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A legal update from Dechert’s Finance and Real Estate Group

Financial Accounting Standards Board Amends
FAS 140 and FIN 46(R)

Authors’ Note ‘

We waited before preparing an update on FAS 166 and FAS 167 in order to let the full implications of these
radical changes of accounting policy settle in. While these new rules don’t go into effect until next year,
much planning will be needed to address the added complexities and difficulties presented by these
transformational changes in accounting policy. It is time to begin thinking about the impact these changes
will have on your institution and transactions which may be in the pipeline.

While we will review the changes in a more dispassionate way below, let us editorialize at the beginning by
saying that these changes will have a radical impact upon structured finance. The new rules will cause
billions of dollars of assets and liabilities to be bolted onto the balance sheets of institutions which neither
get practical economic benefit from the assets nor have contractual responsibility for the liabilities. It will
be expensive and time-consuming to meet the new reporting and disclosure standards. Balance sheets will
be more complex and harder to understand. Regulatory capital will be torqued and applicable regulatory
constituencies will undoubtedly (we hope) adjust their rules to deal with the faux expansion of regulated
balance sheets. All contractual arrangements containing financial covenants have to be attended to.
Without change, many of these will be breached because of the accretion of new assets and liabilities onto
balance sheets without attendant real world economic benefits and burdens.

To add to the misery, the analyses required by these standards are dynamic and ongoing. Consequently, in
structured finance, assets and liabilities will become like the Okies of the Dustbowl and move from balance
sheet to balance sheet as circumstances change over time. As realized losses change control in CMBS
transactions, consolidated assets and liabilities will roll up the capital stack from unrated into investment
grade bondholders’ balance sheets.

Finally, henceforth, structuring transactions to receive sale treatment and to avoid the unintended
consequences of consolidation will become a full time job for auditors and attorneys. This additional

burden on achieving the legitimate business purposes of financial institutions is hard to swallow in a time of
great financial distress.

The new standards can be seen as a product of a hasty rush to judgment by FASB and the harsh whip of
the SEC to “get this resolved.” They seem to reflect a certain insensitivity to the unintended consequences
to an economy which, for the moment and for the foreseeable future, is in significant distress. The impact
of these standards will be far-reaching and cannot help but result in a further drag on the prospects of
economic recovery.

For these reasons, these changes to accounting policy remain “in play” as various regulatory constituencies
and legislators continue to consider the wisdom of such radical changes at a time of economic disruption.
Some, including the authors, hold a diminishing hope that some mitigation or delay of the draconian
impact of these rules could be achieved before their effective date, but that's far from certain, or even
likely. Stand by and be mindful that the debate goes on. And, in the mean time, prepare. With the editorial
put aside for the moment, let us take you through these two important standards in some detail.

After many years of uncertainty regarding the will materially impact the way reporting entities
treatment of financial assets transferred to and account for transfers of financial assets and off-
held by special purpose vehicles, on June 12, balance sheet vehicles. The new standards —
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Financial Assets, an amendment of FASB Statement No.
140 (“FAS 166") and FASB Statement of Financial
Accounting Standards No. 167, Amendments to FASB
Interpretation No. 46(R) (“FAS 167") — amend FASB
Statement No. 140, Accounting for Transfers and Servicing
of Financial Assets and Extinguishments of Liabilities (“FAS
140") and FASB Interpretation No. 46(R), Consolidation
of Variable Interest Entities (“FIN 46R"), respectively.

In this update, we will summarize some of the
significant changes to the accounting standards and will
provide some commentary on these momentous
changes, particularly with a focus on how the new
standards will impact banks and other financial
institutions that engage in securitizations and similar
transactions that include the transfer of financial assets
to special purpose entities (“SPEs”). Under the new
standards, transferred financial assets (and liabilities)
that would have previously been derecognized may no
longer be eligible for derecognition. Absent careful
planning and design, the assets and liabilities of SPEs
with which the sponsor or transferor has retained a
customary continuing relationship to these vehicles may
be subject to consolidation. The new standards also will
make it more difficult to structure securitized transac-
tions as sales and will require financial institutions to
consolidate many existing securitized structures that
are currently accounted for as “off balance sheet”
transactions.

