvent the VIE consolidation
guidance.

The guidance requires the decision-maker to consider indirect interests held
through related parties that are under common control on a proportionate basis;
this aligns the analysis with the primary beneficiary determination (see section
6.6.20).

Question 3.8.200

Does a decision-maker include in its ‘other

interests’ interests in the legal entity that are held
by related parties if it has no interest in the related
party?

Interpretive response: Generally, no. We believe a decision-maker generally
includes in its other interests the indirect interests held through related parties
only if it holds an economic interest in the related party. An economic interest in
a related party includes any variable interest held by the decision-maker —i.e. it
is not limited to ownership interests. [810-10-565-37D]

However, there is an exception. We believe a decision-maker includes in its
other interests the interests of a related party under common control (see
Question 3.8.230) if the common control parent has structured its involvement
in that way to avoid consolidation by the decision-maker — i.e. by separating the
power from the potentially significant variable interest. \We believe this is true
even if the decision-maker does not have an interest in the related party under
common control.

The determination of whether a related party under common control is being
used to separate power from economics to avoid consolidation by the decision-
maker often requires significant judgment based on the specific facts and
circumstances. However, we believe that arrangements that are not intended
to avoid consolidation allow the decision-maker to freely market the legal
entity’s interests to third-party investors or continue in its role as the decision-
maker, even if the related party under common control does not hold an
interest in the legal entity.

The SEC staff has discussed how interests held by related parties under
common control with the decision-maker should be considered in determining
whether a decision-maker’s fee is a variable interest (see below). The following
diagram illustrates the SEC staff's scenario. [2015 AICPA Conf]

Common Control |

Investor 1 | Investor 2 Investor 3 Investor 4
A | A A A
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I_Ta Excerpt from SEC staff speech

The next topic | would like to address is the evaluation of whether a decision-
maker's fee constitutes a variable interest under the FASB's updated
consolidation guidance.! After considering a number of questions posed by
registrants, | would like to share with you several observations regarding
implementation of the new guidance.

For purposes of illustration consider an entity that has four unrelated investors
with equal ownership interests, and a manager that is under common control
with one of the investors. The manager has no direct or indirect interests in the
entity other than through its management fee, and has the power to direct the
activities of the entity that most significantly impact its economic performance.

In this simple example, if the manager’s fee would otherwise not meet the
criteria to be considered a variable interest, the fact that an investor under
common control with the manager has a variable interest that would absorb
more than an insignificant amount of variability would not by itself cause the
manager’s fee to be considered a variable interest. The guidance to consider
interests held by related parties when evaluating whether a fee is a variable
interest specifically refers to instances where a decision-maker has an indirect
economic interest in the entity being evaluated for consolidation.2 However, in
the instance where a controlling party in a common control group designs an
entity in a way to separate power from economics for the purpose of avoiding
consolidation in the separate company financial statements of a decision-
maker, OCA has viewed such separation to be non-substantive.

In my example, if the manager determines that its fee is not a variable interest
the amendments in ASU 2015-2 are not intended to subject the manager to
potential consolidation of the entity. In other words, a decision-maker would
not be required to consolidate through application of the related party
tiebreakers once it determines that it does not have a variable interest in the
entity.

Christopher D. Semesky, Remarks before the 2015 AICPA National Conference
on Current SEC and PCAOB Developments

1 ASU 2015-2, Consolidation (Topic 810) — Amendments to the Consolidation Analysis, was
released in February 2015 and early adoption was permitted, including in an interim period.
2 ASC 810-10-55-37D
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3. Is the interest a variable interest?

Example 3.8.40

Related party under common control — no indirect
interest

Background

VIE is created to hold a portfolio of asset-backed securities and is financed with
multiple classes of debt and nominal equity. Investor owns 50% of VIE's
residual interests.

Asset Manager is the decision-maker and for its services earns base, fixed-
senior and subordinated fees, and a performance-based fee whereby it receives
a portion of VIE's profits above a targeted return. The fees are commensurate
and customary. Asset Manager does not hold any of VIE's debt or equity and
has the power to direct the activities that most significantly impact VIE's
economic performance.

Investor is under common control (see Question 3.8.230) with Asset Manager.

Asset Manager Investor

A
Fees

| (fixed &

|performance

| based)

50%
residual
interest

Asset-backed
securities

Evaluation
Asset Manager's fee arrangement is not a variable interest in VIE because:

— its fee is commensurate and customary; and
— it has no other interest in VIE's variability.

Asset Manager cannot be the primary beneficiary of VIE (see chapter 6).

