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Transfers and servicing of financial assets
Foreword

An established model and
evolving transactions

In the decades since the FASB first developed its guidance on transfers of
financial assets, the capital markets — and the types of transfers that take place
in them — have continued to evolve.

The accounting guidance has evolved as well, although the core principles have
remained intact: a transaction is recognized as a sale when a financial asset has
been transferred and control has been surrendered; and following a sale, a
company measures both the benefits it controls and the resulting obligations.

This model is well-established, but the continued evolution of transactions
involving transfers of financial assets often pushes the profession to make
critical judgments about the application of the guidance.

We want to help you make those critical judgments.

In this Handbook, we navigate scope, deconstruct the sale criteria, and describe
the accounting for both sales and secured borrowings. We seek to demystify
securitization transactions and how to analyze repurchase agreements and
securities lending. We also address the accounting for servicing assets and
liabilities.

We hope you will find this Handbook to be a useful tool in applying the
guidance on transfers and servicing of financial assets to the types of
transactions most relevant to you.

Michael Hall and Mark Northan
Department of Professional Practice, KPMG LLP
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Transfers and servicing of financial assets
About this publication

About this publication

The purpose of this Handbook is to assist you in understanding the standard on
transfers and servicing of financial assets, Topic 860.

Organization of the text

Each chapter of this Handbook includes excerpts from FASB's Accounting
Standards Codification® and overviews of the relevant requirements. Our in-
depth guidance is explained through Q&As that reflect the questions we are
encountering in practice. We include examples to explain key concepts.

Our commentary is referenced to the Codification and to other literature, where
applicable. The following are examples.

— 860-10-40-5 is paragraph 40-5 of ASC Subtopic 860-10

— 2000 AICPA Conf is the 2000 AICPA National Conference on Current SEC
Developments. These references are hyperlinked to the source material

— AICPA PADA.Q1 is Question 1 of the AICPA's practice aid on Accounting
and auditing of digital assets. This reference is hyperlinked to the source
material on the AICPA’s website

— ASU 2014-11.BC7 is paragraph 7 of the basis for conclusions to ASU 2014-
11

— AU-C 9620.13 is paragraph 13 of Section 9620 of the AICPA’s Clarified
Statements on Auditing Standards

— FAS 166.BC.A39 is paragraph A39 of the basis for conclusions to FASB
Statement No. 166

— FSP FAS 140-3.A13 is paragraph A13 of the background information and
basis for conclusions to FASB Staff Position 140-3

— FRR 48 is Financial Reporting Release No. 48 from the SEC

— SIFMA letter 12/4/17 is a letter from SIFMA to the SEC's Office of the Chief
Accountant dated December 4, 2017. This reference is hyperlinked to the
source material on SIFMA's website

— S-X Rule 4-08(b) is Rule 4-08(b) of SEC Regulation S-X

— TRG 4-16.52 is agenda paper No. 52 from the meeting of the IASB and the
FASB's Joint Transition Resource Group for Revenue Recognition (TRG)
held in April 2016

Pending content

Some paragraphs reproduced in this Handbook from Topic 860 were amended
by ASU 2020-03, Codification Improvements to Financial Instruments. The
amendments are incorporated into the excerpts from the Codification and our
interpretive guidance presumes that the ASU has been adopted.

© 2022 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved.




Transfers and servicing of financial assets
About this publication

This ASU was effective in 2020 for many entities.

— For entities that had not adopted the credit impairment standard, the
effective date for this ASU is the same as the effective date for the credit
impairment standard. That is, for public business entities that are not
eligible to be smaller reporting companies, annual and interim periods for
fiscal years beginning after December 15, 2019. For all other entities,
annual and interim periods in fiscal years beginning after December 15,
2022.

— For entities that had adopted the credit impairment standard, this ASU was
effective for fiscal years beginning after December 15, 2019.

March 2022 edition

This edition of our Handbook includes new interpretations related to a transfer
of a portion of an equity share. New Questions 2.2.15 and 3.4.35 have been
added and are identified with **.

Abbreviations

We use the following abbreviations in this Handbook.

ABS Asset-backed security

AFS Available-for-sale

AICPA American Institute of Certified Public Accountants
AQCI Accumulated other comprehensive income

CDO Collateralized debt obligation

CLO Collateralized loan obligation

CMBS Commercial mortgage backed security

FDIC Federal Deposit Insurance Corporation

GNMA Government National Mortgage Association (Ginnie Mae)

I/O Interest only

OcCl Other comprehensive income

MBS Mortgage backed security

PCAOB Public Company Accounting Oversight Board

P/O Principal only

ROAP Removal of accounts provision

SEC Securities and Exchange Commission

SIFMA Securities Industry and Financial Markets Association
SPE Special Purpose Entity

VA United States Department of Veterans Affairs

We use the following additional abbreviation in the charts and diagrams in this
Handbook:

FV Fair value

© 2022 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved.



1.

Transfers and servicing of financial assets
1. Executive summary

Executive summary

Topic 860 applies to transfers of financial assets by all entities (including not-for-
profit entities), except for transfers specifically excluded from its scope. The
following decision tree summarizes steps in determining whether a transaction
is in the scope of Topic 860.

Does the transaction
meet the definition of a
transfer? No
(section 2.2)

Yes
v
Is the transfer explicitly Do not apply the
excluded from the scope | guidance in Topic 860.
of Topic 8607 Apply other relevant
(section 2.2) ing guidance.
No

\ 4
Are the assets being

transferred financial
assets?’ No
(section 2.3)

Yes

Apply Topic 860

Note:

1. Transfers of certain other derivative instruments are also within the scope of Topic 860.
See section 2.3.

Subtopic 860-50 applies to servicing assets and servicing liabilities (see chapter
10). It has a scope that is separate and distinct from the rest of Topic 860.

Read more: Chapter 2

© 2022 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved.
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Transfers and servicing of financial assets
1. Executive summary

Determining whether to account for a transfer of

financial assets as a sale or secured borrowing

The following decision tree summarizes the steps in determining whether to
account for a transfer of financial assets as a sale (or a secured borrowing).

Do not account for
transfer as a sale
Continue to recognize

Is transferee a consolidated
affiliate of transferor under Topic
810 (consolidaton)? Yes
(section 3.2)

I

Was transferred item (i.e. unit of
account) an entire financial asset
- (group of entire financial assets) or
Entire a portion of a financial asset?
asset .
(section 3.3)

i Portion of asset

assets in transferor’s
consolidated financial
statements

Does the portion of the financial
asset have the characteristics of a
‘participating interest’? No
(section 3.4)

Yes

Evaluate whether the transferor
surrendered control over the

transferred financial assets
(section 3.5)

Continue

Do not account for
transfer as a sale
Account for transfer as a

Are assets legally isolated from
transferor?
(chapter 4)

i Yes

Does transferee have the right to
pledge or exchange transferred
assets (i.e. actual control)? No
(chapter 5)

l Yes

Does transferor maintain effective
control?
(chapter 6)

secured borrowing
(chapter 8)

Yes

Account for transfer as a

CE[
(chapter 7)

© 2022 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved.



Transfers and servicing of financial assets
1. Executive summary

Sale criteria: Overview

An entity evaluates whether to account for a transfer of financial assets as a
sale (or a secured borrowing) throughout the life of the transferred assets.

The first step in determining whether a transfer of a financial asset is accounted
for as a sale or secured borrowing is to evaluate whether the transferee is a
consolidated affiliate of the transferor. Topic 810 (consolidation) is used to
determine whether the transferee is a consolidated affiliate. A transfer to a
consolidated affiliate is not accounted for as a sale.

When a transfer is not to a consolidated affiliate, the next step is to evaluate
whether the transferred item (i.e. unit of account) is eligible for sale accounting.
To be eligible for sale accounting, a transferred item must be one of the
following:

— an entire financial asset;

— a group of entire financial assets; or

— a participating interest in an entire financial asset (or a group of such
participating interests). To be eligible for sale accounting, a transferred
interest that is less than an entire financial asset (a component of a financial
asset) must meet all of the characteristics of a participating interest that are
specified in Topic 860.

If the transferred item is eligible for sale accounting, the next step is to evaluate
whether the transferor surrendered control over the transferred financial assets
based on the control criteria: legal isolation, actual control and effective control.

Read more: Chapter 3

Sale criterion: Legal isolation

The first criterion that must be met to achieve sale accounting is to determine if
the transferred financial assets are legally isolated from the transferor and its
consolidated affiliates. This requirement is commonly referred to as the legal
isolation criterion, and the determination is largely a legal analysis.

Read more: Chapter 4

Sale criterion: Actual control

The second criterion that must be met to achieve sale accounting is for the
transferee to have the ability to pledge or exchange the transferred financial
assets. If this criterion is met, the transferor has surrendered actual control of
the transferred financial assets.

The criterion is met if:

— the transferor, its consolidated affiliates and its agents have no continuing
involvement with the transferred financial assets; or

— the transferor, its consolidated affiliates or its agents have continuing
involvement, but:

© 2022 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved.

6



Transfers and servicing of financial assets
1. Executive summary

— the transferee is not constrained in its ability to pledge or exchange the
transferred assets; or
if the transferee is so constrained, the constraint does not provide a
more-than-trivial benefit to the transferor.

For this criterion, the references to ‘transferee’ and ‘financial assets’ also apply
to third-party beneficial interest holders and beneficial interests, respectively, if
the transferee’s sole purpose is to engage in securitizations or asset-backed
financing arrangements.

Read more: Chapter 5

Sale criterion: Effective control

A transferor does not account for a transfer of financial assets as a sale when it
has maintained effective control over them (or over third-party beneficial
interests related to them). A transferor maintains effective control through any
of the following types of agreements.

An agreement that both entitles and obligates the transferor to
Type 1 repurchase or redeem the transferred financial assets before their
maturity.

An agreement that provides the transferor with the following (other
than through a cleanup call):

Type 2 — the unilateral ability to cause the holder to return specific financial
assets; and
— a more-than-trivial benefit attributable to that ability.

An agreement that permits the transferee to require the transferor to
repurchase the transferred financial assets (i.e. a put option) at a price
that is so favorable to the transferee that it is probable the transferee
will exercise its right.

Type 3

As an exception to the effective control criterion, Topic 860 requires all
repurchase-to-maturity transactions to be accounted for as secured borrowings
as if the transferor had maintained effective control.

For this criterion:

— references to a transferred financial asset include beneficial interests issued
by a transferee whose sole purpose is to engage in securitizations or asset-
back financing activities; and

— references to transferees include third-party holders of those beneficial
interests.

Read more: Chapter 6

© 2022 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved.



Transfers and servicing of financial assets 8

1. Executive summary

Accounting for sales

This Handbook addresses the accounting by both the transferor and transferee
for a transfer to which sale accounting applies. The accounting for a transfer
accounted for as a sale is as follows.

e — Derecognizes an entire financial asset, group of entire financial
assets or participating interest.

— Recognizes all assets obtained and liabilities incurred in the sale at
fair value.

— Recognizes a gain or loss on sale.

— Generally, recognizes all assets acquired and liabilities incurred at
fair value.

nsferee

This Handbook also addresses the accounting when a transfer initially qualifies
as a sale but subsequently no longer qualifies as a sale. This occurs if:

— the transferor regains control of the transferred financial asset; or
— the transferred financial asset was a participating interest at the time of the
transfer but no longer qualifies as one.

Read more: Chapter 7

Accounting for secured borrowings

Transfers that do not qualify to be accounted for as sales by the transferor are
accounted for as secured borrowings with a pledge of collateral by both the
transferor and transferee. This Handbook addresses the accounting by both the
transferor and transferee for a transfer accounted for as a secured borrowing.
This accounting is generally as follows.

e eia — Continues to recognize the transferred assets — i.e. does not
derecognize them or recognize a gain or loss.

— ldentifies the transferred assets as pledged/encumbered on the
balance sheet if the transferee has the right to pledge or exchange
them.

— Recognizes any cash received along with an obligation (liability) to
return it to the transferee.

— Subsequently recognizes interest expense on the obligation.

ey — Derecognizes the cash paid.
— Recognizes a receivable from the transferor.
— Subsequently recognizes interest income on the receivable.

However, the subsequent accounting for noncash collateral (i.e. the transferred
financial asset) for both the transferor and transferee is affected by whether:

— the transferee (as the secured party) has the right to sell or repledge the
collateral; and
— the transferor (as the obligor) has defaulted.

© 2022 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved.



Transfers and servicing of financial assets
1. Executive summary

As a result of applying the above conditions, the transferor may subsequently
be required to derecognize the transferred asset and the transferee may be
required to recognize it.

Read more: Chapter 8

Special topics

This Handbook discusses several types of transactions involving transfers of
financial assets that are common in practice. For each transaction type, this
Handbook identifies some common features and identifies some relevant
accounting considerations.

Transaction

type Description

Securitizations The process of pooling financial assets into a group, and selling
interests in that group of assets to investors.

Securities The practice of loaning financial assets to others in exchange for a

lending fee.

Repurchase A transaction involving the sale of securities with a corresponding

agreements agreement to repurchase the securities at a future date.

Dollar rolls A variation of a repurchase agreement in which the repurchased
securities are similar, but not identical, to the originally transferred
securities.

Banker's — A banker’s acceptance is a short-term financing arrangement

acceptances and in which an accepting bank agrees to pay a customer's

risk participations liability to its vendor. The customer repays the bank at a later

date.

— Arrisk participation is a form of credit protection in which a
second bank agrees to reimburse the accepting bank if the
customer defaults on the acceptance.

Wash sales A transaction in which a transferor sells securities with the intent
to repurchase the same (or substantially the same) securities to
obtain income tax or other benefits.

Read more: Chapter 9

Servicing assets and liabilities

Servicing financial assets includes a variety of activities, including collecting
payments from borrowers, monitoring delinquencies and remitting fees to
service providers (e.g. trustees, guarantors). Servicing is inherent in all financial
assets but is not accounted for separately as a distinct asset (or liability) until:

— the entity transfers the financial asset in a transaction accounted for as a
sale under Topic 860 while retaining the servicing rights to that asset; or

© 2022 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved.
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Transfers and servicing of financial assets
1. Executive summary

— the entity acquires or assumes a servicing right but does not own the
related financial asset.

This Handbook covers the life cycle of a servicing asset or liability, including:

— whether and how to recognize a servicing asset or liability;

— how to initially measure a servicing asset or liability;

— how to subsequently measure a servicing asset or liability under one of two
available methods; and

— whether the transfer of a servicing asset or liability by the servicer qualifies
as a sale.

Read more: Chapter 10

Disclosures

The principal objectives of Topic 860's disclosure requirements are to provide
financial statement users with an understanding of:

— atransferor’s continuing involvement (if any) with transferred financial
assets;

— the nature of restrictions on assets on a transferor’s balance sheet;

— how servicing assets and liabilities are reported; and

— how a transfer of financial assets affects a transferor’s balance sheet,
income statement and statement of cash flows.

The specific disclosures in Topic 860 include those related to:

— sales of financial assets;
— secured borrowings and collateral; and
— servicing assets and liabilities.

These disclosures represent the minimum requirements, and an entity may
need to supplement them to achieve Topic 860's disclosure objectives.

