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• This presentation does not provide official Deloitte & Touche LLP 
interpretive accounting guidance

• The views expressed are solely those of the presenter and are not 
formal Deloitte & Touche LLP positions

• Check with a qualified advisor before taking any action

• See slides at the end for additional resources available on these topics

Disclaimer
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the future
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Convergence progress from 2013 to 2015
• Over 40 FASB meetings and 30 IASB meetings

• In addition, over 20 Joint FASB/IASB meetings 

• The majority of the FASB meetings included convergence topics

• The Boards have also held several education sessions and roundtables and 
have formed a transition resource group (TRG) to assist in transition questions 
related to revenue recognition
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Convergence progress from 2013 to 2015

Project Status
− Revenue recognition (Issued) Converged
− FI - classification and measurement Diverged 
− FI – impairment Diverged 
− Leases Partially Converged
− Investment companies (Issued) Substantially Converged
− Consolidation (Issued) Partially Converged
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Convergence challenges
Mary Jo White (SEC Chair) – May 2014

“Considering whether to further incorporate IFRS into the U.S. financial reporting system has 
also been a priority for me. And, it continues to be.”

Chris Cox (Former SEC Chairman) – June 2014
“Today there is a real risk that the continuing increase in global trading and investing has 
gotten far ahead of the accounting standards that are necessary to make it all work. That is 
why, when I was SEC chairman, I worked to ensure that the U.S. was doing everything 
necessary to make financial information from companies in different countries both 
comparable and reliable. But that was several years ago. And a great deal has changed 
since then. Today, I come to bury IFRS, not to praise them.”

Jim Schnurr (Chief Accountant of the SEC) – June 2015 :
“The staff has recently heard from a number of different constituents about IFRS…We heard 
three key themes through those discussions: There is virtually no support to have the SEC 
mandate IFRS for registrants. There is little support for the SEC to provide an option 
allowing domestic registrants to prepare their financial statements under IFRS. There is 
continued support for the objective of a single set of high-quality, globally accepted 
accounting standards.”



Projects Impacting the Real Estate Industry
A landscape for change: Transforming for 
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Projects impacting the real estate industry
Project Done Almost 

Done
Working  
On It

On the 
Horizon

Revenue recognition

Lease accounting

Financial instruments – classification 
and measurement, impairment, hedging

Clarification on the definition of a 
business

Consolidations

Cash flows clarification (EITF)

Simplification projects:

- Discontinued operations

- Pushdown accounting

- Presentation of debt issuance costs

- Accounting for income taxes

- Equity method of accounting



Leases
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Joint leases project
Timeline

Q3 2010
Exposure Draft (ED)

2011-2013   
Re-deliberations 

and  2nd ED

2014
Re-deliberations

Q1 2016
Final Standard

• Standard has been drafted and is currently in “fatal flaw” review 
stage

• A final standard is expected in Q1 of 2016 

• FASB and IASB will not be completely converged on subsequent 
measurement of lessee accounting

11
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• Existing lessor accounting retained with minimal changes:
–Sales-type or Direct Financing lease: generally consistent with today’s 

sales-type/direct-finance leases
–Operating lease: generally consistent with today’s operating leases
–Leveraged leases: existing structures will be grandfathered

Lessor accounting model
Leases project

Presenter
Presentation Notes
Leases Project – Lessor Accounting March’s 2014 Joint Meeting - Discussions and Tentative DecisionsDuring March 2014’s joint meeting, the boards revisited this approach for lessor accounting and tentatively decided that they would retain existing lessor accounting with minimal changes. Comparison to current accounting Both boards agreed for the purpose of being converged, that the classification criteria would be based on IAS 17:Type A lease – generally consistent with today’s capital/finance leasesType B lease – generally consistent with today’s operating leasesInsert Type A and Type B/ Capital and Operating lease joke here.
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Overview
• Almost all leases on balance sheet (except short-term leases)

Initial Measurement
• Introduces the right-of-use (ROU) asset approach under which a 

lessee records:
− ROU asset – right to use the leased asset

• Present value of lease payments + lessee’s initial direct costs
• Recognize lease incentives as a reduction in the right-of-use asset

− Lease liability – obligation to make lease payments
• Present value of lease payments

Lessee accounting model
Leases project

Presenter
Presentation Notes
Leases Project – Lessee Accounting (Initial Measurement)From the lessee perspective, all leases, with the exception of those meeting exceptions such as the short-term lease exception, would be recorded on the balance sheet. The new model introduces the right of use asset approach in which the lessee would record its right to use the underlying asset during the term of the lease and a corresponding liability.Initial Measurement  At a high level, this is how the lessee accounting works… The lessee will recognize a “right-of-use” asset equal to:Sum of the present value of the lease paymentsPLUS:  lessee’s initial direct costs (i.e., those costs that would not have been incurred if the lease had not been obtained/executed)Costs such as commissions and payments made to existing tenants to obtain the lease would be considered initial direct costsCosts such as allocated internal costs and costs to negotiate and arrange the lease agreement (e.g., professional fees such as those paid for legal and tax advice) would be excluded from this definition.LESS: Any incentives provided by the lessor.  The lease liability is simply the present value of the lease payments. 
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Subsequent Measurement
• ROU asset 
− Boards are not converged on the subsequent measurement:

• Lease liability  
− Use the effective interest method

Leases project

FASB Approach IASB Approach
Dual-model approach – a lessee would apply 
guidance similar to IAS 17 when determining if 
a lease should be classified as a financing lease 
or an operating lease 

Single-model approach – a 
lessee would account for all 
leases as a financed purchase of 
the ROU asset

Financing Lease Operating Lease
Consistent with today’s 
capital leases -
expense will be front-
loaded

Expense will be 
recorded on a 
straight-line basis

Lessee accounting model

Presenter
Presentation Notes
Leases Project – Lessee Accounting (Subsequent Measurement)Like we previously discussed, the FASB and IASB are substantially converged with respect to this lease project. However, they are currently diverged on lessee accounting. [Walk through slide] FASB has tentatively concluded on a dual model and IASB has concluded on a single model (only Type A).Dual-model (FASB supports this view) - lease classification would be retained for determining the appropriate subsequent accounting; however, rather than distinguishing leases of “property” from leases of “other than property” as proposed in the ED, entities would use the existing classification model in IAS 17 to determine whether a lease should be treated as Type A or Type B (will discuss classification in greater detail in a few moments). One thing to point out here. Under the proposed model the Type B ROU asset will be amortized on a basis to recognize straight line rent expense when added to the amortization of the liability under effective interest method. We will discuss an example in a couple more slides. The FASB supports this approach as it believes that it will result in less dramatic changes to the current income statement recognition pattern. Also, FASB has the fundamental view that all leases are not equal; certain leases are more akin to another form of financing for the purchase of an asset, while others are truly the renting of the underlying property. Single model approach (IASB supports this view) - lease classification would be eliminated, and every lease would be treated the same — that is, as a financed purchase of the ROU asset (a Type A lease).  IASB feels that this approach is more conceptually sound and would minimize the potential for accounting arbitrage as all leases would be accounted for the same.  Although they were unable to converge on their views, the boards acknowledged that there were merits and challenges associated with each approach. Chances are the boards will at least revisit the discussion on the dual-model versus single model approach, but each board is pretty entrenched in their views and there is much uncertainty as to whether convergence will ultimately be reached in this area.
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Illustrative Example:

Leases project
Lessee accounting model

*

Presenter
Presentation Notes
Leases Project – Lessee Accounting Model ExampleHere is an example that highlights the differences between the accounting for a lease under the financing approach (Type A) and the straight line expense approach (Type B).   Example facts:Let’s first walk through the facts –a lessee that enters into 3 year lease with annual payments of $10,000 at the end of the first year; $15,000 at the end of the second year; and $20,000 at the end of the third year. Overview of accounting - general:Based on these payments and a discount rate of 8%, we get to a right of use asset and liability to make lease payments of $38,000.  To calculate these amounts, you would just take the present value of the lease payments and adjust the right-of-use asset for any initial direct costs. Also notice under the financing approach there is no lease expense; only interest expense and amortization expense. However, under the straight line approach, there is lease expense, but no interest expense or amortization expense. Overview of accounting – financing approach:As it relates to the subsequent measurement of the asset and liability, let’s first start with the financing approach.  Under this model, the right-of-use asset would be amortized on a systematic basis.  So in this example, the $38,000 over 3 years, or $12,666 a year which is highlighted by the red arrow on the slide. The lessee would use the effective-interest method to subsequently measure the liability which results in higher interest expense in year 1, declining over time.  These two amounts would be presented separately, so in year 1, there would be interest expense of $3,038 which is by the green arrow, and amortization expense of $12,666 shown by the red arrow. Overview of accounting – straight line expense approach:Now let’s move to the Straight Line Expense approach.  The Lessee would use the effective interest method to subsequently measure the liability, so the interest expense would be $3,038, so the amount calculated would be consistent with that calculated under financing approach.  For the asset, the lessee would calculate the straight line lease expense, so in our example $45,000 total lease payments divided by 3 years or $15,000 per year which is highlighted by the blue arrow.  The interest expense would then be subtracted from this amount to come up with the reduction of the right-of-use asset.  So $15,000 minus $3,038 or $11,962 which is in the table by the yellow arrow (more or less a plug). Under this approach, the amortization of the right-of-use asset would accelerate over time.  The interest expense and amortization expense would be presented together as lease expense, so $15,000, within the income statement.      
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Lessor and lessee would account for as a financing lease when the lease…
 Transfers ownership by the end of the lease term
 Includes a purchase option that the lessee is reasonably certain to exercise
 Term is for the major part of the remaining economic life of the underlying asset 
 Present value of lease payments and the present value of any residual value 

guarantees amounts to substantially all of the fair value of the underlying asset 
 The asset is of such specialized nature that it would have no alternative use to the 

lessor at the end of the lease term

Lease classification
Leases project

The required bright-line rules in current U.S. GAAP will be eliminated, but…
“When determining lease classification, one reasonable approach to assessing the 
criteria…would be to conclude both the following: 
1) 75% or more of the remaining economic life of the underlying asset is a major 

part of the remaining economic life of the underlying asset. 
2) 90% or more of the fair value of the underlying asset amounts to substantially 

all of the fair value of the underlying asset.”

