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Preferred Equity Classification for Community
Development Financial Institutions (CDFIs)

A Framework for Treatment Under U.S. GAAP

DISCLAIMER: This memorandum is intended for educational purposes, as an interpretation of complex accounting
standards. It does not constitute legal, accounting, tax, or regulatory advice. Organizations should consult an
AAFCPAs advisor and/or legal counsel before making final classification determinations.



Executive Summary

Community Development Financial Institutions (CDFIs), structured as lenders, occupy a unique
position in capital markets; they deploy flexible, mission-aligned financing tools to underserved
borrowers who lack access to conventional capital.

This memorandum addresses a central question: Under what circumstances may a CDFI classify
financing instruments as an equity instrument rather than debt on its financial statements.

Drawing on ASC Topic 480 (Distinguishing Liabilities from Equity), ASC Topic 815 (Derivatives),
ASC Topic 810 (Consolidation), and broader GAAP principles, this memorandum provides a
structured analytical framework, decision trees, and practical guidance. It also addresses the
distinct perspectives of CDFls as issuers of preferred equity.

KEY  Preferred equity can be classified as a non-debt, equity instrument when it lacks
mandatory redemption features (capital permanence), does not require unconditional
AWAY . i g .
cash payment obligations (existence of dividend suspension features), demonstrates
residual risk (lack of principal guarantee), and is subordinate to all debt. These
characteristics are deemed to demonstrate genuine equity risk.

. The GAAP Framework

A. Liability vs. Equity

Financial Accounting Standards Board (FASB) Accounting Standards Codification (ASC) Topic
480, Distinguishing Liabilities from Equity (ASC Topic 480), is the primary standard governing
whether a financing instrument vehicle (including preferred equity) is classified as a liability (debt)
or as a component of equity (in the case of a non-profit CDFI ‘equity’ can be used interchangeably
with ‘net assets’). Topic 480 establishes a three-part test:

ASC Mandatorily Redeemable Instruments. A financial instrument is classified as a liability
Igg_'c if it embodies an unconditional obligation to redeem the instrument by transferring
Test1 assets at a specified or determinable date or upon an event certain to occur (ASC 480-

10-25-4).

ASC Obligations to Repurchase Shares. An instrument is a liability if it obligates the issuer
Topic {5 repurchase its equity shares or is indexed to such an obligation and requires

#22; o settlement by transferring assets (ASC 480-10-25-8).

ASC Unconditional Obligations. Instruments with unconditional obligations or instruments
Igg_'c other than outstanding shares that embody obligations to transfer assets are liabilities
Test3 If NO similar obligation exists for comparable equity instruments (ASC 480-10-25-7 and

ASC 480-10-25-14).

If the instrument lacks the three conditions presented above, it is not mandated to be classified
as a liability under ASC Topic 480, and the analysis proceeds to other applicable GAAP.
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B. Embedded Derivative Analysis: ASC Topic 815

When preferred equity contains features such as conversion options, put/call options, or return-
of-capital triggers linked to certain market indices or milestones, those features may constitute
embedded derivatives requiring bifurcation and separate measurement under ASC Topic 815. If
bifurcation is required under ASC Topic 815, the derivative fair value is separated from the host
contract's carrying amount and the embedded derivative is recorded at fair value as a separate
derivative liability (or asset) on the balance sheet (statement of financial position in the case of
not-for-profit entities).

C. Non-Controlling Interest

Non-Controlling Interest (NCI) is the portion of equity in a consolidated subsidiary or variable
interest entity (VIE) that is not attributable, directly or indirectly, to the parent or controlling entity.
Under ASC 810-10-45-16, NCI is classified and presented as a component of equity in the
consolidated balance sheet, separate from the parent entity's own equity.

Il. Criteria for Non-Debt Classification of Preferred Equity

Perspective: CDFI as Issuer of Preferred Equity

CDFls may raise capital by issuing preferred equity interests to impact investors, program-related
investment (PRI) funders, or mission-aligned foundations. The following four criteria support
equity (non-debt) classification for these preferred equity instruments:

1. No Mandatory Redemption Obligation (Capital Permanence)

The instrument must not require the issuer to redeem the preferred equity at a fixed date, upon a
specific event, or upon demand by the preferred equity holder. Permissible features include:

» Optional redemption of the issuer’s election after a specified hold period.
* Redemption contingent on availability of funds or discretion of the board of the issuer.
» Redemption upon liquidity events that may or may not occur.