As a result, these new standards are expected to cause
the bulk of existing securitized assets to be transferred
onto the balance sheets of sponsors, servicers or
investors. Moreover, the new standards are also
expected to have a negative impact on the future
issuance of mortgage- and asset-backed securities, as
one of the principle structural underpinnings of
securitizations, the Qualified Special Purpose Entity
(“QSPE” or a “Q”) has been eliminated. According to the
chairman of FASB, Robert Herz, in FASB’s press release
announcing the two new standards, “[t]hese changes
were proposed and considered to improve existing
standards and to address concerns about companies
who were stretching the use of off-balance sheet entities
to the detriment of investors ... [t]hey’ll provide better
transparency for investors about a company’s activities
and risks in these areas.” Well, that’s one view.

The principal changes to accounting resulting from the
adoption of FAS 166 and 167 are:

m  eliminate the concept of the QSPE and the
corresponding consolidation exemption;
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m  modify the derecognition criteria for determining
whether, for accounting purposes, a transfer of a
financial asset should be accounted for as a sale
or a secured borrowing;

m  establish elaborate criteria for determining when
a transfer of a portion of a financial asset should
be accounted for as a sale for accounting pur-
poses;

m  revise the test to determine whether an enterprise
is a variable interest entity (“VIE”);

m  revise the consolidation criteria to move from a
quantitative risks and rewards analysis to a quali-
tative control-based analysis for determining who
will be the “primary beneficiary” of a VIE and
hence, who must consolidate;

m  require an ongoing dynamic reassessment under
FAS 167 to determine whether an enterprise is
the primary beneficiary of a VIE; and

m  lastly, expand the disclosure requirements for a
reporting entity with respect to transferred finan-
cial assets and VIEs whether or not the reporting
entity is a primary beneficiary.

Both FAS 166 and FAS 167 will be effective as of the
beginning of the reporting entity’s first annual reporting
period that begins after November 15, 2009 and for
interim periods within that first annual reporting period.
The guidance in FAS 166 will apply to all transfers of
financial assets occurring on or after the effective date,
and the guidance in FAS 167 will be applied as of the
effective date to all VIEs, including pre-existing VIE's
and vehicles that were previously considered QSPEs.

Elimination of the QSPE

The marquee change to FAS 140 and FIN 46R relates to
the elimination of the QSPE. The QSPE has played a
central role in accounting for transfers of financial
assets in securitization since the inception of structured
finance. Entities that transferred financial assets to a
vehicle that satisfied the requirements of a QSPE were
typically able to derecognize the transferred asset and
attendant liabilities (i.e., move these off of its balance
sheet) in accordance with FAS 140. Likewise, assets and
liabilities of a QSPE were exempt from the VIE
consolidation analysis under FIN 46R which required the
reporting entity with the preponderance of the risks and
rewards of ownership to consolidate the VIE’s assets
and liabilities. Under the new standards, with no Q to
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inoculate securitization vehicles from consolidation
analysis, most securitization vehicles and other similar
vehicles will be VIEs and subject to the new derecogni-
tion and consolidation criteria addressed below.

The elimination of the QSPE concept is applicable not
only to new structures and transactions, but also to
existing QSPEs. Therefore, all VIEs (including existing
QSPEs) will need to be re-evaluated on the effective date
for consolidation under FAS 167. As a result, previously
unconsolidated VIEs may now become consolidated,
substantially increasing the amount of assets and
liabilities carried on balance sheets of securitizers and
other transferors.

FAS 166 and the Amendments to FAS 140
FASB’s articulated objective in issuing FAS 166 was to:

“improve the relevance, representational faith-
fulness, and comparability of the information
that a reporting entity provides in its financial
statements about a transfer of financial assets;
the effects of a transfer on its financial position,
financial performance, and cash flows; and a
transferor’s continuing involvement, if any, in
transferred financial assets.”

In particular, FASB sought to address in FAS 166: (1)
concerns with practices that had developed since the
original issuance of FAS 140 that FASB viewed as
inconsistent with the original intent and key require-
ments of FAS 140 and (2) perceived concerns of
financial statement users that many financial assets
that had been derecognized should continue to be
reported in the financial statements of the related
transferor.

While FAS 166 runs to well over 100 single-spaced
pages and contains numerous provisions that may
significantly change the accounting for transfers of
financial assets, we will focus on the changes to the
derecognition criteria in FAS 166. Paragraph 9 of FAS
166 sets forth the derecognition criteria for determining
whether to account for a transfer of a financial asset as
a sale or a secured borrowing, and applies to transfers
of an entire financial asset, a group of entire financial
assets, or a participating interest in an entire financial
asset (i.e., a transfer of a portion of a financial asset) in
which the transferor surrenders control over those
financial assets.
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Paragraph 9 is sufficiently important that we thought it
useful to summarize it in its entirety. Under paragraph
9, a transferor will surrender control over a transferred
financial asset, and thus account for the transfer as a
sale, if and only if, the following conditions are satisfied:

1. the transferred financial asset is isolated from the
transferor;

2. each transferee (or, if the transferee is an entity
whose sole purpose is to engage in securitization
or asset-backed financing activities and that entity
is constrained from pledging or exchanging the
assets it receives, each third-party holder of its
beneficial interests) has the right to pledge or ex-
change the transferred asset (or beneficial inter-
ests) it received, and no condition both constrains
the transferee (or third-party holder of its benefi-
cial interests) from taking advantage of its right to
pledge or exchange and provides more than a triv-
ial benefit to the transferor; and

3. the transferor, its consolidated affiliates or agents
do not maintain effective control over the trans-
ferred financial asset or third-party beneficial in-
terest related to the transferred asset.

If the transfer of a financial asset fails to satisfy any of
the criteria set forth above, or if the transfer of a portion
of an entire financial asset does not satisfy the definition
of a “participating interest” (as discussed below) or
otherwise satisfy the criteria set forth above, then the
transferor and transferee are required to account for the
transfer as a secured borrowing. Of the three criteria,
“effective control” is the most interesting and important.

Control

In accordance with FAS 166, the preparer must
determine whether a transferor and its consolidated
affiliates and agents have surrendered effective control
over the transferred financial asset or, as applicable,
third-party beneficial interests related to the transferred
financial asset. If effective control is found to exist, a
sale did not occur. In making this determination, the
preparer of financial statements must first assess the
transferor’s (its consolidated affiliates’ and its agents’)
continuing involvement with the transferred financial
asset. Continuing involvement, according to the
guidance, means any involvement with the transferred
financial asset that permits the transferor to receive
cash flows or other benefits that arise from the
transferred financial asset or that obligates the
transferor to provide additional cash flows or other
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assets to any party related to the transfer. According to
the guidance, examples of continuing involvement
include, but are not limited to, servicing arrangements,
recourse or guarantee arrangements, agreements to
purchase or redeem transferred financial assets, options
written or held, derivative financial instruments that are
entered into contemporaneously with, or in contempla-
tion of, the transfer, arrangements to provide financial
support, pledges of collateral, and the transferor’s
beneficial interests in the transferred financial asset.

In assessing whether continuing involvement exists, the
preparer is required to use judgment in considering all
arrangements or agreements made contemporaneously
with or in contemplation of the transfer, even arrange-
ments or agreements that were not entered into at the
time of transfer. All available evidence must be
considered, including, but not limited to, explicit written
arrangements, communications between the transferor
and the transferee or its beneficial interest holders, and
unwritten arrangements customary to similar transfers.
This broad notion of continuing involvement considers
the idea that transferor control could be “baked in” by
the designer of a structure to create something of a bias
towards a conclusion that effective control exists.

If continued involvement is present, the analysis turns to
whether effective control exists. Consistent with the
guidance in FAS 140, an agreement that both entitles
and obligates the transferor to repurchase or redeem
the transferred asset before its maturity will give the
transferor effective control over the transferred financial
asset. Likewise, an agreement that provides the
transferor with the unilaterally ability to cause the
holder of a transferred asset (except through a clean-up
call) to return a specific transferred asset may give the
transferor effective control over the transferred financial
asset (i.e., repo agreements). The unilateral ability to
cause the holder of a transferred asset to return a
specific transferred asset must provide more-than-a-
trivial-benefit to the transferor. In addition to these two
examples, FASB provided an additional example of
effective control—an agreement that permits the
transferee to require the transferor to repurchase the
transferred asset at a price that is so favorable to the
transferee that it is probable that the transferee will
require the transferor to repurchase the transferred
financial asset.

FASB noted in FAS 166 that the above list of examples
is not an exhaustive list of situations where the
transferor maintains effective control over the trans-
ferred financial asset. The preparer of financial
statements must use judgment to assess whether the
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transferor maintains effective control over a transferred
financial asset, including through multiple arrange-
ments. As discussed above, all direct or indirect
continuing involvement in the transferred financial asset
by the transferor, its consolidated affiliates and its
agents must be considered. There is more than a hint of
FASB’s underlying suspicion of banker creativity in this
open-ended invitation to find effective control. It seems
to encourage a fair amount of “creativity” in a pre-
parer’s analysis of structures when effective control
might be inferred from the design or structural features
of the deal.

