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BEFORETHEPUBLICUTILITY
COMMISSION
OF OREGON

1
2

uM 1276
3
4

ln the Matterof

5
6

THEPUBLICUTILITY
COMMISSION
OF
OREGON

FINALCOMMENTS
OF PACIFICORPand PGE

7
I
I

Staff'srequestto openan investigation
regardingperformance-based
ratemaking
mechanisms
to addresspotentialbuildvs.-buybias.

10
I.

11
12

INTRODUCTION

ln August2006,the PublicUtilityCommission
of Oregon("Commission")
opened

13

performance-based
thisdocketto investigate
ratemaking
mechanisms
to lessenor

14

perceived
eliminate
utilities'
powerresources
biasagainstpurchased
in favorof utility-

15

ownedresources.

16

In a modelcollaborative
process,thisinvestigation
hasproduced
finalstraw

17

proposals
thatare baseduponusefulCommission
precedents,
thoughtfully
applythe data

18

gatheredin the investigation,
and addressa widerangeof concernsfromstakeholders.

1 9 As a result,adoptionof eitherPacifiCorp's
Conservation
Incentive
Mechanisrn
for
20

Purchased
Powerproposalor Staff'sincentive
proposal(withmodifications)
should

21

mitigatepotential
utilitybiastowardself-build
resources
in a balancedandworkable

22

manner.

23

The FinalComments
of PacifiCorp
and PortlandGeneralElectricCompany

24

("PGE')describethe evolution
of theseproposals
and providesanalysisof them. This

25

analysissupportsthe conclusion
thatthe Commission
shouldadoptthe strawproposals
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1

from PacifiCorp
or Staff(withmodifications)
and permitthe utilitiesto file for a utility-

2

specificincentive
mechanism
baseduponthe approvedmodel.
II.

3

BACKGROUND

4

Thisdocketis specifically
designedto accomplish
oneof the Commission's

5

principalagencyobjectivesfor 2007-2008,
whichis to "Adoptregulatorypoliciesthat

6

encourage
utilities
andcustomers
to meetenergyneedsat the lowestpossiblecostand

7

risk."1TheCommission
openedthisdocketas the lastof threemajorpolicyinvestigations

I

on resourceplanningandacquisition,
followingUM 1182andUM 1056,whichupdatedthe

9

policyguidelines
Commission's
for competitive
biddingand resourceplanning,
respectively.2

10

Adoptionof a purchasepowerincentive
mechanism
in thisdocketwill permitthe

11
12

Commission
to resolveUM 1066,a caseaddressing
the repealor revisionof

13

OAR860-038-0080(1Xb),3
the Commission's
administrative
rulerequiringnewresources

14

to be reflected
in ratesat marketprices,notat cost,and precluding
theiradditionto rate

15

base. Whilethe Commission
hasconsistently
waivedapplication
of thísrule,the rule's

16

continued
existence
createsuncertainty
in newresourceacquisition.
The Commission's

17

previousreluctance
to repealthisrulehas beenexpressly
tiedto concernsaboututility

18

biasin favorof ownedresources.o
Thisdocketgivesthe Commission
an oppor,tunity
to

19
20
t

21

http://www.puc.state.or.us/PUC/commission/2007_200Sobjectives.shtml

2

Seeln re lnvestigationRegardingCompetitiveBidding,Order No. 06-446, UM l182 (2006);

22 ln re lnvestigationinto lntegrated ResourcePlanningRequiremenfs,Order No. 07-022, UM 1056
(2007).

23
24
25

t

Staff Report: Requestto open an investigation
regardingperformance-based
ratemaking
mechanismsto addresspotentialbuild-vs-buybias;DocketUl\A1276at I (Aug. 14,2006) [hereinafter
"Staff Report"l.
a
See ln re lnvestigation tnto Regulatory PoticiesAffecting New ResourceDevelopment,
OrderNo. 05-133,DocketUM 1066(2005).
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1

amel¡orate
thisperceived
biasand betteralignOAR860-038-0080(1Xb)
withthe

2

Commission's
currentpolicieson resourceacquisition.

3

Staffcommenced
this investigation
with a StaffReportcomprehensively

4

power.The StaffReportidentified
addressing
the potentialfor
biasagainstpurchased

5

fourpotential
sourcesof thisbias: (1)the negativeimpactof powerpurchase
agreements

6

("PPAs")on a utility'screditrating;(2)the increased
riskto a utilityand its customers
of

7

relyingon a counterparty
to providepower;(3) the factthat utility-owned
resourcesearna

I

returnon equitywhilePPAsdo not;and (4) the ideathata utilitymay preferto ownassets

9

powerproviding
for reasonsotherthanproviding
poweron a leastcostbasis.s

10

Thisdocketevolvedthroughworkshopswherethe partiesexploredtheseconcepts

variousstrawproposals.Oneof theseworkshops,
1 1 and developed
heldon March16,
12

2OOT,featured
a representative
fromStandard& Poor's("S&P")explaining
whyand how

13

S&PreflectsPPAson a utility'sbalancesheet,recentchangesto S&P'sapproachto debt

14

imputation,
andwhatstateregulatory
commissions
cando to reducethe impactof debt

15

imputation.u
K"y takeaways
fromthisdiscussion
were:(1) debtimputation
in
is expanding

16

scope,as S&Precentlyeliminated
the previous3-yearminimumon PPAsand introduced

17

the conceptof "evergreening,"
whichassumesthatshort{ermPPAswillbe renewedto

, 1 8 meetlong-term
obligations
to serveload;7(2) Oregonutilitiesare clearlyaffectedby debt
19

(3) S&PhascitedPacifiCorp
imputation;
as a utilitywitha relatively
largeamountof

20

imputeddebt,changing
the debtto totalcapitalratioby 6.4 percent,from52.6percentto

21

59 percent;8
and(4) equityoffsetsor PPAincentive
mechanisms
thatcreatea revenue

22
23
24
25

" ld.
6
See Summaryof PhoneCall with David Bodekof S&P from UM 1276Workshop,attached
as Exhibit3 to PacifiCorp'sOpeningComments,DocketUM 1276(May 31, 2007).
'
td.
I
See Debt lmputationfor PowerPurchases:Standard& Poor'sRevisedApproachat 13
(Feb.23, 2007),attachedas Exhibit2 to PacifiCorp'sOpeningComments.
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1

streamcan effectivelyneutralizeimputeddebt,eand otherstateshaveadoptedsuch

2

approaches.lo
In Mayof 2007,partiesfiledtheirinitialstrawproposals.PacifiCorp
filedits

3
4

Conservation
Incentive
Mechanism
for Purchased
Power("ClM/pp").
The CIM/ppwas

5

basedon Oregon'shistoricapproach
utilitybiasagainstconservation
and
to neutralizing

6

perceived
power.To
appliedthatapproachto neutralizing
utilitybiasagainstpurchased

7

resolvethe problemof biasagainstconservation,
the Commission
allowedcapitalization
of

8

all DSMexpenditures
to eliminate
the utilities'disincentive
to investin newDSM.1r

I

Similarly,
the CIM/ppbuiltoff of S&Pdebtimputation
analysisand methodologies
and
proposedthat utilitiesbe allowedto capitalizethe net presentvalueof the capacitycosts

10

of thetotalcosts)calculated
usingthe utility'scostof debt. The
1 1 of PPAs(cappedat 5Qo/o
12

utilitywouldthenamortizethiscapitalized
amountoverthe lifeof the PPA,witha return

13

baseduponthe utility'sauthorized
rateof return,calculated
on a pre-taxbasis. ln this

14

way,the CIM/ppwasdesignedto providecomparability
in ratetreatment
for PPAsand

15

utility-owned
resources.The CIM/ppalsoallowedutilitiesto customize
the incentive

16

potentially
mechanism,
in the docket.
by addingprovisions
fromotherstrawproposals

17

("NlPPC"),
PGE,Northwest
& Intermountain
PowerProducers
Coalition
and

18

("lCNU")alsofiledinitialstrawproposals.PGE
lndustrial
Customers
of Northwest
Utilities

19

proposedan equityoffsetto imputeddebtandtwo differentapproaches
to providinga

20

s

See Staff Reportat 6 ("S&Phas identifiedan authorization
of returnon the amountof

2 1 additionalcommonequityneededto offsetthe debt equivalencyof a PPA as one methodregulators
22
23
24
25

can use to recognizethe cost of debt equivalency.")
to
See tn re FloridaPower & Light, Florida Public Service Commission,Orders Nos. PSC-99(allowingrate recoveryfor equitydesignedto offsetimputeddebt
0519-AS-E|lPSC-02-0501-AS-E1
costs of QF contracts);ln re Public Service Companyof Colorado,ColoradoPublic Service
Commission,Dockets04A-214F,04-2158and 04A216E(recognizinghigherequityin capital
(allowingcost
structureto offsetimputeddebt). See also NevadaRevisedStatutes704.7821(7)(b)
recoveryfor debt imputationcostsassociatedwith renewablePPAs).
tt
ln re PacifiCorpand PGE ConservationProgram Expenses,Order No.89-1700 (1989).
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1

returnon PPAs. NIPPCproposed
application
of a theoretical
10 percentPPArisk

2

avoidance
advantage
thatwouldbe appliedas a partof the bidanalysisassociated
witha

3

Commission
approvedcompetitive
biddingprocess.ICNUproposed
thatthe Commission

4

offsetanyeconomicvalueprovidedby a PPAincentive
mechanism
to a utilityby reducing

5

the utility'sreturnon equity.
Staffdid notfilean initialstrawproposal,
but likethe otherparties,it filedOpening

6
7

Comments
in thiscaseon May31, 2007. Staff'scomments
workedfromthefollowing

I

premise:"Asa resultof theworkshopdiscussions,
staffis convinced
thatthe primary

9

barrierto PPAprocurement
is thatutilitiesdo notearna returnon PPAcontracts.The

10

logicis simple:undercostsof serviceregulation,
to
a utility's'profit'is the opportunity

11

earna returnon the ratebaseand by purchasing
a PPAin lieuof buildinga powerplant,it

12

is forgoingthe potential
to earnsomeamountof profit."12
Staffcommented
favorably
on PacifiCorp's
CIM/ppproposal:

13
14

Staffconcludes
CIM/ppis thestrongest
of
thatPacifiCorp's
the submitted
strawproposals
to
and hasthe greatestpotential
addressthe biaswhilestillholdingtrueto thã preceptsand
processes
procurement
of leastcostresour.ce
andjustand
reasonable
customerrates.Thestrengthof the CIM/ppis its ability
(i.e.the lackof
to addressthe primarybarrierto PPAprocurement
an opportunity
to earna returnon PPAs)and its basisin a
framework
thatthe Commission
hasusedin the past.Thecapacity
portionof a PPAwouldbe capitalized,
subjectto a capdescribed
below,whichis similarto howa powerplantis accounted
for in
proposal's
ratebase.Additionally,
the
built-inregulatory
discipline
throughthe useof prudence
reviewsis botha responsible
and
necessary
addition.'"

15
4A
'v
17
1g
19
20
21

Staffofferedseveralconstructive
for modification
of the CIM/pp,all of
suggestions

22
23

whichPacifiCorp
incorporated
in the CIM/pp.First,Staffstatedthatthe CIM/pp's

24
t'

Staff'sOpeningComments,Docket lJl/i 1276at 1 (May 31, 2OOT).
13
H. at2-3.

25
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1

application
to newPPAswitha minimumdurationof oneyear,as opposedto newPPAs

2

revisedthe
witha minimumdurationof threeor fiveyears,was problematic.la
PacifiCorp

3

CIM/ppto applyonlyto newPPAswitha minimumdurationof threeyears.Staffalso

4

statedthatit wasconcerned
thatthe CIM/ppdid notspecifya minimumcontractsize

5

PacifiCorp
applicable
to the incentive.ls
includedthe requirement
thatthe PPAbe for25

6

MWor moreto be eligible.Staffmadetwospecificrecommendations
for reviewof the

7

mechanism
thatPacifiCorp
alsoincorporated:
an annualaccounting
of howthe

I

mechanism
affectsthe financialmetricsof the utilityandan appraisal
of the CIM/ppafter

I

threeyearsto judgehowthe mechanism
is working.r6
participated
The Commission
in a workshopwiththe partieson June26,2007.At

10
11

the conclusion
of thatworkshop,
the Commission
askedthe partiesto refinetwo

12

proposals:PacifiCorp's
CIM/ppproposaland NIPPC'sproposalfora riskavoidance

13

discountfor PPAsin competitive
solicitations.lT
Thisledto thefilingof newversionsof

14

theseproposals
on September
13,2Q07.
TheSeptember13, 2007,versionof the CIM/ppremainedconsistent
withthe

15
16

In
Commission's
conservation
incentive
model,butofferedseveralimpodantrefinements.

17

additionto the changesdesignedto respondto all of Staff'sdesignsuggestions,

18

should
PacifiCorp
furtherenhancedthe CIM/ppby: (1) clarifying
thatthe mechanism

19

(2)addressing
applyto PPArenewalsand optionexercises;
the conceptthateligiblePPAs

20

withthe
shouldshiftriskawayfromthe utilityby requiring
thateligiblePPAsbe consistent

21

IRP
utility's
analysis
of PPAsin its IRP(underGuideline
13(a)fromtheCommission's

22

of PPAsin
order,UM 1056,utilitiesmustnowreviewthe advantages
anddisadvantage
to

23

'u

24
^E
¿
c

H. ats.
ld.

tu

ld. at 4. Staff recommendedan appraisalafterfive years.

tt

See ALJ MemorandumRuling,Docket IJM 1276(July 30, 2OO7).
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1

theirIntegrated
(3)substituting
Resource
Plans("lRPs"));
theterm"Pre-

2

payments"
determined
Expenditures"
for theterm"capacity
to avoidundulylimitingthe

3

proposaland recognize
thatS&P'sfocusin debtimputation
is on fixedpayments
in a PPA,

4

notjust payments
(4) allowingcapitalization
labeled"capacity;"
of 95%of a windPPA;(5)

5

amortizing
thetotalincentive
amounton a straightline,nominalbasisfor thetermof the

6

PPA;and(6) prohibiting
consideration
of incentive
costsin a Commission
approved

7

procurement
competitive
selectionprocessfor PPAsthatqualifyas a "majorresource."
Whilethe partiesworkedbeforeandafterSeptember13,2007,to buildconsensus

8
9

arounda singleproposal,
severalkeyissuescauseddivergence
amongthe parties.Chief

l0

amongthesewere: (1)the levelof the incentive;
(2)whetherPPAsnototherwise
subject

approvedcompetitive
biddingprocess(r.e.,between3 and5 yearsin
1 1 to a Commission
12

durationand between25 MW and 100MW)wouldhaveto be selectedthroughsucha

13

competitive
biddingprocessto be eligiblefor an incentive;
and (3)whethera findingthat

14

the PPAshiftedriskawayfromthe utilityshouldbe an eligibility
condition
and,if so,the

15

basisfor sucha finding.

16

To addressthesedifferences
and meldthe PacifiCorp
Staff
and NIPPCproposals,

17

fileda newstrawproposalin October2007.Thisproposalprovideda 10 percentreturnon

18

PPAsacquiredthrougha Commission
approvedcompetitive
biddingprocess,as longas

19

the PPAshiftedriskawayfromthe utility.Likeotherproposals
in thisdocket,Staffbased

20

precedents,
its proposalon conservation
incentive
derivingthe proposed10 percent

21

incentive
levelfromtheadderusedto calculate
the cost-effectiveness
of conservation

22

expenditures.ls
Afteradditional
workshops,
discovery,
andcirculation
of informalcomments
on the

23
24
25

Staffproposal,
the partiesfiledfinalproposals
on December
21, 2007. Stafffileditsfinal
tu

See ORS 469.649(3).
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1

proposal,
(PacifiCorp,
andthe JointUtilities
PGEand ldahoPower),NIPPCand NW

2

("NWEC')eachfiledversionsof the Staffproposalwithspecificchanges.
EnergyCoalition

3

PacifiCorp
alsofileda finalversionof its CIM/ppproposal,
attachedto these

4

comments
as Exhibit1,withone significant
addition(alsoincludedin the JointUtility

5

versionof the Staffproposal).To addressthe conceptthatan eligiblePPAmustshiftrisk

6

awayfromthe utilityand to the PPAcounterparty,
PacifiCorpproposedapplication
of the

7

objective
accounting
standard,FIN46(R),the summaryandtextof whichis attachedto

I

thesecomments
as Exhibit2.1sAs appliedin the PPAcontext,thisaccounting
standardis

9

powertransaction
usedto reviewwhetherthe utility'sriskin a purchased
is suchthatit is

10

appropriate
to reflectthisriskon the utility'sbafancesheet.The risksreviewedunderthis

11

accounting
standardarethe sameas thoselistedin NIPPC'sSeptember13,2007,straw

12

proposal,
including
thoserelatedto basicplantoperation
and performance.
FIN46(R)is traditionally
appliedto PPAsto determine
whethera utilityis bearing

13
14

the riskassociated
withowningassets,whichcan be transferred
froma PPAcounterparty

15

to the utility;in thiscontext,the standardwouldbe appliedto verifythe converse.Thatis,

16

the CIM/ppusesFIN46(R)as a benchmark
whetherthe sellerhas
to determine

17

absorbed/retained
or whetherthe utility
the basicunderlying
risksof assetownership

18

bearstheserisks. lf the sellerbearstheseriskssuchthatconsolidation
of the transaction

19
20
21
22
23
24
25

1e
(FlN) a6(R):
FinancialAccounting
StandardsBoard(FASB)FinancialInterpretation
Consolidationof Variablelnterest Entities,an interpretationof ARB No. 51, is a FASB interpretationto
GenerallyAcceptedAccountingPrinciples(GAAP)relatingto fínancialconsolidation.This
interpretation
requiresa companyto consolidatecertainentitieson its balancesheet if the majorityof
the risksof thoseentitiesare beingborne by the company. The statementacknowledgesthat entities
that own assetssuch as generationfacilitiesare subjectto the risks associatedwith the changesin
fair valueand cash flowsassociatedwith thoseassets. An entitycan transferthose risksto another
entityby signingcertaintypes of contractsthat absorbor transferthose risks. CertainPPAsthat a
utilityexecutesmay transferthe majorityof riskfrom the powerproducerto the utilityand thus the
utilitymay be requiredto consolidatethe entity. FIN 46(R) providesan objectivemeasureof risk
transferbetweenmultipleentitiesthat is auditedby an independentthird party.PacifiCorp'scurrent
auditorsare Deloitteand Touche.
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I

is notrequiredunderFIN46(R),thenthe PPAshouldbe deemedeligiblefor the incentive

2

mechanism.In otherwords,as longas thereis a non-consolidation
resultunder

3

FIN46(R),the PPAwouldbe eligiblefor the incentive
mechanism.

4

n.

5

A.

6

ANALYSTS

BothPacifiCorp's
Addressthe
and Staff'sStrawProposalsConstructively
Commission's
Objectives
for thisDocket.

Theproposals
submitted
by PacifiCorp
andStaffhavemorein commonthannot.

7
I

precedents
Botharegroundedin the Commission's
conservation
incentive
and bothwork

I

towardcomparability
betweenutility-owned
resourcesby providinga
and utility-purchased

10

returnon eligiblePPAs. ln thisway,bothproposals
constructively
addressthe utilitybias

11

presumedin thisinvestigation.
towardownedresources
Bothproposals
are simpleto

12

qualities
administer
andcan be reliablyquantified,
valuesin an
thatthe Commission

13

incentive.2o

14

Whilesomeparties(ICNUand NWEC)havequestioned
the existence
or

15

magnitude
of a utilitybiasin favorof ownedresources,
the majorityof the partiesin this

16

docketacceptedthispremiseon the presumedbasisthatownedresources
offeran

17

opportunity
for a return,whilepurchased
resources
shouldfollow
do not. The Commission

18

throughon the chargeof thisinvestigation
by adoptingoneof the pendingreturn-based

19

proposals-PacifiCorp's
incentive
or Staff's(withthe changesnotedin the JointUtilities'

20

version).As withthe Commission's
incentives,2l
should
conservation
the Cornmission

21

powerincentives,
adoptthe principles
or buildingblocksfor the purchased
andallowthe

22

utilitiestheflexibility
to proposecustomized,
mechanisms.
utility-specific

23
'o
See ln re Electric lJtitity tncentives for Acquisitionof Conservation Resources,Order
^A
z*
No. 92-1673,DocketUM 409 (1992).
25

" ln re Electric lJtility tncentives for Acquisitionof Conservation Resources,Order No. 921673,Docket409(Nov.23, 1992).
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(and
NWEChasarguedagainstthe application
of anyincentive
for PacifiCorp

1
2

presumably
is insufficient
to
alsoldahoPower)on the basisthatan Oregon-only
incentive

3

mitigatebiasfor a multi-state
wouldapply
utility.WhileNWECis correctthatthe incentive

4

onlyto Oregon'sshareof a newPPAof a multi-state
utility,thisis nota reasonto shrinkor

5

eliminate
the incentive,
butrathera reasonto ensurethat,at leaston an Oregonbasis,it

6

is comparable
to a returnon an ownedresource.lf Oregonadoptssuchan incentive,

7

otherstatesmayfollow.ln addition,
it is clearthatS&Previewsindividual
stateregulatory

I

actionsin considering
the levelof imputeddebt,so the adoptionof an Oregonincentive

I

mechanism
wouldmitigateimputeddebtlevelsfor multi-state
utilities.

10

B.

11
12

to a
The Rateof Returnin the Incentive
Mechanism
Shouldbe Comparable
Returnon a Utility-Owned
Asset.

PacifiCorp's
CIM/ppproposalappliesreturnlevelsthatare identical
to those

13

appliedto an ownedresource.Thatis,the ClMipprequiresa prudencereviewby the

14

Commission
beforethe utilitymayrecoverthe costsof the PPA. Untilthe PPAis foundto

15

be prudent,the utilityreceivesan AFUDC{ypereturnon the PPAcosts,calculated
on a

16

post-taxbasis(1e.,meaningthatthe returnamountis notgrossedup for taxes).Afterthe

17

PPAis foundto be prudent,the utilityamortizes
FPAcostsoverthe lifeof
the capitalized

18

the PPA,witha returnbasedon the utility'spre-taxauthorized
rateof return(r.e.,meaning

19

thatthisamountis grossedup for taxes).

20

As a checkon thisincentive
mechanism,
the CIM/pprequiresannualreportson

21

reviewafterthreeyears.Thesereporting
and
the mechanism
anda comprehensive

22

reviewguidelines,
alongwiththemanylimitations
shouldaddressany
on PPAeligibility,

23

concernsthatthe incentive
levelof the CIM/ppis too high.

24

adder,not grossedup for taxes.Staffhasalso proposeda
Staffproposesa 10o/o

25

1o/ocapon the mechanism,
for
afterwhichthe Commission
willreviewthe mechanism

26

potentialextension
or modifications.
The JointUtilities
and NIPPChaveproposedthat
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1

Staff'sincentivelevelbe grossedup to take intoaccounttaxes. The JointUtilitieshave

2

alsoproposedelimination
of the 1%cap,on the basisthatit is unnecessary
in lightof the

3

mechanism'smultipleeligibilitylimitations.
Staff'spositioneffectively
reducesthe incentiveby the utility'stax rate. Thisdilutes

4
5

the valueof the incentive
to the degreethatit will not serveto changea utility'sbehavior

6

becausethe returnis considerably
lowerthana ratebasereturn.As the Commission

7

"a mechanism
notedin OrderNo.92-1673,
canonlybe an incentive
if the entitysoughtto

I

be encouraged
viewsit as an incentive."22
In addition,
if the incentive
is
the predictability
of the incentive
is undermined

I
10

subjectto the vagariesof taxes. To providetrue comparability,
the tax effectsof Staff's

11

just
proposedpurchased
powerincentive
shouldbe takenintoaccountin the mechanism,

12

as the tax effectsof a returnon a ratebaseresourceare incorporated
intorevenue

13

precedents
requirement
by grossingup the return.The Commission's
conservation

14

recognizethe importance
resourcesand
of consistenttax treatmentbetweenconservation

15

proposal.23
otherresources
so as to neutralize
the effectof taxesin the incentive

16

C.

17
18

TheCommission's
BiddingGuidelines
Competitive
ShouldBe Followed,
in the Incentive
Mechanism.
ButNotExpanded,

proposals
BothStaff'sand PacifiCorp's
incentive
applyto PPAs3 yearsor greater

19

previously
and25 MW or greater.Becausethe OregonCommission's
established

20

procurement
guidelines
competitive
applyto resources
5 yearsor longerin durationand

21

100MWor greaterin size,thereis a subsetof resources
coveredby the incentive

22

proposals
for whicha Commission
approvedcompetitive
biddingprocessis not

23
tt
See tn re Etectric lJtititytncentives for Acquisition of Conservation Resources,Order
n,1
-No. 92-1673,DocketUM 409 (1992).
t'
See tn re Etectric lJtititytncentives for Acquisition of Conservatíon Resources,Order No.
25
94-590,OrderUM 551 (1994).