! The CDFI issuer cannot have the unconditional obligation to transfer assets. A ‘soft’
eyl redemption right held by the investor, exercisable only at the CDFl's discretion, is
N distinguishable from a mandatory put.

2. No Guaranteed Return (Dividend Suspension Features)

Preferred equity classified as non-debt should not promise a fixed, guaranteed rate of return.
Permissible return structures include:

* Cumulative or non-cumulative preferred returns payable, if declared by the board of the
issuer.

* Returns tied to the performance of a specific loan pool, program, or the overall
performance of the issuer.

* Returns structured as participation in net revenues, subject to availability (i.e., if the
issuer experiences losses over a given period, returns are suspended).

The CDFI cannot provide guaranteed returns with fixed rates that resemble loan

W interest along with remedies for non-payment (acceleration, default triggers).
POINT
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3. Residual Risk

The preferred equity holder should bear meaningful residual risk of loss beyond what a traditional
debt lender would accept. Pure downside protection (full principal guarantee) is inconsistent with
equity treatment.

4. Subordination To All Debt

Preferred equity instruments should be explicitly subordinated to all existing and future debt
obligations of the CDFl issuer. This structural subordination is a hallmark of equity and important
for maintaining lenders' collateral positions.

Summary/Decision Framework

The following decision framework can be applied to determine proper treatment of financing
instruments as a component of debt or equity:

Step Question Non-Debt Indicator

Step 1 Is there an unconditional No mandatory redemption date or
obligation to redeem the event certain to occur.
instrument at a fixed/determinable
date?

Step 2 Does the instrument obligate No put right held by investor that
transfer of assets upon demand, is unconditional.
oris it indexed to a repurchase
obligation?

Step 3 Does the instrument guarantee a Returns are discretionary, board-
fixed return regardless of CDFI declared, or performance-linked.
performance?

Step 4 Is the preferred equity subordinate Yes, explicit subordination
to all CDFI debt obligations? language in instrument.

Step 5 Does the investor bear meaningful  No full principal guarantee; risk-
risk of loss on the principal? sharing is present.

Step 6 Are there embedded derivatives No conversion features tied to
requiring bifurcation (Topic 815)? market indices.

Case Study A: CDFI Issues Preferred Equity to an Impact Investor (Equity
Classification Supported)

Facts: A CDFl issues $2 million of Class A Preferred Equity to an unrelated institutional investor.
The instrument carries a preferred return of up to 2% per annum, payable only when declared by
the CDFI's board from available net resources. The investor may request redemption after year
seven only if the CDFI has sufficient equity, as determined by the board. No collateral is pledged.
The preferred equity is explicitly subordinated to all senior and subordinated debt.

ANALYSIS  Step 1-2: No mandatory redemption; redemption is conditioned on CDFI board
discretion and available equity. Step 3: Returns are board-declared and non-
guaranteed. Step 4-5: Explicit subordination; no principal guarantee. Step 6: No
embedded derivatives. Conclusion: Non-debt (equity) classification is appropriate.
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Case Study B: CDFI Issues Preferred Equity with Mandatory Redemption
(Debt Classification Required)

Facts: A CDFl issues $2 million of Class A Preferred Equity to an unrelated institutional investor.
The instrument requires mandatory redemption at the end of year five regardless of the CDFl's
financial condition. The preferred return is fixed at 3% and payable quarterly with default interest
provisions for missed payments.

ANALYSIS Step 1: Mandatory redemption at year five is an unconditional obligation to transfer
assets at a specified date; this is a liability under ASC 480-10-25-14. Step 2: Fixed
quarterly returns with default remedies reinforce debt characterization. Conclusion:
Instrument must be classified as a liability (debt).

lll. Embedded Derivatives (ASC Topic 815)

An embedded derivative is a component of a hybrid financial instrument, a single legal instrument
combining features of a derivative with a non-derivative host contract that has derivative
characteristics. ASC 815-15-25-1 defines the embedded derivative concept and establishes that
certain embedded derivatives must be bifurcated from their host contracts and accounted for as
freestanding derivatives, measured at fair value with changes recognized in earnings.

In the context of CDFI preferred equity, embedded derivatives arise when the preferred equity
instrument contains provisions, such as conversion rights, redemption put options, index-linked
return adjustments, or change-of-control triggers, whose economics, if they existed as separate
instruments, would meet the definition of a derivative under ASC 815-10-15-83. The preferred
equity instrument is the ‘host contract,” and the embedded feature is the potential ‘embedded
derivative.’

