













































































For annual and interim fiscal periods before the consolidation guidance be-
comes effective, an enterprise that is the primary beneficiary of, or has a
significant ownership interest in, an SPE should disclose general information
about its relationship with the SPE and the nature and purpose of the SPE.
Enterprises that have determined they are primary beneficiaries should also
disclose the expected effects on future periods’ financial statements of consoli-
dating SPEs, if known.

The Guideline should be applied to all SPEs created after the date it is issued.
For SPEs created before that date, the consolidation guidance should be applied
to those SPEs still existing as of the beginning of the first annual or interim
fiscal veriod beginnine on or after Aoril 1. 2003. The effect of initiallv avolv-



The AcSB intends that the effect of applying the requirements for consolidation in
the proposed Guideline be the same as the effect of applying the proposed FASB
Interpretation. However, some features of the proposed Guideline differ from
corresponding material in the FASB’s proposed Interpretation. The more significant
differences between the Canadian and US proposals are:

The proposed Guideline provides guidance for applying Section 1590, whereas
the proposed FASB Interpretation provides guidance for applying current US
standards for consolidation. Accordingly, some of the explanatory material
connecting the basic principles for consolidation with the specific requirements
of the proposed guidance differs.

In the definition of “substantive operating enterprise” in paragraph 5(a), the
proposed Guideline refers to “a business that has sufficient equity.” The
corresponding definition in the proposed FASB Interpretation refers to an
enterprise “that conducts business operations other than those performed for it
by an SPE, has employees, and has sufficient equity.” The AcSB modified the
FASB’s definition with a view to achieving greater clarity, since guidance
concerning the meaning of the term “business” is provided in Emerging Issues
Committee Abstract EIC-124, “Definition of a Business,” whereas there is no
corresponding guidance for interpreting the term “ business operations.”
Paragraph 11 of the proposed Guideline requires a judgment about whether an
equity investment in an SPE is sufficient to finance the SPE’s operations
without relying on support from variable interest holders. The corresponding
paragraph in the proposed FASB Interpretation is accompanied by the following
paragraph containing additional guidance:

An equity investment shall be presumed to be insufficient to allow the SPE
to finance its activities without relying on financial support from variable
interest holders unless the investment is equal to at least 10 percent of the
SPE’s total assets. For purposes of that presumption, the investment and
the total assets shall be measured according to generally accepted acc ount-
ing principles in the United States. The presumption is overcome only if
there is persuasive evidence that an equity investm ent of less than 10
percent of total assets is comparable to the equity of businesses that are not
SPEs and that engage in similar transactions with similar risks. An equity
investment of 10 percent or more of total assets is not presumed to be
sufficient, but an investment of that amount is sufficient if it allows the
SPE to finance its own activities as discussed in paragraph 9(b).

[Note - paragraph 9(b) of the proposed FASB Interpretation corresponds
to paragraph 7(b) of the proposed Guideline.]

The proposed Guideline does not include this guidance (the so-called “10

percent test”). The AcSB concluded that the guidance is:

— inconsistent with the underlying requirement that the amount of equity
investment be greater than or equal to expected future losses; and

— likely to result in the conclusion that the equity investment in an SPE is
sufficient to finance the SPE’s operations unassisted in some circumstances
in which that conclusion is unwarranted.

AcSB members could see no justification for establishing an arbitrary threshold

that would likely become the rule in practice.

Paragraph 26 of the proposed Guideline sets out a general disclosure require-

ment followed by guidance in paragraph 27 that includes references to other

standards that are likely to apply in at least some circumstances. The corre-

sponding paragraph in the proposed FASB Interpretation is more specific,

focusing on disclosure of the carrying amount and classification of assets of a
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consolidated SPE that are collateral for the SPE’s obligations and any lack of
recourse by the creditors (or beneficial interest holders) of a consolidated SPE
to the general credit of the primary beneficiary.

«  The disclosure requirement in paragraph 30 of the proposed Guideline has no
counterpart in the proposed FASB Interpretation. The AcSB is concemed about
the current lack of information about SPEs under Canadian GAAP and the need
to address this situation as soon as possible. In addition, the AcSB expects that
financial statement users will want timely wamning of the likely effect of any
required changes in financial reporting on future balance sheet, income state-
ment and cash flow statement amounts before financial statement preparers are
in a position to be able to make those changes.

Readers may be interested to review the proposed FASB Interpretation, including
the appendix to that document providing background information and the basis for
the FASB’s conclusions. To assist readers in determining how the proposed Guide-
line was drafted from corresponding material in the proposed FASB Interpretation,
Tables of Concordance follow the proposed Guideline.

The AcSB has concluded that the proposed Guideline need not provide any differen-
tial reporting options for enterprises qualifying under DIFFERENTIAL REPORTING,
Section 1300 of the CICA Handbook — Accounting. A qualifying enterprise would
need to apply the requirements in the Guideline to any SPE with which it is involved
but, when it is the primary beneficiary, it could elect to apply the differential report-
ing options already in Section 1590 permitting the non-consolidation of subsidiaries.
The disclosure requirements in the proposed Guideline would still apply.