Read more: Chapter 11

© 2022 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved.
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Transfers and servicing of financial assets

2. Scope

Detailed contents
New item added in this edition: **
21 How the standard works
2.2 Transfers and scope exclusions

2.2.10 Overview

2.2.20 Loan syndications and loan participations

2.2.30 Factoring arrangements and transfers of receivables with

recourse

2.2.40 Exchanges of beneficial interests

2.2.50 Dollar-roll repurchase agreements

Questions

2.2.10 What types of common transactions qualify as transfers as
defined in Topic 8607

2.2.15 Is a transfer of fractional shares in the scope of
Topic 8607 **

2.2.20 What is the difference between a loan syndication and loan
participation and why is the distinction important under
Topic 8607

2.2.30 Is an exchange of beneficial interests with the issuer in the
scope of Topic 8607

2.3 Financial assets
2.3.10 Overview
2.3.20 In-substance nonfinancial assets
2.3.30 Financial asset definition applied to specific instruments
2.3.40 Securitized stranded costs
Questions

2.3.10 How are instruments analyzed to determine if they are
financial instruments in the scope of Topic 8607

2.3.20 What are common examples of recognized financial assets
that are in the scope of Topic 8607

2.3.30 What are some examples of transfers of non-financial
derivative instruments for which Topic 860 is applied by
analogy?

2.3.40 What are common examples of items that are not in the
scope of Topic 8607

© 2022 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved.
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2.3.60

2.3.60

2.3.70

2.3.80
2.3.90

2.3.100

2.3.110
2.3.120

2.3.130

Transfers and servicing of financial assets
2. Scope

How does an entity determine whether an asset is an in-
substance nonfinancial asset?

Is an intercompany loan considered a transfer of a financial
asset for purposes of consolidated financial statements?

Is the transfer of an equity method investment in the scope
of Topic 8607

Do cryptocurrencies represent financial assets?

Is an investment in an entity presented using proportionate
consolidation in the scope of Topic 8607

Is the transfer of a previously written off asset in the scope
of Topic 8607

Is a contract asset a recognized financial asset?

Is the transfer of a customer receivable when the associated
revenue has not been recognized in the scope of Topic 8607

Is the transfer of an account relationship in the scope of
Topic 8607

© 2022 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved.
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Transfers and servicing of financial assets | 13
2. Scope

How the standard works

Topic 860 applies to transfers of financial assets by all entities (including not-for-
profit entities), except for transfers specifically excluded from its scope. The
following decision tree summarizes steps in determining whether a transaction
is in the scope of Topic 860.

Does the transaction
meet the definition of a
transfer?
(section 2.2)

Yes
\ 4
Is the transfer explicitly Do not apply the
excluded from the scope | guidance in Topic 860.
of Topic 8607 Apply other relevant
(section 2.2) accounting guidance.
No
\ 4

Are the assets being
transferred financial
assets?’ No
(section 2.3)

Yes

Apply Topic 860

Note:

1. Transfers of certain other derivative instruments are also within the scope of Topic 860.
See section 2.3.

Subtopic 860-50 (servicing assets and liabilities) applies to servicing assets and
servicing liabilities (see chapter 10). It has a scope that is separate and distinct
from the rest of Topic 860.

© 2022 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
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2.2.10

Transfers and servicing of financial assets
2. Scope

Transfers and scope exclusions

Overview

l_rg Excerpt from ASC 860-10

20 Glossary
Transfer

The conveyance of a noncash financial asset by and to someone other than the
issuer of that financial asset.

A transfer includes the following:

a. Selling a receivable
b. Putting a receivable into a securitization trust
c. Posting a receivable as collateral.

A transfer excludes the following:

a. The origination of a receivable

b. Settlement of a receivable

c. The restructuring of a receivable into a security in a troubled debt
restructuring.

Transferee

An entity that receives a financial asset, an interest in a financial asset, or a
group of financial assets from a transferor.

Transferor

An entity that transfers a financial asset, an interest in a financial asset, or a
group of financial assets that it controls to another entity.

> Types of Transfers

05-6 Transfers of financial assets take many forms. This guidance provides an
overview of the following types of transfers discussed in this Topic:

Securitizations

Factoring

Transfers of receivables with recourse
Securities lending transactions
Repurchase agreements

Loan participations

g. Banker's acceptances.

S0 000w

> Entities
15-2 The guidance in the Transfers and Servicing Topic applies to all entities.
> Transactions

15-3 The guidance in the Transfers and Servicing Topic applies to the issues of
accounting for transfers and servicing of financial assets.

© 2022 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved.
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Transfers and servicing of financial assets
2. Scope

15-4 The guidance in this Topic does not apply to the following transactions
and activities:

a. Except for transfers of servicing assets (see Section 860-50-40) and for the
transfers noted in the following paragraph, transfers of nonfinancial assets

b. Transfers of unrecognized financial assets, for example, lease payments to

be received under operating leases

Transfers of custody of financial assets for safekeeping

@

d. Contributions (for guidance on accounting for contributions, see Subtopic
958-605)

e. Transfers of in substance nonfinancial assets, see Subtopic 610-20

f. Investments by owners or distributions to owners of a business entity

g. Employee benefits subject to the provisions of Topic 712

h. Leveraged leases subject to Topic 842

i.

Money-over-money and wrap lease transactions involving nonrecourse
debt subject to Topic 842.

>>> Application of the Term Transfer

55-4 A payment of cash or a conveyance of noncash financial assets to the
holder of a loan or other receivable in full or partial settlement of an obligation
is not a transfer under this Subtopic. In addition, a loan syndication is not a
transfer of financial assets. See paragraph 310-10-25-4 for further guidance on
a loan syndication.

>>> Reacquisition by an Entity of Its Own Securities

55-15 A reacquisition by an entity of its own securities by exchanging noncash
financial assets (for example, U.S. Treasury bonds or shares of an
unconsolidated investee) for its common shares constitutes a distribution by an
entity to its owners, as defined in FASB Concepts Statement No. 6, Elements
of Financial Statements, and, therefore, is excluded from the scope of this
Subtopic.

Topic 860 applies to transfers of financial assets by all entities (including not-for-
profit entities), except for transfers specifically excluded from its scope. [860-10-
15-2 — 15-3]

As the decision tree in section 2.1 indicates, a transaction is in the scope of
Topic 860 if it contains three elements:

— itinvolves a transfer as defined in Topic 860;

— it is not explicitly excluded from the scope of Topic 860; and

— arecognized financial asset (or in-scope derivative instrument) is being
transferred (see section 2.3).

A transfer occurs when an entity conveys a noncash financial asset by and to
someone other than the issuer of that financial asset. The entity that transfers

the asset is the transferor; the entity that receives the asset is the transferee.
[860-10 Glossary]

Topic 860 provides a list of specific transactions or activities that are outside its
scope. Some on this list do not qualify as transfers and therefore do not meet
the first element (see Question 2.2.10) or do not qualify as financial assets (see
Question 2.3.20) and therefore do not meet the third element. The following are

nization of independe
rantee. All rights reserved.
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Transfers and servicing of financial assets
2. Scope

also transactions outside the scope because the Board chose not to change the
accounting for such transactions or activities: [860-10-15-4(g) — 15-4(i)]

— employee benefits subject to Topic 712 (nonretirement postemployment
benefits)

— leveraged leases subject to Topic 840 or Topic 842 (leases)

— money-over-money and wrap lease transactions involving nonrecourse debt
subject to Topic 842.

Question 2.2.10

What types of common transactions qualify as
transfers as defined in Topic 860?

Interpretive response: Examples of common transactions that qualify as
transfers include: [860-10 Glossary, 860-10-05-6]

— sales of receivables, including factoring receivables or transferring
receivables (see section 2.2.30);

— transfers of receivables into a securitization trust;

— posting of receivables as collateral;

— loan participations (see section 2.2.20);

— securities lending transactions, including repurchase agreements;

— transfers of accepted drafts arising from banker’s acceptances (see section
9.4.10);

— dollar-roll repurchase agreements with existing securities (see section
2.2.50); and

— wash sales (transactions in which an entity sells a security and repurchases
the same or substantially the same security at some future date - generally
within 15-30 days) (see section 9.4.20).

Examples of common transactions that do not qualify as transfers include: [860-
10 Glossary, 860-10-55-4, 55-15]

— originations of receivables;

— settlements of loans or receivables, including full or partial settlements of
obligations;

— restructuring of receivables into securities in troubled debt restructurings;

— loan syndications (see section 2.2.20);

— transfers of custody of financial assets for safekeeping;

— investments by owners or distributions to owners of a business entity;

— dollar-roll repurchase agreements with securities that do not yet exist or are
to be announced (see section 2.2.50);

— reacquisitions by an entity of its own securities by exchanging noncash
financial assets (this is a distribution); and

— certain exchanges of beneficial interests in the same transferred assets
(see section 2.2.40).

© 2022 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved.

16



2.2.20

Transfers and servicing of financial assets
2. Scope

Question 2.2.15**

Is a transfer of fractional shares in the scope of
Topic 860?

Background: A broker-dealer entity purchases a whole share (e.g. common
stock or a mutual fund share) from a third-party market participant for cash. The
broker-dealer entity subsequently delivers a portion of that share to a third-party
customer in the form of a fractional share in exchange for cash. These
transactions may also be part of, but are not limited to, dividend reinvestment
plans provided by the broker-dealer entity to its third-party customers.

Interpretive response: Yes. \We believe a transaction that has the
characteristics described above is a transfer of financial assets in the scope of
Topic 860. A transaction that results in the delivery of a fractional share to the
third-party customer is a transfer of a financial asset.

Because the third-party market participant transferred a whole share, and not a
fractional share, we believe it should not be considered the transferor of the
fractional share. Instead, the broker-dealer entity should be considered the
transferor of the fractional share. Therefore, the broker-dealer entity needs to
evaluate whether to account for the transfer of the fractional share as a sale or
secured borrowing.

Question 3.4.35 discusses the applicability of the participating interest
requirements for transfers of portions of equity shares.

Loan syndications and loan participations

I_:E Excerpt from ASC 860-10

>> Loan Participations

05-22 |n certain industries, a typical customer’s borrowing needs often exceed
its bank’s legal lending limits. To accommodate the customer, the bank may
participate the loan to other banks (that is, transfer under a participation
agreement a portion of the customer’s loan to one or more participating
banks).

05-23 Transfers by the originating lender may take the legal form of either
assignments or participations. The transfers are usually on a nonrecourse
basis, and the transferor (originating lender) continues to service the loan. The
transferee (participating entity) may or may not have the right to sell or transfer
its participation during the term of the loan, depending on the terms of the
participation agreement.
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FE Excerpt from ASC 310-10

20 Glossary
Loan Syndication

A transaction in which several lenders share in lending to a single borrower.
Each lender loans a specific amount to the borrower and has the right to
repayment from the borrower. It is common for groups of lenders to jointly
fund those loans when the amount borrowed is greater than any one lender is
willing to lend.

Loan participations are transfers under Topic 860, while loan syndications are
not (see Question 2.2.20).

Question 2.2.20
What is the difference between a loan syndication

and loan participation and why is the distinction
important under Topic 860?

Background: Loan syndications and loan participations may occur for a variety
of reasons, including when a borrower wants to borrow an amount that is
greater than a single lender is willing to lend. This may occur when the
borrower’s desired loan amount exceeds a bank’s legal lending limit or internal
credit risk management guidelines. In those circumstances, the loan may be
funded through either a loan syndication or a loan participation. [860-10-05-22]

Interpretive response: A loan participation involves a transfer of financial
assets, while a loan syndication does not. As a result, a loan syndication is not
in the scope of Topic 860, while a loan participation is in scope. [860-10-55-3 — 55-4]

Determining whether an arrangement represents a loan syndication or loan
participation for accounting purposes often requires an analysis of legal
agreements.

A loan syndication is a transaction where several lenders share in lending to a
single borrower. Each lender loans a specific amount directly to the borrower
and has the right to repayment from the borrower. Because each loan that is
part of the loan syndication is originated directly with the borrower, no transfer
takes place.

A loan participation is a transaction where one lender originates a loan and then
transfers an interest in that loan (effectively a portion of the loan) to one or
more other lenders. Loan participations take a wide variety of forms, but all are

in the scope of Topic 860 because they involve transfers of financial assets.
[310-10 Glossary, 860-10-05-22 — 05-23]

Although Topic 860 applies to all loan participations, the form of a loan
participation drives its accounting. They are accounted for as sales only if both
the transferred portion qualifies as a ‘participating interest’ under Topic 860 and
the criteria for sale accounting are met (see chapter 3).
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Factoring arrangements and transfers of receivables
with recourse

>> Factoring

05-14 Factoring arrangements are a means of discounting accounts receivable
on a nonrecourse, notification basis. Accounts receivable in their entireties are
sold outright, usually to a transferee (the factor) that assumes the full risk of
collection, without recourse to the transferor in the event of a loss. Debtors are
directed to send payments to the transferee.

>> Transfers of Receivables with Recourse

05-15 In a transfer of an entire receivable, a group of entire receivables, or a
portion of an entire receivable with recourse, the transferor provides the
transferee with full or limited recourse. The transferor is obligated under the
terms of the recourse provision to make payments to the transferee or to
repurchase receivables sold under certain circumstances, typically for defaults
up to a specified percentage.

>> Factoring Arrangements

55-45 Paragraph 860-10-05-14 provides background on factoring arrangements.
Factoring arrangements that meet the conditions in paragraph 860-10-40-5
shall be accounted for as sales of financial assets because the transferor
surrenders control over the receivables to the factor.

>>> Transfers of Receivables with Recourse

55-46 Paragraph 860-10-05-15 provides background on transfers of receivables
with recourse. The effect of a recourse provision on the application of
paragraph 860-10-40-5 may vary by jurisdiction. In some jurisdictions, transfers
with full recourse may not place transferred financial assets beyond the reach
of the transferor, its consolidated affiliates (that are not entities designed to
make remote the possibility that it would enter bankruptcy or other
receivership) included in the financial statements being presented, and its
creditors, but transfers with limited recourse may.

a. Transfer consists of an entire financial asset or a group of entire financial
assets. Before the method of recourse can be evaluated to determine the
appropriate accounting treatment, the entity shall first determine whether a
sale has occurred because in some jurisdictions recourse might mean that
the transferred financial assets have not been isolated beyond the reach of
the transferor, its consolidated affiliates (that are not entities designed to
make remote the possibility that it would enter bankruptcy or other
receivership) included in the financial statements being presented, and its
creditors. A transfer of receivables in their entireties with recourse shall be
accounted for as a sale, with the proceeds of the sale reduced by the fair
value of the recourse obligation, if the conditions in paragraph 860-10-40-5
are met. Otherwise, a transfer of receivables with recourse shall be
accounted for as a secured borrowing.
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b. Transfer does not consist of an entire financial asset or a group of entire
financial assets. The transferred financial asset must meet the definition of
a participating interest. A transfer of a portion of a receivable with
recourse, other than that permitted in paragraph 860-10-40-6A(c)(4), does
not meet the requirements of a participating interest and shall be
accounted for as a secured borrowing.

55-47 See paragraph 860-20-55-24 for further guidance on accounting for
transfers of receivables with recourse.

Topic 860 identifies transfers of receivables with recourse and factoring
arrangements as usually having the following characteristics.