Before the bifurcation test can be applied, a threshold question must be answered: does the
embedded feature, if freestanding, meet all three elements of the derivative definition?

An instrument is a derivative if it satisfies all three of the following conditions:

UNDERLYING/NOTIONAL |t has one or more underlying and one or more notional amounts or
payment provisions. An underlying provision is a specified variable
(interest rate, security price, credit rating, index, etc.) on which the
contract's settlement amount is based.

SMALLER INITIAL NET It requires no initial net investment, or an initial net investment that is
Ltz al=ls smaller than would be required for other types of contracts that would
be expected to have similar responses to changes in market factors.

NET SETTLEMENT It can be settled net or has a market mechanism to facilitate net
settlement, or it requires delivery of an asset that puts the recipient in
a position not substantially different from net settlement.
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If it is established that an embedded feature meets the derivative definition, the bifurcation test
determines whether the feature must be separated from the host contract and accounted for as a
standalone derivative.

Test 1 Clearly and Closely Related
The economic characteristics and risks of the embedded derivative are NOT
clearly and closely related to the economic characteristics and risks of the host
contract.

Test2 Hybrid Not at Fair Value Through Earnings
The hybrid instrument (the entire preferred equity instrument including the
embedded feature) is not re-measured at fair value with changes recognized in
the current period. If the CDFI elects the Fair Value Option (FVO) for the entire
instrument, bifurcation is not required—but fair value volatility of the whole
instrument will be recorded as a current period gain or loss.

Test 3 Embedded Feature Meets Derivative Definition
A separate instrument with the same terms as the embedded derivative would
be a derivative instrument under ASC 815-10-15. This links back to the three-
element derivative definition above (underlying/notional, smaller initial
investment, net settlement).

1
e i All three tests must be satisfied for bifurcation to be required. If any one test

POINT fails—in particular, if the embedded feature is clearly and closely related to the
host contract (Test 1), or if the entire hybrid instrument is already at fair value
through earnings (Test 2)—no bifurcation is required. The “clearly and closely
related” analysis (Test 1) is the key test for CDFI preferred equity embedded
derivative determinations.

When bifurcation is required, the accounting process follows a prescribed sequence. First, the
fair value of the embedded derivative is measured at the inception date of the hybrid instrument.
Second, the host contract is recorded at the residual amount and the total transaction proceeds
less the fair value allocated to the derivative. Third, in subsequent periods, the embedded
derivative is re-measured to fair value at each reporting date, with changes recognized in the
income statement. The host contract continues to be accounted for under its applicable GAAP
(equity method, NCI, or amortized cost).

The following is a comprehensive matrix, which presents all common CDFI preferred equity
features, their host contract context, the 'clearly and closely related' conclusion, and the
bifurcation determination. Green indicates no bifurcation required; red indicates bifurcation
required; amber indicates analysis required with facts-and-circumstances dependency.

Preferred Equity = Host Contract Clearly and Closely Related? Bifurcation Required?
Feature

Fixed-rate Equity Yes, fixed dividend-like returnis No, no bifurcation.
preferred return closely related to equity host.

(board-declared)
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SOFR/LIBOR- Equity No, interest-rate index is not an Yes, SOFR-linked feature
indexed equity characteristic. bifurcated as interest rate
preferred return derivative.
CPl-inflation Equity Borderline, inflation linkage is Yes, analyze; inflation index
indexed not equity-typical; likely not feature may require
preferred return closely related. bifurcation.
Conversion to Equity No, converting equity to debt is Yes, conversion-to-debt
debt instrument not closely related to equity feature bifurcated.
of issuer characteristics.
Investor put Equity No, put option payoff profile is Yes, put bifurcated as written
option at fixed inconsistent with equity put option derivative.
price risk/reward.
Investor put at Equity Borderline, fair value put may Analyze further, fair value
fair value only be viewed as more consistent redemption may avoid

with equity; analyze facts. bifurcation in some cases.
Issuer call option  Equity No, call option at fixed price is Yes, call bifurcated as
at fixed price not closely related to open- purchased call derivative.

ended equity.
Change of Equity No, contingent put on external Yes, change of control put
control put event not closely related to bifurcated as contingent
(mandatory equity host. derivative.
redemption on
CoC)
Make-whole Equity No, additional payments Yes, make-whole provision
payment on early beyond equity return on early bifurcated.
redemption exit not equity-characteristic.
Cumulative Equity Yes, cumulative preferred No, standard cumulative
return (no dividend without penalty preferred return closely
interest on interest is equity-consistent. related to equity.
arrears)
Performance- Equity Yes, returns based on entity's No, entity-performance
linked return tied own performance are equity- linked return closely related
to loan pool consistent. to equity host.
metrics
Performance Equity No, external market index not Yes, externally indexed

return tied to
external market
index

related to wunderlying equity
host.

performance feature
bifurcated.

