

Management’s Summary of Off-Balance-Sheet Transactions


An area that has come under scrutiny, and one in which the company may be at risk, is off-balance-sheet transactions. The audit committee should be aware of transactions and circumstances that may require recognition on the balance sheet and should ensure that those transactions and events have been accounted for properly. Furthermore, the audit committee should ensure that, in addition to fulfilling the disclosure requirements of GAAP, the Management’s Discussion & Analysis (MD&A) disclosure requirements have been met with respect to any transaction, or any agreement or contractual arrangement, with an unconsolidated entity under which the company has or in the future may have:

1.
Any obligation under a direct or indirect guarantee or similar arrangement;

2.
A retained or contingent interest in assets transferred to an unconsolidated entity or similar arrangement;

3.
Derivatives, to the extent that the fair value thereof is not fully reflected as a liability or asset in the financial statements; or

4.
Any obligation or liability, including a contingent obligation or liability, to the extent that it is not fully reflected on the face of the financial statements.

It is imperative that the audit committee have a healthy and continuing dialogue with management about off-balance-sheet items. In doing so, following are some questions that should be regularly asked of management:














Summary of FASB Interpretation No. 46

FASB Interpretation No. 46, Consolidation of Variable Interest Entities, an Interpretation of Accounting Research Bulletin No. 51, Consolidated Financial Statements, addresses consolidation by business enterprises of variable interest entities*, which have one or both of the following characteristics:

1.
The equity investment at risk is not sufficient to permit the entity to finance its activities without additional subordinated financial support from other parties, which is provided through other interests that will absorb some or all of the expected losses of the entity. 

2.
The equity investors lack one or more of the following essential characteristics of a controlling financial interest:


a.
The direct or indirect ability to make decisions about the entity’s activities through voting rights or similar rights 


b.
The obligation to absorb expected losses of the entity if they occur, which makes it possible for the entity to finance its activities 


c.
The right to receive the expected residual returns of the entity if they occur, which is the compensation for the risk of absorbing the expected losses

The following are exceptions to the scope of this Interpretation:

1.
Not-for-profit organizations are not subject to this Interpretation unless they are used by business enterprises in an attempt to circumvent the provisions of this Interpretation.

2.
Employee benefit plans subject to specific accounting requirements in existing FASB Statements are not subject to this Interpretation.

3.
Registered investment companies are not required to consolidate a variable interest entity unless the variable interest entity is a registered investment company.

4.
Transferors to qualifying special-purpose entities and “grandfathered” qualifying special-purpose entities subject to the reporting requirements of FASB Statement No. 140, Accounting for Transfers and Servicing of Financial Assets and Extinguishments of Liabilities, do not consolidate those entities.

5.
No other enterprise consolidates a qualifying special-purpose entity (SPE) or a “grandfathered” qualifying SPE unless the enterprise has the unilateral ability to cause the entity to liquidate or to change the entity in such a way that it no longer meets the requirements to be a qualifying SPE or “grandfathered” qualifying SPE. 

6.
Separate accounts of life insurance enterprises as described in AICPA Auditing and Accounting Guide Life and Health Insurance Entities, are not subject to this Interpretation.

_______________________
( The Exposure Draft that preceded this Interpretation referred to the entities subject to its requirements as special-purpose entities (SPEs). Because some entities that have been commonly referred to as SPEs may not be subject to this Interpretation, and other entities that have not commonly been referred to as SPEs may be subject to this Interpretation, the Financial Accounting Standards Board decided to use the term variable interest entity.

Summary of FASB Interpretation No. 45

FASB Interpretation No. 45, Guarantor’s Accounting and Disclosure Requirements for Guarantees, Including Indirect Guarantees of Indebtedness of Others, elaborates on the disclosures to be made by a guarantor in its interim and annual financial statements about its obligations under certain guarantees that it has issued. It also clarifies that a guarantor is required to recognize, at the inception of a guarantee, a liability for the fair value of the obligation undertaken in issuing the guarantee. This Interpretation does not prescribe a specific approach for subsequently measuring the guarantor’s recognized liability over the term of the related guarantee. This Interpretation also incorporates, without change, the guidance in FASB Interpretation No. 34, Disclosure of Indirect Guarantees of Indebtedness of Others, which is being superseded.

This Interpretation does not apply to certain guarantee contracts, guarantees issued by insurance and reinsurance companies and accounted for under accounting principles for those companies; residual value guarantees provided by lessees in capital leases, contingent rents, vendor rebates and guarantees whose existence prevents the guarantor from recognizing a sale or the earnings from a sale. Furthermore, the provisions related to recognizing a liability at inception for the fair value of the guarantor’s obligation do not apply to the following:


a.
Product warranties


b.
Guarantees that are accounted for as derivatives


c.
Guarantees that represent contingent consideration in a business combination


d.
Guarantees for which the guarantor’s obligations would be reported as an equity item (rather than a liability)


e.
An original lessee’s guarantee of lease payments when that lessee remains secondarily liable in conjunction with being relieved from being the primary obligor (that is, the principal debtor) under a lease restructuring


f.
Guarantees issued between either parents and their subsidiaries or corporations under common control


g.
A parent’s guarantee of a subsidiary’s debt to a third party, and a subsidiary’s guarantee of the debt owed to a third party by either its parent or another subsidiary of that parent

However, the guarantees described in items a to g above are subject to the disclosure requirements of this Interpretation.

From The AICPA Audit Committee Toolkit. Copyright © 2004 by the American Institute of Certified Public Accountants, Inc. New York, New York
PURPOSE OF THIS TOOL: An area that has come under scrutiny, and one where the company may be at risk, is off-balance-sheet transactions. Generally accepted accounting principles (GAAP) permit certain kinds of transactions to be accounted for off the company’s balance sheet, and many companies, as a means of managing risk and/or taking advantage of legitimate tax minimization opportunities, create off-balance-sheet transactions. It is important that the audit committee understand the nature and the reason for each off-balance-sheet item, and ensure that any such relationships are adequately disclosed. This tool is intended to assist audit committee members in gaining an understanding of management’s use of off-balance-sheet transactions so they may weigh in on the appropriateness of the treatment and whether it will meet regulatory requirements.





























2.	Are there any entities that would be consolidated as variable interest entities if different subjective determinations had been made in applying FASB Interpretation No. 46?


	If so, please provide details.























1.	Please describe the company’s process for identifying variable interest entities that might require consolidation in accordance with Financial Accounting Standards Board (FASB) Interpretation No. 46 Consolidation of Variable Interest Entities. (A summary of FIN 46 follows.)
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3.	Please describe the company’s process for identifying and valuing direct or indirect guarantees in accordance with FASB Interpretation No. 45, Guarantor’s Accounting and Disclosure Requirements for Guarantees, Including Indirect Guarantees of Indebtedness of Others. (A summary of FIN 45 follows.)















































4.	Please describe how any recognized guarantee liabilities, including related charges, have been accounted for and how they will be accounted for in the future.















































6.	Has the company solicited or received advice from or given advice to any outside party on how to structure any transaction to produce a desired financial statement effect? If so, please provide details.
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5.	Has the company entered into any related transactions that, when viewed individually, do not result in the recognition of a liability but that, if viewed together, might be deemed to result in a liability or obligation? If so, please provide details.
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