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Abstract 

 

ASB introduction of FIN 46/R variable interest consolidation model proved 
revolutionary as it ties up the accounting to the economic/financial frameworks and 

the judicial one. Legal structures and agreements among stakeholders of entities, 
creating net assets’ variability, have from now on to be compared with expected losses 
and expected returns distribution, prior to identify which stakeholder will need to 
consolidate pursuant this Interpretation. As a result, return variability gains weight in the 
definition of variable interest entity with consequences still to be completely digested by 
practitioners and reporting enterprises.  
Because of the implementation of this Interpretation, consolidation by a party that 
absorbs most of the entity expected losses will have precedence even over stock-
ownership’s control by the parent company (voting rights driven). The revolution though 
is only meant for a wide, yet selected, subset of entities' classes being securitisations, life 
and health insurances and governmental organisations aimed for profit, left outside the 
scope of this Interpretation.  
Consolidation through variable interest model is the result of four major steps. First 
alone is the definition of entity, being any legal structure to conduct activities and hold 
assets. Second, the identification of the variable interests in it, deriving from recognition 
of the aggregate which fair value changes with changes in fair value of net assets, 
exclusive of variable interests. These changes in fair value are considered regardless of 
embedded voting rights; hence, mezzanine finance, preferred stock and any hybrid equity 
instrument in general need to be detailed in their features prior to taking further 
decision. Third, the estimate of expected losses and residual returns whose value 
relevance has been given vast insight in this paper. Fourth and last step, the recognition 
of the primary beneficiary, when it exists, which is the party that absorbs the greatest 
share of expected losses and/or that benefits the most from expected residual returns and 
ultimately, the party that will consolidate the variable interest in object. 
Throughout the variable interest consolidation process, the concept of ‘equity at risk’ is 
introduced by FASB to define which is the effective portion of equity that absorbs 
variability created by net assets of the variable interest entity. Notwithstanding an 
introduced sufficiency test, aimed at deducting from US GAAP equity, all components 
that are not legal obligations to capitalise the entity, still difficulties exist. This is due to a 
series of exclusions namely; legal equity is to be deducted of fees, loans or guarantees 
thereof, shares issued in exchange of subordinated interests in other VIEs shall be 
subtracted as well from equity at risk, in the end also investments to be considered non 
significant shall be deducted. In this regard, valuations are either explicitly or implicitly 
to be done at fair value, hence book values need to make room for financial analysis 
giving in this respect value relevance to the Interpretation.  
The ‘equity at risk’ concept is the result of deductions that run through both sides of the 
balance sheet. Particular judgment shall be used in evaluating guarantees and other off-
balance sheet obligations. This paper takes also in consideration the test proposed by 
FASB for ‘non significant investments’ proposing a refined method to reduce variability 
in interpretative judgment by the reporting entity. 
Furthermore, FASB identifies a new category of VIEs: variable interests in specified 
subset of assets of a VIE (i.e. a guarantee) which can be treated as distinctive VIEs by 
FASB only if the fair value of the same assets is greater than 50% of the whole fair value 
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of the entity. If so happens, then equity at risk is to be deducted accordingly and expected 
losses/residual returns (EXLS/EXRR) of this subset of assets is not considered for sake 
of determining the primary beneficiary. The distinct VIE, which in accounting goes also 
under the name of Silo, will have to be treated separately as another VIE. 
From this analysis on assets and financial structure, which is derived from CON 6, FASB 
correctly deconstructs the accountancy legacy notion of control by segregating the 
decision making ability on the VIE from the variability absorption rights and obligations. 
The former, given by the financial decisions on VIE’s financial structure and by 
investment on net assets, the latter dictated by obligation to fund losses and to receive 
residual returns, i.e. by assigning the right to receive future residual returns and the 
obligation to make future capital contributions.  
Under a valuation viewpoint, assets and liabilities of newly consolidated VIE are 
measured at fair value while the ones already pertaining to a primary beneficiary, which 
is already a parent, remain reported at carrying value being already in the consolidated 
balance sheet of the controlling company. FIN 46/R in this way allows goodwill to be 
recognised for acquisitions of VIEs, which constitute businesses for use in this 
Interpretation. If the consideration paid for the VIE interest (carrying value plus 
premium/discount) is instead lower than the fair value of its net assets at consolidation, 
then a decrease in value of the newly consolidated assets shall be reported. Exception is 
made by cash & marketable securities, tax assets, post retirement plans and the likes. In 
this regard VIEs, which are not businesses will originate extraordinary gains or losses 
accordingly, in case of extraordinary gains, the value of the newly acquired assets is 
stepped-up pro quota.  
While FIN 46/R valuation principles of expected losses, expected residual returns and 
definition of balance sheets arising from VIE consolidation, resides on fair values, 
practitioners and reporting enterprises alike base their forecast from use of private 
information. This in turn, gives birth to entity-specific values, which take into account 
private information comprising of entity plans and current competitive strategy, which 
are a function of present industry positioning.  
Part of the process in determining EXLS/EXRR and the existence or not of a primary 
beneficiary, in line with the variable interest consolidation model, is to go through a 
profit variability analysis to be done through discounted cash flow models. To try to shed 
some more light on this regard we have first refreshed the mathematics of series of 
random variables with the objective to estimate VIEs’ expected cash flows of income. 
VIEs are generally modelled as a random variable with statistic mean different from 
statistic mode, a fact omitted in some passages of FIN 46/R exposition.  
Subsequently we have underlined that the variability of returns is directly related with 
the interval of confidence set for distribution functions representing random variables 
when computing the reporting entity forecast of expected variability.  
The potential deadlock could be widening when different interest holders are 
implementing different modelling of the reporting entity which yield to different results, 
but still acceptable under the Interpretation prescriptions. 
FASB introduction of non-previous US GAAP measures like EXLS/EXRR are, as we 
believe, in need to be backed up by a more robust theoretical framework. To do so, we 
needed to characterise the choice of the discount rate. In this framework, we have once 
again taken the theoretical basis of cost of capital, highlighting the equivalence of the 
results of other methods; including pros and cons of the utility functions and certainty 
equivalence method and the risk adjusted probability method. We have then given 
evidence on why FASB should use the cost of capital method as the discount rate to 
compute income variability together with income streams. In fact, by using the cost of 
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capital method, and the WACC deriving from CAPM, all financial risk is embedded in the 
discount rate leaving the reporting enterprise free to express in the books the operational 
risks known or of most suitable estimation. 
Nowadays marginal cost of debt and market value of equity are used in common practice, 
according with CAPM theory, and have their use extended to private businesses. The cost 
of capital for private enterprises make use of sensitivity correlation coefficient of the 
enterprise return over the market return (beta coefficient) are of difficult estimate for 
private entities although betas can be computed in a number of ways using assumptions 
which are proper of the enterprise and its industry peers.  
To close the chapter related to valuation, finally we have focused on how these 
methodologies are being implemented by corporate America realising that the fears for 
value relevancy and hardship in tailoring the application to the single entities is a shared 
feeling and still a process far from crystallisation. In particular, FASB does not impose a 
clear conversion from book values to either fair values or value-in-use ones. It neither 
rules out the use of different valuation methods, if not for particular aspects treated 
within its FSP 46/R-S, in the exercise of computation of expected variability, which we 
have to recognise has not been proper of the accountancy function until lately. 
This thesis proposes an algorithm that goes in detail in the application of FIN 46/R for a 
reporting enterprise taking into account all possible interrelations among interest 
holders and distinct interest in subset of assets. The algorithm brings to light the 
weaknesses in application of the Interpretation caused by potential interrelations 
between expected losses assessment and variable interests in specified assets, wherever 
the fair value of these is more than 50% of net assets, i.e. distinctive VIEs.  The algorithm, 
despite being in line with FIN 46/R prescriptions, does not cope with situations of cross 
default of related parties’ investors in the same VIE. However while the application of a 
cause and effect model is not always possible we think increased consolidation 
constraints would highly reduce these possibilities.  
In the process for determining if the reporting entity is a VIE, FASB develops also the ‘at 
risk’ test, highlighting once again the relevant weaknesses of the concepts of ‘previous 
ability to finance operations without subordinate financial support’ and ‘comparability 
with other similar entities which autonomously finance themselves without 
subordinated support’. We believe that the "at risk test" should only be a numeric test to 
iron out misinterpretations and gain relevance in consistency.  
FASB introduction of an exclusion sufficiency test to exclude variable interests for being 
classified as VIEs leaves, in our opinion, some uncertainties to the ‘participation in VIE 
design’ concept or to the ‘non significant interest’ one. This test, we believe, ought not to 
be a determinant factor, the level of polarisation of risk/reward of the consideration 
should instead be the sole paramount predictor for exclusion. 
As far as the conditions used to determine if the entity has sufficient equity to sustain its 
operations without financial support, the condition sine qua non of the minimum 10% of 
equity value over total assets, coupled with the triad of valuation methods proposed by 
FASB, should have been more stringent and concise in its ruling. In fact, these methods 
leave again interpretative flexibility about the inputs used to demonstrate sufficiency.  
From a thorough profit variability analysis the thesis compares how the responsibilities 
and efforts to cope with FIN 46/R requirements are distributed among VIE stakeholders, 
namely auditors, reporting enterprises, standard setters and regulators. This has been 
done comparing the use of CON 7 approach to the traditional cost of capital approach 
used in corporate finance. 
Furthermore, we have put in evidence that by implementing FIN 46/R VIEs entities tend 
naturally to overstate income variability valuations, being income streams discounted at 
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Rf, heightening capital requirements. We would like to close by making a forecast on 
long-term developments that we envisage this Interpretation will bring forward, by 
starting to think on which are the VIEs stakeholders that are bound to be the most 
disadvantaged. This is again the class of primary beneficiaries of smaller sizes, which will 
have either to recourse to more lending to cover for capitalisation requirements and 
increased financial leverage, or face financial distress. Both cases are precursors to 
industry consolidation and forebears of globalisation, while the class most favoured will 
be the banking industry. 
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1. Background and research questions 

 
uch has been said about FIN 46/R within the financial community. The reasons are 
several, spanning from difficulty of implementation to disruption caused by 

clashes with legal obligations. Anyway, what has been the real deal for the corporate 
financial function at few years from inception? Too few reporting periods to analyse 
patterns, but surely enough, a sufficient number for a critical review of the introduction 
of the variable interest consolidation model.  
FIN 46/R application has indeed started shaking the foundations of corporate keiretsu 
and pyramidal control structures that are characterising the corporate world. US 
Financial Accounting Standard Board (FASB) does so by opening with a bold set of 
principles causing major consequences on corporate finance and probably 
underestimating the disrupting effects on corporate America.   
These paper research questions will try to establish the financial relevance in terms of 
theory of value and the embedded consequences on financial reporting of FIN 46/R. 
Concisely, does FIN/46 increase value relevance of the statutory books? In particular, are 
the philosophy and the consolidation process chosen by FASB adoptable by the 
accountant as well as by the financial analyst? To do so we have analysed the financial 
principles of this Interpretation and its applicative consequences. This is to inquire if the 
Interpretation can be deemed to improve financial reporting and, if so, how? 
To provide more hindsight we have proposed a set of themed examples aimed at bringing 
to light the advantages and drawbacks of the applicative aspects of this Interpretation. 
Following our analysis, the research question has been dissected to ascertain the 
following aspects: 
 
1. Are all financial classes within FIN 46/R scope exceptions justified? 
 
2. Is the Interpretation of the concept of ‘non significant investment’ routed towards 

common grounds? 
 
3. How has the legacy notion of control been deconstructed? What are the 

implications? 
 
4. What is the result of applying FIN 46/R on business combinations among entities 

that are businesses and how is their financial valuation affected?  
 
5. Which are the types of information that can be used by the reporting entity when 

assessing VIEs financial values and how does this affect disclosure? 
 
6. What is the result of utilising CON 7 as the forecasting basis to estimate future entity 

variability? 
 
7. Are FASB introduction of non-previous US GAAP measures like EXLSS/EXRR 

backed by a robust theoretical framework? 
 
8. Are the qualifications on valuation methods proposed by FASB in FSP 46/R-S 

(explicative notes) providing an authentic way forward to ease life of CFOs and 
accountants? 
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9. What is the case for application of this Interpretation by private enterprises with 

limited adherence with or availability of peers and relevant market data? 
 
10. In determining VIE’s primary beneficiary what kind of attention shall be given in 

identifying indirect business interests with related parties (US GAAP definition) and 
de facto agents? Is this a viable request? 

 
11. Is the process describing the application of FIN 46/R for a reporting enterprise, a 

viable tool to determine entity’s VIE status and primary beneficiary? 
 
12. Does FASB’s ‘at risk test’ provide a sufficient level of relevance? Are there ways to 

improve it? 
 
13. Are the conditions used to determine if the entity has sufficient equity to sustain its 

operations without financial support, financially relevant? 
 
14. Which are the classes of stakeholders respectively most advantaged and 

disadvantaged by the application of this Interpretation? 
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2. Objectives and scope of application of FIN46/R 

 
IN 46/R issued by US Financial Accounting Standards Board (FASB) is a relatively 
new Interpretation of Generally Accepted Accounting Principles (GAAP), describing 

consolidation. The Interpretation brings forth a new principle in which the reporting 
enterprises are required to assess their risk/reward profile against an entity, rather than 
their voting rights in the legal equity of the entity itself. 
The concept of variable interest entity is introduced to take into account the growing 
number of cases where Special Purpose Vehicles (SPV), also named SIV, conduits and the 
likes, are used for purposes of securitisation, risk isolation, tax reduction, and other 
regulatory issues. 
In most of these examples, the legal equity is not fully relevant to explain and allocate 
risk and reward. For the large variety of SPVs in fact, consolidation based on legal voting 
rights does not serve the purpose of effective reporting, creating a gap with real 
description of corporate events. FASB decided to fill this gap, by issuing this 
Interpretation. As a logical consequence, FIN 46/R is not only a tool to improve 
corporate reporting but also one to identify the requirements for financing SPVs given 
the holder of the majority of risk and rewards in the variable interest entity’s assets is 
identified. FASB defined this party as the primary beneficiary and the SPV as the variable 
interest entity (VIE). The Interpretation takes into account the possibility that the 
risk/rewards of the investments in a VIE are spread among investors in a way that no 
primary beneficiary exists.  This does not subtract holders of significant investments in 
the VIE to report periodically their financial position in the entity. 
FIN 46/R guides all reporting subjects in the identification of such entities and the 
assessment of all third parties’ interests originating from contractual business interests. 
Once all links with the variable entity are established, FIN 46/R provides for a test to 
determine if the entity does not effectively disperse risk among parties involved, i.e. if the 
entity is a variable interest entity, and consequently which party is to be given the role of 
primary beneficiary. Variable interest entities that effectively disperse risks will not be 
consolidated unless a combination of interests held by a single party is such, to polarise 
risk towards itself. In this last one, the primary beneficiary is defined by FASB as the 
party that, because of holding variable interest(s), absorbs the majority of the entity’s 
expected losses and/or receives the majority of its expected residual returns, or both. 
Interests, as we will see more in detail, are again defined by FASB as ownership, 
contractual, or other pecuniary interests in an entity that are due to vary with changes in 
the fair value of the entity’s net assets excluding variable interests. 
An enterprise, for the sake of determining whether it is the primary beneficiary of which 
the entity holds a variable interest in, must include variable interests of related parties1 
and de facto agents as if they were their own. 

                                                 

1  From FASB FAS 57 ‘Related parties. Affiliates of the enterprise; entities for which investments are accounted for by the 
equity method by the enterprise; trusts for the benefit of employees, such as pension and profit-sharing trusts that are 
managed by or under the trusteeship of management; principal owners of the enterprise; its management; members of 
the immediate families of principal owners of the enterprise and its management; and other parties with which the 
enterprise may deal if one party controls or can significantly influence the management or operating policies of the 
other to an extent that one of the transacting parties might be prevented from fully pursuing its own separate interests. 
Another party also is a related party if it can significantly influence the management or operating policies of the 
transacting parties or if it has an ownership interest in one of the transacting parties and can significantly influence the 
other to an extent that one or more of the transacting parties might be prevented from fully pursuing its own separate 
interests’. ‘ Examples of related party transactions include transactions between (a) a parent company and its 
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We believe that risk allocation should follow a fair value approach as is particular of all 
quasi-equity and other complex investments categories, considering all kinds of hybrid 
financial instruments that Corporate Finance practices is currently being used, such as: 
options, mezzanine, preferred stock, earn-outs, convertible debt and other structured 
obligations, contributions in kind, joint ventures agreements, ABS/CDS/RMBS, etc.  All 
of these instruments need to be considered and tested with professional judgment, often 
requiring careful and time-consuming risk/reward analysis; this we believe is among the 
main trade-offs of FIN 46/R Interpretation. 
The risk/rewards analysis needs to include not only the various equity classes2 but also 
the potential loss compared with the investment’s fair value at inception3 . The potential 
loss and the differential level of profitability need to be assessed, taking into account all 
possible outcomes or better class of outcomes arising from the entity’s assets (and 
liabilities) given facts and circumstances originating from the interplay of stakeholders 
and the market. 
Within this context, it is important to point out what kind of issues the auditor is called to 
deal with, as far as loss and profitability analysis for purposes of applying this 
Interpretation, are concerned. 

 

                                                                                                                                                                                 
subsidiaries; (b) subsidiaries of a common parent; (c) an enterprise and trusts for the benefit of employees, such as 
pension and profit-sharing trusts that are managed by or under the trusteeship of the enterprise's management; (d) an 
enterprise and its principal owners, management, or members of their immediate families; and (e) affiliates. 
Transactions between related parties commonly occur in the normal course of business. Some examples of common 
types of transactions with related parties are: sales, purchases, and transfers of realty and personal property; services 
received or furnished, for example, accounting, management, engineering, and legal services; use of property and 
equipment by lease or otherwise; borrowings and lendings; guarantees; maintenance of bank balances as 
compensating balances for the benefit of another; intercompany billings based on allocations of common costs; and 
filings of consolidated tax returns. Transactions between related parties are considered to be related party transactions 
even though they may not be given accounting recognition. For example, an enterprise may receive services from a 
related party without charge and not record receipt of the services. 

2  The examples made are only the most common equity-like asset classes cross-sectional to all industries. The reader 
shall be aware as this class is richer with numerous industry specific types of instruments which need to expand 
guidance for application of FIN 46  

3  Usually is the value paid or exchanged by investor for the consideration. 
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3. ARB 51 and the need for its integration 

 

f not the main cause, globalisation is one of the reasons behind the dramatic rise in the 
number of transactions involving variable interest entities, which have become 

nowadays increasingly common practice across industries. Consolidation before issuing 
of FIN 46, was treated by FASB through ARB 51 that focused on consolidation driven by 
voting interests. Financial literature ante FIN 46 lacked of an organic approach in dealing 
with the growing number of cases where control cannot be explained by voting rights. 
Increased complexities of business transaction, and associated risk, have been pressing 
on the evolution of the finance function in terms of both scope enlargement and 
differentiation. The swift transaction is leaving behind a number of unresolved issues, 
which Accounting has not followed through with appropriate modernisation. The issue of 
FIN 46/R has the objective to fill in some of these gaps, introducing a new way to treat 
consolidation of subsidiaries and other participated entities. In fact, as we know from 
common business practice and current regulation, subsidiaries may be controlled de-
facto without need of holding the majority of voting interests. On the other hand, investor 
exposure in one entity may have a lower risk profile than its equity exposure would 
suggest, because of ancillary agreements or other non-standard investment instruments. 
FASB Board objective in issuing this Interpretation is to start a thorough approach in 
dealing with variable interests with the bottom line principle that balance sheet and 
income statement of the variable interest entity, have to be consolidated by the enterprise 
that holds the controlling financial interest. This principle replaces the “majority of 
voting rights” one, which is not always applicable and, as we will see in detail, even at 
times discordant.  
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4. From accounting shortfalls to corporate scandals  

 
nder previous FASB ruling and consolidated practice, voting interests, i.e. control, 
was the only discerning principle to decide for consolidation.  Thus, a pair of 

enterprises was part of a consolidated balance sheet if, and only if, one was controlled by 
the other. Such a ruling was highly challenged during the late 90s when U.S. publicly 
traded companies were stricken by a number of accounting scandals led by Enron and 
WorldCom, the major American bankruptcy cases until recently4. Investor confidence in 
US markets was brought to its knees during the years 2000-2001, which triggered a 
domino effect on other main European markets that experienced similar cases (e.g. 
Parmalat Bankruptcy in Italy). Arguably “creative accounting”, a neologism coined at that 
time, was one of the causes of the speculative burst that occurred in those years. As we 
know, accounting fraud is also due to recognised responsibility of auditors, which plays a 
determinant role in these cases. 
Concisely, this was the history behind the FASB issuing of FIN 46, which is; to overcome 
disproportionate misuse of Special Purpose Vehicles, clarify and route scope of these 
entities and increase accountability thereby dictating a new paradigm and requirements.  
Corporate America was called on to fulfil the new requirements of this Interpretation, 
which radically rescinded from current practice of accounting, introducing the concept of 
variable interest entity. 