Type of arrangement Description

Transfer of receivable with | — the transferee is provided with full or limited

recourse recourse to the transferor; and

— under the terms of the recourse provision, the
transferor is obligated to either make payments to
the transferee or repurchase receivables sold under
certain circumstances, typically for defaults up to a
specified percentage. [860-10-05-15]

Factoring arrangement — a means of discounting accounts receivable on a
nonrecourse, notification basis;

— accounts receivable are sold outright in their
entirety;

— transferee doesn't have recourse to the transferor
in the event of a loss; and

— debtors send payments to the transferee, who
assumes full risk of collection. [860-10-05-14]

While Topic 860 identifies factoring arrangements as usually having the above
characteristics, there is a wide variety of arrangements referred to as ‘factoring’
in practice, many of which include limited or full recourse. In addition, transfers
of receivables — with or without recourse — are subject to the guidance in Topic
860. However, the level and type of recourse may affect whether the sale
criteria and the participating interest criteria are met. The participating interest
criteria are evaluated when an entity does not transfer an entire financial asset
or group of financial assets. See chapter 3 for further discussion on the sale and
participating interest criteria. [860-10-55-46(b)]
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2. Scope

Exchanges of beneficial interests

I_:\E Excerpt from ASC 860-10

20 Glossary
Beneficial Interest

Rights to receive all or portions of specified cash inflows received by a trust or
other entity, including, but not limited to, all of the following:

a. Senior and subordinated shares of interest, principal, or other cash inflows
to be passed-through or paid-through

b. Premiums due to guarantors

c. Commercial paper obligations

d. Residual interests, whether in the form of debt or equity.

>>> Exchange of One Form of Beneficial Interest for Another

55-16 A transferor's exchange of one form of beneficial interests in financial
assets that have been transferred into a trust that is consolidated by the
transferor for an equivalent, but different, form of beneficial interests in the
same transferred financial assets would not be a transfer under this Subtopic if
the exchange is with the trust that initially issued the beneficial interests. If the
exchange is not a transfer, then the provisions of paragraph 860-20-40-1B
would not be applied to the transaction.

An entity may transfer a financial asset to a trust or other entity in exchange for
a beneficial interest. A beneficial interest represents rights to receive all or a

portion of specified cash inflows received by a trust or other entity, including:
[860-10 Glossary]

— senior and subordinated shares of interest, principal, or other cash inflows
to be passed-through or paid-through;

— premiums due to guarantors;

— commercial paper obligations; and

— residual interests.

Question 2.2.30

Is an exchange of beneficial interests with the
issuer in the scope of Topic 860?

Interpretive response: No. An exchange of one form of beneficial interests in
financial assets that have been transferred into a trust that is consolidated by
the transferor for an equivalent (but different) form of beneficial interests in the
same transferred financial assets is not a transfer if it is with the same trust that
initially issued the beneficial interests. This is because the transfer would not be
the conveyance of a noncash financial asset by and to someone other than the
issuer of that financial asset. [860-10-55-16]
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Dollar-roll repurchase agreements

20 Glossary
Dollar-Roll Repurchase Agreement

An agreement to sell and repurchase similar but not identical securities. The
securities sold and repurchased are usually of the same issuer. Dollar rolls
differ from regular repurchase agreements in that the securities sold and
repurchased have all of the following characteristics:

a. They are represented by different certificates.

b. They are collateralized by different but similar mortgage pools (for example,
conforming single-family residential mortgages).

c. They generally have different principal amounts.

Fixed coupon and yield maintenance dollar agreements comprise the most
common agreement variations. In a fixed coupon agreement, the seller and
buyer agree that delivery will be made with securities having the same stated
interest rate as the interest rate stated on the securities sold. In a yield
maintenance agreement, the parties agree that delivery will be made with
securities that will provide the seller a yield that is specified in the agreement.

>>> Dollar-Roll Repurchase Transactions

55-17 A transfer of financial assets under a dollar-roll repurchase agreement
is within the scope of this Subtopic if that agreement arises in connection with
a transfer of existing securities. In contrast, dollar-roll repurchase agreements
for which the underlying securities being sold do not yet exist or are to be
announced (for example, to-be-announced Government National Mortgage
Association [GNMA] rolls) are outside the scope of this Subtopic because
those transactions do not arise in connection with a transfer of recognized
financial assets. See paragraph 860-10-55-60 for related guidance.

Dollar-roll repurchase agreements (dollar rolls) are agreements to sell and
repurchase similar — but not identical — securities. Dollar rolls differ from regular
repurchase agreements in that the securities sold and repurchased — which are
usually of the same issuer — have the following characteristics: [860-10 Glossary]

— they are represented by different certificates;

— they are collateralized by different but similar mortgage pools (e.g.
conforming single-family residential mortgages); and

— they generally have different principal amounts.

Topic 860 applies to a transfer of financial assets under a dollar-roll repurchase
agreement if that agreement arises in connection with a transfer of existing
securities. In contrast, Topic 860 does not apply to dollar-roll repurchase
agreements for which the underlying securities being sold do not yet exist or
are to be announced (TBA) because those transactions have not resulted from a
transfer of recognized financial assets. See section 9.3.40 for additional
discussion about accounting for dollar rolls. [860-10-55-17]
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2.3.10

Transfers and servicing of financial assets
2. Scope

Financial assets

Overview

20 Glossary
Financial Asset

Cash, evidence of an ownership interest in an entity, or a contract that conveys
to one entity a right to do either of the following:

a. Receive cash or another financial instrument from a second entity
b. Exchange other financial instruments on potentially favorable terms with
the second entity.

> Transactions

15-5 Paragraph 815-10-40-2 states that transfers of assets that are derivative
instruments and subject to the requirements of Subtopic 815-10 but that are
not financial assets shall be accounted for by analogy to this Topic.

> Application of the Sale Criteria for Financial Instruments That Have the
Potential to Be Assets or Liabilities

40-40 Certain recognized financial instruments, such as forward contracts and
swaps, have the potential to be financial assets or financial liabilities.
Accordingly, transfers of those financial instruments must meet the conditions
of both paragraphs 405-20-40-1 and 860-10-40-5 to be derecognized. Paragraph
815-10-40-2 states that transfers of assets that are derivative instruments and
subject to the requirements of Subtopic 815-10 but that are not financial assets
shall be accounted for by analogy to this Subtopic. The same criteria shall be
applied to transfers of nonfinancial derivative instruments that have the
potential to become either assets or liabilities (for example, forward contracts
and swaps).

>>> Examples of Transactions and Activities That Are Included in the
Scope

55-3 The guidance in this Topic applies to the following transactions and
activities, among others:

All loan participations

Transfers of equity method investments

Transfers of cost-method investments

With respect to the guidance in paragraph 860-10-40-5 only, transfers of
financial assets in desecuritization transactions.

00 oo

>>> Application of the Term Financial Asset

55-5 The following implementation guidance addresses whether certain
instruments are financial assets, the transfer of which is subject to the
guidance in this Subtopic, specifically:
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Lease receivables from sales-type leases and direct financing leases
Securitized stranded costs

Judgment from litigation

Forward contract on a financial instrument

Ownership interest in a consolidated subsidiary by its parent if the
subsidiary holds nonfinancial assets

f.  Investment in a nonconsolidated investee.

®oo0 oo

>>>> Lease Receivables from Sales-Type and Direct Financing Leases

55-6 Lease receivables from sales-type and direct financing leases are made
up of two components: the right to receive lease payments and guaranteed
residual values. Lease payments for sales-type and direct financing leases
involve requirements for lessees to pay cash to lessors and meet the definition
of a financial asset. Residual values represent the lessor’s estimate of the
salvage value of the underlying asset at the end of the lease term and may be
either guaranteed or unguaranteed. Residual values meet the definition of
financial assets to the extent that they are guaranteed at the commencement
of the lease. Thus, transfers of lease receivables from sales-type and direct
financing leases are subject to the requirements of this Subtopic.
Unguaranteed residual assets do not meet the definition of financial assets,
nor do residual values guaranteed after commencement, and transfers of them
are not subject to the requirements of this Subtopic.

>>>> Judgment from Litigation

55-10 A judgment from litigation is generally not a financial asset. However,
the determination depends on the facts and circumstances. A contingent
receivable that ultimately may require the payment of cash but does not as yet
arise from a contract (such as a contingent receivable for a tort judgment) is
not a financial asset. However, when that judgment becomes enforceable by a
government or a court of law and is thereby contractually reduced to a fixed
payment schedule, the judgment would be a financial asset.

55-11 A judgment from litigation is a financial asset if it is transferred to an
unrelated third party and would be within the scope of this Subtopic only if that
judgment is enforceable by a government or a court of law and has been
contractually reduced to a fixed payment schedule.

>>>> Forward Contract on a Financial Instrument

55-12 A forward contract to purchase or sell a financial instrument that must
be (or may be) net settled or physically settled by exchanging that financial
instrument for cash (or some other financial asset) is a financial asset or
financial liability. Therefore, because a forward contract on a financial
instrument that must be (or may be) physically settled by the delivery of that
financial instrument in exchange for cash is a financial asset or financial liability,
the transfer of such a financial asset is within the scope of this Subtopic (see
paragraph 405-20-40-1 for guidance on extinguishments of liabilities).

>>>> Ownership Interest in a Consolidated Subsidiary by Its Parent If the
Subsidiary Holds Nonfinancial Assets

55-13 An ownership interest in a consolidated subsidiary is evidence of control
of the entity’s individual assets and liabilities, not all of which are financial
assets, and this guidance only applies to transfers of financial assets. (Note
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that in the parent’s [transferor’s] consolidated financial statements, the
subsidiary’s holdings are reported as individual assets and liabilities instead of
as a single investment.) The guidance in this Subtopic does not apply to a
transfer of an ownership interest in a consolidated subsidiary by its parent if
that consolidated subsidiary holds nonfinancial assets.

>>>> Investment in a Nonconsolidated Investee

55-14 An entity (for example, a broker-dealer or an investment company) that
carries an investment in a subsidiary at fair value will realize its investment by
disposing of it rather than by realizing the values of the underlying assets
through operations. Therefore, a transfer of an investment in a subsidiary by
that entity is a transfer of the investment (a financial asset), not the underlying
assets and liabilities (which might include nonfinancial assets). Generally, the
guidance in this Subtopic applies to a transfer of an investment in a controlled
entity that has not been consolidated by an entity because that entity accounts
for its investment in the controlled entity at fair value.

To be in the scope of Topic 860, a transfer must be the transfer of a recognized
financial asset or an in-scope derivative instrument. This is the third element of
a transaction in the scope of Topic 860 — i.e. the transferred instrument is a
financial asset; see the decision tree in section 2.1.

A financial asset is cash, evidence of an ownership interest in an entity, or a
contract that conveys to one entity a right to either: [860-10 Glossary]

— receive cash or another financial instrument from a second entity; or
— exchange other financial instruments on potentially favorable terms with
the second entity.

Further, Topic 860 is also applied to transfers of certain other derivative
instruments that are not financial assets under this definition: [860-10-15-5, 40-40]

— derivative assets subject to Subtopic 815-10 (derivatives and hedging) that
are not financial assets (e.g. physically settled commodity forward contract);
and

— derivative instruments currently in a liability position that have the potential
to become assets in the future (e.g. forward contracts and swaps).

Question 2.3.10

How are instruments analyzed to determine if they
are financial instruments in the scope of Topic 860?

Interpretive response: The following decision tree summarizes the analysis
required to determine whether an instrument qualifies as a financial asset in the
scope of this Topic.
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Does the instrument
meet the definition of a
Yes financial asset? No

v ) 4
Is the instrument an in-
substance nonfinancial
asset
(see section 2.3.20)?

Is the instrument a The instrument is
derivative in the scope

of Topic 815-10?

The instrument is

not in the scope of
Topic 860

not in the scope of
Topic 860

The instrument is in the
scope of Topic 860

Topic 860 specifically excludes from its scope instruments that meet the
definition of a financial asset but are in-substance nonfinancial assets (see
section 2.3.20).

Question 2.3.20

What are common examples of recognized financial
assets that are in the scope of Topic 860?

Interpretive response: The following table includes examples of recognized
financial assets that are in the scope of Topic 860.

However, any of the financial assets listed below are in-substance nonfinancial
assets if they are sold either as part of a group or within a subsidiary that is not
a business and for which substantially all of the fair value of the assets of that
group or subsidiary is concentrated in nonfinancial assets — e.g. real estate and
intangibles. If they are in-substance nonfinancial assets, they are not in the
scope of Topic 860 (see section 2.3.20). See KPMG Handbook, Revenue: Real

estate, for additional guidance on the determination of, and accounting for,
transfers of in-substance nonfinancial assets. [610-20-15-5]

Examples of instruments that are

recognized financial assets

Loans, notes and trade receivables,
including: residential and commercial real
estate mortgage loans, credit cards,
construction loans, nonperforming loans.

Analysis

Loans, notes and trade receivables
represent a contract that conveys to one
entity a right to receive cash or another
financial instrument.

Debt securities in the scope of Topic 320
(investments — debt securities)

Debt securities represent a contract that
conveys to one entity a right to receive
cash or another financial instrument.

Beneficial interests in securitizations,
including: mortgage-backed securities,
collateralized mortgage obligation
securities, collateralized loan obligation
securities, other asset-backed securities,
residual interests.

Beneficial interests represent a contract
that conveys to one entity a right to
receive cash or another financial
instrument. This includes investments in
beneficial interests of securitizations that
hold nonfinancial assets.

Ownership interests (e.g. common stock)
in the scope of Topic 321 (investments —
equity securities) and Topic 323 (equity

Investments in common stock or other
forms of ownership interests are financial
assets. Transfers of ownership interests
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Examples of instruments that are

recognized financial assets

method investments and joint ventures)
[860-10-55-3(b)]

Transfers and servicing of financial assets
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Analysis

in the scope of Topic 321 or Topic 323
are in the scope of Topic 860 even if the
underlying assets of the investee are
predominately nonfinancial assets such
as real estate.

Ownership interests in consolidated
subsidiaries that hold financial assets

A transfer of an ownership interest in a
consolidated subsidiary that is not a
business and holds only financial assets
is in the scope of Topic 860. A transfer of
an ownership interest in a consolidated
subsidiary that is a business and only
holds financial assets is in the scope of
the deconsolidation guidance (Topic 810);
see chapter 7 of KPMG Handbook,
Consolidation. Section 2 of KPMG
Handbook, Business combinations,
provides guidance on how to determine
what constitutes a business. [860-10-55-
13,1997 AICPA Conf, 2009 AICPA Conf]

Cost-method investments [860-10-55-3(c)]

Investments in cost-method investments
are financial assets and represent a
contract that conveys the right to receive
cash.