26
Page 11 -

FINALCOMMENTSOF PACIFICORPand PGE
& RacknerPC
McDowell
520SW SixthAvenue,Suite830
OR 97204
Portland,

1

mandatory.Staffand NIPPCproposeto extendthe competitive
biddingrequirements
to

2

PPAsin thissubset,by requiring
approvedcompetitive
biddingprocessas
a Commission

3

a prerequisite
for anyincentive,
withoutanyexceptions.
As reflectedin the CIM/ppandthe JointUtilities'versionof Staff'sproposal,

4
5

PacifiCorp
andthe JointUtilities
for a
opposethisposition.Extending
the requirement

6

Commission
subject
approvedcompetitive
biddingprocessfor PPAsthatare notcurrently

7

to the formalizedprocessservesto deterutilitiesfrom enteringintoPPAs-the oppositeof

I

the Commission's
concernfor PPAs
objective
of thisdocket.Thisissueis of particular

I

givenRPSmandates,
involving
renewable
of renewable
resources,
the competitiveness

10

resourceacquisition
andtheamountof timethata formalized
Commission
approved

11

competitive
biddingprocesscantake. In thiscontext,a utilitymaynotbe ableto engage

12

in a Commission
to
approvedRFPwithoutriskingthe lossof the resource
opportunity

13

otherbuyersin the PacificNorthwest
or California.

14

proposals
The incentive
fromStaffand PacifiCorp
bothretainthe Commission's

15

normalprudencereviewprocess.Throughthisþrocess,the Commission
canensurethat

16

all PPAsare prudentpriorto earningan incentive,
anyneedto requirethat
thusobviating

17

PPAsnormallytoo smallor too shortin durationbe subjectto the Commission's

18

c o m pe ti ti ve b i d d i n g g u i d e lines.

19

D.

20
21

The Risk-Shifting
UsingObjective
Natureof the PPAShouldbe Determined
and Measurable
Standards
SuchAs FIN46(R).

Staff'sproposalrequires
thatan eligiblePPAshiftcertainrisks,suchas

22

construction
costrisk,O&Mcostrisk,unitavailability
risk,andtechnology
risk,to the

23

("1E")
counterparty.'a
Staff'sproposalstatesthatan Independent
Evaluator
usedas part

24
25

" Staff Proposal,DocketIJM 1276at I (Dec. 19,2007):NIPPCFinalProposal,Docket
Ulvl1276at 1, (Dec.21,2007|

26
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1

of the Commission
approvedcompetitive
biddingprocesswillprovidea formal

2

recommendation
on the eligibility
of the PPAfor the incentive
of
basedon an evaluation

3

the costsand benefits,
including
riskallocation.2u
Staffstatesthatthe utilitymay

4

demonstrate
thatFIN46(R)doesnotrequireconsolidation
of the PPAon the utility's

5

balancesheetwithrespectto theextentto whichthe PPAabsorbsassetownership

6

risks,26
butit is notclearif sucha demonstration
woulddefinitively
resultin the PPA's

7

eligibility
for an incentive.Staff'sproposalincludesno othermeasurable
standardfor the

I

lE to useto evaluateriskshiftingin a PPA.
Theambiguityin Staff'sproposalleavesthe utilitieswithoutan objective
standard

I
10

to applywhennegotiating
a PPAto ensurethe PPAwillbe eligiblefor the incentive.

11

Absentan objective
when
criterion,
the lE mayhavecompletediscretion
to actarbitrarily

12

evaluating
the degreeof riskshiftedin a PPA,makingit impossible
for utilitiesto allocate

13

riskin PPAsin a waytheyknowwillbe acceptable
underthisincentive.In addition,by

14

requiring
the lE to makethisjudgment,Staff'sproposalassumesuseof the Commission

15

approvedcompetitive
biddingprocesswhenit is notothen¡vise
required,
appropriate
or in

16

the bestinterestof customers.
ln contrast,
the CIM/ppcontainstwo clearand objective
for determining
standards

17
18

whethera PPAhasshiftedriskawayfromthe utility:(1)whetherthe PPAis consistent

19

withtheCompany's
PPAanalysis
in its lRP,required
13(a);and(2)
underIRPGuideline

20

whetherthe PPAcounterparty
bearsthe riskof the PPAsuchthatthe FFA is notsubject

21

to consolidation
on the utility's
balance
sheetunderFIN46(R).
GiventhatPacifiCorp
haspresented
independently
developed
andauditable

22
23

standards
for calculating
whethera PPAtransfersriskto a counterparty,
allpartieswould

24
tu

25

'u

Staff Proposal,Docket Ul'tl1276at 2 (Dec. 19,2OO7).
td. ar.1.
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1

benefitfromthe Commission
adoptingthesestandardto evaluaterisk. Staff'sproposal

2

shouldbe revisedto statethata PPAthatdoesnotrequireconsolidation
on the utility's

3

balancesheetunderFIN46(R)is presumed
to haveshiftedenoughrisksto the PPA

4

counterparty
to be eligiblefor the incentive.A utilitymaypresentotherevidenceof risk-

5

shifting,but FIN46(R)can be usedas a definitive
analysis.

6

E.

7

Staff'sProposal
statesthata PPAmustbe "in lieuof' an ownership
optionand it is

I
I

A PPAShouldBe Eligible
for the lncentive
as Longas a UtilityOwnership
Optionls Generally
Available.

whetherto requireutilitiesto presenta self-build
reviewing
optionin orderto compare

10

relativecostsand benefitsof PPAs.27
PacifiCorp
andthe JointUtilities
agreewithNIPPC

11

thata PPAshouldnotbe requiredto be in lieuof a utilityownership
alternative
to be

12

eligible.2s
As longas a resourceneedcouldbe metthrougheithera PPAor a utility

13

option,the potential
for a self-build
needfor PPA
ownership
biasandthe concomitant

14

incentives
bothexist.

15

F.

16

17

The Proposals
In thisDocketShouldNotRevisethe RFPGuidelines
Previously
Established
by the Commission.

all PPAs
Staff'sproposalrequiresutilitiesto includein thefinalshort-list
evaluation

18

withpricesthatdo notexceed110 percentof theforwardpricecurveandwhichothenuise

19

qualify.Thisis a versionof NIPPC'searlierstrawproposalrequiringutilities
to add a 10

20

percentriskavoidance
advantage
to PPAsin Commission
approvedcompetitive

21

solicitation
evaluations.

22
23

PacifiCorp
andthe JointUtilities
submitthatthesepreferential
scoringproposals
in lightof the Commission's
areunnecessary
established
RFPGuidelines.
RFP

24
ôË
z5

tt

Staff Proposal,DocketUM 1276at 1 (Dec. 19,2OO7).

'8

See NIPPC FinalProposal,DocketIJM 1276at 3 (Dec.21,2007).
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1

Guidelines
9 and 10alreadydirectconsideration
factorssuchas risk
of non-price

2

mitigation
in PPAbidevaluation.RFPGuideline
of imputed
9 precludes
consideration

3

debtcostsin the initialshort-list,evenif thisprovidesa preferenceto PPAs.
ilt.

4

coNcLUStoN

Forall of the reasonsstatedabove,PacifiCorp
to
and PGEaskthe Commission

5
6

adoptthe CIM/pp(as presented
in Exhibit1) and permitthe utilitiesto filespecific

7

proposals
usingthismodel.Alternatively,
PacifiCorp
and PGErequestthatthe

8

proposal,
Commission
approvethe Staffincentive
withthe changesproposedby the Joint

I

proposals
Utilities,
and permitutility-specific
usingthismodel.The JointUtilities'
changes

10

proposalare:
to the Staffincentive
.

11

Staff'sincentivelevelshouldbe grossedup for taxesandthe 1o/o
cap
shouldbe eliminated,
in favorof a three-year
mandatory
review;

12
.

13

The Commission's
competitive
biddingguidelines
shouldnotbe extended

14

to PPAsthatare othenvise
outsideof theguidelines
in orderfor the PPAto

15

be eligiblefor an incentive;
.

16

The riskshiftingnatureof a PPAshouldbe determined
usingan objective
(suchas FIN46(R)),andnotby an lE;
standard

17
.

18

A PPAshouldbe eligiblefor the incentive
as longas a utilityownership
optionis generally
available;
and

19
20

lllll

21

lllll

22

lllll

23

lllll

24

lllll

25

lllll

26
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1
2

.

previously
The proposals
in thisdocketshouldnotrevisethe Commission's
procurement
guidelines.
established
competitive

3
4
5

DATED:January29,2008.
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Exhibit 1
Incentives for New PPAs Based Upon Oregon Conservation Incentive Model
CIM/pp (Conservation Incentive Model for purchased power)
Concept: Incent Oregon utility acquisition of new PPAs by applying Oregon's
model for conservationincentives, treating PPA expendituressimilarly to DSM
expenditures.
Background: The Commissionissueda seriesof ordersin the late 1980's and early
1990's designedto encourageutility DSM expendituresby allowing demand-side
expendituresto be ireated as comparableto supply-side expendituresapplicable
toward rate base. The goal of PPA incentives is similar, in that they are designedto
allow comparableregulatory treatment of two types of resources.
To remove the disincentive to invest in new DSM, the Commission allowed
capitalizationof all DSM expenditures(both capital and expense). The Commission
also allowed anortization of these expenditures,with a retum, over the life of the
DSM program. SeeIn re PacifiCorp and PGE ConservationProgrøm Expenses,
Order No. 89-1700(1989). In this manner,the Commissionestablished
comparability between utility expendituresin DSM and utility investment in new
generationplant.
The Commission recognized,however, that eliminating the disincentive to invest in
DSM was insufficient to incent utility behavior becausethis, at best, left utilities
indifferent. Thus, the Commission also allowed utilities to seek additional incentives
to make DSM expendituresmore attractivethan traditional supply-side investment.
The Commission decided that theseincentive mechanismsshould be, at least to some
degree,utility specific becausea mechanism can only function as an incentive if the
entity sought to be encouragedviews it as such.
The Commission gave five specific policy goals for theseadditional incentive
mechanisms:(1) symmetricalrewardsand penalties;(2) specificbenchmarks;(3)
proportionate rewards/penalties;(4) significant but not excessiveincentives; and (5)
savings should be basedon best estimatesand not subject to after-the-fact true-up
adjustments. In re Electric Utility Incentivesfor Acquisition of Conservation
Resources,UM 409, Order No. 92-1673 (1992).
In UM 1056,the CommissionadoptedGuideline 13(a),which requiresutilities to
assessin their integratedresourceplans (IRPs) the advantagesand disadvantagesof
owning a resourceinstead of purchasing power. In re Investigation into Integrated
ResourcePlanning Requirements,OrderNo. 07-022 (2007).
In UM 1182,the Commissionadopteda requirementthat resourceswith a duration of
5 yearsor longer, and 100 MW or gteater,referredto as "major resources,"be
acquired through an RFP. In re Investigatíon Regarding CompetitiveBidding, Order

No. 06-446 (2006). In determining the short-list in an RFP, the order precludes
considerationof imputed debt costs for PPAs. Id. af 12.
Proposal:
o

Provide utilities an incentive for PPAs calculatedby capitalizing expenditures
associatedwith PPAs executedafter January 1, 2008 (including PPA renewals
or option exercises)that are 25 MW or greaterand have a delivery term of
three-yearsor longer. To be eligible for this incentive, the PPA must be
prudent, its acquisition must be consistentwith the utility's general analysis of
PPAs in its IRP under UM 1056,Guideline 13(a),and the PPA counter-party
must bear the risks of the PPA such that the PPA is not subject to
consolidation on the utility's balance sheetunder FIN 46(R). If a specific
assetis contractually defined in the PPA, the seller or another third party is the
owner of the assetassociatedwith the PPA.

o

The delivery term of a PPA is the time period betweenthe date that capacity
andlor energy is first made available, delivered, or received to the date that
capacity and/orenergy is last made available, delivered, or received.

o

The term of a PPA is the time period betweenthe first date that the PPA is
contractually effective until the date that the PPA is terminated.

.

Utilities will derive the capitalized amount from which the incentive is
calculatedby determining the net presentvalue (NPV) of Pre-determined
Expenditures(defined broadly as the capacitypaymentsor fixed payments in
the PPA) during the PPA term using the utility's averagecost of debt.
Utilities should use the sameNPV calculation that S&P now usesin imputing
debt related to PPAs, which applies a discount rate basedon the utility's
averagecost ofdebt.

o

Where a PPA does not have Pre-determinedExpenditures,the capitalized
amount will be determinedby using the S&P method for determining a proxy
capacitycomponent. Except for PPAs associatedwith wind resources,the
capitalizedamount of a PPA shall be cappedat 50o/oof the total of FPA
expenditures.

o

Capitalization cappedat 50o/oof PPA expendituresis poorly suited to PPAs
associatedwith wind resourcessince such resourceshave costs that arelargely
fixed. Therefore, for a PPA associatedwith wind resources,the CIM/pp will
capitalize95o/o
of the NPV of the PPA's expenditures.

o

The incentive calculation should recognizeAFPPA (Allowance for Funds
used for PPAs),from the beginning of the term of the PPA, using the utility's
AFUDC rate as of the execution date and calculatedon a post-tax basis, for
capitalizedportion of new PPAs before costs are reflected in rates.

In rate caseor annual net variable power cost update,allow utilities to recover
the incentive, calculatedby: (1) amofüzingthe capitalized portion of PPA
expenditures,plus AFPPA, over the term of the PPA; and (2) allowing utilities
to earn a return on the unamortized balance of the capitalizedportion of PPA
expendituresat the utility's allowed ROR, calculatedon a pre-tax basis. ,See
Attachments:StandardPPA, Columns 1-8; Tolling Example,Columns 1-9.
Once the total incentive amount is calculated,to reducerisk and complexity,
utilities shall recover the incentive amortizedon a straight line, nominal basis
for the term of the PPA, along with the actual energy and capacity payments
made under the PPA. See Attachments:StandardPPA, Column 9; Tolling
Example,Column 10.
Unless otherwise allowed by law or Commission order, PPAs are subject to a
prudencereview before PPA expendituresand incentives can be reflected in
rates.
For PPAs that arc major resources:(1) precludeconsiderationof the costsof
the CIM/pp incentives in determining the short-list in an RFP; but (2) include
considerationof the costs of CIM/pp incentives in Commission
acknowledgementof the RFP short-list.
Allow utilities to propose additional utility-specific PBR mechanismsfor
PPAs using policy goals for incentive mechanismsfrom UM 409. This could
incorporate other proposalsdevelopedin this docket.
o

The Commission will review the CIM/pp mechanism after three years.
Utilities with PPAs coveredby the mechanism shall report annually on their
f,rnancialmetrics and provide documentation demonstratingdiscernable
effects on imputed debt calculations and credit ratings.

Benefits: The CIM/pp benefits customersby incenting utilities to acquire prudent
PPAs. Utility acquisition of new PPAs can contribute to the developmentand
maintenanceof a robust competitive wholesale market, which ultimately may provide
customers gteaterresourcechoices.
The CIM/pp is limited in scopein that it only appliesto: (l) new PPAs; (2) PPAs for
25 MW or more and with a delivery term of three years or more; and (3) the
capitalization of the portion of PPA expendituresassociatedwith fixed costs of the
PPA, cappedat 50o/oof the total exceptfor wind PPAs. Theselimitations moderate
the rate impact of the CIM/pp. At the sametime, CIM/pp can reasonablybe expected
to be effective in reducing future imputed debt and associatedcostsbecauseS&P
imputes debt on the portion of PPA expendituresthat S&P associateswith debt (i.e.,
the Pre-determinedExpenditures). From a qualitative standpoint,the CIM/pp should

allow for the maintenanceof the credit quality of Oregon utilities and lower the
potential costsof capital for new utility investment.
Under the CIN4/pp,PPA expendituresand incentives will not be reflected in rates
until a prudencereview is conductedor otherwise allowed per law or Commission
order. Thus, the CIM/pp maintains the regulatory discipline of the risk of a prudence
disallowance.
This approachusesa tried and testedframework to incent Oregon utilities to invest in
supply-side alternativesto rate basedgenerationresources. The CIN{/pp is
straightforward, easily implemented for all utilities, and allows for utility-specific
tailoring of incentives beyond those designedto treat PPAs and rate base generation
comparably for regulatory pu{poses.

Exhibit 2
Use of FIN 46(R) to Assessand Account for Asset Ownership Risk
Background
One of the eligibility requirementsin Staff s PPA incentive straw proposal is that the
PPA counter-partymust absorb certain assetownership risks that the utility would
otherwisebear in a resourceself-build or utility ownership scenario. Staffls proposal
gives an RFP independentevaluator a role in determining whether the PPA is eligible
under this criterion, although neither the risk absorptionrequirementsnor the eligibility
review processare defined. Without such definition, eligibility could be determined
subjectively in the opinion of the independentevaluator.
PacifiCorp appreciatesthe challengesof detailing the risk absorptionrequirementsand
review processin the straw proposal. Indeed, PacifiCorp has previously arguedagainst
overly specific requirementson the basis that thesewould detract from an incentive
mechanism's flexibility, durability, and likely be unable to adequatelypredict the myriad
of potential contract structures. Unless parties understandwhat is contemplatedby this
requirement,however, it is difficult to evaluateor understandhow to use the incentive
mechanism. Delegating this review to an RFP independentevaluator does not address
theseconcerns,could causeinconsistencyin review application and createsother
challenges,such as implying the need for the PPA to be only obtained through a
competitive solicitation in all cases.
In an attempt to propose a verifiable but flexible standardon this issue, PacifiCorp
previously suggestedreliance on the IRP. Under the UM 1056 order, IRPs must now
addressthe relative risks and advantagesof purchasedpower in comparison to utility
ownership options. PacifiCorp proposedthat the risk absorption question be judged by
whether the PPA was consistentwith the IRP (i.e. whether it capturedthe benefits
identified by the IRP).
As an alternative or supplementto the use of IRP results, PacifiCorp suggestsreliance on
the objective standardfor assessmentof PPA risk (or variability) set by the FIN 46(R)
accountingstandard. As applied in the PPA context, this accounting standardis used to
review whether the utility's risk in a purchasedpower transaction is such that it is
appropriateto reflect this risk on the utility's balance sheet. The risks reviewed under
this accountingstandardare the sameas thoselisted in NIPPC's September13,2007
filing, including thoserelatedto basicplant operationand performance. FIN a6@) is
traditionally applied to PPAs to determinewhether a utility is bearing the risk associated
with owning assets,which can be transferredfrom a PPA counterparty to the utility; in
this context, the standardwould be applied to verifu the converse. That is, PacifiCorp
proposesto use FIN 46(R) as a benchmark to determinewhether the seller has
absorbed/retainedthe basic underlying risks of assetownership or whether the utility
bearstheserisks. In either case,the sametechnical accounting analysis is performed. If
the seller bearstheserisks such that consolidation of the transaction is not required under

FIN 46(R), then the PPA should be deemedeligible for the incentive mechanisms
proposedin this docket. In other words, as long as there is a non-consolidation result
under FIN 46(R), the PPA would be eligible for the incentive mechanism.
The value of this approachis that it analyzesthe PPA risk transfer issue by referenceto a
pre-existing, independentlyestablished,and independentlyaudited accounting standard.
The standardis familiar to parties engagedin commercial transactionsfor generation
resourcesand comprehensivelyaddressesthe risk transfer issue.
This paper includes a surnmaryof FIN 46(R), a copy of which is attached.
What is FIN 46(R)?
Financial Accounting StandardsBoard (FASB) Financial Interpretation (FIN) a6@):
Consolidation of Variable Interest Entities, an interpretation of AkB No. 51, is a FASB
interpretation to Generally Accepted Accounting Principles (GAAP) relating to financial
consolidation. This interpretation requires a company to consolidatecertain entities on
its balancesheetif the majority of the risks of those entities are being borne by the
company. The statementacknowledgesthat entities that own assetssuch as generation
facilities are subject to the risks associatedwith the changesin fair value and cashflows
associatedwith those assets. An entity can transfer those risks to another entity by
signing certain types of contractsthat absorbor transfer thoserisks. Certain PPAs that a
utility executesmay transfer the majority of risk from the power producer to the utility
and thus the utility may be required to consolidatethe entity. FIN 46(R) provides an
objective measureof risk transfer between multiple entities that is audited by an
independentthird party.PacifiCorp's current auditors are Deloitte and Touche.
What is the general purpose of FIN 46(RX
FIN 46(R) provides for a substanceover form approachto consolidate companiesbased
on a risk and rewards model and was issuedby FASB with the intent to identifii which
company should appropriately report on its balance sheetassets,liabilities, and debt
associatedwith a transaction.FIN 46(R) was issued after it was discovered that
companiescould create special-purposeentities (like Enron's Jedi and Raptors) which
could allow such companiesto remove assetsand liabilities from its balance sheetto hide
lossesand to createfictitious profits.
What types of risk are considered?
The variability (risk) to be consideredin applying FIN 46(R) is basedon an analysisof
the designof the entity as outlined in the following steps:
.

Step l: Analyze the nature of the risks in the entity. The risks to be considered
include,but are not limited to, the following: (1) credit risk, (2) interestrate risk
(3) foreign currency exchangerisk, (4) commodity price risk, (5) equity price risk,

(6) operationsrisk, (7) compliance risk, (8) environmentalrisk and (9) political
risk.
.

Step 2: Determine the purpose(s)for which the entity was createdand determine
the variability (createdby the risks identified in Step 1) the entity is designedto
createand passalong to its interest holders.

.

Step 3: Determine which interest holder is the primary recipient of the risks the
entity was designedto passalong.

Conclusion
FIN 46(R) provides specific objective guidanceon how to measurethe risks of a power
generatingentity and how to determine when those risks are transferred from the entity
(as seller) to a utility (as buyer). PacifiCorp has an establishedaccounting contract
review processand policy that requires this assessmenttake place for all agreementsit
executes. The documentedassessmentscompletedby the PacifiCorp accounting staff are
reviewed by the independentaccounting firm (currently Deloitte and Touche) to ensure
the conclusionsreachedare in accordancewith FIN 46(R).
As long as a utility is not required to consolidatea power generatingentity under FIN
46(R), objective verification exists that the underlying risks associatedwith asset
ownership have been retained by the power generatingentity and are not being bome by
the utility. In this situation, the PPA should be eligible for the incentives proposed in this
docket becausethe seller, not the utility, bearsthe assetownership risk.

Exhibit 1
Incentives for New PPAs Based Upon Oregon Conservation Incentive Model
CIM/pp (Conservation Incentive Model for purchased power)
Concept: Incent Oregon utility acquisition of new PPAs by applying Oregon’s
model for conservation incentives, treating PPA expenditures similarly to DSM
expenditures.
Background: The Commission issued a series of orders in the late 1980’s and early
1990’s designed to encourage utility DSM expenditures by allowing demand-side
expenditures to be treated as comparable to supply-side expenditures applicable
toward rate base. The goal of PPA incentives is similar, in that they are designed to
allow comparable regulatory treatment of two types of resources.
To remove the disincentive to invest in new DSM, the Commission allowed
capitalization of all DSM expenditures (both capital and expense). The Commission
also allowed amortization of these expenditures, with a return, over the life of the
DSM program. See In re PacifiCorp and PGE Conservation Program Expenses,
Order No. 89-1700 (1989). In this manner, the Commission established
comparability between utility expenditures in DSM and utility investment in new
generation plant.
The Commission recognized, however, that eliminating the disincentive to invest in
DSM was insufficient to incent utility behavior because this, at best, left utilities
indifferent. Thus, the Commission also allowed utilities to seek additional incentives
to make DSM expenditures more attractive than traditional supply-side investment.
The Commission decided that these incentive mechanisms should be, at least to some
degree, utility specific because a mechanism can only function as an incentive if the
entity sought to be encouraged views it as such.
The Commission gave five specific policy goals for these additional incentive
mechanisms: (1) symmetrical rewards and penalties; (2) specific benchmarks; (3)
proportionate rewards/penalties; (4) significant but not excessive incentives; and (5)
savings should be based on best estimates and not subject to after-the-fact true-up
adjustments. In re Electric Utility Incentives for Acquisition of Conservation
Resources, UM 409, Order No. 92-1673 (1992).
In UM 1056, the Commission adopted Guideline 13(a), which requires utilities to
assess in their integrated resource plans (IRPs) the advantages and disadvantages of
owning a resource instead of purchasing power. In re Investigation into Integrated
Resource Planning Requirements, Order No. 07-022 (2007).
In UM 1182, the Commission adopted a requirement that resources with a duration of
5 years or longer, and 100 MW or greater, referred to as “major resources,” be
acquired through an RFP. In re Investigation Regarding Competitive Bidding, Order

No. 06-446 (2006). In determining the short-list in an RFP, the order precludes
consideration of imputed debt costs for PPAs. Id. at 12.
Proposal:
•

Provide utilities an incentive for PPAs calculated by capitalizing expenditures
associated with PPAs executed after January 1, 2008 (including PPA renewals
or option exercises) that are 25 MW or greater and have a delivery term of
three-years or longer. To be eligible for this incentive, the PPA must be
prudent, its acquisition must be consistent with the utility’s general analysis of
PPAs in its IRP under UM 1056, Guideline 13(a), and the PPA counter-party
must bear the risks of the PPA such that the PPA is not subject to
consolidation on the utility’s balance sheet under FIN 46(R). If a specific
asset is contractually defined in the PPA, the seller or another third party is the
owner of the asset associated with the PPA.

•

The delivery term of a PPA is the time period between the date that capacity
and/or energy is first made available, delivered, or received to the date that
capacity and/or energy is last made available, delivered, or received.

•

The term of a PPA is the time period between the first date that the PPA is
contractually effective until the date that the PPA is terminated.

•

Utilities will derive the capitalized amount from which the incentive is
calculated by determining the net present value (NPV) of Pre-determined
Expenditures (defined broadly as the capacity payments or fixed payments in
the PPA) during the PPA term using the utility’s average cost of debt.
Utilities should use the same NPV calculation that S&P now uses in imputing
debt related to PPAs, which applies a discount rate based on the utility’s
average cost of debt.

•

Where a PPA does not have Pre-determined Expenditures, the capitalized
amount will be determined by using the S&P method for determining a proxy
capacity component. Except for PPAs associated with wind resources, the
capitalized amount of a PPA shall be capped at 50% of the total of PPA
expenditures.