Asset Manager has no other interest because it includes Investor’s interest as
its own (a related party under common control) only if:

— it has an economic interest in Investor, or
— Investor's interest in VIE was made so that Asset Manager could avoid
consolidating VIE.
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Example 3.8.50

Related party holds an interest in decision-maker

Background

VIE is created to hold a portfolio of asset-backed securities and is financed with
multiple classes of debt and nominal equity. Investor owns 50% of VIE's
residual interests.

Asset Manager is the decision-maker. For its services, it earns base, fixed-
senior and subordinated fees, and a performance-based fee whereby it receives
a portion of VIE's profits above a targeted return. The fees are commensurate
and customary. Asset Manager does not hold any of VIE's debt or equity and
has the power to direct the activities that most significantly impact VIE's
economic performance.

Investor owns 10% of Asset Manager's common stock. Investor is a related
party to, but not under common control with (see Question 3.8.230), Asset
Manager.

Asset Manager » Investor
10% Common stock
+ A
Fees o

I (fixed & 59d/° |
| performance reSI ua
I based) interest
|- - — —__ _

Asset-backed
securities

Evaluation
Asset Manager's fee arrangement is not a variable interest in VIE because:

— its fee is commensurate and customary; and
— it has no other interest in VIE's variability.

Asset Manager cannot be the primary beneficiary of VIE (see chapter 6).

Asset Manager has no other interest because it includes Investor’s interest as
its own (a related party under common control) only if:

— it has an economic interest in Investor, or
— Investor's interest in VIE was made so that Asset Manager could avoid
consolidating VIE.
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Question 3.8.210#

How does a decision-maker determine its indirect
interest held through related parties?

Interpretive response: A decision-maker determines its indirect interest held
through all related parties (regardless of whether they are under common
control) on a proportionate basis. For example, if a decision-maker owns 10% of
a related party and the related party owns 20% of the legal entity, the decision-
maker has a 2% indirect interest in the legal entity though its related party. The
decision-maker adds that indirect interest to its direct interest and evaluates
whether the total absorbs more than an insignificant amount of variability (see
Question 3.8.100). If it does, the decision-maker’s fee arrangement is a variable
interest in the legal entity.

A decision-maker generally includes in its other interests the indirect interests
held through related parties only if it holds an economic interest in the related
party (see Question 3.8.200). If the economic interest in a related party is other
than common equity (e.g. preferred stock or convertible debt) the decision-
maker needs to exercise judgment in determining the amount of its indirect
interest. The decision-maker may need to determine its share of the related
party’'s expected losses and expected residual returns and the related party’s
share of the legal entity’'s expected losses and expected residual returns.

The following decision tree describes how a decision-maker considers its
indirect interests held through related parties.

Does the decision-maker or
service provider hold an
economic interest in the related
party?

Yes
\ 4
Is the related party an
employee or an employee
benefit plan of the decision-

maker?
Consider interests held by the
No Yes related party on a proportionate
A 4 basis

Is the employee or employee
benefit plan being used to

circumvent the VIE Yes

consolidation requirements?

Exclude any interests held by
the related party
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Question 3.8.230

When is a decision-maker under common control
with a related party?

Interpretive response: US GAAP does not define common control. The FASB

believes a decision-maker is under common control with a related party if it:
[ASU 2015-02.BC69]

— directly or indirectly controls the related party; or
— s directly or indirectly controlled by the same party as the related party.

The following diagram illustrates these common-control groups.

—— — —

Parent Parent

Subsidiary1 Subsidiary2

- 71— — — | — L
|
| Subsidiary3

Common Control

|

| |
| |
| Subsidiary |
| |
1

|_ Common Control J

Further, although it was never finalized or codified, we believe the guidance in
EITF Issue No. 02-5 (Definition of ‘Common Control’ in Relation to FASB
Statement No. 141) is relevant for a decision-maker to consider when
identifying related parties under common control.

The following table summarizes the two other common control situations
identified in the EITF Issue.

Immediate family Entities might be owned in varying combinations
members collectively hold | among living siblings and their children. Those

a controlling financial situations require careful consideration regarding the
interest in each entity substance of the ownership and decision-making

relationships. Absent evidence that the family
members will exercise their decision-making rights in
any way other than in concert, common control may
exist when immediate family members collectively
hold a controlling financial interest in each entity.