Investment in controlled but
nonconsolidated investee that is carried
at fair value

An entity may hold a controlling financial
interest in an investee but not
consolidate it because the entity
accounts for its investment at fair value
based on industry specific guidance (e.qg.
a broker-dealer or an investment
company). A transfer of such an
investment in a subsidiary is a transfer of
the investment (a financial asset), and not
the underlying assets and liabilities
(which might include nonfinancial assets).
[860-10-55-14]

Sales-type and direct financing lease
receivables

Sales-type and direct-financing lease
receivables are considered financial
assets because they arise from a
contract (the lease) that conveys to the
lessor a contractual right to receive cash
or another financial instrument from the
lessee. [860-10-55-6]

Residual values that are guaranteed at
lease commencement

Residual values represent the lessor’s
estimate of the salvage value of the
leased equipment at the end of the lease
term. Residual values meet the definition
of financial assets to the extent they are
guaranteed at commencement of the
lease. [860-10-55-6]

Certain judgments from litigation

Depends on the facts and circumstances.
A judgment from litigation (e.g. amounts
to be received under legal settlements or
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Examples of instruments that are Analysis

recognized financial assets

certain insurance claims) is a financial
asset once it is reduced to a fixed
payment schedule enforceable by
contract. [860-10-55-10 — 55-11]

Forward contract to purchase or sell a Forward contracts on financial
financial instrument that must be (or may | instruments are financial assets because
be) physically settled they convey a contractual right:

— to receive cash or another financial
instrument from another entity; or

— to exchange other financial
instruments on potentially favorable
terms with the other entity. [860-10-

55-12]
Acquisition, development and ADC arrangements are accounted for
construction (ADC) arrangements either as a loan, or as an investment in

real estate or a joint venture (both of
which are financial assets). [610-20-15-5,
15-7]

Question 2.3.30

What are some examples of transfers of non-
financial derivative instruments for which Topic 860

is applied by analogy?

Excerpt from ASC 860-10

> Transactions

15-5 Paragraph 815-10-40-2 states that transfers of assets that are derivative
instruments and subject to the requirements of Subtopic 815-10 but that are
not financial assets shall be accounted for by analogy to this Topic.

I_:E Excerpt from ASC 815-10

General

40-2 Transfers of assets that are derivative instruments and subject to the
requirements of this Subtopic but that are not financial assets shall be
accounted for by analogy to Subtopic 860-10. This guidance is limited to
transfers of nonfinancial assets that are derivative instruments that are or will
be subject to the requirements of this Subtopic. An example would be a
transfer to another entity of a derivative instrument, such as a forward contract
to purchase gold that requires physical settlement and is or will be subject to
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Interpretive response: Derivative instruments in the scope of Topic 815-10
include financial and nonfinancial instruments. Examples of transfers of
nonfinancial derivative instruments for which Topic 860 is applied by analogy
include certain contracts such as forwards or options that will be settled by the
physical delivery of a commodity that is readily convertible to cash. [860-10-15-5,

815-10-40-2]

Question 2.3.40

What are common examples of items that are not
in the scope of Topic 860?

Interpretive response: The following table includes examples of items that are

either:

— explicitly out of the scope of Topic 860; or
— out of the scope of Topic 860 because they are not recognized financial

assets.

Instrument Analysis

Shareholder note classified in equity

A shareholder note classified in equity is
a component of equity and is not a
recognized financial asset.

Treasury stock

Treasury stock is recognized as contra-
equity and is not a recognized financial
asset.

Stranded costs

Stranded costs are not financial assets
because they are not contractual rights to
receive cash from another party (see
section 2.3.40).

Sale of future revenue (when a customer
receivable has not yet been recognized)

In a sale of future revenue, an entity
receives cash from an investor and
agrees to pay to the investor a specified
amount of revenue in the future for a
defined period of time. [470-10-25-1]

The future revenue has not been earned.
If the future revenue streams are not
currently recognized as a customer
receivable, a transfer of those future
revenues does not involve a transfer of
financial assets.

Servicing rights

Servicing rights are rights to service
financial assets in exchange for future
revenue. Subtopic 860-50 provides
guidance on accounting for servicing
rights, including recognition criteria and
when a transfer of such rights qualifies

as a sale. See chapter 10.
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2.3.20

Instrument ‘ Analysis

Ownership interests in consolidated
subsidiaries that hold nonfinancial assets

Transfers and servicing of financial assets
2. Scope

An ownership interest in a consolidated
subsidiary is evidence of control over the
individual assets and liabilities of the
subsidiary. The ownership interest is not
an investment in a single financial asset
or group of financial assets. Transfers of
an ownership interest in a consolidated
subsidiary that holds nonfinancial assets
are not in the scope of Topic 860
because Topic 860 only applies to
transfers of financial assets. [860-10-55-13]

Unguaranteed residual values and
residual values guaranteed after
commencement of the lease

Residual values represent the lessor’s
interest in the salvage value of the
underlying asset at the end of the lease
term. Unguaranteed residual values of a
leased asset and residual values
guaranteed after lease commencement
are not financial assets. [860-10-55-6]

Minimum lease payments to be received
by the lessor under operating leases

Minimum lease payments to be received
by the lessor under operating leases are
unrecognized financial assets. [860-10-15-
4(b)]

Certain judgments from litigation

Depends on the facts and circumstances.
A judgment from litigation (e.g. amounts
to be received under legal settlements or
certain insurance claims) is usually not a
financial asset because it has generally
not been reduced to a fixed payment
schedule enforceable by contract. [860-10-
55-10]

In-substance nonfinancial assets

In-substance nonfinancial assets are
financial assets that are being sold either
as part of a group or within a subsidiary
that is not a business and for which
substantially all of the fair value of the
assets of that group or subsidiary is
concentrated in nonfinancial assets (see
section 2.3.20).

In-substance nonfinancial assets

IE Excerpt from ASC 610-20

15-5 An in substance nonfinancial asset is a financial asset (for example, a

receivable) promised to a counterparty in a contract if substantially all of the fair

value of the assets (recognized and unrecognized) that are promised to the
counterparty in the contract is concentrated in nonfinancial assets. If
substantially all of the fair value of the assets that are promised to a
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Transfers and servicing of financial assets
2. Scope

counterparty in a contract is concentrated in nonfinancial assets, then all of the
financial assets promised to the counterparty in the contract are in substance
nonfinancial assets. For purposes of this evaluation, when a contract includes
the transfer of ownership interests in one or more consolidated subsidiaries
that is not a business, an entity shall evaluate the underlying assets in those
subsidiaries.

15-6 \When a contract includes the transfer of ownership interests in one or
more consolidated subsidiaries that is not a business, and substantially all of
the fair value of the assets promised to a counterparty in the contract is not
concentrated in nonfinancial assets, an entity shall evaluate whether
substantially all of the fair value of the assets promised to the counterparty in
an individual subsidiary within the contract is concentrated in nonfinancial
assets. If substantially all of the fair value of the assets in an individual
subsidiary is concentrated in nonfinancial assets, then the financial assets in
that subsidiary are in substance nonfinancial assets. (See Case C of Example 1
in paragraphs 610-20-55-9 through 55-10.)

15-7 When determining whether substantially all of the fair value of the assets
promised to a counterparty in a contract (or an individual consolidated
subsidiary within a contract) is concentrated in nonfinancial assets, cash or
cash equivalents promised to the counterparty shall be excluded. Also, any
liabilities assumed or relieved by the counterparty shall not affect the
determination of whether substantially all of the fair value of the assets
transferred is concentrated in nonfinancial assets.

15-8 If all of the assets promised to a counterparty in an individual consolidated
subsidiary within a contract are not nonfinancial assets and/or in substance
nonfinancial assets, an entity shall apply the guidance in paragraph 810-10-40-
3A(c) or 810-10-45-21A(b)(2) to determine the guidance applicable to that
subsidiary.

This section includes different questions related to whether an instrument is in
the scope of Topic 860. Topic 860 generally applies to financial assets.
However, there is an exception for financial assets that are considered in-
substance nonfinancial assets. If a financial asset is considered an in-substance
nonfinancial asset, the guidance in Subtopic 610-20 applies instead of the
guidance in Topic 860. For brevity, we have generally not repeated this
exception when referring to transfers of financial assets throughout this
section. [860-10-15-4(e)]

Question 2.3.50

How does an entity determine whether an asset is
an in-substance nonfinancial asset?

Interpretive response: An in-substance nonfinancial asset is a financial asset
(e.g. receivable) in a contract that is being transferred: [610-20-15-5 - 15-6]

— either as part of a group or within a subsidiary that is not a business; and

© 2022 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved.

31



2.3.30

Transfers and servicing of financial assets
2. Scope

— for which substantially all of the fair value of the assets (recognized and
unrecognized) that are promised to the counterparty in the contract is
concentrated in nonfinancial assets — e.g. real estate and intangible assets.

When determining whether substantially all of the fair value of the collective
assets of the group or in the subsidiary promised to a counterparty in a contract
relates to nonfinancial assets, the seller includes recognized and unrecognized
assets but excludes cash and cash equivalents. The seller also excludes
liabilities that are assumed or relieved by the counterparty. [610-20-15-7]

An entity may consider qualitative factors in addition to quantitative factors to
determine whether substantially all of the fair value is concentrated in
nonfinancial assets. See KPMG Handbook, Revenue: Real estate, for additional
guidance on the determination of, and accounting for, transfers of in-substance
nonfinancial assets.

For example, Parent has two consolidated subsidiaries (Sub A and Sub B) and
has entered into a contract with Buyer to transfer 100% of the ownership in
these two subsidiaries that are not businesses individually or collectively. Sub
A’s only asset is a parcel of land (i.e. a nonfinancial asset) with a fair value of
$1,000,000. Sub B's only asset is an equity method investment (i.e. a financial
asset) with a fair value of $1,000. The equity method investment held by Sub B
is an in-substance nonfinancial asset because it is being transferred along with
other assets and the fair value of the nonfinancial assets in the group of assets
being sold comprises substantially all of the fair value of the group.

Financial asset definition applied to specific
instruments

Question 2.3.60

Is an intercompany loan considered a transfer of a

financial asset for purposes of consolidated
financial statements?

Background: Subsidiary is consolidated by Parent. Parent makes a loan to
Subsidiary, which is eliminated in Parent’s consolidated financial statements.
Parent subsequently sells the intercompany loan to a third party for cash.

Interpretive response: No. For Topic 860 to apply to a transfer, the transfer
must be of a recognized financial asset. For purposes of a parent company's
consolidated financial statements, the sale of the intercompany loan is not in
the scope of Topic 860 because the loan is not a recognized financial asset.

In the background example, before the sale of the loan, Parent’s loan to
Subsidiary was eliminated in Parent’s consolidated financial statements.
Therefore, Parent did not have a recognized financial asset to sell.
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Question 2.3.70

Is the transfer of an equity method investment in
the scope of Topic 860?

Excerpt from ASC 810-10

> Deconsolidation of a Subsidiary or Derecognition of a Group of Assets

40-3A The deconsolidation and derecognition guidance in this Section applies
to the following:

a. A subsidiary that is a nonprofit activity or a business, except for either of

the following:
1. Subparagraph superseded by Accounting Standards Update No. 2017-
05

2. A conveyance of oil and gas mineral rights (for guidance on
conveyances of oil and gas mineral rights and related transactions, see
Subtopic 932-360)

3. A transfer of a good or service in a contract with a customer within
the scope of Topic 606.

b. A group of assets that is a nonprofit activity or a business, except for either

of the following:

1. Subparagraph superseded by Accounting Standards Update No. 2017-
05

2. A conveyance of oil and gas mineral rights (for guidance on
conveyances of oil and gas mineral rights and related transactions, see
Subtopic 932-360)

3. A transfer of a good or service in a contract with a customer within the
scope of Topic 606.

c. A subsidiary that is not a nonprofit activity or a business if the substance of
the transaction is not addressed directly by guidance in other Topics that
include, but are not limited to, all of the following:

Topic 606 on revenue from contracts with customers

Topic 845 on exchanges of nonmonetary assets

Topic 860 on transferring and servicing financial assets

Topic 932 on conveyances of mineral rights and related transactions

Subtopic 610-20 on gains and losses from the derecognition of

nonfinancial assets.

Gl o= €90 =

Interpretive response: It depends. A transfer of an equity method investment
is in the scope of Topic 860 unless it is held by a business or subsidiary that is

accounted for under the derecognition/deconsolidation guidance in Topic 810.
[810-10-40-3A]

The unit of account for this determination is the equity method investment, and
not the underlying assets of the equity method investee. Therefore, the
composition of the assets held by the investee (i.e. financial or nonfinancial
assets) does not impact whether the transfer is in the scope of Topic 860 — i.e.
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an entity does not evaluate each of the equity method investee's assets for
derecognition.

See exception in section 2.3.20 when a financial asset is sold either as part of a
group or within a subsidiary that is not a business and for which substantially all
of the fair value of the assets (recognized and unrecognized) that are promised
to the counterparty in the contract is concentrated in nonfinancial assets.

Question 2.3.80

Do cryptocurrencies represent financial assets?

Background: An entity may purchase cryptocurrency for cash. Assume that the
crypto asset functions as a medium of exchange and has all of the following
characteristics: [AICPA PADA.Q1]

— is not issued by a jurisdictional authority (e.g. a sovereign government);

— does not give rise to a contract between the holder and another party;

— is not considered a security under the Securities Act of 1933 or the
Securities Exchange Act of 1934;

— it is not an ownership interest in an entity.

Examples of crypto assets meeting these characteristics include bitcoin, bitcoin
cash and ether.

Interpretive response: It depends. A cryptocurrency that has the
characteristics in the background section is a digital asset that does not meet
the definition of a financial asset because it neither represents an ownership
interest in an entity nor establishes a right to deliver or receive cash or another
financial instrument from another party. Therefore, we believe a cryptocurrency
with these characteristics does not represent a financial asset. Instead, these
assets meet the definition of intangible assets to be accounted for under Topic
350.

However, different digital assets may have different characteristics and, in each
case, the particular facts and circumstances should be evaluated. If an entity
holds a cryptocurrency that does not have the characteristics in the background
section, further analysis may be required to determine if it represents a financial
asset.

Question 2.3.90

Is an investment in an entity presented using

proportionate consolidation in the scope of
Topic 860?

Background: In certain industries, an entity may hold an investment that
provides it with an undivided interest in the underlying assets of the investee
and be proportionately liable for its share of each underlying liability of the
investee. In this case, the entity may present its investment using proportionate
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gross presentation (proportionate consolidation). This means that the investor
may present its proportionate share of the investee’s individual assets, liabilities

and components of comprehensive income in its financial statements. [810-10-45-
14, 910-810-45-1, 930-810-45-1, 932-810-45-1]

Interpretive response: Yes. \We believe that Topic 860 applies when an entity
transfers an equity method investment, including those for which an entity
applies proportionate consolidation; this is because an equity method
investment meets the definition of a financial asset. Section 8.2.210 of KPMG
Handbook, Consolidation, provides additional guidance on when proportionate
consolidation is applied.

For example, if Investor accounts for its 30% noncontrolling interest in Entity
(an oil and gas entity in the business of extracting minerals) using proportionate
gross presentation, Investor's interest in Entity is a financial asset.

See exception in section 2.3.20 when a financial asset is sold either as part of a
group or within a subsidiary that is not a business and for which substantially all
of the fair value of the assets (recognized and unrecognized) that are promised
to the counterparty in the contract is concentrated in nonfinancial assets.

Question 2.3.100

Is the transfer of a previously written off asset in
the scope of Topic 860?

Excerpt from ASC 326-20

>Writeoffs of Financial Assets

35-8 Writeoffs of financial assets, which may be full or partial writeoffs, shall
be deducted from the allowance. The writeoffs shall be recorded in the period
in which the financial asset(s) are deemed uncollectible.

Background: An entity writes off a financial asset in the period that it is
deemed uncollectible. [326-20-35-8]

Interpretive response: Yes. \We believe a previously written off asset is a
financial asset if the purchaser/transferee has the contractual right to cash flows
at the acquisition/purchase date. In this case, we believe a writeoff, even a full
writeoff that reduces the carrying amount to zero, is a change in measurement
as opposed to the derecognition of the financial asset. Therefore, the asset
continues to be a financial asset even though it was written off, and is in the
scope of Topic 860.