Case Study 1: SOFR-Indexed Return—Bifurcation Required, Structural Fix
Available

Facts: A regional bank invests $2 million of preferred equity into Entity A, which is explicitly
subordinate to all debt of Entity A. The CDFI is the Managing Member and consolidates Entity A.
Entity A’s preferred equity carries a return of SOFR + 200 basis points, declared quarterly by the
CDFI as Managing Member, with no mandatory redemption or investor put. At closing, SOFR is
5.30%, making the initial preferred return 7.30%.

ASC Topic 815 Analysis

Host contract Equity host: no fixed maturity, board-declared returns, subordinate to all
Entity A debt, no creditor remedies.

SOFR + 200 bps is an interest rate index return, a floating-rate feature
embedded in an equity host.

Embedded feature
identification
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Derivative definition

Underlying: SOFR rate. Notional: $2M. Net settlement: quarterly cash
payment of SOFR-based return, clearly net-settleable. Definition met.

Clearly and closely
related

SOFR is a market interest rate: the defining characteristic of debt instruments,
not equity. An interest rate index return is NOT closely related to an equity
host. Test 1 satisfied.

Hybrid at FV through
earnings?

No Fair Value Option elected; Entity A preferred equity is NCI, recorded at
historical cost basis. Test 2 satisfied.

Bifurcation conclusion

Bifurcation required. The SOFR-linked return feature must be separated from
the host NCI preferred equity and measured at fair value as an interest rate
derivative.

Fair value
measurement

Modeled as a pay-fixed/receive-SOFR interest rate swap: present value of
expected SOFR-based cash flows over the instrument's expected life,
discounted at current market rates. External specialist engagement
recommended.

Structural fix

Renegotiate the return to a fixed 7.00% per annum, board-declared. A fixed
equity-style preferred return is closely related to the equity host, no bifurcation
required. Economically equivalent to the bank's expected SOFR return at
inception.

Case Study 2: Change-of-Control

(CoC) Put—Bifurcation Required,

Structural Fix Available

Facts: A CDFI creates Entity B and raises $2 million of preferred equity from three impact
investors. The CDFI consolidates Entity B as Managing Member. The preferred equity terms
include: 3.5% fixed preferred return (board-declared); no fixed maturity; CDFI-discretionary
optional call after year five. However, the operating agreement also includes a change-of-control
provision: if the CDFI's board chair or executive director is replaced without investor consent,
investors may put their preferred units back to Entity B at 100% of contributed capital plus accrued

preferred return.

ASC Topic 815 Analysis

Analysis Element Conclusion

Host contract

Equity host—fixed discretionary return, CDFI-discretionary optional call, no
mandatory redemption. Passes ASC Topic 480.

Fixed return feature—

A 3.5% fixed board-declared return closely related to equity host. No

ASC Topic 815 check bifurcation for the return.
CDFI optional call— Issuer call at fixed price—analyzed as a purchased call. On an equity host, a
ASC Topic 815 check call at a fixed price is not closely related to equity. However, since it is the

issuer's call (not the investor's put), its fair value is likely an asset not a
liability, and the bifurcation produces an asset, less damaging but still
required.

Change-of-control
(CoC) put—ASC Topic
815 check

The change-of-control trigger is an event external to the equity host
(management change, not entity performance). The put payoff profile, fixed
cash payment upon an external event, is not closely related to equity. Not
clearly and closely related.

Bifurcation conclusion
for CoC put

Bifurcation required. The change-of-control put is recognized as a derivative
liability at fair value. Fair value equals probability of management change
multiplied by present value of redemption amount. If management is stable
and change is unlikely, fair value may be low but is not zero.

Structural fix

Eliminate the change-of-control put provision. If investor protection is needed,
substitute a reporting covenant and a right to appoint a board observer
without creating a redemption obligation. This eliminates the embedded
derivative while preserving investor transparency.

Preferred Equity Classification for CDFls
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IV. Consolidation and Non-Controlling Interest (NCI)

NCI presentation is only available when consolidation is required. To consolidate, the CDFI must
be the controlling party of an entity that has issued preferred equity to outside investors.

