
related, such as customers and
banks), the interpretation signifi-
cantly broadens the concept of
control.  

✔ Equity owners unable to make
decisions about the entity’s
activities

✔ Equity that does not have the
obligation to absorb the enti-
ty’s expected losses or receive
the entity’s expected residual
return

The interpretation does not
distinguish a VIE from other busi-
ness enterprises based on the
nature of its operations; rather, it
distinguishes a VIE based on the
nature and amount of equity
investment in the entity and the
rights and obligations of the equity
investors; however, the interpreta-
tion does have a scope exception
for an entity that qualifies as a busi-
ness.

Appendix C defines a “busi-
ness” as a self-sustaining, integrat-
ed set of activities and assets con-
ducted and managed for the pur-
pose of providing return to in-
vestors.  

It concludes that it must con-
tain all of the inputs and processes
applied to those inputs necessary

Understanding & Implementing 
FIN 46R provisions
by Roxy Baas, Evansville,
rbaas@bkd.com

Editor’s note: For reference, our
summary of the provisions of revised
Financial Accounting Standards Board
(FASB) Interpretation #46 (FIN 46R),
Consolidation of Variable Interest
Entities, appeared in our July 2004
issue (“Beware:  new consolidation
rules may apply to you”).
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✔ Planning & scheduling
Part III: managing your
project to completion

✔ IRS sets sight at look-
back calculation

continued on page 2

n e-subscription to BKD
Blueprint can help your

company break ground on new
information for the construc-
tion and real estate industries.
It’s free, just a click or two
away and has live links to writ-
ers’ e-mail addresses and to
every URL referenced in our
articles.  

There’s no need to act if
you’re happy with your current
subscription, but to receive
your next issue electronically,
follow the simple online sign-
up instructions at
http://www.bkd.com/enews/.

As always, your e-mail
address and other personal
information will be kept in
strict confidence and will never
be sold to vendors or shared
with anyone outside BKD.❏

Receive 
BKD Blueprint
via e-mail

IN 46R is extremely complex,
and portions of the standard

are ambiguous, at best.  Given its
widespread implications, especially
for the construction and real estate
industries, you may benefit from
lessons we have learned in helping
clients implement the interpreta-
tion over the past year.  

FIN 46R recap
FIN 46R interprets Accounting

Research Bulletin No. 51 (ARB 51),
Consolidated Financial State-
ments, issued in 1959 by FASB’s
predecessor, the Committee on
Accounting Procedures.  

ARB 51 requires consolidated
financial reporting by an entity
that holds a majority voting inter-
est in another entity.  

In short, FIN 46R introduces
the concept of a variable interest
entity (VIE), as well as a consolida-
tion model based on variable inter-
ests that are contractual, owner-
ship or other instruments that
may require subsequent support of
the VIE.

What’s a VIE?
Variable interests include

stock, members’ units or partner-
ship interests, as well as loans,
leases, guarantees and other
instruments whose values change
with changes in the VIE’s assets.  

Because of this and the
expanded rules of attribution for
related parties and defacto agents
(parties not normally considered

What’s 
FIN 46R?
What’s 

FIN 46R?

The party with the majority of
variable interests in the VIE’s gains
or losses (with the primary focus
on losses) is its primary benefici-
ary and is required to consolidate
the VIE.

To apply the standard, first
determine:

✔ If FIN 46R applies (there are a
number of scope exceptions
covered in the interpretation)

✔ If the entity is a VIE

✔ Who the primary beneficiary is

The primary beneficiary con-
solidates the VIE and makes
required disclosures.  The most dif-
ficult decisions involve determin-
ing VIE status.  The interpretation
lists criteria used to identify a VIE,
principally that a VIE has:

✔ Insufficient equity to absorb
the entity’s expected losses
without additional contribu-
tion of equity or guarantees by
other parties, which may or
may not include the equity
holders
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for it to sustain a revenue stream by
providing its outputs to customers.  

Some legal entities in the con-
struction industry may not qualify
as a business under this definition
because they were formed expressly
for the purpose of completing a spe-
cific project and, thus, are not self-
sustaining.

Similarly, if an entity has a lim-
ited life, this may indicate it is not
intended to sustain operations for
an extended period. 

