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A different approach
to applying blockchain

A Virginia-based CPA is rolling out a blockchain-based
marketplace for transferring tax credits in all states that have legally

transferable tax credits.

By Louise W. Reed, CPA, as told to Jeff Drew

This article is part of the occasional series “Future
Tech Today,” which offers firsthand experiences from
accounting firms, finance departments, and others
putting cutting-edge technologies fo work today.

hree years ago, Richmond, Va.-based
T accountant Louise W. Reed, CPA, knew
little about blockchain. Today, she’s launch-
ing a blockchain-based marketplace for tax credit
transfers and looking to transition out of her

traditional tax practice. Why the dramatic change?
This is her story.

A couple of years ago, | attended a blockchain
class at the CCH Connections conference. There
were eight people in the class, and I was the only
CPA. I had no idea what I was walking into, but

I have a master’s degree in physics and something
about the math behind blockchain spoke to me.
Over the next year and a half, T became increasing-
ly knowledgeable about blockchain, cryptocurren-
cies, and smart contracts. I learned a lot at several
different conferences, but it wasn’t until I tried to
help a friend sell $500,000 worth of tax credits that
I realized how blockchain could apply to account-
ing (see the sidebar, “What Is Blockchain?”).

You can’t sell most tax credits, but some are
legally transferable. Some states allow this to
encourage certain types of behaviors. For example,
the Commonwealth of Virginia offers land
preservation tax credits to landowners who agree
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We hope to become the
first blockchain-based
solution in the space for
transfers of tax credits.

not to develop their land. However, you can't use
tax credits to get tax refunds. That’s a problem for
a lot of farmers and other landowners who owe
little-to-no Virginia income tax. To address this,
Virginia lets the landowners sell their tax credits
to individual taxpayers with a Virginia income
tax burden, who can buy these tax credits at

a discount.

Let’s say that a farmer with a lot of land outside
of Washington, D.C., decides to donate the land
to a conservation trust, promising in perpetu-
ity to preserve the land. After working with
appraisers, lawyers, and the Virginia Department
of Conservation and Recreation, the farmer might
have $800,000 worth of tax credits. At that point,
the farmer would go to one of the larger CPA firms
to help find a buyer for the credits. Because tax
credits are typically bought and sold in bulk, the
farmer usually wants a CPA with access to buyers
with a lot of state income who would be willing »
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Because

trust through its technology

blockchain instills

rather than individual

people, i

t can help create a

much larger market for tax
credit transfers.

to buy credits at a discount to offset their taxes,

although any state taxpayer can use the credits to

offset their state income tax.

My CPA firm is not big. I have 50 clients, but, as
1 mentioned before, I had a friend with $500,000

worth of tax credits to sell. I thought, “This is

fantastic. I can help him out, and one of my clients
can buy tax credits at a discount.” Unfortunately,
personalities and emotions created a complicated
situation. My friend wanted cash, but my client -

didn’t want to reveal themselves to the seller.

Because the two sides couldn't trust each other, the

deal didn’t get done. ‘

When the tax credits situation happened
with my friend, 1 immediately thought of

blockchain. Because trading tax credits involves

What is blockchain?

Blockchain decentralizes transactions through an immutable public ledger.

This allows two unknown parties to trust each other in an exchange
without an intermediary. A smart contract, which is an application of
blockchain technology, ensures that both parties uphold their end of
the bargain before allowing the transaction to occur. With intellectual

property, for example, blockchain technology has the capability to track
people who enjoy copyrighted material and to then transfer royalties to the
creator, therefore minimizing, though not eliminating, pirated content. The
possibilities for smart contracts in the real world involve any information

worth recording in an automatic and accurate source.,
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a lot of trust regarding the validity of the cred
and the buyer having cash, an old boys’ netwo
has developed around the buyers and sellers.
Fewer buyers means fewer people a seller nee
to trust, creating a necessity for buyers to buy
credits in bulk and therefore to have enough «
to afford it. This creates an ecosystem of wealt
taxpayers and credit holders — a very limited
market. Because blockchain instills trust thron
its technology rather than individual people,
it can help create a much larger market for ta:
credit transfers.

I decided to set up a blockchain-based ma
place for tax credit transfers called Afloat.’
project started last year. The first phase was fi
ing the right team. I did a lot of learning and
lot of talking to people to see if they could dc
project. This was not a straight path. Some pe
said no. I eventually went with programmers

Poland, Argentina, and New York and a guy i
Richmond area who is general counsel and p)
manager. For the past year, I have been trying
integrate this project into my life and phase ¢
my tax practice. It’s really fun and exciting.