•

Capitalization capped at 50% of PPA expenditures is poorly suited to PPAs
associated with wind resources since such resources have costs that are largely
fixed. Therefore, for a PPA associated with wind resources, the CIM/pp will
capitalize 95% of the NPV of the PPA’s expenditures.

•

The incentive calculation should recognize AFPPA (Allowance for Funds
used for PPAs), from the beginning of the term of the PPA, using the utility’s
AFUDC rate as of the execution date and calculated on a post-tax basis, for
capitalized portion of new PPAs before costs are reflected in rates.
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•

In rate case or annual net variable power cost update, allow utilities to recover
the incentive, calculated by: (1) amortizing the capitalized portion of PPA
expenditures, plus AFPPA, over the term of the PPA; and (2) allowing utilities
to earn a return on the unamortized balance of the capitalized portion of PPA
expenditures at the utility’s allowed ROR, calculated on a pre-tax basis. See
Attachments: Standard PPA, Columns 1-8; Tolling Example, Columns 1-9.

•

Once the total incentive amount is calculated, to reduce risk and complexity,
utilities shall recover the incentive amortized on a straight line, nominal basis
for the term of the PPA, along with the actual energy and capacity payments
made under the PPA. See Attachments: Standard PPA, Column 9; Tolling
Example, Column 10.

•

Unless otherwise allowed by law or Commission order, PPAs are subject to a
prudence review before PPA expenditures and incentives can be reflected in
rates.

•

For PPAs that are major resources: (1) preclude consideration of the costs of
the CIM/pp incentives in determining the short-list in an RFP; but (2) include
consideration of the costs of CIM/pp incentives in Commission
acknowledgement of the RFP short-list.

•

Allow utilities to propose additional utility-specific PBR mechanisms for
PPAs using policy goals for incentive mechanisms from UM 409. This could
incorporate other proposals developed in this docket.

•

The Commission will review the CIM/pp mechanism after three years.
Utilities with PPAs covered by the mechanism shall report annually on their
financial metrics and provide documentation demonstrating discernable
effects on imputed debt calculations and credit ratings.

Benefits: The CIM/pp benefits customers by incenting utilities to acquire prudent
PPAs. Utility acquisition of new PPAs can contribute to the development and
maintenance of a robust competitive wholesale market, which ultimately may provide
customers greater resource choices.
The CIM/pp is limited in scope in that it only applies to: (1) new PPAs; (2) PPAs for
25 MW or more and with a delivery term of three years or more; and (3) the
capitalization of the portion of PPA expenditures associated with fixed costs of the
PPA, capped at 50% of the total except for wind PPAs. These limitations moderate
the rate impact of the CIM/pp. At the same time, CIM/pp can reasonably be expected
to be effective in reducing future imputed debt and associated costs because S&P
imputes debt on the portion of PPA expenditures that S&P associates with debt (i.e.,
the Pre-determined Expenditures). From a qualitative standpoint, the CIM/pp should

3

allow for the maintenance of the credit quality of Oregon utilities and lower the
potential costs of capital for new utility investment.
Under the CIM/pp, PPA expenditures and incentives will not be reflected in rates
until a prudence review is conducted or otherwise allowed per law or Commission
order. Thus, the CIM/pp maintains the regulatory discipline of the risk of a prudence
disallowance.
This approach uses a tried and tested framework to incent Oregon utilities to invest in
supply-side alternatives to rate based generation resources. The CIM/pp is
straightforward, easily implemented for all utilities, and allows for utility-specific
tailoring of incentives beyond those designed to treat PPAs and rate base generation
comparably for regulatory purposes.
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Exhibit 2
Use of FIN 46(R) to Assess and Account for Asset Ownership Risk
Background
One of the eligibility requirements in Staff’s PPA incentive straw proposal is that the
PPA counter-party must absorb certain asset ownership risks that the utility would
otherwise bear in a resource self-build or utility ownership scenario. Staff’s proposal
gives an RFP independent evaluator a role in determining whether the PPA is eligible
under this criterion, although neither the risk absorption requirements nor the eligibility
review process are defined. Without such definition, eligibility could be determined
subjectively in the opinion of the independent evaluator.
PacifiCorp appreciates the challenges of detailing the risk absorption requirements and
review process in the straw proposal. Indeed, PacifiCorp has previously argued against
overly specific requirements on the basis that these would detract from an incentive
mechanism’s flexibility, durability, and likely be unable to adequately predict the myriad
of potential contract structures. Unless parties understand what is contemplated by this
requirement, however, it is difficult to evaluate or understand how to use the incentive
mechanism. Delegating this review to an RFP independent evaluator does not address
these concerns, could cause inconsistency in review application and creates other
challenges, such as implying the need for the PPA to be only obtained through a
competitive solicitation in all cases.
In an attempt to propose a verifiable but flexible standard on this issue, PacifiCorp
previously suggested reliance on the IRP. Under the UM 1056 order, IRPs must now
address the relative risks and advantages of purchased power in comparison to utility
ownership options. PacifiCorp proposed that the risk absorption question be judged by
whether the PPA was consistent with the IRP (i.e. whether it captured the benefits
identified by the IRP).
As an alternative or supplement to the use of IRP results, PacifiCorp suggests reliance on
the objective standard for assessment of PPA risk (or variability) set by the FIN 46(R)
accounting standard. As applied in the PPA context, this accounting standard is used to
review whether the utility’s risk in a purchased power transaction is such that it is
appropriate to reflect this risk on the utility’s balance sheet. The risks reviewed under
this accounting standard are the same as those listed in NIPPC’s September 13, 2007
filing, including those related to basic plant operation and performance. FIN 46(R) is
traditionally applied to PPAs to determine whether a utility is bearing the risk associated
with owning assets, which can be transferred from a PPA counterparty to the utility; in
this context, the standard would be applied to verify the converse. That is, PacifiCorp
proposes to use FIN 46(R) as a benchmark to determine whether the seller has
absorbed/retained the basic underlying risks of asset ownership or whether the utility
bears these risks. In either case, the same technical accounting analysis is performed. If
the seller bears these risks such that consolidation of the transaction is not required under

FIN 46(R), then the PPA should be deemed eligible for the incentive mechanisms
proposed in this docket. In other words, as long as there is a non-consolidation result
under FIN 46(R), the PPA would be eligible for the incentive mechanism.
The value of this approach is that it analyzes the PPA risk transfer issue by reference to a
pre-existing, independently established, and independently audited accounting standard.
The standard is familiar to parties engaged in commercial transactions for generation
resources and comprehensively addresses the risk transfer issue.
This paper includes a summary of FIN 46(R), a copy of which is attached.
What is FIN 46(R)?
Financial Accounting Standards Board (FASB) Financial Interpretation (FIN) 46(R):
Consolidation of Variable Interest Entities, an interpretation of ARB No. 51, is a FASB
interpretation to Generally Accepted Accounting Principles (GAAP) relating to financial
consolidation. This interpretation requires a company to consolidate certain entities on
its balance sheet if the majority of the risks of those entities are being borne by the
company. The statement acknowledges that entities that own assets such as generation
facilities are subject to the risks associated with the changes in fair value and cash flows
associated with those assets. An entity can transfer those risks to another entity by
signing certain types of contracts that absorb or transfer those risks. Certain PPAs that a
utility executes may transfer the majority of risk from the power producer to the utility
and thus the utility may be required to consolidate the entity. FIN 46(R) provides an
objective measure of risk transfer between multiple entities that is audited by an
independent third party. PacifiCorp’s current auditors are Deloitte and Touche.
What is the general purpose of FIN 46(R)?
FIN 46(R) provides for a substance over form approach to consolidate companies based
on a risk and rewards model and was issued by FASB with the intent to identify which
company should appropriately report on its balance sheet assets, liabilities, and debt
associated with a transaction. FIN 46(R) was issued after it was discovered that
companies could create special-purpose entities (like Enron’s Jedi and Raptors) which
could allow such companies to remove assets and liabilities from its balance sheet to hide
losses and to create fictitious profits.
What types of risk are considered?
The variability (risk) to be considered in applying FIN 46(R) is based on an analysis of
the design of the entity as outlined in the following steps:
•

Step 1: Analyze the nature of the risks in the entity. The risks to be considered
include, but are not limited to, the following: (1) credit risk, (2) interest rate risk
(3) foreign currency exchange risk, (4) commodity price risk, (5) equity price risk,

(6) operations risk, (7) compliance risk, (8) environmental risk and (9) political
risk.
•

Step 2: Determine the purpose(s) for which the entity was created and determine
the variability (created by the risks identified in Step 1) the entity is designed to
create and pass along to its interest holders.

•

Step 3: Determine which interest holder is the primary recipient of the risks the
entity was designed to pass along.

Conclusion
FIN 46(R) provides specific objective guidance on how to measure the risks of a power
generating entity and how to determine when those risks are transferred from the entity
(as seller) to a utility (as buyer). PacifiCorp has an established accounting contract
review process and policy that requires this assessment take place for all agreements it
executes. The documented assessments completed by the PacifiCorp accounting staff are
reviewed by the independent accounting firm (currently Deloitte and Touche) to ensure
the conclusions reached are in accordance with FIN 46(R).
As long as a utility is not required to consolidate a power generating entity under FIN
46(R), objective verification exists that the underlying risks associated with asset
ownership have been retained by the power generating entity and are not being borne by
the utility. In this situation, the PPA should be eligible for the incentives proposed in this
docket because the seller, not the utility, bears the asset ownership risk.
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FIN 46R: Consolidation of Variable Interest Entities

FIN 46R Summary
This Interpretation of Accounting Research Bulletin No. 51, Consolidated Financial
Statements, which replaces FASB Interpretation No. 46, Consolidation of Variable Interest
Entities, addresses consolidation by business enterprises of variable interest entities, which have
one or more of the following characteristics:
1.

2.

3.

The equity investment at risk is not sufficient to permit the entity to finance its activities
without additional subordinated financial support provided by any parties, including the
equity holders.
The equity investors lack one or more of the following essential characteristics of a
controlling financial interest:
a. The direct or indirect ability to make decisions about the entity’s activities through
voting rights or similar rights
b. The obligation to absorb the expected losses of the entity
c. The right to receive the expected residual returns of the entity.
The equity investors have voting rights that are not proportionate to their economic interests,
and the activities of the entity involve or are conducted on behalf of an investor with a
disproportionately small voting interest.
The following are exceptions to the scope of this Interpretation:

1.
2.
3.
4.

Not-for-profit organizations are not subject to this Interpretation unless they are used by
business enterprises in an attempt to circumvent the provisions of this Interpretation.
Employee benefit plans subject to specific accounting requirements in existing FASB
Statements are not subject to this Interpretation.
Registered investment companies are not required to consolidate a variable interest entity
unless the variable interest entity is a registered investment company.
Transferors to qualifying special-purpose entities and "grandfathered" qualifying
special-purpose entities subject to the reporting requirements of FASB Statement No. 140,
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5.

6.
7.

8.

9.

Accounting for Transfers and Servicing of Financial Assets and Extinguishments of
Liabilities, do not consolidate those entities.
No other enterprise consolidates a qualifying special-purpose entity or a "grandfathered"
qualifying special-purpose entity unless the enterprise has the unilateral ability to cause the
entity to liquidate or to change the entity in such a way that it no longer meets the
requirements to be a qualifying special-purpose entity or "grandfathered" qualifying
special-purpose entity.
Separate accounts of life insurance enterprises as described in the AICPA Auditing and
Accounting Guide, Life and Health Insurance Entities, are not subject to this Interpretation.
An enterprise with an interest in a variable interest entity or potential variable interest entity
created before December 31, 2003, is not required to apply this Interpretation to that entity if
the enterprise, after making an exhaustive effort, is unable to obtain the necessary
information.
An entity that is deemed to be a business (as defined in this Interpretation) need not be
evaluated to determine if it is a variable interest entity unless one of the following conditions
exists:
a. The reporting enterprise, its related parties, or both participated significantly in the
design or redesign of the entity, and the entity is neither a joint venture nor a franchisee.
b. The entity is designed so that substantially all of its activities either involve or are
conducted on behalf of the reporting enterprise and its related parties.
c. The reporting enterprise 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
entity based on an analysis of the fair values of the interests in the entity.
d. The activities of the entity are primarily related to securitizations, other forms of
asset-backed financings, or single-lessee leasing arrangements.
An enterprise is not required to consolidate a governmental organization and is not required
to consolidate a financing entity established by a governmental organization unless the
financing entity (a) is not a governmental organization and (b) is used by the business
enterprise in a manner similar to a variable interest entity in an effort to circumvent the
provisions of this Interpretation.

Reason for Issuing This Interpretation
Transactions involving variable interest entities have become increasingly common, and the
relevant accounting literature is fragmented and incomplete. ARB 51 requires that an
enterprise’s consolidated financial statements include subsidiaries in which the enterprise has a
controlling financial interest. That requirement usually has been applied to subsidiaries in which
an enterprise has a majority voting interest, but in many circumstances the enterprise’s
consolidated financial statements do not include variable interest entities with which it has
similar relationships. The voting interest approach is not effective in identifying controlling
financial interests in entities that are not controllable through voting interests or in which the
Copyright © 2003, Financial Accounting Standards Board
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equity investors do not bear the residual economic risks.
The objective of this Interpretation is not to restrict the use of variable interest entities but to
improve financial reporting by enterprises involved with variable interest entities. The Board
believes that if a business enterprise has a controlling financial interest in a variable interest
entity, the assets, liabilities, and results of the activities of the variable interest entity should be
included in consolidated financial statements with those of the business enterprise.
Differences between This Interpretation and Current Practice
Under current practice, two enterprises generally have been included in consolidated
financial statements because one enterprise controls the other through voting interests. This
Interpretation explains how to identify variable interest entities and how an enterprise assesses
its interests in a variable interest entity to decide whether to consolidate that entity. This
Interpretation requires existing unconsolidated variable interest entities to be consolidated by
their primary beneficiaries if the entities do not effectively disperse risks among parties involved.
Variable interest entities that effectively disperse risks will not be consolidated unless a single
party holds an interest or combination of interests that effectively recombines risks that were
previously dispersed.
An enterprise that consolidates a variable interest entity is the primary beneficiary of the
variable interest entity. The primary beneficiary of a variable interest entity is the party that
absorbs a majority of the entity’s expected losses, receives a majority of its expected residual
returns, or both, as a result of holding variable interests, which are the ownership, contractual, or
other pecuniary interests in an entity that change with changes in the fair value of the entity’s net
assets excluding variable interests. An enterprise with a variable interest in a variable interest
entity must consider variable interests of related parties and de facto agents as its own in
determining whether it is the primary beneficiary of the entity.
Assets, liabilities, and noncontrolling interests of newly consolidated variable interest entities
generally will be initially measured at their fair values except for assets and liabilities transferred
to a variable interest entity by its primary beneficiary, which will continue to be measured as if
they had not been transferred. However, assets, liabilities, and noncontrolling interests of newly
consolidated variable interest entities that are under common control with the primary
beneficiary are measured at the amounts at which they are carried in the consolidated financial
statements of the enterprise that controls them (or would be carried if the controlling entity
prepared financial statements) at the date the enterprise becomes the primary beneficiary.
Goodwill is recognized only if the variable interest entity is a business as defined in this
Interpretation. Otherwise, the reporting enterprise will report an extraordinary loss for that
amount. After initial measurement, the assets, liabilities, and noncontrolling interests of a
consolidated variable interest entity will be accounted for as if the entity was consolidated based
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on voting interests. In some circumstances, earnings of the variable interest entity attributed to
the primary beneficiary arise from sources other than investments in equity of the entity.
An enterprise that holds significant variable interests in a variable interest entity but is not
the primary beneficiary is required to disclose (1) the nature, purpose, size, and activities of the
variable interest entity, (2) its exposure to loss as a result of the variable interest holder’s
involvement with the entity, and (3) the nature of its involvement with the entity and date when
the involvement began. The primary beneficiary of a variable interest entity is required to
disclose (a) the nature, purpose, size, and activities of the variable interest entity, (b) the carrying
amount and classification of consolidated assets that are collateral for the variable interest
entity’s obligations, and (c) any lack of recourse by creditors (or beneficial interest holders) of a
consolidated variable interest entity to the general credit of the primary beneficiary.
How This Interpretation Will Improve Financial Reporting
This Interpretation is intended to achieve more consistent application of consolidation
policies to variable interest entities and, thus, to improve comparability between enterprises
engaged in similar activities even if some of those activities are conducted through variable
interest entities. Including the assets, liabilities, and results of activities of variable interest
entities in the consolidated financial statements of their primary beneficiaries will provide more
complete information about the resources, obligations, risks, and opportunities of the
consolidated enterprise. Disclosures about variable interest entities in which an enterprise has a
significant variable interest but does not consolidate will help financial statement users assess the
enterprise’s risks.
How the Conclusions in This Interpretation Relate to the Conceptual Framework
FASB Concepts Statement No. 1, Objectives of Financial Reporting by Business Enterprises,
states that financial reporting should provide information that is useful in making business and
economic decisions. Including variable interest entities in consolidated financial statements with
the primary beneficiary will help achieve that objective by providing information that helps in
assessing the amounts, timing, and uncertainty of prospective net cash flows of the consolidated
entity.
Completeness is identified in FASB Concepts Statement No. 2, Qualitative Characteristics
of Accounting Information, as an essential element of representational faithfulness and relevance.
Thus, to represent faithfully the total assets that an enterprise controls and liabilities for which an
enterprise is responsible, assets and liabilities of variable interest entities for which the enterprise
is the primary beneficiary must be included in the enterprise’s consolidated financial statements.
FASB Concepts Statement No. 6, Elements of Financial Statements, defines assets, in part,
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as probable future economic benefits obtained or controlled by a particular entity and defines
liabilities, in part, as obligations of a particular entity to make probable future sacrifices of
economic benefits. The relationship between a variable interest entity and its primary
beneficiary results in control by the primary beneficiary of future benefits from the assets of the
variable interest entity even though the primary beneficiary may not have the direct ability to
make decisions about the uses of the assets. Because the liabilities of the variable interest entity
will require sacrificing consolidated assets, those liabilities are obligations of the primary
beneficiary even though the creditors of the variable interest entity may have no recourse to the
general credit of the primary beneficiary.
The Effective Date of This Interpretation
Special provisions apply to enterprises that have fully or partially applied Interpretation 46
prior to issuance of this Interpretation. Otherwise, application of this Interpretation (or
Interpretation 46) is required in financial statements of public entities that have interests in
variable interest entities or potential variable interest entities commonly referred to as
special-purpose entities for periods ending after December 15, 2003. Application by public
entities (other than small business issuers) for all other types of entities is required in financial
statements for periods ending after March 15, 2004. Application by small business issuers to
entities other than special-purpose entities and by nonpublic entities to all types of entities is
required at various dates in 2004 and 2005. In some instances, enterprises have the option of
applying or continuing to apply Interpretation 46 for a short period of time before applying this
Interpretation.

INTRODUCTION
1.
This Interpretation, which replaces FASB Interpretation No. 46, Consolidation of Variable
Interest Entities, clarifies the application of Accounting Research Bulletin No. 51, Consolidated
Financial Statements, to certain entities in which equity investors do not have the characteristics
of a controlling financial interest or do not have sufficient equity at risk for the entity to finance
its activities without additional subordinated financial support. Paragraph 1 of ARB 51 states
that consolidated financial statements are “usually necessary for a fair presentation when one of
the companies in the group directly or indirectly has a controlling financial interest in the other
companies.” Paragraph 2 states that “the usual condition for a controlling financial interest is
ownership of a majority voting interest. . . .” However, application of the majority voting
interest requirement in ARB 51 to certain types of entities may not identify the party with a
controlling financial interest because the controlling financial interest may be achieved through
arrangements that do not involve voting interests.
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INTERPRETATION
Definition of Terms
2.
a.
b.

c.

d.
e.

Certain terms are defined for use in this Interpretation as follows:
Variable interest entity refers to an entity subject to consolidation according to the
provisions of this Interpretation.
Expected losses and expected residual returns refer to amounts derived from expected cash
flows as described in FASB Concepts Statement No. 7, Using Cash Flow Information and
Present Value in Accounting Measurements. However, expected losses and expected
residual returns refer to amounts discounted and otherwise adjusted for market factors and
assumptions rather than to undiscounted cash flow estimates. Paragraph 8 specifies which
amounts are to be considered in determining expected losses and expected residual returns
of a variable interest entity. Expected variability is the sum of the absolute values of the
expected residual return and the expected loss. All three concepts are illustrated in Appendix
A.
Variable interests in a variable interest entity are contractual, ownership, or other pecuniary
interests in an entity that change with changes in the fair value of the entity’s net assets
exclusive of variable interests. Equity interests with or without voting rights are considered
variable interests if the entity is a variable interest entity and to the extent that the
investment is at risk as described in paragraph 5. Paragraph 12 explains how to determine
whether a variable interest in specified assets of an entity is a variable interest in the entity.
Appendix B describes various types of variable interests and explains in general how they
may affect the determination of the primary beneficiary of a variable interest entity.
Primary beneficiary refers to an enterprise that consolidates a variable interest entity under
the provisions of this Interpretation.
Subordinated financial support refers to variable interests that will absorb some or all of an
entity’s expected losses.

Use of the Term Entity

3.
For convenience, this Interpretation uses the term entity to refer to 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. Portions of entities or
aggregations of assets within an entity shall not be treated as separate entities for purposes of
applying this Interpretation unless the entire entity is a variable interest entity. Some examples
are divisions, departments, branches, and pools of assets subject to liabilities that give the
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creditor no recourse to other assets of the entity. Majority-owned subsidiaries are entities
separate from their parents that are subject to this Interpretation and may be variable interest
entities.
Scope
4.
This Interpretation clarifies the application of ARB 51 and replaces Interpretation 46. With
the following exceptions, this Interpretation applies to all entities:
a.

b.

c.

d.

e.
f.

g.

Not-for-profit organizations as defined in paragraph 168 of FASB Statement No. 117,
Financial Statements of Not-for-Profit Organizations, are not subject to this Interpretation,
except that they may be related parties for purposes of applying paragraphs 16 and 17 of this
Interpretation. In addition, if a not-for-profit entity is used by business enterprises in a
manner similar to a variable interest entity in an effort to circumvent the provisions of this
Interpretation, that not-for-profit entity shall be subject to this Interpretation.
An employer shall not consolidate an employee benefit plan subject to the provisions of
FASB Statements No. 87, Employers’ Accounting for Pensions, No. 106, Employers’
Accounting for Postretirement Benefits Other Than Pensions, and No. 112, Employers’
Accounting for Postemployment Benefits.
Neither a transferor of financial assets nor its affiliates shall consolidate a qualifying
special-purpose entity as described in paragraph 35 of FASB Statement No. 140, Accounting
for Transfers and Servicing of Financial Assets and Extinguishments of Liabilities, or a
"formerly qualifying SPE" as described in paragraph 25 of Statement 140. A transferor
reports its rights and obligations related to the qualifying special-purpose entity according to
the requirements of Statement 140.
An enterprise that holds variable interests in a qualifying special-purpose entity or a
"formerly qualifying SPE," as described in paragraph 25 of Statement 140, shall not
consolidate that entity unless that enterprise has the unilateral ability to cause the entity to
liquidate or to change the entity so that it no longer meets the conditions in paragraph 25 or
35 of Statement 140. If the entity is not consolidated, the enterprise reports its rights and
obligations related to the entity.
An enterprise subject to SEC Regulation S-X, Rule 6-03(c)(1) shall not consolidate any
entity that is not also subject to that same rule.
Separate accounts of life insurance entities as described in the AICPA Audit and Accounting
Guide, Life and Health Insurance Entities, are not subject to consolidation according to the
requirements of this Interpretation.
An enterprise with an interest in a variable interest entity or potential variable interest entity
created before December 31, 2003, is not required to apply this Interpretation to that entity if
the enterprise, after making an exhaustive effort, is unable to obtain the information 1
necessary to (1) determine whether the entity is a variable interest entity, (2) determine
whether the enterprise is the variable interest entity’s primary beneficiary, or (3) perform the
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h.

i.

accounting required to consolidate the variable interest entity for which it is determined to
be the primary beneficiary. The scope exception in this provision applies only as long as the
reporting enterprise continues to be unable to obtain the necessary information. Paragraph
26 requires certain disclosures to be made about interests in entities subject to this provision.
Paragraph 41 provides transition guidance for an enterprise that subsequently obtains the
information necessary to apply this Interpretation to an entity subject to this exception.
An entity that is deemed to be a business under the definition in Appendix C need not be
evaluated by a reporting enterprise to determine if the entity is a variable interest entity
under the requirements of this Interpretation unless one or more of the following conditions
exist (however, for entities that are excluded by this provision of this Interpretation, other
generally accepted accounting principles should be applied): 2
(1) The reporting enterprise, its related parties, 3 or both participated significantly in the
design or redesign of the entity. However, this condition does not apply if the entity is
an operating joint venture under joint control of the reporting enterprise and one or
more independent parties or a franchisee.4
(2) The entity is designed so that substantially all of its activities either involve or are
conducted on behalf of the reporting enterprise and its related parties.
(3) The reporting enterprise 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
entity based on an analysis of the fair values of the interests in the entity.
(4) The activities of the entity are primarily related to securitizations or other forms of
asset-backed financings or single-lessee leasing arrangements.
An enterprise shall not consolidate a governmental organization and shall not consolidate a
financing entity established by a governmental organization unless the financing entity (1) is
not a governmental organization and (2) is used by the business enterprise in a manner
similar to a variable interest entity in an effort to circumvent the provisions of this
Interpretation.

