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Current Issues in Consolidation Policy in Wake of Enron

Roman L. Weil
Graduate School of Business // University of Chicago

Why has the FASB taken so long to get the rules on consolidations?

Imagine a parent company such as General Electric, who owns 100 percent of the shares
of a subsidiary, which collects accounts receivables. Let’s call the sub GE Collection
Services [GECS]. The subsidiary purchases GE’s receivables, then attempts to collect
the cash from those who owe. Collecting receivables is a specialized business, in which
the subsidiary has developed experience and expertise.

GE formed GECS by contributing $2,000 cash to GECS for its comumon shares. GE
sends to GECS accounts receivable, which GE has recorded for $8,100. GE transfers
debt with book value of $8,000 to GECS. GE records a loss or expense of $100—the
equivalent of the fee it pays to GECS for doing the collection work.

GECS is now in business with $2,000 cash, $8,000 of receivables, $8,000 of debt, and
$2.000 of owners’ equity, contributed by GE.  If the collections are so low that GECS
cannot pay off the $8,000 of debt with those collections, then it exhausts the $2,000 of
cash, and still cannot pay off all the debt, then GE has promised to make good the
difference.

Now, think about GE’s financial statements. The parent company has shed from its
balance sheet $8,100 of assets and $8,000 of debt, while recording expense of $100. This
will improve GE parent company’s debt/equity ratio, making it look less leveraged,
having new debt capacity.

But the transfers to GECS are to a company that GE controls and owns, so GE will pre-
pare consolidated financial statsments, in which GE shows the receivables of the sub, the
debt, even though transferred to the sub, and will eliminate the collection expense. The
consolidated statements will show the economic entity as though there had been no sub-
sidiary at all. Tt’s all one economic entity which GE owns and controls.

Sidebar on Special Purpose Entities. If GE were able to persuade some other
company to contribule the §2,000 cash to GECS for its ownership shares and take
on the risks of paying for debt service shortfalls and, in return, reap the profits
Jrom efficient collection activities, we would no longer call GECS a subsidiary of
GE, but could cqll it a Special Purpose Entity [SPE], formed by GE, but not part
of GE. This illustrates an SPE, but does not give a comprehensive definition, nor
an exhaustive list of SPE types.

Now, let’s complicate matters. Suppose, instead, that Xerox Corporation acquires 40

percent of GECS for $800 cash. GE owns 60 percent of GECS and Xerox owns 40
percent, GE transfers $4,800 of debt and receivables with book value of $4,860, both 60
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percent of the numbers in the example above. Xerox transfers $3,200 of debt and $3,240
of its receivables to GECS, both 40 percent of the numbers above. Xerox and GE each
separately agree to make good, with cash payments, any shortfall in debt service pay-
ments GECS suffers because collections on the receivables it sold to GECS and its cash
contribution cannot cover debt service requirements. [This exact fact pattern is unlikely
1o occur, but I use it to isolate the issues.]

Now, think about GE’s financial statements. GE owns a controlling interest in GECS.
Suppose you want to know how well GE's management has done with the assets entrust-
ed to it. What should we show on GE’s consolidated financial balance sheet to help you
answer that question? GE must show all the assets of GECS and all of the debt. Tts
equities will show a Minority Interest in Ownership of consolidated subsidiaries, Xetox's
share. GE controls all the assets and we show all those assets under GE’s management
control. This is current GAAP.

What about Xerox’s financial statements? It has shed assets and debt from its balance
sheet. Tts 40-percent ownership share gives it, Jet’s assume, not control, but significant
influence, over the operations of GECS.

What do you want Xerox’s balance sheet to show? If you focus on control, then you
don’t need to see these receivables and debt, because Xerox has relinquished control of
the assets to the management of GECS, controlled by GE. Xerox can [and does under
current GAAP] show just its investment in the equity of GECS of $800; in addition, its
notes will disclose the contingent oblipation to make good on GECS’s debt service pay-
ments in the unlikely event that GECS has to make a cash call on Xerox because collec-
tions plus cash contribution cannot cover 40 percent of GECS's debt service payments.