In addition to the clarifications noted above, FAS 166
specifically requires an inquiry of whether the transferor
retains effective control over the transferred financial
asset through its control over the third-party beneficial
interests in the transferred financial asset issued by the
transferee. Furthermore, FAS 166 specifically requires
that the transferor consider whether the transferor’s
consolidated affiliates and agents (but only to the extent
the agent acts for and on behalf of the transferor)
maintain effective control over the transferred financial
asset or third-party beneficial interests.

Isolation

Another condition for sale treatment under paragraph 9
is the determination that the transferred financial assets
are isolated from the transferor. In other words, the
transferred financial asset must be presumptively
beyond the reach of the transferor, its consolidated
affiliates (that are not entities designed to make remote
the possibility that they would enter bankruptcy or other
receivership) and its creditors, including in bankruptcy
or other receivership. This analysis will depend on the
facts and circumstances with respect to the related
transaction or series of transactions taken as a whole.

FASB carried forward most of the existing guidance
relating to analyzing this condition under FAS 140. For
example, the preparer of financial statements must
continue to consider all available information that either
supports or questions isolation, including, whether the
contract or circumstance permits the transferor to
revoke the transfer, whether the transfer would likely be
deemed a true sale at law, whether the transferor is
affiliated with the transferee and other factors pertinent
under applicable law. (It is uncertain what might be the
impact of the recent raft of bankruptcy cases which may
test the whole notion of legal isolation around SPEs.)
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Constraints on Pledging or Exchanging the Transferred
Financial Asset

The final condition for sale treatment under paragraph 9
is the determination that there are no constraints on the
transferee’s ability to pledge or transfer the transferred
financial asset. The guidance in FAS 166 is similar to
the existing guidance under FAS 140. Having eliminated
the QSPE, however, FASB had to confront the reality
that the sine qua non is that, with respect to transfers to
entities whose sole purpose is to engage in securitiza-
tion or asset-backed financing activities, the transferee
is constrained from pledging or exchanging the
transferred financial assets to protect the rights of
beneficial interest holders in the financial assets.
Consequently, under such circumstances the restraint
on the ability to pledge/transfer test was moved to the
beneficiary level so that the preparer of financial
statements must look through the securitization vehicle
and assess whether there are any restraints on the
entity’s beneficial holders to pledge or exchange their
beneficial interests. Note that, in another nod to
practicality, this test can be satisfied even if the
transferor, as a beneficial interest holder in the vehicle,
is restrained from freely transferring its interest.

In any case, the preparer of financial statements must
use judgment to assess whether a condition on pledging
or exchanging a financial asset (or third-party beneficial
interests) results in a constraint and whether the
particular constraint provides more-than-a-trivial benefit
to the transferor. For example, a provision that prohibits
or significantly limits (e.g., provisions that narrowly limit
timing or terms of a transfer) a transferee from selling
or pledging the transferred asset may presumptively
provide the transferor with more-than-a-trivial benefit,
such as knowing who holds the financial asset and of
being able to block the financial asset from being sold
to a competitor. FASB clarified in FAS 166 that under
some circumstances sale accounting will be allowed
even if the transferee is significantly limited in its ability
to pledge or exchange the transferred financial asset if
the transferor, its consolidated affiliates and its agents
have no continuing involvement with the transferred
financial asset.

Participating Interests

FAS 140 did not contain any specific guidance on the
treatment of transfers of a portion, or component, of a
financial asset. FASB attempted to address this issue in
FAS 166 by defining, albeit narrowly, when a transfer of
a portion of an entire financial asset may be accounted
for as a sale. This new standard, however, focuses more
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on the form of the transfer (i.e., a participation that
meets the definition of a “participating interest” as
discussed below), rather than its substance. If a
financial asset is subdivided using a multi-note
structure, each note is considered a separate financial
asset; no problem here. Not so as to participations.
FASB has had an unnatural fascination with participat-
ing interests for many years.

Under FAS 166, the transfer of a portion of a financial
asset may only be accounted for as a sale if it meets the
definition of a “participating interest” and otherwise
satisfies the derecognition criteria in paragraph 9. Each
component of an entire financial asset must satisfy the
definition of a “participating interest” if sale accounting
treatment is desired. According to FASB, a “participa-
tion interest” has the following characteristics:

1. it represents a proportionate (pro rata) ownership
interest in an entire financial asset;

2. all cash flows (other than certain compensation
for services performed1 and certain proceeds of
the transferz) from the entire financial asset must
be proportionately distributed to the participants
in proportion to their share of ownership;

3. therights of each participating interest holder
must have the same priority and no participating
interest holder may be subordinate to another;

4. the participating interest holders must not have
any recourse to the transferor (or its consolidated
affiliates or agents) or to each other, other than
standard representations and warranties, servic-
ing obligations and contractual obligations to
share in any setoff benefits received by any par-
ticipating interest holder; and

5. no party has the right to pledge or exchange the
entire financial asset, unless all participating in-
terest holders agree.