Variable Interest Entities
5.
An entity shall be subject to consolidation according to the provisions of this Interpretation
if, by design, 5 the conditions in a, b, or c exist:
a.

The total equity investment 6 at risk is not sufficient to permit the entity to finance its
activities without additional subordinated financial support provided by any parties,
including equity holders. For this purpose, the total equity investment at risk:
(1) Includes only equity investments in the entity that participate significantly in profits and
losses even if those investments do not carry voting rights
(2) Does not include equity interests that the entity issued in exchange for subordinated
interests in other variable interest entities

Copyright © 2003, Financial Accounting Standards Board

Not for redistribution

Page 11

b.

c.

(3) Does not include amounts provided to the equity investor directly or indirectly by the
entity or by other parties involved with the entity (for example, by fees, charitable
contributions, or other payments), unless the provider is a parent, subsidiary, or affiliate
of the investor that is required to be included in the same set of consolidated financial
statements as the investor
(4) Does not include amounts financed for the equity investor (for example, by loans or
guarantees of loans) directly by the entity or by other parties involved with the entity,
unless that party is a parent, subsidiary, or affiliate of the investor that is required to be
included in the same set of consolidated financial statements as the investor.
Paragraphs 9 and 10 discuss the amount of the total equity investment at risk that is
necessary to permit an entity to finance its activities without additional subordinated
financial support.
As a group the holders of the equity investment at risk lack any one of the following three
characteristics 7 of a controlling financial interest:
(1) The direct or indirect ability through voting rights or similar rights to make decisions
about an entity’s activities that have a significant effect on the success of the entity.
The investors do not have that ability through voting rights or similar rights if no
owners hold voting rights or similar rights (such as those of a common shareholder in a
corporation or a general partner in a partnership).8
(2) The obligation to absorb the expected losses of the entity.9 The investor or investors do
not have that obligation if they are directly or indirectly protected from the expected
losses or are guaranteed a return by the entity itself or by other parties involved with the
entity.
(3) The right to receive the expected residual returns of the entity. The investors do not
have that right if their return is capped by the entity’s governing documents or
arrangements with other variable interest holders or the entity.10
The equity investors as a group also are considered to lack characteristic (b)(1) if (i) the
voting rights of some investors are not proportional to their obligations to absorb the
expected losses of the entity, their rights to receive the expected residual returns of the
entity, or both and (ii) substantially all of the entity’s activities (for example, providing
financing or buying assets) either involve or are conducted on behalf of an investor that has
disproportionately few voting rights.11 For purposes of applying this requirement,
enterprises shall consider each party’s obligations to absorb expected losses and rights to
receive expected residual returns related to all of that party’s interests in the entity and not
only to its equity investment at risk.

6.
An entity subject to this Interpretation is called a variable interest entity. The investments
or other interests that will absorb portions of a variable interest entity’s expected losses or
receive portions of the entity’s expected residual returns are called variable interests. The initial
determination of whether an entity is a variable interest entity shall be made on the date at which
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an enterprise becomes involved 12 with the entity. That determination shall be based on the
circumstances on that date including future changes that are required in existing governing
documents and existing contractual arrangements. An enterprise is not required to determine
whether an entity with which it is involved is a variable interest entity if it is apparent that the
enterprise’s interest would not be a significant variable interest and if the enterprise, its related
parties, and its de facto agents (as described in paragraph 16) did not participate significantly in
the design or redesign of the entity.
7.
An entity that previously was not subject to this Interpretation shall not become subject to
it simply because of losses in excess of its expected losses that reduce the equity investment.
The initial determination of whether an entity is a variable interest entity shall be reconsidered if
one or more of the following occur:
a.
b.
c.

d.

The entity’s governing documents or contractual arrangements are changed in a manner that
changes the characteristics or adequacy of the entity’s equity investment at risk.
The equity investment or some part thereof is returned to the equity investors, and other
interests become exposed to expected losses of the entity.
The entity undertakes additional activities or acquires additional assets, beyond those that
were anticipated at the later of the inception of the entity or the latest reconsideration event,
that increase the entity’s expected losses.
The entity receives an additional equity investment that is at risk, or the entity curtails or
modifies its activities in a way that decreases its expected losses.

A troubled debt restructuring, as defined in paragraph 2 of FASB Statement No. 15, Accounting
by Debtors and Creditors for Troubled Debt Restructurings, as amended, shall be accounted for
in accordance with that Statement and is not an event that requires the reconsideration of
whether the entity involved is a variable interest entity.
Expected Losses and Expected Residual Returns

8.
A variable interest entity’s expected losses are the expected negative variability in the fair
value of its net assets exclusive of variable interests. A variable interest entity’s expected
residual returns are the expected positive variability in the fair value of its net assets exclusive of
variable interests. Expected variability in the fair value of net assets includes expected
variability resulting from the operating results of the entity.
9.
An equity investment at risk of less than 10 percent of the entity’s total assets shall not be
considered sufficient to permit the entity to finance its activities without subordinated financial
support in addition to the equity investment unless the equity investment can be demonstrated to
be sufficient. The demonstration that equity is sufficient may be based on either qualitative
analysis or quantitative analysis or a combination of both. Qualitative assessments, including but
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not limited to the qualitative assessments described in paragraphs 9(a) and 9(b), will in some
cases be conclusive in determining that the entity’s equity at risk is sufficient. If, after diligent
effort, a reasonable conclusion about the sufficiency of the entity’s equity at risk cannot be
reached based solely on qualitative considerations, the quantitative analyses implied by
paragraph 9(c) should be made. In instances in which neither a qualitative assessment nor a
quantitative assessment, taken alone, is conclusive, the determination of whether the equity at
risk is sufficient shall be based on a combination of qualitative and quantitative analyses.
a.
b.

c.

The entity has demonstrated that it can finance its activities without additional subordinated
financial support.
The entity has at least as much equity invested as other entities that hold only similar assets
of similar quality in similar amounts and operate with no additional subordinated financial
support.
The amount of equity invested in the entity exceeds the estimate of the entity’s expected
losses based on reasonable quantitative evidence.

10. Some entities may require an equity investment at risk greater than 10 percent of their
assets to finance their activities, especially if they engage in high-risk activities, hold high-risk
assets, or have exposure to risks that are not reflected in the reported amounts of the entities’
assets or liabilities. The presumption in paragraph 9 does not relieve an enterprise of its
responsibility to determine whether a particular entity with which the enterprise is involved
needs an equity investment at risk greater than 10 percent of its assets in order to finance its
activities without subordinated financial support in addition to the equity investment.
Development Stage Enterprises

11. Because reconsideration of whether an entity is subject to this Interpretation is required
only in certain circumstances, the initial application to an entity that is in the development stage
13 is very important. A development stage entity is a variable interest entity if it meets one of the
conditions in paragraph 5. A development stage entity does not meet the condition in paragraph
5(a) if it can be demonstrated that the equity invested in the entity is sufficient to permit it to
finance the activities it is currently engaged in (for example, if the entity has already obtained
financing without additional subordinated financial support) and provisions in the entity’s
governing documents and contractual arrangements allow additional equity investments.
However, sufficiency of the equity investment should be reconsidered as required by paragraph
7, for example, when the entity undertakes additional activities or acquires additional assets.
Variable Interests and Interests in Specified Assets of a Variable Interest Entity
12. A variable interest in specified assets of a variable interest entity (such as a guarantee or
subordinated residual interest) shall be deemed to be a variable interest in the entity only if the
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fair value of the specified assets is more than half of the total fair value of the entity’s assets or if
the holder has another variable interest in the entity as a whole (except interests that are
insignificant or have little or no variability).14 The expected losses and expected residual
returns applicable to variable interests in specified assets of a variable interest entity shall be
deemed to be expected losses and expected residual returns of the entity only if that variable
interest is deemed to be a variable interest in the entity. Expected losses related to variable
interests in specified assets are not considered part of the expected losses of the entity for
purposes of determining the adequacy of the equity at risk in the entity or for identifying the
primary beneficiary unless the specified assets constitute a majority of the assets of the entity.
For example, expected losses absorbed by a guarantor of the residual value of leased property are
not considered expected losses of a variable interest entity if the fair value of the leased property
is not a majority of the fair value of the entity’s total assets.
13. An enterprise with a variable interest in specified assets of a variable interest entity shall
treat a portion of the entity as a separate variable interest entity if the specified assets (and
related credit enhancements, if any) are essentially the only source of payment for specified
liabilities or specified other interests.15 That requirement does not apply unless the entity has
been determined to be a variable interest entity. If one enterprise is required to consolidate a
discrete portion of a variable interest entity, other variable interest holders shall not consider that
portion to be part of the larger variable interest entity.
Consolidation Based on Variable Interests
14. An enterprise shall consolidate a variable interest entity if that enterprise has a variable
interest (or combination of variable interests) that will absorb a majority of the entity’s expected
losses, receive a majority of the entity’s expected residual returns, or both. An enterprise shall
consider the rights and obligations conveyed by its variable interests and the relationship of its
variable interests with variable interests held by other parties to determine whether its variable
interests will absorb a majority of a variable interest entity’s expected losses, receive a majority
of the entity’s expected residual returns, or both. If one enterprise will absorb a majority of a
variable interest entity’s expected losses and another enterprise will receive a majority of that
entity’s expected residual returns, the enterprise absorbing a majority of the losses shall
consolidate the variable interest entity.
15. The enterprise that consolidates a variable interest entity is called the primary beneficiary
of that entity. An enterprise shall determine whether it is the primary beneficiary of a variable
interest entity at the time the enterprise becomes involved with the entity. An enterprise with an
interest in a variable interest entity shall reconsider whether it is the primary beneficiary of the
entity if the entity’s governing documents or contractual arrangements are changed in a manner
that reallocates between the existing primary beneficiary and other unrelated parties (a) the
obligation to absorb the expected losses of the variable interest entity or (b) the right to receive
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the expected residual returns of the variable interest entity. The primary beneficiary also shall
reconsider its initial decision to consolidate a variable interest entity if the primary beneficiary
sells or otherwise disposes of all or part of its variable interests to unrelated parties or if the
variable interest entity issues new variable interests to parties other than the primary beneficiary
or the primary beneficiary’s related parties. A holder of a variable interest that is not the primary
beneficiary also shall reconsider whether it is the primary beneficiary of a variable interest entity
if that enterprise acquires additional variable interests in the variable interest entity. A troubled
debt restructuring, as defined in paragraph 2 of Statement 15, as amended, shall be accounted for
in accordance with that Statement and is not an event that requires the reconsideration of
whether an enterprise is the primary beneficiary of the variable interest entity.
Related Parties

16. For purposes of determining whether it is the primary beneficiary of a variable interest
entity, an enterprise with a variable interest shall treat variable interests in that same entity held
by its related parties as its own interests. For purposes of this Interpretation, the term related
parties includes those parties identified in FASB Statement No. 57, Related Party Disclosures,
and certain other parties that are acting as de facto agents or de facto principals of the variable
interest holder. The following are considered to be de facto agents of an enterprise:
a.

b.
c.
d.

A party that cannot finance its operations without subordinated financial support from the
enterprise, for example, another variable interest entity of which the enterprise is the
primary beneficiary
A party that received its interests as a contribution or a loan from the enterprise
An officer, employee, or member of the governing board of the enterprise
A party that has (1) an agreement that it cannot sell, transfer, or encumber its interests in the
entity without the prior approval of the enterprise or (2) a close business relationship like the
relationship between a professional service provider and one of its significant clients. The
right of prior approval creates a de facto agency relationship only if that right could
constrain the other party’s ability to manage the economic risks or realize the economic
rewards from its interests in a variable interest entity through the sale, transfer, or
encumbrance of those interests.

17. If two or more related parties (including the de facto agents described in paragraph 16)
hold variable interests in the same variable interest entity, and the aggregate variable interest
held by those parties would, if held by a single party, identify that party as the primary
beneficiary, then the party, within the related party group, that is most closely associated with
the variable interest entity is the primary beneficiary. The determination of which party within
the related party group is most closely associated with the variable interest entity requires
judgment and shall be based on an analysis of all relevant facts and circumstances, including:
a.

The existence of a principal-agency relationship between parties within the related party
group
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b.
c.
d.

The relationship and significance of the activities of the variable interest entity to the
various parties within the related party group
A party’s exposure to the expected losses of the variable interest entity
The design of the variable interest entity.

Initial Measurement
18. Except for enterprises under common control and assets and liabilities that are consolidated
shortly after transfer from a primary beneficiary to a variable interest entity, the primary
beneficiary of a variable interest entity shall initially measure the assets, liabilities, and
noncontrolling interests of the newly consolidated entity at their fair values at the date the
enterprise first becomes the primary beneficiary. That date is the first date on which, if the
enterprise issued financial statements, it would report the entity in its consolidated financial
statements.
19. If the primary beneficiary of a variable interest entity is under common control with the
variable interest entity, the primary beneficiary shall initially measure the assets, liabilities, and
noncontrolling interests of the variable interest entity at the amounts at which they are carried in
the accounts of the enterprise that controls the variable interest entity (or would be carried if the
enterprise issued financial statements prepared in conformity with generally accepted accounting
principles).
20. The primary beneficiary of a variable interest entity shall initially measure assets and
liabilities that it has transferred to that variable interest entity at, after, or shortly before the date
that the enterprise became the primary beneficiary at the same amounts at which the assets and
liabilities would have been measured if they had not been transferred. No gain or loss shall be
recognized because of such transfers.
21. The excess, if any, of (a) the fair value of the newly consolidated assets and (b) the
reported amount of assets transferred by the primary beneficiary to the variable interest entity
over (1) the sum of the fair value of the consideration paid, (2) the reported amount of any
previously held interests, and (3) the fair value of the newly consolidated liabilities and
noncontrolling interests shall be allocated and reported as a pro rata adjustment of the amounts
that would have been assigned to all of the newly consolidated assets as specified in paragraphs
44 and 45 of FASB Statement No. 141, Business Combinations, as if the initial consolidation had
resulted from a business combination. The excess, if any, of (a) the sum of the fair value of the
consideration paid, (b) the reported amount of any previously held interests, and (c) the fair
value of the newly consolidated liabilities and noncontrolling interests over (1) the fair value of
the newly consolidated identifiable assets and (2) the reported amount of identifiable assets
transferred by the primary beneficiary to the variable interest entity shall be reported in the
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period in which the enterprise becomes the primary beneficiary as:
a.
b.

Goodwill, if the variable interest entity is a business 16
An extraordinary loss, if the variable interest entity is not a business.

Accounting after Initial Measurement
22. The principles of consolidated financial statements in ARB 51 apply to primary
beneficiaries’ accounting for consolidated variable interest entities.
After the initial
measurement, the assets, liabilities, and noncontrolling interests of a consolidated variable
interest entity shall be accounted for in consolidated financial statements as if the entity were
consolidated based on voting interests. Any specialized accounting requirements applicable to
the type of business in which the variable interest entity operates shall be applied as they would
be applied to a consolidated subsidiary. The consolidated enterprise shall follow the
requirements for elimination of intercompany balances and transactions and other matters
described in paragraphs 6–15 of ARB 51 and existing practices for consolidated subsidiaries.
Fees or other sources of income or expense between a primary beneficiary and a consolidated
variable interest entity shall be eliminated against the related expense or income of the variable
interest entity. The resulting effect of that elimination on the net income or expense of the
variable interest entity shall be attributed to the primary beneficiary (and not to noncontrolling
interests) in the consolidated financial statements.

DISCLOSURE
23. In addition to disclosures required by other standards, the primary beneficiary of a variable
interest entity shall disclose the following (unless the primary beneficiary also holds a majority
voting interest): 17
a.
b.
c.

The nature, purpose, size, and activities of the variable interest entity
The carrying amount and classification of consolidated assets that are collateral for the
variable interest entity’s obligations
Lack of recourse if creditors (or beneficial interest holders) of a consolidated variable
interest entity have no recourse to the general credit of the primary beneficiary.

24. An enterprise that holds a significant variable interest in a variable interest entity but is not
the primary beneficiary shall disclose:
a.

The nature of its involvement with the variable interest entity and when that involvement
began
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b.
c.

The nature, purpose, size, and activities of the variable interest entity
The enterprise’s maximum exposure to loss as a result of its involvement with the variable
interest entity.

25. Disclosures required by Statement 140 about a variable interest entity shall be included in
the same note to the financial statements as the information required by this Interpretation.
Information about variable interest entities may be reported in the aggregate for similar entities if
separate reporting would not add material information.
26. An enterprise that does not apply this Interpretation to one or more variable interest entities
or potential variable interest entities because of the condition described in paragraph 4(g) shall
disclose the following information:
a.
b.
c.
d.

The number of entities to which this Interpretation is not being applied and the reason why
the information required to apply this Interpretation is not available
The nature, purpose, size (if available), and activities of the entity(ies) and the nature of the
enterprise’s involvement with the entity(ies)
The reporting enterprise’s maximum exposure to loss because of its involvement with the
entity(ies)
The amount of income, expense, purchases, sales, or other measure of activity between the
reporting enterprise and the entity(ies) for all periods presented. However, if it is not
practicable to present that information for prior periods that are presented in the first set of
financial statements for which this requirement applies, the information for those prior
periods is not required.
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EFFECTIVE DATE AND TRANSITION
27. If it is reasonably possible that an enterprise will initially consolidate or disclose
information about a variable interest entity when this Interpretation becomes effective, the
enterprise shall disclose the following information in all financial statements initially issued after
December 31, 2003, regardless of the date on which the variable interest entity was created:
a.
b.

The nature, purpose, size, and activities of the variable interest entity
The enterprise’s maximum exposure to loss as a result of its involvement with the variable
interest entity.

28. An enterprise with an interest in an entity to which the provisions of Interpretation 46 have
not been applied as of December 24, 2003, shall apply Interpretation 46 or this Interpretation to
that entity in accordance with paragraphs 29–41.
Public Entity That Is Not a Small Business Issuer
29. A public entity 18 (enterprise) that is not a small business issuer 19 shall apply this
Interpretation to all entities subject to this Interpretation no later than the end of the first
reporting period that ends after March 15, 2004 (as of March 31, 2004, for calendar-year
enterprises). This effective date includes those entities to which Interpretation 46 was previously
applied.
30. However, prior to the required application of this Interpretation, a public entity (enterprise)
that is not a small business issuer shall apply Interpretation 46 or this Interpretation to those
entities that are considered to be special-purpose entities 20 no later than as of the end of the first
reporting period that ends after December 15, 2003 (as of December 31, 2003, for calendar-year
enterprises).
31. A public entity (enterprise) that is not a small business issuer that has applied Interpretation
46 to an entity prior to the effective date of this Interpretation shall either continue to apply
Interpretation 46 until the effective date of this Interpretation or apply this Interpretation at an
earlier date.
Public Entity That Is a Small Business Issuer
32. A public entity 21 (enterprise) that is a small business issuer 22 shall apply this
Interpretation to all entities subject to this Interpretation no later than the end of the first
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reporting period that ends after December 15, 2004 (as of December 31, 2004, for a
calendar-year enterprise). This effective date includes those entities to which Interpretation 46
had previously been applied.
33. However, prior to the required application of this Interpretation, a public entity (enterprise)
that is a small business issuer shall apply Interpretation 46 or this Interpretation to those entities
that are considered to be special-purpose entities no later than as of the end of the first reporting
period that ends after December 15, 2003 (as of December 31, 2003, for a calendar-year
enterprise).
34. A public entity (enterprise) that is a small business issuer that has applied Interpretation 46
to an entity prior to the effective date of this Interpretation shall either continue to apply
Interpretation 46 until the effective date of this Interpretation or apply this Interpretation at an
earlier date.
Nonpublic Entities
35. A nonpublic entity 23 (enterprise) with an interest in an entity that is subject to this
Interpretation and that is created after December 31, 2003, shall apply this Interpretation to that
entity immediately. A nonpublic enterprise shall apply this Interpretation to all entities that are
subject to this Interpretation by the beginning of the first annual period beginning after
December 15, 2004.
Investment Companies
36. The effective date for applying the provisions of Interpretation 46 or this Interpretation is
deferred for investment companies that are not subject to SEC Regulation S-X, Rule 6-03(c)(1)
but are currently accounting for their investments in accordance with the specialized accounting
guidance in the AICPA Audit and Accounting Guide, Audits of Investment Companies.
Paragraph 4(e) of this Interpretation states that “an enterprise subject to SEC Regulation S-X,
Rule 6-03(c)(1) shall not consolidate any entity that is not also subject to that same rule.” Other
investment companies that are currently accounting for their investments in accordance with the
specialized accounting guidance in the Audit Guide should not apply the provisions of
Interpretation 46 to such investments until the Board has completed its consideration of whether
to modify paragraph 4(e). The effective date of this Interpretation or Interpretation 46 for those
investments is delayed while the AICPA finalizes its proposed Statement of Position (SOP) on
the clarification of the scope of the Audit Guide and accounting by the parent companies and
equity method investors for investments in investment companies. Following AICPA issuance
of the final SOP, the Board will consider modifying paragraph 4(e) to provide an exception for
companies that apply the Audit Guide as revised by the SOP. This effective date deferral does
not extend to investments made after March 27, 2002, that are held by an investment company
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that is not a separate legal entity, unless those investments were acquired pursuant to an
irrevocable binding commitment that existed prior to March 28, 2002. (Refer to EITF Abstracts,
Topic No. D-74, "Issues Concerning the Scope of the AICPA Guide on Investment Companies,"
for additional information on the applicability of the Audit Guide to nonregistered investment
companies.) The transitional disclosures in paragraph 27 of this Interpretation are not required
for investments of nonregistered investment companies that are covered by this deferral
provision.
Transition
37. If initial application of the requirements of this Interpretation results in initial consolidation
of an entity created before December 31, 2003, the consolidating enterprise shall initially
measure the assets, liabilities, and noncontrolling interests of the variable interest entity at their
carrying amounts at the date the requirements of this Interpretation first apply. In this context,
carrying amounts refers to the amounts at which the assets, liabilities, and noncontrolling
interests would have been carried in the consolidated financial statements if this Interpretation
had been effective when the enterprise first met the conditions to be the primary beneficiary. If
determining the carrying amounts is not practicable, the assets, liabilities, and noncontrolling
interests of the variable interest entity shall be measured at fair value at the date this
Interpretation first applies. Any difference between the net amount added to the balance sheet of
the consolidating enterprise and the amount of any previously recognized interest in the newly
consolidated entity shall be recognized as the cumulative effect of an accounting change.
38. The determinations of (a) whether an entity is a variable interest entity and (b) which
enterprise, if any, is a variable interest entity’s primary beneficiary should be made as of the date
the enterprise became involved with the entity or if events requiring reconsideration of the
entity’s status or the status of its variable interest holders have occurred, as of the most recent
date at which Interpretation 46 or this Interpretation would have required consideration. (Refer
to paragraphs 7 and 15 for discussions of reconsideration.) However, if at transition it is not
practicable for an enterprise to obtain the information necessary to make the determinations as of
the date the enterprise became involved with an entity or at the most recent reconsideration date,
the enterprise should make the determinations as of the date on which this Interpretation is first
applied. If the variable interest entity and primary beneficiary determinations are made in
accordance with this paragraph, then the primary beneficiary shall measure the assets, liabilities,
and noncontrolling interests of the variable interest entity at fair value as of the date on which
this Interpretation is first applied.
39. The effect of applying this Interpretation to an entity to which Interpretation 46 had
previously been applied shall be reported as the cumulative effect of an accounting change.
Goodwill previously written off as required by Interpretation 46 shall not be reinstated.
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40. This Interpretation may be applied by restating previously issued financial statements for
one or more years with a cumulative-effect adjustment as of the beginning of the first year
restated. Restatement is encouraged but not required.
41. An enterprise that has not applied this Interpretation to an entity because of the condition
described in paragraph 4(g) and that subsequently obtains the information necessary to apply this
Interpretation to that entity shall apply the provisions of this Interpretation as of the date the
information is acquired in accordance with paragraph 37. Restatement in accordance with
paragraph 40 is encouraged but not required.
The revisions in this Interpretation were adopted by the affirmative votes of five members of
the Financial Accounting Standards Board. Mr. Batavick and Ms. Seidman dissented.
Mr. Batavick and Ms. Seidman object to the issuance of this Interpretation, because it does
not clarify a new but critical concept underlying the variable interest model and because the
effective dates for some types of entities are too soon to provide for an orderly transition.
They believe there is currently a lack of clarity surrounding the application of the expected
loss-return test, which is the gateway in determining whether an entity is a variable interest
entity and the key quantitative test for identifying who should consolidate an entity. The Board is
aware that different approaches exist that result in different conclusions about whether an entity
is a variable interest entity and also whether a reporting entity is the primary beneficiary. Mr.
Batavick and Ms. Seidman find it troubling that entities with the same contractual structures
could reach different conclusions about whether the entity is a variable interest entity and who
should consolidate it. They believe the Board should provide more guidance for calculating
expected losses and expected residual returns so that the new consolidation model will be
applied with a high degree of consistency.
This Interpretation contains numerous changes from the original Interpretation 46 and from
the proposed modification that was exposed in October 2003. While they generally support
those changes, Mr. Batavick and Ms. Seidman believe that with an issuance date in late
December 2003, the effective dates of this Interpretation do not give preparers of financial
statements and their auditors a reasonable amount of time to digest the clarified provisions,
analyze the effect on their organizations, implement the effect of any changes, and subject them
to internal and external audit procedures. Given the large number of securitization vehicles held
by institutions engaged in these activities, the nonstandard nature of their terms, the materiality
of the assets and liabilities involved, and the heightened awareness of these transactions in the
marketplace, they believe it is as important to delay the effective date for entities typically
thought of as “special-purpose entities” as it is for other types of entities within the scope of this
Interpretation (for which an additional deferral has been provided). Those Board members
believe it is in the best interest of the capital markets that reporting entities have additional time
to implement those accounting changes, especially in complex areas such as structured finance.
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Interpretation 46 was adopted by the affirmative votes of six members of the Financial
Accounting Standards Board. Mr. Foster dissented.
Consolidation standards throughout the world, including ARB 51 and Statement 94, are
based on control. ARB 51 states, “There is a presumption that consolidated statements are more
meaningful than separate statements and that they are usually necessary for a fair presentation
when one of the companies in the group directly or indirectly has a controlling financial interest
in the other companies.” The objective of this Interpretation is to assist in determining when one
entity controls another entity in circumstances where control is difficult to discern, because
either the structure of the variable interest entity obviates the need for decisions or control has
been disguised. Mr. Foster does not believe this Interpretation consistently achieves that
objective; rather, he believes that its application will in certain circumstances fail to identify the
party that controls a variable interest entity and, instead, identify as the controlling party a party
that does not control it. That, in turn, has the potential to result in entities not reporting in their
consolidated financial statements assets that they control and liabilities for which they are
obligated and to require different entities to report in their consolidated financial statements
assets they do not control and liabilities for which they have no responsibility. He believes that is
inappropriate because the FASB’s conceptual framework is clear that control is an essential
characteristic of an asset and an obligation to sacrifice assets is an essential characteristic of a
liability. Accordingly, he dissents from issuance of this Interpretation.
One concern is the Board’s conclusion that interests in transferred assets held by a transferor
after it transfers assets to a variable interest entity can, in certain circumstances, be variable
interests in that entity. Mr. Foster believes they are never variable interests; rather, he believes
that a variable interest entity and a transferor of assets to that entity hold separate and distinct
interests in the assets originally held by the transferor. For example, after a transfer of financial
assets to a variable interest entity, the assets held by that entity can be characterized as
strips—that is, they are contracts to receive designated cash flows from the transferred assets,
often the first cash flows collected up to a designated amount or percentage of the contracted
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amount of the underlying assets. The transferor often holds the remaining interest in the cash
flows—also a strip—and neither the creditors nor beneficial interest holders of the variable
interest entity have recourse to those cash flows. The asset held by the transferor is not an
interest in the variable interest entity at all; it is simply a separate and distinct interest in the
same assets in which the variable interest entity has interests.
If the Board had concluded that shared interests in assets with a variable interest entity were
not under any circumstances variable interests in the variable interest entity, Mr. Foster’s
overriding concern—that entities that control assets and owe liabilities have the potential to omit
those assets and liabilities from their consolidated financial statements while other entities have
the potential to report in their consolidated financial statements assets they do not control and
liabilities for which they have no responsibility—would not arise. This Interpretation requires
that variable interests held by a transferor of assets to a variable interest entity be considered in
determining the primary beneficiary if a single transferor of assets to a variable interest entity
transfers a majority of the assets held by that variable interest entity or if a transferor of assets to
a variable interest entity has another variable interest in that entity as a whole. As a result, under
this Interpretation, a transferor that transfers a majority of the assets held by a variable interest
entity and retains an interest that will absorb virtually all of the potential losses of the original
assets before they were divided likely would be required to consolidate the variable interest
entity. However, if no party involved with the variable interest entity transfers a majority of the
variable interest entity’s assets, the interests of the transferors are not considered in determining
the primary beneficiary. In that case, a party other than a transferor is likely to have the majority
of the downside risk or upside potential of the variable interest entity and, thus, be the primary
beneficiary. Consequently, two variable interest entities with identical structures, terms, and
conditions, and that have the same entity making decisions about their activities may be
consolidated by different parties, each of which has a substantially different relationship with the
variable interest entity. One variable interest entity may be consolidated by a transferor with no
decision-making ability if that transferor originally owned more than half of the assets in which
the variable interest entity now has interests. Another essentially identical entity may be
consolidated by the entity that has decision-making ability and rights and obligations related to
the entity as a whole if no individual transferor holds interests in more than half of the assets in
which the variable interest entity has interests. While Mr. Foster believes that an interest in
assets in which a variable interest entity also has interests is not a variable interest, the Board has
offered no rationale for ignoring transferors’ variable interests in determining the primary
beneficiary in circumstances in which a single transferor has not transferred a majority of the
assets held by the variable interest entity. In his view, if the Board believes the interests held by
a transferor of assets in which a variable interest entity also holds interests are variable interests,
they should always be treated as variable interests or the Board should have a compelling
rationale for why they are sometimes variable interests and sometimes not.
Mr. Foster believes that control is a matter of fact—it either exists or it does not—and that
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only one party can have control. The factors that result in an entity’s ability to control a variable
interest entity do not change simply because a majority of its assets are associated with assets
originally held by a single transferor. Because this Interpretation requires that factor to have the
potential of being determinative as to which party is the primary beneficiary, Mr. Foster believes
its application will sometimes fail to identify the entity that controls a variable interest entity.
More important, in certain circumstances, it inappropriately requires consolidation of a variable
interest entity by an entity that does not control it. As a result, even if one accepts that a
transferor of a majority of the assets held by a variable interest entity still controls the transferred
assets, if that transferor is determined to be the entity’s primary beneficiary, that transferor will
report in its consolidated financial statements assets and liabilities of the variable interest entity
that result from transactions with other transferors—assets and liabilities for which it has no
involvement and obligation to settle, respectively. Mr. Foster believes that is inappropriate
regardless of the circumstances.
Members of the Financial Accounting Standards Board January 2003:
Robert H. Herz, Chairman
G. Michael Crooch
John M. Foster
Gary S. Schieneman
Katherine Schipper
Edward W. Trott
John K. Wulff
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Appendix A: EXPECTED LOSSES, EXPECTED RESIDUAL RETURNS,
AND EXPECTED VARIABILITY
A1. The following illustration of a computation of expected losses, expected residual returns,
and expected variability is intended to explain the meaning of those terms. Enterprises will not
necessarily be able to estimate probabilities to use a precise computation of the type illustrated,
but they should use their best efforts to achieve the objective described. This illustration is based
on a hypothetical pool of financial assets with total contractual cash flows of $1 billion. The
following assumptions have been made to simplify the illustration:
a.
b.
c.
d.
e.