Conforming amendments to current Handbook material

The AcSB has concluded that no substantive amendments are required to current
Handbook material to achieve consistency with the proposed Guideline. Amend-
ments to Sections 1590 and 1600 and AcG-12 would be made to explain the rela-
tionship of those standards to the proposed Guideline.

Plans for finalizing the proposed Guideline

The AcSB plans to finalize the proposed Guideline as soon as possible, in parallel
with the finalization of the FASB’s proposed Interpretation. The AcSB expects to
be able to approve the Guideline in the fourth quarter of 2002 for application as
summarized under “Main features.”

Comments requested

The AcSB welcomes comments on all aspects of the proposed Guideline. Com-
ments are most helpful when they indicate the specific paragraph or group of
paragraphs to which they relate, clearly explain the problem and provide a sugges-
tion for alternative wording with supporting reasoning.

The AcSB would particularly welcome comments on the following:

1. Do you agree with the AcSB’s decision to provide guidance on the consolida-
tion of SPEs by harmonizing with the FASB Interpretation on this subject? Will
the proposed Guideline achieve harmonized practice in Canada and the United
States on the consolidation of SPEs (subject to the matters raised in
question 2)?
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Concerning the points of difference between the proposed Guideline and the
proposed FASB Interpretation identified above under “Background”, do you
agree that the proposed Guideline would result in harmonization with US
GAAP? Specifically, do you agree that:

(a) The definition in paragraph 5(a) is clear and also consistent with the corre-
sponding definition in the proposed FASB Interpretation?

(b) The so-called “10 percent test” is unnecessary and potentially unhelpful in
achieving consistent application of the judgment called for by paragraph 11
of the proposed Guideline and the corresponding paragraph of the proposed
FASB Interpretation?

Does the proposed Guideline provide sufficient, appropriate guidance expressed
in clear terms? Will it result in enterprises including in their financial state-
ments all of those SPEs that should be consolidated?

Are there any unique Canadian circumstances on which the proposed Guideline
is silent or not sufficiently clear, or in which it produces an inappropriate result?

Are there any inconsistencies between the proposed Guideline and current
Handbook material that require a consequential amendment to the Handbook or
a conforming change to the proposed Guideline?

Does the proposed Guideline provide disclosure requirements that are:

(a) About right?

(b) Excessive (indicate which requirement(s) you would eliminate and your
reasoning)?

(c) Insufficient (indicate your proposed addition(s) and your reasoning)?

Are the transitional requirements appropriate? Is there any reason the proposed
Guideline could not be applied by the proposed effective dates?
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PURPOSE AND SCOPE

Appendix A

1 This Guideline presents the views of the Accounting Standards Board on the
application of SUBSIDIARIES, Section 1590, to special-purpose entities (SPEs).
The purpose of the Guideline is to provide principles for determining when an
enterprise includes the assets, liabilities and results of activities of an SPE in its

consolidated financial statements.

2 SUBSIDIARIES, Section 1590, requires that one enterprise (the parent) consoli-
date another enterprise (the subsidiary) over which it has control and from
which it has the right and ability to obtain future economic benefits, with
exposure to the related risks. Section 1590 states that the existence of control in
a particular situation is a question of fact, and that one enterprise may acquire
control of another through factors other than ownership of an equity interest.
However, Section 1590 also states that one enterprise is presumed to control
another when it owns, directly or indirectly, an equity interest that carries the
right to elect the majority of the members of the other enterprise’s board of
directors, and is presumed not to control the other enterprise when it does not
own such an interest. Section 1590 deals primarily with parent-subsidiary
relationships between substantive operating enterprises, but its scope is not
limited to such relationships. Many SPEs are arranged in a manner that pre-
cludes establishing control through ownership of voting interests. This Guide-
line provides guidance for applying the general consolidation criteria in Section

1590 to SPEs.

3 SPEs are often created for a single specified purpose (for example, to facilitate
securitization, leasing, hedging, research and development, and reinsurance, or
other transactions or arrangements). The activities may be predetermined by
the documents that establish the SPE or by contracts or other arrangements
between the parties involved. However, those characteristics do not define the
scope of this Guideline because some enterprises that are not SPEs, such as

Jjoint ventures, have those same characteristics.
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4  This Guideline applies to any enterprise that has an ownership interest, contrac-

tual relationship, or other involvement with an SPE. However, notwithstanding

the other provisions of this Guideline:

(a) A transferor of financial assets and its affiliates do not consolidate a qualify-
ing SPE as defined by paragraph 18 of ACCOUNTING GUIDELINE AcG-12,
Transfers of Receivables.

(b) An employer does not consolidate an employee benefit plan subject to the
provisions of EMPLOYEE FUTURE BENEFITS, Section 3461.