 

                                                 
4  As we are finalising this thesis Lehman Brothers Holdings filed for Chapter 11 bankruptcy protection, announcing bank 

debt of $613 billion, $155 billion in bond debt, and assets worth $639 billion, making it the largest bankruptcy in 
history. 
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5. Scope exceptions 

 
he pervasiveness of FIN 46/R reaches practically all businesses as generally referred. 
The scope of this Interpretation and the few but important classes of exceptions are 

herein reported5.  It is worth noticing that governmental organisations aimed for profit 
are left outside the scope of this Interpretation. We believe that this should be 
reconsidered by FASB, starting from all SPVs, which still fall outside the obligations of 
this Interpretation; some examples span from the conduits involved in securitisation to 
life insurance businesses. We do not see why these vehicles should be let outside the 
scope of the Interpretation.  
 
 

                                                 
5  For a comprehensive definition of business by FASB for use in this Interpretation please refer to Appendix 
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This Interpretation clarifies the application of ARB 51 and replaces Interpretation 46. 

With the following exceptions, this Interpretation applies to all entities: 

 

Not-for-profit organizations
6
 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
7
 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 

Post employment 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,”

8
 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
9
 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 necessary to 

 

                                                 
6  Emphasis Ours 

7  Emphasis Ours 

8  Emphasis Ours 

9  Emphasis Ours 
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-  determine whether the entity is a variable interest entity 

-  to determine whether the enterprise is the variable interest entity’s primary beneficiary, 

or perform the accounting required to consolidate the variable interest entity for which it 

is determined to be the primary beneficiary10.  

 

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 the 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): 

1 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. 

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 parties11. 

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 organization12 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. 

3.The reporting enterprise, its related parties, 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 franchisee13. 

                                                 
10  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. 

11  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). 

12  The term franchisee is defined in paragraph 26 of FASB Statement No. 45, Accounting for Franchise Fee Revenue. 

13  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. 
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6. FIN 46/R definitions 

 

erein below is a list of the main definitions that will be used henceforth.  Aside from 
the FASB definition (grey shaded), we have added whenever we deemed useful, our 

Interpretation and comments.  We have endeavoured to be logical in the sequence they 
have proposed, although some definitions are circularly related. 
 
 
ENTITY 
“Any legal14 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 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” 
 
The definition of Entity chosen by FASB is very broad, as we have seen only relatively few 
exceptions from the scope description of FIN 46/R. It is worth noting that the conceived 
term entity includes any legal structure utilized to; 
 
1. conduct activities, or  
2. to hold assets 
 
 
Hence including nearly any legal business structure. Corporations, partnerships, LLCs, 
and trusts are examples of juridical entities that meet this definition. The board did not 
foresee exceptions for; 
 
1. Type of assets or other consideration held, 
2. Nature of the structure’s activities,  
3. Specific industries. 
 
 
Portions of entities, such as the enterprise; 
 
1. Business units, 
2. Branches, 
3. Departments, 
4. Divisions, etc 
 
 

                                                 
14  Emphasis ours 

H 
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are not considered separate entities under the Interpretation, as they do not have a legal 
structure, unless the entire enterprise is a variable interest entity, and therefore subject 
to consolidation by a party, possibly a different legal entity than the division it relates to 
in the first place. 
The reader will notice that the scope is so broad that even a subsidiary majority-owned 
and legally separate from the parent is object of this Interpretation and may be subject 
to consolidation by a party different from the parent. This is one of the major 
innovative concepts introduced by this Interpretation: control of the entity through 
voting-stock ownership remains subordinated to control arising from 
absorption of the majority of subsidiary’s expected losses. 
The latter is named from now on as variable interest consolidation model. The 
model prefigures that in the event, that there is no party which takes up the majority of 
expected losses, then the focus of consolidation will be based on the party that receives 
the majority of expected residual returns. 
The parent company for sake of applying this Interpretation shall establish whether the 
subsidiary is a VIE, including in the analysis, any qualifications for one of the 
Interpretation’s scope exceptions.  Consequently: 
 

• If the subsidiary is not a VIE  
Other FASB or US GAAP principles apply; 

 

• If the subsidiary is a VIE 
then the Interpretation’s variable interests consolidation model shall be applied, 
resulting in the parent to consolidate the subsidiary, provided the parent either 
absorbs the majority of the subsidiary’s expected losses, or, if there is none, is entitled 
to the majority of the subsidiary’s expected residual returns. 

 
 
VARIABLE INTEREST(S) 

Variable interests in a variable interest entity are contractual, ownership, or other 

pecuniary interests in an entity that change15 with changes in the fair value16 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.  
 
It is worth pointing out that "equity" used in a broad sense, as opposed to equity ‘at risk’, 
is not necessarily a variable interest in the variable interest entity, until a designed test is 
passed. As we see more in depth, this test will be based on variability of the fair value of 
net assets, subtracted of the identified variable interest. If a change in this aggregate’s fair 
value causes a change in the equity fair value, then the equity interest is at risk, and 
consequently so is the variable interest in the entire VIE. 
The definition reveals, as we will develop further, that a variable interest in any entity’s 
asset is not conditio sine qua non for becoming variable interest in the whole VIE. 

                                                 
15  Emphasis ours 

16  Emphasis ours 
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The exclusion of the variable interest in the entity to assess the aforementioned test 
should necessarily be carried out to determine whether the aggregate is autonomously 
generating variability or not.  If so, this will need to be absorbed by the VIE if “at risk”. In 
this test, all rights and obligations of each variable interest holder, including the role of 
each party in the entity’s operations, shall be considered. 
 
 
VARIABLE INTERESTS ENTITY (VIE) 
Variable interest entity refers to an entity subject to consolidation according to the 

provisions of this Interpretation. 
It goes without saying that such Consolidation necessarily needs to follow the variable 
interest consolidation model. 
 
 
PRIMARY BENEFICIARY 
Primary beneficiary refers to an enterprise that consolidates a variable interest entity 

under the provisions of this Interpretation. 
Only one primary beneficiary exists, as is FASB intention to avoid arising cases where the 
same variable entity could possibly be object of consolidation by more than one subject. 
 
 
EQUITY INVESTMENT 

Equity investments are Interests reported as equity in the financial statements of the entity 

being evaluated for consolidation. 
 
 
As per the following definitions the reader will appreciate as commonly identified equity 
investments may not enter into the equity investment ‘at risk’ category. 
 
 
EQUITY INVESTMENT AT RISK17 
An equity investment is a variable interest in a VIE, only if the investment is measured to 
be “at risk” notwithstanding the US GAAP “equity” allocation in the balance sheet of the 
entity. The “at risk” sufficiency test for the purpose to comply with FIN 46/R 
Interpretation consists of the following 4 points18: 
 
1- Includes only equity investments in the entity that participate significantly

19
 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; 

 

3- Does not include amounts provided to the equity investor directly or indirectly20 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 

                                                 
17  i.e. equity investment which is also a variable interest 

18  Equity Investment at Risk 5(a)-1 of FIN 46/R 
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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. 
 
 
In terms of application, the equity at risk needs to be assessed.  This is done by deducting 
the components that are not at risk for the equity investors, in other words the ones that 
are not a source of variability. 
The first condition of the test is related to significance of the equity investment, which 
can of course be meant both in absolute and relative terms and will be exposed further 
while treating participation significance. 
The second condition affirms that equity interests that the entity issued in exchange for 
subordinated interests in other variable interest entities, shall be excluded from equity at 
risk. If, from a theoretical point of view, this is fairly obvious as a subordinated interest, 
that is exchanged with a VIE, then it is generally another source of variability whenever 
this is subordinated to the common equity of the same entity (in the table ‘Eoth’ is 
subordinated in the general rights/obligation set-out in the ‘Other VIE equity 
arrangements).  In reality this can be a daunting task as the information that the other 
entity is a VIE, can be a result from a cross-analysis more cumbersome to achieve. 
An equity investment is not considered to be at risk, pursuant to the Interpretation’s 
provisions, if the investment was financed on behalf of the equity investors either directly 
by the entity itself or by other parties involved with the entity.  
 

                                                                                                                                                                                 
19  Emphasis ours 

20  Emphasis ours 
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EQUITY ‘’AT RISK’’
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Again, with reference to the table above, it is important to note that FASB has excluded 
from the category of equity at risk loans or any debt provision and guarantees thereof, 
arising from both potential VIE under scrutiny and its related parties. However when 
fees are to be assessed, the level of analysis for exclusion from equity at risk, stops at first 
degree of relation, i.e. the indirect related parties which provide Debt or any guarantee 
thereupon  are still considered at risk. 
For both cash and debt provision analysis, parent subsidiaries and affiliates are excluded 
from deduction as long as they are part of US GAAP consolidated accounts. Operatively 
this comes as no surprise for the practitioner as the Fees and the debts are cancelled in 
the consolidated balance sheet with the credit and the cash disbursement arising from 
the fee.  
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It is worth pointing out that no matter what the US GAAP classification of equity 
investments (i.e. mezzanine financing or other quasi equity arrangements) the risk 
analysis for Equity at risk significance does not take into account voting rights, but only 
significant participation in expected losses and residual returns. 
The four conditions are a sufficiency test which therefore leaves the door open to 
residual cases where these conditions are not met, although the equity investment is still 
to be considered a variable interest in the VIE in object. As a result, professional 
judgment and assessment of all facts and circumstances are still required to make a 
decision on whether the sufficiency test is met. In any case, for purposes of applying FIN 
46/R, the equity investment at risk has to be recorded in the balance sheet as US GAAP 
equity. The logic is the following: 
 

⇒
⇐GAAP

Equity
Equity 
at Risk

4 conditions
5(a)-1 of 
FIN 46/R⇒

⇐
⇒⇒
⇐GAAP

Equity
Equity 
at Risk

4 conditions
5(a)-1 of 
FIN 46/R⇒⇒

⇐
  

 
 
The sufficiency condition tacitly implies that the standard to be used in valuating the 
equity is fair value. This we believe is not only the best but the only possible choice 
given the need to compare values for multiple entities with different strategic values 
and to compare their equity investment, that are originated at different times, with the 
entity’s expected loss, which needs to be univocally and collectively shared as reference. 
The other possibility, which is to use US GAAP carrying values, is in fact inadequate 
as soon as the (re)consideration event falls after the date of formation, when fair value 
and carrying value of the equity interests coincide. 
It is perhaps worth pointing out that an equity subscription agreement21 is not considered 
by FASB as an equity investment at risk for purposes of determining whether the entity 
has sufficient equity. Such agreements are not reported as US GAAP equity.  FASB 
recommends instead identifying them as VIEs, since they are a commitment to fund 
future losses, therefore a source of subordinated financial support and not an equity 
investment at risk. Correspondingly, a pledge to absorb future losses, although such 
obligation needs to be valuated on a case-to-case basis, is to be considered a VIE as well 
and not an equity investment at risk. 
 
 
EXPECTED LOSS/ EXPECTED RESIDUAL RETURN 

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. (Omissis) 
 

                                                 
21  Herein we intend an equity subscription agreement not necessarily a commitment/right to buy newly issued stock in a 

public offering prior to issue date. More broadly, we intend such agreement as general pledges to future (conditional) 
funding. 
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(ADDITIONAL) SUBORDINATED FINANCIAL SUPPORT 
Subordinated financial support refers to variable interests that will absorb some or all of 

an entity’s expected losses. 
 
Absorption of (expected) losses implies that the variable interest holder will (expected to) 
be called under either economic or regulatory basis, or both, to provide additional 
financial injection to sustain the entity.  

 
 

EXAMPLE: Cross border joint venture with US GAAP reporting 
obligations 
Burj Towers FZE is a United Emirates offshore free zone entity. The company has no 
debt, its shareholders are Chez Moi a French market leader in real estate franchising to 
enter the flourishing Dubai market, Concrete Developments a USA incorporated 
engineering company with expertise in high rise towers and subcontracting capacity 
and Al Murata, a local entity which provides construction services, intermediation of 
human resources and procurement. Chez Moi and Concrete Dev., contribute cash for 
stock while Al Murata contribution is in kind. Let us suppose the services offered are 
regulated by contract and they correspond to 49% of the invested capital. As a result, all 
quantities recorded in the balance sheet are also at fair value. 
 

+ Burj Towers FZE -
Say BVs=FVs

Cash Equity

Chez Moi Franchise SA 100 100 25%

Concrete Dev. Co. 103 103 26%

Services in Exchange for Equity

Al Murata Civil Works Ltd. 197 197 49%

Total Assets FV 400 400 Total Liabilities FV

EXLS 250        

Equity investment 400        

Equity investment at Risk 203        

Equity at Risk, 203 < EXLS, 250 → Burj Towers FZE is a VIE  
 
 
Burj expected losses need to be calculated at least by Concrete Dev., which needs to 
comply with FASB Interpretations being incorporated in USA. Their value is estimated 
to be 250. Total assets are twice the expected losses however FIN 46/R does not allow 
contributions in kind in exchange for equity to be accounted as equity at risk,  which is 
reduced in this case to 203, resulting in the entity to be a VIE. In fact, Murata is not 
contributing to first dollar loss, although it is the majority shareholder. 
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VARIABLE INTERESTS IN SUBSETS OF NET ASSETS (DISTINCT VIEs or 
SILOS) 
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 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
5
 or have little or no variability

5
. 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  
 
 
A variable interest in specified assets22 exists, whenever an enterprise or generally a 
business holds a variable interest in an entity, but only relates to a specific asset or group 
of assets, as opposed to a variable interest in all invested capital, which is a characteristic 
of an equity holder. The Interpretation affirms that when the aforementioned group of 
assets exceeds 50% of the fair value of all assets of the VIE, then the variable interest is 
deemed to be in the whole VIE. FASB position FSP 46/R-6 requires that the principle to 
be used in evaluating variability using the “by design approach” is to analyse how 
variability is distributed among the interest holders. To abide to this philosophy the 
practitioner shall qualitatively discern the nature of the risks involved with the entity and 
how this one has been conceived at inception. 
A test to establish if a distinct VIE (Silo) exists is to determine if a sub-set of assets and 
liabilities is such that these assets are essentially the only source of finance for the 
extracted liabilities or other specified variable interests within the same 
aggregate. Consequently, the reader will note that those divisions, branches, or 
departments of either a single enterprise or a group will generally not be considered 
separate entities unless the test applies. In testing an entity for existence of Silos, 
particular attention needs be given to the word “essentially”.  The uniqueness of source of 
payments for a variable interest is indicative of Silo existence.  In other words, we have a 
Silo “practically” each time all of the expected losses and virtually all of the expected 
residual returns can be reported to a liability holder. Otherwise, interests referring solely 
to those assets, and essentially none of the expected losses or expected residual returns of 
those assets, are pertinent to other variable interest holders in the entity. 

                                                 
22  i.e. a subset of net assets 
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7. On CON 6 definitions of Asset and Liability 

 
ithin Conceptual Framework n. 6 (CON 6), “Elements of Financial Statements”, 
FASB introduces various definitions which turn out useful in understanding FIN 

46/R Interpretation, in particular for what concerns the characterization of Assets and 
Liabilities23. Amongst other descriptions, FASB defines  
 
ASSETS 

As probable future economic benefits obtained or controlled by a particular entity because 

of past transactions or events. 
 
and, 

 
LIABILITIES 

 as probable future sacrifices of economic benefits arising from present obligations of a 

particular entity to transfer assets or provide services to other entities in the future as a 

result of past transactions or events. 
 
 
Assets and Liabilities so defined have an impact on common perception of control. If we 
define control as the relationship between the primary beneficiary and the assets, we will 
notice that as in some instances the expressed ability for the primary beneficiary to make 
decisions on the entity’s assets might be separated from the right to obtain economic 
benefits from the same ones. As far as the liabilities are concerned, in the same way, the 
obligation that the entity has to transfer assets or provide services to other entities in a 
future time falls on the primary beneficiary notwithstanding possible contractual 
recourse on the primary beneficiary itself. 
 

                                                 
23  Please refer to the Appendix for further details 

W 
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CONTROL:   SEPARATION OF DECISION MAKING FROM BENEFICIARY RIGHTS AND OBLIGATIONS

Financial Structure of VIE

VIE’s Variability 

Decision Making Ability

Right to receive 
(majority of)

future residual returns
(or goods/services)

Current Account and 
Investment decisions

[ $, t ] - >Ai

Obligation to make
(majority of)

future payments
(or provide goods/services)

Financing Decisions

[ $, t ] - >Aj

VIEDecision Making Ability Primary Beneficiary

[ $ ,t ]

[ $, t ]

Variability 
Absorption

Entities Decisions 
on VIE 

management

Variability Generation
EX-LS/EX-RR

Ai

Lj

EX-LS

EX-RRAssets

Liabilities

VIE’s Returs DistributionVIE’s commitments to Capitalisation

CONTROL:   SEPARATION OF DECISION MAKING FROM BENEFICIARY RIGHTS AND OBLIGATIONS

Financial Structure of VIE

VIE’s Variability 

Decision Making Ability

Right to receive 
(majority of)

future residual returns
(or goods/services)

Current Account and 
Investment decisions

[ $, t ] - >Ai

Obligation to make
(majority of)

future payments
(or provide goods/services)

Financing Decisions

[ $, t ] - >Aj

VIEDecision Making Ability Primary Beneficiary

[ $ ,t ]

[ $, t ]

Variability 
Absorption

Entities Decisions 
on VIE 

management

Variability Generation
EX-LS/EX-RR

Ai

Lj

EX-LS

EX-RRAssets

Liabilities

VIE’s Returs DistributionVIE’s commitments to Capitalisation  
 
 
As we have summarised in the table above, the traditional notion of control is in fact a 
distributed set of decisions, rights and obligations that can pertain to different entities 
other than the primary beneficiary.  "Control" in narrow terms, is separated from rights 
to, 

• Access to VIE earnings, and/or to,  

• Extract funds/receive services in force of VIE contractual statute and/or to, 

• Inject cash in VIE’s assets to fund losses/provide services to abide to other 
contractual obligations within the VIE. 

 
Finally yet importantly, we need to point out the possible divergences between the legal 
framework and the accounting one that involve the consolidation perimeter. In fact as 
stated by FASB in FIN 46/R: 
 

‘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’ 
 
Hence, this dichotomy with the judicial structure will create cases of potential 
uncertainty originated by accounting representation of the events, which would arise in 
case of financial distress or default, and the judicial obligations arising for the debtors, 
and other stakeholders involved with the entity. 
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8. When is the use of fair value appropriate? 

 
nder a valuation viewpoint, assets, liabilities, and non controlling interests of newly 
consolidated variable interest entities are measured at fair value 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, thus at carrying 
value. In the latter case in fact, the primary beneficiary already had a controlling 
interest, so we believe it is correct that its value should not be altered as being already 
part of the consolidated balance sheet. 
When a primary beneficiary is required to consolidate a variable interest entity, which is 
already part of another consolidated financial statement, then a form of common 
control has originated. In this instance assets, liabilities, and other interests on the VIE, 
as long as they are non-controlling, have to be reported by the primary beneficiary at the 
same values carried in the original group that is already consolidating them, at the date 
the enterprise becomes the primary beneficiary. 
After initial measurement, all non controlling interests and liabilities of a VIE will be 
accounted following the same rules as that followed by a voting right- driven 
consolidation. 
It is worth noting that, as far as the consolidated income statement is concerned, there 
are circumstances where income or losses of the variable interest entity, which are 
attributed to the primary beneficiary after consolidation, originate from equity or other 
investments other than those made by the primary beneficiary. 
 
 

EXAMPLE: Equity risk assessment in presence of contributions with 
Intangible assets 
Squaretablets, a company incorporated in USA and Roundpillov from Russia decide to 
form a cross border joint venture, Pharma Inc. for the creation of new medicaments 
and their trading in the USA market. The joint venture’s assets comprise of cash and 
intangibles, which correspond mainly to brand, know how and related rights to develop 
the patent(s). The entity does not elect for scope exception hence FIN 46/R applies. The 
two registered trademarks are recorded at fair value (no mention of the book value is 
done as this represents the historic cost of acquiring, or it is zero if developed internally 
by the two enterprises). The fair value corresponds either to current market value or, 
most probably, it is provided by the estimate of an investment professional made aware 
of all facts and circumstances of the two originators and the industry dynamics. Being 
fair values in force no synergy is recognised to the potential of the new molecule(s) that 
the entity will try to develop and market exploiting channels already served by the 
originators.  
 