Afloat is designed to democratize tax cred
trades, enabling any taxpayer with cash tc
buy credits from sellers. Anyone familiar w
the bid-ask spread of the stock market will al
be familiar with Afloat’s setup. Buyers and se
put in transparent limit orders, and the block
takes care of the rest, such as verifying the cn
and ensuring payment. Say you have a tax cli
who could benefit from about $2,000 worth «
tax credits on their state return. You can senc
client an invitation. After they log in, they w
see a dynamic chart showing who has put in
limit order. Someone might put in an order t
$2,000 of tax credits if the price is no more t
50 cents on the dollar. And someone else mi
enter an order to sell $800,000 worth of cred
they get 98 cents on the dollar.

The blockchain allows the potential for

governments to participate in our databa
If the buyers and sellers are in the same data
but the state has its own database, the result
an approved transfer is delayed. The reliance
two databases means there’s not much securi
transparency. Currently, Afloat does not haw
real-time solution, but in my vision, governn
will become part of our blockchain. When t]
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transactions are posted to the same
blockchain, it allows all parties to trust
the data.

We originally set out to make a true
public blockchain, but we had to
pivot to a permissioned blockchain.
The initial plan was to use the Solidity
smart contract programming language
on the Ethereum platform, but the
software that you use to code on
blockchain, especially a public block-
chain, is relatively new. If we were to
create a public blockchain marketplace,
we would be at more risk of someone
exploiting a vulnerability in the code.
Over time, the Afloat marketplace

can become decentralized, but we
have better control over security if we
roll it out slowly. We can increasingly
add nodes and broaden the umbrella
of information.

We don't know of any other com-
panies looking to facilitate tax
credit trades directly. A company
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already established to aid companies

in managing their tax credits is The
OIX. Although it doesn’t completely
eradicate the intermediary as Afloat
aims to do through blockchain, The
OIX diminishes administrative costs
with technology and charges for annual
or monthly usage of their product.

"The OIX is software as a service, but
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it is not blockchain-based. We hope

to become the first blockchain-based
solution in the space for transfers of tax
credits.

Jeff Drew is a JofA senior editor. To com-
ment on this article or fo suggest an idea
Jfor another article, contact him ar

Jeff Drew@aicpa-cima.com. B
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A new path for private companies with VIEs

Preparers may elect not to consolidate in certain circumstances under FASB guidance issued in 2018.

By Susan Cosper, CPA
Editor’s note: The author is a member of FASB.
October 1, 2019
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Many private companies frequently engage in common control arrangements that may be subject to complex
variable-interest entity (VIE) guidance.

Last year, FASB issued a financial accounting and reporting standard

(https://www.fasb.org/jsp/FASB/Document C/DocumentPage?cid=1176171538452&acceptedDisclaimer=true)
that provides private companies an accounting policy election not to apply VIE guidance to legal entities under
common control (including common control leasing arrangements) when certain criteria are met as long as the

https://www journalofaccountancy.com/issues/2019/oct/fasb-election-private-companies-variable-interest-e... 10/4/2019
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Accounting Standards Update No. 2018-17, Consolidation (Topic 810): Targeted Improvements to Related
Party Guidance for Variable Interest Entities.)

This standard is effective for private companies in fiscal years beginning after Dec. 15, 2020, and early
adoption is permitted. And although companies still have a while to implement the standard (unless they want
to adopt early), we have been receiving some private company stakeholder questions as to how FASB
developed the standard in the first place and how it actually works.

PRIVATE COMPANY CONSIDERATIONS

In working with the Private Company Council (PCC) and reviewing feedback from additional outreach
performed by the FASB staff, FASB learned that most private company stakeholders find the VIE guidance
(see the sidebar, "Controlling Financial Interests Under Current GAAP") unduly complex and costly to apply.
This is most evident in applying VIE guidance to legal entities under common control.

When a private company and a legal entity (that the private company reporting entity has an interest in) are
under the common control of a parent, it is difficult to determine whether the legal entity is a VIE. Ifitis
determined that the legal entity is a VIE, it is also difficult to determine whether the reporting entity is the
primary beneficiary of that legal entity.