(c) No enterprise is deemed to be the primary beneficiary of a subsidiary,
division, department, branch, or other portion of a substantive operating
enterprise, even when it is otherwise similar to an SPE that would be subject
to the requirements of this Guideline. For example, a subsidiary of a
substantive operating enterprise that acts as the lessor for a leveraged lease,
direct financing lease, or sales-type lease is not consolidated by any enter-
prise other than its parent. Similarly, no enterprise is deemed to be the
primary beneficiary of a joint venture accounted for in accordance with
INTERESTS IN JOINT VENTURES, Section 3055, or an investment accounted
for by the equity method in accordance with LONG-TERM INVESTMENTS,
Section 3050.

DEFINITIONS

5 The following definitions have been adopted for the purposes of this Guideline:

(a) A substantive operating enterprise is a business that has sufficient equity
to finance its operations, including the ability to obtain debt financing,
without support from any other entity except its owners. A substantive
operating enterprise is not an SPE.

(b) Variable interests are the means through which financial support is pro-
vided to an SPE and through which the holders gain or lose from activities
and events that change the values of the SPE’s assets and liabilities. Vari-
able interests generally subject the holder to a risk of losing an investment in
the SPE or incurring a loss as a result of a contingent obligation to transfer
assets or issue its own equity or liability instruments to the SPE or to others
having a claim on the SPE. Equity interests with voting rights are variable
interests when they do not meet all of the conditions in paragraph 7.

(c) An expected future loss is a probability-weighted estimate of loss without
considering possible gains. For example, when there is a 20 percent
statistical probability of a future total loss by an SPE with assets of $100
and no other probabilities of loss, the expected future loss is $20.

(d) Significant financial support of an SPE (and the basis for benefiting from
its activities) arises from holding a majority of the variable interests in the
SPE or variable interests that are both a significant portion of the total
variable interests and significantly more than the variable interests held by
any other individual party.

(e) A primary beneficiary is an enterprise that controls an SPE by means other
than holdings of voting interests. The primary beneficiary provides signifi-
cant financial support to an SPE and benefits from its activities.

CONTROL OF A SPECIAL-PURPOSE ENTITY

This Guideline focuses on conditions that prevent the holders of voting interests
from controlling an SPE and conditions that confer control on another party, the
primary beneficiary. There are two reasons why it may not be possible to
establish control through ownership of voting interests in an SPE. First, the
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SPE may be in a legal form in which there are no voting interests. Second,
limitations on the activities of an SPE imposed by governing documents or
contractual relationships may be so significant that they prevent the holders of
voting interests from controlling the SPE.

Consolidation based on voting interests

7  An enterprise should determine whether it controls an SPE according to the
general guidance provided in SUBSIDIARIES, Section 1590, when one or more
parties hold equity investments in the SPE that meet all of the following
conditions:

(a) The nominal owner or owners have voting rights or similar rights that
convey the current ability to make decisions and manage the SPE’s activities
to the extent that they are not predetermined by the documents establishing
the SPE or by contracts or other arrangements.

(b) The amount of the equity investment is sufficient to allow the SPE to
finance its activities without relying on financial support from variable
interest holders. That is, the investment is large enough to enable the SPE
to conduct its activities or finance its activities without direct or indirect
assistance from holders of variable interests. Generally, that means that the
equity investment is greater than or equal to the expected future losses of the
SPE at all times during the SPE’s existence. This condition is not intended
to apply to enterprises previously considered substantive operating enter-
prises when they no longer have sufficient equity to finance their own
activities because of operating losses (for example, enterprises in bank-
ruptcy or nearing bankruptcy that formerly had sufficient equity to operate
without additional financial support).

(c) The equity investment is subordinate to all other equity investments and
other interests for the entire life of the SPE. That is, it is the first interest
subject to loss when the SPE’s assets are not sufficient to meet its obliga-
tions, and its return is not limited or guaranteed directly or indirectly by the
SPE or other parties involved with the SPE.

(d) The assets exchanged for the equity interest are not subordinated beneficial
interests in another SPE (either substantive voting equity interests or
variable interests).

(e) The equity investment was not provided directly or indirectly by the SPE or
other parties with variable interests in the SPE (for example, by fees,
charitable contributions, or other payments) and was not financed directly or
indirectly by the SPE or other parties with variable interests.

