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III.  Consolidation of Variable Interest Entities (VIEs)
(no majority voting ownership exists)

Recall that having a controlling financial interest in a subsidiary by means of a having a majority voting interest gives the parent company the equitable and legal right to the majority (or all if 100%-owned) of the subsidiary’s future profits.  Likewise, the parent will suffer the majority of the adverse consequences of the subsidiary’s future losses (to the extent of the parent’s investment and any guarantees of the subsidiary’s debt).  Finally, the parent can make all decisions concerning the subsidiary’s operating, investing, and financing activities.  These rights and economic exposures are the basic characteristics of possessing a controlling financial interest.  Thus the parent is the primary beneficiary of the subsidiary.  

     Occasionally, an analysis of the voting interests is not effective in determining whether a controlling financial interests exists because (1) the entity does not have adequate equity capital at risk or (2) the equity instruments do not have the normal equity characteristics that provide its holders with a potential controlling financial interest.

The FASB’s New Consolidation Rules for VIEs (issued in 2003)

Infrequently, an enterprise that does not own a majority of the voting equity interests of another entity is involved with that entity as a result of contractual, ownership, or other pecuniary interest (or combination of interests).  In most of these “involvement” situations, consolidation of the latter entity is required for a fair presentation.  The concepts of risks, rewards, decision-making ability, and primary beneficiary (as discussed in the preceding paragraph) are the basis for the FASB’s new consolidation rules for these involvement situations.  In a nutshell, the FASB’s intent is to require consolidation of any entity in which another entity bears the majority (over 50%) of the risks and/or rewards of ownership.

Issuance of FAS Interpretation No. 46.  The FASB issued these new rules in January 2003 (and amended them in December 2003) in FAS Interpretation No. 46, “Consolidation of Variable Interest Entities” (an interpretation of Accounting Research Bulletin No. 51, “Consolidated Financial Statements,” which was issued in 1951). The FIN 46 rules are more comprehensive and much tougher than the previous consolidation rules for these involvement situations.

The Accounting Impact of Enron’s Shenanigans.  FIN 46 was issued in response to the spectacular collapse and bankruptcy filing (in late 2001) of Enron Corporation, which had improperly concealed nearly $600 million of losses and billions of dollars of Enron-backed debt in its unconsolidated partnerships.  These partnerships  were created as Special-Purpose Entities (SPEs), which are explained shortly.  Interestingly enough, the improper nonconsolidation of Enron’s partnerships occurred because Enron knowingly did not follow the then existing consolidation rules—not because the then existing consolidation rules were too weak.  Nevertheless, the FASB decided the timing was right to (1) thoroughly reexamine its existing fragmented rules for these situations and (2) toughen up those rules.  The result is a tougher, more cohesive set of rules that are more “principles-based” that emphasize substance over form”—as opposed to being “rules-based” (a check-the box for compliance approach).  Consequently, the effect of these new rules is to require consolidation in far more situations than previously required.  Practitioners are finding that the new rules are extremely difficult to interpret and apply (producing substantial frustration and consternation).

Variable Interest Entities and Variable Interests Defined.  A variable interest entity (VIE) is defined as an entity that is subject to consolidation according to the provisions of FIN Interpretation 46.  An entity is subject to consolidation if certain conditions (explained shortly) exist.  Thus an entity that has a variable interest in a VIE—an interest that changes with changes in the VIE’s net assets—must determine if it must consolidate the VIE.  When two or more unrelated entities each have a variable interest in a VIE, only the entity that is determined to be the primary beneficiary must consolidate the VIE. 

Background Information Regarding VIE Situations
(no majority voting ownership exists)

Beginning in the late 1970s, numerous “variable interest relationships” were created in which an entity would receive benefits and/or be exposed to risks similar to those received from a having a majority ownership interest—even though the entity either (1) does not have a majority ownership interest or (2) has no voting interest whatsoever.  These situations generally occur as a result of contractual arrangements, such as options, leases, guarantees of asset recovery values, and guarantees of debt repayments.  In some instances, the contractual arrangement exists simultaneously with a less than majority ownership in the VIE.  Many ways exist in which one entity can have a variable interest in another entity even though neither a majority nor any of the other entity’s voting shares are owned.  Some of these variable interests are quite simple; others are quite complex.  Experts in this area say “each particular variable interest situation has its own DNA.”