Nonetheless, even if an entity is
deemed a “business,” there are four
significant inclusion criteria that
could require it to be evaluated:

✔ The reporting enterprise (RE)
and/or its related parties (RP)
participated significantly in the
design or redesign of the entity
(joint ventures are exempted)

✔ Substantially all of the entity’s
activities involve or are con-
ducted on behalf of a RE or its
RPs

✔ The RE and its RP’s provide
more than 50% of the total
equity and other subordinated
financial support

✔ The entity’s activities primarily
relate to single-lessee leasing
arrangements, securitizations
or other asset-backed financ-
ings   

Equity investment 
at risk

The interpretation states three
possible ways for an entity to
demonstrate equity is sufficient:

✔ It can finance its activities with-
out additional financial sup-
port, for instance, by using
nonrecourse financing

✔ It has at least as much equity
invested as other entities that
hold similar assets of similar
quality in similar amounts and
operate without additional sub-
ordinated financial support

✔ The amount of equity invested
in the entity exceeds its esti-
mate of expected losses based
on reasonable, quantitative evi-

dence (expected losses are not
the same as GAAP losses; this
is complicated, can take con-
siderable effort and is difficult
to apply)

The interpretation presumes
that an equity investment of less
than 10% of the entity’s total assets
is insufficient; however, this is not a
“safe harbor.”  Equity interests
greater than 10% still require
demonstration of sufficiency.

Decision-making 
ability

For an entity not to be consid-
ered a VIE, the holders of the equi-
ty investment at risk must have the
ability as a group to make decisions
about an entity’s activities through
voting or similar rights. 

The interpretation is unclear
about the nature of the decisions
the equity holders must be able to
make.  We believe the equity own-
ers should generally be able to
make decisions that significantly
affect the results of the entity’s
operations.  

Therefore, if nonequity holders
have substantive participation
rights, the equity holders do not
have substantive decision-making
ability, and the entity is a VIE.  In
contrast to participation rights,
protective rights do not generally
trump substantive decision-making
ability.

Expected losses 
& residual returns

The equity owners as a group
are obligated to absorb the entity’s
expected losses if they occur.  They
also cannot be directly or indirectly
protected (shielded) from expected
losses or guaranteed a return on
any portion of their investment
from the entity (or other parties
involved with it).  

If equity owners suffer a total
loss of their investment, the guar-
antees and other arrangements

that protect the entity’s lenders do
not violate this condition.  

In addition, equity owners
must bear the exposure to the first
dollar of loss in the entity.  Equity
owners cannot have their return
capped through arrangements with
the entity, with other variable
interest holders or by the entity’s
governing documents. 

However, allocation of losses
among the equity owners would
not violate this criterion as long as
the equity owners as a group are
exposed to the first dollar of loss. 

Example: An entity is considered
a VIE if it has a call option on an
asset, e.g., a fixed price purchase
option in a lease, that, by design,
explicitly caps the return to equity
owners.

Anti-abuse clause
In an attempt to avoid consoli-

dation, an entity may be structured
with nonsubstantive voting rights.
To prevent abuse the interpretation
states an entity is a VIE when:

✔ The voting rights of some in-
vestors are not proportional to
their obligations to absorb the
expected losses of the entity, to
receive the expected residual
returns of the entity, or both

✔ Substantially all of the entity’s
activities either involve or are
conducted on behalf of an
investor that has dispropor-
tionately few voting rights
(because the interpretation
does not provide guidance for
determining what constitutes
“substantially all” of an entity’s
activities, BKD believes profes-
sional judgment is required
and should be based largely on
individual facts and circum-
stances)

Your company must base all
the decisions this article covers on
the facts and circumstances that
exist on the date you become
involved with the potential VIE.  

These are particularly difficult
decisions for enterprises in the

Understanding & 
development stage.  As a result, the
interpretation provides that a
development-stage entity is not a
VIE if:

✔ It can be demonstrated the
equity invested in the entity is
sufficient to permit it to
finance the activities it is cur-
rently engaged in

✔ Provisions in the entity’s gov-
erning documents and con-
tractual arrangements allow
additional equity investments

by Jerry Henderson, Bowling
Green, jhenderson@bkd.com

lients often ask our help in
evaluating ways to manage

and control overhead.  While care-
ful overhead management is a
component of financial success, it
rarely substantially improves your
profits. 

Planning &

continued from page 1

The key for boosting profitabil-
ity lies in better job planning,
scheduling and project manage-
ment.  