CLASSIFICATION CRITERIA

Presenter
Presentation Notes
Type A lease (today’s capital lease) classification criteria are very similar to today’s capital lease classification criteria. However, under the proposed model, the bright line tests have been removed. So the 25% test when evaluating land as a separate leased asset would be removed, and the 75% lease term and 90% present value of minimum lease payments tests would also be removed. So let’s walk through an example showing the difference between Type A and Type B
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Leases project
Initial direct costs 

The Boards decided that only incremental costs would qualify for capitalization
• Costs would be incremental if they would not have been incurred absent the 

lease being obtained.  For example:
• Commissions paid upon execution of a lease would be incremental 

(internal or external)
• Salaries of internal leasing and supporting departments would not be 

incremental
Lessees: 

• Include initial direct costs in initial measurement of ROU asset and amortize 
ratably over the lease term as part of total lease cost

Lessors:
• Direct financing lease – defer and include in lease receivable
• Sales-type lease – recognize as expense at inception
• Operating lease – defer and recognize as expense over lease term (same 

basis as income)

17
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• Straight line rent for operating leases
– During redeliberations the FASB and IASB Boards decided that a lessor would 

recognize rental income on a systematic basis that is not straight line if that 
basis was more representative of the pattern in which income is earned from 
the underlying asset 

– A lessor would be expected to recognize uneven fixed lease payments on a 
straight-line basis when the payments are uneven for reasons other than to 
reflect or compensate for market rentals or market conditions (for example, 
when there is significant front loading or back loading of payments or when 
rent-free periods exist in a lease)

– If rent steps are only intended to reflect market rent increases (inflation), can we 
avoid straight lining? 

Interesting tidbits from draft of the standard
Leases project

Presenter
Presentation Notes
Leases Project – Lessor Accounting March’s 2014 Joint Meeting - Discussions and Tentative DecisionsDuring March 2014’s joint meeting, the boards revisited this approach for lessor accounting and tentatively decided that they would retain existing lessor accounting with minimal changes. Comparison to current accounting Both boards agreed for the purpose of being converged, that the classification criteria would be based on IAS 17:Type A lease – generally consistent with today’s capital/finance leasesType B lease – generally consistent with today’s operating leasesInsert Type A and Type B/ Capital and Operating lease joke here.
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• Sale leaseback transactions
– If the transfer of the asset is determined not to be a sale, the seller-lessee shall 

not derecognize the transferred asset (accounted for as a financing liability) and 
the buyer-lessor shall not recognize the transferred asset (accounted for as a 
receivable)

– Required consistency between seller-lessee and buyer-lessor accounting does 
not exist in current GAAP-asset can be on both parties’ books

• Lessee ground lease capitalization
– Existing GAAP allows payments for ground leases to be capitalized during the 

construction period if the project will be sold or rented
– Draft of the standard does not explicitly allow capitalization of ground lease 

payments under Topic 970 (both NAREIT and Deloitte requested clarification in 
the final document)

Interesting tidbits from fatal flaw - continued
Leases project

Presenter
Presentation Notes
Leases Project – Lessor Accounting March’s 2014 Joint Meeting - Discussions and Tentative DecisionsDuring March 2014’s joint meeting, the boards revisited this approach for lessor accounting and tentatively decided that they would retain existing lessor accounting with minimal changes. Comparison to current accounting Both boards agreed for the purpose of being converged, that the classification criteria would be based on IAS 17:Type A lease – generally consistent with today’s capital/finance leasesType B lease – generally consistent with today’s operating leasesInsert Type A and Type B/ Capital and Operating lease joke here.
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Effective date 
• Annual periods beginning after 12/15/2018 (FY 2019) for public 

entities with one year deferral for nonpublic entities (FY 2020)

• Early adoption permitted (not linked to revenue or any other 
standards)

Transition

• Modified retrospective approach

• Recognize and measure leases at the beginning of the earliest period 
presented. 

 Optional practical expedients (must elect all or none): 
Need not reassess whether a contract is or contains a lease
Need not reassess lease classification 
Need not reassess initial direct costs for existing leases 

Leases project

Presenter
Presentation Notes
Leases Project – Next StepsSo, what’s next?  Boards still have a couple of areas to discuss, most notably being:Transition Effective dateSweep issues (i.e., discuss various clarifying points raised during redeliberations)That as the backdrop, here is what we are expecting:There are probably one maybe two, meetings left until the redeliberations will be completed.The remainder of the redeliberations will probably last through March, maybe April of this year. All indications seem to be it will be pencils down for the boards by early in the second quarter of this year (i.e., 2015)Staffs will need to incorporate the decisions reached during redeliberations into a final ballot draft that will be submitted to the board for approval before its issued (that could take several months).Incidentally, all indications seem to be that the boards will not issue a third ED – in speaking with the staff, their view appears to be that all feedback has been evaluated and all major provisions have been redeliberated, so there is nothing else to considerWith all this in mind, a final standard is expected the second half of this year, most likely late in third quarter or fourth quarter. Next big question we get is ‘when will this be effective’.  No formal date has been posted and boards will probably hold off on any formal decisions until near the end of the drafting process… However, it is not unreasonable to expect it to be effective Jan 1, 2018, though it may even be later. 



Revenue Recognition
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Identify the 
contract 

with a 
customer 
(Step 1)

Identify the 
performance 
obligations 

in the 
contract
(Step 2)

Determine 
the 

transaction 
price 

(Step 3)

Allocate the 
transaction 

price to 
performance 
obligations

(Step 4) 

Recognize 
revenue  as the 
entity satisfies a 

performance 
obligation 
(Step 5) 

Overview
ASU 2014-09 Revenue (Issued May 28, 2014)

Core principle:  Recognize revenue to depict the transfer of promised goods or 
services to customers in an amount that reflects the consideration the entity 

expects to be entitled in exchange for those goods or services

This revenue recognition model is control based which differs from the risks and 
rewards approach applied under current U.S. GAAP.

Presenter
Presentation Notes
Many of you have seen this slide before. This is a project the FASB and IASB have been working on for a really long time and its finally issued. This was a huge convergence milestone and took significant effort. Its one model for rev rec in all industries. ASU 2014-09, Contracts from Customers, was issued by the FASB and IASB on May 28, 2014. The ASU has a core principle…which is highlighted in the green box on the slide… that is to “recognize revenue to depict the transfer of promised goods or services to customers in an amount that reflects the consideration the entity expects to be entitled in exchange for those goods or services”. The boards came up with a  fairly simple 5 step approach to recognizing revenue. There is a 5 step approach for applying the principle…Step 1 is to identify the contract which is similar to the persuasive evidence of an arrangement requirement in existing US GAAP.Step 2 is to identify performance obligations.Step 3 is to determine the transaction price, which is the amount the entity expects to be entitled to under the contract.Step 4 is to allocate the transaction price (determined in step 3) to the performance obligations (identified in step 2).And finally Step 5 is to recognize revenue when or as the performance obligations are satisfied (that is, when control of a good or service is transferred to customer). It is important to point out that this revenue recognition model is based on a control approach which differs from the risks and rewards approach applied under current U.S. GAAP. “Control” is defined in the ASU as “the ability to direct the use of and obtain substantially all of the remaining benefits from the asset.”  Ok. That’s a very brief overview of the new revenue standard. Now let’s take a look at some of the specifics relating to the Scope of the ASU. Next slide...
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− Applies to an entity’s contracts with customers
− Applies to a transfer or sale of nonfinancial assets (such as real estate) 

that do not meet the definition of a business.  Also includes “in-
substance nonfinancial assets”

− Partial sales of nonfinancial assets should be evaluated based on 
control of the partial interest sold

− Does not apply to:
• Lease contracts (ASC 840),
• Insurance contracts (ASC 944),
• Certain financial instruments and other contractual rights or obligations, 
• Guarantees (other than product or service warranties), and
• Nonmonetary exchanges to facilitate a sale to another party

Scope
Revenue ASU

Presenter
Presentation Notes
This model will cover all contracts with customers except for those that are within the scope of other codified guidance.   There have not been many developments on over the past year, but I’d like to point out the following:  - The principles would apply to sales of nonfinancial assets such as real estate as well as “in-substance assets” or real estate.  Those sales of nonfinancial assets that meet definition of a business would continue to follow ASC 810, Consolidation guidance (formerly FAS 160).  Interesting tidbit here…I had a conversation with one of the FASB fellows a couple weeks ago and he indicated that the FASB may be considering removing the notion of “nonfinancial asset” from the revenue standard and instead require the revenue standard to apply simply to assets based on the business vs. asset project. This is good because it would ultimately sync up the buy side accounting and the sell side accounting for real estate. If it’s an asset on the way in it would be an asset on the way out and vise versa. Chris will talk more about the definition of a business project in a few minutes. - This year we have gotten some clarification on partial sales of real estate in that the revenue recognition standard should be applied to the partial interest sold. Last year we weren’t sure if we would be required to assess a partial interest sold as a portion of the full interest.Also, sales-leaseback transactions are not included in the scope of this guidance and you would instead continue to follow leasing guidance in ASC 840 and old sales of real estate at ASC 360-20.  
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• Prescriptive guidance provided by ASC 360-20 (Sales of Real Estate) and 
ASC 605 (Construction) will be lost:
− Buyer’s financial commitment - Guarantee buyer return
− Collectibility of transaction price - Partial sales
− Continuing involvement by seller - Condominium sales
− Sales to limited partnerships/joint ventures

• Collectibility threshold was changed

Must be probable (not necessarily reasonably assured) that the entity will ultimately 
collect the consideration it is entitled to receive

• Will likely result in more transactions qualifying as sales of real estate with 
gains being accelerated

Potential effects on real estate
Elimination of bright-line tests

Presenter
Presentation Notes
So after going through the basic steps of this new control based model, you can see very quickly that the impact to the guidance on sales of real estate will be significant.  All of the current prescriptive guidance in ASC 360-20 (FAS 66) will disappear.  Instead of using simple thresholds and rules for determining adequate commitment by the buyer or analyzing continuing involvement by the seller, it will require judgment. If the buyer only puts 5% down on a seller financed office building sale, if the control of the right to own and use the building has been transferred (performance obligation satisfied), then the seller may recognize revenue under new guidance. Under the old guidance, it would require recognition in installments or after cost of property is recovered  In certain circumstances… under the new model the seller will have to determine if there are separate performance obligations.  For example, if you sell a building to a third party and also guarantee certain operating levels to the buyer for 6 years, that is considered significant continuing involvement and precludes normal sale recognition under old guidance.  Would result in a failed sale method of recognition.  However, under the new model, the entity might conclude that the guarantee is a separate performance obligation and assign a value to the sale as well as the guarantee.  The sale would be recognized on Day 1.   The Boards previously determined  that any impairment losses to receivables from contracts with customers should continue to be recorded as expense in accordance with current GAAP. So same as our current bad debt model.       One update included in the final version is the Boards’ decision to include a “collectibility” threshold. In the final ASU they’ve included a collectibility threshold of probable, but not necessarily reasonably assured.  
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FASB approved deferral of effective date by one year

• Public companies – Reporting periods beginning after December 15, 
2017 (FY18), but can elect to adopt under original guidance (FY17)

• Nonpublic companies – option to defer additional year (FY19)

IASB also deferred effective date by one year, but companies can early 
adopt

Effective date deferral

Presenter
Presentation Notes
The FASB has approved a 1 year deferral, but the FASB received 64 comments related to the deferral with all responses agreeing that the standard should be deferred.  A majority of responses indicated that the effective date might even need to be deferred for longer than one year. Several of the responses indicated that further delays in finalizing proposed amendments could be a reason to support a deferral for longer than one year.  THE IASB has also elected to defer for one year.  
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• Full Retrospective Approach
‒ Restate prior periods in compliance with ASC 250 
‒ Available practical expedients include ability to use hindsight 