Immediate family members include a married couple
and their children, but not the married couple’s
grandchildren

Explicit agreement A group of shareholders that hold a controlling
financial interest in each entity may have
contemporaneous written evidence of an agreement
to exercise their decision-making rights in concert. As
a result of this explicit agreement, common control
exists.
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Example 3.8.60

Common control - common shareholder group

Background

Shareholder1, Shareholder2 and Shareholder3 each hold 18% of the voting
interests in Fund1. They also each hold 18% of the voting interests in Fund?2.
The remaining 46 % of the voting interests in Fund1 and Fund2 are widely
dispersed among unrelated parties.

Shareholder1, Shareholder2 and Shareholder3 are not related parties and have
no agreement to vote in concert.

Unrelated Unrelated
third parties third parties

A A

Evaluation

Fund1 and Fund2 are not under commmon control. Although a common group of
shareholders holds a controlling financial interest in each fund, there is no
agreement to exercise their decision-making interests in concert.

Example 3.8.70#

Common control - common GP

Background

Master Fund was formed to invest in a portfolio of asset-backed securities and
provide investment opportunities for US and foreign investors.

Onshore Fund and Offshore Fund each own 50% of Master Fund. For tax
purposes, US investors invest in Onshore Fund and foreign investors invest in
Offshore Fund. There are no other investors in Master Fund.

General Partner is the GP of Onshore Fund, Offshore Fund and Master Fund.
General Partner receives management fees and a carried interest. Its fees are
commensurate and customary. General Partner holds a 5% ownership interest
in Onshore Fund and a 5% ownership interest in Offshore Fund.

All funds are VIEs.
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Unrelated third General Partner Unrelated third

parties parties
Mgmt fee + A + A A Mgmtfee+
95% carried | | carried

interest |

0,
interest 95%

Onshore Fund Offshore Fund

Mgmt fee +
carried
interest

Master Fund

Evaluation
Onshore Fund and Offshore Fund

General Partner's fee arrangement is not a variable interest in Onshore Fund or
Offshore Fund because:

— its fee is commensurate and customary; and
— its other interest (5%) absorbs only an insignificant amount of the funds’
variability.

General Partner cannot be the primary beneficiary of Onshore Fund or Offshore
Fund (see chapter 6).

General Partner cannot be the primary beneficiary of Master Fund (see chapter
6). General Partner’s fee arrangement is not a variable interest in Master Fund
because:

— its fee is commensurate and customary; and
— its other interests (5%) absorb only an insignificant amount of Master
Fund's variability.

General Partner computes its 5% other interests as follows.

Indirect interest through Onshore Fund = 5% x 50% = 2.5%
+
Indirect interest through Offshore Fund = 5% x 50% = 2.5%
=5%

General Partner includes in its other interests in Master Fund the indirect 5%
interest in Master Fund, regardless of whether it is under common control with
Onshore Fund or Offshore Fund.
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Example 3.8.80#

Related party not under common control with a
decision-maker

Background

VIE is created to hold a portfolio of asset-backed securities and is financed with
multiple classes of debt and nominal equity. Investor owns 50% of VIE's
residual interests.

Asset Manager is the decision-maker and for its services earns base, fixed-
senior and subordinated fees, and a performance-based fee whereby it receives
a portion of VIE's profits above a targeted return. The fees are commensurate
and customary. Asset Manager does not hold any of VIE's debt or equity and
has the power to direct the activities that most significantly impact VIE's
economic performance.

Asset Manager owns 10% of Investor’'s common stock. Investor is a related
party to, but not under common control with, Asset Manager.

Asset Manager [« Investor
10% Common stock
+ Fees A500/
| (fixed & resi;ual
|
I Ezg:g)nance interest
|
Asset-backed
securities
Evaluation

Asset Manager cannot be the primary beneficiary of VIE (see chapter 6). Asset
Manager's fee arrangement is not a variable interest in VIE because:

— its fee is commensurate and customary; and
— its other interest (5%) absorbs only an insignificant amount of VIE's
variability.

Asset Manager computes its 5% other interest as 10% (its interest in Investor)
x 50% (Investor's interest in VIE).

Asset Manager includes in its other interests in VIE the indirect 5% interest in
VIE, regardless of whether it is under common control with Investor.

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved



Consolidation
3. Is the interest a variable interest?

Question 3.8.240

Does a decision-maker include in its other interest
its indirect interest held through de facto agents?

Interpretive response: Generally, yes. A decision-maker includes in its other
interests those indirect interests that are held through its de facto agents (see
section 6.5.20), but only if the decision-maker holds an economic interest in the
de facto agent (see Question 3.8.200).