Last year, we introduced a
three-part planning and scheduling
series, which identified ways to
help you improve your profits.  

We initiated the series in the
April 2004 issue by covering the
importance of preconstruction
planning in the areas of job site
layout, scheduling, materials pro-
curement and preconstruction
meetings. 

Part II addressed the impor-
tance of job site management of
materials, labor, equipment and
subcontractors.  This article
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implementing FIN 46R. . .
In determining the equity’s

sufficiency at different stages, judg-
ment should be used to determine
the “activity the entity is currently
engaged in.”

Who consolidates
VIE?

An enterprise is a VIE’s pri-
mary beneficiary and, as such, is
required to consolidate if it has a

variable interest (or combination of
variable interests, including vari-
able interests held by its related
parties) that either:

✔ Absorbs a majority of the enti-
ty’s expected losses, if they
occur

✔ Receives a majority of the enti-
ty’s expected residual returns,
if they occur

✔ Both of the above

The enterprise that absorbs
the majority of a VIE’s expected
losses trumps the enterprise that
absorbs the majority of the expect-
ed returns.  

A VIE can have only one pri-
mary beneficiary; however, every
VIE is not required to have a pri-
mary beneficiary.

FIN 46R introduces new con-
cepts and complex provisions.  If

you are uncertain about your
company’s VIE status and/or con-
solidation, you are not alone. 

Contact your BKD advisor to
learn how this standard applies to
you and for help in understanding
and implementing it.❏

appeared in the July 2004 issue.
Part III concludes this series

with coverage of change order
management, internal project
meetings and job closeout.

Change-order 
management

At least once on every job, the
owner, construction manager,
architect or general contractor will
approach you and ask you to per-
form work that is out of scope. 

It might be wrapping up a
phase that some other trade is
scheduled to perform.  You might
be asked to relocate a panel or a
wall because of a recent redesign,
or differing site conditions might
require modification.  

Whatever the reason, requests
like these are common, along with
promises to your superintendent
by the requesting party to “take
care of you on this.”  

It’s your superintendent’s job
to provide good customer service
and keep the job on track so often
times they oblige this request with-
out any formalities.

Unfortunately, when you try to
collect for your extra effort a few
weeks later, it may become an exer-
cise in futility:   Often, the party
that requested the work makes
numerous excuses not to pay you.  

So, how do you maintain good

customer service, keep the project
on track and protect yourself from
being taken advantage of in per-
forming work that is out of scope?  

✔ Develop a simple 3X5 form
your superintendent can carry
at all times

✔ Require the form be filled out
and signed by the requesting
party before you begin any
out-of-scope work

✔ Even if the work is priced later,
at least everyone agrees it has
been requested

✔ Develop special job codes to
capture out-of-scope time sep-
arately

This simple procedure can
help eliminate up to 75% of the
headaches and troubles associated
with change-order management.

Project meetings
During a 40-minute college

basketball game, each coach will
typically call three or four time-
outs.  Add to this four to five media
timeouts, plus a 15-minute half-
time.  

From the start to the end of 40
minutes of actual playing time,
each team will have 20 minutes or
more of instruction.  

While you don’t need to spend
an hour in meetings for every two
hours in the field, take an occa-
sional timeout to assess the situa-

tion, evaluate adjustments and call
some plays.  

Timeouts—like those called in
a basketball game—can change a
project’s momentum.  Those that
take place in the field allow the
project manager, superintendent
and crew to visually relate to the
project.  

Timeouts held at the office
allow the project manager, vice
president of operations and
accounting personnel to review
budgets, complete and update esti-
mates, discuss problems and find
solutions.  

Ideally, hold job site meetings
once a week and office meetings
once a month.

Job closeout:  let
discipline be your
watchword 

The closeout phase is the only
time you can truly measure the
project’s profitability.  So, how do
you avoid surprises when you
reach closeout?  

Throughout the job, shortfalls
and mistakes can be hidden, but in
closeout, all the skeletons come
out of the closet.  During the close-
out phase, you must have a culture
of discipline that rewards excel-
lence and punishes excuses.  

Support “no surprises” as your
organization’s standard because it

will help ensure discipline
throughout the entire project.  No
surprises means problems are
solved as they occur, not shelved
for another day.  