U 
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+ JV Pharma Inc. -

Cash Equity

Squaretablets Ltd. 20 80 Squaretablets

JSC Roundpillov 20 120 Roundpillov

Intangibles at FV

Quadra® 60

Mirapill® 100

Total Assets FV 200 200 Total Liabilities FV

Intangibles at BV in their own BS of origin

Quadra® 6.0

Mirapill® 10.0

EXLS 80          

Equity investment at BV 56          

Equity investment at Risk 200        

Equity at Risk, 200 > EXLS, 80 → JV Pharma Inc. is NOT a VIE  
 
 
With the data in the table above if we imagine that the expected losses of the entity are 
80, the Equity value of the JV at BV is 56 which is less than the expected losses however 
the equity investment at risk is 200, thus Pharma Inc. is not a VIE. 
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9. Treatment of goodwill and other extraordinary 
items arising from VIE consolidation 

 

IN 46/R provides for businesses24 the possibility that goodwill be recognized in 
transactions where net assets are acquired. In this regard, FASB discerns between 

assets that are business from those which are not. The need for a definition of what can 
constitute a business for use in this Interpretation does not correlate to an exchange or 
transfer, therefore is not linked to previous Interpretations on business combinations 
issued by FASB25. The objective of this chapter is to give some insight on valuation issues 
arising from the values to be recorded for newly consolidated assets/liabilities and non-
controlling interests of a VIE by its primary beneficiary. Consolidation of a VIE is done by 
the (newly become) primary beneficiary at fair value [Fair Value Basis] with the 
following two exceptions: 
 

1. The new primary beneficiary was exercising previous common control.  
-to avoid recognition of extraordinary gains or losses in a situation of 
preceding control. In this case, the consolidation shall occur at carrying 
values. [Carry Over Basis]; 

  
2. The transaction which triggers a VIE- consolidation model between the VIE 

and its new primary beneficiary happens shortly before/during/shortly after 
the primary beneficiary gains sufficient voting interests to gain control and 
traditional consolidation (voting interest consolidation model) 
- In this case, again to avoid recognition of extraordinary gains or losses in a 
situation of control already present, or known as imminent, the consolidation 
shall occur at the same values had the transaction triggering VIE 
consolidation never occurred, hence at carrying values.  

 
Although “shortly” is not quantified within FIN 46, we believe it should be considered 
such when the time difference is within the financial year. We believe careful 
consideration shall be brought to cases where the same assets might be alternating across 
the consolidation perimeter of the primary beneficiary (e.g. spin-offs and re-
consolidations or mergers). Such qualifying “non-shortly instances” cycling shall be 
avoided. 
With reference to table below, the consolidation of the VIE generally results in a 
difference of accounting values between the interest measured at fair value (B) and the 
reported amount held by primary beneficiary (A) of the same, being either a business or 
an asset/liability/equity interest. Generally, the reported value is the sum of carrying 
values and any eventual consideration paid (measured at fair value at the time the 
consideration exchanged hands). According to the nature of the VIE we can discern the 
following changes in the accounting records: 
 

                                                 
24  business as defined in FIN 46/R Appendix C (C3 through C8) and reported in appendix 

25  FASB Statement No. 141, business combinations 
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A1 A2 B

Premium (Discount) arising

from consideration paid

C.V. of interest previously

hold by Primary beneficiary

 Extraordinary items, arising in the BS and IS of primary beneficiary, from consolidation of VIE

Carrying Value of interest 

previously held by 

primary beneficiary

Fair Value of the same 

interest at consolidation*

* Depending on the type of consideration this is  respectively equal to

in case of Business:

  1- NAV

  2- Total Assets at Fair Value - Debt at Fair Value

  3- Market Price of Equity

in case of non-Business, GAAP-principles need be applied according to consideration class 

  1- Asset

  2- Liability

  3- Equity

Allocable ''Badwill'' = B-A2

Goodwill =A1-B

 
 
 
1. VIEs that are businesses 
In this case, all of the business consolidated by the primary beneficiary need be 
segregated into net assets, liabilities and equity. If the equity consideration previously 
held, gross of premium to acquire the consideration, if any, is higher than the fair value 
of net assets, then goodwill (A1-B) is recorded in the asset side of the balance sheet.26 If 
this value is less than the excess fair value (B-A2)  “badwill” originates, which is not 
recorded as such but rather allocated pro-rata to all newly consolidated assets. This 
happens with exception of current assets such as cash and marketable securities, assets 
classified for sale, deferred-tax assets, and prepaid assets by employees such as post 
retirement benefit plans and employee personal loans (e.g. 401-K plans in USA or TFR 
contributions fund in Italy). Their unallocated pro quota extraordinary gain is lost hence 
will not be spread to the other assets where the pro-rata adjustment is applicable. 
 
 
2. VIEs that are either an asset, a liability or a non controlling interest 
In this case, if the asset/liability or non controlling equity stake previously held, gross of 
premium to acquire the consideration if any, is higher than the fair value of net 

                                                 
26  Hence subject to impairment test as per FASB No. 142 “goodwill and Other Intangible Assets” 



 

 
30 

assets/liability or equity stake, then an extraordinary loss (A1-B) is recorded27 in income 
statement. On the other hand, if this value is less than the excess fair value (B-A2), an 
extraordinary gain is booked. Analogously to the previous case, with the exception of 
current assets such as cash and marketable securities, assets classified for sale, deferred-
tax assets, and prepaid assets by employees such as post retirement benefit plans and 
employee personal loans (e.g. 401-K plans in USA or TFR contributions fund in Italy). 
Their unallocated pro quota extraordinary gain is lost hence will not be spread to the 
other assets where pro-rata adjustments are applicable28. 
 

EXAMPLE: differences in values arising from consolidation, VIE 
consolidation model vs. voting interest model 
Conglomerate Plc. acquires 51% of Target Co. Let us discern Target’s contribution in the 
consolidated balance sheet of Conglomerate Plc., whether or not Target Co. happens to 
be a VIE. 
The target’s balance sheet is represented herein below on the left hand side with values 
as per the books; instead, on the right hand side values are reported at fair value 
following valuation of assets, which yield, to a +10% increase, and for the debt a +5%. 
As a result, fair value of equity augments by circa 20%. 
 
 

+ Target  @ BV -
Assets 1,000 700 Debt

300 Equity
Total Assets 1,000 1,000 Total Liabilities  

 
 

 + Target  @ FV -

Assets 1,100 735 Debt
365 Equity

Total Assets 1,100 1,100 Total Liabilities  
 
 

After 51% acquisition, paid 450 by Conglomerate Plc., in the case Target is not a VIE the 
following representation of the differential balance sheet originated from the 
acquisition applies: 
 

Target is not a VIE :

+    Target Co. acquisition (Voting interest model)   -
735 Debt

Assets 1,100
230 FV of TargetCo.'s  Equity stake acquired

Goodwill 12 147 BV of Minority (non-controlling) Interests

377 Equity

Total Assets 1,112 1,112 Total Liabilities  
 
 

                                                 
27  Hence subject to impairment test as per FASB No. 142 “goodwill and Other Intangible Assets” 

28  Statement of Financial Accounting Standards (SFAS) No. 144”Accounting for the Impairment or Disposal of Long-
Lived Assets” 
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51% of Target Co.’s equity is valued at Fair Value, instead the non controlling interest 
remain recorded at book value. All other assets and liabilities are recorded at fair value 
as per Statement 142. 
 

Conglomerate PLC acquires 51% of Target Co.
Equity Acquisition Value (price paid=FV) 450            
Total assets increase using VIE acquisition model 6.6%  

 
 
In the case of Target Co.’s being a VIE, instead, all Target’s equity stock is stepped up at 
Fair Value like all other items of the balance sheet.  
 

Target is a VIE :

+    Target Co. acquisition (VIE Acquisition model)   -
735 Debt

Assets 1,100

230 FV of TargetCo.'s  Equity stake acquired
Goodwill 85 221 Minority (non-controlling) Interests

450 Equity

Total Assets 1,185 1,185 Total Liabilities  
 

The difference originates an increase in goodwill. It is worth noting that 
the difference in goodwill, hence in total assets acquired, and ultimately 
the increase in value of the Acquirer balance sheet, is proportional to the 
leverage of the target company. 
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EXAMPLE29 excess/deficit of fair value effects on JV contributions. 
A and B equally own a joint venture JV which is a VIE. The joint venture is considered a 
business and all costs, profit/losses, assets and liabilities are equally split between the 
two parties until A finances JV with a loan (200). This is a triggering event for VIE 
based consolidation by the primary beneficiary (A). It is understood that the joint 
venture does not qualify for scope exception so that FIN 46/R is applicable in its 
entirety.  
This example is subdivided into two parts; the first one depicts a situation of excess fair 
value between the total liabilities of JV valuated at fair value and the same as per book 
values. The second part represents the opposite case. 
 
Part 1- Excess of fair value 
 
Here below are represented the balance sheets of JV, at book value and fair value, 
respectively. 

 

+ JV-VIE BS @ BV -
Cash 200.0

A/R 100.0 150.0 A/P

Other Assets 150.0 200.0 Debt A

Fixed Assets 500.0 350.0 Debt

Tangibles 950.0

Goodwill 100.0 350.0 Equity A

Other Intangibles 350.0 Equity B

Intangibles 100.0 700.0 Equity

Total Assets 1,050.0 1,050.0 Total Liabilities  
 
 
Each term represented in the second balance sheet, stated previously at book value, is 
corrected either for its market value differential or by the same arising from appraised 
fair value other than stated goodwill, which is not imputable to any asset in particular. 
With other intangibles, we mean distinct and internally generated intangible assets 
such as patents which value can be appraised and stated. 
 
 

+ -
Cash 200.0
A/R 50.0 150.0 A/P

Other Assets 150.0 300.0 Debt A
Fixed Assets 800.0 450.0 Debt
Tangibles 1,200.0

Goodwill 0.0 400.0 Equity A
Other Intangibles 50.0 400.0 Equity B

Intangibles 50.0 800.0 Equity

Total Assets FV 1,250.0 1,250.0 Total Liabilities FV

JV-VIE BS @ FV

 
                                                 

29  This example is an elaboration of  ‘’21-1 Detailed Illustrative Example – Joint Venture’’ taken from ‘Financial Reporting 
Developments’ FASB Interpretation No. 46, Consolidation of Variable interest Entities, Ernst & Young 2006. 
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 The following differential balance sheet is the difference of the two above and shows an 
excess fair value of 200. 
 

+ FV-BV of JV-VIE -
∆ A/R -50.0

∆ Fixed Assets 300.0 100.0 ∆ Debt

∆ Tangibles 250.0
50.0 ∆ Equity A

∆ Goodwill -100.0 50.0 ∆ Equity B

∆ Other Intangibles 50.0 100.0 ∆ Equity

∆ Intangibles -50.0

Excess FV 200.0 200.0 Excess FV  
 
For each asset and liability consolidated by the primary beneficiary the differential 
balance sheet describes also the changes to be applied to A’s balance sheet, although 
these are applicable only to positive variations. As per FASB statement 141, the excess 
fair value is to be allocated proportionally to the total permitted reduction given as per 
following table. 
 

∆ A/R -50.0 <0 0.0

∆ Fixed Assets 300.0 85.7% 171.4
∆ Other Intangibles 50.0 14.3% 28.6

Total Reduction 350.0 100.0% 200.0

Excess FV Allocation 

on Consolidated BS
Reductions ∆

Admittable % over 

total reduction

 
 
 
The excess fair value allocation in the consolidated balance sheet of A is added to the 
items where the same variation arises with the obvious exceptions of items such as cash, 
marketable securities already accounted at market value. 
 
 

+    Contribution of JV-VIE @ consolidation by A        -
Cash 200.0 150.0 A/P
A/R 50.0 300.0 Intercompany Debt (included in A's net debt)

Other Assets 150.0 450.0 Debt

Fixed Assets 628.6

Tangibles 1,028.6 400.0 Noncontrolling (minority) Interests (B)
200.0 A's Equity Inv. in JV-VIE (Net of Excess FV Deductions)

Other Intangibles 21.4 600.0 JV-VIE total Equity

Total Assets 1,050.0 1,050.0 Total Liabilities  
 
 
Part 2 –Deficit of fair value 
 
In this second part, the same assumptions apply except that the assessment of fair 
values brings a negative variation for example due to depreciation of fixed assets and 
increase in debt outstanding due to interest rate change. Mutatis mutandi in this 
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instance goodwill is not recognised at fair value. As we have seen according to practice, 
the difference in the two balance sheets has to be treated as goodwill recognition 

+ JV-VIE BS @ BV -
Cash 200.0
A/R 100.0 150.0 A/P

Other Assets 150.0 200.0 Debt A
Fixed Assets 500.0 350.0 Debt
Tangibles 950.0

Goodwill 100.0 350.0 Equity A
Other Intangibles 350.0 Equity B

Intangibles 100.0 700.0 Equity

Total Assets 1,050.0 1,050.0 Total Liabilities  
 

+ JV-VIE BS @ FV

Cash 200.0

A/R 50.0 150.0 A/P

Other Assets 150.0 300.0 Debt A

Fixed Assets 100.0 450.0 Debt

Tangibles 500.0

Goodwill 0.0 50.0 Equity A

Other Intangibles 50.0 50.0 Equity B

Intangibles 50.0 100.0 Equity

Total Assets FV 550.0 550.0 Total Liabilities FV  
 
 
The differential balance sheet highlights the components of the FV deficit over the 
balance sheet at book value. At consolidation, the intercompany differences (as per ARB 
51) must be attributed to the primary beneficiary.  
 

+ FV-BV of JV-VIE -
∆ WC -50.0

∆ Fixed Assets -400.0 100.0 ∆ Debt

∆ Tangibles -450.0

-300.0 ∆ Equity A

∆ Goodwill -100.0 -300.0 ∆ Equity B

∆ Other Intangibles 50.0 -600.0 ∆ Equity

∆ Intangibles -50.0

deficit FV -500.0 -500.0 deficit FV  
 
 
Following  paragraph 21 of FIN 46/R, the reported amount of identifiable assets, 
transferred by the primary beneficiary to the variable interest entity, shall be reported 
in the period in which the enterprise becomes the primary beneficiary as goodwill, if the 
variable interest entity is a business, like in this case. Hence, the difference of 300 is 
allocated calculating the goodwill from the variation between total assets and other 
assets previously recorded. 
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  +    Contribution of JV-VIE @ consolidation by A        -

Cash 200.0 150.0 A/P @ FV

A/R 50.0 300.0 Intercompany Debt  at FV (included in A's net debt)
Other Assets 150.0

Fixed Assets 100.0 50.0 Noncontrolling (minority) Interests @ FV (B)

350.0 Equity Investment @ Carrying Value A)

Goodwill 550.0 400.0 JV-VIE total Equity

Other Intangibles 50.0

Total Assets 850.0 850.0 Total Liabilities  
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10. Fair value measurement and use of private 
information 

 

xpected losses or expected residual returns, at par with fair values assessed within 
VIE consolidation model, ought to be assessed without insider information but 

rather using information, or assumptions based on information publicly available to the 
marketplace, in accordance with fair value measurements as described by FASB in CON 
7.  
Fair value implies that for measurement of entity’s assets and liabilities public 
information is used. If the information is not available after due research the reporting 
entity ought to be allowed to use its own assumptions. FIN 46/R does not specify 
whether the assumption should take into account private information that could become 
determinant in deciding whether equity investment is at risk. In this instance the 
decision is either un-auditable, because it originated from entity’s assumptions, or if 
auditable then the information could be deemed not to be disclosed. Even if the 
information would not be disclosed, but only the results were, then the other market 
operators might extrapolate from the result of this analysis some current or future 
strategic changes involving the reporting entity.  
This issue, we believe, is not secondary to the necessity to aim for fair values. However, 
one might be oriented towards fair value or private information, which leads to value-
in-use30 values.  The operative framework could be defined better to avoid erroneous 
Interpretation or reluctance from the reporting entity to justify the values indicated. This 
is achievable restricting furthermore the Interpretation and setting standards that are 
more stringent about what information need to be used and divulged in determining the 
level of risk of the investment under consideration. The need arises from the difference 
originating from the entity’s best estimate and fair value measurement. The first should 
also include a measure of the risk embedded with the entity specific assumptions that 
remains the most difficult to assess. 
Risk measurement is in fact a measure of internal risks and market risks altogether. So 
far, the widespread use of discounting value-in-use cash flows is given by use of WACC 
because of the CAPM and Modigliani & Miller models of cost of capital, which take into 
account the premium investors require to invest in the entity, or in other words, the cost 
to procure the sources of finance required to funding the business. 
We believe using value-in-use measurements is a better way to assess estimated cash 
flows compared with fair value, although the latter gives better results in terms of 
comparability and standardisation in applying the measurement. 
In this regard, we would like to add that in measuring cash flows especially of complex 
entities, the number of factors to include in the assessment of estimated cash flows is 
such that at least a good portion of them derives from company assumptions anyway. 
However, this does not affect fair value measurement; in fact, the use of internal 
assumptions is not conflicting with the use of fair value as long as there is no evidence 
that the market place would use different assumptions. In conclusion, it is apparent that 

                                                 

30  Value-in use or entity-specific are synonyms of values which take into account entity specific information comprising of 
entity plans and current competitive strategy as a function of market positioning within the industry, for a 
detailedapproach see among others ‘Nuovo trattato sulla valutazione delle aziende’, L. Guatri, M. Bini, (in Italian) 
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as in cash flow measurement there is always a certain degree of arbitrariness in the 
selection of the inputs and the use of interest rates to discount cash flows. This perhaps is 
a discrepancy between theory and reality of the assessments, which tend to favour, and 
naturally lean on firm-specific measurements of expected cash flows. It is again 
complexity of the assessment, which shall drive us to re-think perhaps use of entity 
specific documented information in lieu of fair-value imprecise assessment; this confirms 
its validity also in terms of firm accountability of the financial statements. 

 
 
EXAMPLE: VIE profitability analysis taking into account the presence of 
fees and hybrid equity instruments 
Nursultan Neft&Gaz JSC is an oil company aiming to develop vast untapped reserves in 
the Caspian sea, Erdöl Aktiengesellschaft is a market leader in reservoir development 
and engineering services. Together they form Caspium Ltd. a limited liability company 
with the objective to develop probable reserves and to implement a new experimental 
phase within offshore fields in the Caspian Sea on which Nursultan N&G has a 100 
years concession from local government.  
Erdöl AG will provide expertise in engineering, procurement and development of some 
of the drilling rigs and of an oil treatment plant, completion is foreseen over three 
years, the company will start simultaneously the drilling and treatment of 12 wells 
using current infrastructure it owns. For the latter services, Erdöl AG will be 
compensated with an entry fee for management, drilling services, transportation, and 
set-up costs on the predetermined locations ($ 1Bln). As per the terms and conditions of 
the Caspium venture agreement Erdöl AG is entitled to a management and lease fee for 
lending and operating its own equipment ($ 2Bln  per year). 
 

36 Drilling Rigs 350 80 Non recourse debt
100 Unsecure debt

180 Debt

80 Class A  Preferred Stock, institutional investors owned

 @ 8.5% yield Puttable at 75% of par-value to Caspium Ltd.

Cash 120 70 Class B  Preferred Stock, local market owned

 @ 12.5% yield non Puttable
150 Preferred Stock

70 Equity Nursultan Neft&Gaz JSC

70 Equity Erdöl AG

140 Equity

Total Assets 470 470 Total Liabilities

+  Caspium Ltd.   $.Bln  -

  
 
At the end of the first phase of exploration (three years) the venture will grant a bonus 
to Erdöl based on the return of Equity of Caspium, the terms are as per following table. 
 