A single party holds all of the beneficial interests in the entity, and the entity has no
liabilities.
There is no decision maker because the entity’s activities are completely predetermined.
All cash flows are expected to occur in one year or not to occur at all.
The appropriate discount rate (the interest rate on risk-free investments) is 5 percent.
No other factors affect the fair value of the assets. Thus, the present value of the expected
cash flows from the pool of financial assets is assumed to be equal to the fair value of the
assets.

A2. Table 1 shows the computation of expected cash flows using the cash flow possibilities that
the variable interest holder has identified. The items to be included in expected cash flows of a
variable interest entity are described in paragraph 8 of this Interpretation.
Table 1
(Amounts in Thousands)
Estimated
Cash Flows
$650,000
700,000
750,000
800,000
850,000
900,000

Probability

Expected
Cash Flows

Fair Value

5.0%
10.0
25.0
25.0
20.0
15.0
100.0%

$ 32,500
70,000
187,500
200,000
170,000
135,000
$795,000

$ 30,952
66,667
178,571
190,477
161,905
128,571
$757,143
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The expected cash flows are $795,000, and the fair value of the pool of assets is $757,143.
A3. Table 2 shows how expected losses are computed once the expected cash flows are
determined. Estimated cash flows (possible outcomes) are compared with the computed
expected cash flows (probability weighted outcomes). Estimated cash flows that are less than the
expected cash flows contribute to expected losses, and cash flow possibilities that exceed the
expected cash flows contribute to expected residual returns.
Table 2
(Amounts in Thousands)

Estimated 24 Expected
Cash Flows Cash Flows

$650,000
700,000
750,000
800,000
850,000
900,000

$795,000
795,000
795,000
795,000
795,000
795,000

Difference
Estimated
(Losses)
Residual
Returns

$(145,000)
(95,000)
(45,000)
5,000
55,000
105,000

Expected
Expected
Losses Based Losses Based
on Expected
on Fair
Probability Cash Flows
Value

5.0%
10.0
25.0
25.0
20.0
15.0
100.0 %

$(7,250)
(9,500)
(11,250)

$(6,905)
(9,048)
(10,714)

_______
$(28,000)

_______
$(26,667)

This Interpretation uses the term expected losses to refer to the expected losses based on fair
value (using fair value as the benchmark), which in this illustration is $26.667 million.
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A4. Table 3 shows how expected residual returns are computed for the same pool of assets.
Table 3
(Amounts in Thousands)

Estimated
Expected
Cash Flows Cash Flows
$650,000
700,000
750,000
800,000
850,000
900,000

$795,000
795,000
795,000
795,000
795,000
795,000

Difference
Estimated
(Losses)
Residual
Returns
$(145,000)
(95,000)
(45,000)
5,000
55,000
105,000

Expected
Residual
Return
Based on
Expected
Probability Cash Flows
5.0%
10.0
25.0
25.0
20.0
15.0
100.0%

$1,250
11,000
15,750
$28,000

Expected
Residual
Return
Based on
Fair Value

$1,191
10,476
15,000
$26,667

This Interpretation uses the term expected residual returns to refer to the expected residual
returns based on fair value (using fair value as the benchmark), which in this illustration is
$26.667 million. Expected variability is a measure of total variability in either direction. It is
the sum of the absolute values of the expected losses and expected residual returns.
A5. This appendix uses a simple case intended to illustrate the concepts of expected losses,
expected residual returns, and expected variability. Since it is assumed that there is only one
party involved, the identity of the primary beneficiary is obvious.
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Appendix B: VARIABLE INTERESTS
Introduction
B1. This Interpretation provides guidance for identifying entities for which analysis of voting
interests, and the holdings of those voting interests, is not effective in determining whether a
controlling financial interest exists because the entity does not have adequate equity capital or
the equity instruments do not have the normal characteristics of equity that provide its holders
with a potential controlling financial interest. Those entities are called variable interest entities.
This Interpretation also provides guidance for determining whether an enterprise shall
consolidate a variable interest entity. An enterprise that consolidates a variable interest entity is
called the primary beneficiary of that variable interest entity. The guidance in this Interpretation
identifies the primary beneficiary as a holder of variable interests in a variable interest entity that
absorb or receive a majority of the entity’s expected losses or expected residual returns. This
appendix provides guidance for identifying variable interests and explains in general how they
may affect the determination of the primary beneficiary.
B2. The identification of variable interests requires an economic analysis of the rights and
obligations of an entity’s assets, liabilities, equity, and other contracts. Variable interests are
contractual, ownership, or other pecuniary interests in an entity that change with changes in the
fair value of an entity’s net assets exclusive of variable interests. This Interpretation uses the
terms expected losses and expected residual returns to describe the expected variability in the
fair value of an entity’s net assets exclusive of variable interests.
B3. For an entity that is not a variable interest entity (sometimes called a voting interest entity),
all of the 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, variable interest entities 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.
B4. The identification of variable interests involves determining which assets, liabilities, or
contracts create the entity’s variability and which assets, liabilities, equity, and other contracts
absorb or receive that variability. The latter are the 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 entity’s
variability—that distinguishes a variable interest. That role, in turn, often depends on the design
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of the entity.
B5. This appendix describes examples of variable interests in entities subject to this
Interpretation. The appendix is 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, this
appendix does not analyze the relative significance of different variable interests, because the
relative significance of a variable interest will be determined by the design of the variable
interest entity. The identification and analysis of variable interests must be based on all of the
facts and circumstances of each entity.
B6. This appendix also does not discuss whether the variable interest is a variable interest (a) in
a specified asset of a variable interest entity or (b) in the entity as a whole. Guidance for making
that determination is provided in paragraph 12. Paragraph 13 provides guidance for when a
variable interest entity should be separated with each part evaluated to determine if it has a
primary beneficiary.
Equity Investments, Beneficial Interests, and Debt Instruments
B7. Equity investments in a variable interest entity are variable interests to the extent they are
at risk. (Equity investments at risk are described in paragraph 5 of this Interpretation.) Some
equity investments in a variable interest entity that are determined to be not at risk by the
application of paragraph 5 also may be variable interests if they absorb or receive some of the
entity’s variability. If an entity has a contract with one of its equity investors (including a
financial instrument such as a loan receivable), a reporting enterprise applying this Interpretation
to that entity should 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 entity, that
equity investment is not at risk.
B8. Investments in subordinated beneficial interests or subordinated debt instruments issued by
a variable interest entity are likely to be variable interests. The most subordinated interest in an
entity will absorb all or part of the expected losses of the entity. For a voting interest entity the
most subordinated interest is the entity’s equity; for a variable interest entity 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.
B9. Any of a variable interest entity’s liabilities may be variable interests because a decrease in
the fair value of an entity’s assets could be so great that all of the liabilities would absorb that
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decrease. However, senior beneficial interests and senior debt instruments with fixed interest
rates or other fixed returns normally would absorb little of the entity’s expected variability, and
therefore, a holder of only the most senior interests of a variable interest entity likely would not
be the primary beneficiary of that entity, unless the subordinated interests of the variable interest
entity are not large enough to absorb the entity’s expected losses (or unless there are provisions
such as embedded derivatives that expose the senior interests to losses). 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 entity’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.
Guarantees, Written Put Options, and Similar Obligations
B10. Guarantees of the value of the assets or liabilities of a variable interest entity, written put
options on the assets of the entity, or similar obligations such as some liquidity commitments or
agreements (explicit or implicit) to replace impaired assets held by the entity 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.
B11. If the entity 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 entity (but may be a variable interest in the counterparty).
Forward Contracts
B12. Forward contracts to buy assets or to sell assets that are not owned by the entity at a fixed
price will usually expose the entity to risks that will increase the entity’s expected variability.
Thus, most forward contracts to buy assets or to sell assets that are not owned by the entity are
not variable interests in the entity.
B13. A forward contract to sell assets that are owned by the entity 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 entity are variable interests with respect to
the related assets. However, if the term of a forward contract is short or the volatility of the
value of the asset is low or both, the holder of the forward contract is not likely to absorb a
majority of the entity’s expected losses or to receive a majority of the entity’s expected residual
returns. Because forward contracts to sell assets that are owned by the entity relate to specific
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assets of the entity, it will be necessary to apply the guidance in paragraph 12 to determine
whether a forward contract to sell an asset owned by an entity is a variable interest in the entity
as opposed to a variable interest in that specific asset.
Other Derivative Instruments
B14. Derivative instruments held or written by an entity should 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 entity 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 entity to risks that cause variability, the instrument is a
variable interest. Rights and obligations under derivative instruments whose underlyings are
market interest rates or currency exchange rates probably will not cause the holder to be a
primary beneficiary unless the primary causes of variability in the entity’s assets are the same or
similar interest rates or currency exchange rates.
B15. 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 entity without
actually transferring the assets. Derivative instruments with this characteristic should be
evaluated carefully. If the arrangement effectively transfers significant risks to the counterparty,
the counterparty is likely to be the entity’s primary beneficiary.
B16. Some assets and liabilities of a variable interest entity 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.
Assets of the Entity
B17. Assets held by an entity almost always create variability and, thus, are not variable
interests. However, as discussed separately in this appendix, assets of the entity that take the
form of derivatives, guarantees, or other similar contracts may be variable interests.
Fees Paid to a Decision Maker
B18. A variable interest entity’s expected losses and expected residual returns shall not include
the expected variability in fees paid to the decision maker (if there is a decision maker) except as
discussed in the last sentence in this paragraph. Those contractual rights to receive fees are
considered variable interests that absorb rather than cause variability. However, a fee paid by a
variable interest entity to a decision maker is not considered a variable interest in the entity if all
of the characteristics of a hired service provider or an employee relationship identified in
paragraph B19 are present in an arrangement.
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B19. Fees paid to a decision maker shall not be considered variable interests if all of the
following conditions exist:
a.

b.
c.

d.

The fees are compensation for services provided and are commensurate with the level of
effort required to provide those services. Paragraph B21 describes factors that may indicate
that fees exceed the level of compensation that would be commensurate with the services
provided.
The fees are at or above the same level of seniority as other operating liabilities of the entity
that arise in the normal course of business, such as trade payables.
Except for the fees described in conditions (a) and (b), the decision maker and the decision
maker’s related parties 25 do not hold interests in the variable interest entity that
individually, or in the aggregate, would absorb more than a trivial amount of the entity’s
expected losses or receive more than a trivial amount of the entity’s expected residual
returns.
The decision maker is subject to substantive kick-out rights, as that term is described in
paragraph B20.

B20. The ability of an investor or another party to remove the decision maker (that is, kick-out
rights) does not affect the status of a decision maker’s fees in the application of paragraphs B18
and B19 unless the rights are substantive. The determination of whether the kick-out rights are
substantive should be based on a consideration of all relevant facts and circumstances.
Substantive kick-out rights must have both of the following characteristics:
a.
b.

The decision maker can be removed by the vote of a simple majority of the voting interests
held by parties other than the decision maker and the decision maker’s related parties.26
The parties holding the kick-out rights have the ability to exercise those rights if they choose
to do so; that is, there are no significant barriers to the exercise of the rights. Barriers
include, but are not limited to:
(1) Kick-out rights subject to conditions that make it unlikely they will be exercisable, for
example, conditions that narrowly limit the timing of the exercise
(2) Financial penalties or operational barriers associated with replacing the decision maker
that would act as a significant disincentive for removal
(3) The absence of an adequate number of qualified replacement decision makers or
inadequate compensation to attract a qualified replacement
(4) The absence of an explicit, reasonable mechanism in the contractual arrangement, or in
the applicable laws or regulations, by which the parties holding the rights can call for
and conduct a vote to exercise those rights
(5) The inability of parties holding the rights to obtain the information necessary to
exercise them.
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B21. Determination of whether fees paid to a decision maker represent compensation for
services provided commensurate with the level of effort required to provide those services will
require judgment based on all relevant facts and circumstances. The following factors may
indicate that the fees exceed the level of compensation that would be commensurate with the
services provided:
a.
b.
c.

The service arrangement includes terms, conditions, or amounts that are not customarily
present in arrangements for similar services negotiated at arm’s length.
The total amount of the expected fees is large relative to the total amount of the variable
interest entity’s expected return to its variable interests.
The expected variability in the fees is large relative to the total expected variability in the
fair value of the variable interest entity’s net assets exclusive of variable interests.

Other Service Contracts
B22. Service contracts with hired service providers other than the entity’s decision maker are not
variable interests if all three conditions below are met:
a.
b.

c.

The fees are compensation for services provided and are commensurate with the level of
effort required to provide those services.
Substantially all of the fees are at or above the same level of seniority as other operating
liabilities of the entity that arise in the normal course of the entity’s activities, such as trade
payables.
The service contracts are subject to cancellation provisions that are customary for such
contracts and there is an adequate number of qualified replacement service providers.

B23. Service contracts that do not have all of the features listed above may be variable interests.
The counterparties to the contracts could absorb or receive some of the variability of the entity.
Operating Leases
B24. 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 an
entity’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 paragraph 12 of this Interpretation.
Alternatively, such arrangements may be variable interests in portions of a variable interest
entity as described in paragraph 13 of this Interpretation. The guidance in paragraphs B8 and B9
related to debt instruments applies to creditors of lessor entities.
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Variable Interests of One Variable Interest Entity in Another Variable Interest Entity
B25. One variable interest entity is the primary beneficiary of another variable interest entity if it
meets the conditions in paragraph 14. A variable interest entity that is the primary beneficiary of
a second variable interest entity will consolidate that second variable interest entity. If another
enterprise consolidates the first variable interest entity, that enterprise’s consolidated financial
statements include the second variable interest entity because the second entity had already been
consolidated by the first. For example, if Entity X (a variable interest entity) is the primary
beneficiary of Entity Y (a variable interest entity), Entity X consolidates Entity Y. If Enterprise
Z is the primary beneficiary of Entity X, Enterprise Z consolidates Entity X, and Enterprise Z’s
consolidated financial statements include Entity Y because Entity X has consolidated Entity Y.
B26. A retained interest of a transferor of financial assets to a variable interest entity is a
variable interest in the transferee entity but it is not a variable interest in a second variable
interest entity to which the transferee issues a beneficial interest. The following example
illustrates this point: 27
a.

b.

c.

Enterprise A transfers financial assets to Entity 1 (a variable interest entity that holds no
other assets), retains a subordinated beneficial interest, and reports the transfer as a sale
under the provisions of Statement 140.
Entity 1 issues all of its senior beneficial interests in the transferred assets to Entity 2 (a
variable interest entity). Entity 2 issues various types of interests in return for cash and uses
the cash to pay Entity 1. Entity 1 uses the cash received from Entity 2 to pay Enterprise A.
Enterprise A’s subordinated beneficial interest is a variable interest in Entity 1, but neither
Entity 1 nor Enterprise A has a variable interest in Entity 2.

Appendix C: DEFINITION OF A BUSINESS
Introduction
C1. EITF Issue No. 98-3, “Determining Whether a Nonmonetary Transaction Involves Receipt
of Productive Assets or of a Business,” was issued to provide guidance for evaluating whether a
business is being exchanged in a nonmonetary exchange transaction. That guidance is also
referenced in FASB Statement No. 141, Business Combinations, for purposes of determining
whether a collection of assets constitutes a business and thus is subject to being accounted for as
a business combination. The discussion in Issue 98-3 is focused on an evaluation of a collection
of assets that is being transferred from one owner to another.
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C2. The need for a definition and discussion of what constitutes a business for use in this
Interpretation is not related to an exchange or transfer. Therefore, the wording in the EITF’s
consensus has been modified, and the discussion of the transferee’s intentions for using the
collection of assets has been deleted. The examples that are included in EITF Abstracts are not
reproduced herein. Those examples may assist in determining if an entity is a business but do
not reflect modifications made in this appendix to exclude factors related to the exchange or
transfer features of the EITF consensus.
C3. The definition of a business for use in this Interpretation is as follows:
A business is a self-sustaining integrated set of activities and assets conducted and
managed for the purpose of providing a return to investors. A business consists of (a)
inputs, (b) processes applied to those inputs, and (c) resulting outputs that are used to
generate revenues. For a set of activities and assets to be a business, it must contain all of
the inputs and processes necessary for it to conduct normal operations, which include the
ability to sustain a revenue stream by providing its outputs to customers.
C4. The elements necessary for a set to conduct normal operations will vary by industry and by
the operating strategies of the set. An evaluation of the necessary elements should consider:
Inputs
a.
b.
c.
d.

Long-lived assets, including intangible assets, or rights to the use of long-lived assets
Intellectual property
The ability to obtain access to necessary materials or rights
Employees.

Processes
e.

The existence of systems, standards, protocols, conventions, and rules that act to define the
processes necessary for normal, self-sustaining operations, such as (1) strategic management
processes, (2) operational processes, and (3) resource management processes.

Outputs
f.

The ability to obtain access to the customers that purchase the outputs of the set.