Set standards for closeout
milestones and punchlist manage-
ment to lessen all aspects of work
occurring during this phase.
Good job closeout begins with
planning in the preconstruction
phase and is managed throughout
the life of the project.  

Discipline in this area will
substantially reduce profit fade,
which, in turn, will improve your
organization’s overall profitability.   

Once the project is complete,
hold a debriefing with the project
manager, superintendent, vice
president of operations, account-
ing and safety to:

✔ Review the job

✔ Compare it against original
expectations

✔ Identify learning experiences
you can apply to future jobs
and share with others in the
organization

✔ Write a summary of the
debriefing to be kept in the
project file

Much of the information in
this three-part series is just plain

scheduling Part III: managing your project to completion

continued on page 4
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Planning &
scheduling. . .

continued from page 3

common sense; however, all too
often, common sense is not com-
mon practice.

To learn more about better job
planning, scheduling and project
management or to discuss a train-
ing session for your company, con-
tact your BKD advisor.❏

IRS sets sight at look-back calculation
by Jesse Palmer, Kansas City, 
jpalmer@bkd.com

n a recent memorandum to its
directors and managers, the

Large and Mid-Size Business
Division of the Internal Revenue
Service (IRS) targeted noncompli-
ance with look-back interest rules
as an “emerging issue” in the con-
struction industry.

This increased scrutiny will
require taxpayers to pay more
attention to how they calculate
their look-back adjustments and
whether it complies with the rules.

What’s look-back? 
Congress enacted the look-back

rules to discourage taxpayers using
the percentage-of-completion
method on long-term contracts
from underreporting contract

income in years the contract is still
open.  

The adjustment is made in the
year a contract is completed.  The
taxpayer must hypothetically recal-
culate taxable income for every
previous year the contract was
open using final actual contract
price and actual total contract
costs.  

The corresponding tax impact
is recalculated based on the adjust-
ed taxable income.  If there is an
increase in tax, then the IRS is
owed interest.  If the adjustment
results in a decrease in tax, the tax-
payer is entitled to interest on the
overpayment.  

Interest is calculated by using
the federal overpayment rate as
established in Internal Revenue
Code §6621 and is compounded
daily.  The look-back adjustment
and interest calculation is reported
on Form 8697, Interest Computa-
tion Under the Look-Back Method
for Completed Long-Term Con-
tracts.

The look-back rules do not
apply to certain contracts at the
completion date when:

✔ Gross price of the contract
does not exceed the lesser of
$1 million or 1% of the taxpay-
er’s average annual gross
receipts for the three taxable
years before the contract is
completed, and

✔ Contract is completed within
two years of the contract com-
mencement date

Also, certain taxpayers not
required to use the percentage-of-
completion method of accounting
for tax purposes do not need to cal-
culate look-back interest, including
taxpayers with average annual
gross receipts of less than $10 mil-
lion for the three previous tax years
and certain home construction
contracts.

Avoid common errors 
In its memo, the IRS identified

common errors taxpayers make
when calculating the look-back
adjustment:

✔ Improperly changing the
interest rate quarterly rather
than keeping it the same for
the entire annual period

✔ Improperly computing look-
back interest at the level of a
flow-through entity when
computing it at the owner
level is required

✔ Cumulative changes to look-
back taxable income and look-
back tax liability for each rede-
termination year are not prop-
erly reported on Form 8697

✔ Form 8697 (interest refund
claim) is improperly attached
to the tax return to reduce
current year’s tax liability

Your options 
Because the rules are complex,

some taxpayers may have ignored
or neglected look-back calculations
in the past.  As the IRS increases
enforcement in this area, this may
no longer be an option.  

If you’re in construction, deter-
mine if the look-back rules apply to
you.  If they do, making every effort
to ensure compliance can help you
avoid problems with the IRS.❏

About BKD
Blueprint 

The content in this newslet-
ter comes from sources BKD
believes to be reliable and
authoritative; however, to apply
specific information to your situ-
ation requires careful consider-
ation of all the facts and circum-
stances. Please consult your
BKD advisor before acting on
any matter covered in this
newsletter.

To change your mailing in-
formation or to add your name
to our mailing list, call the com-
munications specialist at the
BKD office nearest you or call
our administrative office at 417
831-7283. To inquire about top-
ics covered in this newsletter,
contact your BKD advisor or
Jan House at 417 831-7283 or
jhouse@bkd.com.
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