 
Development Fees to Drilling Company Erdöl AG

• Year 0 Management and Service entry-fee, one-time $ 1Mln

• Year 1 through 3 Management fee of $ 2Mln/year for development work

• Year 3 Success bonus of $ 5Mln for AVG ROE > 10% + success bonus of $ 10Mln for AVG ROE > 30% 
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The financial structure of Caspium’s balance sheet is made of $ 140Bln of equity, 50% 
owned by Erdöl AG and 50% by Nursultan Neft&Gaz JSC , $ 180Bln of debt contracted 
with local banks, for sake of simplicity both debts bear the same cost of 8% and $ 
150Bln of preferred stock is segregated in two classes since issue date.  
Class A preferred stock which is entirely owned by foreign institutional investors and 
puttable at owner’s discretion, after three years, at 75% of par value, with a lower 
nominal return (8.5%) compared with Class B stock (12.5%) which is non-puttable and 
reserved to local market. Neither Erdöl nor Nursultan hold any share of Class A or B 
stock. 
The success of the subscription has been achieved thanks to high dividend yields 
envisaged for the first 3 years, which books a dividend yield higher than 12.5%. 
However, right after inception the geopolitical and tight economic and credit conditions 
resent a severe worsening and this is both perceived to continue by both analysts and 
market, with high degree of confidence.  
Part of the invested capital is employed to run operations (noted simply as $ 120Bln, 
cash) and the remaining is used to finance the construction of 36 drilling rigs 
(accounted as they were already completed, for sake of simplicity). A full analysis has 
been performed by a large task force of petroleum economists and engineers to study, 
among other parameters, the expected losses and expected residual returns in light of 
the current worsening economic conditions, which yields to the table indicated here 
below. 
 

Caspium Ltd. profitability, Return on Equity (ROE)

EXRR of Caspium Ltd. [$.Bln] + 400

EXLS of Caspium Ltd. [$.Bln] - 400
Invested Equity at third year [$.Bln] 290
Investment horizon [years] 3

AVG expected return (ROE) [$.Bln] 400
KD of Caspium Ltd. 8.00%

KE of Caspium Ltd. (CAGR of ROE) 11.3%

Implied WACC as per Fin. Structure of Caspium 11.2%

Implied return window 10% <  KE  < 30%  
 
The objective of this exercise is to establish if Caspium is a VIE taking into account the 
presence of redeemable preferred stock and the earn-out scheme comprising of fees to 
one of the interest holders.  
As the expected return of equity is around 11% (in the window range between 10% and 
30%), only a bonus of $ 5Bln will be paid up to the Erdöl. The values of the service fees 
and bonus are discounted using the implied WACC arising from the same expected rate 
of return of investors calculated previously and cost of debt on local market. 
The equity investment for three years will be the sum of all equity classes. The 
profitability and loss analysis leads to a return on equity of circa 7.9%. Under these 
assumptions, we can calculate the expected level of payments and fees to the German 
company, 
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Expected fees to Erdöl AG [$.Bln]

[$.Bln] Inception Year 1 Year 2 Year 3

Management & Service 1
Development Fee 2 2 2

Success Bonus 5

Σ 1 2 2 7

PV @ Caspium WACC 1.00 1.80 1.62 5.09

Expected Value of Erdöl fees 9.51  
  

Now that we know the present value of the three-year time lease of the rigs, including 
success fee expected for the results envisaged on the reservoir, given the past 
performances of Erdöl, we can finally come up with the total equity at risk.  

 
Caspium Ltd. Equity ''at risk'' analisys [$.Bln]

Nursultan Neft&Gaz JSC 70

Erdöl AG (deducted of Expected value of fees) 60.5

Offshore Institutional Investors (Pref. Stock, puttable A class) 20

Others (Pref. Stock not puttable B class) 70

Σ, Caspium Ltd. Equity at risk 220  
 

EXLS of Caspium Ltd. > Caspium Ltd. Equity at risk → Caspium Ltd. is a VIE

400 220  
 
This is computed deducting the part of Equity that is not at risk for Erdöl as it will be 
cashed regardless of the expected losses. Preferred stock puttable to Caspium Ltd. has to 
be as well correctly valued in the computation of ‘at risk’ analysis, given the expectation 
that the institutional investors will liquidate their positions, therefore the 75% of par 
value has to be deducted. The table above summarises these calculation which yield to 
Caspium Ltd. Being a VIE as its equity at risk is $ 220Bln which is lower than the 
expected losses. 
The reader will note that if the macro-economic forecasted conditions, that this major 
project will try to improve, had been healthier then Caspium would have not been 
classified as a VIE. The reader will probably appreciate that there is certain circularity 
in the economics of the region as Caspium represents a big chunk of the finances of the 
country where the reserves are being exploited. This translates into some circularity in 
the definition of cost of capital, which is affected by the very same prospects on ROE, 
when usually this is computed based on (non-existing) economic results. 
It is also worth noting that nonetheless various analysis can be carried out to come up 
with reliable EXLS together with a good level of confidence, sometimes the trigger 
factor for an entity to become a VIE depends mostly on exogenous circumstances and 
can give no particular premonition of occurrence even in not too complicated entities 
structures. 
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11. Metrics of participation significance 

 
 

he Interpretation pronounces that only equity investments that participate 
significantly in both profits and losses of the entity are considered equity 

investments at risk. FIN 46/R does not specify much further or quantify the meaning of 
“significant”.  Therefore, to verify if the equity investment falls in the category of “at risk”, 
both profitability analysis and loss analysis need to be carried out. if first the loss 
analysis demonstrates in fact that the investment is at risk then also the profitability 
analysis needs to be assessed for purpose to complete this test, and vice versa. 
As a rule, for each investment under consideration for this Interpretation, 
notwithstanding size or percentage over the entity’s total equity, if the allocation of losses 
or profit is proportional to the consideration held, on fair value basis, then all investors 
have an equitable level of risk. Thus, all their investments are to be classified as at risk. 
On the other hand, if risk polarisation amongst investors occur, a crucial hint is given, 
that leads to further investigation of who are those bearing more risk than what is 
normally assessed pro-quota among subjects holding considerations at risk in the entity 
under scrutiny. 
Therefore we think “significantly” is to be intended both in relative terms (Risk/Return of 
the consideration held) and absolute ones (size of the fair value of the investment 
compared with each of the other considerations held in the entity and the sum of the very 
same). We think the criteria below given the two arbitrary thresholds, to be placed by the 
standard setter, could be a fairly good test for significance that takes into account what  
herein described. 
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12. Exclusion sufficiency test 

 

IN 46/R Interpretation concerning the determination of initial status of the entity 
dictates an important sufficiency condition to decide if an interest is not a VIE. From 

an excerpt of FIN 46/R paragraph 6 we can read: 
 
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 an enterprise becomes involved 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 entity31. 
 
 
As emphasised in bold the conditions to be met simultaneously are two: 
 

1. Non-significance of the interest held by the enterprise in the VIE (on this 
regard the reader can refer to previous chapter). We would like to underline 
that a pool of investments of negligible impact over the entity can become 
significant if it is added to other investments made by de-facto agents and 
related parties like subsidiaries or parent companies which together forms 
an aggregate which turns out to be significant (e.g. more than 1%), over the 
VIE net total assets. 

 
2. The enterprise (including third parties and de-facto agents) did not 

participate significantly in setting up or changing the contractual features 
of the VIE. In other words, the enterprise was not an actor in determining 
the mutated interrelation between investors in terms of subdivision of 
profit and losses among the stakeholders. 

 
We believe that in the first instance the trigger value should be fixed somehow by the 
Interpretation. In fact, a difference in classification of one or more interests as variable 
interests by two reporting enterprises in the same VIE, might bring unwanted 
uncertainty to the financial statements or worse misinterpretation on the definition and 
attribution of the primary beneficiary. 
This is a general opinion we have on most of the interpretative side of FIN 46/R. The 
degree of Interpretation is often unfortunately inversely proportional to the possibility of 

                                                 
31  Emphasis ours 

F 
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leaving the VIE without a defined primary beneficiary, which in turn will be the one to 
consolidate the VIE. 
As far as the second condition is concerned, we have a remark on the implied principle 
that wants the enterprise with an interest in a VIE, which has not a significant say in the 
(re)design of the VIE, to be excluded a priori in the determination of whether or not its 
investment is a VI. This is because the interest could be in some cases still absorbing 
significantly expected losses or residual returns regardless of the stated intentions, 
whether by chance or by willingness to disclose lateral shareholding agreements among 
(a subset of) variable interest holders in the VIE under scrutiny . Again, as we did for the 
previous point, we suggest introducing a trigger value specified in absolute terms and not 
left to Interpretation. 
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13. Variability analysis 

 

art of the process for determining if the entity is a VIE and for assessing the existence 
of a primary beneficiary goes through a profit variability analysis taken to assess 

maximum exposure of the estimated cash net inflow which for enterprises, or businesses 
using the semantics of FASB, would coincide with net income32 of the variable entity 
under consideration. 
FASB assumes implicitly that the net income is a statistic variable with a certain 
distribution of the expected net income/losses based on the probability of occurrence of a 
number of significant events. The net inflow (or net income) is then implicitly defined by 
FASB as a stochastic variable with symmetric distribution of probability centred on the 
expected outcome resulting from judgment on past and current operating results of the 
entity’s net assets, exclusive of the identified variable interests and given of course 
projections on future outcomes. 
 
 

13.1 The use of CON 7 

 
FASB indicates in concept statement CON 733 (the way to determine expected cash 
flows), which is the probability weighted average of the expected cash flows for the 
identified possible outcomes. We deem useful to report from CON 734 some of the used 
terminology that is used also in FIN 46/R Interpretation;  
 

 

Best estimate 

The single most-likely amount in a range of possible estimated amounts; in statistics, the 

estimated mode. In the past, accounting pronouncements have used the term best estimate 

in a variety of contexts that range in meaning from “unbiased” to “most likely.” This 

Statement uses best estimate in the latter meaning, as distinguished from the expected 

amounts described below. 

 

Estimated cash flow and expected cash flow 

In the past, accounting pronouncements have used the terms estimated cash flow and 

expected cash flow interchangeably. In this Statement: 

 
 

                                                 
32  Not to be confused with US GAAP net income of enterprises equity holders  

33  Concepts Statement No. 7, “Using Cash Flow Information and Present Value in Accounting Measurement”. 

34  CON 7, Glossary of terms, Page 7. 
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Estimated cash flow refers to a single amount to be received or paid in the future 

 

Expected cash flow refers to the sum of probability-weighted amounts in a range of 

possible estimated amounts; the estimated mean or average. 

 

Fair value of an asset (or liability) 

The amount at which that asset (or liability) could be bought (or incurred) or sold (or 

settled) in a current transaction between willing parties, that is, other than in a forced or 

liquidation sale.  
 
 
Please note that as for FASB, the “best estimate” is the statistic mode, which is 
different from the statistic mean, sure enough whenever the probability distribution is 
skewed. 
In statistical terms and tailored to our problem, the following characterisation and 
equations apply. In the first case, expected cash flows analysis is described for single cash 
flow scenarios.  The second case, which takes into account the time value of money, 
comprises a series of (finite or infinite) cash flows, as it might be the general case of a 
discounted cash flow analysis using a multistage WACC35. 
 
 

                                                 
35  Multistage WACC referred in common practice as weighted average cost of capital as discrete function of time. 



 

 
45 

a) Single cash flow scenario 
 

Pi  probability of occurrence of scenario i;    whereas      1
1

=∑
=

N

t

tP  

Xi  estimated hence uncertain net cash flow of entity for scenario i  
   Xi is a random variable; 
 

X   expected36 cash flow of entity (mean);                             
 
 
EXLS( )  expected losses;                                                                              
 
 
EXRR( ) expected residual returns; 
 
 
 
------------------- 
 
EXLS(X) = EXRR(X) 
 
 
Proof: 
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36  Not to be confused with expected net income as a US GAAP measure of equity proceeds, this note will turn out useful 

in approaching the process of applying FIN 46/R. The terms will be sometimes used interchangeably and the context 
where they are used will exclude any possibility to confuse them. 
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b) Cash flow series scenarios 
 
 
Xi,t  expected net cash inflow of entity for scenario i and time t (mean) 
 
 
rt   discount rate at time t37 
 
 
Xi estimated net cash flow (mode) of entity for scenario, it is the present value of 
the cash flows over the defined time horizon (i=1, 2.., N<=+∞). 
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Xt  (fair value of) expected cash flow at time t  (t=1, 2.., T<=+∞). 
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Rearranging for X  we can write,    
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38 

 
This latest formula tells us the equivalency in discounting single expected-scenarios cash 
flows rather than averaging estimated cash flows for single scenarios based on probability 
of occurrence. The right hand side of the equation can turn out easier to implement in 
cases where the expected cash flow for an entity’s single scenario is known, as it might be 
the case for an enterprise’s discounted cash flow. 

In even broader terms we can identify X , the expected cash flow of entity as the mean of 

a random variable ε+= XX . Please note as X coincides with the mode only if the 
distribution is symmetric, that is if the distribution of probability is an even function. Or, 
for example if the distribution is Gaussian characterised by its mean µ and standard 

deviationσ . 
 

                                                 
37  Risk free or WACC in the context of this paper and as it will be defined at a later stage. 

38  The formula applies also for  N,T � ∞  as long as the two series are convergent. This is the case in most application as 
the two series are part of the geometric convergent class or in other words because all enterprise values must be finite. 
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),( σµΝ=X   with   µ = X  

 
Such an example of distribution is used widely in estimating expected losses/returns with 
the help of numeric methods such as Monte Carlo, usually these distributions are either 
embedded in cash flow analysis or available from a description of the inputs 
characterising the entity. 
As in the previous cases also here, maximum EXLS or EXRR are a matter of judgment 
related to choosing the right degree of confidence. As we know, for a normal distribution 
these boundaries are a linear proportion of the standard deviation. 
In most general terms, the variability of the outcomes, finite or infinite, needs to be 
“reasonably delimited” �ε�max and a fraction of it will be used as our maximum difference 
from expected cash flows. If the random variable is an even function then the 
“maximum” variability will be  
 
α�ε�max  =2 EXLS(E) = 2 EXRR(E) ; 
 
It is worth noting, as expected losses are the fraction α of the lower half of total variability 
�ε�max (of course, this does not mean that the expected net income of the entity in object is 
necessarily a negative value). In the same way expected residual returns is only the upper 
half of the same fraction α of total variability of the expected value of future net income.  
A problem arises in determining these confidence boundaries from distribution of 
probability of X, which can be finite or infinite, especially in the case of continuous 
distribution, leaving the auditor with a degree of freedom in choosing α as the 
distribution is unknown. 
We believe calculating accurate expected variability is a difficult task, and much is left by 
FASB to the judgement of the professional involved in the estimate, which can take into 
account all facts and circumstances on case to case basis penalising as a result 
consistency across the board. Ultimately the choice of α can easily alter decisions 
taken on the entity VIE status as this is subordinated to the determination of 
EXLS(E), a key factor of the whole process of applying FIN 46/R. The 
deadlock is widening when different entities shall share the same choices of 
α which in practice is hardly the case. In other words the potential for variability is 
not expressed in absolute terms with a degree of confidence hence it remains an arbitrary 
parameter which is key to change the outcome of the analysis and the final decision on 
classifying an entity either as a VIE or not. 
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13.2 Estimates and US GAAP fundamentals 

 
We believe FIN 46/R should bring forward increased standardisation of the estimate 
method.  However, this interpretation, as it stands currently, still withholds many 
degrees of freedom in choosing the inputs leading easily to cases where different results, 
sustained by adequate professional judgment, could be deemed equally acceptable. In 
terms of US GAAP fundamentals, we think the board should set more constraints on the 
inputs to increase relevancy of financial statements. The same effort shall be carried out 
to guarantee consistency. Our beliefs are backed by the fact that taking into account all 
possible outcomes is a very daunting task as soon as the entity becomes an articulated 
business. On this regard FASB concept statements have a similar pronunciation,39 yet 
room for improvement of FIN/46/R, in our opinion, does exist. The principal difficulty 
arises from the definition of Expected Losses and Residual Returns, which are neither 
economic definitions nor strictly accountancy driven, i.e. US GAAP. 
From a theoretical viewpoint, we think that not necessarily expected residual returns and 
expected losses, should be, in absolute terms, the same. In fact, starting out from the 
basis that the company accounts need to show the true status of the entity, then their 
return variability could certainly be better explained by a skewed probability 
curve rather than a symmetric one. For example, a reporting entity which is the 
best in class within a well-defined industry, with a favourable outlook for some financial 
years to come, should certainly expect variability not to be symmetric but rather skewed 
towards the upper end, i.e. expected residual return higher than expected losses. This is 
the prelude to a refinement of the method of assessing cash flows, which will be exposed 
hereafter in this paper.  
We are well aware though that descending this path would lead us through increased 
uncertainty in the process of estimation and most of all, widening of already mentioned 
problems of standardisation of application of FIN 46/R. However, we must bring to 

                                                 
39  FASB Concepts Statement No. 1, Objectives of Financial Reporting by Business Enterprises and FASB Concepts 

Statement No. 2, Qualitative Characteristics of Accounting Information 
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surface that a degree of complexity is unavoidable to sustain the far fetching aims of this 
Interpretation. 
Furthermore taking into consideration consistency with US GAAP principles, the use by 
default of a symmetric variance can conflict with Relevancy of financial statements and 
especially with Reliability of information. Since the information per se is not verifiable, 
being the output of an analysis derived from inputs chosen for an estimate, taking for 
granted that independent auditors choosing the same inputs ought to get the same 
results, there can be equally sub-sets of inputs chosen with judgment that lead to 
different results. 
In addition, given the variability assigned to the statistic net income which may be an 
asymmetric (and continuous) one, and not discrete as it could be for some simpler 
financial products. Often in fact no lower limit but bankruptcy, which can be used as an 
approximation of total expected loss. Loss could also be meant as finite (when they reach 
total equity value) or potentially infinite (i.e. in practice up to bankruptcy), in the case of 
an option, and similarly for residual returns. In the vast majority of a continuous and 
symmetric distribution, the auditor faces the problem to establish the floor and the 
ceiling to its estimated cash flow analysis to estimate fair value of expected 
losses/residual returns, i.e. the choice of α. On one hand, this is independent from 
distribution-of-probability knowledge; on the other FASB does not impose what will be 
the arbitrary limit, or the criteria to choose for expected losses/residual returns.40 
 
 

13.3 A detailed approach to discounted cash flow analysis 

 
Except for few residual cases, any asset class under evaluation for application of FIN 
46/R originates uncertain cash flows in which the practitioner needs to devote a 
considerable amount of time to forecast the future of the business, CON 7 introduces the 
concept of classical expectation, i.e. the average value of a random variable. In reality, the 
evaluator needs to be introduced to the concepts of conditional expectation to relate 
uncertain future cash flows with discount rates. Although these terms are widespread in 
finance, often we believe they are used lightly if not abused. We think it is important to 
establish a firm set of assumptions that allow proceeding with authority and avoiding 
common pitfalls. 
In this paragraph, we will work under the common assumption of capital markets free of 
arbitrage, but not necessarily in equilibrium. Our aim is also to introduce a brief set of 
valuation methods without the intention to be complete but sure enough to permit the 
practitioner to be at ease in understanding business values as intended in the particular 
context of applying FIN 46/R. 
Valuing a business is a work of estimation of uncertain cash flows over time. In this 
chapter, we will try to eliminate doubts on 
 

• What cash flows 

• Impact of taxes 

• What Discount rate or what is the cost of capital 

                                                 
40  For example if the distribution is again normal N(K, σ) a limit can be set to be within 99% of the cases, and this will be 

equal to four standard deviations, 4σ. In other cases where distribution is not modelled,  further analysis is required, 
diverting from the scope of this paper. 
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• What time horizon/timeframe 

• Conditional expectation 
• Valuation under uncertainty/certainty 
• Risk-Adjusted probabilities 
 
All following thoughts on cash flows for application of FIN 46/R are kept as general as 
possible though when examples are displayed they are somewhat tailored to businesses 
such as enterprises. 
 