• Modified Retrospective Approach
‒ Apply revenue standard to contracts not completed as of effective date 

and record cumulative catch up
‒ Public entity example:

Revenue project
Transition options

January 1, 2018
Initial Application Year

2018
Current Year

2017
Prior Year 1

2016
Prior Year 2

New contracts New ASU

Existing contracts New ASU + cumulative 
catch up

Legacy GAAP Legacy GAAP

Completed contracts Legacy GAAP Legacy GAAP

cumulative catch-up

Presenter
Presentation Notes
An entity has the option to choose between two transition options: First, an entity could elect to apply the guidance retrospectively, taking into account certain practical expedients such as being able to use hindsight to determine the revenue earned during prior periods. An entity could also elect to use a modified retrospective approach.   The table on this slide helps to illustrate how the modified transition approach would work for a calendar year-end entity.  As you can see, the standard would be applied to any new contracts entered into on or after the initial application date.  An entity would also need to evaluate those contracts that are not complete at the date of initial adoption using the new revenue model and determine the cumulative catch up adjustments that would be recorded into the beginning balance of retained earnings in the period of adoption. Any contracts completed prior to the year of adoption would not need to be reevaluated or accounted for under the modified approach.   Moving onto the next slide…. 
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− FASB and IASB jointly formed group 
− TRG does not issue guidance, but informs the IASB and FASB about potential 

implementation issues
− Members include financial statement preparers, auditors and users 

representing a wide spectrum of industries, geographical locations and public 
and private companies and organizations

− Meets quarterly and is co-chaired by Vice Chairmen of the IASB and FASB 
(30+ topics discussed as of July 2015)

− Any stakeholder can submit a potential implementation issue for discussion at 
TRG meetings. Issues discussed to date include:
− Principal or agent considerations
− Whether certain amounts billed to customers are revenue or reduction of costs
− Determining whether goods or services are “distinct in the context of the contract”
− Timing of collectibility assessment
− Variable and noncash consideration

− A number of these have been taken up by the FASB as potential amendments

Transition Resources Group (TRG)
Revenue ASU

Presenter
Presentation Notes
The FASB and IASB have formed a Transition Resource Group. Frequently referred to as a TRG. The TRG doesn’t issue guidance, but does deliberate and provide suggestions to the FASB and IASB. The TRG includes a wide range of individuals, including preparers, auditors and users from different industries, locations and reporting classification. Since formed in 2014, the TRG has met 5 times and discussed 30 plus topics.Anyone stakeholder can submit an implementation issue for potential discussion at the TRG meetings. A few topics discussed to date include principal or agent considerations, whether certain amounts to customers are revenue or reduction of costs, etc. 



Consolidations



- ARB 51: Consolidated Financial Statements (August 1959)
- Focused consolidation on equity-based majority voting interests
- Things were simpler then!

- FIN 46(R): Consolidation of Variable Interest Entities (December 2003)
- Defined tests to identify controlling financial interests beyond equity 

ownership and voting.  
- Variable interest entities (VIEs) consolidated by the party expected to 

absorb a majority of the entity’s expected losses and/or receive a majority 
of expected residual returns

- EITF 04-5: Determining Whether a General Partner, or the General Partners as 
a Group, Controls a Limited Partnership or Similar Entity When the Limited 
Partners Have Certain Rights

- If within the scope of voting interest model, general partners are presumed 
to control a limited partnership unless the LPs have substantive ability to 
dissolve partnership/remove GP or substantive participating rights

Evolution of consolidation framework



- FAS 167: Amendments to FIN 46(R)
- Variable interest entities consolidated by enterprise that has:

- Power to direct the activities that most significantly impact the entity’s 
economic performance

- Obligation to absorb losses that could be significant to the VIE or the 
right to receive benefits from the entity that could be potentially 
significant to the VIE.

- Eliminated the quantitative approach for primary beneficiary analysis 
under FIN 46(R)

- Deferred for investment companies (fund managers) pursuant to ASU 
2010-10

- ASU 2015-02: Amendments to the Consolidation Analysis
- Eliminates deferral of FAS 167 for investment companies
- Limited partnerships (and similar entities like LLCs) must be evaluated to 

assess whether they are VIEs.  
- Modifications to evaluation of decision maker fees
- Modifications to evaluation of related parties

Evolution of consolidation framework
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Overview
ASU 2015-02, Amendments to Consolidation Analysis

Key areas affected by the ASU include:
− Limited partnerships will be VIEs, unless the limited partners have 

either substantive kick-out or participating rights
− Amends the guidance on when fees paid to a decision maker or 

service provider are a variable interest
− Reduces the likelihood that interests held by a reporting entity’s 

related parties or de facto agents will result in consolidation
− For entities other than limited partnerships, clarifies how to determine 

whether the equity holders (as a group) have power over the entity
− The ASU did not change disclosure requirements, however more 

entities will now be VIEs and require extensive disclosures (ASC 810-
10-50-2A to 22) 

Presenter
Presentation Notes
I am going to spend a few minutes talking about the FASB’s recently issued new consolidations guidance in ASU 2015-02. The project was originally part of a joint project with the IASB to address concerns raised with the current variable interest entity model. However, the two boards decided to go their separate ways and the IASB issued its consolidations guidance in IFRS 10 which was effective in 2013. Although much of the FASB’s discussions focused on the asset manager industry, the changes could impact all reporting entities. Accordingly, all entities will need to update their consolidations analysis. So let’s dive into the details. One of the first steps in assessing whether a reporting entity is required to consolidate another entity is to determine whether the reporting entity holds a variable interest in the entity being evaluated. Variable interests are typically equity investments or a guarantee that provide you with expose to the entity being evaluated.  The ASU generally does not change the definition of what is a variable interest. However, it does modify the criteria for determining whether a decision maker’s or service provider’s fee is a variable interest. Under current guidance, six criteria must be met before a reporting entity can conclude that a decision maker’s or service provider’s fee does not represent a variable interest. The ASU eliminates the criteria related to the fee’s priority level and significance. In addition, the ASU amends the application of the criteria for evaluating a decision maker /service providers other interests in an entity to allow a dm/sp to consider interests held by its related parties only if the dm/sp has an interest in the related party. As a result, it is expected fewer fee arrangements will be considered variable interests. The ASU has amended the criteria for evaluating if an entity is a variable interest entity or a VIE. For limited partnerships, these will be variable interest entities, unless the limited partners have either substantive kick-out or participating rights. Although more partnerships will be variable interest entities, under the model, it is less likely that a general partner will consolidate a limited partnership. For entities other than limited partnerships, the ASU clarifies how to determine whether the equity holders (as a group) have power over the entity. The clarification could affect whether the entity is a VIE. The ASU also significantly amends how variable interests held by a reporting entity’s related parties affect its primary beneficiary conclusion. We will discuss this in more detail later, but ASU will result in less frequent performance of the related-party tiebreaker (and mandatory consolidation by one of the related parties) than under current U.S. GAAP. Finally, the deferral of ASU 2009-17 for investments in certain investment funds has been eliminated. Therefore, investment managers, GPs, and investors in these investment funds will need to update their evaluations to determine whether these enmities are VIEs and whether it should be consolidated.
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Determining whether an entity is a VIE

• The ASU significantly changes the evaluation to determine if limited 
partnerships or similar entities are VIEs 

• A limited partnership would be considered a VIE unless a simple majority 
or lower threshold (including a single limited partner) of the limited 
partners have substantive kick-out rights or participating rights
− Analysis excludes rights held by the general partner, entities under 

common control with the general partner, and other parties acting on 
behalf of the general partner

• Limited partnerships that do not have kick-out or participating rights, 
but historically were not considered VIEs, will need to be evaluated 
under the VIE consolidation model (i.e. operating partnerships in an 
UPREIT structure)

Entities that are limited partnerships

Presenter
Presentation Notes
As I mentioned earlier, the ASU significantly changes the evaluation to determine if a limited partnerships or similar entities is a variable interest entity. By similar entities, I mean entities such limited liability companies. Under the ASU, a limited partnership would be considered a VIE regardless of whether it otherwise qualifies as a voting interest entity unless a simple majority or lower threshold of the limited partners have substantive kick-out rights or participating rights.  When performing this evaluation, any rights held by the general partner, entities under common control of the GP, or other parties acting on behalf of the GP would be excluded from the analysis. This is because it is expected that these parties would not vote to remove the general partner. For example, if the general partner controls 60% of the kick out rights and removal of the general partner requires a 51% vote, the general partner would never be kicked out. Even though this partnership has simple majority kick out rights, it would still be a variable interest entity.  While it is expected that more limited partnerships will become variable interest entities, there are also partnership arrangements which include simple majority kick-out or participating rights that may no longer be a variable interest entity. Under the current guidance these rights are generally ignored in the determination of whether a limited partnership is a VIE, however, they would be considered under the ASU.  One final thing to point out is that even if a partnership is not consolidated, if it is now a VIE, it would be subject to the disclosures.
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A limited partnership is formed to acquire a real estate property. The partnership 
has a general partner that holds a 20 percent limited partner interest in the 
partnership; eight unrelated limited partners equally hold the remaining equity 
interests. Profit and losses of the partnership are distributed in accordance with the 
partners’ ownership interests. 

The general partner is the asset manager and has full discretion to buy and sell 
properties, manage the properties, and obtain financing. In addition, the general 
partner can be removed without cause by a simple majority of all of the limited 
partners (including the limited partner interests held by the general partner). The 
removal rights are held by all the partners in proportion to their partnership 
interests.

Step 1: Is the entity a VIE?

Determining whether an entity is a VIE
Limited partnership example
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A limited partnership is formed to acquire a real estate property. The partnership 
has a general partner that holds a 20 percent limited partner interest in the 
partnership; eight unrelated limited partners equally hold the remaining equity 
interests. Profit and losses of the partnership are distributed in accordance with the 
partners’ ownership interests. 

The general partner is the asset manager and has full discretion to buy and sell 
properties, manage the properties, and obtain financing. In addition, the general 
partner can be removed without cause by a simple majority of all of the limited 
partners (including the limited partner interests held by the general partner). The 
removal rights are held by all the partners in proportion to their partnership 
interests.

Step 1: Is the entity a VIE?

ASU requires us to assume that the GP would not remove itself so their limited 
partner interest is excluded from the assessment. Based on facts above, the 
required vote to remove the GP is 6 of 8 of the unrelated limited partners. As this is 
greater than a simple majority the kick-out rights would be ignored and the limited 
partnership would be considered a VIE.