Special-Purpose Entities (SPEs).  In a high percentage of these VIE situations, an entity sponsors the creation of another entity that is legally structured to serve a specific, predetermined, limited purpose.  Because of the narrow scope of their operations, these sponsored entities are called Special-Purpose Entities (SPEs).  Thus most VIEs are SPEs.  SPEs can be in the form of a corporation, a partnership, a trust, or some other legal entity.  SPEs can serve valid business purposes and involve several types of transactions.   In many situations (mostly involving securitzations, which are discussed in Intermediate Accounting texts), the use of SPEs is highly desirable because their use enable companies to raise capital at a lower interest rate than otherwise possible.  This lower interest rate result occurs because the SPE’s lenders are better protected because they have a claim against specific assets (which are transferred to the SPE by the sponsor as opposed to being a general creditor of the transferor if no SPE were used.  The same advantage can be obtained by creating an SPE to purchase assets that are to be leased back to the SPE’s sponsor.  SPEs are expensive to set up and maintain.  Therefore, SPE activities usually occur on a large scale so that the impact of the reduced interest rate more than offsets the costs involved.  

Consolidation of “Qualifying” SPEs is Prohibited (a FIN 46 scope exception)

In the 1980s, many financial institutions began securitizing portions of their receivables by means of sponsoring the creation of SPEs to purchase the sponsor’s receivables. Typically, these SPEs are thinly capitalized such that the SPEs equity may only 5% of total assets, with the remainder being debt.  Typically, the sponsor has no ownership in the SPE.  These SPEs hold trillions of dollars of assets


If the transfer of a financial institution’s receivables to an SPE meets the sales recognition criteria of FAS 140, “Accounting for Transfers and Servicing of Financial Assets and Extinguishments of Liabilities” (the criteria center on the surrender of control over the transferred assets), the transferor reports a gain or loss on the sale, and the SPE is called a Qualifying SPE (QSPE).  If the transfer of the assets does not meet the FAS 140 sales recognition criteria, however, the transaction is not treated as a sale, and the money received by the transferor from the SPE is reported as a loan.  (Recall that the topic of determining whether the transfer of receivables is, in substance, a (1) sale of the receivables, or (2) a secured borrowing, is a topic of Intermediate Accounting.)  FAS 140 (paragraph 46) prohibits transferors from consolidating a QSPE (essentially because the transferor is deemed to not have a significant risk exposure or reward potential).  For this reason, QSPEs are excluded from the scope of FIN 46.   
Simple Examples of Variable Interest Situations

Before discussing the FASB’s rules regarding consolidation of VIEs in detail, we present two relatively simple, straight-forward examples (one of which involves an SPE) to show some of the various contractual manners in which variable interests can occur.
Reward-Based Example--Involvement with An Entity That Is Not An SPE.  Patco Inc. owns 40% of the outstanding common stock of Techie Inc., a privately owned, high-technology start-up company.  Patco has a call option to acquire the remaining 60% of Techie’s outstanding common stock at any time during the next three years for $5 million cash.  The option contract places Patco in the position of being able to have the right to 100% of Techie’s future profits—just as if Patco owns 100% of Techie’s common stock.  Thus Patco possesses one of the characteristics of having a controlling financial interest.  Accordingly, Patco is the primary beneficiary of Techie and must consolidate Techie.

Risk-Based Example—Involvement with an SPE.  Patco Inc. owns none of Speco Inc’s outstanding common stock.  Patco sells assets having a book value of $70 million to Speco for $100 million cash.  Patco sponsored the creation of Speco specifically for this transaction.  Speco is prohibited from having any other operating activities (under the legal documents that created Speco). Thus Speco is an SPE.  To finance the purchase of assets from Patco, Speco (1) raised $5 million cash from equity investors (other than Patco) and (2) borrowed $95 million from a bank.  Patco has guaranteed Speco’s equity investment in the event of losses.  Furthermore, Patco has guaranteed Speco’s bank debt to the extent of nonpayment by Speco.  Thus Patco has considerable risk exposure just as if Patco had an actual equity investment in Speco.  Consequently, Patco possesses one of the characteristics of having a controlling financial interest.  Accordingly, Patco is the primary beneficiary of Speco and must consolidate Techie. 

Potential Variable Interests

The following listing consists of some potential variable interests:

· Subordinated loans made to a VIE (thus other “senior” lenders to the VIE have priority as to repayment).
· Equity interests in a VIE (less than a majority voting interest) that are at risk.
· Guarantees to a VIE’s lenders or equity holders (which thus reduce the true risk of those parties).
· Written put options on a VIE’s assets (the potential obligation to buy certain of a VIE’s assets if the option holder exercises the option)  Such an option protects the VIE’s debt or equity holders from incurring losses.
· Forward contracts on purchases and sales

All of a VIE’s liabilities may be variable interests because a decrease in the fair value of the VIE’s assets could be so high that all of the liabilities would absorb that decrease.  However, senior debt instruments with fixed interest rates would usually not, by themselves, make the holder the VIE’s primary beneficiary.

