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Furthermore, the other three presumptions are based on the notion that an entity should 
consolidate another entity if it has the requisite decision-making ability. Thus, control is assessed 
on a latent, as opposed to on an active, basis. The large minority voting interest presumption is 
not, however, based on a latent assessment of control. Under a latent assessment the large 
minority holder actually does not control because by definition it does not have the requisite 
decision-making ability. The large minority voting interest presumption is instead based on an 
active assessment of control. It is based on how the large minority holder acts (whether it votes 
its shares) and how the other owners act (whether they vote their shares or whether they choose 
not to). We cannot determine why it is appropriate for the four presumptions of control to be 
internally inconsistent in terms of embodying a latent versus an active approach. 

If the Board decides to retain a presumption related to a large minority voting interest, it would 
be helpful if in the final Statement the Board could comment on the following-

• What overcomes this presumption? Is it an assertion that the other investors have 
decided to become more active and thus the investor in question will no longer be 
dominating elections? How do auditors audit that assertion? 

• Does this presumption apply to a new company that has not had a shareholder vote on the 
governing body members? If so, what is the basis for the conclusion regarding how 
many will vote? 

• If the presumption does apply immediately to new companies, and the large minority 
holder guesses wrong about whether it will dominate that first election, what happens 
then? Does it reverse its original consolidate or deconsolidate decision currently, but 
present the resulting deconsolidation or consolidation retroactively? 

• "Joint venture" arrangements in which one party owns the common equity and a second 
party owns a senior (essentially fixed income) security that shares equally in the voting. 
The second party may have little incentive to vote due to the fixed income nature of its 
interest. Should the common equity holder consolidate given the likely voting apathy of 
the senior security holder? Is the decision making in any way impacted by whether the 
senior security holder can put its security (assuming the common investor has no call)? 

Sole General Partner in a Limited Partnership 

We continue to agree that the sole general partner of a limited partnership should be presumed to 
control the partnership if that partner cannot be removed other than for cause, for the reasons 
stated in our previous comment letters. The Board does not mention the notion of "other than for 
cause" in the presumption contained in the ED. We think this should be added to the 
presumption. By omitting it, the ED implies that once the limited partners can throw out the GP 
for cause, there is no presumption. We don't think removing the GP for cause demonstrates a 
lack of control on the GP's part, rather it just represents the effect of a commercial transaction. 
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Under our unilateral control approach, the presumption that the sole general partner controls 
applies regardless of the potential for the limited partners to organize themselves such that they 
could take the action to remove the general partner. The ED instead applies a bilateral-ability-to­
get-together control approach to the sole general partner situation by making the presumption 
dependent on the limited partners' behavior, that is, their ability to organize as a group and then 
act (paragraph 65). 

Under the ED, if the general partner thinks that the limited partners' do not have the ability to 
organize themselves, and, for example, they start to organize themselves, what happens then? Or, 
what if the limited partner ownership interests change hands and the general partner assesses that 
the new holders will have more or less ability to organize themselves than did the previous 
limited partners? Does the general partner reverse its original consolidation or non-consolidation 
decision? 

Paragraph 62 of the ED implies that there are statutory limitations on the level of authority that a 
limited partner can hold. The Board may want to check this statement against the discovery 
work performed by the EITF Issue No. 98-6 Working Group. We understand that that work 
revealed that the authority of a limited partner can be quite broad and yet still fall within the 
statutory limitations. 

Deconsolidation 

We continue to agree with the notion that deconsolidation should not occur until the parent's 
control actually ceases, for the reasons stated in our previous comment letters. 

The Board, however, should make clear in the final Statement when control is lost. That is, 
when does the Board think that an investor loses its ability to "direct the policies and 
management ..... "? Is it as soon as the investor loses its power to elect or appoint the people to 
the governing body who make those decisions or is it later, that is, once the people elected or 
appointed to the governing body via the investor's powers lose office? Saying it is as soon as the 
investor loses its power makes sense to us because then practice will not end up with two 
companies consolidating the same investee. The ED does not make it clear that this is the 
approach, however, because until the people elected to the governing body via the investor's 
powers lose office the investor has the "ability to direct policies and management ..... ". 
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Transition (Notice for Recipients Issue 3) 

We support the proposed transition provisions, in particular the allowed "curing" so that 
relationships will be evaluated against the new consolidation rules based on their current, as 
opposed to prior, terms. This approach avoids confusing financial statement users with the 
"whip-saw" effect of restating financial statements to consolidate a particular relationship based 
on its prior terms, only to once again deconsolidate that relationship going forward based on its 
current (amended) terms. 