Determining whether an entity is a VIE
Limited partnership example
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A limited partnership is formed to acquire a real estate property. The partnership 
has a general partner that holds a 20 percent limited partner interest in the 
partnership; eight unrelated limited partners equally hold the remaining equity 
interests. Profit and losses of the partnership are distributed in accordance with the 
partners’ ownership interests. 

The general partner is the asset manager and has full discretion to buy and sell 
properties, manage the properties, and obtain financing. In addition, the general 
partner can be removed without cause by a simple majority of all of the limited 
partners (including the limited partner interests held by the general partner). The 
removal rights are held by all the partners in proportion to their partnership 
interests.

Step 1: Is the entity a VIE? Yes

Step 2: Primary beneficiary evaluation (who consolidates?)

Determining whether an entity is a VIE
Limited partnership example
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Who should consolidate?

• Economic exposure includes a reporting entity’s direct interests in the 
VIE together with its indirect interests on a proportionate basis

• Fees paid to a VIE’s decision maker are not considered in the evaluation 
of the decision maker’s economic exposure if: 
− They are commensurate with the services provided; and 
− They include only customary terms and conditions 

A reporting entity is required to consolidate a VIE if it has both:
a. Power over the significant activities of the VIE and 
b. An obligation to absorb losses or the right to receive benefits that could be 

potentially significant to the VIE 

VIE model

Presenter
Presentation Notes
On the next slide I want to discuss the requirements for determining if a reporting entity is required to consolidate a VIE. Consistent with the current requirements, a reporting entity would be considered the primary beneficiary of a VIE under ASU 2015-02 (and would therefore be required to consolidate the VIE) when it has (1) the power to direct the activities of the VIE that most significantly affect the VIE’s performance and (2) the obligation to absorb losses of, or the right to receive benefits from, the VIE that could potentially be significant to the VIE.  Currently, a reporting entity must consider all of its variable interests, including all fees, when evaluating whether it meets the second requirement. A fee arrangement on its own or in combination with the reporting entity’s other interests (for example, other investments in the entity) could be sufficient to satisfy this requirement. Although the ASU does not amend the current economic exposure threshold, under the new consolidation requirements, fees paid to a VIE’s decision maker should not be considered in the evaluation of the decision maker’s economic exposure to the VIE regardless of whether the reporting entity has other economic interests in the VIE if the fees are commensurate with the services provided and the fee arrangement includes only customary terms and conditions. Under this new requirement, certain structures that were consolidated as a result of the significance of the fee arrangement would potentially need to be deconsolidated. In addition, under the ASU, when a decision maker evaluates its economic exposure to a VIE, it should consider its direct interests in the VIE together with its indirect interests held through its related parties (or de facto agents) on a proportionate basis unless the rp is under common control. So for example if a reporting entity owns 40% of an equity method investee and that investee has a 50% interest in the VIE, the reporting entity would include 20% in its evaluation. Key here is that the reporting entity must have a variable interest in its related party. If it did not, it would not include any of the related party’s interest in its evaluation. . 
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A limited partnership is formed to acquire a real estate property. The partnership 
has a general partner that holds a 20 percent limited partner interest in the 
partnership; eight unrelated limited partners equally hold the remaining equity 
interests. Profit and losses of the partnership are distributed in accordance with the 
partners’ ownership interests. 

The general partner is the asset manager and has full discretion to buy and sell 
properties, manage the properties, and obtain financing. In addition, the general 
partner can be removed without cause by a simple majority of all of the limited 
partners (including the limited partner interests held by the general partner). The 
removal rights are held by all the partners in proportion to their partnership 
interests.

Step 1: Is the entity a VIE? Yes

Step 2: Primary beneficiary evaluation (who consolidates?)

In the primary beneficiary evaluation the general partner would have the “power” to 
direct the activities of the VIE unless a single unrelated variable interest holder has 
the unilateral ability to remove the general partner. Based on the facts above the 
20 percent interest is significant (under the “economics” criterion), and the general 
partner would consolidate.

Determining whether an entity is a VIE
Limited partnership example
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Variable interest entities

Relevant disclosures (See ASC 810-10-50 for a full list):
• Significant judgments and assumptions made
• Nature of restrictions on assets of consolidated VIEs
• Nature of and change in risks associated with being involved with the VIE
• How the involvement with the VIE impacts financial position, financial performance, and 

cash flows
• Carrying amounts and classification of the VIE’s assets and liabilities in the statement of 

financial position
• Lack of recourse if creditors of the consolidated VIE have no recourse to the primary 

beneficiary
• Terms of arrangements
• Maximum exposure to loss and comparison to carrying amounts of reporting entity’s 

variable interest in the VIE
• Information about liquidity arrangements, guarantees or other commitments
• Financial or other support provided to the VIE during periods presented
• Qualitative and quantitative information about the reporting entity’s involvement

Disclosures
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Who should consolidate? (cont.)

Limited partnerships:
• A general partner will not consolidate a partnership that is not a 

VIE (because general partner is just an agent)
• A limited partner is required to consolidate a partnership that is 

not a VIE if the limited partner has the substantive ability to 
unilaterally dissolve the partnership or remove the general partner 
without cause

All other entities:
• No change from current guidance
• Ownership of more than 50 percent of the outstanding voting 

shares of another entity would generally result in consolidation

Voting interest model

Presenter
Presentation Notes
I want to finish up on my last slide with a quick discussion of those entities that are not VIEs. For partnerships that are not VIEs, other than certain industries that are scoped out of the VI0045 consolidation guidance, the general partner will typically not consolidate an LP that is not a VIE. This is because as I discussed earlier the partnership would need to have simple majority or lower kick out rights to not be considered a variable interest entity. However, a limited partner may be required to consolidate a partnership if it has the ability to remove the general partner.  With regards to other entities, there is not change to the current requirements. A reporting entity generally consolidates another entity if it has an ownership of more than 50 percent of the outstanding voting shares of the other entity. With that back to Bob for our next polling question.
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ASU 2015-02, Amendments to Consolidation 
Analysis (cont.)

• Effective date and transition
− Effective for public business entities for annual periods beginning 

after December 15, 2015 (FY16). One year deferral for nonpublic 
entities

− Early adoption is permitted but guidance must be applied as of the 
beginning of the annual period containing the adoption date

− Transition–either full retrospective or modified retrospective adoption

Presenter
Presentation Notes
On the next slide I wanted to discuss the transition requirements. The ASU is effective for public companies for annual periods, and interim periods within those annual periods, beginning after December 15, 2015. (So next year for calendar year end companies)For nonpublic entities, the guidance is effective for annual periods beginning after December 15, 2016, and interim periods beginning after December 15, 2017 (the following year).  Early adoption is allowed for all entities (including during an interim period), but the guidance must be applied as of the beginning of the annual period containing the adoption date. Entities have the option of using either a full retrospective or a modified retrospective adoption approach. In addition, the ASU provides a practicability exception for determining the carrying value of the retained interest in an entity when the reporting entity is required to deconsolidate a legal entity as a result of adopting the guidance. �I am now going to turn it back over to Bob for our next polling question.



Financial Instruments
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Classification and measurement
Financial instruments 

• Convergence abandoned 
• Approach retains existing U.S. GAAP with limited changes

− Equity instruments accounted for at fair value through earnings
− Financial liabilities – fair value option retained with changes in FV 

attributable to the organization’s credit risk recognized in OCI instead 
of net income

− Entities other than public – exempt from disclosing fair value of 
financial instruments measured at amortized cost

• Final ASU anticipated in Q1 2016 
• Effective date:

− Public: fiscal years beginning after December 15, 2017 (FY 2018)
− All other entities: fiscal years beginning after December 15, 2018 (FY 

2019)
− Early adoption upon issuance for fair valued financial liabilities (credit 

risk through OCI) and non-public fair value disclosure exemption

Presenter
Presentation Notes
The classification and measurement portion of the AFI project is also nearing completion and there has been little change since our last Dbrief webcast.  We continue to expect a final standard in the second half of 2015, with the effective date will be determined at a future FASB meeting.This year, the FASB decided not to take a holistic approach and revamp U.S. GAAP classification and measurement guidance but instead make limited amendments to this guidance.  One thing that the FASB plans to amend is that equity investments will no longer be accounted for as AFS but instead they would be accounted for at FV, with changes in FV recognized in earnings. Available for sale will still exist for debt instruments. The FASB also decided to allow for a practicability exception under which an investment in an equity security without a readily determinable FV would be measured at cost minus impairment, plus or minus changes from observable price changes in orderly transactions. So such investments would be tested for potential impairment under the one-step impairment model.		Another notable change relates to measurement of financial liabilities to which the fair value option has been applied. For those liabilities changes in fair value attributable to instrument-specific credit risk would be recognized in OCI rather than in income.   As the last thing here, in relation to the timeline of this project, we anticipate that the final ASU will be issued sometime next year. 
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Impairment
Financial instruments 

• Convergence abandoned
• Current expected credit loss model (CECL) applies to instruments 

carried at amortized cost (like loans and held-to-maturity debt 
securities)

• Requires impairment to be recorded on financial assets on the basis of 
the current estimate of contractual cash flows not expected to be 
collected at the reporting date

• No impairment allowance is recognized on a financial asset in which the 
risk of nonpayment is greater than zero yet the amount of loss would be 
zero (i.e. where fair value of collateral is greater than carrying amount of 
the loan) 

• Recent updates to expand definition of purchased credit impaired  
assets – initial recognition is still grossed up by expected credit loss 

Presenter
Presentation Notes
Similar to the classification and measurement project, the impairment guidance will not be converged, however, both Boards are in a camp of expected credit loss models as opposed to incurred loss models.  Requires impairment to be recorded on existing financial assets on the basis of current estimate of contractual cash flows not expected to be collected at the reporting date.  In relation to the recognition threshold, there really isn’t one. Impairment is based on an expected rather than an incurred model. Requirement is to recognize all expected credit losses at the first reporting date rather than wait for a trigger to occur. So you could have a loss allowance on otherwise performing loans. If there is an expectation of nonpayment but the loss is expected to be zero, no impairment would be recorded. This would apply to collateral dependent loans where the fair value of the underlying collateral is greater than the book value of the loan. The FASB plans to issue a final ASU on impairment sometime this quarter. Effective date has not yet been discussed.
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Impairment - continued
Financial instruments 

• Final ASU anticipated in Q1 2016 
• Effective date:

− Public entities that meet the definition of an SEC filer: fiscal years 
beginning after December 15, 2018 (FY 2019)

− All other entities: fiscal years beginning after December 15, 2019 (FY 
2020)

− Early application permitted for all other entities for fiscal years 
beginning after December 15, 2018 (FY 2019)