C5. A set of activities and assets fails the definition of a business if it excludes one or more of
the above items such that it is not possible for the set to conduct normal operations and sustain a
revenue stream by providing its products or services or both to customers. However, if the
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excluded item or items are only minor (based on the degree of difficulty and the level of
investment necessary to obtain access to or to acquire the missing item(s)), then the set is
capable of conducting normal operations and is a business. The assessment of whether excluded
items are only minor should consider such factors as the uniqueness or scarcity of the missing
element, the time frame, the level of effort, and the cost required to obtain the missing element.
If goodwill is present in a set of activities and assets, it should be presumed that the excluded
items are minor and that the set is a business.
C6. If all but a de minimis (say, 3 percent) amount of the fair value of the set of activities and
assets is represented by a single tangible or identifiable intangible asset, the concentration of
value in the single asset is an indicator that an asset rather than a business is being evaluated.
C7. The level of working capital or the adequacy of financing necessary to conduct normal
operations is not an indicator either way as to whether the set meets the definition of a business.
Likewise, if the planned principal operations of the set have commenced, the presence or
expectation or both of continued operating losses while the entity seeks to achieve the level of
market share necessary to attain profitability is not an indicator of whether the entity is a
business. However, if the set is in the development stage and has not commenced planned
principal operations, the set is presumed not to be a business.
C8. The determination of whether a set of assets and activities is or is not a business is a
three-step process. First, one must identify the elements included in the set. Second, one must
compare the identified elements in the set with the complete set of elements necessary for the set
to conduct normal operations in order to identify any missing elements. Third, if there are
missing elements, one must make an assessment as to whether the missing elements cause one to
conclude that the set is not a business. That assessment is based on the degree of difficulty or the
level of investment (relative to the fair value of the existing set) necessary to obtain access to or
to acquire the missing elements. If the degree of difficulty and level of investment necessary to
obtain access to or to acquire the missing elements are not significant, then the missing elements
are considered minor and their absence would not cause one to conclude that the set is not a
business. The determination of the degree of difficulty or level of investment necessary to obtain
access to or to acquire the missing elements requires significant judgment and is dependent on
the particular facts and circumstances.
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Appendix D: INTERPRETATION 46(R): BACKGROUND
INFORMATION AND BASIS FOR CONCLUSIONS
Introduction and Background
D1. This appendix summarizes considerations that Board members deemed significant in
reaching the conclusions in this Interpretation. It includes reasons for accepting certain views
and rejecting others. Individual Board members gave greater weight to some factors than others.
D2. FASB Interpretation No. 46, Consolidation of Variable Interest Entities, clarifies the
application of ARB No. 51, Consolidated Financial Statements, to certain entities in which the
equity investment at risk does not provide its holders with the characteristics of a controlling
financial interest or is not sufficient for the entity to finance its activities without additional
subordinated financial support. For those entities, a controlling financial interest cannot be
identified based on voting interests. Since the issuance of Interpretation 46, the Board learned
that certain provisions of that Interpretation were not being interpreted as the Board intended.
The Board decided to modify Interpretation 46 to address certain technical corrections and
implementation issues that have arisen.
D3. The Board issued an Exposure Draft of a proposed Interpretation, Consolidation of
Variable Interest Entities, in October 2003, and received over 125 letters of comment from
constituents. This Interpretation is the result of the Board’s redeliberations of the issues in light
of the comments received on the proposed Interpretation.
Benefits and Costs
D4. The mission of the FASB is to establish and improve standards of financial accounting and
reporting for the guidance and education of the public, including preparers, auditors, and users of
financial information. In fulfilling that mission, the Board endeavors to determine that a
proposed standard will fill a significant need and that the costs imposed to meet that standard, as
compared with other alternatives, are justified in relation to the overall benefits of the resulting
information. Although the costs to implement a new standard may not be borne evenly, investors
and creditors—both present and potential—and other users of financial information benefit from
improvements in financial reporting, thereby facilitating the functioning of markets for capital
and credit and the efficient allocation of resources in the economy.
D5. The Board’s assessment of the benefits and costs of clarifying and modifying Interpretation
Copyright © 2003, Financial Accounting Standards Board

Not for redistribution

Page 40

46 was based on discussions with preparers and auditors of financial statements and on
consideration of the needs of users for more consistent application of that Interpretation. The
Board acknowledges that this Interpretation may increase the costs of initial implementation of
Interpretation 46 for an enterprise that would need to reevaluate whether an entity in which the
enterprise holds an interest is a variable interest entity and whether the enterprise is the primary
beneficiary of that entity based on the guidance in this Interpretation. The expected benefit of
these incremental costs is improved financial reporting resulting from a more consistent
application of consolidation policies to variable interest entities. For an enterprise that has not
yet applied the provisions of Interpretation 46, the modifications in this Interpretation are not
expected to significantly increase the cost of implementing Interpretation 46, and in some cases,
the clarifications and additional scope exceptions may reduce implementation costs.
Modifications to Interpretation 46
Scope Exception for Not-for-Profit Health Care Organizations

D6. Paragraph 4(a) of Interpretation 46 excludes from the scope of that Interpretation
not-for-profit organizations subject to the consolidation criteria of AICPA Statement of Position
94-3, Reporting of Related Entities by Not-for-Profit Organizations, unless a not-for-profit
organization is used by a business enterprise to circumvent that Interpretation. SOP 94-3 applies
to entities following the AICPA Audit and Accounting Guide, Not-for-Profit Organizations.
That Guide applies to all organizations that meet the definition of a not-for-profit organization in
FASB Statement No. 116, Accounting for Contributions Received and Contributions Made,
except for entities following the AICPA Audit and Accounting Guide, Health Care
Organizations. Thus, questions were raised as to whether not-for-profit organizations following
the health care Guide were excluded from the scope of Interpretation 46.
D7. The Board’s intention was clear in Interpretation 46’s summary and basis for conclusions.
The summary states:
Not-for-profit organizations are not subject to this Interpretation unless they are
used by business enterprises in an attempt to circumvent the provisions of this
Interpretation.
Paragraph C8 of Interpretation 46 (E8 in this Interpretation) explains the Board’s reason for this
exclusion:
The Board considered it inappropriate to extend the requirements of this
Interpretation to not-for-profit organizations because the document being
interpreted does not specifically apply to them.
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D8. Consequently, the Board directed that an FASB Staff Position (FSP) be issued to explain
that the scope exception provided in paragraph 4(a) of Interpretation 46 applies to all entities that
meet the definition of not-for-profit organizations in FASB Statement No. 117, Financial
Statements of Not-for-Profit Organizations, which includes not-for-profit health care
organizations. FSP FIN 46-1, "Applicability of FASB Interpretation No. 46, Consolidation of
Variable Interest Entities, to Entities Subject to the AICPA Audit and Accounting Guide, Health
Care Organizations,” was issued on July 24, 2003. At the same time, the Board agreed that
paragraph 4(a) should be modified to correspond with its original intention.
Scope Exception for Certain Enterprises That Are Unable to Obtain Information

D9. Some arrangements that are potential variable interest entities created before the issuance
of Interpretation 46 may not have included provisions assuring that parties involved would have
access to information required to apply that Interpretation. Therefore, an enterprise with an
interest in an older entity may be unable to obtain information to (a) determine whether the entity
is a variable interest entity, (b) determine whether the enterprise is the primary beneficiary of the
entity, or (c) consolidate the variable interest entity for which it is determined to be the primary
beneficiary.
D10. According to paragraph 6 of this Interpretation, an enterprise is not required to determine
whether the entity with which it is involved is a variable interest entity if it is apparent that the
enterprise’s interests would not be significant variable interests in the entity and if the enterprise,
its related parties, and its de facto agents (as described in paragraph 16) did not participate
significantly in the design or redesign of the entity. That paragraph provides the basis for some
enterprises to avoid difficulties in obtaining information. However, the Board has been informed
that the inability to obtain sufficient information exists in situations other than the one described
in paragraph 6.
D11. Consequently, the Board decided that in situations not covered by paragraph 6, an
enterprise is not required to apply this Interpretation to entities created before December 31,
2003, if the enterprise is unable to obtain information necessary to (a) determine whether the
entity is a variable interest entity, (b) determine whether the enterprise is the primary
beneficiary, or (c) perform the accounting required to consolidate the entity. To qualify for this
scope exception, the enterprise must have made and must continue to make exhaustive efforts to
obtain the information. The scope exception applies to individual variable interest entities or
potential variable interest entities, not to a class of entities if information is not available for
some members of the class.
D12. The Board expects the application of the scope exception in paragraph 4(g) to be
infrequent, especially if the reporting enterprise was involved in the creation of the entity. An
enterprise that is exposed to substantial risks of another entity would normally obtain
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information about that entity to monitor its exposure (even if the exposure is limited).
D13. The proposed Interpretation would have afforded that scope exception only to entities
created before February 1, 2003. Respondents to the proposed Interpretation requested that the
exception apply to entities created at a later date because as of February 1, 2003, many
constituents did not realize what information would be necessary to apply this Interpretation.
Therefore, they entered into arrangements with entities that may be variable interest entities
without arranging to obtain the necessary information. The Board accepted that request and
decided to extend the exception to entities created before December 31, 2003.
Proposed Scope Exception for Mutual Funds and Trusts Held by a Bank’s Trust Department

D14. The proposed Interpretation included a provision to exclude mutual funds organized as
trusts and personal trusts in bank trust departments from the scope of Interpretation 46.
However, that exception is unnecessary because of the Board’s decision to remove the
requirement to include fees to decision makers as a component of expected residual returns.
(Refer to paragraph D28 for a discussion of that decision.)
Scope Exception for Certain Entities That Are Businesses

D15. Respondents to the proposed Interpretation suggested that entities meeting the definition of
a business in EITF Issue No. 98-3, “Determining Whether a Nonmonetary Transaction Involves
Receipt of Productive Assets or of a Business,” should not be subject to consolidation in
accordance with this Interpretation. However, the Board noted that whether or not an entity is a
business is not, in and of itself, relevant to the objective of this Interpretation. That objective is
to provide guidance for identifying entities for which an analysis of voting interests is not
effective in determining whether an enterprise has a controlling financial interest. Therefore,
providing a scope exception for an entity because it is a business is not consistent with the
intention of this Interpretation.
D16. In considering the suggestion from respondents to the proposed Interpretation, the Board
also noted that the last sentence of paragraph 6 of this Interpretation provides the appropriate
basis for concluding that an enterprise need not apply the provisions of this Interpretation to
determine if an entity is a variable interest entity. That sentence was included to aid
implementation by stipulating conditions that, if met, would obviate the need for further analysis
and application of this Interpretation. The Board decided to include a similar aid to
implementation based on characteristics of the entity (that is, whether the entity is a business and
whether its activities are primarily related to asset-backed financings or single-lessee leasing
arrangements) and its relationship to the reporting enterprise (that is, the extent to which the
entity receives financing from the reporting enterprise and its related parties, and the extent to
which the entity’s activities involve or are conducted on behalf of the reporting enterprise and its
related parties). The Board reasoned that the most useful way to provide this aid to
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implementation would be in the form of a scope exception, that is, in a list of conditions that, if
met, would obviate the need for further analysis and application of this Interpretation. The
Board added paragraph 4(h) to provide that guidance.
Governments and Entities Created by Governments

D17. Respondents to the proposed Interpretation commented that governmental organizations
should neither consolidate other entities nor be consolidated in accordance with Interpretation
46. However, those respondents believe that, in the absence of a specific scope exception, the
introductory sentence in paragraph 4 of Interpretation 46 could be interpreted to require that
consolidation. When a private (nongovernmental) enterprise receives financing from, or is
otherwise involved with, a governmental organization or financing entity established by a
governmental organization, that enterprise may currently be recording a liability for the debt or
guarantee as a result of that involvement. However, the application of Interpretation 46 to such
an arrangement (a) would identify the governmental organization as a variable interest entity
because of the lack of any equity investment and (b) could identify the private enterprise as the
primary beneficiary.
D18. The Board observed that the accounting for and by federal, state, and local governmental
organizations in the United States is promulgated by the Federal Accounting Standards Advisory
Board (FASAB) and the Governmental Accounting Standards Board (GASB) and not the FASB.
The FASAB, the GASB, or some other organization may decide to apply an FASB standard to a
governmental organization, but that is not a decision made by the FASB. Because the FASB
does not have the authority to establish accounting standards for governmental organizations, it
is usually unnecessary for the FASB to state whether a particular standard applies to those
organizations. However, the FASB acknowledges that confusion exists as to whether
Interpretation 46 should be applied by an enterprise involved with the arrangements described
because of the nature of those arrangements. Therefore, the Board decided to exempt an
enterprise from consolidating, in accordance with this Interpretation, a governmental
organization or financing entity established by a governmental organization. This provision does
not apply to a financing entity created by a governmental organization that is used by a
nongovernmental enterprise to circumvent this Interpretation if that entity is not itself a
governmental organization.
Variable Interest Entities

D19. Paragraph 5(a) of Interpretation 46 identifies an entity with insufficient equity at risk as a
variable interest entity. The Board decided to modify the first sentence in paragraph 5(a) to
clarify that equity is insufficient if the entity cannot finance its activities without additional
subordinated financial support provided by any party, including the equity holders.
D20. Some respondents to the proposed Interpretation recommended that the Board not delete
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the phrase from other parties in paragraph 5 of Interpretation 46 because that change would
permit enterprises to choose whether or not an entity is a variable interest entity and to choose
which investor, if any, would consolidate a joint venture or other entity by changing the form in
which the investors provide financial support. The Board decided not to accept that
recommendation. Structuring opportunities exist whether or not that phrase is retained, and
deleting the phrase makes the paragraph more consistent with the Board’s original intention to
apply those requirements to entities without sufficient equity investment. As discussed in
paragraph 5(a), an equity investment that is not sufficient to permit an entity to finance its own
activities without additional subordinated financial support indicates that an analysis of voting
rights is not an effective way to determine whether an enterprise has a controlling financial
interest in that entity.
D21. Paragraph 5(b) of Interpretation 46 describes the characteristics of a controlling financial
interest. If the rights and obligations of the total equity investment at risk lack any of those
characteristics, then the ownership of a majority of the equity investment at risk would not
provide all the characteristics of a controlling financial interest and would not be an appropriate
basis for consolidating the entity. In that situation, the entity is a variable interest entity.
Paragraph 5(b) might not be effective in identifying a variable interest entity if the equity holders
treated the rights and obligations provided by their other interests in the entity as though those
rights and obligations were derived from the equity investment at risk. Therefore, the Board
decided to modify paragraph 5(b) to clarify that the objective of this provision is to identify as a
variable interest entity those entities in which the total equity investment at risk does not provide
the holders of that investment with the characteristics of a controlling financial interest in that
entity.
D22. Some respondents to the proposed Interpretation recommended that the proposed footnote
to paragraph 5(b) be deleted. They stated that if the equity investors are required to provide debt
financing or hold other interests, all of those interests should be treated as equity for purposes of
paragraph 5(b) because the revised paragraph 5(c) would prevent structuring an entity with
disproportionate equity and voting interests while avoiding consolidation. However, the Board
retained the footnote in this Interpretation because paragraph 5(c) has two conditions, only one
of which pertains to disproportionate equity and voting interests. The other condition pertains to
the activities of the entity. Without the footnote to paragraph 5(c), it would be possible to
structure the interest disproportionately and avoid consolidation by not meeting the second
condition in paragraph 5(c) related to the activities of the entity.
D23. The last sentence in paragraph 5 of Interpretation 46, as explained in footnote 7 of that
Interpretation, was designed to prevent a primary beneficiary from avoiding consolidation of a
variable interest entity by organizing the entity with nonsubstantive voting interests. Footnote 6
of Interpretation 46 requires that in applying the last sentence in paragraph 5, the term investor
include the investor’s related parties. The Board did not intend for footnote 6 to apply to part (i)
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of the last sentence in paragraph 5 of Interpretation 46. In applying footnote 6 to part (ii) of the
last sentence in that paragraph, the Board intended that the investor with disproportionately few
voting rights treat activities of the entity that involve or are conducted on behalf of that
investor’s related parties as if those activities involve or are conducted on behalf of the investor.
Otherwise, the provision designed to identify disproportionate voting and economic interests
would not be effective if the investors are related parties, because each investor’s interests would
be combined and voting and economic interests would not be disproportional. Also, footnote 6
made part (ii) of the last sentence in paragraph 5 ineffective in identifying the type of
arrangement the Board intended to be considered a variable interest entity in some cases in
which the investors are related by the de facto agency provisions of paragraph 16(d)(1). That is,
certain entities for which the investors are considered to be related parties only because they
have a de facto agency relationship under paragraph 16(d)(1) would be inappropriately identified
as variable interest entities.
D24. In applying the last sentence of paragraph 5 of Interpretation 46, the Board intended that
the equity investors’ obligations to absorb an entity’s expected losses and rights to receive the
entity’s expected residual returns that are provided by interests other than equity investments
should be considered in determining whether voting rights are proportional to the obligation to
absorb expected losses, the rights to receive expected residual returns, or both. In order to
clarify that an investor’s obligation to absorb expected losses or rights to receive expected
residual returns of the entity provided by any of the investor’s interests in the entity should be
considered in the analysis of disproportionate or nonsubstantive voting interests, the Board
decided to modify footnote 11 and the last sentence in paragraph 5 of this Interpretation.
D25. Some respondents to the proposed Interpretation stated that the modification will
substantially increase the number of entities that will be considered potential variable interest
entities because it appears to identify an entity as a variable interest entity if an equity investor
has contractual arrangements with that entity in addition to its equity investment. The Board
acknowledged that if a contractual arrangement between an entity and its equity investor absorbs
expected losses, the entity may be a variable interest entity; that is the Board’s intention.
Contractual arrangements that do not absorb expected losses would not cause the entity to be
identified as a variable interest entity.
Expected Losses and Expected Residual Returns

D26. In specifying what is to be considered in determining the expected losses and expected
residual returns of a variable interest entity, paragraph 8 of Interpretation 46 referred to the
expected variability in the entity’s net income or loss and the expected variability in the fair
value of the entity’s assets if it is not included in net income or loss. The Board’s intention was
to refer to expected variability in the fair value of the entity’s net assets that are not variable
interests. However, some constituents were confused by the use of the term net income to refer
to returns of a variable interest entity because net income is conventionally understood to refer to
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returns to equity investors in voting interest entities. In referring to the change in fair value of
assets as part of the computation of expected losses, the Board intended to refer to the net change
over the life of assets to be distributed to variable interest holders in lieu of cash. To clarify its
intentions, the Board decided to replace items (a) and (b) in paragraph 8 with a reference to the
expected variability in the fair value of the entity’s net assets excluding variable interests.
(Appendix B to this Interpretation explains that for purposes of determining expected losses of a
variable interest entity, certain assets and liabilities are considered variable interests, which
absorb rather than create the entity’s expected losses.)
D27. The proposed Interpretation used the phrase long-term return to variable interests to
describe the basis for determining expected losses. Some respondents indicated that they did not
understand that term, and others objected to the use of long-term because many interests in
variable interest entities are short term. The Board decided that the phrase fair value of the
entity’s net assets excluding variable interests is more descriptive and is consistent with the
definition of a variable interest in paragraph 2 of this Interpretation.
D28. Paragraph 8 of Interpretation 46 included a requirement that expected residual returns
include the total amount of fees paid to decision makers and certain guarantors, instead of
including only the variability in those fees. Many constituents objected to that requirement as an
unwarranted bias toward identifying decision makers as primary beneficiaries. Few constituents
commented on the guarantor fees. The Board had included that requirement in Interpretation 46
because decision-making authority is one key indicator of a controlling financial interest.
However, another key indicator is an ability to benefit from the results of those decisions.
Constituents expressed concern about the application of the requirement in paragraph 8 of
Interpretation 46 because the requirement did not allow for a distinction to be made between a
decision maker who is hired merely to provide services and is compensated commensurate with
the level of effort required, and one who has the ability to reap the benefits (and suffer the risks
of loss) of his decisions. The Board decided to delete that requirement primarily to address
concerns about the consequences of including decision maker fees on a gross basis.
D29. Prior to making that decision, the Board issued FSP FIN 46-7, “Exclusion of Certain
Decision Maker Fees from Paragraph 8(c) of FASB Interpretation No. 46, Consolidation of
Variable Interest Entities,” to provide additional guidance for determining when fees paid to a
decision maker should not be considered a variable interest in a variable interest entity.
However, the Board subsequently learned of other circumstances, not considered in FSP FIN
46-7, for which additional guidance would be needed to distinguish decision making of the kind
performed by a hired agent or employee from decision making that is a key indicator of a
controlling financial interest. The Board also decided to clarify that fees to decision makers
could be a variable interest, depending on facts and circumstances. Guidance for making this
determination was incorporated from FSP FIN 46-7 into paragraphs B18–B21 of this
Interpretation.
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D30. In paragraph 9 of Interpretation 46, the Board described the use of qualitative and
quantitative evidence to determine the sufficiency of the equity invested in an entity with the
expectation that computations of expected losses would not be required in many cases.
However, the Board has been informed that the determination frequently begins and ends with
the quantitative assessment in paragraph 9(c). Consequently, the Board decided to modify
paragraphs 5 and 9 to focus first on the objective of determining whether the equity investment is
sufficient to permit the entity to finance its activities without additional subordinated financial
support. If qualitative analysis is not conclusive, the next step is to undertake a quantitative
consideration of expected losses. If neither a qualitative assessment nor a quantitative
assessment, taken alone, is conclusive, then the determination of whether the equity at risk is
sufficient should be based on a combination of qualitative and quantitative analyses. Paragraph
9 of this Interpretation is intended to emphasize the importance of qualitative analysis and to
illustrate the process that the Board expects enterprises to apply.
D31. The design of the entity (for example, its capital structure) and the apparent intentions of
the parties that created the entity are important qualitative considerations, as are ratings of its
outstanding debt (if any), the interest rates, and other terms of its financing arrangements. Often,
no single factor will be conclusive and the determination will be based on the preponderance of
evidence. For example, if an entity does not have a limited life and tightly constrained activities,
if there are no unusual arrangements that appear designed to provide subordinated financial
support, if its equity interests do not appear designed to require other subordinated financial
support, and if the enterprise has been able to obtain commercial financing arrangements on
customary terms, the equity would be expected to be sufficient. In contrast, if an entity has a
very small equity investment relative to other entities with similar activities and has outstanding
subordinated debt that obviously is effectively a replacement for an additional equity investment,
the equity would not be expected to be sufficient.
D32. Respondents to the proposed Interpretation were divided in their views on the relative
merits of qualitative and quantitative analyses. Some stated that qualitative analysis should not
take precedence over quantitative analysis because the latter seems more precise. Others
supported the proposals in the proposed Interpretation and stated that the preference for
qualitative analysis should be strengthened. The Board agreed with the latter group for two
reasons. First, qualitative analysis, which does not require detailed estimates and mathematical
computations, will sometimes be sufficient to determine that an entity does or does not have the
ability to finance its activities without additional subordinated financial support. Second,
although quantitative analysis may seem to provide a more precise and less subjective means of
making a determination, that appearance is deceptive in some cases. The lack of objective
evidence on which to base the estimates and assumptions used to make the computations results
in imprecision and subjectivity. Consequently, a reasoned professional judgment about whether
an entity has sufficient equity to finance its own activities without additional subordinated
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financial support, considering all facts and circumstances, often is as good as, or even better
than, mathematical computations based on estimates and assumptions that accountants have not
been accustomed to making.
Development Stage Enterprises

D33. Paragraph 11 of Interpretation 46 provides guidance on the application of the equity
sufficiency conditions in paragraph 5(a) for determining whether a development stage entity is a
variable interest entity. The third sentence in paragraph 11 states that a development stage entity
does not meet the conditions in paragraph 5 if it can demonstrate that it has sufficient equity. The
Board modified paragraph 11 to clarify that the guidance in paragraph 11 applies only to the
application of paragraph 5(a). Parties involved with a development stage entity also must
consider whether the equity investment held by its equity holders as a group has the
characteristics of equity described in paragraph 5(b).
Consolidation Based on Variable Interests

D34. Many constituents have found it difficult in certain situations to apply the requirement in
paragraph 14 of Interpretation 46 for an enterprise to consolidate a variable interest entity if it
has variable interests in that entity “that will absorb a majority of the entity’s expected losses if
they occur, receive a majority of the entity’s expected residual returns if they occur, or both.” In
addition, the statement in paragraph A5 of Interpretation 46 that “each party would determine its
own expected losses and expected residual returns and compare that amount with the total” can
be interpreted to be inconsistent with the requirement in paragraph 14. Different techniques are
being used by different enterprises. To remove possible inconsistencies, the Board decided to
delete the last sentence of paragraph A5 and the phrase if they occur each time it appears in the
body of Interpretation 46. The Board decided not to specify a single technique for analysis of
variable interest entities or otherwise limit an enterprise’s ability to choose the technique it
believes applies in its own specific circumstances, but it may choose to do so in the future.
Reconsideration Events

D35. Paragraph 7 of Interpretation 46 provides that an entity that previously was not subject to
that Interpretation must reconsider whether it is a variable interest entity when specified events
occur. The Board’s intention was to provide a list of reconsideration events so that entities did
not need to reconsider the nature of an entity at each reporting date. The Board was aware that
paragraph 7 does not list all of the events that could change the determination of whether an
entity is a variable interest entity. In addition, some constituents believed that an entity that
restructures its financing arrangements as a result of operating losses automatically becomes a
variable interest entity even though footnote 1 to paragraph 5 of Interpretation 46 (footnote 5 in
this Interpretation) states that an entity does not become a variable interest entity because of
operating losses.
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D36. In the proposed Interpretation, the Board described the nature of a reconsideration event for
an entity as one that could change the determination of whether the entity is a variable interest
entity. The Board also proposed more specific guidance about the effects of operating losses by
clarifying that neither the incurrence of losses by an entity nor consequential renegotiation of the
entity’s debts or other contracts would be a reconsideration event unless, by design, the
characteristics of the equity investment at risk in the entity or the level of subordinated financial
support provided to the entity are modified. Respondents to the proposed Interpretation
generally indicated that the new description potentially required continuous monitoring of
transfers of ownership interests among unrelated parties and would therefore be burdensome to
implement. In addition, respondents were concerned that troubled debt restructurings would still
generally be considered reconsideration events under the proposed guidance.
D37. Paragraph 15 of Interpretation 46 provided that an enterprise with an interest in a variable
interest entity must reconsider whether it is the primary beneficiary of that entity when specified
events occur. Paragraph 15 did not list all of the events that could change the determination of
which variable interest holder is the primary beneficiary. For example, the issuance of new
variable interests in a variable interest entity to parties other than the primary beneficiary was not
identified as a reconsideration event, although newly issued interests could change which interest
holder would absorb a majority of the expected losses or receive a majority of the expected
residual returns of the entity. In addition, paragraph 15 did not require reconsideration when a
variable interest holder that is not the primary beneficiary acquires existing interests from parties
other than the primary beneficiary. Paragraph 15 did not provide guidance on the effect of
operating losses on the determination of the primary beneficiary of a variable interest entity.
D38. In the proposed Interpretation, the Board decided to describe the nature of a
reconsideration event for an enterprise as one that could change the determination of whether the
enterprise is the primary beneficiary because of a change in either the design of the entity or the
ownership of interests in the entity. The Board also decided to be more specific about how the
effects of operating losses should be treated in determining whether the primary beneficiary has
changed.
D39. In its redeliberations of the proposed Interpretation, the Board decided to maintain and
elaborate on the lists of events in both paragraph 7 and paragraph 15 that, unless insignificant,
would require reconsideration. The Board decided that the proposed descriptive approach would
impose an inappropriately burdensome implementation. The Board also decided to explicitly
exempt troubled debt restructurings as a reconsideration event under this Interpretation. The
Board decided that FASB Statement No. 15, Accounting by Debtors and Creditors for Troubled
Debt Restructurings, as amended, provides adequate guidance for the debtor and the creditor in
those transactions, including circumstances in which the lender receives equity instruments in
full or partial satisfaction of a loan. The Board also observed that an investor in the debt of a
troubled entity would not need to assess whether the entity is a variable interest entity if the
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investment would not represent a significant variable interest of the entity and the investor
(including any related parties and de facto agents) did not participate in the design or redesign of
the entity (in accordance with paragraph 6 of this Interpretation).
De Facto Agency Relationship Created by Approval Rights