The ED states that "curing" is one directional, that is, it applies to situations in which control was 
relinquished but not to situations in which control was gained. While we think situations in 
which control was relinquished will be more prevalent, it seems like the goal of the transition 
provisions should be to avoid "whip-sawing" altogether. 

The ED does not indicate whether all the secondary effects of consolidation are to be reflected in 
the restatement. We think the Board should state its intent in this regard. For example, a 
transaction between two entities which have the same large minority shareholder would not 
previously have been considered as a transaction between entities under common control, but 
now it is. Or, the amount of interest capitalized using the equity method may be different than 
that capitalized in consolidated financial statements. Furthermore, the amount of profit 
eliminated on intercompany transactions will be different under consolidation than under the 
equity method. 

The ED omits a requirement to disclose the effect of restatement on the previously reported 
amounts of comprehensive income. This disclosure seems appropriate now that for-profit 
entities report comprehensive income. 

Effective Date (Notice for Recipients Issue 3) 

We think the effective date should be at least one year after a final Statement is issued, in order 
to give entities enough time to avail themselves of the "curing" element of the transition 
provisions. If the Board stays with its proposed effective date of essentially January 1, 2000, 
then entities will probably have only 3-4 months (and at a bad time, the busy fourth quarter of 
1999) to commit to a plan to "cure." Three or four months is not really long enough to make the 
"curing" provision effective. 

Regarding adoption in interim periods, we think it is "cleaner" and easier for financial statement 
users to understand if the new Statement must be adopted in the first interim period in the year of 
adoption. We would find it acceptable, however, to allow adoption during any interim period of 
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the year of adoption with restatement of prior interim periods, if, for example, allowing a longer 
"curing" period was easier to effect under such an approach. 

Examples 

We find in our own work that usually the only way to bring "life" and thus understandability to a 
concept is to illustrate it by way of example. The ED is certainly faced with that communication 
issue, thus we were very pleased to see that the Board added several more examples to those 
contained in the prior ED. Yet a few more examples would provide more needed help, 
especially examples involving the following situations: control by contract, "silo" SPEs, 
securitization SPEs. 

Paragraphs 66-68 discuss assessing control when one entity is hired to manage another. Would 
that discussion be impacted if the hired manager could not be fired, other than for cause? 

Paragraph 83 of the ED states that the conclusions reached in the Examples are not necessarily 
"right." What does that mean? If those conclusions demonstrate how the Board envisioned that 
the ED provisions would be applied in various "at the margin" circumstances, then why are they 
not right? Do we really have a standard if they are not right? 

Example 3 which addresses the creation of a Limited Partnership with a single General Partner 
states in paragraph 105 that the general partner's power stems from limited-partnership law and 
from the partnership agreement. The due diligence performed by the Working Group on EITF 
Issue 98-6 surfaced the fact that the general partner's power really stems only from the terms of 
the partnership agreement. The Board may want to clarify this point. 

We appreciate the opportunity to comment on the ED and are available to discuss our 
conclusions at your convenience. 

Very truly yours, 



April 1, 1999 

Mr. Ronald J. Bossio 
Senior Project Manager 
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Financial Accounting Standards Board 
401 Merritt 7 
POBox 5116 
Norwalk, CT 06856-5116 

Dear Mr. Bossio: 

Appendix 

This is our response to the F ASB's March 12, 1999 letter requesting cases to test the F ASB' s 
Exposure Draft (ED), Consolidated Financial Statements: Purpose and Policy. When preparing 
our response, we considered searching our files for cases but decided that the most effective 
approach would be to examine issues discussed by the FASB's Emerging Issues Task Force 
(EITF) and other standard-setting bodies. Only recurring practice issues tend to make it to the 
EITF and examining those fact patterns has the advantage of addressing existing consolidation 
problems that are common and that have presented practice problems. Therefore, the bulk of our 
letter draws on issues discussed by the EITF, as well as consolidation issues present in other 
authoritative literature. However, we do describe two non-EITF cases as well. 