Under the voting interest model, a CDFI consolidates a legal entity when it holds, directly or
indirectly, more than 50% of the entity's voting interests. This model applies to typical corporate
subsidiaries, trusts (primary beneficiary model), and partnerships where the general partner
controls operations. In a CDFI context, this applies when the CDFI is the majority owner or
managing member of a for-profit entity.

Since the focus of this memorandum is not on consolidation criteria, the above summary does
not include all elements and situations that may be applicable. If desired, please seek alternative
educational material for further information.

e A CDFI organizes a for-profit Community Development Lending Fund
CDFI LLC (the Fund).
Example e The CDFl is the Managing Member with 1% economic interest but

holds 100% of voting/governance control.

e Impact investors hold preferred equity in the Fund representing 99%
of economics but zero governance votes.

e CDFI consolidates the Fund under the voting interest model —
e Outside (third party) preferred equity equals NCI.

Case Study A: CDFI-Managed Impact Lending Fund (NCI Classification
Achieved)

Facts: A CDFI creates Community Lending Fund I, LLC (the Fund). The CDFI serves as the sole
Managing Member and holds 1% of the Fund's economic interests. Three community
development foundations invest $6 million of preferred equity in the Fund, representing 99% of
economics. The preferred equity terms are; preferred return of 2.5% per annum, payable only
when declared by CDFIl as Managing Member from available cash; no investor put right;
dissolution at CDFI's sole discretion; investors receive no governance votes; investors bear losses
if the Fund's portfolio suffers losses exceeding its capital cushion. The Fund lends to small
businesses and CDFls in low-income communities.

Analysis

Analysis Step Conclusion

Step 1: Control and CDFl is sole Managing Member with 100% governance authority —

Consolidation voting interest model — Fund is consolidated by CDFI.

Step 2: NCI Identification Investors hold 99% of preferred equity in the Fund — classified as
NCI on CDFI's consolidated balance sheet.

Step 3: ASC Topic 480 No fixed redemption date; dissolution at CDFI's discretion; no investor

Mandatory Redemption Test put right — no unconditional obligation — preferred equity is NOT a
liability under ASC Topic 480.

Step 4: ASC Topic 815 No conversion features or market-indexed provisions — no

Embedded Derivatives embedded derivative bifurcation required.
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NCI classification achieved. The $6 million preferred equity of the three foundations
is presented as a component of equity on CDFI's consolidated balance sheet. Total
liabilities do not increase; CDFl's leverage ratio and Fund compliance are
preserved. The preferred return, when declared, reduces NCI balance rather than
flowing through interest expense.

v
RESULT

Case Study B: Fund with Mandatory Redemption—NCI Becomes Liability

Facts: A CDFI creates Community Lending Fund I, LLC (the Fund) and accepts $2 million of
preferred equity from third-party investors. The operating agreement requires the Fund to redeem
the investors’ preferred equity on December 31, year five, regardless of the Fund's financial
condition. The CDFI is the Managing Member and consolidates the Fund.

Analysis

Despite consolidation and the NCI label, ASC 480-10-25-14(a) is triggered as the Fund has an
unconditional obligation to redeem the preferred equity at a fixed date (December 31, year five).
The NCI must be reclassified as a liability on the CDFI's consolidated balance sheet.

Remove the mandatory redemption date. Replace with a discretionary dissolution
provision: the Fund may be dissolved by the CDFI as managing member in its sole
X discretion after year five, at which point the investor receives its liquidation

povendllll  preference from available assets. This restructuring eliminates the unconditional

obligation, removes ASC 480 liability classification, and restores NCI equity
presentation.

V. Conclusions Reached

Under U.S. GAAP, preferred equity issued by a CDFI (or any type of entity) may be classified as
equity rather than debt when its economic substance reflects a permanent, risk-bearing capital
investment rather than a financing obligation. Specifically, the instrument should not contain an
unconditional obligation to redeem, require mandatory cash payments or guaranteed returns, or
provide principal protection inconsistent with equity risk, and it should be structurally subordinated
to all debt. In addition, any embedded features must be evaluated under ASC Topic 815 to
determine whether bifurcation is required, and where preferred equity is issued through a
consolidated subsidiary, fund, or trust, ASC Topic 810 governs whether third-party investor
interests qualify for presentation as non-controlling interests within equity. By applying the
analytical framework outlined in this memorandum, CDFIs can structure preferred equity
instruments that achieve equity classification while remaining consistent with the requirements of
ASC Topics 480, 815, and 810, thereby preserving regulatory capital, supporting mission-driven
financing activities, and maintaining transparent and compliant financial reporting.
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