Compensation for services performed will be excluded
from this consideration if (a) it is not subordinate to the
proportional cash flows and (b) it is not significantly above
fair compensation for the services rendered.

Proceeds will be excluded from this consideration if the
transfer does not result in the transferor receiving an
ownership interest in the financial asset that permits it to
receive disproportionate cash flows.
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FASB’s narrow definition of a “participation interest” will
impact how banks and other financial institutions
structure participation interests in the future. Under this
criteria, the flexibility of a participation structure is
greatly limited if the transferor of a participation
interest hopes to achieve sale treatment under FAS 166.
For example, a transferor cannot participate an entire
financial asset into a senior and junior portion and
transfer the junior (or riskier) portion and achieve sale
treatment under FAS 166. In such case, the transferor
will have to account for the sale of the junior (or riskier)
participation interest as a secured borrowing for its
senior position.

It is difficult to understand FASB’s position that a
portion of an individual financial asset can not be sold
(and derecognized under FAS 166) in any manner other
than through a pro rata participation interest with equal
priority. This conclusion ignores the important business
purposes that participation structures serve for banks
and other financial institutions. Nonetheless, that’s now
the rule. Under FASB’s new guidance, banks and other
financial institutions will need to engage in the costly,
and often burdensome, process of obtaining the
underlying obligor’s consent to restructure an entire
financial asset into multiple financial assets if sale
treatment is desired for transfers that do not satisfy the
criteria for a participating interest, even though a
participation structure, in substance, would achieve the
same result.

FAS 167 and the Amendments to FIN 46R

Of the two new standards, FAS 167 is the more far
reaching in terms of its immediate impact on financial
institutions. FAS 167 will cause banks and other
financial institutions to consolidate the assets and
liabilities of many existing securitization vehicles
(including assets and liabilities of existing QSPEs) onto
their balance sheets. These, of course, are assets which
they do not really own, in any practical sense, and
liabilities for which they have no actual legal liability.
Among other things, this will adversely impact capital
reserves for certain financial institutions, cause
companies to breach GAAP based financial covenants
and render balance sheets vastly more complex, all at
substantially greater cost to reporting companies.

The primary amendments to FIN 46R relate to the
elimination of the QSPE and the criteria for determining
when a holder of a variable interest in a variable interest
entity (a “VIE") — an entity that is deemed insufficiently
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capitalized or is not controlled through voting or similar
rights — must consolidate the assets and liabilities of the
VIE on its financial statements (i.e., it is the primary
beneficiary of the VIE). As discussed above, FAS 167 will
apply to existing entities. Therefore, a reporting entity
must carefully reconsider whether a pre-existing entity
is a VIE and, if such entity is a VIE, whether that entity is
the primary beneficiary.

FASB's objective in issuing FAS 167, as stated in FAS
167, was to “improve financial reporting by enterprises
involved with variable interest entities.” In particular,
FASB sought to address in FAS 167 (1) the effects on
certain provisions in FIN 46R as a result of the
elimination of the QSPE concept and (2) concerns about
the application of certain key provisions of FIN 46R in
which the accounting and disclosures did not always
provide timely and useful information about an
enterprise’s involvement in a VIE. The scope of FAS 167
remains unchanged from the scope of FIN 46R with the
addition of entities previously considered QSPEs.

As with FAS 166, the breadth of 167 is large. Here, we
will primarily focus on the revisions to the criteria
relating to determining whether an entity is a VIE and to
determining whether or not an entity is a primary
beneficiary of a VIE (and thus, must consolidate the
assets and liabilities of a VIE on its financial state-
ments).

Variable Interest Entities

Under FAS 167, a VIE is generally an entity in which
either: (1) the equity investors are not deemed to have
sufficient equity at risk for the entity to finance its
activities without additional subordinated financial
support or (2) the equity investors lack any one of the
following three characteristics:

1. the power, through voting rights or similar rights,
to direct the activities of an entity that most sig-
nificantly impact the entity’s economic perform-
ance;

2. the obligation to absorb the expected losses of
the entity; and

3. the right to receive the expected residual returns
of the entity.