See exception in section 2.3.20 when a financial asset is sold either as part of a
group or within a subsidiary that is not a business and for which substantially all
of the fair value of the assets (recognized and unrecognized) that are promised
to the counterparty in the contract is concentrated in nonfinancial assets.
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Question 2.3.110

Is a contract asset a recognized financial asset?

I_:% Excerpt from ASC 606-10

20 Glossary
Contract Asset

An entity’s right to consideration in exchange for goods or services that the
entity has transferred to a customer when that right is conditioned on
something other than the passage of time (for example, the entity’s future
performance).

Background: A contract asset is an entity’s right to consideration in exchange
for goods or services that the entity has transferred to a customer when that
right is conditioned on something other than the passage of time. [606-10 Glossary]

Interpretive response: No. A contract asset is not a recognized financial asset
and is therefore not in the scope of Topic 860. For a contract asset to be a
financial asset, it must convey a contractual right to receive payments from
another party (i.e. the right to bill and collect). [860-10 Glossary]

For example, ABC Corp. has a long-term construction contract under which it
will invoice based on predetermined milestone dates. ABC satisfies its
performance obligation over time, recognizing revenue before the date that it is
eligible to invoice the customer. As a result, ABC records a contract asset and
corresponding revenue under Topic 606 as its performance obligation is
satisfied over time. When ABC is entitled to invoice the customer for these
amounts, the contract asset amount to which ABC has a right to bill is recorded
as a financial asset (specifically, a customer receivable).

If ABC transfers its rights to a contract asset, it is transferring the rights after
the revenue has been recognized but before the customer receivable has been
recognized. Because such a transfer does not involve a recognized financial
asset, it is not in the scope of Topic 860.
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Question 2.3.120

Is the transfer of a customer receivable when the
associated revenue has not been recognized in the
scope of Topic 860?

Excerpt from ASC 606-10

45-4 A receivable is an entity’s right to consideration that is unconditional. A
right to consideration is unconditional if only the passage of time is required
before payment of that consideration is due. For example, an entity would
recognize a receivable if it has a present right to payment even though that
amount may be subject to refund in the future. ...

Background: Some entities enter into non-cancellable contracts with
customers that entitle the entity to bill and collect consideration before the
entity transfers goods or services to the customer. Topic 606 includes
examples that illustrate an entity that has an unconditional right to consideration
(i.e. a customer receivable) before it has transferred goods or services to the
customer. A customer receivable and a contract liability are recorded and no
revenue is recognized until the entity transfers goods or services to the
customer. [606-10-55-284 — 55-286]

Interpretive response: Yes. If the entity has an unconditional right to
consideration such as in the example provided in Topic 606 under a non-
cancellable contract, the entity recognizes a customer receivable before
revenue has been recognized. Subsequently, if the entity transfers the
customer receivable to a third party, the transaction is in the scope of Topic 860

because it is the transfer of a receivable, which is a recognized financial asset.
[860-10-15-2]

However, see the in-substance nonfinancial asset exception in section 2.3.20,
which applies when a financial asset is sold either as part of a group or within a
subsidiary that is not a business and for which substantially all of the fair value
of the assets (recognized and unrecognized) that are promised to the
counterparty in the contract is concentrated in nonfinancial assets.
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Question 2.3.130

Is the transfer of an account relationship in the
scope of Topic 860?

Excerpt from ASC 310-10

>> Credit Card Portfolio Purchased

25-7 \When an entity purchases a credit card portfolio that includes the
cardholder relationships at an amount that exceeds the sum of the amounts
due under the credit card receivables, the difference between the amount paid
and the sum of the balances of the credit card loans at the date of purchase
(the premium) shall be allocated between the cardholder relationships acquired
and the loans acquired. The premium relating to the cardholder relationships
represents an identifiable intangible asset that shall be accounted for in
accordance with Topic 350.

Background: An entity may enter into an arrangement in which it purchases a
credit card portfolio that includes both credit card receivables and the
cardholder relationship.

Interpretive response: No. A cardholder relationship is a separately identifiable
asset from credit card receivables. The cardholder relationship is an intangible
asset in the scope of Subtopic 350-30, and not a financial asset in the scope of
Topic 860. [310-10-25-7]

Securitized stranded costs

I_:E Excerpt from ASC 860-10

>>>> Securitized Stranded Costs

55-7 The deregulation of utility rates charged for electric power generation has
caused electricity-producing entities (utilities) to identify some of their electric
power generation operations as stranded costs. Before deregulation, utilities
typically expected to be reimbursed for costs through regulation of rates
charged to customers. After deregulation, some of these costs may no longer
be recoverable through unregulated rates. Hence, such potentially
unrecoverable costs often are referred to as stranded costs. However, some of
those stranded costs may be recovered through a surcharge or tariff imposed
on rate-regulated goods or services provided by another portion of the entity
whose pricing remains regulated. Some entities have securitized their
enforceable rights to impose that tariff (often referred to as securitized
stranded costs), thereby obtaining cash from investors in exchange for the
future cash flows to be realized from collecting surcharges imposed on
customers of the rate-regulated goods or services.
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55-8 Securitized stranded costs are not financial assets, and therefore transfers
of securitized stranded costs are not within the scope of this Subtopic.
Securitized stranded costs are not financial assets because they are imposed
on ratepayers by a state government or its regulatory commission and, thus,
while an enforceable right for the utility, they are not a contractual right to
receive payments from another party. To elaborate, while a right to collect cash
flows exists, it is not the result of a contract and, thus, not a financial asset.

55-9 However, beneficial interests in a securitization trust that holds
nonfinancial assets such as securitized stranded costs or other similar imposed
rights would be considered financial assets by the third-party investors, unless
that third party must consolidate the trust. The Variable Interest Entities
Subsections of Subtopic 810-10 should be applied, together with other
guidance on consolidation policy, as appropriate, to determine whether such a
special-purpose entity should be consolidated by a third-party investor.

Stranded costs have resulted from the deregulation of utility rates charged for
electric power generation. An entity may recover some stranded costs through
a surcharge or tariff imposed on rate-regulated goods or services provided by
another portion of the entity whose pricing remains regulated. Some entities
have securitized their enforceable rights to impose tariffs (often referred to as
securitized stranded costs) and have obtained cash from investors in exchange
for the future cash flows to be realized from collecting the surcharges.

Stranded costs are imposed on ratepayers by a state government or its
regulatory commission but are not a financial asset because they are not
contractual rights to receive payments from another party. Because stranded
costs are not a financial asset, transfers of stranded costs to a securitization
trust and subsequent transfers of the beneficial interests in that trust to third-

party investors by the transferor are not in the scope of Topic 860. [860-10-55-7 —
55-8]

In contrast, beneficial interests in a securitization trust that holds securitized
stranded costs or other similar imposed rights represent financial assets when

held by a third-party investor (unless that investor consolidates the trust). [860-10-
55-9]
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Sale criteria: Overview

Detailed contents

New item added in this edition: **

3.1
3.2

3.3

34

How the standard works

Evaluate whether the transferee is a consolidated affiliate

Questions

3.2.10 When does an entity evaluate whether the transferee is the
transferor’s consolidated affiliate?

3.2.20 Does a transfer to a special-purpose entity that is a
consolidated affiliate qualify for sale accounting?

3.2.30 How does a transferee that is a consolidated affiliate of the
transferor recognize a transfer in its stand-alone financial
statements?

Evaluate the unit of account

Questions
3.3.10 What is an ‘entire financial asset'?
3.3.20 Can an entity account for a transfer of financial assets

partially as a sale, and partially as a secured borrowing?
Participating interest characteristics
3.4.10 Overview

3.4.20 Proportionate (pro rata) ownership interest in an entire
financial asset

3.4.30 Cash flows received are divided proportionately
3.4.40 Priority of cash flows

3.4.50 Examples

Questions

3.4.10 What are the characteristics of a participating interest?

3.4.20 Does a set-off right result in an interest not meeting the
participating interest characteristics?

3.4.30 Can a loan participation be a participating interest?

3.4.35 Do the participating interest requirements apply to a transfer
of a portion of an equity share? **

3.4.40 Are the participating interest characteristics relevant when
an entity transfers an entire financial asset in portions to
multiple third parties at the same time?
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3.4.60

3.4.70

3.4.80

3.4.90

3.4.100

3.4.110

3.4.120

3.4.130

3.4.140

3.4.150

3.4.160

3.4.170

3.4.180

3.4.190

3.4.200

3.4.210

Transfers and servicing of financial assets
3. Sale criteria: Overview

When interests in sales-type or direct-financing lease
receivables are transferred, must a pro rata interest in the
residual value be transferred to meet the participating
interest characteristics?

Must the interests held by the transferor and transferee
meet the definition of a participating interest at all times that
the transferor owns an interest?

Are the participating interest characteristics relevant when
an entity transfers an entire financial asset in portions to
multiple third parties over time?

Does a subsequent transfer of a portion of an interest that is
not a participating interest cause an earlier transfer to not be
eligible for sale accounting?

What are examples of cash flows that are (and are not)
divided proportionately?

What are the exceptions to the requirement to divide cash
flows proportionately?

What are some examples of cash flows that are
compensation for services performed?

How does an entity evaluate whether compensation is
‘significantly above’ adequate compensation?

Can a transferor be compensated (or compensate the
transferee) for an asset’s off-market interest rate when only
a portion of the asset is transferred?

If a transferor holds a contingent call option on a transferred
portion, is the second participating interest characteristic
met?

Is a transfer of an interest in previously written off financial
assets eligible for sale accounting if cash flows are divided
disproportionately?

Does a transferred portion with a LIFO or FIFO provision
meet the third participating interest characteristic?

Does a transferred portion that results in subordination only
upon a future contingent event occurring meet the third
participating interest characteristic?

Does a transferred portion meet the third participating
interest characteristic if it provides for recourse to the
transferor for only a limited period?

Does a transferred portion with a ‘make whole’ provision
meet the third participating interest characteristic?

Does a third-party guarantee represent recourse that
precludes a transferred interest from meeting the third
participating interest characteristic?

What are standard representations and warranties?
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3.4.220 Can a transferor meet the third participating interest
characteristic if it receives servicing fees in priority to other
participating interest holders?

3.4.230 Must all interest holders be restricted from pledging or
exchanging the entire financial asset for a transferred
portion to meet the third participating interest characteristic?

Examples

3.4.10 Set-off rights for lending and deposit relationship

3.4.20 Proportionate (pro rata) ownership interest

3.4.30 Transfer of 100% ownership interest in multiple transfers
over time

3.4.40 Transfer that meets participating interest characteristics
followed by transfer that does not

3.4.50 Transfer of loan with above-market interest rate

3.4.60 Loan participations — common provisions

3.4.70 Transfers to asset-backed commercial paper conduits

3.4.80 Transfers of portions of government-guaranteed loans —
common provisions

35 Evaluate control criteria

3.5.10 Overview

3.6.20 Continuing involvement with transferred financial assets
3.6.30 Transfer of financial asset and related repurchase financing
Questions

3.5.10 How does an entity evaluate whether the transferor has

surrendered control?

3.6.20 Is a transferee required to evaluate whether the transferor
has surrendered control?

3.6.30 Does a transfer of a participating interest that does not meet
the control criteria cause an earlier transfer of a participating
interest to not be eligible for sale accounting?

3.5.40 What is a transferor’s ‘continuing involvement'?
3.6.60 What are some examples of continuing involvement?

3.56.60 Are a common parent’s involvements considered when
evaluating whether control has been surrendered in a
transfer between consolidated subsidiaries?

3.6.70 Is a transferor’s equity method investee's involvement
considered continuing involvement when evaluating
whether control has been surrendered?
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3.56.80 Is a transferor’s equity method investment considered
continuing involvement in a transfer to the equity method
investee?

Example

3.5.10 Transfer of participating interest that meets control criteria
followed by transfer that does not
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3.1

Transfers and servicing of financial assets

How the standard works

The following decision tree summarizes the steps in determining whether to
account for a transfer of financial assets as a sale (or a secured borrowing):

Is transferee a consolidated
affiliate of transferor under Topic
810 (consolidaton)?
(section 3.2)

No

\ 4

Entire
asset

Was transferred item (i.e. unit of
account) an entire financial asset
(group of entire financial assets) or
a portion of a financial asset?
(section 3.3)

Portion of asset
A\ 4

Does the portion of the financial
asset have the characteristics of a
‘participating interest’?
(section 3.4)

Yes

\ 4

Did transferor surrender control
over the transferred financial
assets? (section 3.5 and
chapters 4 to 6)

Yes

Account for transfer as a sale

(chapter 7)

Yes

3. Sale criteria: Overview

Do not account for
transfer as a sale
Continue to recognize

assets in transferor’s
consolidated financial
statements

Do not account for
transfer as a sale
Account for transfer
as a secured
borrowing
(chapter 8)

An entity evaluates whether to account for a transfer of financial assets as a
sale (or a secured borrowing) throughout the life of the transferred assets.
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Evaluate whether the transferee is a consolidated
affiliate

I_:= Excerpt from ASC 860-10

> Conditions for a Sale of Financial Assets

40-4 The objective of paragraph 860-10-40-5 and related implementation
guidance is to determine whether a transferor and its consolidated affiliates
included in the financial statements being presented have surrendered control
over transferred financial assets or third-party beneficial interests. This
determination:

a. Shall first consider whether the transferee would be consolidated by the
transferor (for implementation guidance, see paragraph 860-10-55-17D) ...

>> Consolidation of Transferee by Transferor

55-17D Paragraph 860-10-40-4 states that the determination of whether a
transferor and its consolidated affiliates included in the financial statements
being presented have surrendered control over transferred financial assets
shall first consider whether the transferee would be consolidated by the
transferor. If all other provisions of this Topic are met with respect to a
particular transfer, and the transferee would be consolidated by the transferor,
then the transferred financial assets would not be treated as having been sold
in the financial statements being presented. However, if the transferee is a
consolidated subsidiary of the transferor (its parent), the transferee shall
recognize the transferred financial assets in its separate entity financial
statements, unless the nature of the transfer is a secured borrowing with a
pledge of collateral (for example, a repurchase agreement that would not be
accounted for as a sale under the provisions of paragraph 860-10-40-24).

The first step in determining whether a transfer of a financial asset is accounted
for as a sale or secured borrowing is to evaluate whether the transferee is a
consolidated affiliate of the transferor. Topic 860 defines a consolidated affiliate
as an entity whose assets and liabilities are included in the consolidated,
combined or other financial statements being presented. [860-10-20, 40-4]

When a transferee is the transferor’s consolidated affiliate, the transferred
financial assets continue to be recognized (and related intercompany
transactions are eliminated) in the consolidated financial assets. Therefore, a

transfer to a consolidated affiliate is not accounted for as a sale. [860-10-40-4, 55-
17D]

Topic 810 (consolidation) is used to determine whether the transferee is a
consolidated affiliate; see KPMG Handbook, Consolidation.
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Question 3.2.10

When does an entity evaluate whether the
transferee is the transferor’s consolidated affiliate?

Interpretive response: An entity evaluates whether a transfer is accounted for
as a sale (or a secured borrowing) throughout the transferred asset’s life. This
evaluation may be impacted by a change in the determination of whether the
transferee is a consolidated affiliate of the transferor.