8 The condition in paragraph 7(a) relates to the assumption in SUBSIDIARIES,
Section 1590, that nominal owners generally have voting rights and, thus,
effective decision-making power. The four conditions in paragraph 7(b)-(e)
indicate whether the equity investment of the nominal owners of an SPE is
sufficient to permit the SPE to finance its operations. When any of the condi-
tions in paragraph 7(b)-(e) is not satisfied, the nominal owners have not pro-
vided sufficient financial support to the SPE; that support is being provided, at
least in part, by another party (or parties). Those other providers of financial
support protect their interests (manage their risks) either by establishing prede-
termined limits on the SPE’s activities or by wielding decision-making authority
in some form other than a voting interest.
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9  The absence of one or more of the conditions in paragraph 7 indicates that the
nominal owners do not control the SPE and the requirements in paragraphs
12-30 apply. When all of the conditions in paragraph 7 are satisfied, the owner
of an interest in the SPE applies the guidance in the relevant standard in
accounting for its interest {see SUBSIDIARIES, Section 1590, LONG-TERM
INVESTMENTS, Section 3050, and INTERESTS IN JOINT VENTURES, Section 3055).

10 An equity investment that fails to meet one or more of the conditions in para-
graph 7 is a variable interest for purposes of this Guideline.

11 The condition in paragraph 7(b) requires an enterprise to make a judgment
about the sufficiency of the equity investment in an SPE to determine whether it
is subject to this Guideline. An enterprise reconsiders whether the equity
investment is sufficient to finance the activities of the SPE at each reporting
date. In making that judgment, an enterprise compares the amount of the equity
investment with the amount of equity invested in substantive operating enter-
prises with similar assets and liabilities, similar activities, and similar risks,
when that information is available. For example, an enterprise that holds only
high-quality assets with little variability in cash flows and that has no signifi-
cantly variable liabilities or contingent liabilitics may be able to operate with a
smaller equity investment than an enterprise engaged in higher-risk activities
such as trading in derivative instruments or conducting research and develop-
ment activities. When no information about comparable substantive operating
enterprises is available, the enterprise determines whether the equity invested in
the SPE is greater than or equal to expected future losses (see paragraph 7(b)).

Consolidation based on variable interests

12 An enterprise in a relationship with an SPE that does not satisfy all of the
conditions in paragraph 7 should determine at each reporting date whether it is
the primary beneficiary of the SPE and thereby controls it. An enterprise
should consolidate an SPE of which it is the primary beneficiary.

13 An enterprise that provides significant financial support to the SPE through
variable interests is the primary beneficiary. When the SPE holds financial
assets and meets the conditions in paragraph 24, the enterprise evaluates its
variable interests according to the special provisions of paragraph 25. Other-
wise, the enterprise evaluates its variable interests according to the more general
guidance in paragraphs 19-22.

14 An enterprise that has a variable interest in an SPE should treat variable inter-
ests in that SPE held by the following parties as its own interests for purposes of
determining whether it is the primary beneficiary:

(a) arelated party identified in accordance with RELATED PARTY
TRANSACTIONS, Section 3840;

(b) another SPE of which the enterprise is the primary beneficiary;

(c) aparty that has a de facto agency relationship with the enterprise as a result
of an agreement that it cannot sell, transfer, or encumber its interests in the
SPE without the prior approval of the enterprise;

(d) a party that received its interests as a contribution from the enterprise; and

(¢) a party that has a de facto agency relationship with the enterprise as a result
of providing significant amounts of professional services or similar business
arrangements.
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17

18

An SPE can have only one primary beneficiary. When two or more of the

parties described in paragraph 14 hold variable interests in the same SPE, and

the aggregate variable interest held by those parties would, if held by a single
party, identify that party as the primary beneficiary, the following indicators
should be used for deciding which is the primary beneficiary:

(a) when one party is a substantive operating enterprise and another party is not,
the substantive operating enterprise is the primary beneficiary;

(b) when two or more parties with variable interests have agency relationships,
the principal is the primary beneficiary;

(¢) when the relationship is not that of a principal and an agent, the party with
activities that are most closely associated with the SPE is the primary
beneficiary; and

(d) when it is not apparent which party’s activities are most closely associated
with the SPE’s activities, the party with the largest variable interest is the
primary beneficiary.

When contractual or other legal provisions or agreements substantially restrict
an enterprise’s rights and obligations to specifically identified assets of an SPE
and the interests of the creditors of the SPE apply equally to all of the SPE’s
assets, that enterprise should treat the specifically identified assets and the
portions of the SPE’s liabilities attributable to those assets as a separate SPE.
The portions of an SPE referred to in this paragraph are sometimes called
“silos”.

All factors affecting consolidation should be reconsidered at each reporting date
using all evidence that the enterprise possesses or would reasonably be expected
to possess. An enterprise is not required to conduct an exhaustive search for
information about the actions of other unrelated parties that might cause the
enterprise to become the primary beneficiary or to cease to be the primary
beneficiary.

Consolidation of an SPE commences at the date the primary beneficiary
acquires control and continues as long as control exists. The initial measure-
ments of the assets, liabilities and non-controlling interests of an SPE should be
fair value at the time the enterprise becomes the primary beneficiary. The
primary beneficiary does not retroactively consolidate an SPE for periods prior
to its acquisition of control. When an enterprise ceases to be the primary
beneficiary of an SPE, the enterprise ceases to consolidate the SPE prospec-
tively from that time.