FASB’s Rules to Determine if an Entity is a VIE

In general, an entity is subject to consolidation pursuant to the provisions of FIN 46 if, by design
 (the way in which an entity is structured), any of the following three conditions exists:

1.  The total equity investment at risk is not sufficient to permit the entity to finance its activities without additional subordinated financial support.  Subordinated financial support is defined as variable interests that will absorb some or all of an entity’s expected losses,
 which would exist if an entity guarantees another entity’s debt amounts, asset recovery amounts, or equity at risk.  In general, the equity at risk is deemed sufficient if it is at least 10% of total assets.  (In some cases, however, the equity at risk may have to be higher than 10% to be sufficient; in other cases, equity of less than 10% could be sufficient if the entity can demonstrate through qualitative analysis or quantitative analysis [or a combination of both] that it is sufficient.)


2.  The holders of the equity investment at risk (as a group) lack any of the following three characteristics (A) the ability to make decisions about an entity’s activities through voting rights or similar rights, (B) the obligation to absorb the entity’s expected losses if they occur, and (C) the right to receive the expected residual returns of the entity if they occur.

3.   Certain disproportionalities exist among the equity investors (such as certain equity investors possessing voting rights that are not proportional to their obligation to share the VIE’s losses).

Determining the VIE’s Primary Beneficiary

The primary beneficiary of a VIE must consolidate the VIE.  The primary beneficiary is the entity that will (1) absorb a majority (greater than 50%) of the VIE’s expected losses and/or (2) receive a majority (greater than 50%) of the VIE’s expected residual returns.  If one entity will absorb a majority of the a VIE’s expected losses and another entity will receive a majority of that VIE’s expected residual returns, the former must consolidate the VIE.  Thus expected losses are given more weight than expected residual returns in determining the primary beneficiary.


Potential for Erroneously Determined Multiple Primary Beneficiaries.  By definition, a VIE can have only one primary beneficiary.  In practice, however, two (or more) entities may each conclude that it is a VIE’s primary beneficiary.  This odd result (which is inconsistent with the notion of control) can occur when (1) one or more of the variable interest holders has incomplete information about the VIE's other variable interest holders or (2) different variable interest holders make different judgments about their variable interests.  


If No Primary Beneficiary Exists—No Consolidation.  If none of a VIE’s variable interest holders has a majority of either the VIE’s expected losses or expected residual returns, the VIE has no primary beneficiary.  Accordingly, the VIE is not consolidated.  Obviously, this situation occurs when risks and rewards related to the VIE’s assets or activities are sufficiently dispersed among the variable interest holders.  Of course, each variable interest holder still must account for its rights and obligations related to the assets in the VIE (which might involve application of the equity method of accounting).  


Information Needed To Assess If a Variable Interest Holder Is the Primary Beneficiary.  To reach a conclusion based on complete facts, a variable interest holder needs to know the expected losses and expected residual returns (quantitative considerations) and other characteristics (qualitative considerations) associated with (1) its own variable interests (as well as those of its related parties, if any), (2) the VIE’s other variable interests holders (and their related parties, if any), and (3) the VIE itself.   In practice, some situations are relatively simple to evaluate (such as the examples given earlier), while others are quite difficult to assess.

When to Determine If An Entity Is the Primary Beneficiary.  The primary beneficiary assessment is performed upon an entity’s initial involvement with a VIE.  Subsequently, the occurrence of the following “triggering events” (events likely to cause a change in the primary beneficiary) require a reassessment by the variable interest holders:

1.  A change in the VIE’s governing documents or contractual arrangements among the parties with interests in the VIE that results in reallocating between the existing primary beneficiary other unrelated parties (a) the rights to absorb the VIE’s expected losses or (b) the right to receive the expected residual returns.

2.
The primary beneficiary sells or reduces its interest in the VIE.

3.
The primary beneficiary’s interest is diluted by the issuance of new interests.

Consolidation Procedures for VIEs 

The detailed procedures to consolidate VIEs are similar in most all respects to the consolidation procedures used to consolidate a business acquired in a business combination (discussed in Chapters 4-6 and 8-10).  The major points are:

1.  Eliminating the Primary Beneficiary Interests in the VIE.  Any interest that the primary beneficiary has in the VIE that is represented by an asset (such as an equity investment, a loan receivable, or the carrying value of a call option on unowned, outstanding common shares of the VIE) is eliminated in consolidation.

2.  Reporting the VIE’s Assets and Liabilities.  The VIE’s assets and reportable liabilities are initially reported in consolidation at their fair values—not their book values.

3.  Reporting Goodwill.  In most cases, goodwill is reported in consolidation of a VIE for any excess of (1) the sum of (a) the fair value of the consideration paid, (b) the primary beneficiary’s reported amounts of any previously held interests, and (c) the fair value of the newly consolidated liabilities, over (2) the sum of  (d) the fair value of the newly consolidated assets and (e) the reported amount of identifiable assets that the primary beneficiary transferred to the VIE.  (If the VIE is not a business [defined in Appendix C of FIN 46], however, the excess is reported as an extraordinary loss.)