 
The appropriate Cash Flow 
First, to estimate cash flows we need to start from the financial statements, from which 
we can draw in particular income and cash flow statement as in the pro-forma here 
below, 
 

Revenues (Sales) EBIT

- Non operating revenues + Accruals

Net Sales - Deferrals

- Cost of Goods/Services sold Gross Cash Flow

- Selling, general and administrative expenses - Income Tax

- Depreciation of tangible assets - Capital Expenditures (New Projects)

- Amortization of intangible assets - Capital Expenditures (Assets Renewal)

- Other operating expenses + Disinvestments/Liquidation

Operating income Free Cash Flow to Firm (FCFF)

+ Non operating Revenues - Interest Debt Payments/Coupon Payment

- Non operating Expenses - Debt Principal

Earnings before interest and income taxes (EBIT) + Capital Increase

- Income tax Free Cash Flow to Equity Holders (FCFE)

- Interest expenses - Dividend distribution

Net Income - Stock Grants

Zero, 0

     Cash Flow Statement     Income Statement

 
 
 
Cash flows can be either gross (EBIT) or net, in the latter case they are referred for a firm 
as free cash flow to the firm or cash flow from operations, FCFF. The scheme below is a 
general one, which for the scope of this paper we think does not need further details. It is 
worth mentioning though which is the difference between FCFF and FCFE from the 
standing point of evaluation; the first case will lead to the valuation of the business 
assets, the second to the investment of the equity holder. Analogously the bondholder can 
represent its flows of coupons and bond repayment plan cash proceeds (FCFD) to come 
up to the value of his investment. Notably, in the scheme proposed, FCFF does not 
depend on how the capital is financed.  
Taxation depends widely on the jurisdiction where the business is registered and its 
worldwide operation. Tax systems can, and usually will, have a much greater effect than 
the one simply depicted as tax on net income, the valuator will need to adapt the analysis 
to the particular tax environment that is beyond the scope of this paper. 
Since we are using a DCF model to evaluate the business, the value of the business will be 
the sum of the present values of a series of cash flows. In this context, we can choose a 
continuous timeframe or a discrete one. The second option is the easiest and often the 
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nearest to reality. Nonetheless, both ways are feasible although the mathematics involved 
in continuous time modelling are more demanding, their results can be easily transferred 
from a continuous timeframe to a discrete one and vice versa. As far as the lifespan of the 
business is concerned, we might want to argue if the use of an infinite series of cash flows 
is appropriate rather than a finite one. The business or the asset in object can have either 
expectation to be finite, as the life of an enterprise, or infinite as the contractual annuity 
of a security (which we assume risk-free). Both aspects yield to an acceptable modelling 
provided that in the infinite case the present value of the asset or business’s cash flow 
remains finite, by contradiction if this wasn’t true then the valuation will yield to infinite 
values which is reductio ad absurdum immediately proved, or in mathematical terms 
 

+∞<
++∞→ t

t

t r

X

)1(
lim  ; 

 
This means that, with time heading towards infinite the discounted FCFF has to tend to 
zero. A principle also called transversality of cash flows. We will find this useful in the 
following passages of this chapter. 
 
 
The proper discount rate 
Although various definitions of cost of capital exist, we shall use the most appropriate 
rate that needs to be compared with the actual cost of capital of the investor. This one 
being a variable of time hence uncertain, as we know it, and depends on both market and 
endogenous conditions (e.g. prime-rate defined by central banks, debt spread related to 
solvability of the enterprise etc.). In the most general of cases the cost of capital at time t 
is the rate of return given by an asset (or a business) purchased at time t and sold at t+1 
after having cashed the income stream (or dividend) within the holding period. In fact, 
the valuation of the business yield to the definition of cost of capital and vice versa as the 
following demonstration is shown in the case of certain cash flows41 

                                                 
41  See among others Kruschwitz & Loffler ‘Discounted Cash Flow’ Wiley, 2006 
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The value of the business at present time is the sum of the discounted cash flow series,  
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Being the series convergent (i.e. the value of business is finite), also all values at each 

time t are, i.e. +∞<
+∞→

t
t

Vlim therefore rearranging for 
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This definition of cost of capital is valid when values at time t+1 are certain which is not 
the case in most concrete applications as cash flows and business values in generals are 
uncertain. However, every decision of investment has to be done with a cost of capital, 
which is a given number that needs to take into consideration uncertainty. In fact, as we 
know the same certain cash flows have higher value than uncertain ones.  
Business values under uncertainty within the context of business valuation can be tackled 
from different viewpoints. However, we shall be careful in introducing a framework that 
yields the same results no matter the procedure chosen.  
In the next table, we have displayed an example, which will accompany us to explain 
what we are showing from a theoretical point of view. 

. 

. 

. 
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Let us imagine the estimated free cash flow for a project, or an enterprise made of a 
single project, which uncertainty is indicated with an asterisk, has three possible 
scenarios which associated probability is indicated with Pi.  
 

Scenario at end of period 1 2 3 Σ

Pi 30% 60% 10% 100%
FCFF 130.0 100.0 -10.0
Pi * FCFFi / Expected Cash Flow 39.0 60.0 -1.0 98.00             

 Investment with 3 scenarios involving uncertain cash flow

 
 
 
The scenarios are ordered in descending estimated net free cash flow order, the third case 
representing a net loss42. To focus more in detail we might think this case as expected 
scenarios resulting from the development of a new medicine or likewise arising from the 
drilling of a foreign potential petroleum reservoir, where a necessary investment is to be 
performed in order to market the final product43. Cash flows are high in the case the drug 
sales are successful, or the quantity of reserves matches or exceeds expectation, or 
negative in case the Authority does not allow marketability of the pharmaceutical 
principle or the reservoir turns out dry or gets nationalised. The same aspects however 
can be translated in every industry. To remain simple, all expected cash flows will 
manifest in one period where the risk free rate of return is known, but in reality, it is not. 
 
 
a) Certainty Equivalent 
The first valuation method, which embeds the notion of risk of uncertain cash flows, is 
the so-called certainty equivalent. The procedure consists in asking the investor what is 
the certain future cash flow at the end of the holding period deemed equivalent to the 
expected cash flows given by the possible (3) scenarios.  
 

Scenario at end of period 1 2 3 Σ

Pi 30% 60% 10% 100%

FCFF 130.0 100.0 -10.0

Pi * FCFFi / Expected Cash Flow 39.0 60.0 -1.0 98.00           

 Investment with 3 scenarios involving uncertain cash flow

 
 
 
The certainty equivalent being a riskless and sure cash flow is discounted at the risk-free 
rate; this is no surprise as this is equivalent to holding a triple A sovereign bond for the 
same holding period. Determining the certainty equivalent goes through a process of 
matching the so-called utility of a stochastic cash flow. This is made making use of the 
utility functions. There is a vast range of studies in this respect, which yield to a number 
of valid alternatives, however all utility functions tend to have a lower degree of infinitive 
as soon as the investment at stake X is comparable with the net worth of investor. This is 

                                                 
42  This would represent a default for the single project business. 

43  This investment is already accounted in the FCFF intended to be a single and net FCFF at time of chosen maturity and 
for sake of simplicity. 
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to reflect human attitude towards risk aversion, which we will see again in the risk-
adjusted probabilities method. This property can be put in mathematical terms as, 
 

0
)(

lim =
+∞→ X

XU

X
 ; 

 
A possible and very simple set of utility functions is represented herein below. In our 

example, we have used simply X where X  is the uncertain cash flow under 
consideration. 
 

Utility functions
 

-1.100 

-0.600 

-0.100 

0.400 

0.900 

-0.53 -0.23 0.07 0.37 0.67 0.97 

U(x)=x^(1/7) 

U(x)=sqrt(x) 

U(x)=x^(1/3) 

X 

U 

k*FCFF  
 
 
The certainty equivalent is the inverse of the utility function applied to the expected value 
of the utilities of the three expected cash flows. The calculations are represented in this 
table: 
 

Scenario at end of period 1 2 3 Σ/AVG

Pi 30% 60% 10% 100%

FCFF 130.0 100.0 -10.0
Pi * FCFFi / Expected Cash Flow 39.0 60.0 -1.0 98.00           

 Investment with 3 scenarios involving uncertain cash flow

 
 

 
 
The certainty equivalent discounted at the risk free rate of return yields to the present 
value of the certainty equivalent hence, by definition, the value of the business. Using 
utility functions is not a common means to share results across the board being the 
function itself subjective and often only partially described with a mathematic function in 
closed-form. The reader will notice that in the case of all parties sharing the same utility 
function, the values referenced have necessarily to be fair values. In fact, not only results 
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are in this way comparable but also the construction of FCFF will be derived in the same 
way by all investors. Different instead is the following case of ‘cost of capital’, which 
permits to compare different capital structures with a sole number consequently the 
principal method used by practitioners. 
 

1-

Scenario at end of period 1 2 3 Σ/AVG
Pi 30% 60% 10% 100%

FCFF 130.0 100.0 -10.0

Pi * FCFFi / Expected Cash Flow 39.0 60.0 -1.0 98.00           

U(FCFF) 11.4 10.0 -3.2 9.10              

inv(U(FCFF)) [Certainty Equivalent] 82.89           
Risk Free (interest) rate Rf 5.75%

Present Value @ Rf 78.38

Certainty Equivalent method

 
 
 
b) Cost of Capital 
This is the case where expected cash flows are discounted by a rate of return, which is 
higher than the risk free rate. The difference called risk premium is the premium 
requested by investors to finance risky assets or businesses. In our example to obtain the 
same present value of the certainty equivalent, we obtain a (much) higher risk premium. 
The amplitude of the risk premium depends on the variability of the returns and their 
probability of occurrence.  
 

2-

Risk Free (interest) rate Rf 5.75%

Expected Cash Flow 98.00             

Present Value @ Rf 78.38

K Implied Cost of Capital 25.03%

Risk Premium (K-Rf) 19.28%

Present Value @ K 78.38

Cost of Capital  method

 
 
 
A more elaborated sanity check consists in determining a bottoms-up cost of capital 
based on market values, or industry peers, sharing sources of financing. We will go 
through this method further on in this paper. In this case, the present value is obtaining 
discounting the expected cash flow at cost of capital. This method is the most widespread 
as cost of capital and expected cash flows are easier to determine from company and 
markets data. 
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c) Risk-Adjusted probabilities 
 The third and our last method consist in taking into consideration the risk orientation of 
the investor. The probability of occurrence of each scenario is considered known and 
usually is the result of an assessment based on information available to the investor prior 
to committing to the investment.  In other cases, this is a forecast given by experience or 
outcome arising from historic results or by evaluating similar projects or enterprises that 
have some features that permit the valuator to treat them as pertaining to the same class. 
In other words, these probabilities do not take into account the predisposition of the 
investor to take on risk.  
This is a human and subjective trait which is usually named attitude toward risk or level 
of risk aversion as normally risk aversion tends to establish when investment at stake are 
perceived sufficiently higher compared with net worth. Although it is again not the 
purpose of this paper to measure risk-attitude patterns, i.e. level of predilection/aversion 
among investors’ classes, two cases pertaining to the respective classes are offered, as per 
following table. 
 

3-

1 2 3 Σ/AVG

FCFF 130.0 100.0 -10.0

Pi 30% 60% 10% 100%

Risk aversion weight [1- Aversion tout court] 0.80      1.00       8.31       

Risk adjusted probabilities 24% 60% 83%
Cash flow equivalent 82.89

Risk Free (interest) rate Rf 5.75%

Present Value @ Rf 78.38

1 2 3 Σ/AVG

Risk aversion weight [2 -Predilection ] 90.2% 80.0% 30.0%

Risk adjusted probabilities 27% 48% 3%

Cash flow equivalent 82.89

Risk Free (interest) rate Rf 5.75%
Present Value @ Rf 78.38

Risk-Adjusted Probabilities  method

 
 
 
The degree of aversion, or inclination, to risk is measured giving a subjective weight to 
the probability of occurrence of the uncertain cash flows in each scenario. A risk inclined 
individual will treat with higher weight higher cash flows; on the contrary, a risk averse 
individual will give more importance to negative or lower cash flows. In both cases, the 
expected cash flow is computed multiplying the FCFF of the scenario by its respective 
risk adjusted probability, designed to yield the same present value. 
 
 

13.4 Which discount rate? 

 
As we have proposed in the previous paragraph with an example, uncertainty of future 
cash flows can be accounted in a number of different methods. Bearing in mind 
advantages and disadvantages in applying one of the methods a major point of 
discussion, we believe, rests in the choice of the discount rate pronounced by FASB 
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to discount net cash flows to calculate fair value of expected operations of the entity and 
changes in the fair value of its net assets.  
We are of the idea that this rate ought to be the cost of capital (WACC) rather than risk-
free, to take into account collectively of different risk profiles when comparing entities. 
FASB, apparently to increase uniformity of analysis opted for indistinct using of risk free 
rate44, FASB believes in fact that the risk free rate shall be used as all the risks related to 
the outcomes have already been accounted for all possibilities considered to calculate 
expected net income and expected residual returns/losses. 
From the previous example, we have seen that this is enclosed in the concept of 
certainty equivalent hence use of expected cash flow discounted at risk free rate shall 
be avoided as conceptually unsuitable. 
With an eye on the certainty equivalents method, common practice suggests that except 
for residual cases, these factors cannot be all taken into account singularly, if not in 
simple cases. If this apparently standardises the process, having all comparable entities 
the same Rf, in reality does not solve the problem due to daunting complexities embodied 
in assessing cash flows that remain uncertain cash flows arising from risky assets. Not 
only, it tends also to overstate valuation of EXLS/EXRR favouring consolidation by 
enlarging the class of entities that are classed as VIEs. We are convinced in fact that the 
expected net cash flow cannot take into consideration all-possible risks faced by the 
corresponding outcomes, on top of all the implementation problems as we have shown 
above. This is exacerbated by the vast number of occurrences on the complexity of the 
entity’s cash flows often imposes, a standardisation of the analysis of all possible 
outcomes becomes easily an unviable process sure enough for all major corporations. 
Also for this reason, we believe that US GAAP will be better off implementing a risk-
adjusted discount rate or better weighted averaged cost of capital (WACC) in a vast 
number of classes of entities45, that FASB could help standardise publishing regularly 
tables for historic Ke and Rf 46, for both private companies and listed ones. The other 
terms will need to be left to the auditor of the reporting enterprise. For an enterprise that 
has a simple financial structure, made of only straight equity and debt, we can compute 
the discount rate as the weighted average cost of capital WACC in the known form, 
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WACC is the known consolidated discount rate formula, following Modigliani and Miller 
representation, which takes into account the financial structure of the firm we can write, 
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44  The risk-free interest rate is assumed equal to the rate of return of a sovereign bond and this of course shall be different 

for different issues coming from different financial institutions. A sovereign  bond is meant to be only free of 
bankruptcy risks, with known past exceptions, as the financial instrument can carry other types of risk, mainly market 
risk (the risk due to shifts in market interest rates), liquidity risk (the risk of been unable to selling the security at the 
theoretic market price and/or within a predefined time). 

45  In all cases where the reporting entity is a listed company with Debt and Equity as source of financing the operating 
assets, variants to this form of WACC can of course be found for other hybrid forms of entity. A vast literature and 
quite considerably consolidated practice do exist in this respect. 

46  Historic values as opposed to target values that are real and measurable. 
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Whereas applying financial leverage to the capital structure we obtain the cost of equity 

for the firm 

[ ] ( )
E

D
tkUkUkLk cdeee −−+= 1)()()(  ; 

 

 

E    Market value or fair value of the firm's equity; 

 

D  Market value of debt; 

 

)(Uke  Unlevered cost of equity, it is the capitalisation rate of operating free cash 

flow (OFCF or FCFF) net of tax, a premium for operative risk is embedded 

in ke(U); 

)(Lke  Levered cost of equity, it is the capitalisation rate of enterprise net income 

and includes an additional premium for financial risk; 

dk   Marginal cost of debt; 

 

ct   Marginal corporate tax rate; 
 
 
Determining the cost of equity is a different process if we discern a listed entity from a 
private one.  
 
 
a) Cost of Capital for Listed Entities 
For a listed entity )(Uke can be deducted from well-known CAPM statistic model 

 

)()( , fmmife RRRLk −+= β  ; 

 
Where )(Lke  is the expected return on the capital assets and fR  is the risk-free rate of 

return for the market where the entity operates. Usually the return is computed 
averaging the series of historical returns of the governative bonds. 

mi,β  is the sensitivity correlation coefficient of the asset returns of entity (i) to market 

returns (m),  
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mR  is the expected return of the market47, and )( fm RR −  represent the market premium 

or also “risk-premium” for additional risk over the risk-free investment. 
 
 

Cost of Capital for Private Entities 

For a private firm, estimating the cost of equity is a more difficult task as this involves 
more assumptions than the previous case. A viable method is again to extend the use of 
CAPM although lack of historical information can create difficult hurdles to come up with 
significant results. Although it is not the scope of this paper to go through these methods, 
we will simply describe them in order to shed some light on the issues related to 
determine WACC for non-listed entities and express our justified preferences on how 
these can be standardised by FASB or equivalent accounting body for implementing FIN 
46/R Interpretation. 
 
 
b) Bottom-up Betas; 
It is possible to estimate bottom-up unlevered betas for private entities computing a 
simple average of betas related to publicly traded companies )(Uβ , operating in the same 

industry and with the same characteristics (markets, clients, assets, growth stage, and 
financial structure). The resulting beta can then be levered for the corresponding 
financial structure of the entity under scrutiny, using the well-known formula,  
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In doing this the target gearing *)( ED 48ought to be known, this is often unknown or not 

an available information. Usually the industry average is a good proxy as this is a ratio 
between market values, as opposed to private firm’s D/E, which is a book value hence 
often not significant.  The practitioner is again called to balance between real values of 
the market and projected ones within the entity. 
 
 
c) Fundamental Betas; 
Fundamental betas are the result of a statistic regression of observable variables of 
companies listed in regulated exchanges. The regression equation is extended to private 
firms for calculation of beta unlevered.49 This is rather a straightforward method 
although the regression parameter cannot be used in some of the VIEs due to the 
coefficient of determination R2 being usually too low to be considered a valid method for 
our purposes in terms of stability of results. 
 

                                                 
47  Usually computed as the simple average of the historic returns of the market portfolio, where the entity operates (if the 

entity is multi-market then this should be averaged taking into account the assets which operates into a specific 
market). Market portfolios are inaccurate approximations as the index is mainly national although some of the equities 
of the portfolio operate in different countries. 

48  As opposed to current gearing (D/E) 

49  In particular the reader can get more details of these methods reading the work of Beaver, Kettler, and Scholes (1970) 
and Rosenberg and Guy (1976) 
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d) Accounting Betas 
The method exploits availability of accounting information in particular earnings, both 
for private VIEs and for publicly traded ones. The accounting beta is the result of the 
correlation coefficient that ties up earnings of a private entity with the ones of a portfolio 
of companies with the same characteristics, operating in the same market. 
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Earnings are subject to management policies aimed to smooth variations over time, 
therefore regressions are more significant if calculated using operating earnings that 
yield to unlevered betas. It is also worth noting that private firms disclose earnings only 
once every financial year therefore the case of a limited number of observations would be 
common leaving in these instances not so good a proxy for estimating betas for private 
firms. Therefore, we recommend this method only in cases where earnings are 
comparable over time. 
 
 

13.5 Clarification on standardisation and complexity 

 
The attempt reader could claim that these methods present as well, their own 
complexities and standardisation problems. We believe this hurdles can mostly be 
overcome as mainly all the entities have already a public/private record of all data 
required to calculate their WACC.  Also, the procedure is the same as consolidate best 
practices suggest. As far as standardisation is concerned we believe that, for VIEs of such 
corporations at least, the time is mature for making uniform the use of )(Uβ , mR , Rf  as 

these are parameters that can be measured or assessed directly from public data in the 
majority of public companies50, or substituted by relevant proxies in the case of private 
entities. Some of these proxies can be given by FASB and other recognised and unbiased 
financial institutions in the form of regularly updated tables. 
We think this alternative to the use of Rf could help harmonise the set-up of principles 
that could match standard practice in corporate finance with US GAAP accounting 
standards. We believe this data could be issued regularly51 by industry so that uniformity 
could also be maintained over time. 
It is apparent that both ways (WACC and operational cash flows Vs. Rf, and certainty 
equivalents) present some advantages and disadvantages in applying FIN 46/R 
Interpretation, however we believe that the 'cost of capital way' is more suitable in 
presenting more advantages than disadvantages. The following table summarises 
differences and points of strength/weaknesses of both possible approaches: 

 

                                                 
50  With exception for newly formed companies where the number of observations to calculate a robust BETA is not 

present. 

51  Alternatively a source for Ke could be provided 
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Subject to reliability of periodic revision 
of tables for Rf and Rmkt

None, once guidelines are set (and 
periodical insight is given)

FASB accountability 
of results

On the professional judgement of 
Entity cash flows only

On ALL financial risks affecting 
cash flows and on the professional 
judgement of Entity cash flows

Auditor/Enterprise 
responsibilities in 
the choice of inputs

Kd, Ke are in some cases of difficult 
application especially for vehicles 
which do not resemble to standard 

enterprises. However we believe still 
the method has an edge over CON 7 
approach

Of difficult application in practice as 
appraiser is forced to rely on 
assumption which are depending in 

many cases from market 
assumptions, especially when entity 
is not a liquid asset or doesn’t have 

market at all

Disadvantages in 
using of applicable 
discount rate

The approach is unfit for particular 
instruments aimed to carve-out special 

financial risks such SPVs used for 
ABS. In this cases the outcomes need 
to be weighted one by one for all 

possible financial risks. 