Identitying and comparing variable interests

19

Variable interests generally subject the holder to a risk of losing an investment
in the SPE or incurring a loss as a result of a contingent obligation to transfer
assets or issue its own equity or liability instruments to the SPE or to others
having a claim on the SPE. The following are some of the ways in which
variable interests can arise:

(a) ownership interests that do not meet the conditions in paragraph 7;

(b) loans, especially subordinated debt;

(c) leases;

(d) management contracts or other service contracts (see paragraph 20);

(e) referral agreements;

(f) options to acquire assets;

{g) purchase contracts;
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(h) credit enhancements, such as overcollateralization provided by a transferor
or seller of assets to an SPE;

(i) residual interests in transferred assets;

(j) guarantees of debt or asset values, or related cash flows; or

(k) derivative instruments.

20 Contracts to provide services to an SPE in return for a fee negotiated at arm’s
length under competitive conditions (a market-based fee) are not variable
interests unless the holder has an investment at risk or can be required in certain
circumstances to transfer assets or issue its own equity or liability instruments to
the SPE or a party with a claim on the SPE. However, when the amount of a
service provider’s fee is variable and it can be demonstrated that the service
provider made a significant incremental investment in its own business in order
to earn the fee, that investment is also considered in determining whether the
enterprise has a variable interest. A provider of services to SPEs also may
receive other interests in the SPE at no cost or at favourable prices in addition
to, or in lieu of, its cash fee. It can be difficult to determine whether a fee
(which may include cash and other interests in the SPE) is market based.
Accordingly, an enterprise presumes that its fee from an SPE is not market
based unless it is demonstrated to be comparable to fees in similar observable
arm’s length transactions or arrangements. The term “fees” as used in this
context refers to cash or other assets received plus any other benefits. Some
examples of other benefits are other interests in the SPE and a servicer’s right to
earn interest on cash received from debtors but not yet due to be disbursed to
creditors or beneficial interest holders.

21 The relative size of variable interests is determined by comparing expected
future losses from the interests. When two enterprises have variable interests in
the same SPE with similar expected future losses and those interests have
different characteristics, the interest that is subordinate to (subject to loss
before) other variable interests is given more weight.

22 When two enterprises have variable interests in the same SPE of similar size
and neither variable interest is subordinate to the other, the specific risk to
which a variable interest is subject is considered. A variable interest subject to
the dominant risk in an SPE is given more weight. The dominant risk in an SPE
is the one that is most likely to cause a significant change in the cash flows of
the SPE. For example, price risk for a non-financial asset held by a leasing SPE
can cause a change in cash flows at the end of the lease. Credit risk can cause a
change in cash flows related to most loans and debt securities, and risks related
to the underlying of significant derivatives can cause changes in cash flows
related to the derivatives.

SPEs that hold certain financial assets

23 While many SPEs benefit a primary beneficiary, some SPEs effectively diver-
sify risks and potential benefits related to certain assets or activities. In SPEs
that diversify risks, a portfolio of assets is held by an administrator, trustee, or
servicer, and the various tights and obligations that arise from those assets and
any liabilities incurred to hold those assets are allocated to various parties in
accordance with their tolerance for risk. No individual party controls the SPE’s
assets or is responsible for the SPE’s liabilities. Each party accounts for its
rights and obligations related to the assets in the SPE, but it is inappropriate for
any party to consolidate the assets and liabilities of the SPE. In general,
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application of this Guideline does not result in consolidation of SPEs that
effectively disperse risks. To simplify implementation and improve consistency,
the following paragraphs provide additional, more specific guidance for analyz-
ing one class of risk-dispersing SPEs. Those SPEs hold certain financial assets,
have limits on their activities and the interests they can issue, and are legally
isolated from the enterprises that hold interests in them.

24 Variable interests in the following two categories of SPEs that hold financial
assets are evaluated according to the provisions of paragraph 25:
(a) Qualifying SPEs, as described in paragraphs 18-28 of ACCOUNTING GUIDE-

LINE AcG-12, Transfers of Receivables, that do not hold equity securities.

(b) SPEs that meet all of the conditions in paragraph 18 of Guideline AcG-12
except that:

(i) they may hold equity securities only temporarily and then only when
those equity securities are obtained as a result of collecting financial
assets held by the SPE;

(ii) they are not necessarily restricted to acquiring their assets by transfer
from a transferor as described in Guideline AcG-12; and

(iii) they are not necessarily subject to the restrictions on sales of assets
described in paragraphs 25-28 of Guideline AcG-12.

Condition (i) is very similar to the provisions of paragraph 24 of Guideline

AcG-12, which discusses non-financial assets held by qualifying SPEs.

Refer to that paragraph for additional guidance on the application of

condition (i).