For the most part, these criteria are consistent with the
criteria under FIN 46R. However, FASB clarified in FAS
167 that the presence of kick-out rights (as discussed
below) or participating rights will not be considered (for
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purposes of the first characteristic above) unless a
single enterprise has the unilateral ability to exercise
these rights. It is apparent that, absent the Q, this test
will cause most securitization vehicles and many fund
vehicles to be viewed as a VIE, thus kicking off the
search for the primary beneficiary.

Consolidating VIEs

Under FIN 46R, the determination of whether a holder of
a variable interest in a VIE must consolidate the assets
and liabilities of the VIE was based on a quantitative
analysis which required the enterprise that held a
variable interest that absorbed a majority of the entity’s
expected losses, received a majority of the entity’s
expected residual returns, or both, to consolidate the
assets and liabilities of the VIE on its financial
statements. FAS 167 eliminated this quantitative
analysis in favor of a more qualitative approach.

Under FAS 167, an enterprise must consolidate a VIE
when that enterprise has a variable interest (or
combination of variable interests) that provides the
enterprise with a controlling financial interest (i.e., the
enterprise is the primary beneficiary of the VIE). The
assessment of whether the holder of a variable interest
is the primary beneficiary will include: (1) an assess-
ment of the characteristics of the enterprise’s variable
interest(s) and other involvements (including involve-
ments of related parties and de facto agents) as well as
the involvement of other variable interest holders and
(2) an assessment of the VIEs purpose and design,
including the risks that the VIE was designed to create
and pass through to its variable interest holders.

The primary beneficiary of a VIE will be the enterprise
that has both of the following characteristics:

1. the power to direct the activities of a VIE that
most significantly impact the entity’s economic
performance; and

2. the obligation to absorb losses of the entity that
could potentially be significant to the VIE or the
right to receive benefits from the entity that could
potentially be significant to the VIE.

Each VIE is expected to have only one primary
beneficiary. FAS 167 requires an enterprise to
continuously reevaluate whether or not it is the primary
beneficiary of a VIE, not just ab initio when certain
trigger events occur as required under FIN 46R.
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FAS 167 also provides specific guidance on several
points of controversy in the structure of the typical
securitization that will either impact the determination
of whether an enterprise has the power to direct the
activities of a VIE that most significantly impact the
VIE’s economic performance or whether an enterprise
holds a variable interest in a variable interest entity.
Most notably, the treatment of kick-out rights, when fees
paid to service providers constitute variable interests for
purposes of the primary beneficiary analysis and when
power is shared. These points are discussed in more
detail below.

Kick-out Rights

In securitizations, “kick-out” rights refer to the ability of
a class of certificate holders to remove a special servicer
or collateral manager. Under FAS 167, the existence of
kick-out rights or participating rights will not affect the
determination of whether the holder of a variable
interest has the power to direct the activities of a VIE
that most significantly impact the entity’s economic
performance unless a single enterprise (including its
related parties and de facto agents) has the unilateral
ability to exercise those kick-out rights or participating
rights. This “unilateral” standard will affect many
entities that currently hold variable interests, especially
in this current economic downturn as operating losses
for VIEs continue to rise. For example, a CMBS servicer
who owns (directly or indirectly through an affiliate) a
senior variable interest may become the primary
beneficiary of the related VIE solely because the kick-out
rights have shifted from a single enterprise in the equity
tranche to multiple enterprises (within a single debt
tranche) due to operating losses for the related VIE.

Protective rights held by other parties, on the other
hand, do not preclude an enterprise from having the
power to direct the activities of a VIE that most
significantly impact the entity’s economic performance.
Protective rights include approval or veto rights that do
not affect the activities that most significantly impact
the entity’s economic performance, the ability to remove
the enterprise that has a controlling financial interest for
bankruptcy or covenant breach and limitations on the
operating activities of the enterprise.

Shared Power

Under certain circumstances, the power to direct the
activities that most significantly impact the entity’s
economic performance may be shared by multiple
entities and it may be difficult, or impossible to
determine which single entity is the primary beneficiary.
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FASB, through FAS 167, recognized this dilemma and
attempted to provide some guidance to help the
preparer of financial statements determine which entity,
if any, has the power to direct the activities of a VIE that
most significantly impact the VIE's economic perform-
ance. Pursuant to the guidance, if power to direct the
activities that most significantly impact the entity’s
economic performance is shared among multiple parties
and if decisions relating to those activities require the
consent of each of the parties sharing power, then there
is no primary beneficiary to the VIE (and no variable
interest holder will consolidate the assets and liabilities
of the VIE). If, however, the preparer of financial
statements determines that power is not shared
(because consent is not required for either party to
exercise its powers or otherwise) but multiple parties
direct the activities that most significantly impact the
entity’s economic performance and the nature of those
activities is the same, then the preparer of financial
statements must determine which party, if any, has the
power over the majority of those activities. The party, if
any, with the power over a majority of those activities
will be the primary beneficiary of the VIE, assuming it
meets the other criteria for consolidation. Likewise, if
multiple parties direct the activities that impact the
entity’s economic performance but the nature of those
activities is not the same, then the preparer of financial
statements must determine which party has the power
to direct the activities that most significantly impact the
entity’s economic performance. In such case, the party
that has the power to direct the activities that most
significantly impact the entity’s economic performance
will be the primary beneficiary of the VIE, assuming it
meets the other criteria for consolidation.