It is of very difficult application for 
complex entities as many 

contractual outcomes are triggered 
by market events which cannot be 
modelled with a good degree of 
confidence

Disadvantages

A well-established practice exists in 
corporate finance for Entities that are 
identifiable as companies, either 
private or public. The financial risk is 

embedded in the WACC and leaves 
more resources to estimate for 
operative cash flows, which we believe 

is what regulator should ask 
companies to focus on

Can be theoretically used for each 
kind of Entity, given there are 

sufficient resources to take into 
account all possible Entity’s 
outcome

Approach 
advantages

Both approaches do not take into account pitfalls of use of Rf although more 
complex versions of WACC can take into account other risk factors
(i.e. bankruptcy risks both for the Entity and the country of reference)

Rf pitfalls

None, WACC can be split for different 
parts of the capital

Rf for global enterprises operating 

in different markets cannot be easily 
identified as one

Rf/WACC drawbacks

Part of Uncertainty of the cash flows is 

assumed implicitly by the CAPM. Still 
uncertainty of the operations cash flow 
has to be computed, caution to avoid 

double counting needs be taken  

Scenarios must take into 

consideration all possible factors 
affecting Net Income, including cost 
of debt/tax/cost of equity/beta/r

mkt

(this are partly depending on the 

company but in majority they do 
depend on the market)

Difficulties in cash 
flow determination

weighted for operational risk only
weighted for all operational and 
financial risks

Perspective cash 
flows

WACCRfDiscount rate

Traditional “Corporate finance”
Approach

CON 07 ApproachApproach

Subject to reliability of periodic revision 
of tables for Rf and Rmkt

None, once guidelines are set (and 
periodical insight is given)

FASB accountability 
of results

On the professional judgement of 
Entity cash flows only

On ALL financial risks affecting 
cash flows and on the professional 
judgement of Entity cash flows

Auditor/Enterprise 
responsibilities in 
the choice of inputs

Kd, Ke are in some cases of difficult 
application especially for vehicles 
which do not resemble to standard 

enterprises. However we believe still 
the method has an edge over CON 7 
approach

Of difficult application in practice as 
appraiser is forced to rely on 
assumption which are depending in 

many cases from market 
assumptions, especially when entity 
is not a liquid asset or doesn’t have 

market at all

Disadvantages in 
using of applicable 
discount rate

The approach is unfit for particular 
instruments aimed to carve-out special 

financial risks such SPVs used for 
ABS. In this cases the outcomes need 
to be weighted one by one for all 

possible financial risks. 

It is of very difficult application for 
complex entities as many 

contractual outcomes are triggered 
by market events which cannot be 
modelled with a good degree of 
confidence

Disadvantages

A well-established practice exists in 
corporate finance for Entities that are 
identifiable as companies, either 
private or public. The financial risk is 

embedded in the WACC and leaves 
more resources to estimate for 
operative cash flows, which we believe 

is what regulator should ask 
companies to focus on

Can be theoretically used for each 
kind of Entity, given there are 

sufficient resources to take into 
account all possible Entity’s 
outcome

Approach 
advantages

Both approaches do not take into account pitfalls of use of Rf although more 
complex versions of WACC can take into account other risk factors
(i.e. bankruptcy risks both for the Entity and the country of reference)

Rf pitfalls

None, WACC can be split for different 
parts of the capital

Rf for global enterprises operating 

in different markets cannot be easily 
identified as one

Rf/WACC drawbacks

Part of Uncertainty of the cash flows is 

assumed implicitly by the CAPM. Still 
uncertainty of the operations cash flow 
has to be computed, caution to avoid 

double counting needs be taken  

Scenarios must take into 

consideration all possible factors 
affecting Net Income, including cost 
of debt/tax/cost of equity/beta/r

mkt

(this are partly depending on the 

company but in majority they do 
depend on the market)

Difficulties in cash 
flow determination

weighted for operational risk only
weighted for all operational and 
financial risks

Perspective cash 
flows

WACCRfDiscount rate

Traditional “Corporate finance”
Approach

CON 07 ApproachApproach

 

Approach differences in Calculating 
Expected Net Income and Expected residual Returns/ Losses 
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14. Governance and stakeholders influence on VIE 
consolidation model 

14.1 Decision making participation and VIE identification 
 

In applying FIN 46/R careful investigation must be carried out on the entity decisions 
arrangements among all parties. These can be either contractual or de facto in a residual 
number of cases where the decision-making ability is not bound by a contract but is 
rather subordinated to unwritten agreements. 
 
 

 
5. An entity shall be subject to consolidation according to the provisions of this 

Interpretation if, by design,52 the conditions in a, b, or c exist: 

  

a. The total equity investment53 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 

(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. 

<Omissis> 

 
 

                                                 
52  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. 

 

53  Equity investments in an entity are interests that are required to be reported as equity in that entity’s financial 
statements. 
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b. As a group the holders of the equity investment at risk lack any one of the following 

three characteristics54 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).55 

(2) The obligation to absorb the expected losses of 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 entity56. 

 

c. 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 rights57. 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. 

 
 
 
Given this excerpt, we believe the salient references on decision-making ability are first, 
that not all the holders of an equity investment at risk need to participate in decisions 
about the entity’s operations. It is sufficient that within this group, at least one investor 
with equity-at-risk is able to take significant decisions about the entity’s operations, and 

                                                 
54  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. 

55  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. 

56  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. 

57  This provision is necessary to prevent a primary beneficiary from avoiding consolidation of a variable interest entity by 
organizing the entity with non-substantive 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). 
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these decisions should be determinant in the success of the entity. If this does not 
happen, because there is an investor with equity not at risk that takes these decisions, 
then the entity is a VIE. 
We think that 5.(b).1 might lead to some uncertainty in some occurrences when the 
meaning of the word “success” can be put to strain in configurations of corporate 
governance that might result borderline; this can happen when investor with 'not at risk' 
equity has veto rights that can undermine the decisions of business operations. Each time 
there’s polarisation in risk/exp.reward or risk/exp.losses then all facts and circumstances 
shall be estimated to assess if 5.(c) is applicable hence the entity is a VIE. This should be 
done in both directions hence for decisions that can determine success and failure and 
vice versa.  
 
 

14.2 Agency and close-business relationships (Related parties) 

 

In determining VIE’s primary beneficiaries it is important to identify business 
relationships which previously fell outside the books to make them accountable within 
FIN 46/R provisions. The Interpretation prescribes that all VIE’s “related parties” 
interests shall be disclosed and accounted for as if they were VIE’s direct interests for 
purpose of determining the primary beneficiary. A similar reasoning is applicable to 
parties with which the enterprise has a close-business relationship. In bold we have 
indicated our extension of the provision to take into account transactions that occur at 
prices different from those the market would suggest. These cases are increasingly taking 
place and are difficult to characterise especially when the trading parties are from 
different countries/accounting principles and where the goods/services are non-standard 
for example in terms of high technological content or  as a result of complex made-to-
order work. Related parties include but are not limited58 to: 
 

• Parties acting as a de facto agents or principals; 
� party receiving its interest in the enterprise in the form of loan 
� party receiving its interest in the enterprise in the form of contribution 
� party that cannot finance its operation without enterprise’s financial support, 

this is a nested VIE’s VIE 
� party bounded by veto rights, from other parties of the enterprise, with regards 

to its ability to transfer or manage its participation and/or its proceeds from 
participation 

� subsidiaries, affiliates, entities participated by the enterprise and every other 
investment accounted in the balance sheet by “equity method” 

� management/owners and first degree members of the their families 
� enterprise’s employee-benefit trusts managed by enterprise’s officers  

                                                 
58  The taxonomy of related parties is inclusive of the categories identified by FASB Statement. No 57 which is here briefly 

summarized. 
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• Parties with a “close business relationship” 
� Party with a professional-service-provider relationship with the enterprise 

being the enterprise one of its significant clients 
� Party with a supplier/customer relationship with the enterprise whose standard 

goods, and/or services, are exchanged at prices that are significantly different 
from their fair market price. 

� Party with a supplier/customer relationship with the enterprise whose non-
standard goods or services are exchanged at a significantly different price form 
similar ones that can be found on the market and these trade is either occurring 
under the same market conditions or is the result of contractual obligations set 
up in the same time. 

 

EXAMPLE:   VIE determination in presence of agents and related parties 
The objective of this example is to show the possible pitfalls in determining whether the 
amount of subordinated financial support provided to an entity by the reporting 
enterprise and its related parties can be tricky and as this amount might be highly 
conditioned by factors exogenous to the reporting enterprise. 
Sun Freeway is a project company for the development of infrastructure in the Gondor 
region. Both private and public sector finance the venture. To share the risk among the 
stakeholders the company is participated by Augustus Investments, market leader in 
governmental infrastructure developments and by Asphaltos, which is controlled by 
Augustus. Asphaltos will be responsible for the realisation of the civil works and tarmac 
layout. Alef Bank has arranged both floatation and debt provision of Sun Freeway by 
arranging and sponsoring for Sun Freeway notes of two different seniority. Alef 
currently retains part of debt offering and a 5% of the Equity stock. Mr. Double sits in 
both Alef and Augustus board of directors. Sun Freeway is also participated by 
Cementaura, producer of cement and clinker with numerous ready mix plants scattered 
in the Gondor Region. Cementaurea has been the preferred supplier for the Gondor 
Region. Mr Quits, chief operating officer of Cementaurea has left the company to 
become chief executive of Sun Freeway shortly before its incorporation. The book value 
of the Sun freeway financial structure is represented below, 

Sun Freeway, Capital Structure Rating Book Value

Senior notes AAA 300

Gurantee of Senior Notes

Junior notes BBB+ 200

Debt 500

Common Stock 200

Preferred Stock 300

Equity 500

Total Liabilities 1000

Carrying value of total subordinated financial support

Total value of subordinated financial support by Entities other than market
 

 
The notes, issued at face value are all due in three years time. The senior tranche has 
higher rating as the indenture foresees a guarantee from Alef and Gondor, both with 
triple A standing. Junior notes are classed investment grade due to the perceived low 
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risk of an infrastructure project backed by major enterprises with consolidated 
experience and relatively strong balance sheets. 
Pursuant to FIN 46/R Augustus, Asphaltos, and Alef are related parties. In checking for 
the ties between Cementaurea and Gordon Region, which is a governmental entity it 
can be assessed as they don’t practise activities of the same nature, furthermore Gondor 
region does not represent the majority of supplies of Cementaurea that accounts for 
circa 30% of its current turnover. As far as the procurement activities are concerned, 
Sun Freeway will need to launch a tender offer for most of the services being a 
governmental entity. As a result, Alef and its related parties do provide at inception 
sufficient subordinated financial support, where we have supposed that fair values and 
book values coincide. In fact, this is 51% of the total, excluded the Market contribution 
releasing them from applying FIN 46/R qualifying for scope exception. 
With the term Market, we implicitly assume that the holdings are all private; thus (no 
single entity within) the market will be providing subordinated financial support. For 
the scope of determining the primary beneficiary, assuming Sun Freeway is a VIE, we 
believe the fair value of the total subordinated financial support ought to be deducted 
from the market component. Different is the case if institutional investors or similar 
entities, with “significant” holdings, own the stock. In this case significant should be 
treated as “not for sale” stock (e.g. if 2% of stock was owned by a Pension fund with a 
long position on Sun Freeway). 
 

 
Sun Freeway, Capital Structure Rating

Book 

Value
Market

Augustus 

Inv.
Asphaltos Alef Bank Cem.aurea

Gondor 

Region
Total

Senior notes AAA 300 125.0 100.0 75.0
Gurantee of Senior Notes 100.0 200.0 200.0

Junior notes BBB+ 200 70.0 110.0 20.0
Debt 500

Common Stock 200 50.0 25.0 50.0 75.0

Preferred Stock 300 180.0 70.0

Equity 500

Total Liabilities 1000 70.0 25.0 360.0

Carrying value of tot.subordinated financial support 355.0 455.0 70.0 370.0 1250.0

Total value of subordinated financial support by Entities other than market 895.0

As a percentage of total sub. Fin. Support 51% 8% 41% 100%  
 
 
 
The following table represent the fair value of the financial structure of Sun Freeway 
after two years. During this period the civil works industry has experienced a rise in the 
price of raw materials and a slow down of the project due to deteriorating industrial 
relations between Cementaurea and Gordon and strikes in Asphaltos workforce, this 
has increased risk of the entity. Besides, Alef’s tier 1 capital has been decreased due to 
worsening of mortgage backed securities credit quality in other markets, this has 
triggered an additional downgrade of the junior notes of sun Freeway. The result is that 
Sun freeway value of stock has a decrease of 40%; an additional 10% imputable to 
liquidity constraints is attributable to the preferred shares.  
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Sun Freeway, Capital Structure Rating
Book 

Value
Market

Augustus 

Inv.
Asphaltos Alef Bank Cem.aurea

Gondor 

Region
Total

Senior notes AA- 345 143.8 115.0 86.3
Gurantee of Senior Notes 100.0 200.0 200.0

Junior notes B- 195.5 68.4 107.5 19.6
Debt 540.5

Common Stock 120 30.0 15.0 30.0 45.0

Preferred Stock 162 97.2 37.8
Equity 282

Total Liabilities 822.5 68.4 15.0 352.5Fair value of subordinated financial support435.95

Carrying value of tot.subordinated financial support 271.0 436.0 37.8 350.8 1095.5

Total value of subordinated financial support by Entities other than market 824.6

As a percentage of total sub. Fin. Support 49% 4% 39% 100%  
 
 
Fair value of senior debt, which has become more risky, has increased after the Federal 
Bank of Gondor decreased interest rates to ease the first signs of liquidity crunch. 
Current market conditions have favoured a loss of appetite for non-investment grade 
obligations. The effect on junior notes is a fall of 15% value post interest-rate induced 
increase. The proportional allocation of shares and notes is unchanged, so are the bank 
guarantees locked by covenants on the guarantor that prevent the transfer to other 
parties. The bottom line in this case is that after two years Alef and their related parties 
hold an aggregated subordinated financial support that is less than half of the overall 
aggregate level provided by all entities involved. As a result, Augustus, Asphaltos, and 
Alef will need to evaluate their participation in sun freeway pursuant to FIN 46/R. 
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15. Process to applying FIN 46/R to a reporting 
enterprise 

 

he aim of this chapter is to identify and characterise all significant steps required in 
applying FIN 46/R for an entity E59 in the most general of cases.  The following set of 

definitions will be used henceforth; 
 
 
E  : Entity subject to FIN 46/R Interpretation (the reporting enterprise 
 
R(E) : Interest holder in E, generally R is a reporting enterprise 
 
IR(E) : Interest held by R in E 
 
VI(E) : Variable interest in E 
 
PS(E) : Potential Silo in E. If E is a VIE then a PS(E) is also a VIE60.  
 
S(E) : Silo in E, Silo is synonym of distinct VI in specified assets of E61 
 
E* : Entity stripped of assets, liabilities and other contractual ties related to a Silo, 

i.e. distinctive VIE in E 
 
A(.) : (Net) Assets (relevant to a balance sheet item) 
 
fv(.) : Fair value (relevant to a balance sheet item) 
 
EXLS(.) : Expected loss (relevant to a reporting entity) 
 
EXRR(.): Expected residual return (relevant to a reporting entity) 
 
e(.) : Portion of expected losses (relevant to interest holder) 
 
r(.) : Portion of residual return (relevant to interest holder) 
 
{R}E : Group of interest holders in E 

                                                 
59  it is assumed that there are no scope exceptions applicable to E as a whole although it is possible that a scope exception 

will occur for at least one of the Interest holders R(E) 

60  If it was not a VI(E) then it could be consolidated by two different parties 

61  which is a VIE within a VIE provided that E is a VIE 

T 
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Ri
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E

E*

Ij

Ik

S

Ri

I1
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E

E*

Ij

Ik

S

The set of definitions is also represented with the following diagram where the 
relations above apply.   

 
  

 
 

 

 
 
 
 
 
 
 
 
 
 
 
With reference to the following flow diagram, the first stage in applying FIN 46/R 
consists in checking for existence of any reconsideration event, given we are not in 
the circumstance of first adoption. The entity E shall be analysed deeply into all its 
contractual aspects against all information available to determine whether it is a VIE. 
To do so all Ri(E), i.e. all the interest holders in E, need to be ascertained. Generally, 
but not necessarily, R is a reporting enterprise. 
Subsequently, for each Ri(E), all interest held by Ri in E, {IR(E)}62  need to be 
identified. Of this recognized set of reporting enterprises and related interests in E, 
the ones that fall into a scope exception63 need to be excluded from application of the 
Interpretation. Within such subset US GAAP principles shall be applied, other than 
FIN 46/R . 
For each R of the remaining set of interest we need then to assess which IR(E) is a VI 
in E, i.e. VI(E). In general, what we have seen as VI are contractual, ownership or 
other monetary interest in a variable interest entity whose value changes with 
changes in the fair value of the entity’s net asses exclusive of all variable interests. 
 
 

                                                 
62  For each R: I1,I2…Ij…In. 

63  Examples of scope exceptions are non-for profit organisations used for non for profit purposes, some qualifying 
special purpose vehicles, governmental organisations, employee benefit plans, investement companies. 

Ri → E
{I}

{R}E = R1, R2, … Rn

E*=E / S,  E*   S= Ø,  E* US=E

∩

∩

Ri → E
{I}

Ri → E
{I}

{R}E = R1, R2, … Rn

E*=E / S,  E*   S= Ø,  E* US=E

∩

∩E*=E / S,  E*   S= Ø,  E* US=E

∩

∩
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Reconsideration event

        has taken place? N

Y

N

Y

Y

N

                         Ri(E) 

Y

                      a VI(E) ?

N

   Does a PS(E)  exist ? N

Y E* = E

E* = E - PS(E)

END

END

BEGIN

Exclude the interest In, Rm from 

application, apply other GAAP

Identify all interest holders Ri(E) and related 

investments in E, IR(E)

        In , Rm(E) is a VI(E)  ?

A scope exception exists 

for In or Rm ?

for each {Ii} and for each {Rj} do the following:

holds an interest

IJ,Ri(E) which is not 

** PS test **

Isolate IJ from FIN 46/R 

analysis of entity E

1

APPLICATION OF FIN 46/R FOR ENTITY E 
(*)
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       E*< 1/10 fv(A(E*))   ?

Y And there is no reason to believe E* equity is 

                               sufficient to sustain its operations.

   N

        Equity at risk test

          fv(E*)< EXLS(E*) ? N

Y

N

Y

         An Rp(E*) exists :

     e(Rp) > 1/2 EXLS(E*) ? N

  Y

Y          An Rb(E*) exists : 

     r(Rb) > 1/2 EXRR(E*) ?

  N

  (*)     It is assumed that there is no scope expection for E as a whole

`

END

Calculate EXLS(E*)

E is a VI(E) E is not a VI

END

Allocate EXLS(E*) among interest holders which 

have a VI in E*

Rp/b is the primary 

beneficiary

Rp/b to consolidate E as 

per GAAP

Rp/b doesn't exist:  Risk is spread among interest 

holders of VI(E)                                      

All Ri other than Rp/b ,if any, are to disclose 

relationship with E*, if significant

Calc. EXRR(E*)

Apply other GAAP 

to E

For each Ri(S(E)) restart the analysis with S(E) 

being the new entity S = E'

PS(E) if any are S(E)

As a group {R}E* is the 

controlling financial 

interest of E ?

1

       Method 1

       Sufficiency of E*

        Method 2

        E* comparability

        Method 3

        fv(E*)< EXLS(E*)
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15.1 Distinct VIEs (Silo) 

 
Due to a certain complexity in applying this Interpretation, an additional foreword on 
potential silos, or potential distinct VIEs, is due. As we have seen previously a Silo 
S(E), within E being a VIE, is such if and only if E is a VIE. Since we already assessed 
that the FIN 46/R defines S as a variable interest in specified assets of a variable 
interest entity E only if; 
 
1. The fair value of the specified assets is more than half of the total fair value of the 
entity’s assets; 
 

OR 
 

2.  The holder has another variable interest in the entity as a whole (except interests 
that are insignificant or have little or no variability). 
 