For example, Topic 810 requires an entity to reconsider whether a voting
interest entity is a variable interest entity (or vice versa) when certain events
occur and to continually reassess which party is a variable interest entity’s
primary beneficiary. Further, whether a transferor has a controlling financial
interest in a voting interest entity may change over time. See KPMG Handbook,
Consolidation, for guidance about when and how to determine whether an
entity should be consolidated.

If the transfer of a financial asset is treated as a sale upon the initial transfer, a
change in whether the transferee is a consolidated affiliate of the transferor can
have the following outcomes.

In this situation, the transferor re-recognizes the
Transferee becomes a transferred financial asset and accounts for the asset as
consolidated affiliate if the transferor has regained control. See section 7.4 for
guidance on regaining control.

In this situation, the entity evaluates whether the
Transferee is transferred item (i.e. unit of account) is eligible for sale
deconsolidated accounting (see sections 3.3 to 3.4) and, if so, whether
the transferor has surrendered control (see section 3.5).

Question 3.2.20

Does a transfer to a special-purpose entity that is a
consolidated affiliate qualify for sale accounting?

Background: Assume that Bank (transferor) transfers financial assets (e.qg.
loans) to a special-purpose entity (SPE) that issues both senior and subordinated
beneficial interests in the SPE to third-party investors. Bank consolidates SPE
under Topic 810.

Interpretive response: No. Because the SPE is a consolidated affiliate, the
financial assets transferred to the SPE do not qualify for sale accounting and are

not derecognized in the transferor’s consolidated financial statements. [860-10-40-
4, 55-17D]
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Question 3.2.30

How does a transferee that is a consolidated

affiliate of the transferor recognize a transfer in its
stand-alone financial statements?

Interpretive response: \We believe the guidance in paragraph 860-10-55-17D
clarifies that a subsidiary recognizes the financial assets transferred from its
parent in its stand-alone financial statements if the nature of the transfer is
consistent with a transaction with a third party that qualifies as a sale.
Otherwise, the subsidiary accounts for the transfer as a secured borrowing with
a pledge of collateral.

We believe that judgment is applied considering all terms of the transfer. Some
indicators that support a conclusion that the nature of the transfer is more
consistent with a sale include:

— the subsidiary acquires legal title to the financial assets;

— consideration paid by the subsidiary to its parent equals or approximates fair
value; and

— no contractual provision either entitles or obligates the parent to repurchase
the transferred financial assets at a fixed or determinable price.

In contrast, an example of when a transferee does not recognize a transferred
financial asset is if it was transferred pursuant to a repurchase agreement that

would not qualify for sale accounting had it been transacted with a third party.
[860-10-55-17D]

Evaluate the unit of account

I_fs Excerpt from ASC 860-10

> Conditions for a Sale of Financial Assets

40-4D To be eligible for sale accounting, an entire financial asset cannot be
divided into components before a transfer unless all of the components meet
the definition of a participating interest. The legal form of the asset and what
the asset conveys to its holders shall be considered in determining what
constitutes an entire financial asset (for implementation guidance, see
paragraph 860-10-55-17E). An entity shall not account for a transfer of an entire
financial asset or a participating interest in an entire financial asset partially as a
sale and partially as a secured borrowing.

40-4E If a transfer of a portion of an entire financial asset meets the definition
of a participating interest, the transferor shall apply the guidance in the
following paragraph. If a transfer of a portion of a financial asset does not meet
the definition of a participating interest, the transferor and transferee shall
account for the transfer in accordance with the guidance in paragraph 860-30-
25-2. However, if the transferor transfers an entire financial asset in portions
that do not individually meet the participating interest definition, the following
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paragraph shall be applied to the entire financial asset once all portions have
been transferred.

>> Application of the Term Transferred Financial Assets
>>> Meaning of the Term Entire Financial Asset

55-17E This implementation guidance addresses the application of what
constitutes an entire financial asset.

55-17F A loan to one borrower in accordance with a single contract that is
transferred to a securitization entity before securitization shall be considered an
entire financial asset. Similarly, a beneficial interest in securitized financial
assets after the securitization process has been completed shall be considered
an entire financial asset. In contrast, a transferred interest in an individual loan
shall not be considered an entire financial asset; however, if the transferred
interest meets the definition of a participating interest, the participating
interest would be eligible for sale accounting.

55-17G In a transaction in which the transferor creates an interest-only strip
from a loan and transfers the interest-only strip, the interest-only strip does not
meet the definition of an entire financial asset (and an interest-only strip does
not meet the definition of a participating interest; therefore, sale accounting
would be precluded). In contrast, if an entire financial asset is transferred to a
securitization entity that it does not consolidate and the transfer meets the
conditions for sale accounting, the transferor may obtain an interest-only strip
as proceeds from the sale. An interest-only strip received as proceeds of a sale
is an entire financial asset for purposes of evaluating any future transfers that
could then be eligible for sale accounting.

55-17H If multiple advances are made to one borrower in accordance with a
single contract (such as a line of credit, credit card loan, or a construction loan),
an advance on that contract would be a separate unit of account if the advance
retains its identity, does not become part of a larger loan balance, and is
transferred in its entirety. However, if the transferor transfers an advance in its
entirety and the advance loses its identity and becomes part of a larger loan
balance, the transfer would be eligible for sale accounting only if the transfer of
the advance does not result in the transferor retaining any interest in the larger
balance or if the transfer results in the transferor’s interest in the larger balance
meeting the definition of a participating interest. Similarly, if the transferor
transfers an interest in an advance that has lost its identity, the interest must
be a participating interest in the larger balance to be eligible for sale
accounting.

To be eligible for sale accounting, a transferred item (unit of account) must be

one of the following (collectively referred to as ‘transferred financial assets’):
[860-10 Glossary, 40-4D]

— an entire financial asset;

— agroup of entire financial assets; or

— a participating interest in an entire financial asset (or a group of such
participating interests).

If the unit of account is one of the first two items on this list, an entity applies
the control criteria in section 3.5 to determine if the transferor has surrendered
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control and can account for the transfer as a sale. If the transferor has not

surrendered control, the transfer is accounted for as a secured borrowing. [860-
10-40-4E]

If the item transferred is less than an entire financial asset (i.e. a component of
an entire financial asset), sale accounting is only appropriate if: [860-10-40-4D]

— the transferred interest meets the characteristics of a participating interest
to be eligible for sale accounting (see section 3.4); and

— the transferor has surrendered control based on the control criteria (see
section 3.5).

If sale accounting is not appropriate for a transfer of less than an entire financial
asset because one or both of those conditions are not met, the transfer is
accounted for as a secured borrowing. [860-10-40-4D]

Question 3.3.10

What is an ‘entire financial asset’?

Interpretive response: Topic 860 requires an entity to consider both of the
following when determining whether the transferred item is an entire financial
asset: [860-10-40-4D]

— the asset’s legal form; and
— what the asset conveys to its holders (e.g. rights and/or obligations).

The following table provides examples of what does (and does not) constitute
an entire financial asset.

An ‘entire financial asset’ ‘ Not an ‘entire financial asset’

A loan or account receivable to one A transferred interest in an individual
borrower that is transferred to a loan. [860-10-55-17F]

securitization entity before
securitization. [860-10-55-17F]

An interest-only (I/O) strip received by An |/O strip created in a transaction in
the transferor as proceeds from a which only the 1/O strip from a loan is
securitization transaction that is transferred (not the entire loan). [860-10-
accounted for as a sale. Further, such 55-17G]

an /O strip is an entire financial asset
when evaluating future transfers of it.
[860-10-55-17G]

An individual advance made in An individual advance made in
accordance with a single contract to accordance with a single contract to
one borrower (e.g. line of credit, credit one borrower (e.g. line of credit, credit
card loan, construction loan) on which card loan, construction loan) on which
multiple advances have been made, if multiple advances have been made, if
the following conditions are met: [860- the individual advance loses its identify
10-55-17H] and becomes part of a larger loan

— the individual advance is balance. [860-10-65-17H]

transferred in its entirety;
— the individual advance retains its
identity; and
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An ‘entire financial asset’ Not an ‘entire financial asset’

— the individual advance does not
become part of a larger loan
balance.

Question 3.3.20

Can an entity account for a transfer of financial

assets partially as a sale, and partially as a secured
borrowing?

Interpretive response: No. An entity is not allowed to account for a transfer
partially as a sale and partially as a secured borrowing, regardless of whether

the transferred item is an entire financial asset or a participating interest. [860-10-

40-4D]

Participating interest characteristics

Overview

I_Tg Excerpt from ASC 860-10

>> Meaning of the Term Participating Interest
40-6A A participating interest has all of the following characteristics:

a. From the date of the transfer, it represents a proportionate (pro rata)
ownership interest in an entire financial asset. The percentage of
ownership interests held by the transferor in the entire financial asset may
vary over time, while the entire financial asset remains outstanding as long
as the resulting portions held by the transferor (including any participating
interest retained by the transferor, its consolidated affiliates included in the
financial statements being presented, or its agents) and the transferee(s)
meet the other characteristics of a participating interest. For example, if
the transferor’s interest in an entire financial asset changes because it
subsequently sells another interest in the entire financial asset, the interest
held initially and subsequently by the transferor must meet the definition of
a participating interest.

b. From the date of the transfer, all cash flows received from the entire
financial asset are divided proportionately among the participating interest
holders (including any interest retained by the transferor, its consolidated
affiliates included in the financial statements being presented, or its
agents) in an amount equal to their share of ownership. An allocation of
specified cash flows is not an allowed characteristic of a participating
interest unless each cash flow is proportionately allocated to the
participating interest holders. In determining proportionate cash flows:
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1. Cash flows allocated as compensation for services performed, if any,
shall not be included provided those cash flows meet both of the
following conditions:

i. They are not subordinate to the proportionate cash flows of the
participating interest.

ii. They are not significantly above an amount that would fairly
compensate a substitute service provider, should one be required,
which includes the profit that would be demanded in the
marketplace.

2. Any cash flows received by the transferor as proceeds of the transfer
of the participating interest shall be excluded provided that the
transfer does not result in the transferor receiving an ownership
interest in the financial asset that permits it to receive
disproportionate cash flows.

c. The priority of cash flows has all of the following characteristics:

1. The rights of each participating interest holder (including the transferor
in its role as a participating interest holder) have the same priority.

2. No participating interest holder’s interest is subordinated to the
interest of another participating interest holder.

3. The priority does not change in the event of bankruptcy or other
receivership of the transferor, the original debtor, or any other
participating interest holder.

4. Participating interest holders have no recourse to the transferor (or its
consolidated affiliates included in the financial statements being
presented or its agents) or to each other, other than any of the
following:

i. Standard representations and warranties

ii. Ongoing contractual obligations to service the entire financial
asset and administer the transfer contract

iii. Contractual obligations to share in any set-off benefits received
by any participating interest holder.

That is, no participating interest holder is entitled to receive cash
before any other participating interest holder under its contractual
rights as a participating interest holder. For example, if a participating
interest holder also is the servicer of the entire financial asset and
receives cash in its role as servicer, that arrangement would not
violate this requirement.

d. No party has the right to pledge or exchange the entire financial asset
unless all participating interest holders agree to pledge or exchange the
entire financial asset.

A set-off right is not an impediment to meeting the participating interest
definition. For implementation guidance on the application of the term
participating interest, see paragraphs 860-10-55-171 through 55-17N.
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I_Ta Excerpt from ASC 860-20

55-24A If the transfer does not consist of an entire financial asset or group of
entire financial assets, the transferred financial asset must meet the definition
of a participating interest. Paragraph 860-10-40-6A(c)(4) states that, to meet
that definition, participating interest holders shall have no recourse to the
transferor (or its consolidated affiliates included in the financial statements
being presented or its agents) or to each other, other than any of the
following:

a. Standard representations and warranties

b. Ongoing contractual obligations to service the entire financial asset and
administer the transfer contract

c. Contractual obligations to share in any set-off benefits received by any
participating interest holder.

That recourse would result in the transfer being accounted for as a secured
borrowing under Subtopic 860-30.

To be eligible for sale accounting, a transferred interest that is less than an
entire financial asset (a component of a financial asset) must meet all of the
characteristics of a participating interest. [860-10-40-4D, 40-6A]

Question 3.4.10

What are the characteristics of a participating
interest?

Interpretive response: To be a participating interest, a transferred portion of a
financial asset must have all of the following characteristics. [860-10-40-6A]

(o \ ETERETE A The interest represents a proportionate (pro rata) Section
1 ownership interest in an entire financial asset. 3.4.20

All cash flows received from the entire financial asset
are divided proportionately among the participating
interest holders in an amount equal to their share of
ownership. However, if certain conditions are met, an
allocation of cash flows as compensation for services is
permitted and cash flows received by the transferor as
proceeds in the transfer are excluded.

Section
3.4.30

Characteristic
2

The priority of cash flows:

— does not entitle any participating interest holder to

receive cash before any other participating interest Section

Characteristic .
3 holder; and 3.4.40

— involves no recourse (other than standard
representations and warranties) to — or
subordination by — any participating interest holder.
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No party has the right to pledge or exchange the entire
financial asset unless all participating interest holders
agree to it.

Characteristic

4

These characteristics inherently result in a participating interest representing a
portion of a financial asset that mirrors the characteristics of the original
financial asset — i.e. a participating interest shares proportionately in all of the
rights, risks and benefits of the entre financial asset.

Question 3.4.20

Does a set-off right result in an interest not meeting
the participating interest characteristics?

Interpretive response: No. A set-off right is a right of a party that is both a
debtor and a creditor to the same counterparty to reduce its obligation to that
counterparty if that counterparty fails to pay its obligation. A set-off right is not

an impediment to an interest meeting the participating interest characteristics.
[860-10-40-6A, FAS 166.A39]

Example 3.4.10

Set-off rights for lending and deposit relationship

Bank and Customer have both a lending and a deposit relationship. The loan has
an outstanding balance of $50,000 and the deposit account has a balance of
$60,000. These relationships are subject to the following set-off rights.

— If Customer goes bankrupt, Bank has the right to reduce Customer’s
deposit account by up to $50,000 to offset any loss Bank B might incur
from Customer’s failure to repay the loan.

— In the event of Bank’s receivership, Customer has the right to reduce the
amount due to Bank under the loan obligation by up to $50,000 to offset
any loss it might incur from Bank's failure to redeem the amount on
deposit.

Bank transfers a 40% interest in Customer’s loan receivable balance to
Investor. The set-off rights of Bank and Customer are unaffected by the
transfer. As a result, if Bank is in receivership, Investor may have only an
unsecured claim against Bank for its share of the amount (if any) set off by
Customer.

The 40% interest transferred by Bank is eligible to meet the participating
interest characteristics — i.e. the set-off rights do not preclude the transferred
interest from being considered a participating interest.
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Question 3.4.30
Can a loan participation be a participating interest?

FE Excerpt from ASC 860-10

>>> Loan Participations

55-61 Paragraph 860-10-05-23 provides background on loan participations. If a
loan participation agreement transfers a participating interest in an entire
financial asset (as described in paragraph 860-10-40-6A) and the conditions in
paragraph 860-10-40-5 are met, the transfers shall be accounted for by the
transferor as a sale of a participating interest. However, if the loan participation
agreement constrains the transferee from pledging or exchanging its
participating interest and that constraint provides a more-than-trivial benefit to
the transferor, the transferor has not relinquished control and shall account for
the transfer as a secured borrowing.

Interpretive response: Yes, if it meets the participating interest characteristics.