Clear, right? This analysis will require judgment on the
part of the preparer of financial statements. We think
this complexity of considerations is likely to result in
many disparate outcomes in the real world. Since
multiple preparers are likely to assess these real world
situations independently, it may often occur that
multiple parties are deemed the primary beneficiary or
none at all. Confusion will ensue.

Fees Paid to Service Providers

FAS 167 amends the criteria related to determining
whether fees paid to an entity’s decision maker(s) or
service provider(s) are variable interests in a VIE and
thus subject to the analysis described above relating to
which holders of variable interests must consolidate the
assets and liabilities of the VIE.
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Under the revised standard, fees paid to an entity’s
decision maker(s) or service provider(s) are not variable
interests only if all of the conditions set forth below are
met:

1. the fees are commensurate with the services
provided and the level of effort required to provide
those services;

2. substantially all of the fees are at or above the
same level of seniority as other operating liabili-
ties in the normal course of the entity’s activities;

3. the decision maker or service provider and its
related parties do not hold other interests in the
VIE that individually, or in the aggregate, absorb
or receive, as applicable, more than an insignifi-
cant amount of the entities expected losses or
expected residual returns, respectively;

4. the service arrangements contain only terms,
conditions or amounts that are customarily pre-
sent in arrangements for similar services negoti-
ated at arm’s length;

5. the total amount of anticipated fees are insignifi-
cant relative to the total amount of the variable
interest entity’s anticipated economic perform-
ance; and

6. the anticipated fees are expected to absorb an
insignificant amount of the variability associated
with the entity’s anticipated economic perform-
ance.

If fees paid to decision makers or service providers fail
to meet all of the conditions, then these fees will
constitute variable interests in a VIE and will be subject
to the consolidation analysis described above. As a
common sense reading of these criteria suggests (and
the examples don’t help here at all), it's hard to
determine whether a service provider which has another
interest in a VIE might become the primary beneficiary.
Does a servicer whose affiliate owns a small slice of AAA
bonds become a primary beneficiary? Probably not (one
hopes). However, a servicer whose affiliate owns a
substantial portion of an investment grade tranche or
perhaps even a smaller percentage of a non-investment
grade tranche may, indeed, become the primary
beneficiary. It's in the eyes of the preparer. The
guidance is not comforting. Spend a moment to just
consider the difficulty of applying these rules. Consider
your typical 100 basis point CMBS resolution fee.
Typical? Certainly. Consistent with the “level of effort

July 2009 / Issue 23 8



required to provide these services”? Perhaps. If,
however, in the eyes of a particular preparer it is not,
then the servicer may be deemed the holder of a
variable interest and, indeed, the primary beneficiary.

Conclusion
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legitimate business purposes of many structured
finance transactions and create enormous traps for the
unwary and areas of uncertainty, which, in the hands of
preparers acting with the best of faith, will often come

to disparate conclusions. Stand by, this will be quite a

ride.

As we said at the outset, these rules are tectonic. They

shift the plates of the business of structured finance
substantially. They reflect a bias against sale treatment
and towards the consolidation of the assets and
liabilities of all SPEs. They fail to recognize the

This update was authored by Richard D. Jones
(+1 212 698 3844; richard.jones@dechert.com)
and F. Stewart McQueen (+1 704 339 3155;
stewart.mcqueen@dechert.com).

Practice group contacts

If you have questions regarding the information in this legal update, please contact one of the authors or any Dechert
attorney with whom you regularly work. Visit us at www.dechert.com/finance&realestate.