4.  Extinguishing “Negative Goodwill.”  When an excess exists of the items in (2) over the items in (1) in item 3 above [sometimes thought of as “negative goodwill” or a “bargain purchase element”], that excess is to be dealt with using the required asset allocation procedures set forth in paragraphs 44 and 45 of FAS 141, “Business Combinations,” which allocation procedures are discussed in Chapter 5.  If not fully extinguished in the allocation process, the residual amount is reported as an extraordinary gain.

5.  Reporting the Noncontrolling Interest.  The noncontrolling interest in a VIE is initially reported at fair value (usually reported at book value in consolidation of a business acquired in business combination).

6.  Eliminating Intercompany Transactions.  The primary beneficiary must apply paragraphs 6-15 of Accounting Research Bulletin No. 51, “Consolidation Policy,” which address consolidation procedures, the elimination of intercompany balances and transactions, the allocation of intercompany profits and losses to noncontrolling interests, and income tax considerations—all of which are discussed later in Chapter 8.  Certain items eliminated must be attributed to the primary beneficiary—not the noncontrolling interest in the consolidated statements.

Disclosures Required When Involved with a VIE

The following disclsoures are required for primary beneficiaries (that do not hold a majority voting interest):

1.  The VIE’s nature, purpose, size, and activities.

2.  The carrying amount and classification of consolidated assets that are collateral for the VIE’s obligations.

3.  Lack of recourse if creditors (or beneficial interest holders) of a consolidated VIE have no recourse to the general credit of the primary beneficiary.

     The following disclosures are required for non-primary beneficiary entities that have a significant interest in a VIE:

1.  The nature of its involvement with the VIE and the date that involvement began.

2.  The VIE’s nature, purpose, size, and activities.

3.  The entity’s maximum exposure to loss as a result of its involvement with the VIE.
Cisco’s Disclosures Regarding Its Interests in VIEs

The following VIE disclosures are from Cisco Systems, Inc.’s 2003 annual report:

In April 2001, the Company entered into a commitment to provide convertible debt funding of approximately $84 million to Andiamo Systems Inc. (“Andiamo”), a storage switch developer.  This debt will be convertible into approximately 44% of the equity in Andiamo, subject to certain terms and conditions.  In connection with this investment, the Company obtained a call option that provided the company the right to purchase Andiamo . . . .  The Company also entered into a commitment to provide non-convertible debt funding to Andiamo of approximately $100 million . . . .   

       As of July 26, 2003, the Company has invested $84 million in the convertible debt and $76 million in non-convertible debt.  Substantially all of the investment in Andiamo has been expensed as research and development costs, as if such expenses constituted the development costs of the Company.

       The Company has evaluated its debt investment in Andiamo and has determined that Andiamo is a variable interest entity under FIN 46.  The Company has concluded that it is the primary beneficiary as defined by FIN 46, and, as a result, the Company is required to consolidate Andiamo beginning the first day of the first quarter of fiscal 2004 . . . .


       FIN 46 will require the Company to account for Andiamo as if it had consolidated it since the Company’s initial investment in April 2001 . . . .

       In the ordinary course of business, the Company has investments in other privately held companies and provides structured financing to certain customers . . . . which may be considered variable interest entities.  The Company has evaluated its investments in these other privately held companies and structured financings and has determined that there will be no material impact on its operating results or financial condition upon the adoption of FIN 46.

Closing Comments Regarding VIEs

FIN 46 is exceedingly complex.  It has no illustrative examples.  Nor has the FASB issued (or announced plans) to issue an implementation guide.  The large CPA firms are having difficulty in trying to give proper and consistent guidance to their clients on how to implement FIN 46.  

       Our purpose here is to merely give you an overview of the breadth and far-reaching impact of FIN 46—not an in-depth understanding of its detailed procedures, which would probably require two full chapters of explanation.

� An entity under the control of its equity investors that originally was not a VIE does not become a VIE because of operating losses.


� The terms “expected losses” and “expected residual returns” as used in FIN 46 do not refer to projected income statement amounts in the customary sense of those terms.  Instead, FIN 46 defines these terms as “amounts derived from expected cash flows as described in FASB Concepts Statement No. 7, “Using Cash Flow Information and Present Value in Accounting Measurements” (issued in 2000).  These calculations usually involve determining estimated cash flows that must be probability weighted and discounted to present value.  Expected losses are derived from the portion of possible cash flows that are less than the overall expected cash flows. Expected residual returns are derived from the portion of possible cash flows that are greater than overall expected cash flows.  Thus the determination of whether the VIE’s equity is sufficient to cover “expected losses” is based on “worst case” assumptions (looking at only those estimated cash flow scenarios in which the estimates are less than the expected cash flows that are derived from the assets). This analysis requires complex estimates and judgments that could vary significantly from one entity to another.  An illustration of these calculations is beyond the scope of this text.