However, there are exceptions for indirect interests held by employees and
employee benefit plans. A decision-maker does not include those indirect
interests when evaluating its fees unless the employees or plans are being
used in an effort to circumvent the VIE consolidation guidance. Section 6.5.20
discusses how an employer with a variable interest considers its employees
when identifying the primary beneficiary, if any. [810-10-55-37D]

Question 3.8.250

How should an insurance enterprise evaluate

whether to consolidate an entity that is also owned
by a separate account in which the enterprise’s
related parties hold an interest?

Background: A ‘separate account’ is a separate investment account
established and maintained by an insurance enterprise under relevant state
insurance law to which funds are allocated for certain contracts of the insurance
entity or similar accounts used for foreign originated products. When assessing
whether an insurance enterprise is required to consolidate an investment held
by a separate account, an insurer typically does not: [944-80-25-3(e)]

— consider any separate account interests held for the benefit of policy
holders to be the insurer’s interests; or

— combine any separate account interests held for the benefit of policy
holders with the insurer’s general account interest in the same investment.

However, separate account interests held for the benefit of a related party
policy holder are combined with the insurer’'s general account interest when
considering the related party VIE consolidation guidance. [944-80-25-3(f)]

Interpretive response: Topic 944 requires an insurer to apply the related party
guidance included in this section if the separate account interests are held for
the benefit of related party policy holders. This could affect the analysis for
determining:

— whether an insurer has a variable interest in an investment held by a
separate account; and
— the primary beneficiary of an investment held by a separate account.

If the insurer holds an economic interest in a related party policy holder in the
separate account, it includes in its other interests its indirect interest in the
separate account’s investment held through the related party.
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Is the legal entity a VIE?

Detailed contents

New item added in this edition: **
Item significantly updated in this edition: #
4.1 How the standard works
4.2 Overview
Questions
4.2.10 What constitutes involvement with a legal entity?

4.2.20 What effect do potential future changes to a legal entity’s
equity have on the entity’s VIE status?

4.2.30 Is there a significance threshold below which an enterprise
does not need to determine whether a legal entity is a VIE?

Example

4.2.10 Future changes to a legal entity’s capital structure

4.3 First VIE characteristic: Insufficient equity at risk
4.3.10 Overview

4.3.20 Step 1: Identifying investments in the legal entity that are
equity under US GAAP

4.3.30 Step 2: Determining which equity investments are at risk
4.3.40 Step 3: Determining sufficiency of equity investment at risk
Questions

4.3.10 What investments are equity under US GAAP?

4.3.20 What are some common examples of equity investments
that may be considered at risk?

4.3.30 Is the amount or proportion of a legal entity's equity that an
investor holds relevant in determining whether the
investment is at risk?

4.3.40 What does participation in profits and losses mean for
purposes of the first at-risk requirement?

4.3.50 When is an equity investment’s participation in profits and
losses significant? #

4.3.60 Do equity instruments with fixed rates of return participate
significantly in profits and losses?
4.3.70 Is an interest in specified assets considered an equity
investment at risk in the legal entity?
4.3.80 How is the second at-risk requirement applied?
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4.3.90 How is the third at-risk requirement applied?

4.3.100 Do all fees paid by a legal entity to an investor reduce the
amount of the investor's equity at risk?

4.3.110 Is equity exchanged for intangible assets equity at risk?

4.3.120  How is the fourth at-risk requirement applied?

4.3.130  How can arrangements occurring outside a legal entity
affect whether an equity investment is at risk?

4.3.140 How do call options, put options and TRS affect the at-risk
requirements?

4.3.150 Is one approach for determining the sufficiency of equity at
risk better than the others?

4.3.160 Can an enterprise rely solely on the quantitative approach to
demonstrate sufficiency of equity at risk?

4.3.170  What qualitative factors does an enterprise consider when
determining whether equity at risk is sufficient?

4.3.180 How is the quantitative approach performed to determine
whether equity at risk is sufficient?

4.3.190 Is equity at risk sufficient when it is 100% of a legal entity’s
total assets?

4.3.200  Are amounts reported in AOCI considered when applying
the quantitative approach?

4.3.210  Should expected losses from specified assets be considered
in the quantitative approach?

4.3.220 1Is 10% equity at risk a safe harbor?

4.3.230 What is the effect on equity at risk when investors in the
equity-at-risk group also hold non-equity interests?

4.3.240 How does a subordinated debt issuance by a legal entity
affect the sufficiency of the equity at risk?

4.3.250 Does a bank or regulated financial institution have sufficient
equity at risk if its capital exceeds the regulatory minimum?

4.3.260  How is sufficiency of equity at risk determined in structures
involvi