Timothy J. Boyce

Charlotte

+1 704 339 3129
timothy.boyce@dechert.com

Lewis A. Burleigh

Boston

+1 617 654 8601
lewis.burleigh@dechert.com

Katherine A. Burroughs

Hartford

+1 860 524 3953
katherine.burroughs@dechert.com

Lawrence A. Ceriello

New York

+1 212 698 3659
lawrence.ceriello@dechert.com

Laura G. Ciabarra

Hartford

+1 860 524 3926
laura.ciabarra@dechert.com

Patrick D. Dolan

New York

+1 212 698 3555
patrick.dolan@dechert.com

Malcolm S. Dorris

New York

+1 212 698 3519
malcolm.dorris@dechert.com

Dr. Olaf Fasshauer

Munich

+49 89 21 21 63 28
olaf.fasshauer@dechert.com

Steven A. Fogel

London

+44 20 7184 7444
steven.fogel@dechert.com

David W. Forti
Philadelphia

+1 215 994 2647
david.forti@dechert.com

William Fryzer

London

+44 20 7184 7454
william.fryzer@dechert.com

Joseph B. Heil

San Francisco

+1 415 262 4510
joseph.heil@dechert.com

Bruce D. Hickey

Boston

+1 617 654 8602
bruce.hickey@dechert.com

Geoffrey K. Hurley

New York

+1 212 698 3598
geoffrey.hurley@dechert.com

Andrew Hutchinson

London

+44 20 7184 7428
andrew.hutchinson@dechert.com

Richard D. Jones
Philadelphia

+1 212 698 3844
richard.jones@dechert.com

David M. Linder

San Francisco

+1 415 262 4511
david.linder@dechert.com

Ralph R. Mazzeo
Philadelphia

+1 215994 2417
ralph.mazzeo@dechert.com

July 2009 / Issue 23 €)


mailto:timothy.boyce@dechert.com
mailto:lewis.burleigh@dechert.com
mailto:katherine.burroughs@dechert.com
mailto:lawrence.ceriello@dechert.com
mailto:laura.ciabarra@dechert.com
mailto:patrick.dolan@dechert.com
mailto:olaf.fasshauer@dechert.com
mailto:steven.fogel@dechert.com
mailto:david.forti@dechert.com
mailto:william.fryzer@dechert.com
mailto:joseph.heil@dechert.com
mailto:bruce.hickey@dechert.com
mailto:geoffrey.hurley@dechert.com
mailto:andrew.hutchinson@dechert.com
mailto:richard.jones@dechert.com
mailto:david.linder@dechert.com
mailto:ralph.mazzeo@dechert.com

Steven J. Molitor
Philadelphia

+1 215994 2777
steven.molitor@dechert.com

Sean H. Porter

New York

+1 212 698 3579
sean.porter@dechert.com

Jason S. Rozes
Philadelphia

+1 215 994 2830
jason.rozes@dechert.com

Timothy A. Stafford

New York

+1 212 698 3504
timothy.stafford@dechert.com

William C. Stefko

New York

+1 212 698 3895
william.stefko@dechert.com

Barry J. Thorne

London

+44 20 7184 7413
barry.thorne@dechert.com

Dechert

LLP

John M. Timperio
Charlotte

+1 704 339 3180
john.timperio@dechert.com

Cynthia J. Williams

Boston

+1 617 654 8604
cindy.williams@dechert.com

Jay Zagoren

Philadelphia

+1 215 994 2644
jay.zagoren@dechert.com

Dechert

LLP

www.dechert.com

IRS Circular 230 disclosure: To ensure compliance with requirements imposed by the IRS, we inform you
that any U.S. federal tax advice contained in this communication (including any attachments) is not
intended or written to be used, and cannot be used, for the purpose of (i) avoiding penalties under the
Internal Revenue Code or (ii) promoting, marketing or recommending to another party any transaction or
matter addressed herein.

© 2009 Dechert LLP. All rights reserved. Materials have been abridged from laws, court decisions, and
administrative rulings and should not be considered as legal opinions on specific facts or as a substitute
for legal counsel. This publication, provided by Dechert LLP as a general informational service, may be
considered attorney advertising in some jurisdictions. Prior results do not guarantee a similar outcome.

U.S. Austin - Boston + Charlotte - Hartford - Newport Beach + New York « Philadelphia
Princeton + San Francisco - Silicon Valley - Washington, D.C. - EUROPE Brussels
London « Luxembourg + Moscow « Munich - Paris + ASIA Beijing - Hong Kong

July 2009 / Issue 23 10



mailto:steven.molitor@dechert.com
mailto:sean.porter@dechert.com
mailto:jason.rozes@dechert.com
mailto:timothy.stafford@dechert.com
mailto:william.stefko@dechert.com
mailto:barry.thorne@dechert.com