Presenter
Presentation Notes
Similar to the classification and measurement project, the impairment guidance will not be converged, however, both Boards are in a camp of expected credit loss models as opposed to incurred loss models.  Requires impairment to be recorded on existing financial assets on the basis of current estimate of contractual cash flows not expected to be collected at the reporting date.  In relation to the recognition threshold, there really isn’t one. Impairment is based on an expected rather than an incurred model. Requirement is to recognize all expected credit losses at the first reporting date rather than wait for a trigger to occur. So you could have a loss allowance on otherwise performing loans. If there is an expectation of nonpayment but the loss is expected to be zero, no impairment would be recorded. This would apply to collateral dependent loans where the fair value of the underlying collateral is greater than the book value of the loan. The FASB plans to issue a final ASU on impairment sometime this quarter. Effective date has not yet been discussed.
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Hedging
Financial instruments 

• Purpose of the project is to “significantly improve the decision 
usefulness of financial instrument reporting for users of financial 
statements. [The FASB believes] that simplification of the accounting 
requirements for financial instruments should be an outcome…”

• Hedge accounting – areas of focus:
− Hedge qualification and documentation requirements 
− Hedge effectiveness testing
− Presentation of ineffectiveness 
− Disclosures

• FASB Staff is drafting decisions to date – expected to expose in Q1 2016
• Transition and comment period have not been discussed

Presenter
Presentation Notes
The FASB has resumed its project on hedge accounting. The FASB has discussed the hedging project at several meetings this year.  Yesterday, the Board held a meeting where they made several tentative decisions on the project.  The decisions cross a variety of issues including: (a) how to assess and measure the effectiveness of a hedging relationship, (b) simplifying application of the short cut method, (c) adding disclosures related to cumulative basis adjustments for fair value hedges and disclosures related to hedging’s impact on individual income statement line items, and (d) inclusion of the SIFMA Municipal Swap Index as a permitted benchmark interest rate for financial hedging relationships.  The key theme of each of these decisions is that FASB is attempting to simplify and streamline the application of the hedging model.For next steps, the FASB staff will develop a staff draft reflecting the board’s decisions, analyze the costs, benefits and potential complexity of the tentative decisions and identify any issues that need to be brought back to the Board for vote.  The FASB also will need to address transition and the comment period of the proposed ASU. 



Clarification - the 
Definition of a Business
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Current definition of a business is too broad (a business consists of inputs and processes 
applied to those inputs that have the ability to create outputs) and scopes in items that are 
clearly assets, like single family homes with short-term in-place leases

Asset Business

Contingent
Consideration

Not recognized until the 
contingency is resolved

Recognized at the acquisition 
date fair value while changes in 
estimate are trued-up through 

earnings after the acquisition date

Acquisition-related 
costs

Capitalized Expensed

Initial measurement Allocated cost on a relative fair 
value basis-purchase accounting 

is much easier

Measured at fair value-requires 
precision

Goodwill N/A Recognized as an asset 

Bargain purchase gain N/A Recognized immediately in 
earnings as a gain

Definition of a business
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Definition of a business – exposure draft issued

Is substantially all the fair value of the acquired assets concentrated in a single tangible or 
identifiable intangible asset or group of similar assets?

Is the set currently producing outputs?

Does the set include substantive processes other than customer contracts (like 
leases), lists or other similar arrangements? To determine if the acquired 
processes are substantive an entity would consider the presence of the 
following factors:
a. The acquired process or processes are critical to the ability to create 

outputs 
b. The presence of an organized workforce that has the necessary skills, 

knowledge, or experience to complete the processes critical to the 
outputs

c. The presence of a fully functional infrastructure that is currently being 
utilized to perform processes critical to the ability to create outputs

d. The acquired process is unique, scarce or significant to the ability to 
generate a return

e. The process cannot be replaced without significant cost, effort, or delay 
in the ability to continue producing outputs

The 
acquired 
set is an 

asset.
.

YesNo

Yes

YesNo

PRINCIPLE: To be considered a business, an acquired set must include both inputs and processes that together 
substantively contribute to the ability to create outputs.   

The set is a business.

No

(a) Does the set 
include an organized 
workforce that has 
the skills, 
knowledge, or 
experience necessary 
to manage and 
perform the acquired 
process?

AND

(b) Does the set 
include rights or 
access to specific 
goods or services that 
a market participant 
could provide to 
customers?

NoYes
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• Other phases of the project will address the existing accounting differences between asset-
based and business-based guidance that include: 

• The measurement and timing of gain or loss recognition on sales of assets when 
continuing involvement exists, including sales of partial interests

• FASB tentatively decided that a gain should only be recognized if the legal entity that 
holds the in substance nonfinancial asset is deconsolidated by the seller and the other 
criteria for gain recognition in ASU 2014-09, Revenue from Contracts with Customers, 
are met

• The unit of account for the control assessment in ASU 2014-09 would be the partial 
interest

• The measurement of retained interests that occur when a company sells a partial 
interest in an asset

• The FASB decided that when an entity sells a part of a nonfinancial asset, any 
noncontrolling interest retained by the seller in the entity that holds the nonfinancial 
asset should be measured at carryover basis

Under these tentative conclusions current differences between accounting for partial sales of 
businesses and nonfinancial assets could still exist.

Asset or entity-based guidance 



FASB Simplification 
Initiative
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• ASU 2014-02, Accounting for Goodwill 
• ASU 2014-03, Accounting for Certain Receive-Variable, Pay-Fixed Interest 

Rate Swaps Simplified Hedge Accounting Approach 
• ASU 2014-08, Reporting Discontinued Operations and Disclosures of 

Components of an Entity
• ASU 2014-10, Elimination of Certain Financial Reporting Requirements –

eliminated concept of development-stage entities
• ASU 2014-17, Business Combinations, Pushdown Accounting
• ASU 2015-01, Simplifying Income Statement Presentation by Eliminating the 

Concept of Extraordinary Items
• ASU 2015-03, Simplifying the Presentation of Debt Issuance Costs
• ASU 2015-04, Practical Expedient for the Measurement date of an Employer’s 

Defined Benefit Obligation and Plan Assets
• ASU 2015-11, Simplifying the Measurement of Inventory
• ASU 2015-17, Balance Sheet Classification of Deferred Taxes

Simplification initiative
Completed projects

Presenter
Presentation Notes
So you can see that the FASB has been busy on the simplification front. As mentioned before the FASB has had some very large convergence projects that have taken up a ton of their time, like rev rec, consolidations, leasing, financial instruments, etc., and all the while these smaller simplification projects have been brewing. Now that many of these larger convergence projects are coming to a close, the FASB has been focused on simplification. This is a nearly complete list of some of the simplification ASUs issued in 2014 and 2015. We’ll focus on those in red.
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• Gives an acquired entity the option of applying pushdown 
accounting in its stand-alone financial statements upon a change-
in-control event

• SEC rescinded SAB Topic 5.J, which contained the SEC staff’s 
views on the application of pushdown accounting

• Therefore, all entities – regardless of whether they are SEC 
registrants – will now apply this ASU for guidance on the use of 
pushdown accounting

• Reduces complexity that existed under prior pushdown accounting 
practices

• Issued in November 2014 and effective immediately 

Pushdown accounting - ASU 2014-17

Presenter
Presentation Notes
Ok. moving down to push down accounting. So this applies when a public or private company obtains a controlling financial interest in an acquired entity and when the acquired entity is subject to stand alone reporting requirements. Push down accounting allows the new parent to push down its basis in the acquired company to the acquired company’s financials. Previously there was limited guidance in GAAP on pushdown accounting and accounting was driven by SEC SAB Topic 5.J which included certain thresholds (if less than 80% ownership – no pushdown, if between 80% and 95% ownership – pushdown was permitted, and if greater than 95% ownership – pushdown was required).  This ASU gives an acquired entity an option of applying pushdown accounting in its stand-alone financial statements upon a change in control. As a result of the ASU the SEC has rescinded their SAB Topic that included the specific thresholds. Given that the SEC rescinded their guidance, all public and private entities will now follow this ASU.Effective immediately upon its issuance in November 2014.
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Background
• Under current accounting, debt issuance costs are recorded as a deferred charge, an asset 
• New guidance would alleviate complexity and reduce costs by aligning the presentation of 

debt discount/premium and issuance cost
Provisions 
• Debt issuance costs should be presented in the balance sheet as a direct deduction from the 

face amount of the note 
• Amortization of debt issuance costs would be reported as interest expense
• Does not change the recognition and measurement guidance
• Revolving-debt arrangements:

– ASU does not address accounting for revolving debt arrangements 
– Policy election by the entity will be required
– SEC through EITF stated it would not object to an entity’s presentation of such costs as 

an asset (ASU 2015-15)
– Costs amortized over life of the arrangement

Effective date and transition
• Public and nonpublic – retrospective application for annual periods beginning after December 

15, 2015 (Fiscal 2016)
• Early adoption is permitted

Presentation of debt issuance costs - ASU 2015-03

Presenter
Presentation Notes
The intent of this project is to treat debt issuance costs similar to debt discounts under current US GAAP. In addition it converges the guidance with IFRS and reflects the SEC staffs views regarding the treatment of equity issuance costs as a reduction to the gross proceeds of an equity offering. Further it conforms US GAAP to FASB Concept statement 6 which states that debt issuance costs are not assets for the same reason a debt discount is not – it provides no future economic benefit. [Read provision section]. One interesting item here relates to revolving debt arrangements. [read through revolving debt bullets and effective date and transition]
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• Organizations that present a classified balance sheet are required 
to classify all deferred taxes as noncurrent assets or noncurrent 
liabilities

• Removes requirement to bifurcate between current and noncurrent
• Issued in November 2015 
• Effective date:

• Public: annual periods beginning after December 15, 2016 (FY 2017)
• Nonpublic: annual periods beginning after December 15, 2017 (FY 

2018)
• Early adoption is permitted

Classification of deferred taxes - ASU 2015-17

Presenter
Presentation Notes
Ok. moving down to push down accounting. So this applies when a public or private company obtains a controlling financial interest in an acquired entity and when the acquired entity is subject to stand alone reporting requirements. Push down accounting allows the new parent to push down its basis in the acquired company to the acquired company’s financials. Previously there was limited guidance in GAAP on pushdown accounting and accounting was driven by SEC SAB Topic 5.J which included certain thresholds (if less than 80% ownership – no pushdown, if between 80% and 95% ownership – pushdown was permitted, and if greater than 95% ownership – pushdown was required).  This ASU gives an acquired entity an option of applying pushdown accounting in its stand-alone financial statements upon a change in control. As a result of the ASU the SEC has rescinded their SAB Topic that included the specific thresholds. Given that the SEC rescinded their guidance, all public and private entities will now follow this ASU.Effective immediately upon its issuance in November 2014.
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No longer moving forward in project and further outreach to be performed:
• In situations where entities acquire an equity method investment, current GAAP 

requires basis differences to be amortized through equity in earnings
• Proposal eliminates the requirement and related disclosures for an entity to 

account for the investment “basis difference” as if the investee were a 
consolidated subsidiary

NAREIT’s letter to FASB dated August 4, 2015:
“NAREIT believes that accounting for basis differences…more faithfully 
represents the investor’s economics than does the proposed accounting. To 
achieve simplification to a significant degree, NAREIT proposes that the 
investor’s aggregate basis difference be amortized over a reasonable estimate of 
the economic life of the primary assets held by the investee.”