It's important to note that the Private Company Decision-Making Framework
(https://www.fasb.org/isp/FASB/Document C/DocumentPage?
cid=1176163703583&acceptedDisclaimer=true) helps FASB and the PCC identify:

- Differences in the informational needs of users of public company financial statements and users of
private company financial statements, and

« Opportunities to reduce the relatively greater cost and complexity of preparing financial statements for
private companies in accordance with GAAP.

Additionally, the framework observes that many private companies have multiple entities under common
control, which often results in transactions with affiliates and other related parties.

The board learned that for private companies, significant diversity exists in the application of consolidation
guidance to common control arrangements. Said differently, practice is reaching different conclusions for the
same common control fact patterns. Adding to the difficulty in applying the guidance is the fact that private
companies under common control often have no explicit or arm's-length contractual arrangements in place
unless required by a third party.

With the assistance of the PCC, the board performed outreach to learn whether consolidation of another legal
entity under the same common control as the private company reporting entity provides users of private
company financial statements with decision-useful information.

Generally, the board learned that these users do not consider consolidation in these situations helpful for
purposes of analyzing the stand-alone financial statements of a private company. Often, if the private company
provides financial statements in which another legal entity under common control is consolidated, users
request consolidating schedules to enable them to reverse the effects of consolidation.

https://www.journalofaccountancy.com/issues/2019/oct/fasb-election-private-companies-variable-interest-e... 10/4/2019
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After considering the feedback received from the PCC and additional outreach, the board decided to develop a
private company accounting alternative for common control arrangements that meet certain criteria. The
alternative was provided generally because of:

» The lack of explicit or arm's-length contractual arrangements in private company common control
scenarios, and

« Feedback indicating that private company users typically don't find consolidation in these scenarios to be
useful.

Under the alternative, a private company can elect not to apply VIE guidance to legal entities under common
control if both the parent and the legal entity being evaluated for consolidation are not public companies.

Because the board expects arrangements involving subsidiaries of public companies to be more formalized,
the board decided against allowing the accounting alternative when a common control parent is a public
business entity. Likewise, the board decided against allowing a legal entity being evaluated for consolidation to
be a public business entity to apply the accounting alternative.

This accounting alternative effectively expands a similar alternative finalized in 2014 solely for common control
leasing arrangements. Private companies electing the accounting alternative will have to provide detailed
disclosures about their involvement with and exposure to the legal entity under common control.

In finalizing the accounting alternative, the board concluded that an inconsistent consolidation policy within the
same company diminishes user relevance. Therefore, if the accounting alternative is elected, it must be
applied by a private company to all current and future legal entities under common control that meet the criteria

for applying the alternative. In other words, the alternative cannot be applied selectively to different common
control arrangements.

In providing the accounting alternative, the board did not intend to change how current practice determines
whether an arrangement is under common control for other areas of GAAP. The board expects that

arrangements that are currently considered to be under common control will continue to be considered under
common control.

We at FASB expect that the accounting alternative will improve useful information for the users of private
company financial statements while reducing the cost and complexity associated with applying VIE guidance to
private companies under common control. Collectively, the board and the PCC believe that the exception is a
good example of how the Private Company Decision-Making Framework can be applied to address the needs
of private company stakeholders.

Controlling financial interests under current GAAP
Two primary models can be used for assessment.

Current U.S. GAAP requires an organization (including a private company) to consolidate an entity in which it
has a controlling financial interest.

https://www.journalofaccountancy.com/issues/2019/oct/fasb-election-private-companies-variable-interest-e... 10/4/2019
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entity:

« The voting interest model, and
* The variable-interest entity (VIE) model.

To determine which model applies, an organization must determine whether the entity being evaluated is a VIE
or a voting interest entity. Under the voting interest model, a controlling financial interest generally is obtained
through ownership of a majority of an entity's voting interests.

Under the VIE model, a reporting entity has a controlling financial interest (the reporting entity is deemed to be
the primary beneficiary) when it has both:

« The power to direct the activities that most significantly affect the economic performance of the VIE, and

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

About the author

Susan Cosper, CPA, was appointed to FASB on May 1, 2019. She also serves as the FASB liaison to the
PCC and chairs the Emerging Issues Task Force. She previously served as FASB's technical director and is a
CPA in New York, New Jersey, and Pennsylvania.

To comment on this article or to suggest an idea for another article, contact Ken Tysiac, the JofA's editorial
director, at Kenneth. Tysiac@aicpa-cima.com (mailto:Kenneth. Tysiac@aicpa-cima.com) or 919-402-2112.
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