We observe that we made a preliminary attempt to determine the effect that the ED would have 
on the EITF issues discussed in this letter and were unable to definitively determine the impact 
of the ED on many of these consolidation issues. Our difficulty leads us to have concerns about 
the operationality of the ED. We strongly urge the F ASB to include a detailed analysis of the 
impact on all relevant EITF issues in a final Statement. Such an analysis would be a very 
valuable resource to practitioners attempting to apply the new Statement. 

Since we have diverged from the case format, we have grouped the items in the letter into what 
we believe is a logical framework. For the most part, we have not repeated the detailed facts of 
these items (cases) because they are set forth explicitly in the EITF issue or other literature. 

Overall Concepts 
Overcoming the Presumption that an Entity Should Be Consolidated 

The concept that the presumption of control can be overcome was discussed by the EITF in Issue 
96-16, Investor's Accounting for an Investee When the Investor Has a Majority of the Voting 
Interest but the Minority Shareholder or Shareholders Have Certain Approval or Veto Rights. 
Issue 96-16 directly addresses situations where the presumption that an entity should be 
consolidated by the majority investor can be overcome. In our preliminary analysis, we could not 
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tell whether the ED is fully or partially consistent with the consensus reached. Which, if any, of 
the factors discussed in Issue 96-16 remain important under the ED? 

The working group for EITF Issue 98-6, Investor's Accounting for an Investment in a Limited 
Partnership When the Investor Is the Sole General Partner and the Limited Partners Have 
Certain Approval or Veto Rights, developed a model for determining when a general partner 
should consolidate a partnership which builds on the model in Issue 96-16. Using the fact 
patterns in Issue Summary 1, Supplement 2, would the ED provide the same results as the 
working group recommendations? 

Control By Contract 

EITF Issue 95-6, Accounting by a Real Estate Investment Trust for an Investment in a Service 
Corporation, discusses the establishment of a service corporation (SC) by a real estate 
investment trust (REIT). The SC typically provides property management and leasing services, 
as well as real estate development services, to the REIT. In the fact patterns described in Issue 
95-6, would a REIT consolidate the SC it created if the SC only provided services to the REIT? 
Would that answer change if the SC only provided services to the REIT, but could provide 
services to third parties? 

EITF Issue 97-2, Application of FASB Statement No. 94 and APB Opinion No. 16 to Physician 
Practice Management Entities and Certain Other Entities with Contractual Management 
Arrangements, discusses situations where a practice management entity is precluded for legal or 
business reasons from acquiring the equity instruments of a physician's practice. Issue 97-2 
discusses variations of contractual arrangements that give the practice management entity 
varying degrees of control. The ED refers to Issue 97-2, but we could not determine whether the 
ED reaches some or all of the same conclusions as the consensuses reached by the EITF. We 
believe the various scenarios outlined in Issue 97-2, Exhibits 97-2B and 97-2C could provide the 
basis for case studies. 

Deconsolidation 

Company selects the board members upon establishment of a new entity ("Newco") carved out 
of Company. Equity in Newco is issued to outside investors so that the outside investors (many 
umelated individuals) own 80 percent of the voting interest in Newco. Company expects that it 
will not be able to dominate the next election of board members, which will occur in one year. 
Should Company deconsolidate today because it does not expect to dominate the voting or 
should it keep consolidating Newco because the current board (determined by Company) can put 
forward the next slate of board candidates? 
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One area in which numerous practice problems have arisen is the consolidation of special­
purpose entities (SPEs). SPEs are very common in leasing, securitization and other corporate 
finance transactions. 

Leasing 

It appears that Example 7 of the ED was written with EITF Issue 90-15, Impact of 
Nonsubstantive Lessors, Residual Value Guarantees, and Other Provisions in Leasing 
Transactions, in mind and that some of such SPEs would be consolidated by the lessee. 
However, we have seen many fact patterns that are less clear. Variations from the facts set forth 
in Example 7 include: 

• A significant but less-than-l 00 percent residual value guarantee, 
• No residual value guarantee, 
• Lessee does not share in sales proceeds in excess of the option price, 
• No lessee purchase option or a lessee purchase option at the then-fair value, 
• Equity owners of the SPE have the ability to enter into leasing transactions with other 

parties, but only with the consent of a simple majority (or a super majority or all) of 
the holders of outstanding debt securities issued by the SPE, 

• Less than 3 percent residual equity, or 
• Casualty insurance of the property is obtained from an independent third party or the 

SPE-Iessor retains the risk rather than the lessee. 