D40. Paragraph 16(d)(1) of Interpretation 46 states that a party is a de facto agent of an
enterprise if that party has an agreement that it cannot sell, transfer, or encumber its interests in a
variable interest entity without the prior approval of an enterprise with a variable interest in the
same entity. In that situation, the holder of the approval rights is the de facto principal of the
party that is the de facto agent.
D41. Paragraph C38 of Interpretation 46 (E38 in this Interpretation) describes the purpose of
paragraph 16 as follows:
An enterprise and its affiliates, managers, agents, and other related parties may
work as a group to establish and manage a variable interest entity even if no
single party in the group meets the conditions in paragraph 14 of this
Interpretation. Paragraph 16 includes a provision intended to prevent a variable
interest holder from avoiding consolidation of a variable interest entity by
arranging to protect its interest or indirectly expand its holdings through other
parties.
D42. An enterprise that can restrict, through approval rights, the sale, transfer, or encumbrance
of another party’s interests in a variable interest entity may effectively control the economic risks
and rewards of those interests. Those rights suggest that the restricted party is acting as an agent
and that the enterprise with the approval rights could avoid consolidation of a variable interest
entity by arranging to protect its interests or indirectly expand its holdings through other parties.
The Board decided to clarify that the right of prior approval creates a de facto agency
relationship under paragraph 16(d)(1) if the right could constrain the party’s ability to manage
the economic risks or realize the economic rewards from its interests in a variable interest entity.
D43. Whether a party is a de facto agent under the provisions of paragraph 16(d)(1) depends on
the facts and circumstances. Judgment is required to assess the significance of conditions in an
agreement providing an enterprise with the right to approve the sale, transfer, or encumbrance of
a party’s interests in a variable interest entity. For example, a de facto agency relationship
would exist if a party’s ability to realize the economic benefits of its interest could be
constrained by an enterprise’s exercise of its right to approve all sales, transfers, and
encumbrances of that interest. In contrast, a de facto agency relationship presumptively is not
created under paragraph 16(d)(1) if a party has the ability to realize the economic benefits of its
interest by selling that interest without the enterprise’s approval, even if the enterprise’s prior
approval is required for all other transfers or encumbrances of that interest. Also, if the right of
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prior approval is designed solely to prevent transfer of the interest to a competitor or to a less
creditworthy, or otherwise less qualified, holder, and such parties are not the only potential
purchasers of the interest, the right would not create a de facto agency relationship.
D44. Some respondents to the proposed Interpretation misinterpreted the proposed clarification
to mean that the party subject to the approval rights would not be constrained if that party could
manage the economic risks of its interest by hedging that risk, even if that party could not sell,
transfer, or encumber that interest. The Board decided to clarify that that provision refers to a
party’s ability to manage its economic risks by the sale, transfer, or encumbrance of its interest,
not by the hedging of those risks.
Related Parties

D45. Paragraph 17 of Interpretation 46 provided the following guidance for determining which
of two or more related parties is the primary beneficiary of a variable interest entity:
If two or more related parties (including the de facto agents described in
paragraph 16) hold variable interests in the same variable interest entity, and the
aggregate variable interest held by those parties would, if held by a single party,
identify that party as the primary beneficiary, the following guidelines shall be
used for deciding which is the primary beneficiary:
a. If two or more parties with variable interests have an agency relationship, the
principal is the primary beneficiary.
b. If the relationship is not that of a principal and an agent, the party with
activities that are most closely associated with the entity is the primary
beneficiary.
D46. Some constituents commented that the application of paragraph 17(a) of Interpretation 46
in certain circumstances would identify as primary beneficiary a party that is clearly not the
party most closely related to the variable interest entity.
D47. The proposed Interpretation would have modified paragraph 17 to emphasize the objective
of identifying the party with activities that are most closely associated with the entity as the
primary beneficiary. Qualitative and quantitative factors could be considered in the application
of this guidance. In addition, under the proposed Interpretation, if two or more parties with
variable interests have an agency (or de facto agency) relationship, the principal (or de facto
principal) would have been presumed to be the primary beneficiary unless another party within
the related party group had activities that are more closely associated with the entity.
D48. Respondents to the proposed Interpretation were divided over the way in which the
guidelines in paragraph 17 should be applied. Some stated that related activities should take
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precedence over principal-agent relationships, and others indicated that a legal agency
relationship should override most-closely-related activities. Others suggested that the largest
exposure to the variable interest entity’s expected losses should be conclusive.
D49. The Board decided that the primary beneficiary should be the party most closely associated
with the variable interest entity. The guidance includes factors to be considered but does not
identify a single factor as determinative. The Board understands that the application of this
guidance to specific situations requires an enterprise to make judgments based on all relevant
facts and circumstances including the nature of the relationships between, and activities of, the
parties involved. The Board expects that the revised guidance will put more emphasis on the
need to make reasonable judgments in those circumstances.
Initial Measurement

D50. Paragraph C45 of Interpretation 46 (paragraph E45 in this Interpretation) explains that the
Board decided that many of the initial measurement requirements of FASB Statement No. 141,
Business Combinations, are appropriate for variable interest entities. Paragraph C45 continues:
One exception is that goodwill is not recognized. The difference, if any, between
the reported amounts of the variable interest entity’s assets and the reported
amounts of its liabilities and noncontrolling interests is recognized in
consolidated net income if that difference results in a loss. Many variable interest
entities hold either financial assets or newly acquired assets, and the Board did
not believe it would be appropriate to allocate a loss to increase the reported
values of those assets over their fair values.
The Board continues to support the decision not to permit goodwill recognition when an
enterprise becomes the primary beneficiary of a variable interest entity that is not a business.
D51. However, the Board has been informed that some enterprises might consider structuring
entities they plan to acquire as variable interest entities to avoid goodwill recognition. In
addition, that measurement guidance would require the write-off of previously reported goodwill
for an investee accounted for using the equity method if the investee is a variable interest entity
and the investor is the primary beneficiary of that entity.
D52. In light of those concerns, the Board decided that the primary beneficiary of a variable
interest entity that is a business should record goodwill, if applicable, rather than an
extraordinary loss. Enterprises should follow the guidance in Appendix C in determining if a
variable interest entity is a business.
D53. Respondents to the proposed Interpretation requested that the Board specify a method of
transition for entities that had adopted Interpretation 46 and written off goodwill. The Board
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chose the simplest solution and decided neither to require nor to permit reinstatement of
goodwill that had been written off.
D54. The Board also clarified that the requirement in paragraph 20 of Interpretation 46 that does
not permit remeasurement of assets transferred to a variable interest entity by that entity’s
primary beneficiary does not apply to transfers that occurred more than a short time before the
variable interest entity was first consolidated.
Accounting after Initial Measurement

D55. Paragraph 14 of ARB 51 states, “The elimination of the intercompany profit or loss may be
allocated proportionately between the majority and minority interests.” Paragraph 22 of
Interpretation 46 provides guidance on the treatment in consolidation of the effects of
intercompany eliminations on the net income or expense of a variable interest entity. The
modification to paragraph 22 is intended to clarify that any effects on income of eliminating
intercompany fees or other sources of income or expense between the variable interest entity and
its primary beneficiary should be attributed to the primary beneficiary in the consolidated
financial statements. For example, if the primary beneficiary has no equity interest in the
variable interest entity and receives a fee from the entity, the amount of the fee that is eliminated
in consolidation would be attributed to the primary beneficiary even if the remainder of the
entity’s net income is allocated to the entity’s noncontrolling interest, the equity holders.
Appendix B of Interpretation 46

D56. Constituents informed the Board that some of the descriptions of variable interests in
paragraphs B1–B10 of Interpretation 46 were difficult to apply without additional discussion of
the context in which they were intended to apply. The Board agreed that some of the statements
in those paragraphs may not be as generally applicable as the phrasing would indicate and
decided to modify those paragraphs to provide context and clarify some of the guidance. The
Board also decided to expand Appendix B in this Interpretation to provide additional guidance
for certain types of instruments.
FASB Staff Positions

D57. The Board decided to incorporate guidance from certain FASB Staff Positions (FSPs) in
this Interpretation as described in paragraphs D58–D61.
D58. FSP FIN 46-3, “Application of Paragraph 5 of FASB Interpretation No. 46, Consolidation
of Variable Interest Entities, When Variable Interests in Specified Assets of a Variable Interest
Entity Are Not Considered Interests in the Entity under Paragraph 12 of Interpretation 46,”
explains that the phrase expected losses of the entity has the same meaning in paragraph 5 as in
paragraph 12. Paragraph 5 refers to expected losses of an entity, and paragraph 12 explains when
expected losses related to specified assets are considered expected losses of the entity that holds
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those assets. The provisions of paragraph 12 determine whether expected losses that will be
absorbed by guarantees or other variable interests in specified assets are expected losses of the
entity for purposes of determining whether an entity is a variable interest entity under paragraph
5. In other words, the guidance in paragraph 12 should be applied before determining whether
an entity is a variable interest entity under paragraph 5. Footnote 9 has been added to paragraph
5 in this Interpretation to clarify that paragraph 12 should be considered in determining expected
losses for the application of paragraph 5.
D59. Paragraph 38 includes the guidance from FSP FIN 46-4, “Transition Requirements for
Initial Application of FASB Interpretation No. 46, Consolidation of Variable Interest Entities.”
D60. Paragraph 36 includes the deferral of the effective date of Interpretation 46 for
nonregistered investment companies provided by FSP FIN 46-6, “Effective Date of FASB
Interpretation No. 46, Consolidation of Variable Interest Entities.”
D61. Paragraphs B18–B21 incorporate requirements modified from the guidance provided by
FSP FIN 46-7 for determining when fees paid to a decision maker should not be considered a
variable interest in a variable interest entity. Because this Interpretation does not include the
requirements in paragraph 8(c) of Interpretation 46, the requirement in paragraphs B18–B21
refers to the expected variability in fees to decision makers instead of the total amounts of the
fees as discussed in FSP FIN 46-7.
Effective Date and Transition
D62. In the Exposure Draft, the Board proposed that this Interpretation be effective for financial
statements issued for the first period ending after December 15, 2003, for entities to which
Interpretation 46 had already been applied, with a cumulative effect in the period applied. For
interests and entities to which Interpretation 46 had not yet been applied, this Interpretation
would have been applied in accordance with effective date and transition provisions of
Interpretation 46 and FSP FIN 46-6.
D63. Some respondents to the proposed Interpretation requested a deferral of Interpretation 46
and this revision to provide sufficient time to understand and implement the guidance. Others
said that no further deferrals should be provided. Still others suggested that no deferrals should
be provided for entities that are commonly referred to as “special-purpose entities.”
D64. To address those concerns, the Board decided to provide for multiple effective dates. The
Board decided that the consolidation guidance in either Interpretation 46 or this Interpretation
should be applied by public entities to variable interest entities of the type described in footnote
20 to paragraph 30, by the end of the first interim or annual period ending after December 15,
2003. Those entities had previously been applying the guidance in EITF Topic No. D-14,
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“Transactions involving Special-Purpose Entities,” and the EITF Issues listed in footnote 20 to
this Interpretation. For variable interests held by public entities in other variable interest entities,
the Board decided to provide more time for the reporting entity to gain an understanding of and
to apply this Interpretation. The SEC staff pointed out to the Board that small business issuers
face a disproportionate challenge in implementing Interpretation 46. In light of that
consideration, the Board decided that a later effective date for those public entities would be
appropriate. Accordingly, public entities other than small business issuers must apply this
Interpretation to all variable interest entities by the end of the first interim or annual period
ending after March 15, 2004, while small business issuers will apply this Interpretation to all
variable interest entities at the end of the first reporting period ending after December 15, 2004.
D65. The Board acknowledged that permitting public entities to apply either the guidance in
Interpretation 46 or the guidance in this Interpretation creates potential noncomparability in the
reporting for variable interest entities because this Interpretation changes some of the provisions
of Interpretation 46. However, the Board reasoned that (a) the guidance that had previously been
applied to entities commonly referred to as special-purpose entities was inadequate and (b) the
potential noncomparability is mitigated to the extent that the changes made by this Interpretation
to Interpretation 46 do not affect special-purpose entities. Further, the Board is aware that some
entities have already implemented Interpretation 46, while others have not. The Board
considered the advantages associated with improved financial reporting for variable interest
entities, and the implementation difficulties associated with requiring that this Interpretation be
implemented by all public entities, and concluded that a brief period of noncomparability would
be tolerable.
D66. The Board wanted to provide additional time for nonpublic entities and the users of their
financial statements to be educated on the application and effects of the variable interest entity
consolidation model. Therefore, the Board decided that nonpublic enterprises should apply this
Interpretation immediately to variable interest entities created after December 31, 2003, but have
until the beginning of the first period beginning after December 15, 2004, to apply this
Interpretation to all other variable interest entities in which they hold a variable interest.
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Appendix E: INTERPRETATION 46: BACKGROUND INFORMATION
AND BASIS FOR CONCLUSIONS
Introduction
E1. This appendix summarizes considerations that Board members deemed significant in
reaching the conclusions in this Interpretation. It includes reasons for accepting certain views
and rejecting others. Individual Board members gave greater weight to some factors than to
others.
Background
E2. Various EITF Issues, SEC staff announcements, and FASB pronouncements address issues
that directly or indirectly relate to variable interest entities, but most are applicable only to a
single type of variable interest entity. The effects of this Interpretation on EITF Issues are
summarized in Appendix D. No FASB pronouncements are amended or superseded by this
Interpretation.
E3. The Board issued the proposed Interpretation, Consolidation of Certain Special-Purpose
Entities, in July 2002, and received over 140 letters of comment from constituents. On
September 30, 2002, the Board held 2 public roundtable meetings at which approximately 40
respondents and other interested parties discussed the provisions of the proposed Interpretation
with the Board. This Interpretation is the result of the Board’s redeliberation of all of the issues
in light of the comments received on the proposed Interpretation.
E4. The proposed Interpretation referred to the entities subject to its requirements as
special-purpose entities and used the term substantive operating enterprises to describe business
enterprises other than special-purpose entities. However, that terminology confused many
constituents apparently because the term special-purpose entity has been used without being
clearly defined. As a result, this Interpretation refers to entities subject to its requirements as
variable interest entities.
Objective of This Interpretation
E5. The objectives of this Interpretation are to explain how to identify variable interest entities
and how to determine when a business enterprise should include the assets, liabilities,
noncontrolling interests, and results of activities of a variable interest entity in its consolidated
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financial statements. Transactions involving variable interest entities have become increasingly
common, and the existing accounting literature is fragmented and incomplete. Some enterprises
have entered into arrangements using variable interest entities that appear to be designed to
avoid reporting assets and liabilities for which they are responsible, to delay reporting losses that
have already been incurred, or to report gains that are illusory. At the same time, many
enterprises have used variable interest entities for valid business purposes and have properly
accounted for those entities based on guidance and accepted practice prior to this Interpretation.
E6. The traditional reason for including two or more enterprises in consolidated financial
statements, as described in ARB 51, is that consolidated financial statements are “usually
necessary for a fair presentation when one of the companies in the group directly or indirectly
has a controlling financial interest in the other companies.” ARB 51 states further that “the usual
condition for a controlling financial interest is ownership of a majority voting interest. . . .” Prior
to this Interpretation, the accounting guidance related to variable interest entities has been
limited in scope and application.
E7. Some relationships between business enterprises and variable interest entities are similar to
relationships established by majority voting interests, but variable interest entities often are
arranged without a governing board or with a governing board that has limited ability to make
decisions that affect the entity’s activities. A variable interest entity’s activities may be limited
or predetermined by the articles of incorporation, bylaws, partnership agreements, trust
agreements, other establishing documents, or contractual agreements between the parties
involved with the entity. An enterprise implicitly chooses at the time of its investment to accept
the activities in which the variable interest entity is permitted to engage. That enterprise may not
need the ability to make decisions if the activities are predetermined or limited in ways the
enterprise chooses to accept. Alternatively, the enterprise may obtain an ability to make
decisions that affect a variable interest entity’s activities through contracts or the entity’s
governing documents. There may be other techniques for protecting an enterprise’s interests. In
any case, the enterprise may receive benefits similar to those received from a controlling
financial interest and be exposed to risks similar to those received from a controlling financial
interest without holding a majority voting interest (or without holding any voting interest).
Risks, benefits, or both are the determinants of consolidation in this Interpretation. The ability to
make decisions is considered an indication that an enterprise may have sufficient benefits and
risks to require consolidation.
Scope
E8. This Interpretation generally applies to business enterprises and arrangements used by
business enterprises. ARB 51 refers to “companies” and FASB Statement No. 94, Consolidation
of All Majority-Owned Subsidiaries, which amends ARB 51, refers only to “business
enterprises.” The Board considered it inappropriate to extend the requirements of this
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Interpretation to not-for-profit organizations because the document being interpreted does not
specifically apply to them. The Board is aware that some of the requirements in ARB 51 are
applied in modified forms to certain not-for-profit organizations and does not intend this
Interpretation to cause a change in those practices.
E9. The scope of the Interpretation also excludes certain arrangements that could be considered
entities as the term is described in paragraph 3. Paragraph 46 of Statement 140 specifically
prohibits consolidation by a transferor or its affiliates of qualifying special-purpose entities
(including formerly qualifying SPEs described in paragraph 25 of that Statement). That
prohibition was specifically intended to exclude those special-purpose entities from future Board
decisions about consolidations. The derecognition requirements in Statement 140 are based on
control of assets, and reporting of an enterprise’s rights and obligations related to financial assets
that have been transferred and derecognized is based on a financial components approach.
Because a qualifying special-purpose entity has such limited decision-making abilities, the Board
decided that retention of the financial components approach for parties involved with a
qualifying special-purpose entity was more appropriate than consolidation based on variable
interests. Therefore, this Interpretation does not change that requirement.
E10. This Interpretation also includes a special provision related to enterprises other than
transferors and their affiliates that are involved with qualifying special-purpose entities and
formerly qualifying SPEs. No enterprise is required to consolidate a qualifying special-purpose
entity or formerly qualifying SPE unless that enterprise has the unilateral ability to cause the
entity to liquidate or to change the entity so that it no longer meets the conditions in paragraph
25 or 35 of Statement 140.
E11. Separate accounts of life insurance enterprises are excluded from the scope of this
Interpretation because existing accounting standards specifically require life insurance
enterprises to recognize those accounts and the Board chose not to change those requirements
without a broader reconsideration of accounting by insurance enterprises.
E12. Paragraph 3 of this Interpretation specifies that so-called virtual SPEs (divisions,
departments, branches, or pools of assets subject to liabilities that are otherwise nonrecourse to
the enterprise) are excluded from the scope of this Interpretation because they are not separate
legal structures from the enterprise that holds title to the assets. That exception is narrower than
the exception in the proposed Interpretation. The proposed Interpretation would have prohibited
a primary beneficiary from consolidating a variable interest entity if the entity were consolidated
by a substantive operating enterprise 28 with a majority voting interest in the variable interest
entity. The Board included that provision to avoid treating similar arrangements differently. For
example, a lessor enterprise may have a choice of how to structure a lease. It may own leased
assets directly and obtain a loan with recourse only to the leased property. Alternatively, the
lender may require the lessor enterprise to establish a separate legally isolated entity to hold the
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leased assets. That separate entity is likely to be so thinly capitalized that it would be a variable
interest entity. If so, the entity might have been consolidated by a party other than the lessor
enterprise, depending on the lease terms, even though a party other than the lessor enterprise
would never consolidate the asset if the lessor enterprise held it directly. The so-called
substantive operating enterprise exception was intended to prevent different reporting results for
two arrangements with little economic difference.
E13. Some respondents supported the exception in the proposed Interpretation. Other
respondents stated that the prohibition created an artificial distinction between entities based on
the identity of the equity investors. Lessees would have been able to avoid consolidating an
entity by finding an enterprise that is not concerned about its balance sheet and paying it to make
a small investment in return for 100 percent of the stock of a lessor entity. The Board had to
choose between two possible outcomes, either of which could be viewed as undesirable. One
possible outcome was to permit different accounting results depending on whether a variable
interest entity was used in a particular arrangement, and the other possible outcome was to
permit different accounting results depending on the identity of the equity investor.
E14. The Board eliminated the substantive operating enterprise exception because proper
application of the variable interest requirements in the Interpretation will identify the equity
investor as the primary beneficiary if the equity investor has a majority of the exposure to
expected losses and rights to residual returns. For example, if the sole equity investor in a lessor
entity has an equity investment smaller than required in paragraph 5 of this Interpretation, that
entity will be a variable interest entity. If the investor meets the requirements in paragraph 14, it
will be the primary beneficiary. Also, the subject of this Interpretation is consolidation of
entities. Attempting to deal with derecognition of assets and liabilities that are not in a separate
entity is beyond the scope of the Interpretation.
E15. A few respondents requested that the Board provide an exception for privately held
businesses under common control. Two reasons cited were (a) users of financial statements do
not consider private businesses to be special-purpose entities and (b) some enterprises under
common control are already included in combined financial statements but measured on the
same basis as they are measured in the separate financial statements. The proposed
Interpretation would have required that they be remeasured at fair value as of the date its
requirements were first applied.
E16. The Board decided not to accommodate those requests for two reasons. First, the Board
believes that if privately held businesses have the characteristics of variable interest entities, the
accounting and reporting requirements in this Interpretation are appropriate. Second, the Board
decided not to require fair value measurement if a variable interest entity is under common
control with its primary beneficiary.
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E17. Several respondents requested exceptions for certain leasing arrangements, but the Board
decided against making those exceptions. Although this Interpretation may change the
accounting for certain leasing arrangements involving variable interest entities, it does not
amend any FASB Statements or Interpretations on lease accounting. The possible changes in
accounting are the result of treating a variable interest entity involved in a leasing arrangement
as part of the same consolidated reporting entity as one of the other parties involved in the
arrangement.
Variable Interest Entities
E18. Variable interest entities often are created for a single specified purpose, for example, to
facilitate securitization, leasing, hedging, research and development, reinsurance, or other
transactions or arrangements. The activities may be predetermined by the documents that
establish the entities or by contracts or other arrangements between the parties involved.
However, those characteristics do not define the scope of this Interpretation because other
business enterprises may have those same characteristics. The distinction between variable
interest entities and other business enterprises is based on the nature and amount of the equity
investment and the rights and obligations of the equity investors.
E19. Because the equity investors in an enterprise other than a variable interest entity generally
absorb losses first, they can be expected to resist arrangements that give other parties the ability
to significantly increase their risk or reduce their benefits. Other parties can be expected to align
their interests with those of the equity investors, protect their interests contractually, or avoid any
involvement with the enterprise.
E20. In contrast, either a variable interest entity does not issue voting interests (or other interests
with similar rights) or the total equity investment at risk is not sufficient to permit the entity to
finance its activities without additional subordinated financial support. If an entity does not
issue voting or similar interests or if the equity investment is insufficient, that entity’s activities
probably are predetermined or decision-making ability is determined contractually. If the total
equity investment at risk is not sufficient to permit the entity to finance its activities, the parties
providing the necessary additional subordinated financial support will not permit an equity
investor to make decisions that may be counter to their interests. That means that the usual
condition for establishing a controlling financial interest—a majority voting interest—does not
apply to variable interest entities. Consequently, a standard for consolidation that requires
ownership of voting stock or some other form of decision-making ability is not appropriate for
such entities.
Expected Losses and the 10 Percent Presumption