A transfer of a portion of a loan via a ‘loan participation’ is in the scope of Topic
860 (see section 2.2.20). Therefore, such a transfer may only be accounted for
as a sale if the transferred portion qualifies as a participating interest. [860-10-55-
61]

If a loan participation agreement transfers a participating interest and the
conditions for sale accounting are met, the transfer is accounted for as a sale of
a participating interest. In contrast, the transfer is accounted for as a secured
borrowing if the sale criteria are not met — e.g. because the loan participation
agreement constrains the transferee from pledging or exchanging its
participating interest and that constraint provides a more-than-trivial benefit to
the transferor. [860-10-55-61]

Question 3.4.35**

Do the participating interest requirements apply to
a transfer of a portion of an equity share?

Interpretive response: Yes. A transfer of a portion of an equity share (e.g.
fractional share) is in the scope of Topic 860 (see Question 2.2.15). Therefore,
such a transfer may only be accounted for as a sale if the transferred portion
meets the requirements to qualify as a participating interest.
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Question 3.4.40
Are the participating interest characteristics

relevant when an entity transfers an entire financial
asset in portions to multiple third parties at the
same time?

Interpretive response: No. If the result is that an entity has transferred all of an
entire financial asset to multiple third parties, the entity is not required to
evaluate whether each portion individually meets the characteristics of a
participating interest (i.e. each portion does not need to meet the participating
interest characteristics). This is because if an entire financial asset is transferred
in portions, the criteria for sale accounting are applied to the entire financial
asset once all portions have been transferred. [860-10-40-4E, 40-6A]

Question 3.4.50

When interests in sales-type or direct-financing

lease receivables are transferred, must a pro rata
interest in the residual value be transferred to meet
the participating interest characteristics?

Interpretive response: It depends. We believe that when a third party provides
a residual value guarantee that is a separate freestanding contract, no portion of
the residual value is required to be transferred for an interest in the receivables
to meet the participating interest characteristics. [860-10-40-4D]

However, when a guarantee provided by the lessee is embedded in the lease
contract, we believe a portion of the lessee-guaranteed residual value must be
transferred for a transfer of an interest in the receivables to meet the
participating interest characteristics. Transfers of sales-type and direct-financing
lease receivables and residual values that are guaranteed at lease
commencement are financial assets subject to the guidance in Topic 860 (see
Question 2.3.20). [860-10-40-4D]

Further, an unguaranteed residual value is not a financial asset (see Question
2.3.40). Therefore, no portion of it is required to be transferred for an interest in
the receivables to meet the participating interest characteristics.

Proportionate (pro rata) ownership interest in an
entire financial asset

The first participating interest characteristic requires that the transferred portion
represents a proportionate (pro rata) ownership interest in the entire transferred
financial asset from the date of transfer. [860-10-40-6A(a)]

A financial asset can be divided into components that are transferred in multiple
transfers. Further, those transfers may occur over time, instead of all at once.
This may result in a transferor owning different percentages of an asset over
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time — e.g. because the transferor purchases or sells additional interests in that
asset.

Example 3.4.20

Proportionate (pro rata) ownership interest

Bank originates a loan to Borrower on January 1, Year 1. Bank makes the
following transfers of interests in the loan:

Date Transferee Transferred interest description

— 70% of loan’s principal cash flows

Dec 31, Year 1 | | tor A :
e ear nvestor — 60% of loan’s interest cash flows

Remaining interest in the loan:

Dec 31, Year 2 | Investor B — 30% of loan’s principal cash flows
— 40% of loan’s interest cash flows

Neither of the transferred interests individually qualifies as a participating
interest because neither represents a proportionate (pro rata) ownership
interest in the loan — e.g. Investor A is entitled to 70% of the principal cash
flows but only 60% of the interest cash flows.

Question 3.4.70 and Example 3.4.30 discuss whether the transfers are eligible
for sale accounting.

Question 3.4.60
Must the interests held by the transferor and

transferee meet the definition of a participating
interest at all times that the transferor owns an
interest?

Interpretive response: The first participating interest characteristic requires
that the interests held by the transferor (including interests held by the
transferor, its consolidated affiliates and its agents) and the transferee(s) meet
the definition of a participating interest at all times that the transferor owns an
interest. This may result in a transfer that initially meets the participating
characteristics — and is accounted for as a sale — subsequently not qualifying as

a participating interest (and, as a result, the transferor regaining control). [860-10-
40-6A(a)]
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Question 3.4.70
Are the participating interest characteristics

relevant when an entity transfers an entire financial
asset in portions to multiple third parties over
time?

Interpretive response: Yes. An entity is required to evaluate whether each
individual transfer of a portion of an entire financial asset meets the participating
interest characteristics until it has transferred 100% of its interest in the entire
financial asset. This contrasts with the situation in which a transferor transfers
an entire financial asset in portions to multiple third parties at the same time
(see Question 3.4.40). [860-10-40-4E, 40-6A]

Example 3.4.30

Transfer of 100% ownership interest in multiple
transfers over time

This Example continues Example 3.4.10.

In that Example, Bank transfers 100% of its interests in a loan via two transfers
of interests in that loan, one transfer on December 31, Year 1 and the other on
December 31, Year 2. Neither transferred interest meets the participating
interest characteristics.

On December 31, Year 1, Bank accounts for the interest transferred to Investor
A as a secured borrowing. This is because the transferred portion does not
meet the participating interest characteristics and therefore is not a unit of
account that is eligible for sale accounting.

However, after the transfer to Investor B on December 31, Year 2, Bank has
transferred 100% of its interest in the loan. As a result, the transferred item
represents — in total — an entire financial asset. Bank is not required to evaluate
whether the characteristics of a participating interest are met. Instead, Bank
evaluates whether it has surrendered control of the loan (see section 3.5 and
chapters 4 to 6).

Question 3.4.80

Does a subsequent transfer of a portion of an

interest that is not a participating interest cause an
earlier transfer to not be eligible for sale
accounting?

Interpretive response: Yes. To meet the characteristics of a participating
interest, from the date of transfer, the interest must represent a proportionate
(pro rata) ownership interest in an entire financial asset. If the transferor’s
interest changes because it subsequently sells another interest in the entire
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financial asset, the interest initially and subsequently held by the transferor
must meet the characteristics of a participating interest. [860-10-40-6A(a)]

Therefore, we believe a transfer of a portion of an entire financial asset that
does not meet the participating interest characteristics results in previously
transferred portions also ceasing to meet the participating interest
characteristics at that time. This is the case even if the entity accounted for an
earlier transfer of a portion of an entire financial asset as a sale (because it met
the characteristics of a participating interest at that time and the transferor had
surrendered control).

Example 3.4.40

Transfer that meets participating interest
characteristics followed by transfer that does not

Bank originates a loan to Borrower on January 1, Year 1. Bank makes the
following transfers of interests in the loan.

Transferee | Transferred interest Participating interest
description characteristics met?
J— o) !
50% of loan’s Yes, and Bank concludes it
Dec 31, principal cash flows
Year 1 Investor A — B0% of loan’s interest has surrendered coptrol of
© the transferred portion.
cash flows
— 30% of loan’s
Dec 31 principal cash flows
' Investor B : No.
Year 2 — 25% of loan’s interest
cash flows

On December 31, Year 1, Bank accounts for the interest transferred to Investor
A as a sale. This is because the transferred portion meets the participating
interest characteristics and Bank has surrendered control over it.

However, after the transfer to Investor B, Bank continues to hold an interest in
20% of the loan’s principal cash flows and 25% of the interest cash flows. This
interest does not represent a participating interest because it is not a
proportionate (pro rata) ownership interest.

Bank continues to have an interest in the loan and its interest does not meet
the participating interest characteristics. As a result, none of the transferred
portions of the loan represent participating interests and none is a unit of
account that is eligible for sale accounting. Instead, Bank accounts for the
transfer on December 31, Year 2 as follows.

— Bank regains control of — and re-recognizes — the 50% interest previously
transferred to Investor A; see section 7.4 about regaining control of
transferred financial assets.

— Bank recognizes a secured borrowing for the transfer to Investor B.

Bank therefore reflects the entire financial asset on its balance sheet.
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Cash flows received are divided proportionately

FE Excerpt from ASC 860-10

>>> Application of the Term Participating Interest

55-171 Paragraph 860-10-40-6A(b) states that an allocation of specified cash
flows precludes a portion from meeting the definition of a participating interest
unless each cash flow is proportionately allocated to the participating interest
holders. Following are several examples implementing that guidance:

a. Inthe circumstance of an individual loan in which the borrower is required
to make a contractual payment that consists of a principal amount and
interest amount on the loan, the transferor and transferee shall share in the
principal and interest payments on the basis of their proportionate
ownership interest in the loan.

b. In contrast, if the transferor is entitled to receive an amount that
represents the principal payments and the transferee is entitled to receive
an amount that represents the interest payments on the loan, that
arrangement would not be consistent with the participating interest
definition because the transferor and transferee do not share
proportionately in the cash flows received from the loan.

c. In other circumstances, a transferor may transfer a portion of an individual
loan that represents either a senior interest or a junior interest in an
individual loan. In both of those circumstances, the transferor would
account for the transfer as a secured borrowing because the senior
interest or junior interest in the loan do not meet the requirements to be
participating interests (see paragraph 860-10-40-6A(c)).

The second participating interest characteristic requires that all cash flows
received from the entire financial asset be divided among the participating
interest holders (including any interests retained by the transferor, its
consolidated affiliates, or its agents) in proportion to their share of ownership,
from the date of transfer. Allocations of specific cash flows (as compared to
proportionate shares of cash flows) generally preclude a portion of an entire
financial asset from being a participating interest. [860-10-40-6A(b)]

Question 3.4.90

What are examples of cash flows that are (and are
not) divided proportionately?

Interpretive response: The following are examples of cash flows that are (and
are not) divided proportionately. [860-10-55-17I]
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Cash flows that are divided Cash flows that are not divided
proportionately proportionately

The right to receive a specified The right to receive interest — but not
percentage of both principal and principal — payments from a loan.
interest payments received for a loan.

The right to receive cash flows for a The right to receive cash flows for a
portion of an individual loan pari passu portion of an individual loan represents
with other interests in the loan. either a senior or a junior interest. This

interest also does not meet the ‘priority
of cash flows' characteristic (see
section 3.4.40).

Question 3.4.100

What are the exceptions to the requirement to
divide cash flows proportionately?

Interpretive response: As exceptions, the following cash flows are not
required to be divided proportionately for an interest in a financial asset to be
deemed a participating interest.

These cash flows are not required to be divided
proportionately if the following conditions are met:
[860-10-40-6A(b)(1), 860-50 Glossary]

— they are not subordinate to the proportionate cash

Compensation flows of the participating interest; and Se?
PATPPBIISME — they are not for an amount significantly above the Questions
performed amount a substitute service provider would 3.4.110 to
require as fair compensation (including the profit 3.4.120

that would be demanded in the marketplace). That
is, they are not for an amount significantly greater
than the amount that represents adequate
compensation.

These cash flows are not required to be divided

cas*.' e proportionately, provided the transfer does not result See

received by ! O S i .
the transferor Ak the _transferor receiving an owners_h|p interest in the | Question
financial asset that permits it to receive 3.4.130

as proceeds

disproportionate cash flows. [860-10-40-6A(b)(2)]
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Question 3.4.110

What are some examples of cash flows that are
compensation for services performed?

Excerpt from ASC 860-10

>>> Application of the Term Participating Interest

55-17J Given the conditions in paragraph 860-10-40-6A(b)(1), cash flows
allocated as compensation for services performed that are significantly above
an amount that would fairly compensate a substitute service provider would
result in a disproportionate division of cash flows of the entire financial asset
among the participating interest holders and, therefore, would preclude the
portion of a transferred financial asset from meeting the definition of a
participating interest. Examples of cash flows that are compensation for
services performed include all of the following:

a. Loan origination fees paid by the borrower to the transferor

b. Fees necessary to arrange and complete the transfer paid by the
transferee to the transferor

c. Fees for servicing the financial asset.

Interpretive response: Examples include: [860-10-55-17J]
— loan origination fees paid by the borrower to the transferor;

— fees necessary to arrange and complete the transfer that are paid by the
transferee to the transferor;

— fees paid to a service provider (which may be the transferor) for servicing
the financial asset.

Question 3.4.120

How does an entity evaluate whether

compensation is ‘significantly above’ adequate
compensation?

Interpretive response: The amount of compensation that represents adequate
compensation is a function of the marketplace, not the individual servicer’'s
servicing costs (see section 10.3.20). Topic 860 does not provide guidance on
how to evaluate whether compensation is significantly above adequate
compensation. Therefore, judgment is required when determining whether
compensation for services performed causes an ownership interest to fail to
meet the participating interest characteristics.

We believe a transferor should consider all relevant aspects of the servicing
arrangement in evaluating whether compensation for services performed is
significantly greater than adequate compensation. The following table presents

© 2022 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved.

61



Transfers and servicing of financial assets
3. Sale criteria: Overview

examples of aspects of the servicing arrangement that we believe are relevant
to this evaluation.

Aspect ‘ Example

Type of financial assets being serviced Residential versus commercial mortgage
loans
Terms of the financial assets being — Variable rate versus fixed rate loans
serviced — Monthly versus quarterly payment
frequency

Risks associated with the financial assets | Subprime versus prime obligors
being serviced

Compensation structure for servicing Whether the arrangement entitles the
arrangements in the market servicer to more or fewer sources of
ancillary income as compared to other
agreements in the marketplace

Question 3.4.130

Can a transferor be compensated (or compensate
the transferee) for an asset’s off-market interest
rate when only a portion of the asset is transferred?

Excerpt from ASC 860-10

>>> Application of the Term Participating Interest

55-17K The transfer of a portion of an entire financial asset may result in a gain
or loss on the transfer if the contractual interest rate on the entire financial
asset differs from the market rate at the time of transfer. Paragraph 860-10-40-
6A(b)(2) precludes a portion from meeting the definition of a participating
interest if the transfer results in the transferor receiving an ownership interest
in the financial asset that permits it to receive disproportionate cash flows. For
example, if the transferor transfers an interest in an entire financial asset and
the transferee agrees to incorporate the excess interest (between the
contractual interest rate on the financial asset and the market interest rate at
the date of transfer) into the contractually specified servicing fee, the excess
interest would likely result in the conveyance of an interest-only strip to the
transferor from the transferee. An interest-only strip would result in a
disproportionate division of cash flows of the financial asset among the
participating interest holders and would preclude the portion from meeting the
definition of a participating interest.

Interpretive response: Yes, if the compensation is made through a premium or
discount included in the purchase price (i.e. proceeds) and not through a
disproportionate share of cash flows from the transferred asset. An example is
when the transferee pays higher cash proceeds to the transferor for an above-
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market rate loan than it would have paid for a loan with an at-market interest
rate. Any value equalization for an interest rate differential must be in the form
of a premium or discount on the purchase price of the transferred interest as
opposed to any form of subsequent reallocation of principal or interest on a
disproportionate basis. [860-10-40-6A(b)(2), 55-17K]

The Board decided that this approach is consistent with the concept of a
participating interest because a premium received as cash proceeds (as
compared to an /O strip) does not depend on the cash flows from the
transferred participating interest. If excess interest from an entire financial asset
(i.e. contractually due interest on a financial asset that is in excess of a market
rate at the time of transfer) is incorporated in the contractually specified
servicing fee, it likely results in the conveyance of an /O strip to the transferor,

resulting in the transferred portion not being a participating interest. [860-10-55-
17K, FAS 166.A16]

Example 3.4.50

Transfer of loan with above-market interest rate

Bank originates a five-year, non-prepayable loan with a $2,000,000 principal
amount that bears a contractual interest rate of 5%. The loan requires $200,000
principal payments at the end of each of Years 1 — 4 with the remaining
principal amount due at the loan’s maturity.