It is clear that determining if E is a VIE is not disjointed from determining if E 
contain Silos which make it an interrelated process since the fair value of the interests 
under consideration and the expected losses (residual returns) affect one another, 
hence the introduction of the potential Silo in E, PS(E). 
It is worth noting that given E is a VIE then a potential Silo in E is also a VI(E). For 
purpose of determining the expected losses of the entity E* is here defined as the 
original entity E stripped of assets, liabilities and other contractual ties related to a 
Silo, as indicated hereinafter. 
 

 TEST FOR POTENTIAL SILO (** PS test **)  
 

 

N

Y

N N

  Y   Y

fv A(PS(E))>fv(E)/2  ?

a VI exists Ik in defined 

A(PS(E)) ?

Ri(PS(E)) has also a  non 

insignificant VI in E(**) ?

BEGIN

END

Ri is not a VI(E)

PS(E) is not a Silo

OR

Ri   is a VI in the whole 
entity E (***)

 
(**)    fv(A(PS(E))) << fv(A(E))    →  A(PS(E)) is insiginificant (sufficient condition)

(***)  Ri is VI in the whole entity E therefore PS(E) is S(E) if E is a VI(E)  
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Once the set of variable interest in E, VI(E), has been identified for each IR(E), 
interest held by R in E from {R}E , the group of interest holders in E, a test for 
potential Silo PS-test64 shall be performed. The test is aimed at recognizing the 
presence of a potential VI in defined assets of the potential Silo itself. 
If such VI exist then both the two questions just defined above need to be answered 
for the particular VI, i.e. if Ri(PS(E)) has also a significant VI in E, or also fvA(PS(E)) 
> fv(E)/2. If at least one of the two answers is affirmative then Ri is a VI also in the 
whole entity. Otherwise, Ri is not a VI(E) and PS(E) is not a Silo. 
If PS-test is positive then we extract from E the subset E* constituted by the left  hand 
side of the balance sheet of the entity under consideration stripped by all distinctive 
assets and liabilities relevant to the potential Silo, otherwise E* will coincide with E 
for purpose of determining if the entity is a VIE. 
The next point is to determine for E* the expected losses and expected residual 
returns to assess if the entity stripped of eventual potential silos has its equity at risk. 
However, before we do that the entity’s equity faces will have to face a preliminary 
acid test to asses if it is enough to sustain operations, as we are going to see next. 

 
 

15.2 The “at risk” test 

 
To determine if E*, and ultimately E, is a VIE we can apply one of the methods 
proposed by FASB. In the proposed flow diagram we have indicated one of the 
possible methods which is given by the equation fv(E*)< EXLS(E*). The reader will 
notice that we decided for fair value in valuating total equity of the entity under 
consideration. On this point, FASB is not explicit although we believe that fair value 
is again the only path towards harmonisation of results. Strategic values if shared 
among all investors could also be used but this will violate the US GAAP principle of 
comparability of financial statements. The three sufficiency tests options given by 
FASB are then: 
 
 

• Method 1   The entity E* has demonstrated in previous financial years the 
ability to finance its activities without additional subordinated financial support 

 

• Method 2   The fair value of the equity invested in fv(E*) is greater 
(comparable) than a similar entity that autonomously finances its operations, 
thus without any form of subordinated financial support 

 

• Method 3   fv(E*)< EXLS(E)65 
 
   

ACID TEST: The 3 methods above are subordinated to the sufficiency 
test to determine if entity’s equity is to be considered at risks, which states 
the soft threshold of at least 10% of the Total assets66 

                                                 
64. PS-test is indicated in the main flow diagram as a sub-procedure of the whole process and detailed separately 

65  Method 3 is used in the flow diagram as one of the possible methods and is not meant to be the preferred one. 



 

 
74 

 
 
If the entity passes the acid test which we believe should have been more stringent in 
its definition as there are possibilities to circumvent the requirement because the 
statement ‘unless the equity investment can be demonstrated to be sufficient. The 
demonstration that equity is sufficient may be based on either qualitative or 
quantitative analysis, or a combination of both.’ leaves room for a number of 
interpretations on the flexibility of the inputs used to demonstrate sufficiency. We 
believe a hard floor, like the 10% posed by FASB, should be non-negotiable.  
Downstream the acid test we believe Method 2 is subordinated to Method 1, and both 
should be used in conjunction with Method 3. Although Method 3 looks more 
rational, we believe that Method 1 and 3 shall be used together. We strongly believe 
Method 1 is sufficient only in cases when the entity has a long history of ability to self-
financing. This should be demonstrated re-defining accounts under the new 
principles so that the comparisons are homogeneous. In many industries, this is not 
an easy task, because of business cycles for example. Furthermore, given a strategic 
customer or shareholder is not any longer an investor in E*, the analysis is in most 
cases inappropriate and might need be transferred to the other two methods. 
Method 3 has also its drawbacks due to difficulty to introduce a description with an 
effective distribution of probabilities in the required simulation/forecast. 
As the reader would have probably noticed all three methods embed a degree of 
arbitrariness in the choice of parameters, which we recommend shall be adopted with 
attempt analysis of all fact and circumstances and with professional judgment. 
One thing we believe paramount is that all parties involved shall agree on the 
outcome as conclusions on VIE and related primary beneficiary decision can shift, as 
we will see in detail, the choice of the primary beneficiary. If the “at-risk” test tell us 
that the fair value of the entity under scrutiny is greater than expected losses then, if 
the group of interest holders in {R}E* has a controlling stake,  E is not a VI and other 
US GAAP shall be applied.   
As we have seen before it is of vital importance to stress the fact that controlling stake 
needs be meant in broad financial terms and not purely controlling- percentage wise. 
For example, if in some cases 51% of common stock is the obvious sufficient condition 
for {R}E* to be also the controlling financial interest; in others there exist instruments 
which are to be intended part of the equity (but not necessarily stock) as they 
withhold rights and obligations towards other investors. In fact a contractual 
obligation to absorb expected losses does not reflect on voting rights but still can 
render the perspective {R}E* a non controlling financial interest. Provided that either 
Equity at risk for E* is not greater than expected losses or that there is no {R}E with 
characteristic of controlling financial interest into E, then E is a variable interest 
entity, this implies also that any PS(E) is a Silo S. 
To complete the process, for each S, which is now a distinct VIE, we need to identify 
all Ri(S(E)) and then restart the analysis with S(E) being now the new entity67. 
The final stage to close the implementation of FIN 46/R is to determine if there is a 
primary beneficiary for the VI in E.  

                                                                                                                                                                           
66  From FIN 46/R ‘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.’ 

67  i.e. assigning S  to E' which becomes in turn the new object of the same process of application of FIN 46/R 
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To do so we need to allocate expected losses EXLS(E*) among interest holders which 
have a VI in E*. Among these group, if we are able to identify an interest holder 
Rp(E*) such as its relevant portion of expected losses which is more than half of the 
expected losses of E*, i.e. e(Rp) > 1/2 EXLS(E*) then Rp(E*) is by definition the 
primary beneficiary. If Rp cannot be found then analogously an expected residual 
return analysis shall be performed on E*. If an Rb(E*) exists such as its portion of 
residual return (relevant to interest holder) is more than half of the expected residual 
returns of E*, i.e. Er(Rb) > 1/2 EXRR(E*), then Rb shall be the designated primary 
beneficiary. If a primary beneficiary for E exists then it shall consolidate E as per US 
GAAP, otherwise if Rp/b is not present, the entity E is meant to be sufficiently 
spreading risk among all interest holders of the VI(E). We believe the threshold of 
50% could be seen a bit like a conservative choice, especially given the objective for 
which FIN 46/R has been designed for. This could have been proposed as a 
percentage over the second beneficiary to give more certainty to the consolidation 
(i.e. if primary beneficiary higher expected losses are more than 20% higher than 
second beneficiary then primary beneficiary is to consolidate). Ultimately all Ri, other 
than Rp/b if any, are to disclose their relationship with E* if significant. This closes 
the process of application of FIN 46/R for a reporting entity E. 

 
 
EXAMPLE:  Effect of hybrid financial structure and incongruence of 
results with previous US GAAP 
Enterprise A and enterprise B participate with 49% and 51% respectively in the 
entity AB. A’s stock is fully paid in, instead B’s is partly compensated by services 
rendered by B to the entity. The services are accounted in the books at fair value (for 
250) and the stake of capital paid in to AB’s assets is offset by the same amount. 
Once the needed level of treasury cash is set for daily operations (475) the rest 
together with debt is used by entity to purchase property for 950 financing part of 
the acquisition with non-recourse loan and a mezzanine-collateralised loan. The 
stock is divided into 5000 shares at 35Cents each. AB is floated in the NASDAQ 
market at inception and the value of shares is equal to the book value. 
 

Property 5000.0 3750.0 Nonrecourse Loan 

Fee to B 250.0 729.2 Mezzanine collateralised loan

Cash 979.2

857.5 Equity A
892.5 Equity B

1750.0 Equity

Total Assets 6,229.2 6229.2 Total Liabilities

+      Entity AB      -

 
 
 

The mezzanine instrument  is comprised of three components, each of which is part 
of the hybrid subscription, pro-quota:  
1) a subordinated bond feature accounting as a straight bond for 40% of loan book 
value; 
2) a second convertible feature, exercisable at owner’s option, that allows to 
exchange the bond at a pre-determined rate into equity (2b:1e),accounted at market 
value; 
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3) a third fraction including a warrant for the purchase of additional 1000 shares 
at the price of BV+15%. 
The mezzanine instrument is subscribed by three financers: Blacksands a private 
equity fund (85%), institutional investors (10%), and a pension fund (5%). 

 
The object of this example is to establish if AB is a VIE at inception and after a 
period when the stock price respectively has risen of 10 and 20%.  
 
An analysis is performed on expected profitability indicating expected losses for 
1600 
To establish if AB is a VIE, enterprise A and B need to assess equity at risk. Pursuant 
FIN 46/R AB is required to deduct any contribution in kind such as the service fees 
paid to B, which results in having provided part of the equity in kind. In doing so 
fees at fair value are subtracted. 
 
 
CASE A, INCEPTION 
Equity at risk after the due deduction is 1500 hence AB is a VIE. 
 

AB, Equity 'at Risk'

Percentage of Stock held by A 49%
Percentage of Stock held by B 51%

NOSH 5000
face value 0.35

Book value of Equity 1750

Fee to B 250
EXLS 1600

Equity at risk 1500.0

The collateral of the loan is only shares

Warrant gives the right to the holder to buy shares at agreed price

Covertible bond allows the issuer to convert in shares for a predetermined ratio 2:1  
 
 
 
CASE B-1, AB price is 10% higher than book value 
Over a certain period, the stock price has increased its value of 10%. This does not 
cause to  trigger the mezzanine-collateralised loan to swap the convertible feature 
and to execute the warrant component in the purchase of shares (still at a 5% 
premium over market price) as per table below, 
 

Mezzanine collateralised loan BV MV=BV+10% MV=BV+20%

Value increase 0% 10% 20%

1) Bond Feature @ 40% of Loan BV 291.7 291.7 291.7
2) Covertible Bond to Equity feature (2b:1e) «up to 25% of Equity» 437.5 481.3 525.0
3) Warrant component, option exercise ( to buy up to 2000 shares at BV+15% (from A,B)) 0.0 0.0 805.0

Mezzanine Value 729.2 772.9 1621.7  
 
 
The reader will notice that in this case, the pension fund could decide to exercise all 
or part of its warrants, no matter their value, in order to gain to sit in the board 
and influence the future of AB to maximise shareholders’ value.  
As can be seen in the table below such an increase does change the shareholder 
composition, however B remains the first shareholder. The expected losses this time 
are less than the equity at risk therefore AB is not a VIE and there is no need to 
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consolidation pursuant FIN 46/R, however if there are other FASB/US GAAP 
principles which could lead to consolidation of AB this would be B being the 
shareholder that absorb the most of the EXLS. 

 
NOSH by shareholder NOSH % NOSH % NOSH %

A 2450 49.0% 1838 36.8% 858 17.2%

B 2550 51.0% 1913 38.3% 893 17.9%
Blacksands 0 0.0% 1000 20.0% 2600 52.0%

Institutional Investors 0 0.0% 188 3.8% 488 9.8%

Pension Funds 0 0.0% 63 1.3% 163 3.3%
Total number of shares 5000 100% 5000 100% 5000 100%

Market Value of Equity 1750 1925 2100
Value of Equity at risk 1500.0 1675.0 1850.0

EXLS 1600 1600 1600

AB is a VIE? Yes No No  
 
 

As per the base case with the due deductions we still come to an equity at risk 
greater than the Expected Losses, thus AB is not a VIE. 
 

EXLS by shareholder BV MV=BV+10% MV=BV+20%
EXLSS A 784 588 274.4
EXLSS B 816 612 285.6

EXLSS Blacksands N.D. 320 832

EXLSS I.I. N.D. 60 156

EXLSS Pension F. N.D. 20 52

Total EXLS 1600 1600 1600

Primary Beneficiary FIN 46/R B None None

Other GAAP Consolidator B None/B Blacksands  
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CASE B-2, AB price is 20% higher than book value 
 
Analogously to the previous case, the mezzanine valuation is affected by the stock 
price although pure economic convenience is not always the only rationale as we 
have seen before. We have assumed in this case that all investors have aimed to 
exercise fully their options that yield to Blacksands to become the primary 
shareholder.  
The results are highlighted in the table above 68, 
The interesting result of the conversion, after the due deduction for the portion of B’s 
equity not at risk, is not only that total value of equity at risk is more than the 
expected losses, hence AB is not a VIE, but also that without FIN 46/R AB ought to 
be consolidated by Blacksands (i.e. according to previous US GAAP practice).  
 

 
 

15.3 “Significance” in Profitability analysis  

 
In this paragraph, we are going to expose our comments on some interpretative 
issues regarding FASB guidance on profitability analysis, namely determination of 
expected losses and expected residual returns. We will do so starting from losses; the 
same concepts apply to residual returns. 
An equity-like investment, subject to only part of pro-quota losses has to be estimated 
to resolve whether the potential loss is significant, as compared with the investment 
made at inception69. For pro-quota losses, we mean losses that are born by the holder 
of the interest in the same percentage as the consideration held in the entity. 
We believe that significance, in this context has to be considered when initial 
investment is comparable with its losses allocation. We believe a standard of 
comparability ought to be drawn to make the evaluation criterion uniform across 
different entities. Certainly, at least as a hard ceiling, if the equity investment is 
subject to total loss then evidently it participates significantly in it. We think 
significance needs then to be derived from the facts and circumstances involving the 
enterprise and its relative positioning in the competitive arena, including the stage of 
maturity of the industry where the entity operates. In particular, we think the 
following variables should be taken into consideration: 
 

• Growth stage of industry; 

• Business cycle; 

• (Relative) market share. 
 
This, we believe is nonetheless a soft ceiling for Interpretation of “significantly” which 
is our advise shall be both considered in absolute terms as a pre-condition and pro-
quota for completeness of judgment. Also for residual return analysis, the decision of 
whether the investment is “at-risk” in some instances is relative to the size of the 

                                                 
68  A number of shares object of future potential conversion/purchase ought to be kept  in a fund which is still part of 

equity but cannot be sold on the market and notably, amongst other things, reduces overall liquidity, this is left 
implicit in the BS of AB not adding any value to the example. 

69  or alternatively investment at a reconsideration event. 
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stakeholders, especially when their proceeds are capped, or limited by options and 
other contractual obligations, towards other investors in the entity. 
 
 

Related parties' probability of default  

The Interpretation does not suggest ways to cope with cross-defaults of related 
parties that are both investors in the same entity under evaluation for establishing 
“at-risk” status of their consideration. This is a delicate point that we believe is one of 
next frontiers towards which FIN 46/R could be brought. 
We are aware that is rather difficult in some cases to judge the probability that one 
enterprise having investment at risk, will be in financial distress only because of the 
high default probability or known temporary inability70 of a related investor to cover 
(part of) its losses in the entity under scrutiny. On one hand, notably, a detailed 
analysis must encompass not only all possible pairs of investments but also multiple 
combinations of default or near default events among investors, which lead to a 
practically unviable analysis, as soon as the number of investments exceeds the single 
digit. On the other hand the inability to pay back debt ,or more generally to fund 
losses, should not be simply superseded in evaluating whether the investment is 
measured to be “at risk” although this can be a good first degree of approximation 
and often the only practicable way. 
We believe accounting bodies on both sides of the Atlantic should decide whether it 
would be worth devoting extra efforts to enhance the information that allows taking 
decisions with a higher degree of confidence on this regard. We believe this is feasible 
if a detailed categorization is done in order to leave a small number of degrees of 
freedom in applying the Interpretation, thus avoid wide variability in reporting. As 
we stand now, we believe this issue is still to be resolved. 
 
 

Payout rate and at-risk test 

We believe that one of the major discerning elements to decide if a hybrid instrument 
is to be considered at risk or, in other words, is to be classed as equity for “equity at 
risk” test purpose within FIN 46/R, remains its payout as compared with the risk-free 
rate of return. This is not an inclusive criterion as there can be low payouts that need 
to be added of hidden components pertaining to transactions amongst parties 
external to the entity under consideration and, as such, should be part of the 
valuation (although this way might in some cases result technically impracticable). 
From another angle, other channels that explain differential in the risk/return ratio 
may exist, shifting the real nature of the instrument that normally would be classed 
differently. For example, preferred stock might be judged not to participate 
significantly in the entity’s profits if the fixed portion of dividend is of the same order 
of magnitude of the enterprise’ weighted averaged cost of debt.71  
An exhaustive analysis should consider how the instrument behaves contractually 
when varying the return of assets of the entity under consideration, all possible 
combinations of events need be considered, including rights to sell (or obligations to 
purchase) portions of the same consideration under analysis to other stakeholders. In 

                                                 
70  The case of known bankruptcy is not and should not be treated treated by FIN 46/R 

71  Kd should be calculated at fair value 



 

 
80 

addition, all de facto agent/principal relationships need to be thoroughly investigated 
together with close business relationships. 
 
 

Valuation methods, freedom of choice  

As far as the conversion from book value to fair value is concerned, in particular to 
determine whether the equity investment at risk is sufficient, FASB does not put 
methodological constraints. This implies that the reporting entity will need to 
determine the best tool for unbiased valuation, which instead we think might have 
been more strictly routed by FASB in connection to other FIN Interpretations to 
avoid judgment distortions. Each valuation method, being a simplification of reality, 
has embedded degrees of freedom in the choice of inputs. In some cases, the deadlock 
can be mitigated by employing both the experienced valuation consultant and the 
external auditor, called to fulfil the task of certification on behalf of the reporting 
entity. 
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16. Effective date 
 

ASB issued the final version of FIN 46/R Interpretation during December 2003. 
With few exceptions, all reporting entities under FASB publicly listed or not, 

should already be implementing FIN 46/R Interpretation by the end of the first 
reporting period ending after 15th December 200472, meaning the first annual report 
aligning all different types of entity is for financial year 200573.  

 

                                                 
72  Enterprises and other entities subject to SEC regulation are subject to the Interpretation in object as of first 

reporting period ending after 15th December 2003. 

 

73  For financial year ending 31st December 2005 or first semester 2006. 

 

F 
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17. Arising practices in expected variability 
computation  

 

robably the most daunting aspect of FIN 46/R Interpretation lies in the practical 
aspects of computation of the expected variability of a variable interest. As we 

have seen, the concepts of expected losses and residual returns are not proper of the 
accountancy function, but rather the result of a stochastic analysis, coupled with 
needed insight on the business and its relations with interest holders and risks 
related to it. We mean not only the industry specific ones, but also those related to 
financing requirements, which need somehow a paradigm shift in the accounting 
function and the use of judgment from the valuation expert called to advise in 
predicting the probability of occurrence of probable scenarios. 
As expected losses and residual returns are not US GAAP measures, they represent 
total expected variability of discounted cash flows74. The Interpretation provides that 
all possible risks be taken into account in the determination of cash flows so that the 
discount rate is the risk free rate. These cash flows must be operative cash flows 
comprehensive of each and every risk that the entity might face because of the 
assumptions considered as the basis for the estimate. 
At three years from inception of this Interpretation, FASB issued FSP 46/R-S, which 
represents the FASB staff position (FSP) addressing how a reporting enterprise 
should determine the variability to be considered in applying FASB Interpretation 
No. 46/R. Although, this position does not in our opinion, provide sufficient 
boundaries in defining a framework to compute expected variability for applying the 
Interpretation provisions. 
Within these degrees of freedom left by FASB, it looks like three arising methods, at 
least, are taking the lead in common practice with regards to expected variability 
computation: Fair Value Method, Cash Flow Method and a simplified variant which 
goes under the name of Cash Flow Prime. 
 