25 An enterprise involved with an SPE of the type described in paragraph 24
evaluates its variable interests in that SPE according to the guidance in this
paragraph instead of the guidance provided elsewhere in this Guideline. An
enterprise provides significant financial support to such an SPE through a
variable interest only when it meets at least two of the following three
conditions:

(a) Tt has authority to purchase or sell assets for the SPE and has sufficient
discretion in exercising that authority to affect the revenues, expenses, gains
and losses of the SPE significantly.

(b) It provides a guarantee, a back-up lending arrangement, or other form of
liquidity, credit, or asset support that is subordinate to the interests of all
other parties.

(c) It receives a fee that is not market based (see paragraph 20).

When one enterprise meets at least two of these conditions, it provides signifi-

cant financial support to the SPE. When more than one enterprise meets at least

two of these conditions, each enterprise determines whether it provides signifi-

cant financial support in light of the guidance in paragraphs 14-22.

DISCLOSURE

26 An enterprise that is the primary beneficiary of, or has a significant ownership
interest in, an SPE should disclose general information about its relationship
with the SPE and the nature and purpose of the SPE.

27 Other standards may require additional disclosures about a consolidated SPE
(see, for example, GENERAL STANDARDS OF FINANCIAL STATEMENT PRESENTA-
TION, Section 1500, LONG-TERM DEBT, Section 3210, and FINANCIAL INSTRU-
MENTS — DISCLOSURE AND PRESENTATION, Section 3860). By their nature,
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SPEs often place significant restrictions on access to their assets by owners or
primary beneficiaries. Accordingly, an enterprise may need to disclose such
matters as pledges of a consolidated SPE’s assets as collateral for the SPE’s
liabilities, and limits on access to the SPE’s assets by its owners or primary
beneficiary. An enterprise may also need to disclose limits on recourse by the
creditors (or beneficial interest holders) of a consolidated SPE against the
enterprise itself.

28 An enterprise that provides significant administrative services to an SPE, such
as collecting and distributing cash or placing interests issued by the SPE, and is
not the primary beneficiary should disclose the assets and liabilities of the SPE
that it serves and describe the purpose of the SPE.

29 The disclosure requirements of SUBSIDIARIES, Section 1590, are not applicable
when an enterprise has an ownership interest in an SPE that does not satisfy all
of the conditions in paragraph 7.

30 For annual and interim fiscal periods ending before the end of the first fiscal
period to which the requirements in paragraphs 6-29 are applied, an enterprise
that is the primary beneficiary of, or has a significant ownership interest in, an
SPE should, at a minimum, provide the disclosure required by paragraph 26.
When an enterprise with a variable interest in an SPE has not determined
whether it is the SPE’s primary beneficiary, it should disclose that fact and also
the information required by paragraph 26. When an enterprise has determined
that it is the primary beneficiary, it should disclose the expected effects on
future periods’ financial statements of consolidating the SPE’s assets, liabilities
and operating results. Relevant information includes the fair values of the
SPE’s assets, liabilities and non-controlling interests as at the end of its most
recently completed fiscal period and its revenues, expenses and net income for
that period, and also any consolidating adjustments. Information is disclosed to
the extent that it is available to the enterprise. Accordingly, when the fair values
of the SPE’s assets, liabilities and non-controlling interests are unavailable,
their carrying amounts are disclosed instead.

TRANSITIONAL PROVISIONS

31 The requirements in paragraphs 6-29 of this Guideline should be applied as of
[date the Guideline is issued] to all SPEs created on or after that date. Those
requirements should be applied as of the beginning of the first annual or interim
fiscal period beginning on or after April 1, 2003 to SPEs created before [date
the Guideline is issued] and still existing on April 1, 2003. The requirements in
paragraph 30 of this Guideline should be applied to annual and interim fiscal
periods ending on or after December 31, 2002. Earlier application is
encouraged.

32 The individual assets, liabilities, and non-controlling interests of an SPE that is
consolidated as a result of applying this Guideline should be recognized initially
at their fair values at the date from which this Guideline is first applied. When
the carrying amount of a variable interest in an SPE is impaired, it is written
down and the loss charged against income of the period in which the SPE is first
consolidated. The effect on the primary beneficiary’s consolidated financial
statements of initially consolidating the assets, liabilities, and non-controlling
interests of an SPE should be recognized and disclosed as a change in account-
ing policy in accordance with ACCOUNTING CHANGES, Section 1506, except that
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the financial statements of prior fiscal years are not retroactively restated.
When the Guideline is first applied in an interim period, it should be applied as
of the beginning of the current fiscal year for year-to-date information but
without retroactive restatement of prior interim periods.

Enterprises should provide pro forma disclosure of the effects this Guideline
would have had on comparative financial statements for periods before the
Guideline was first applied. For the purpose of this disclosure, any adjustments
to the carrying amounts of an SPE’s assets and liabilities to reflect fair values at
the date from which this Guideline is first applied are made as at the beginning
of the first period for which pro forma information is provided.
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APPENDIX A

ILLUSTRATIVE GUIDANCE

A1 This Appendix presents examples that explain or illustrate the application of
certain provisions of this Guideline to certain types of arrangements. It also
includes a flowchart illustrating how to apply the main provisions of the Guide-
line for determining whether an enterprise consolidates an SPE. This Appendix
discusses generalized situations and does not illustrate all possible types or uses
of SPEs. Facts and circumstances and specific arrangements need to be consid-

ered carefully in applying this Guideline.