At the end of Year 1 (after contractual principal and interest payments are
received), the market interest rate for the loan is 4.5%. Bank transfers a 50%
interest in the loan to Investor.

The following table reflects the contractual cash flows and fair value of the 50%
interest in the loan. This example assumes no other changes in market
participant assumptions for the loan since it was originated and ignores the
effect of servicing.

Beginning

Ending | Contractual

principal A e principal interest UL CTEL

balance payments balance (5%) oS

2 $900,000 $100,000  $800,000 $ 45,000 $ 145,000

3 800,000 100,000 700,000 40,000 140,000

4 700,000 100,000 600,000 35,000 135,000

5 600,000 600,000 - 30,000 630,000
Total $900,000 $150,000  $1,050,000
Contractual interest rate 5.0%
Present value at contractual interest rate $ 900,000
Market yield 4.5%

Fair value (at market yield) $ 913,552
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Scenario 1: Bank transfers the right to receive 50% of all cash flows
received (including principal and interest)

Bank transfers the right to 50% of all cash flows received from the borrower
(including both contractual principal and contractual interest) to Investor.
Because the contractual interest rate of 5% is higher than the market rate of
4.5%, Investor pays fair value of $913,552 for the transferred portion to Bank.

The transferred portion meets the second participating interest characteristic
(‘cash flows received are divided proportionately’).

Scenario 2: Bank transfers the right to 50% of contractual principal
received and a 4.5% interest rate on those amounts

Bank transfers the right to 50% of the contractual principal (when received) and
a 4.5% interest rate on those amounts. Because Investor will receive a market
rate of interest on the loan, it pays the $900,000 present value of the
transferred portion to Bank. Bank also continues to hold the rights to 0.5%
interest on the transferred portion of principal, which represents an I/O strip.

The transferred portion does not meet the second participating interest
characteristic (‘cash flows received are divided proportionately’). Therefore, it

does not represent a participating interest and is not eligible for sale accounting.

Question 3.4.140

If a transferor holds a contingent call option on a

transferred portion, is the second participating
interest characteristic met?

Interpretive response: No, not if such a right would result in the transferor
having a unilateral ability to repurchase the transferred interest after the
contingent event occurs. Further, the transferred portion does not meet the
characteristics before the contingency has occurred, even if the contingency is
not in the transferor’s control. This is because such a right results in the
participating interests potentially not being entitled to a proportionate division of
cash flows after the initial transfer. As a result, we believe a transferred portion
subject to such a right does not meet the participating interest characteristics.

For example, Bank ABC transfers to Bank DEF a 40% interest in a loan
receivable. If the borrower defaults on the loan, the transfer agreement permits
ABC to elect to repurchase the 40% interest from DEF for its par amount. This
transferred portion does not meet the participating interest characteristics.

See also Question 3.4.170 about subordination of cash flows upon borrower
default.
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Question 3.4.150

Is a transfer of an interest in previously written off
financial assets eligible for sale accounting if cash
flows are divided disproportionately?

Excerpt from ASC 860-10

>>> Transfer of Bad-Debt Recovery Rights

55-73 A financial institution (transferor) transfers to a third-party transferee the
right to an amount of future recoveries from loans previously written off by the
transferor as uncollectible. The transferee is entitled to recoveries equal to the
purchase price plus a market rate of interest on the unrecovered purchase
price. There is no recourse to the transferor. The transferee can initiate its own
collection efforts if dissatisfied with the transferor's recovery efforts. The
transaction is a secured borrowing (that is, a borrowing secured by the
transferred rights).

Interpretive response: No. As discussed in Question 2.3.100, we believe a
previously written off asset is a financial asset and that its transfer is in the
scope of Topic 860. As a result, the transfer of a portion of a previously written
off financial asset must meet the participating interest characteristics to be
eligible for sale accounting. This includes that cash flows received must be
divided proportionately.

For example, Bank writes off $75 million related to loans receivable having a
$100 million principal balance. Bank later transfers to Company an interest in
the loans receivable in exchange for $2 million cash proceeds.

Under the terms of the transaction, Company is entitled to receive a return of
the purchase price (i.e. $2 million) out of the first recoveries plus 15% interest
on the unrecovered purchase price. Further, Company is permitted to pursue

collection on the loans receivable if it is dissatisfied with Bank’s efforts.

The transferred item is not a unit of account that is eligible for sale accounting
because it is not a transfer of an entire financial asset and does not meet the
participating interest characteristics — e.g. because Company does not receive a
proportionate share of cash flows received, but instead receives a return of its
investment plus 15% interest. Further, Company is entitled to receive cash
before (i.e. in priority to) Bank; see section 3.4.40.

Priority of cash flows

The third participating interest characteristic requires the priority of cash flows
distributed to participating interest holders to have all of the following
characteristics: [860-10-40-6A(c)]

— the rights of each participating interest holder (including the transferor in its
role as a participating interest holder) have the same priority;
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— no participating interest holder’s interest is subordinated to the interest of
another participating interest holder;

— the priority does not change in the event of bankruptcy or other
receivership of the transferor, the original debtor or any other participating
interest holder;

— participating interest holders have no recourse to the transferor (or its
consolidated affiliates or its agents) or to each other. That is, no
participating interest holder may be entitled to receive cash before any
other participating interest holder under its contractual rights as a
participating holder. As an exception, the following are permitted:

standard representations and warranties;

ongoing contractual obligations to service the entire financial asset and
administer the transfer contract; and

contractual obligations to share in any set-off benefits received by any
participating interest holder.

Question 3.4.160
Does a transferred portion with a LIFO or FIFO

provision meet the third participating interest
characteristic?

Background: Some arrangements for transferred portions contain provisions
that allocate principal payments to one interest holder before allocating principal
to the other. For example, principal payments are allocated to the transferee
before making allocations to the transferor under a last-in, first-out (LIFO)
provision; this results in a more rapid reduction of the transferee’s interest,
which increases the transferor’s risk of credit loss. In contrast, under a first-in,
first-out (FIFO) provision, principal payments are allocated first to the transferor.

Interpretive response: No. These types of provisions represent a subordination
of a holder’s interest in the entire financial asset — e.g. a LIFO provision
represents a subordination of the transferor’s interest in the entire financial
asset. Therefore, the participating interest characteristics are not met when an
arrangement includes such a provision. [860-10-40-6A(c)(2), 55-171]

Question 3.4.170
Does a transferred portion that results in

subordination only upon a future contingent event
occurring meet the third participating interest
characteristic?

Background: Some arrangements contain terms that provide some interest
holders a senior claim to the borrower’s assets in the event a future event
occurs (e.g. a borrower default).

Interpretive response: No. To be considered a participating interest, each
interest must have the same priority and no interest holder may be
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subordinated to another. This includes that the interests may not provide for
different priorities (or subordination) upon the occurrence of a future contingent
event. Provisions that give some interest holders senior claims result in the
transferred portion of the loan not meeting the characteristics to be considered
a participating interest. [860-10-40-6A]

Question 3.4.180

Does a transferred portion meet the third
participating interest characteristic if it provides for
recourse to the transferor for only a limited period?

Excerpt from ASC 860-10

>>> Application of the Term Participating Interest

55-17L Paragraph 860-10-40-6A(c) addresses the priority of cash flows. In
certain transfers, recourse is provided to the transferee that requires the
transferor to reimburse any premium paid by the transferee if the underlying
financial asset is prepaid within a defined time frame of the transfer date. Such
recourse would preclude the transferred portion from meeting the definition of
a participating interest. However, once the recourse provision expires, the
transferred portion shall be reevaluated to determine if it meets the
participating interest definition.

Interpretive response: No. In that situation, the third participating interest
characteristic is not met during the limited recourse period. [860-10-40-6A(c)(4)]

For example, a transferor is required to reimburse any premium paid by a
transferee if the underlying financial asset is prepaid within a specified period
after the transfer date (e.g. 90 days). That recourse precludes the transferred
portion from meeting the participating interest characteristics during the
recourse period. However, once the recourse provision expires, the transferred
portion is reevaluated to determine whether it meets the definition of a
participating interest. [860-10-55-17L]

Question 3.4.190

Does a transferred portion with a ‘make whole’

provision meet the third participating interest
characteristic?

Background: Some arrangements for transferred portions contain provisions
requiring the transferor to compensate the transferee for losses and expenses
incurred as a result of the borrower's default.
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Interpretive response: No. These types of provisions represent recourse to the
transferor. Therefore, the third participating interest characteristic is not met
when an arrangement includes such a provision. [860-10-40-6A(c)(4)]

Question 3.4.200

Does a third-party guarantee represent recourse
that precludes a transferred interest from meeting
the third participating interest characteristic?

Excerpt from ASC 860-10

>>> Application of the Term Participating Interest

55-17M Paragraph 860-10-40-6A(c) addresses recourse in a participating
interest. Recourse in the form of an independent third-party guarantee shall be
excluded from the evaluation of whether the participating interest definition is
met. Similarly, cash flows allocated to a third-party guarantor for the guarantee
fee shall be excluded from the determination of whether the cash flows are
divided proportionately among the participating interest holders.

Interpretive response: No. Third-party guarantees are not included in the
analysis of whether a portion of an entire financial asset is a participating
interest. A third-party guarantee arrangement does not result in recourse to the
transferor or other participating interest holders because a third-party guarantor
assumes a participating interest in the event of default. This is the case even if
the transferor’s participating interest is unguaranteed while one or more other

transferred participating interests are guaranteed (or vice versa). [860-10-40-
BA(C)(4), FAS 166.A21]

Similarly, cash flows allocated to a third-party guarantor for the guarantee fee
are excluded when determining whether cash flows are divided proportionately

among the participating interest holders (see section 3.4.30). [860-10-40-6A(c)(4), 55-

17M]
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Question 3.4.210

What are standard representations and warranties?

I_:% Excerpt from ASC 860-10

20 Glossary
Standard Representations and Warranties

Representations and warranties that assert the financial asset being
transferred is what it is purported to be at the transfer date.

>>> Application of the Term Participating Interest

55-17N Examples of standard representations and warranties (as used in
paragraph 860-10-40-6A(c)) include representations and warranties about any of
the following:

a. The characteristics, nature, and quality of the underlying financial asset,
including any of the following:
1. Characteristics of the underlying borrower
2. The type and nature of the collateral securing the underlying financial

asset.

b. The quality, accuracy, and delivery of documentation relating to the transfer
and the underlying financial asset

c. The accuracy of the transferor's representations in relation to the
underlying financial asset.

Interpretive response: Recourse to the transferor for standard representations
and warranties does not preclude a transferred portion from meeting the third
participating interest characteristic (‘priority of cash flows’). Topic 860 defines
standard representations and warranties as representations and warranties that
assert the financial asset being transferred is what it is purported to be at the
transfer date. [860-10-20, 860-10-40-6A(c)(4)(i)]

Examples include representations and warranties about the following: (860-10-55-
17N]

— the characteristics, nature and quality of the underlying financial asset,
including the characteristics of the:

underlying borrower; and
— the type and nature of collateral securing the underlying financial asset;

— the quality, accuracy and delivery of documentation relating to the transfer
and the underlying financial asset; and

— the accuracy of the transferor's representations in relation to the underlying
financial asset.
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Question 3.4.220
Can a transferor meet the third participating

interest characteristic if it receives servicing fees in
priority to other participating interest holders?

Interpretive response: Yes, if those fees are received in the transferor’s role
as a servicer. However, if the fees are received through contractual rights of the
transferor’s participating interest (rather than in the transferor’s role as a
servicer), they result in the interest not meeting the participating interest
characteristics. [860-10-40-6A(c)(4)]

Further, if those fees are significantly above the amount that represents
adequate compensation, the transferred portion does not meet the second
participating interest characteristic (‘cash flows received are divided
proportionately’); see section 3.4.30.

Question 3.4.230
Must all interest holders be restricted from

pledging or exchanging the entire financial asset for
a transferred portion to meet the third participating
interest characteristic?

Interpretive response: Yes. For a portion of an entire financial asset to be
considered a participating interest, no party — including the transferor —is
permitted to have the right to pledge or exchange the entire financial asset
unless all participating interest holders agree to do so. [860-10-40-6A(d)]

Although certain transfer restrictions are required for a transferred portion to
meet the participating interest characteristics, restrictions on a transferee’s
ability to pledge or exchange entire financial assets may result in a transferor
not surrendering actual control over a participating interest. See chapter 4 for
discussion about whether transfer restrictions result in a transferor maintaining
control.

Examples

The following are examples of arrangements involving transfers of portions of
loans and considerations for determining whether provisions commonly
included in those arrangements meet the participating interest characteristics.
Although the provisions are addressed in the context of the arrangements
described, a similar evaluation would be appropriate if those provisions are
included in other types of arrangements involving transfers of portions of loans.
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3. Sale criteria: Overview

Example 3.4.60

Loan participations - common provisions

Many financial institutions transfer (participate) a portion of individual loans to
other financial institutions to limit credit risk or provide liquidity. As discussed in
Question 3.4.30, a loan participation must meet the participating interest
characteristics to be eligible for sale accounting. They frequently contain terms
that must be carefully evaluated to determine whether the transferred portions
of the loan are participating interests.

The following table identifies some common provisions in loan participation
agreements and summarizes their impact on whether the participating interest
characteristics are met. Although these provisions are addressed in the context
of a loan participation, a similar evaluation would be appropriate for any partial
transfers of financial assets (e.g. other forms of partial loan sales and
securitizations).

Servicing fees (see section 3.4.30)

Participation Cash flows for servicing fees received in the transferor’s role as a
agreements servicer are not required to be divided proportionately if:

often require the
transferor to
perform the

— they are not subordinate to the proportionate cash flows of
the participating interest; and
— they are not for an amount significantly greater than the

?fr:\é't?g:g related amount that represents adequate compensation.
to the See further discussion in:
participated loan | — section 3.4.30, including Questions 3.4.120 to 3.4.130; and

— section 3.4.40, including Question 3.4.220.

In our experience, many servicing fee arrangements that are
common in participations do not preclude the transferred portion
of the loan from meeting the participating interest characteristics.

Provisions that result in subordination (see section 3.4.40)

LIFO or FIFO These are provisions that allocate principal payments to one
provisions interest holder in priority to other interest holders. They represent
subordination in the entire financial asset. As a result, loan
participations with these provisions do not meet the participating
interest characteristics. See also Question 3.4.160.

Subordination These are provisions that give some interest holders a senior
upon default claim to the borrower’s assets in the event of a default. Loan
participations with these provisions do not meet the participating
interest characteristics. See also Question 3.4.170.

Compensation for off-market interest rates (see Question 3.4.130)

Premiums or Premiums or discounts included in the purchase price to reflect
discounts the effect of off-market interest rates represent proceeds that are
included in the not required to be divided proportionately between the

purchase price participating interest holders. As a result, loan participations with

these provisions may meet the participating interest
characteristics.
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