Which, if any, of these variations would cause the lessee to consolidate or not consolidate the 
SPE? In the base case, as well as the variations, does the lessee have any more control over an 
asset leased from an SPE than it would have in a lease of the same asset from a non-SPE lessor? 

We note here that inconsistent facts seem to be presented in Example 7 of the ED. Paragraph 134 
and the last sentence of paragraph 135 imply the lessee has guaranteed 100 percent of the 
residual value. Given this "fact" in the example, we do not understand how the lease would be 
classified as an operating lease, also presented as a "fact" in the example. In the usual Issue 90-
15 transaction, the lessee guarantee is limited to result in the present value of the minimum lease 
payments being equal to 89 percent of the fair value of the property. On the other hand, the first 
part of paragraph 135 implies a less than 100 percent guarantee. 

EITF Issue 96-21, Implementation Issues in Accounting for Leasing Transactions involving 
Special-Purpose Entities, addresses several SPE consolidation issues. Question #1 of this EITF 
issue is especially important but is not directly addressed in the ED. It discusses how to analyze 
"silos" or "virtual SPEs" within a single legal entity. Effectively, silo structures create several 
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Example 7 separable economic entities within a single legal entity. (In fact, a silo can be created 
within an operating company that has invested none of its own money by borrowing 100 percent 
on a nonrecourse basis.) Analyzed separately, each one might well be consolidated by the lessee. 
However, the way we read Example #8 of the ED, many SPEs that are designed as silos would 
not be consolidated by anybody, even if the SPE only has the ability to enter into a second silo 
but has not actually done so. Are others reaching the same conclusion? This is a critical issue. 

EITF Issue 97-10, The Effect of Lessee Involvement in Asset Construction, discusses various 
forms of lessee involvement that result in the lessee being deemed the owner of the asset during 
construction. Would any of these forms of lessee involvement, if present, impact the 
consolidation decision, or would they continue to only provide guidance as to when the lessee is 
considered the owner of the asset? 

Secnritizations 

Although no consensus was reached, EITF Issue 84-30, Sales of Loans to Special-Purpose 
Entities, discusses a significant practice issue. The status section of Issue 84-30 states that future 
stages of the F ASB Consolidations project will address the issue. We believe that it is crucial 
that this "case" is specifically addressed in your process - it is common in practice. Since Issue 
84-30 does not provide a complete fact pattern, we have developed a more robust one, based on 
real situations, for your testing process. 

Fact Pattern: A thinly-capitalized SPE is established by the sponsor (a bank). The residual 
equity is owned by a not-for-profit entity. The SPE acquires receivables from several 
unrelated sellers of receivables ( customers), commingling the receivables in the process and 
financing their acquisition with commercial paper. The sellers account for their transaction as 
sales under Statement 125. The sponsor either provides a back-up letter of credit or arranges 
for several financial institutions to provide back-up capabilities. The sponsor provides 
customers to the SPE and manages the activities ofthe SPE (receivables servicing, etc.). The 
sponsor retains the benefits of any positive spread between the effective yield of the 
receivables and the commercial paper rates (through payment of fees or other similar means). 
The not-for-profit entity receives a small fee. 

This structure is very common when financing trade receivables as well as other types of 
receivables. Who, if anyone, should consolidate the SPE? 

On another matter, EITF Issue 96-20, Impact of FASB Statement No. 125 on Consolidation of 
Special-Purpose Entities, currently addresses the consolidation of qualifying special-purpose 
entities (QSPEs - as the term is defined in paragraph 26 of Statement 125) by the transferor of 
financial assets into the QSPE. Although the Board's project to amend Statement 125 may 
effectively address this issue, what impact will the ED have on the consolidation of QSPEs? 
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How do the two projects interact? A case to test the application of the ED involving a QSPE 
should be included in the F ASB's "road test." 