A2 The following table describes activities often conducted by SPEs and identifies
the enterprise most likely to be the primary beneficiary. The list is not intended
to be exhaustive. Other situations and transactions also may involve SPEs.

Securitizing financial assets

Leasing real estate, production
facilities, or equipment
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Probable primary beneficiary

When the SPE meets the conditions
in paragraph 24, only an enterprise
that meets at least two of the three
conditions in paragraph 25 can be
the primary beneficiary.

When the SPE is not a qualifying
SPE and does not meet the other
conditions in paragraph 24, the
primary beneficiary may be the
transferor, the servicer of the assets,
or the entity that provides subordi-
nated credit or credit protection.
When the SPE is a qualifying SPE
that does not meet the conditions in
paragraph 24, the primary benefici-
ary may be the servicer of the assets,
or the entity that provides subordi-
nated credit or credit protection.
Neither a transferor nor its affiliates
consolidate a qualifying SPE, even
when it is the primary beneficiary,
because of the specific exception in
paragraph 4(a).

When the lessee does not provide a
residual value guarantee or make
other arrangements that ensure that
the value of the SPE’s assets will be
sufficient to meet its obligations at
the end of the lease term, the lender
to the SPE is the probable primary
beneficiary.

‘When the lessee provides a residual
value guarantee or makes other
arrangements to ensure the value of



Buying and holding inventory

Performing (or contracting for
performance of) research and
development or development
activities such as medical technology,
drugs, electronic devices, software,
and movies

Performing (or contracting for
performance of) exploration or
development of natural resources

Owning and funding start-up
operations such as retail stores,
restaurants, and nursing and
retirement facilities

Originating loans or buying, holding,
and selling financial instruments (for
example, collateralized debt
obligation conduits and loan conduits)

Monetizing future cash flows other
than those from financial instruments

Acting as a counterparty to a
derivative contract

CONSOLIDATED OF SPECIAL-PURPOSE ENTITIES

the SPE’s assets or liabilities, the
lessee to the SPE is the probable
primary beneficiary.

The enterprise that is seeking to finance
inventory pending its future use or
resale is the probable primary
beneficiary.

An enterprise that has the right to
acquire the SPE or the results of the
SPE’s efforts at less than fair value is
the probable primary beneficiary.

An enterprise that has the right to
acquire the SPE or the results of the
SPE’s efforts at less than fair value is
the probable primary beneficiary.

An enterprise that has the right to
acquire the SPE or the results of the
SPE’s efforts at less than fair value is
the probable primary beneficiary.

« When the SPE meets the conditions
in paragraph 24, only an enterprise
that meets at least two of the three
conditions in paragraph 25 can be
the primary beneficiary.

* When the SPE does not meet the
conditions in paragraph 24, the
primary beneficiary may be the
administrator, the entity that pro-
vides credit protection, or a holder
of subordinated debt or non-voting
equity interests.

An enterprise that transfers the right to
the future cash flows in exchange for
variable interests is the probable
primary beneficiary. However, this
arrangement might be a sale of future
revenue (and not a financial instrument)
for which treatment as a financing
arrangement rather than a potential
gain-loss transaction would be
appropriate.

The enterprise that bears the risk of

losing a variable interest in the SPE is
the probable primary beneficiary.

1"
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A3 Paragraph 7(c) states that control of an SPE is determined on the basis of voting

Ad

interests when the equity investment is subordinate to all other interests for the

entire life of the SPE and its return is not limited or guaranteed directly or

indirectly by the SPE or other parties involved with the SPE. Some examples of
arrangements that cause an SPE not to meet those conditions are:

(a) A variable interest holder will reimburse the SPE or the nominal owner (or
owners) for losses or has made arrangements for another party to do so.

(b) The allocation of the SPE’s cash flows effectively removes the risk of loss
from the nominal owners.

(c) A variable interest holder other than the nominal owner provides a standby
letter of credit to the SPE, provides credit enhancements for its assets,
guarantees its debt, or has arranged for another party to do so. However,
guarantees and other arrangements that protect lenders to the SPE after the
equity owner has suffered a total loss of its investment do not prevent the
equity owner (or owners) from having the substantive risks of ownership.

(d) A variable interest holder other than the nominal owner guarantees residual
values of the SPE’s assets or agrees to future purchases of the SPE’s assets
at predetermined prices that protect the interests of other variable interest
holders or lenders or has made arrangements for another party to do so.

() A variable interest holder has entered into a total return swap with the SPE.