“The FASB might consider the deliberations on the FASB Accounting for Goodwill 
Project…there could be parallels between how goodwill (and other intangible 
assets) might be amortized and how basis differences in the equity method of 
accounting are treated.”

Equity method of accounting
Simplification initiative – on the horizon

Presenter
Presentation Notes
Read through these. 



Statement of Cash 
Flows Clarification –
EITF Update
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EITF Issue 15-F: Statement of cash flows
Background

• ASC 230 does not contain an overall principle for the classification of 
cash payments and receipts 

• Some guidance is provided for the classification of cash payments and 
receipts from  financing and investing activities

• Operating activities are not clearly defined
• As a result, diversity in practice exists for the classification of certain cash 

payments and receipts

The misapplication of ASC 230 is one of the most common causes of 
financial statement restatements 

Presenter
Presentation Notes
Moving to the next slide, the next issue we will discuss is the EITF’s deliberation of Issue 15-F which addresses application of ASC 230 – or Statement of Cash Flows.  Now you might ask, ASC 230, and its predecessor, FAS 95, have been around since 1987, so why the need to interpret it now?  The fact of the matter is that ASC 230 does not contain an overall principle for the classification of cash payments and receipts, and operating activities are not clearly defined.  As a result, in addition to leading to fairly significant diversity in practice for the classification of certain cash payments and receipts, the misapplication of ASC 230 is one of the most common causes of financial statement restatements.  The Task Force is aiming to reduce some of this diversity in practice by addressing several issues related to the application of ASC 230.
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Issue 15-F: Statement of cash flows
Issues discussed and tentative decisions made
Issue 1:  Debt prepayment and extinguishment costs: 

Cash payments for debt repayment or extinguishment costs (including 
costs paid to third parties) should be classified as cash outflows from 
financing activities

Issue 2: Settlement of zero-coupon bonds: 
The portion of the cash payment attributable to the accreted interest 
should be classified as a cash outflow from operating activities and the 
portion of the cash payment attributable to the principal should be 
classified as cash outflow from financing activities 

Issue 3: Contingent consideration payments in a business combination:
Payments (subsequent to the initial recording) should be classified: 
◦ As financing outflows up to the fair value amount of the contingent 

consideration liability recognized at the acquisition date 
◦ As operating activities for any excess cash payments (i.e., those above 

the fair value amount at the date of the acquisition)

Presenter
Presentation Notes
So moving on to the next slide, we will see that the first question that the Task Force has addressed is whether cash payments related to debt repayment or extinguishment costs should be classified as a cash outflow from operating activities or as a cash outflow from financing activities.  The Task Force has concluded that such payments should be classified as a financing activity, and has also clarified that extinguishment costs should include costs paid to third parties.Next we will see another debt extinguishment related issue.  Given their nature, the settlement of a zero coupon bond substantively represents two things – the repayment of the original amount borrowed plus the repayment of interest that has accrued since the bond’s original issuance.  However practice with regards to classification of cash payments to settle zero coupon debt has been diverse.  The Task Force has sought to conform the accounting for the settlement of zero coupon debt with the accounting for the payment of principal and periodic interest payments of traditional debt by clarifying that the portion of the cash payment attributable to the accreted interest on a zero coupon bond should be classified as an operating activity, whereas the portion of the cash payment attributable to the principal amount borrower should be classified as a financing activity.The EITF also addressed an issue related to how to classify contingent consideration payments related to a business combination.  Historically some have classified such payments as investing activities on the basis that they relate to the total amount paid to acquire the business.  Others have classified them as financing activities on the belief that if contingent consideration is not paid at or near the time of the purchase the payment of such consideration effectively represents a financing provided to the buyer by the seller.  The Task Force took the approach of bifurcating the cash flows associated with the payment of contingent consideration.  Specifically, recall that the application of purchase accounting typically requires the acquirer to recognize a liability associated with contingent consideration.  The Task Force concluded that contingent consideration cash flows up to the fair value amount of the contingent consideration liability recognized at the time of the acquisition should be classified as a financing outflow, with any amounts paid in excess of this amount being classified as an operating activity.
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Issue 15-F: Statement of cash flows
Issues discussed and tentative decisions made - continued
Issue 5: Proceeds from the settlement of insurance claims:

Proceeds received from the settlement of insurance claims should be 
classified based on the nature of the insurance coverage

Issue 7: Distributions received from equity method investees:
Cash dividends received are returns on investment (i.e., operating 
cash inflows) unless the amount of cumulative dividends received 
exceeds the entity’s share of the investee’s cumulative earnings. In 
which case they are returns of investment (i.e., investing cash 
inflows).

Nature of loss Classification
Building Investing activities 
Manufacturing equipment Investing activities
Inventory Operating activities
Business interruption Operating activities

Presenter
Presentation Notes
The Task Force also addressed questions related to how a reporting entity should classify proceeds from the settlement of insurance claims.  Here the EITF concluded that proceeds received from the settlement of insurance claims should be classified based on the nature of the insurance coverage  So for example, proceeds associated with a claim related to a building or to manufacturing equipment would be classified as an investing activity, whereas proceeds from a claim arising from an inventory loss or a business interruption would be classified as an operating activity.
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Issue 15-F: Statement of cash flows
The remaining issues (Restricted cash - Issue 4)

Tentative decisions made:
• Changes in restricted cash balances - Changes that affect an entity’s 

cash and cash equivalents balance would be classified as investing 
activities 

Discussed without tentative decisions being made:
• Definition of restricted cash 
• Treatment of cash payments (receipts) that directly impact restricted 

cash
• Expected to discuss these remaining items during their March 2016 

meeting

Presenter
Presentation Notes
Finally, on the next slide you will see that the Task Force also discussed a few issues that they have not yet reached any tentative conclusions on.  Two of these issues debate how to classify cash flows that relate to restricted cash, which some of you may recall has been an issue that generated a fair amount of interest several years back in response to comments made by the SEC Staff in 2006.  The third issue relates to the classification of proceeds received from the settlement of company owned life insurance.  In addition there are three additional issues which have not yet been discussed but which the Task Force expects to address at its September 2015 Issue.So long story short, the Task Force has made several quick hits around application of ASC 230 that are intended to eliminate diversity in practice and provide preparers with incremental guidance that may reduce the risk of errors in their financial statements, and still has a few more quick hits they intend to address a the September meeting.



Regulatory Update – PCAOB and SEC
A landscape for change: Transforming for 
the future



PCAOB Update



Overview of PCAOB Auditing 
Standard 18, Related Parties
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PCAOB
Objective

To strengthen auditor performance requirements in three critical areas that 
historically have represented increased risks of material misstatement:

1. Related parties and relationships and transactions with related parties 
2. Significant unusual transactions 
3. Financial relationships and transactions with executive officers   

Effective
Date

Effective for audits of fiscal years beginning on or after December 15, 2014, 
including reviews of interim financial information within these fiscal years 
(that’s this year for most of us!)

Background and timing
Summary

Presenter
Presentation Notes
The new related party standard and other PCAOB amendments for significant unusual transactions and financial relationships and transactions with executive officers were approved by the PCAOB on June 10, 2014 and the SEC on October 21, 2014. The new standard supersedes PCAOB AU Sections 334 and 9334. The PCAOB expects that the new standard and amendments will strengthen auditor performance and assist auditors to obtain sufficient appropriate audit evidence to determine whether (1) related parties and relationships and transactions with related parties, (2) significant unusual transactions and (3) transactions with executive officers have been properly identified, accounted for, and disclosed in the financial statements.   In the Release, the PCAOB indicated that it adopted the Standard and amendments as the areas of related party relationships and transactions, significant unusual transactions, and financial relationships and transactions with executive officers, “have been contributing factors in numerous financial reporting frauds over the last several decades” and the PCAOB’s existing auditing requirements related to these critical areas needed to be improved “to address significant developments since their issuance.” Considering some of the prominent corporate scandals that have occurred over the years, one of the common aspects and contributing factors of these scandals were ties to these areas.  We know that related party transactions in particular have specifically been used to engage in fraudulent financial reporting and to conceal misappropriation of assets.  These items together have served as the backdrop for the PCAOB’s new standard and related amendments. The Board believes the new standard will strengthen existing requirements and heighten the auditor’s attention to areas that may pose increased risk of error.  The PCAOB has indicated that implementation of the new standard and amendments is anticipated to lead to improved audit quality and consistency of the auditor’s work to protect investors from the risk of being misled by poorly explained, or undisclosed, related party transactions and significant unusual transactions. This new standard and amendments are effective for audits of fiscal years beginning on or after December 15, 2014, including reviews of interim financial information within these fiscal years.   
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Key changes
Summary

Related 
Parties

• Aligns the timing and focus of the auditor’s related party procedures 
with other risk assessment procedures 

• Additional procedures to understand related party relationships and 
transactions and to identify/assess risk

• Understand and evaluate management’s processes and controls
• Inquiries of a broader range of people, and more in-depth

inquiries of management, others within the company, and the 
audit committee

• Additional procedures to respond to identified risks and evaluate 
management’s identification of related parties

• Required procedures to test accuracy and completeness of related 
party listing

• Additional procedures when previously undisclosed related parties 
are identified

• Enhanced focus on evaluating the accounting for and disclosure of 
related party relationships and transactions

• Adds new communications with the audit committee

Presenter
Presentation Notes
Now that we understand the timeline and objective of the new standard and amendments, lets highlight the overall key changes to the related parties standard and other amendments to give a flavor of the new requirements. Overall, many of the changes to the standard now bring the PCAOB requirements more in line with the requirements in AICPA and international standards, but with additional enhancement and detailed requirements. Also, with this new standard, the PCAOB has expanded its prior standard by making procedures that previously were just considerations to being required procedures. A key change in the new related party standard is that it now aligns the timing and focus of related party procedures with procedures required by the PCAOB’s risk assessment standards. As part of these risk assessment procedures, it puts the focus first on understanding the company’s processes and controls, and then evaluating those controls.  Given that auditors are required to understand and test management’s process, management will be expected to have strong processes and controls in place relating to the identification of, and accounting for, RPs and RP transactions, and supporting documentation available in order for auditors to test these controls.  Additionally, the new standard requires more in depth and additional inquires of management, others within the company and the audit committee or its chair.