 
Fair value variability method  
This first method consists in adhering to FASB definition which states that a VIE 
variability is given by variability of its net assets excluding the variability of any 
residual VI in the entity E. Fair value variability consists in assessing whether or not 
there is a change in distributable cash flows for the entity . According to this method 
the practitioner is called to define a reasonable set of scenarios where the cash flows’ 
outcomes are discounted according with a defined set of interest rate prospects, all of 
these occurrences are weighted by a certain probability of occurrence. The reader will 
notice that in most cases the practitioner faces the challenge to foresee a reasonable 
range for the interest rate environment, the possible scenarios, and the probability to 
assign to each of theses scenarios, creating an order of arbitrariness that is threefold. 
The discounting of the cash flows is done, for consistency, using the same yield curve 
drawn to calculate the cash flows. In applying this method, we might incur difficulties 
arising from interim changes in value of assets, or cash flows arising from the 
analysis, which are assumed for sake of simplicity to be synchronic. It is evident that 

                                                 
74  In this way also profitable entities with positive outlook will have expected losses not to confound with economic 

losses or US GAAP losses. 
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in reality this is often not the case as the cause and effects are either contractual or 
bound to a certain level of arbitrariness, in the priority of manifestation. These 
indisputable drawbacks introduce a further source of variability, which only on a first 
degree of approximation can be left out, not always with full satisfaction of the 
original objective of the method which is to determine the plausible effects of 
variability. 
 
 

X FV
 Cash flow variability/or cash flow expressed in terms of expected losses or 

expected residual returns; 
  

kj
P

,
 Probability of occurrence of scenario j (among the M chosen scenarios) and 

corresponding interest rate yield value for defined j time interval (among the 
N possible yield curves of the interest rate environment chosen) ; 
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 Interest rate corresponding to the status
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Cash flow (variability) method 
In calculating expected residual returns and expected losses, the cash flow method 
reflects the previous one in all but one assumption - the cash flows are discounted in 
line with the risk free yield curve in force at valuation date. 
Bearing in mind the previous method, our considerations are reflected mutatis 
mutandi in the cash flow method. The use of risk free yield curves is meant to be the 
forward risk free interest rate curve as the analysis should take into account all source 
of variability. This simplification reduces accuracy of this method. 
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Cash flow prime variability method 
A further simplification of the cash flow approach is given by the so-called cash flow 
prime method, which is becoming more widespread in common practice. Its residual 
assumptions are: 
Cash flows are not dependent of the interest rate environment, which is not a 
scenario variable any longer 
The discount rate used to calculate the net present value of the “prime” cash flows is 
taken from a fixed yield curve (i.e. single interest rate environment). 
Nonetheless, very practical as this method may sound, it is completely oblivious of 
the interest rate risk, negating the essence of incorporating interest risk in the 
expected variability of the variable interest, which is a precondition to discount the 
cash flows at risk free rates75. Only partial exception to this comment is brought by 
the case where the entity by design has obtained appropriate hedging of interest rate 
variability through ad hoc contracts, such as interest rate swaps, and is not meant to 
create such risk and/or to pass it through as variable interests. We said partial as in 
some of these cases seen in the example swaps contract or in other exotic 
arrangements, are in some instances creating variability rather than absorbing it. 
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75  which now should need a risk premium to add the interest rate risk yielding to a contradiction in terms. 
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18. Disclosure requirements 

 

or what concerns disclosure (by the reporting enterprise) Whether or not the 
primary beneficiary of a variable interest entity deems that the variable interest 

held is significant or insignificant, it needs to disclose nature, purpose, size, and 
activities of the variable interest entity. 
In addition, if the variable interest is not the primary beneficiary, then the reporting 
enterprise must anyhow disclose: 

 
1. Nature of its involvement with the entity and date when this began; 
 
2. Exposure to loss due to the variable interest holder’s involvement with the 

entity. 
 
 
The primary beneficiary of a variable interest entity needs instead to disclose  

 
1. the carrying amount of consolidated assets that are collateral for the 

variable interest entity’s obligations; 
 
2. Any lack of recourse by creditors/interest holders of a consolidated 

variable interest entity to the general credit (senior) of the primary 
beneficiary. 

 
 

F 
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19. Conclusions  

 
IN 46/R improves the balance of power between creditors and equity holders, 
tilting it towards the formers by escalating consolidation potential and in any 

case increasing disclosure. This comes at the expense of a burdensome and invasive 
accounting principle, which needs involvement at a strategic level and gives birth to 
comprehensible reluctance to disclosing confidential information by CFOs of 
reporting entities that are bound to further questioning when potential 
misalignments of the results in common investments are involved. 
This Interpretation represents a major revamp within many industries, due to 
differences in previously consolidated practices and remains of difficult auditing, 
essentially attributable to interference between required estimate of future 
commitments and willingness to disclose private information that are the basis 
thereof. 
Lack of a wide theoretical architecture and excessive freedom in the choice of inputs 
to compute all possible scenarios for the determination of expected losses and 
residual returns is at loss to the main research question, which was to establish 
whether FIN/46 brings value relevance to the financial statements.  
Excessive arbitrariness, mainly in the choices of exogenous parameters for the 
forecast of all possible scenarios is the obvious answer, a new and value relevant path 
the evident remedy. We believe the way out can be provided by introducing a set of 
parameters that ought to be controlled by the standard setter or demanded to other 
independent agencies, e.g. risk premiums, to leave in this regard only the projection 
of future cash flows to the reporting entity’s responsibilities. We think FIN 46/R does 
not bring about a sufficiently dependable use of enterprise inputs to determine free 
cash flow; discretion, in fact should be contained within the choices pertaining 
uniquely to corporate decisions for benefit of value relevance. Finally, we believe FIN 
46/R as is, still cannot be judged as being a financially robust Interpretation and we 
believe the proposed improvements to our findings, together with the qualifications 
given in this paper, can bring benefit to its refinement. 
Following our analysis the detailed answer to the specific research questions have 
brought us to the following conclusions and what we believe advances; 
 

 
1. As far as scope exceptions are concerned, we believe that this class should be 

reconsidered by FASB starting from all SPVs that, because of residual scope 
exceptions, still fall outside the obligations of this Interpretation. An example 
is given by the conduits involved in life insurance businesses; we do not see 
why these vehicles should be let outside the scope of the Interpretation. 

 
2. Concerning the appraisal of the concept of ‘non significant investment’, FASB 

leaves the decision to the interpretative judgment of the reporting entity. We 
consider that a test should instead be performed, based on given standard 
setter numeric thresholds. We believe the same should be based both on 
relative measures referring to sizes of the considerations held in the entity and 
to polarisation of risk/return based on EXLS/EXRR, at least whenever this is a 
viable route, considering all obtainable information from the VIE. 

 

F 
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3. The deconstruction of the notion of control reflects today’s corporate finance 
trends; though still potential uncertainties arise from alignment with judicial 
framework, especially when financial distress occurs. In fact, if for example the 
VIE consolidating model yields a different primary beneficiary, other than the 
one originating from a voting interest model, a form of common control 
originates. 

 
4. In the amount of goodwill originating from business combinations, as we 

stand from FASB proposed framework, exception is made to its recognition by 
the primary beneficiary who exercised previous voting interest model control 
or for which control de facto occurs shortly before/after the triggering 
transaction is enacted. In this case, carrying-values shall be used to avoid 
recognition of extraordinary items. We believe as well that the term ‘shortly’ 
used in this context ought to be better circumstantiated to avoid 
misinterpretations from the reporting entity and to clear the way from ad hoc 
circumventing transactions that would water down value relevance of the 
results. 
In applying FIN 46/R to entities which are businesses affected by business 
combinations, it is worth noting that goodwill originating from target VIEs is 
amplified by current leverage of the target, which in turn increases the net 
total assets of the acquirer. Thus, FIN 46/R in most circumstances has, all else 
being equal, an -indirect- effect of extra leveraging debt to detriment of 
shareholder’s equity. 

 
5. Regarding the type of information that ought to be used by the reporting 

entity, we would suggest the standard setter to be more stringent on the class 
that should be provided and the consequent disclosure thereof. This can only 
be achieved by clearly separating market risk that leads to fair values and 
entity specific assessment of risk which yields to value-in-use ones. We 
strongly believe FASB shall leave only the latter to the reporting entity making 
a step towards the introduction and ownership of other market risk 
benchmarks that, we are of the advice, cannot be the reporting entity’s burden. 
This should not be an impediment to other valuation aspects proper of this 
Interpretation. In fact, whenever there is a comparison to be carried out 
between different sources of information then the standard to be use in 
valuating equity shall remain fair value. We believe this is not only the best but 
the only possible choice, given the need to compare values for multiple entities 
with different strategic values and to compare their equity investment 
originated at different times; hence with different US GAAP carrying values.  

 
6. Although FIN 46/R through CON 7 paves the way for the correct 

implementation of these models to forecast future entity variability, we think 
the theoretical framework is too generic not to leave the door open to 
uncertainties. These will in turn result to lack of value relevance for the whole 
consolidation model, not to mention the consequences revolving around the 
consistency cornerstone that this Interpretation should serve as guide to. 

 
7. We believe FASB introduction of non-previous US GAAP measures, such as 

EXLSS/EXRR needs to be backed by a more robust theoretical architecture. 
Given that in practice the reporting enterprise cannot estimate all possible 
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outcomes, and their probability of occurrence within all financial market 
circumstances, it should be left by FASB only with the task to give its best 
estimate of future outcome variability. This is in line with the discounting of 
the statistical mode of its cash inflow series (net income) seen as a random 
variable. The most viable method to estimate VIE variability (EXLS/EXRR) 
ought to be used being the cost of capital one; doing otherwise, i.e. by using Rf 
as per FIN 46/R, VIEs would not only avert from the principle of consistency 
but also tend to overstate income variability valuations, favouring 
consolidation according to FIN 46/R risk/reward model. Although FASB is an 
accounting body, and not a financial authority, the choices related to market 
rates of return to calculate weighted cost of capital (WACC), should be 
demanded to an opportune finance body.  In this way, reporting entities that 
are already computing WACCs for financial analysis purposes will have also 
their life eased, as they will be required to calculate the best estimate of 
uncertain cash flows from their risky assets, rather than discounting at the risk 
free rate a certainty equivalent, an unfit concept for any non-trivial example of 
corporation. 

 
8. We believe that none of the valuation methods variants proposed by FASB, in 

its explicative notes FSP 46/R-S is concretely facing the key issue of the 
determination of the discount interest rate and the arbitrariness of probability 
of occurrence of the scenarios. In addition, FASB does not clarify the risk free 
rate to be used, which we think, is the forward risk free interest rate. 

 
9. The cost of capital for private enterprises makes use of sensitivity correlation 

coefficient of the enterprise return over the market return (beta coefficient). 
Although the method reflects the one used for listed entities this is of difficult 
estimate, nonetheless it represents a better way, in our view, to reach for 
clarification of methodology and standardisation of the results, again for sake 
of the accounting principle of consistency and, most of all, for value relevance. 
In this way, the reporting enterprise is stripped off the onerous task of taking 
into account all market risks that are exogenous to the enterprise estimation 
process.  

 
10. In determining VIEs primary beneficiary, attention must be paid in identifying 

all business relationships that, despite being outside the books, still represent 
a close-business relationship as defined by FASB. These include direct and 
indirect business interests with (US GAAP) related parties and de facto agents, 
which shall be disclosed and accounted as they were VIE’s direct interest, for 
purpose of determining the primary beneficiary. 
Interesting to notice that when fees from related parties are to be assessed to 
decide for eventual deduction of the equity at risk, the level of exclusion from 
the same equity at risk stops at first degree of relation, i.e. the indirect related 
parties which provide debt or any guarantee thereupon still are considered by 
FASB at risk. 

 
11. The algorithm we have proposed describing the application of FIN 46/R for a 

reporting enterprise shows that the process of identifying the variable interest 
entity can be highly cyclical, as opposed to cause-effect, bringing about 
difficulties brought about by assets that are both generating and absorbing 
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variability in different circumstances, hence their categorisation is at jeopardy 
of being ambiguous. 

 
12. In the process for determining if the reporting entity is a VIE, FASB develops 

also the ‘at risk’ test, highlighting once again the relevant weaknesses of the 
concepts of ‘previous ability to finance operations without subordinate 
financial support’ and ‘comparability with other similar entities which 
autonomously finance themselves without subordinated support’. We believe 
the "at risk test" should only be a numeric one to iron out misinterpretations 
and gain in relevance consistency. When the decision to assign the primary 
beneficiary role is not clear cut, as it could be seen as different for variable 
interest holders in the same entity under scrutiny, FASB foresees that the 
interest holder which has a portion of expected losses (residual return) higher 
than 50% of the overall entity’s losses (return), shall consolidate the VIE. 
Otherwise, the VIE is meant to be spreading risk and reward across the pool of 
investors. In this regard, we believe the threshold of 50% is a rather 
conservative choice, especially given the objective for which FIN 46/R has 
been designed for. This threshold could have been in our advise proposed as a 
percentage over the second beneficiary, to give more certainty to the 
consolidation (i.e. if primary beneficiary highest expected losses are more than 
20% higher than second beneficiary then primary beneficiary is to 
consolidate). 
Another source of difficulty in applying this principle is given by, the at times 
complicated task of discerning FASB conditions by whether an investment is 
to be considered at risk or not. There are in fact instruments that share both 
the characteristics of equity and debt; in these cases an attempt analysis of 
payouts needs to be performed in comparison with risk free rate, to assess all 
possible occurrences given by the contractual indentures. As a common 
ground, instruments with higher return rates than risk free are necessarily 
accompanied with greater risk so that the same is to be classified as equity at 
risk. 

 
13. As far as the conditions to determine if the entity has sufficient equity to 

sustain its operations without financial support are concerned, we believe a 
hard floor, like the 10% posed by FASB, should be a non-negotiable 
discriminating factor. This is according to our view the only precondition to 
accept non-quantitative test which burden of proof is left to the reporting 
entity in establishing self-financing ability of the entity and/or comparability 
of the same with other entities with histories of self-financing equity. 
Otherwise we think there could be a risk of abrupt domino effect arising from 
flawed a trouble shared is a trouble halved views, which market turmoil of 
this decade have unfortunately made us used to.  

 
14. Finally, we would like to close by making a forecast on long-term 

developments we envisage this Interpretation will bring forward; by starting to 
think which of the VIEs stakeholders will be bound to be the most 
disadvantaged. This is we believe is the class of primary beneficiaries of 
smaller sizes that will have either to recourse to more lending, to cover for 
capitalisation requirements and increased financial leverage, or face financial 
distress. Both cases are forbearers to industry consolidation and globalisation. 
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While the class most favoured will be the banking industry, notably the same 
will face prior consolidation arising from known capital requirements increase. 
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20. Appendix, definition of business for use in FIN 
46/R 

 
 

A business as opposed to a productive asset is define by FASB for use in FIN 46/R as a 

collection of assets which represent 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 inputs,processes applied to those inputs 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. 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 

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 

The existence of systems, standards, protocols, conventions, and rules that act to 

define the processes necessary for normal, self-sustaining operations, such as 

 strategic management processes, 

operational processes, 

resource management processes. 

 

Outputs 

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

 

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. 

 

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. 

 

CON 6 HIGHLIGHTS 
Elements of financial statements are the building blocks with which financial 

statements are constructed—the classes of items that financial statements comprise. 

The items in financial statements represent in words and numbers certain entity 

resources, claims to those resources, and the effects of transactions and other events 

and circumstances that result in changes in those resources and claims 

This Statement replaces FASB Concepts Statement No. 3, Elements of Financial 

Statements of Business Enterprises, expanding its scope to encompass not-for-profit 

organizations as well 

This Statement defines 10 interrelated elements that are directly related to measuring 

performance and status of an entity. (Other possible elements of financial statements 

are not addressed.) 

Assets are probable future economic benefits obtained or controlled by a particular 

entity as a result of past transactions or events.76 

                                                 
76  Emphasis ours 
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Liabilities are probable future sacrifices of economic benefits arising from  resent 

obligations of a particular entity to transfer assets or provide services to other entities 

in the future as a result of past transactions or events.  

Equity or net assets is the residual interest in the assets of an entity that remains after 

deducting its liabilities. In a business enterprise, the equity is the ownership interest. 

In a not-for-profit organization, which has no ownership interest in the same sense as 

a business enterprise, net assets is divided into three classes based on the presence or 

absence of donor-imposed restrictions—permanently restricted, temporarily restricted, 

and unrestricted net assets. 

Investments by owners are increases in equity of a particular business enterprise 

resulting from transfers to it from other entities of something valuable to obtain or 

increase ownership interests (or equity) in it. Assets are most commonly received as 

investments by owners, but that which is received may also include services or 

satisfaction or conversion of liabilities of the enterprise. 

Distributions to owners are decreases in equity of a particular business enterprise 

resulting from transferring assets, rendering services, or incurring liabilities by the 

enterprise to owners. Distributions to owners decrease ownership interest (or equity) 

in an enterprise. 

Comprehensive income is the change in equity of a business enterprise during a period 

from transactions and other events and circumstances from non-owner sources. It 

includes all changes in equity during a period except those resulting from investments 

by owners and distributions to owners.  

Revenues are inflows or other enhancements of assets of an entity or settlements of its 

liabilities (or a combination of both) from delivering or producing goods, rendering 

services, or other activities that constitute the entity's ongoing major or central 

operations. 

Expenses are outflows or other using up of assets or incurrences of liabilities (or a 

combination of both) from delivering or producing goods, rendering services, or 

carrying out other activities that constitute the entity's ongoing major or central 

operations. 

Gains are increases in equity (net assets) from peripheral or incidental transactions of 

an entity and from all other transactions and other events and circumstances affecting 

the entity except those that result from revenues or investments by owners. 

Losses are decreases in equity (net assets) from peripheral or incidental transactions 

of an entity and from all other transactions and other events and circumstances 

affecting the entity except those that result from expenses or distributions to owners. 

The Statement defines three classes of net assets of not-for-profit organizations and the 

changes in those classes during a period. Each class is composed of the revenues, 

expenses, gains, and losses that affect that class and of reclassifications from or to 

other classes. 

Change in permanently restricted net assets during a period is the total of 

contributions and other inflows during the period of assets whose use by the 

organization is limited by donor-imposed stipulations that neither expire by passage of 

time nor can be fulfilled or otherwise removed by actions of the organization, other 

asset enhancements and diminishments during the period that are subject to the same 
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kinds of stipulations, and reclassifications from (or to) other classes of net assets 

during the period as a consequence of donor-imposed stipulations. 

Change in temporarily restricted net assets during a period is the total of (a) 

contributions and other inflows during the period of assets whose use by the 

organization is limited by donor-imposed stipulations that either expire by passage of 

time or can be fulfilled and removed by actions of the organization pursuant to those 

stipulations, (b) other asset enhancements and diminishments during the period 

subject to the same kinds of stipulations, and (c) reclassifications to (or from) other 

classes of net assets during the period as a consequence of donor-imposed 

stipulations, their expiration by passage of time, or their fulfillment and removal by 

actions of the organization pursuant to those stipulations.  

Change in unrestricted net assets during a period is the total change in net assets 

during the period less change in permanently restricted net assets and change in 

temporarily restricted net assets for the period. It is the change during the period in 

the part of net assets of a not-for-profit organization that is not limited by donor-

imposed stipulations. Changes in unrestricted net assets include (a) revenues and 

gains that change unrestricted net assets, (b) expenses and losses that change 

unrestricted net assets, and (c) reclassifications from (or to) other classes of net assets 

as a consequence of donor-imposed stipulations, their expiration by passage of time, 

or their fulfillment and removal by actions of the organization pursuant to those 

stipulations.  

 

The Statement also defines or describes certain other concepts that underlie or are 

otherwise closely related to the 10 elements and 3 classes defined in the Statement.  

 

Earnings is not defined in this Statement. FASB Concepts Statement 5 has now 

described earnings for a period as excluding certain cumulative accounting 

adjustments and other non owner changes in equity that are included in 

comprehensive income for a period.  

The Board expects most assets and liabilities in present practice to continue to qualify 

as assets or liabilities under the definitions in this Statement. The Board emphasizes 

that the definitions neither require nor presage upheavals in present practice, 

although they may in due time lead to some evolutionary changes in practice or at 

least in the ways certain items are viewed. They should be especially helpful in 

understanding the content of financial statements and in analyzing and resolving new 

financial accounting issues as they arise     
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