(f) A variable interest holder also is an equity owner and is allocated a propor-
tional amount of the first dollars of loss, or the nominal owners otherwise
share exposure to the first dollars of loss with variable interest holders.
That would occur, for example, when the SPE enters into a swap that
reimburses the equity owner (or owners) for 90 percent of any losses the
SPE incurs.

(g) Predetermined distribution arrangements limit the residual interest of the
SPE to either a nominal portion of the SPE’s net cash flows or an amount
that lacks significant variability.

(h) A variable interest holder has the right to receive most of any benefits other
than cash that may result from the SPE’s activities at a price that is less than
the fair value of those benefits. Some examples of such benefits are rights
to inventions, new products, or new processes.

(i) The nominal owners’ equity investment interests have repayment provisions
that are similar to the provisions of debt obligations or that otherwise limit
the holder to a rate of return commensurate with the risk in debt instruments.

The following flowchart illustrates how to apply the main provisions of this
Guideline for determining whether an enterprise consolidates an SPE. The
flowchart is a visual supplement to the requirements of the Guideline to assist in
their application. It does not alter or replace any of those requirements. The
first occurrence of a defined term is indicated in the flowchart by boldfaced
type. The definitions are set out in paragraph 5.

Draet Accounting GUIDELINE — AugusT 2002



Does the enterprise have a
rclationship with an SPE or an
enterprise that may be an SPE?

Yes

Is the SPE:

= A qualifying SPE, as dcfined in
ACCOUNTING GUIDELINE
AcG-12?

An employee bencefit plan
subject to EMPLOY EE FUTURE
BENEFITS, Scction 3461?
Already included in the financial
statements of a substantive
operating enterprise as a
subsidiary, division, department,
or branch?

No

Does the cnterprise have a
substantive cquity investment in
the SPE, making the relationship
subject to the general provisions of
SUBSIDIARIES, Scction 1590, for
determining whether an enterprisc
consolidates an investee?

No

Is the enterprise providing
financiat support to the SPE
through a variable intercst?

—PYes

Apply the
gencral
provisions
of Scction
1590

SPEs are used to facilitate the
exccution of transactions or activitics.
Their activities and purpose are
established by contracts and agree-
ments. A voting interest in an SPE
does not necessarily confer control
over it. [paragraphs 2-3, 6]

A transferor and its affiliates cannot
consolidate a qualifying SPE. [para-
graph 4(a)]

An employce benefit plan SPE is
accounted for under Section 3461.
[paragraph 4(b)}

An SPE is not consolidated by morc
than one enterprisc. [paragraph 4(c)]

For an enterprise to have a substantive
equity investment in an SPE, the
investment must;

« give the nominal owner(s) voting or
similar rights conveying the ability
to make decisions, to the cxtent the
SPE’s activitics are not predeter-
mincd;

«  be sufficient to allow the SPE to
finance its activities without relying
on support from variable interest
holders;

+  be subordinate to all other intcrests

for the life of the SPE;

not result from an exchange for

asscts that are subordinated

interests in another SPE; and

+ ot be provided by or financed by
the SPE or other partics with
variable intcrests in it.

[paragraph 7]

The existence of control over an SPE is
detcrmined on the basis of an evalua-
tion of which party (if anyone) is
providing sigaificant financial
support to thc SPE through a variable
interest. [paragraph 13]

For the purposes of this evaluation,
variable interests held by related
parties and certain other parties are
treated as being a variable interest of
the enterprise. [paragraph 14]
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Is the SPE:

» A qualifying SPE under
AcG-12 that holds no equity
sceuritics?

* An SPE that mects all of the
conditions in paragraph 18 of
AcG-12 except that it:

— may hold cquity securitics
temporarily as a result of
collecting financial assets;

— may acquire assets other
than by a transfer, as
described in AcG-12; and

— may not be subject to
restrictions on selling
asscts?

Docs the enterprise have two of
the three characteristics listed
below?

* It has the authority to buy or
sell assets with sufficient
discretion to affect the results
of the SPE significantly.

« It provides asset value, credit
or liquidity support to the

E.

+ Itreceives a fee that is not
market based.

No

Docs the enterprise have:

* amajority of the variable
interests; or

* variable interests that are both
a significant portion of the
total variable intcrests and
significantly more than the
variable interests held by any
other individual party?

Yes
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No

Yes

Financial SPEs are treated differently
from other SPEs for the purpose of
identifying their primary beneficiary.
A financial SPE that cffectively
diversifies risks and potential benefits
docs not have a primary beneficiary.
The criteria for determining whether a
financial SPE may have a primary
beneficiary are based on the criteria in
AcG-12 for identifying a qualifying
SPE. [paragraphs 23-25]

‘When no enterprise holds a majority of
the variable interests in the SPE or
when there is sufficient dispersion of
the holding of variable interests in the
SPE, the SPE does not have a primary
beneficiary. [paragraphs 13, 25]

An SPE can have only one primary
bencficiary. [paragraph 15]
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