Other PCAOB Projects
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• PCAOB Concept Release on Audit Quality Indicators (AQIs)
• The PCAOBs objective is to develop a portfolio of AQIs that may 

provide new insights about
1. How to evaluate the quality of audits
2. How high-quality audits are achieved

• The PCAOB believes that the use of AQIs would help:
1. Inform discussions between audit committees and audit firms
2. Improve audit execution
3. Encourage audit firm competition based on audit quality
4. Increase transparency of audits

• Currently 28 AQIs grouped into three categories: audit professionals, 
audit process, and audit results

Other PCAOB projects
Audit quality indicators
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• PCAOB is seeking input on their efforts to increase the information 
available about certain audit participants specific to:
− The name of the engagement partner on the current-year audit
− The names, country locations of headquarters, and extent of participation of other 

public accounting firms participating in the audit
• Firms would be required to disclose such information on a form filed 

with the PCAOB rather than included in the auditor’s report as 
previously proposed

• Information provided in the form would be available for public review 
via a searchable database on the PCAOB’s website

Other PCAOB projects
Proposed disclosures about certain audit participants



SEC Update and 
Comments on Real 
Estate Companies
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Disclosure effectiveness project
• Concept release anticipated
• Focus on: 

− Material and relevant matters
− Reduce or eliminate redundant disclosures
− Tailor disclosures to your company’s facts and circumstances

SEC update

Presenter
Presentation Notes
DISCLOSURE EFFECTIVENESS: The goal of disclosure effectiveness is to provide better information, and it’s not about providing less volume or reducing the information provided.  So, the focus is on effective disclosure, not just shorter disclosure.  It’s really about transparency and clarity of disclosures, more relevant and more meaningful disclosures, with a focus on what is material.  It would also focus on reducing redundancies and cross-referencing where applicable, as well as tailoring disclosures, and avoiding boiler plate language.  Also, there is a focus on an ongoing assessment of what is relevant, continually assessing disclosures for relevance.  One example would be a disclosure that was added many years ago in response to a comment letter- The SEC has suggested that a company should continually challenge the ongoing relevance, and whether it is still a necessary disclosure. So where does the SEC stand on making actual changes to its regulations? The SEC is currently looking at all of S-X, S-K and other entity financial statements and may issue a concept release on disclosure effectiveness.So while there is currently no mandate related to disclosure effectiveness, the staff is still encouraging disclosure effectiveness under existing rules. Some companies are already starting to address it.  For example, they are re-evaluating risk factors, or looking for different ways to present information through the use of tables, charts and other graphics.  Also, some companies are using their quarterly filings as an opportunity to start addressing disclosure effectiveness.  The SEC could also come out with narrow rules to address the “low hanging fruit” so to speak, as easy ways to address disclosure effectiveness. An example would eliminating the chart in the company’s 10-K that deals with the company’s stock price for the last 2 years, or other areas that are not as controversial that would be easy, quick fixes to address disclosure effectiveness. DODD FRANK: There has been a lot of controversy around this topic, criticism that the SEC is taking too long to finalize these rules, as well as concern that these rules are overly political and therefore questionable as to whether they are value added from the perspective of providing better disclosures.There are currently 2 rule proposals that are not yet final, and one more on the horizon.The first is the CEO pay ratio, which would require a ratio of the CEO’s pay to the median employee.  This is a somewhat controversial rule. This proposal received 130,000 comment responses, the second highest number of comment letter responses that the SEC has received.  General feedback indicated that this rule may be very expensive to implement,… to determine median employee pay, it would potentially require significant effort when you think about certain things like how do you consider part time employees or international employees when calculating the median employee pay.The second rule was recently proposed and is still in the 60 day comment period until July 6th.  This is the pay versus performance rule. It would require disclosure in the executive compensation section of the proxy regarding pay versus performance, so it would link between total shareholder return to CEO compensation and other executive pay.And lastly, under Dodd-Frank, we could see proposed rules in the near future on compensation claw back.  This is a requirement to claw back incentive based compensation in instances of misconduct or instances where a company has a restatement and the incentive based compensation was based on incorrect financials, so this would be a requirement to disclose and enforce claw back policies.   The SEC plans to discuss this on July 1st at an open meeting, so this is something we’ll continue to monitor.   
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Mary Jo White (SEC Chair) -
“This is an important step in our review of the disclosure requirements 
that apply to public companies… We are interested in feedback from 
investors, companies, and other market participants to help us evaluate 
potential changes to Regulation S-X that would benefit both investors 
and companies”

• Comments on the release were due by November 30, 2015
• Focuses on financial information of entities other than the registrant: S-X 

3-05, 3-09, 3-10, 3-14, etc.
• Overall themes for these requirements:
− Challenges faced in preparation and benefit to users
− Alternatives to replace or adjust the requirements
− If replaced, make enhancements to other related sections in a filing

• See Deloitte Heads Up for additional information

SEC requests comments on Regulation S-X

http://www.iasplus.com/en-us/publications/us/heads-up/2015/issue-35
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SEC review process 

About 9,000 registrants 

• Focus on 2,500 registrants that comprise 98% of market cap

All issuers reviewed at least 1 out of every three years

Percentage of issuers reviewed:

Continuous reviews of large financial services registrants

Use of data analytics in the review of filings 

Staff is listening to analyst/earnings calls, reviewing press releases and 
websites and issuing comments 

Comments are posted to EDGAR 20 days after completion of review (was 45 
days)

FY08 FY09 FY10 FY11 FY12 FY13
38% 40% 44% 48% 48% 52%
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“In arriving at Funds from operations, you start with Net income attributable to 
common shareholders. As a result, it appears Funds from operations is actually 
Funds from operations attributable to just common stockholders instead of all 
equity shareholders. In future periodic filings please re-title “Funds from operations” 
to the more appropriate “Funds from operations attributable to common 
shareholders”.”

“In future filings, please revise your disclosure to identify the line item “FFO” as 
“FFO – attributable to [the Company]”.”

“Please tell us the nature of the line item ‘Adjustment from consolidated affiliates’ in 
your FFO reconciliation.  Additionally, please tell us how this adjustment is 
consistent with NAREIT defined FFO.”

“It appears that the measure you refer to as FFO is FFO attributable to common 
stockholders. In future periodic filings, please revise your disclosure to refer to this 
measure as FFO attributable to common stockholders. Additionally, please revise 
future periodic filings to clarify…the nature of the adjustment “reconciling items 
related to noncontrolling interests.””

A flood of FFO comments
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• SEC staff has indicated that there are variations in the securities to which the 
reported FFO is applicable (e.g. all equity securities, all common shares, etc.).

• Particularly important in the GAAP earnings to NAREIT-defined FFO 
reconciliation. 

• Following are examples that help illustrate transparent labeling vs. labeling that 
lacks transparency:

A flood of FFO comments – NAREIT’s perspective

Illustration I - Transparent

GAAP Net Earnings Applicable to Common Shares $8,000
Add Back Real Estate Depreciation 4,000
NAREIT FFO Applicable to Common Shares $12,000

Illustration II - Lacks Transparency
GAAP Net Earnings *$8,000
Add Back Real Estate Depreciation 4,000
NAREIT FFO *$12,000
*amount is applicable to common shares, but not labeled "applicable to common shares"
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“We note your use of FFO and NOI in your earnings releases and 
presentations. Please tell us if you consider these measures to be key 
performance indicators. To the extent these measures are considered to be 
key performance measures, in future filings please include the measures as 
well as the required disclosure in accordance with Item 10(e).”

Inconsistencies between earnings release and filings
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“Please tell us how you complied with Rule 12-28 of Regulation S-X, or tell 
us how you determined it was not necessary to disclose the aggregate 
cost for Federal income tax purposes of your real estate assets.”

Schedule III – cost for federal income tax purposes
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“You disclose that you capitalized internal leasing related costs. Please tell 
us the amount of internal costs you capitalize to deferred leasing costs and 
real estate investments for all periods presented.”

Capitalized leasing costs
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“Please note that the accounting policy notes in the financial statements 
should generally describe the method you use to apply an accounting 
principle; whereas the discussion in Management’s Discussion and 
Analysis…should present your analysis of the uncertainties involved in 
applying a principle at a given time or the variability that is reasonably 
likely to result from its application over time.”

Accounting policy footnotes vs. MD&A
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Deloitte publications and resources

• Subscribe to free publications:
−Heads Up – periodic updates of accounting developments
−Accounting Roundup – monthly summary of standard-setting and 

regulatory projects
−Roadmap – interpretive accounting manual on particular accounting 

topics
−Numerous other publications at www.deloitte.com/us/subscriptions

• Register to receive notifications for free Dbriefs webcasts 
(eligible for CPE)
−Register at www.deloitte.com/us/dbriefs

• Subscribe to our online library of accounting and financial disclosure 
literature (Technical Library: The Deloitte Accounting Research Tool)
− See more information at www.deloitte.com/us/techlibrary

http://www.deloitte.com/us/subscriptions
http://www.deloitte.com/us/dbriefs
http://www.deloitte.com/us/techlibrary
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A landscape for change: 
Transforming for the future
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Tax Agenda

• Legislative Update

• Proposed Regulations - Disguised Payments for Services

• A Recent Case – Investor/Dealer

• New Tax Return Due Dates

• New IRS Partnership Audit Rules

• Proliferation of REITs



Legislative Update
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Legislative Update
Addressing Expired Tax Provisions for 2015

• One year ago, tax incentives retroactively extended for 2014 only
− Expired again January 1, 2015, including 15-year recovery period for 

leasehold improvements, bonus depreciation, S corp./ REIT built-in gain 
period, among many others.

• What is the scenario for 2015, 2016 and beyond?
− Actions to resolve and pass extenders, including making certain provisions 

permanent were pending as of this writing. 
− On December 7, 2015, House Ways and Means produced the proposed Tax 

Increase Prevention and Real Estate Investment Act(TIPREIA) for further 
consideration by congress.
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Legislative Update - continued
FIRPTA Reform Pending

• Senate Finance Committee approved FIRPTA changes in February 
− Increase from 5 to 10 percent the amount a foreign investor can invest in a 

publicly traded REIT before being subject to FIRPTA
− Partially offset by increasing the general rate of withholding tax for foreign 

dispositions of US real property interests from 10 to 15 percent 

• Ways and Means Committee members introduced similar proposals and added 
exemption for foreign pensions

• Bipartisan support for FIRPTA reform is significant, but will it find the right 
legislative vehicle?

• Some have urged that these provisions be included in extenders provisions, 
and they were included in the TIPREIA bill.
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Addressing Tax Provisions Expiring in  2015

Tax Increase Prevention and Real Estate Investment 
Act (TIPREIA)

• Tax incentives extended through 2016
• 15-year recovery period for qualified leasehold improvements
• Bonus Depreciation (50%)
− Includes qualified leasehold improvements

• Sec. 179 property expensing limitation
• Holding period for S-corporation and REIT built-in gains tax is five years for 

sale of assets in 2015 and 2016
• State and local general sales tax deduction
• Research and development (R&D) tax credit
• Work Opportunity Tax Credit
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Provisions Related to Real Estate Investment Trusts

Tax Increase Prevention and Real Estate Investment 
Act (TIPREIA)

• REIT spinoffs subject to restrictions in order to qualify as tax-free
− REIT conversions are not effected, nor is the acquisition of C corporation by 

REIT

• Rents based upon a percentage of sales are no longer considered rents from 
real property if:
− Rents are from single tenant that is also a C corporation, and rents from 

that tenant make up more than 25% of the aggregate amount of rent and 
interest based upon a percentage of sales

− Does not apply when C corporation is a TRS of the REIT

• TRS securities cannot exceed 20% of the value of a REIT’s assets for tax years 
beginning after 2017

• Repeals preferential dividend rules for publicly offered REITs for tax years 
beginning after 2014. Applies to listed and public non traded REITs)
− Other reasonable cause remedies available for non-publicly offered REITs
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Legislative Update - continued
International Only Reform – How Did We Get Here?