Other Corporate Financing Structures 

Tax Increment Financing Entities (TIFEs) were addressed in EITF Issue 91-10, Accounting for 
Special Assessments and Tax Increment Financing Entities. That document gives guidance 
concerning when the debt of the TIFE should be reported in the financial statements of the 
company that created it. How does the ED impact the accounting by the company that creates a 
TIFE? 

Structure #4 in Derivatives Implementation Group (DIG) Issue 4-3, Embedded Derivatives: 
Accounting for Remarketed Put Bonds, describes how a trust can be used to effect a financing 
transaction (see the DIG material for details). Trust-based formats like this are common III 

structured finance arrangements. Who, if anyone, should consolidate the SPE? 

Joint Venture Structures 

In practice, we see ventures in which one partner - the strategic investor - enters into a venture 
with a financial institution - the financial investor. The goals of the investors vary but generally 
the strategic partner wants to control the operations now and wholly-own the venture in the 
future, when the debt load is reduced. The financial investor wants to earn a debt-like return on 
money invested in the venture and generally has no intent or desire to be involved in the 
operations of the venture (a passive investor). Typical features of such arrangements are: 

• 

• 

• 

Governance: Either 50/50 or decisions require a unanimous vote. The strategic investor 
typically manages the venture (for a fee) but all decisions normally attributed to equity 
investors are joint. In one fact pattern we have seen, the strategic investor has the right to 
appoint the whole board but the financial partner has the right to replace half of the directors 
any time it desires to do so. What if the financial partner had this right but may only exercise 
it when the board is reappointed (assume that occurs every two years)? 
Equity at risk: The financial investor's contribution of assets to the venture is generally a 
combination of debt (perhaps secured only by the assets of the joint venture) and equity in 
the venture. Often, the financial investor's return is capped. Does the presence or absence of 
a cap or of nonrecourse financing impact the consolidation decision? 
Other Common Features: The financial investor's equity investment may be puttable to the 
joint venture or the financial investor may have the right to force venture liquidation. In 
another variation, the strategic investor holds a fair value call or a call that is deep out-of-the­
money at inception on the financial investor's equity in the venture. Does the existence of 
these exit strategies impact the consolidation decision? 
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Research and Development Arrangements 

Appendix 

When reading the ED, we were surprised that F ASB Statement No. 68, Research and 
Development Arrangements, was not among the amended literature. Our experience is that many, 
if not most, R&D arrangements involve separate entities (see paragraphs 3 and 17 of Statement 
68). However, we suspect that at least some R&D arrangements that are not currently 
consolidated would need to be consolidated under the new ED. The second transaction structure 
described in the EITF Agenda Committee Report for the March 24-25, 1999 EITF meeting 
would be an excellent case to test with constituents. 

We understand that the F ASB staff believes Statement 68 does not address consolidation. As a 
matter of practice, we find that reaction hard to understand for four reasons: 

1. As indicated above, many R&D arrangements provide for separate entities like partnerships 
as the Board acknowledged in paragraphs 3 and 17 of Statement 68. 

2. We do not believe the Board's intent in issuing Statement 68 was an unstated "gotcha." (Yes, 
you pass the criteria for contract accounting, but we forgot to tell you that you need to 
consolidate and reverse it all.) 

3. If consolidation were required and the Statement 68 tests for contract accounting were 
passed, all the R&D expenses would presumably be charged to the minority interest and none 
to the sponsor's net income. Is this the intent? 

4. In the 27 years of application, we are unaware of any R&D partnership passing the Statement 
68 tests that has been consolidated. 

ADCLoans 

Paragraph 81 of the ED implies that lenders would not consolidate the entities they are lending 
to. Would this apply to acquisition, development and construction (ADC) loans currently 
accounted for under Appendix I of AICPA Practice Bulletin #1 (PB I)? Paragraphs 8 and 9 of 
Appendix I describe factors to consider when making a determination as to whether the ADC 
loan is more like a loan or an investment in real estate. Would an ADC loan that is accounted for 
as an investment in real estate cause the lender to consolidate in any circumstances? Or is this 
matter not addressed in the ED because the ED only addresses consolidation of separate and 
distinct legal entities. 

Very Truly Yours, 