E21. The Board selected expected losses as the benchmark for determining how much equity
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must be invested in an entity in order to induce lenders or other investors to provide the funds
necessary for the entity to conduct its activities. The Board was unable to identify a method in
general use for determining when an entity’s equity is sufficient to permit the entity to finance its
activities. Lenders and rating agencies with which the Board and its staff discussed the matter
do not all use the same methodologies, but the methodologies incorporate historical experience
with similar entities or with similar assets. Many adjust the historically determined amount for
expectations about the specific entity and the current economic conditions. Those methods are
generally consistent with the concept of expected losses, but they may result in requiring an
equity investment greater than expected losses. That is, lenders and others want to be protected
in the event actual losses exceed the expected losses, and they will negotiate as much protection
as possible. Consequently, sufficient equity for financing is probably greater than expected
losses and is unlikely to be less.
E22. Some respondents to the proposed Interpretation stated that expected losses is not the
appropriate basis for determining how much equity an enterprise needs to finance its activities.
However, there was no consensus on what the appropriate basis is. Some alternatives suggested
were most likely losses (a point estimate), probable losses, reasonably possible losses, and
maximum possible losses, but respondents generally did not provide a rationale for any of those
measures. In many cases, maximum losses would equal the total assets of the entity. Most of
the other measures would be smaller in many cases than expected losses.
E23. Because precisely estimating expected losses may be difficult and an entity may need an
equity investment greater than its expected losses, the Board established a presumption that an
equity investment is insufficient to allow an entity to finance its activities unless the investment
is equal to at least 10 percent of the entity’s total assets. Another reason for that presumption is
to emphasize that the requirement for 3 percent equity referred to in EITF Issue No. 90-15,
“Impact of Nonsubstantive Lessors, Residual Value Guarantees, and Other Provisions in Leasing
Transactions,” is superseded and that an equity investment as small as 3 percent is insufficient
for many variable interest entities. The Board intends that presumption to apply in one direction
only. That is, an equity investment of less than 10 percent is presumed to be insufficient, but an
equity investment of 10 percent is not presumed to be sufficient.
E24. The Board’s preferred methods of overcoming the 10 percent presumption are to
demonstrate the sufficiency of the invested equity by (a) obtaining financing without additional
subordinated financial support or (b) referring to the equity invested in another similar-sized
entity with similar assets, liabilities, and other interests that has financed itself without additional
subordinated financial support. However, many respondents to the proposed Interpretation
stated that finding comparable entities would be difficult for some variable interest entities. The
Board acknowledged that concern and decided to permit comparison of an entity’s equity
investment to an estimate of the entity’s expected losses based on objective evidence about the
entity’s nature and the economic conditions at the time of the estimate.
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E25. Some respondents recommended that the Board use the criteria for identifying a business in
EITF Issue No. 98-3, “Determining Whether a Nonmonetary Transaction Involves Receipt of
Productive Assets or of a Business,” to identify entities that are not subject to this Interpretation.
The Board did not accept that recommendation because those criteria were designed for a
different purpose—to distinguish between businesses and groups of assets. That distinction is
not related to control by voting interests or sufficiency of equity investments, which are the key
issues in this Interpretation.
Application to Selected Assets and Variable Interests in a Majority of a Variable Interest
Entity’s Assets
E26. Paragraph 3 of this Interpretation does not permit an enterprise to consolidate selected
assets or liabilities of a business enterprise that is not a variable interest entity. The stockholders
or other parties that individually or in the aggregate have a controlling financial interest in the
enterprise provide the subordinated financial support for the entity as a whole. However,
variable interest entities can be structured so that the rights and obligations of different parties
involved are not commingled. Consequently, a single variable interest entity may hold assets
transferred by more than one enterprise, leased to more than one enterprise, guaranteed by more
than one enterprise, or similarly related to more than one enterprise. Those enterprises may have
variable interests in selected assets instead of variable interests in the entities that hold those
assets. The Board decided that if the liabilities or other interests in those assets apply only to
those assets (with no recourse to the entity as a whole), it is appropriate for each enterprise to
consider that discrete portion of the variable interest entity as a separate entity. That requirement
is reflected in paragraph 13 of this Interpretation.
E27. Paragraph 12 addresses variable interests in specified assets of a variable interest entity that
are not associated with a discrete portion of the variable interest entity’s liabilities or other
interests. The issues are (a) when, if ever, the expected losses of a party with a variable interest
in specified assets of a variable interest entity are considered expected losses of the entity for
purposes of determining whether an entity is a variable interest entity (the sufficiency of its
equity) and (b) which parties hold variable interests in the entity as a whole for purposes of
identifying the primary beneficiary of the entity. Some Board members concluded that any
variable interest in specified assets of a variable interest entity is a variable interest in the entity
regardless of the significance of those assets to the variable interest entity. Other Board
members concluded that a variable interest in specified assets of a variable interest entity is a
variable interest in the entity only if the interest applies to substantially all of the variable interest
entity’s assets. Board members also considered whether variable interests in specified assets of a
variable interest entity might be variable interests in the entity in some circumstances and not in
others.
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E28. No alternative was supported by a majority of Board members, and, consequently, the
Board members accepted a compromise. If the fair value of assets in which a party has a
variable interest constitutes a majority of the fair value of a variable interest entity’s total assets,
that interest is considered significant enough that the holder is considered to have a variable
interest in the entity. If the assets are less than a majority, the party does not have a variable
interest in the entity unless that party also has more than an insignificant variable interest in the
entity as a whole. That majority requirement is intended to prevent a transferor from avoiding
the consolidation requirements by finding or creating a variable interest entity that commingles
its transferred assets with a relatively few unrelated assets. At the same time, it should not
prevent a decision maker with a sufficiently large variable interest in a so-called multi-seller
variable interest entity from consolidating that entity because transferors of assets to a variable
interest entity retain subordinated residual interests in certain of the transferred assets. The
requirement to consider a variable interest in specified assets as an interest in the entity as a
whole only if the holder has other interests in the entity as a whole that are not insignificant also
is intended to prevent circumvention of the requirements of this document by artful allocation of
variable interests.
Primary Beneficiaries

E29. Under ARB 51, a majority voting interest is considered sufficient evidence of a controlling
financial interest to require consolidation. However, because variable interest entities are
organized differently from many other enterprises, equity investors in variable interest entities
may not have the same types of rights and obligations as equity investors in other enterprises.
Some other party or parties may absorb the expected losses if the entity does not generate
sufficient cash flows or income to provide the expected returns to all parties or may receive
expected residual returns if cash flows are more than sufficient to provide all of the expected
returns. A holder of an interest or combination of interests (other than voting equity interests)
that absorbs expected losses or receives expected residual returns of a variable interest entity
may have a controlling financial interest in that variable interest entity (or a relationship
sufficiently similar to a controlling financial interest that it requires consolidation).
E30. The requirements in paragraph 14 of this Interpretation are intended to determine which, if
any, party involved with a variable interest entity has a controlling financial interest in that
entity. That paragraph focuses on three characteristics that are present in controlling financial
interests achieved through majority voting interests:
a.
b.
c.

The ability to make decisions about an entity’s activities
The exposure to the expected losses of the entity if they occur
The right to receive the expected residual returns of the entity if they occur.

E31. The ability to make decisions is not a variable interest, but if the decisions significantly
affect the value of the variable interests, decision making will almost certainly be directly or
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indirectly associated with the holder of a significant variable interest. For that reason, decision
making is an indicator of the primary beneficiary of a variable interest entity. A majority of
either the exposure to expected losses or the right to receive expected residual returns (or both)
identifies the primary beneficiary. The Board considered the exposure to losses to be the more
important of the two conditions and established it as the more important factor if one enterprise
has a majority of the exposure to expected losses and another has a right to a majority of the
residual returns.
E32. The proposed Interpretation would have required identification of the primary beneficiary
based primarily on financial support (exposure to expected losses through variable interests).
Many respondents commented that the analogy to voting equity investments is incomplete
without consideration of expected residual returns. Those comments persuaded the Board to add
a requirement to consolidate if an enterprise has the right to a majority of a variable interest
entity’s expected residual returns.
E33. Some respondents recommended alternatives to consolidation by a primary beneficiary.
One recommendation was to require all enterprises to report interests in variable interest entities
at fair value instead of requiring any enterprise to consolidate. The Board did not accept the
recommendation because there are many instances in which an enterprise’s interest is
represented more faithfully by a gross presentation of assets and liabilities.
E34. Many other respondents recommended that the Board accumulate the existing guidance on
consolidation of variable interest entities in a single standard without changing that guidance
other than to require additional disclosures. The Board decided that the existing standards are
not only fragmented (which this suggestion would address) but also inadequate (which it would
not address except by disclosure). Moreover, additional disclosures are not a replacement for
proper recognition and measurement.
E35. The proposed Interpretation would have required consolidation of a variable interest entity
by an enterprise that provided significant financial support to that variable interest entity through
a variable interest if that support was significantly more than the support provided by any other
individual party. It also would have required consolidation by an enterprise that provided the
majority of the financial support of a variable interest entity. Many respondents argued that an
enterprise should consolidate a variable interest entity only if the enterprise provides a majority
of the financial support to that entity. Some of those respondents stated that the reason was
conceptual; others stated that the reason was practical, that is, it would be easier to apply a
majority requirement. In some cases, the majority requirement will be applied qualitatively
because the variable interests in an entity may be so different in nature that there is no common
basis on which to compare them arithmetically. An enterprise may be able to determine without
detailed computations that it does not have a sufficiently large variable interest to be a potential
primary beneficiary or that it is the only enterprise with a sufficiently large interest. In other
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cases, an enterprise may know that it is one of only a few potential primary beneficiaries and
may need to apply judgment to determine whether it meets the conditions to be a primary
beneficiary.
E36. The Board acknowledged in the proposed Interpretation that an entity’s variable interest
takes on decreased significance as its absolute size diminishes but noted that a parent has never
been required to have a majority of risks or returns from activities of its subsidiary in order to
consolidate that subsidiary. Thus, the significance requirement would not necessarily have been
conceptually inappropriate. However, the Board was persuaded that enterprises might not be
able to apply the significant and significantly more requirement consistently. Consequently, that
requirement has been eliminated in this Interpretation.
E37. The proposed Interpretation also would have required each enterprise involved with a
variable interest entity to reconsider at each reporting date whether it was the primary
beneficiary. Many respondents stated that variable interests should not be reassessed or should
be reassessed only if a triggering event occurs because the necessary information may not be
available or would be burdensome to acquire. The Board agreed and decided to require
reconsideration only if certain events occur that are likely to cause a change in the primary
beneficiary.
Related Parties
E38. An enterprise and its affiliates, managers, agents, and other related parties may work as a
group to establish and manage a variable interest entity even if no single party in the group meets
the conditions in paragraph 14 of this Interpretation. Paragraph 16 includes a provision intended
to prevent a variable interest holder from avoiding consolidation of a variable interest entity by
arranging to protect its interest or indirectly expand its holdings through other parties.
E39. This Interpretation treats certain parties in addition to those identified in Statement 57 as
related parties of a variable interest holder. Those other parties (a) are financially dependent on
a variable interest holder, (b) cannot sell, transfer, or encumber their interests without the
approval of a variable interest holder, (c) receive the investment or the funds to make the
investment from a variable interest holder, or (d) provide significant amounts of professional
services or other similar services to a variable interest holder. Those parties are considered to be
acting as de facto agents of the variable interest holder.
E40. Many respondents to the proposed Interpretation stated that either the term de facto agency
relationship should be defined in more detail or the provision should be eliminated. The Board
did not believe that was necessary because the Interpretation describes the parties that are to be
considered de facto agents in sufficient detail.
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E41. Other respondents to the proposed Interpretation stated that related parties should
specifically include employees and directors. The Board agreed, and those parties have been
added to paragraph 16.
Special Provisions for Certain Entities in the Proposed Interpretation
E42. The Board recognizes that some variable interest entities effectively disperse risks and
benefits related to their assets or activities. No individual party controls the benefits of the
variable interest entity’s assets or is responsible for the variable interest entity’s liabilities. In
that case, each party involved should account for its rights and obligations related to the assets in
the variable interest entity, but it is inappropriate for any party to consolidate the assets and
liabilities of the variable interest entity.
E43. To emphasize that point, the proposed Interpretation included special provisions for
analyzing variable interest entities that hold certain financial assets, have limits on their activities
and the interests they can issue, and are legally isolated from the enterprises that hold interests in
them. The Board recognized that even if an entity is designed to disperse risks and returns
among different interests, a single enterprise could recombine those dispersed risks and returns
by acquiring enough different variable interests. Therefore, the special provisions included
requirements for consolidation by a party with any two of three characteristics—the ability to
decide when a variable interest entity buys and sells assets, an obligation to absorb losses, and
the right to fees that are not based on the market price of the services provided.
E44. Many respondents to the proposed Interpretation agreed that special provisions for certain
variable interest entities were appropriate but stated that the criteria to qualify for the special
provisions were too restrictive. Respondents also stated that the special provisions would
require consolidation more frequently than the general variable interest requirements. The Board
did not intend for the special provisions to conflict with the general requirements. In addition, it
became apparent that the special provisions would need significant interpretation and
maintenance. Consequently, the Board decided to eliminate the special provisions. The Board
believes that the general requirements properly reflect the effect of risk dispersion and that
special provisions for a subset of variable interest entities are unnecessary.
Initial Measurement and Subsequent Accounting
E45. Statement 141 specifies the initial measurement requirements for net assets that constitute a
business and for assets, liabilities, and noncontrolling interests of newly acquired subsidiaries.
Newly consolidated variable interest entities are not subject to Statement 141 because paragraph
9 of Statement 141 states, “This Statement does not address transactions in which control is
obtained through means other than an acquisition of net assets or equity interests.” A primary
beneficiary of a variable interest entity has not obtained control through equity interests, and it
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has not purchased net assets. However, the Board decided that many of the initial measurement
requirements of Statement 141 are appropriate for variable interest entities consolidated for the
first time (except at transition). One exception is that goodwill is not recognized. The
difference, if any, between the reported amounts of the variable interest entity’s assets and the
reported amounts of its liabilities and noncontrolling interests is recognized in consolidated net
income if that difference results in a loss. Many variable interest entities hold either financial
assets or newly acquired assets, and the Board did not believe it would be appropriate to allocate
a loss to increase the reported values of those assets over their fair values. If recognizing the
newly consolidated assets, liabilities, and noncontrolling interests would otherwise result in a
gain, that amount is required to be allocated as if the consolidation resulted from a business
combination. That provision is intended to prevent intentional creation of a gain by arranging to
become the primary beneficiary of a carefully structured entity, especially if the entity’s assets
are difficult to measure.
E46. The proposed Interpretation did not include specific guidance on subsequent accounting for
consolidated variable interest entities because the Board expected that enterprises would apply
consolidation policies applicable to subsidiaries. Many respondents requested that the Board
specify certain requirements. For example, one suggestion was to require financial assets and
liabilities to be reported at fair value. However, the Board decided that the subsequent
accounting for consolidated variable interest entities should be no different from the accounting
that would apply to a majority-owned subsidiary engaged in the same activities.
Disclosure Requirements
E47. Respondents to the proposed Interpretation requested an extensive list of specific
disclosures by primary beneficiaries, many of which were similar to the disclosures required by
Statement 140. The Board judged that the cost to enterprises to prepare all of the requested
information for disclosure would have been prohibitive and that some of the information would
be valuable only to a limited number of users. Consequently, after discussions with various
constituents, the Board identified the disclosures it believes will be most useful to the greatest
number of financial statement users without imposing too great a cost on the issuers of financial
statements.
E48. The proposed Interpretation would have required certain disclosures by enterprises that
provide significant administrative services to a variable interest entity. Respondents stated that
the disclosure requirement should apply only to entities with significant variable interests. The
Board believes that information about variable interest entities in which an enterprise has
significant variable interests is of interest to users whether or not the enterprise is the
administrator of the entity and decided to base the requirement on a significant variable interest.
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Effective Date and Transition
E49. The Board believes that the requirements of this Interpretation should be effective as soon
as reasonably possible. However, the Board also recognizes that some enterprises are involved
with large numbers of variable interest entities and that their analyses of variable interests will
require significant data gathering and qualitative and quantitative analysis. In addition, the
transition period originally proposed would have included the period in which many enterprises
were preparing calendar-year financial statements. Therefore, the Board decided to defer the
required application date of this Interpretation to existing variable interest entities to three
months later than the date in the proposed Interpretation. However, in the interest of providing
financial statement users with information about existing variable interest entities as soon as
possible, the Board decided to require transition disclosures to be made almost immediately.
E50. The proposed Interpretation would have required measurement of the assets, liabilities, and
noncontrolling interests of a newly consolidated variable interest entity at their fair values,
primarily because the Board believed information about carryover bases for most entities would
not be available. However, many respondents stated that they would be able to determine
carryover basis and requested that the Board permit its use. Consequently, the Board decided
that measurement at transition should be at carryover basis unless it is impracticable, in which
case fair value measurement would be required.

Appendix F: EFFECT OF THIS INTERPRETATION ON EITF ISSUES
F1. The provisions of this Interpretation nullify the consensuses in the following EITF Issues
and the guidance in the following EITF Topic:
a.

Issue No. 84-40, “Long-Term Debt Repayable by a Capital Stock Transaction”
The Task Force reached a consensus that a trust formed for the sole purpose of issuing
debt instruments backed by preferred stock of a parent corporation and cash received
from that parent’s subsidiary corporation should be consolidated by the parent
corporation.
This Interpretation nullifies that consensus because a trust of that type is a variable
interest entity that is subject to the provisions of this Interpretation.

b.

Issue No. 90-15, “Impact of Nonsubstantive Lessors, Residual Value Guarantees, and Other
Provisions in Leasing Transactions”
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The Task Force indicated that a lessee is required to consolidate an SPE lessor at the
inception of a lease if (1) substantially all of the activities of the SPE involve assets that
are to be leased to a single lessee, (2) the expected substantive residual risks and
substantially all the residual rewards of the leased assets and the obligation imposed by
the underlying debt of the SPE reside directly or indirectly with the SPE, and (3) the
owners of record of the SPE have not made an initial substantive residual equity capital
investment that is at risk during the entire term of the lease. The SEC staff’s answer to
Question No. 3 states, in part: “The SEC staff understands from discussions with
Working Group members that those members believe that 3 percent is the minimum
acceptable investment. The SEC staff believes a greater investment may be necessary
depending on the facts and circumstances, including the credit risk associated with the
lessee and the market risk factors associated with the leased property.”
Those requirements are nullified by this Interpretation. If a lessor entity is a variable
interest entity as described in this Interpretation, it is subject to consolidation based on
the provisions of this Interpretation. If a lessor entity is not a variable interest entity, it is
subject to the requirements of ARB 51 as amended by FASB Statement No. 94,
Consolidation of All Majority-Owned Subsidiaries.
c.

Topic No. D-14, “Transactions involving Special-Purpose Entities”
The SEC Observer noted that the SEC staff believes that nonconsolidation and sales
recognition are not appropriate by the sponsor or transferor of an SPE when the majority
owner of the SPE makes only a nominal capital investment, the activities of the SPE are
virtually all on the sponsor’s or transferor’s behalf, and the substantive risks and rewards
of the assets or the debt of the SPE rest directly or indirectly on the sponsor or transferor.
That requirement is nullified by this Interpretation. If an SPE is a variable interest entity
as described in this Interpretation, it is subject to consolidation based on the provisions of
this Interpretation. If an SPE is not a variable interest entity, it is subject to the
requirements of ARB 51 as amended by Statement 94.

F2. The provisions of this Interpretation modify or partially nullify the consensuses in the
following EITF Issues:
a.

Issue No. 95-6, “Accounting by a Real Estate Investment Trust for an Investment in a
Service Corporation”
Task Force members agreed that the determination of whether a real estate investment
trust should consolidate a service corporation should be based on the facts and
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circumstances.
This Interpretation nullifies that consensus for service corporations that are variable
interest entities as described in this Interpretation. If a service corporation is a variable
interest entity, it is subject to the requirements of this Interpretation, and the consensus in
Issue 95-6 does not apply. If a service corporation is not a variable interest entity, the
consensus in Issue 95-6 continues to apply.
b.

Issue No. 96-21, “Implementation Issues in Accounting for Leasing Transactions involving
Special-Purpose Entities”
The Task Force reached consensus on a number of issues related to implementation of
the first and third conditions of Issue 90-15, which is nullified by this Interpretation. The
questions that relate to implementation of those conditions are no longer necessary.
Thus, this Interpretation nullifies Questions No. 1–3, 5, 7–9, and 12 of Issue 96-21 and
all but the first sentence in the response to Question No. 6. Questions No. 4, 10, and 11
and the remaining portion of Question No. 6 relate to matters that do not necessarily
involve special-purpose entities and are not affected by this Interpretation.

c.

Issue No. 97-1, “Implementation Issues in Accounting for Lease Transactions, including
Those involving Special-Purpose Entities”
The Task Force reached consensus on the method of calculating depreciation for the
purposes of determining earnings in applying the third condition of Issue 90-15, which is
nullified by this Interpretation. Question No. 3, which relates to implementation of the
conditions in Issue 90-15, is nullified because that Issue has been nullified by this
Interpretation.

d.

Issue No. 97-2, “Application of FASB Statement No. 94 and APB Opinion No. 16 to
Physician Practice Management Entities and Certain Other Entities with Contractual
Management Arrangements”
The Task Force reached consensus on a number of issues related to consolidations and
business combinations related to physician practices and physician practice management
entities. If the physician practice is a variable interest entity as described in this
Interpretation, that entity is subject to the requirements of this Interpretation, and the
consensus in Issue 97-2 does not apply. If a physician practice is not a variable interest
entity, the consensus in Issue 97-2 continues to apply.

F3. The provisions of this Interpretation bring conclusion to EITF Issue No. 84-30, “Sales of
Loans to Special-Purpose Entities,” on which the Task Force was unable to reach consensus.
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F4. This Interpretation does not nullify EITF Issue No. 96-16, “Investor’s Accounting for an
Investee When the Investor Has a Majority of the Voting Interest but the Minority Shareholder
or Shareholders Have Certain Approval or Veto Rights.” Enterprises that are not controlled by
the holder of a majority voting interest because of minority veto rights described in Issue 96-16
are not variable interest entities if the shareholders as a group have the power to control the
enterprise and the equity investment meets the other requirements of this Interpretation.
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Footnotes
FIN46R, Footnote 1—This inability to obtain the necessary information is expected to be
infrequent, especially if the enterprise participated significantly in the design or redesign of the
entity.
FIN46R, Footnote 2—An entity that previously was not evaluated to determine if it was a
variable interest entity because of this provision need not be evaluated in future periods as long
as the entity continues to meet the conditions in this paragraph.
FIN46R, Footnote 3—The term related parties as used in this list of conditions refers to all
parties identified in paragraph 16, except for de facto agents under item 16(d)(1).
FIN46R, Footnote 4—The term franchisee is defined in paragraph 26 of FASB Statement No.
45, Accounting for Franchise Fee Revenue.
FIN46R, Footnote 5—The phrase by design refers to entities that meet the conditions in this
paragraph because of the way they are structured. For example, an enterprise under the control
of its equity investors that originally was not a variable interest entity does not become one
because of operating losses.
FIN46R, Footnote 6—Equity investments in an entity are interests that are required to be
reported as equity in that entity’s financial statements.
FIN46R, Footnote 7—The objective of this provision is to identify as variable interest entities
those entities in which the total equity investment at risk does not provide the holders of that
investment with the characteristics of a controlling financial interest. If interests other than the
equity investment at risk provide the holders of that investment with the characteristics of a
controlling financial interest or if interests other than the equity investment at risk prevent the
equity holders from having the necessary characteristics, the entity is a variable interest entity.
FIN46R, Footnote 8—Enterprises that are not controlled by the holder of a majority voting
interest because of minority veto rights as discussed in EITF Issue No. 96-16, “Investor’s
Accounting for an Investee When the Investor Has a Majority of the Voting Interest but the
Minority Shareholder or Shareholders Have Certain Approval or Veto Rights,” are not variable
interest entities if the shareholders as a group have the power to control the enterprise and the
equity investment meets the other requirements of this Interpretation.
FIN46R, Footnote 9—Refer to paragraphs 8 and 12 and Appendix A for discussion of expected
losses.
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FIN46R, Footnote 10—For this purpose, the return to equity investors is not considered to be
capped by the existence of outstanding stock options, convertible debt, or similar interests
because if the options in those instruments are exercised, the holders will become additional
equity investors.
FIN46R, Footnote 11—This provision is necessary to prevent a primary beneficiary from
avoiding consolidation of a variable interest entity by organizing the entity with nonsubstantive
voting interests. Activities that involve or are conducted on behalf of the related parties of an
investor with disproportionately few voting rights shall be treated as if they involve or are
conducted on behalf of that investor. The term related parties in this footnote refers to all parties
identified in paragraph 16, except for de facto agents under item 16(d)(1).
FIN46R, Footnote 12—For purposes of this Interpretation, involvement with an entity refers to
ownership, contractual, or other pecuniary interests that may be determined to be variable
interests.
FIN46R, Footnote 13—Guidelines for identifying a development stage enterprise appear in
paragraphs 8 and 9 of FASB Statement No. 7, Accounting and Reporting by Development Stage
Enterprises.
FIN46R, Footnote 14—This exception is necessary to prevent an enterprise that would otherwise
be the primary beneficiary of a variable interest entity 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 entity as a whole.
FIN46R, Footnote 15—The portions of a variable interest entity referred to in this paragraph
have sometimes been called silos.
FIN46R, Footnote 16—Appendix C provides guidance on determining whether an entity
constitutes a business.
FIN46R, Footnote 17—A variable interest entity may issue voting equity interests, and the
enterprise that holds a majority voting interest also may be the primary beneficiary of the entity.
If so, the disclosures in paragraphs 23 and 27 are not required.
FIN46R, Footnote 18—The term public entity is defined in paragraph 395 of FASB Statement
No. 123, Accounting for Stock-Based Compensation.
FIN46R, Footnote 19—The term small business issuer is defined in SEC Regulation S-B
§228.10(a)(1).
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FIN46R, Footnote 20—The term special-purpose entity in paragraphs 30 and 33 refers to an
entity that previously would have been accounted for by applying the guidance in EITF Issues
No. 90-15, “Impact of Nonsubstantive Lessors, Residual Value Guarantees, and Other Provisions
in Leasing Transactions,” No. 96-21, “Implementation Issues in Accounting for Leasing
Transactions involving Special-Purpose Entities,” and No. 97-1, “Implementation Issues in
Accounting for Lease Transactions, including Those involving Special-Purpose Entities,” and
EITF Topic No. D-14, “Transactions involving Special-Purpose Entities.” Special-purpose
entities for this provision are expected to include any entity whose activities are primarily related
to securitizations or other forms of asset-backed financings or single-lessee leasing
arrangements.
FIN46R, Footnote 21—Refer to footnote 18.
FIN46R, Footnote 22—Refer to footnote 19.
FIN46R, Footnote 23—The term nonpublic entity is defined in paragraph 395 of Statement 123.
FIN46R, Footnote 24—The computation in this illustration uses estimated cash flows less
expected cash flows times the probability and then discounts the result to arrive at fair value.
The same result can be achieved by using the present value of the estimated cash flows less fair
value times the probability. In situations in which the timing of the cash flows varies, that
alternate form may be easier to use.
FIN46R, Footnote 25—The term related parties refers to all parties identified in paragraph 16.
FIN46R, Footnote 26—Refer to footnote 25.
FIN46R, Footnote 27—This analysis describes variable interests in all variable interest entities
including qualifying special-purpose entities. However, a special requirement applies to
qualifying special-purpose entities. Refer to paragraphs 4(c) and 4(d).
FIN46R, Footnote 28—The proposed Interpretation defined a substantive operating enterprise as
an entity other than an SPE.

Copyright © 2003, Financial Accounting Standards Board

Not for redistribution

Page 76