• White House has made clear that comprehensive tax reform is off the table, 
which means revenue offsets such as carried interest are also likely off the 
table until after the next presidential election

• “Business only” tax reform is difficult to attain politically as it does not address 
passthroughs

• Tax writing committee staff look at continued inversion transactions, foreign 
acquisitions of U.S. based companies and the OECD BEPS process as 
evidence that international tax rules should be addressed sooner rather than 
later
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2016 Presidential Politics Taking Center Stage 

Sanders

• Repeal 
deferral

• Per-
country 
FTC

Clinton

• Increase 
progressivity

• Tax carried 
interests as 
ordinary 

• Increase 
capital gains 
on short-term 
investments

• Impose bank 
fee

• Financial 
transactions 
tax

Bush

• 28% / 
20% top 
ind./corp. 
rates

• Internation
al reforms

• Full 
expensing

• Disallow 
deduction 
for interest

• Cap 
itemized 
deduction
s

• Tax 
carried 
interest as 
ordinary

Rubio

• 35% / 
25% top 
ind./ corp. 
rates

• Eliminate 
tax on 
investmen
t income

• Disallow 
deduction 
for interest

• Full 
expensing

• Territorial 
system 

Christie

• 28% / 
25% top 
ind./corp. 
rates

• Stated 
goal of 
revenue 
neutrality

Huckabee

• National 
Sales Tax 
(“Fair Tax

Democrats Republicans

Paul, Cruz, Carson

• Flat Tax (Carson has suggested a 10% rate)

Kasich

• Lower 
corporate 
and 
individual 
rates

Trump

• 25% / 15% 
top 
ind./corp. 
rates

• Cap 
itemized 
deductions

• Tax carried 
interest as 
ordinary

• 15% 
corporate 
rate

• 10% 
deemed 
repatriation

• Phase-in 
cap on 
business 
interest 
expense 
deductibility 

Fiorina

• Few details 
to date  

• Calls for 
tax reform 
that 
simplifies 
the tax 
code

Reform the Income Tax Repeal & Replace the Income Tax

http://www.google.com/url?sa=i&rct=j&q=&esrc=s&source=images&cd=&cad=rja&uact=8&ved=0CAcQjRw&url=http://www.refusetoregain.com/2011/07/huckabee-eating-his-words-unfortunately-pancakes-too.html%20&ei=_RRSVYuWHIqYyAT2ooDwDA&bvm=bv.92885102,d.cGU&psig=AFQjCNFand-hMzy5FLhdFFJw6EKm85IM3A&ust=1431529028413019
http://www.google.com/url?sa=i&rct=j&q=&esrc=s&source=images&cd=&cad=rja&uact=8&ved=0CAcQjRw&url=http://www.refusetoregain.com/2011/07/huckabee-eating-his-words-unfortunately-pancakes-too.html%20&ei=_RRSVYuWHIqYyAT2ooDwDA&bvm=bv.92885102,d.cGU&psig=AFQjCNFand-hMzy5FLhdFFJw6EKm85IM3A&ust=1431529028413019
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Tax Reform--What Real Estate Might Worry About

• Carried Interest

• Interest Expense Generally

• Mortgage Interest

• Depreciable lives

• Like Kind Exchanges

• Capital Gains—rate and required holding period

• REIT status and/or conversion 



Proposed Regulations -
Disguised Payments for 
Services 
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• On July 23, 2015, proposed regulations were published that treat certain 
arrangements, including some management fee waiver arrangements, as 
payments by partnerships for services.

• Management fee waiver agreements are primarily used in private equity.

• Manager (which may or may not also be a partner) agrees to forgo fees for 
services, and the manager or an affiliate (sometimes the general partner, but not 
always) receives a share of future partnership income and gains equal to the 
waived fees.

Management Fee Waiver Arrangements
Disguised Payments for Services
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Significant entrepreneurial risk (facts and circumstances 
presumption)

The service provider holds, or is expected to hold, a 
transitory partnership interest or a partnership interest for 
only a short duration.

The service provider receives an allocation and distribution 
in a time frame comparable to the time frame that a non-
partner service provider would typically receive payment.

Is the Arrangement Properly Characterized as a 
Payment for Services? 
Disguised Payments for Services – continued

Presenter
Presentation Notes
There are five facts and circumstances that create a presumption that an arrangement lacks significant entrepreneurial risk and will be treated as a disguised payment for services unless other facts and circumstances establish the presence of significant entrepreneurial risk by clear and convincing evidence:Capped allocations of partnership income if the cap is reasonably expected to apply in most years;An allocation for one or more years under which the service provider’s share of income is reasonably certain;An allocation of gross income;An allocation (under a formula or otherwise) that is predominantly fixed in amount, is reasonably determinable under all the facts and circumstances, or is designed to assure that sufficient net profits are highly likely to be available to make the allocation to the service provider (e.g., if the partnership agreement provides for an allocation of net profits from specific transactions or accounting periods and this allocation does not depend on the long-term future success of the enterprise); orAn arrangement in which a service provider waives its right to receive payment for the future performance of services in a manner that is non-binding or fails to timely notify the partnership and its partners of the waiver and its terms.



93 2015 Real Estate Industry Update — A landscape for change: Transforming for the future Copyright © 2015 Deloitte Development LLC. All rights reserved.

The service provider became a partner primarily to obtain tax benefits that 
would not have been available if the services were rendered to the partnership 
in a third party capacity.

The value of the service provider’s interest in general and continuing partnership 
profits is small in relation to the allocation and distribution.

The arrangement provides for different allocations or distributions with respect to 
different services received, the services are provided either by one person or by 
persons that are related under sections 707(b) or 267(b), and the terms of the 
differing allocations or distributions are subject to levels of entrepreneurial risk 
that vary significantly.

Is the Arrangement Properly Characterized as a 
Payment for Services?
Disguised Payments for Services – continued
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• Carried interests / profits interests

• LTIPs

- Key question – what is the level of entrepreneurial risk assumed by the service 
provider / partner?

- First example in regulations details services provided to a real estate partnership.  
Due to the lack of entrepreneurial risk, the service provider / partner’s share of 
partnership income is considered a payment for services.

Impact to Real Estate Industry
Disguised Payments for Services – continued



A Recent Case –
Investor/Dealer
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• 2015 Tax Court Memorandum case— Fargo v. Commissioner
• Selected facts
− Land leasehold and medical building originally acquired in 1988, reorganized in 1991
− Original plan was residential development and sale; development activity, consisting 

primarily of “soft” costs, was sporadic  through life of project
− Medical building leased continuously until sale in 2002
− No active and continuous sales efforts
− Unsolicited offer from buyer

• Decision was that taxpayer’s primary intent to develop and sell never changed 
despite rental activity for at least 10 years. Gain was ordinary.  Analysis may be 
challenged based on these facts

• Key takeaway—unambiguous documentation of intent upon acquisition, during 
holding period and at point of sale are important
− Tax return presentation, financial statement presentation, investment committee and 

board minutes, etc.

A Recent Case – Investor/Dealer



New Tax Return Due 
Dates
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New Tax Return Due Dates

Effective for taxable years beginning 
before Dec. 31, 2015

Effective for taxable years beginning 
after Dec. 31, 2015

Original Extended Original Extended

Form 1065 April 15 Sept. 15 March 15 Sept. 15

Form 1120-S March 15 Sept. 15 March 15 Sept. 15

Form 1120-REIT & 
Form 1120

March 15 Sept. 15 April 15 Sept. 15; 
Oct. 15 for taxable 
years beginning 

after Dec. 31, 2025

Form 1041 April 15 Sept. 15 April 15 Sept. 30

Form 990 May 15 Aug.15/Nov. 15 May 15 Nov. 15

FBARs June 30 Not Available April 15 Oct. 15

• Enacted by H.R. 3236, the Surface Transportation and Veterans Health Care Choice Improvement Act of 2015



New IRS Partnership 
Audit Rules
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• Historical approach to IRS partnership audits 
− Partnership items reviewed at the partnership level
− Adjustments passed out to partners
− Partners required to amend prior year returns for any adjustments
− TEFRA partnerships - IRS automatically pushed out changes to partners’ prior year 

returns for certain partnerships with more than 10 partners 
− Electing Large Partnerships – adjustment items went to current partners

• New approach to IRS partnerships audits 
− Partnership items reviewed at the partnership level
− Tax penalties and interest computed and assessed at the partnership level unless 

electing out
− Tax computed at highest marginal rate
− Reductions in assessed tax for tax exempt partners, tax rate adjustments for character 

of income

Changes to IRS Audits of Partnerships
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• Electing Out 
− Certain partnerships with 100 or fewer partners may elect out of the new rules entirely

• Alternative approach 
− Partnership may elect to pass out the adjustments to the partners
− Partners remit the additional tax, penalties and interest with the return for the year in 

which they receive the adjustment (versus the year under review).

• Effective Date
− Effective for tax years beginning after December 31, 2017.
− Partnership may elect to apply rules for any tax year beginning after the date of 

enactment (November 2, 2015)

• Other
− Partnership identifies designated representative, partner or non-partner, who has broad 

power to resolve partnership audit and resolution is binding on all partners.
− Partners are not subject to joint and several liability for liabilities determined at 

partnership level.

Changes to IRS Audits of Partnerships (Continued)



Proliferation of REITs
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Proliferation of REITs

• REITs increasing –
− Number of publicly traded REITs has increased almost 24% since 2012 

− Market cap of all REITs approaching $1 trillion

− REITs own approximately $2 trillion of commercial real estate assets*

• Drivers
− International investors
 Sale of shares of domestically controlled REITs not subject to US tax

− Non-traditional REITs
 Organic business transformed to REIT format with no tax burden

− Companies spinning off real estate into REIT
 Establish a “yieldco” that leases real estate to operating company

*www.reit.com/data-research/data/industry-snapshot

http://www.reit.com/data-research/data/industry-snapshot
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About this presentation

This presentation contains general information only and Deloitte is not, by means of this presentation, rendering accounting,
business, financial, investment, legal, tax, or other  professional advice or services. This presentation is not a substitute for 
such professional  advice or services, nor should it be used as a basis for any decision or action that may affect your 
business. Before making any decision or taking any action that may affect your business, you should consult a qualified 
professional advisor. Deloitte shall not be responsible for any loss sustained by any person who relies on this presentation. 
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