Now, here’s the punch line. Suppose you focus on, not control, but debt capacity—the
ability to borrow. Xerox has not increased its ability to borrow by transferring its
receivables and debt to GECS. If we want to know about the debt capacity of Xerox, we
want to know about that old debt, which Xerox has guaranteed. We can see that debt on
Xerox’s balance sheet only if Xerox consolidates its portion of GECS. Our jargon calis
that proportional consolidation, which is currently not part of GAAP.

Think about GE again. If you’re interested in its debt capacity, do you want to see the
consolidated financial statements witl 100 percent of GECS’s debt or proportional
consolidated financial statements with only 60 percent of GECS’s debt? I think 60
percent is the right answer.

Accounting rule makers and financial statement users have not agreed at this level of
detail on the purpose—report on stewardship or report on debt capacity—of financial
reporting in consolidated statements.

[1] Stewardship. If we want to know how well has management done with the assets
under its control, we like to see consolidated statements, consolidating all of majotity
owned subs.
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[2] Debt Capacity. If we want to know about the current leverage of the company, then
we'd Jike to see proportional consolidated statements.

No one set of financial statements suits both purposes. The FASB has wrestled with
these and related, murkier questions [e.g., when does control become more important
than ownership in deciding when to consolidate?] for over a decade and hasn’t come to
an answer in part because no one answer will satisfy all users. It has to make a judgment
and various users pound the table equally hard.

Given the proclivity of managements over the past several decades to get debt off the bal-
ance sheet, I'd vote for proportional consolidation.  You can be a reasonable person and
disagree. But unless you agree and help us get proportional consolidation, we won'’t see

all a company’s [think Enron’s] transactions that lower its debt capacity on its balance
sheet.
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I. BACKGROUND: ENRON AND SPECIAL PURPOSE ENTITIES

During the late 1990s, Enron grew rapidly and moved into areas it believed fit its
basic buginess plan: buy or develop an asset, such as a pipeline or power plant, and then
expand it by building a wholesale or retail business around the asset. During the period
from 1996 to 1998, we are told, approximately 60% of Enron’s earnings were generated
from businesses in which Enron was not engaged ten years earlier, and some 30% to 40%

were generated from businesses in which Enron was not engaged five years earlier.

Much of this growth involved large initial capital investments that were not
expected to generate significant earnings or cash flow in the short term. While Enron
believed these investments would be beneficial over a period of time, they placed
immediate pressure on Enron’s balance sheet. Enron already had a substantial debt load.
Funding the new investments by issuing additional debt was unattractive because cash
flow in the early years would be insufficient to service that debt and would place pressure
on Enron’s credit ratings. Maintaining Etron’s credit ratings at investment grade was
vital to the conduct of its energy trading business. Alternatively, funding the investments
by issuing additional equity was also unattractive because the earningg in the early years

would be insufficient to avoid “dilution”-—that is, reducing earnings per share.

One perceived solution to this finance problem was to find outside investors
willing to enter into arrangements that would enable Enron to retain those risks it
believed it could manage effectively, and the related rewards. These joint investments
typically were structured as separate entities to which Enron and other investors

contributed assets or other consideration. These entities could borrow directly from
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outside lenders, ailthough in many cases a guaranty or other form of credit support was

required from Enron.

Enron’s treatment of the entities for financial statement purposes was subject to
accounting rules that determine whether the entity should be consolidated in its entirety
(including all of its assets and liabilities) into Enron’s balance sheet, or should instead be
treated as an investment by Enron. Enron management preferred the latter treatment—
known as “off-balance-sheet”—because it would enable Enron to present itself more
attractively as measured by the ratios favored by Wall Street analysts and rating agencies.
Enron engaged in numerous transactions structured in ways that resulted in off-balance-
sheet treatment, Sotne were joint ventures. Others were structured as a velicle known as
a “special purpose entity” or “special purpose vehicle” (referred to as an “SPE” in this

Repaort). Some involved both,

From the early 19905 through 2001, we understand that Enron used SPEs in rnany

~ aspects of its business. We have been told that these included: synthetic lease

transactions, which involved the sale to an SPE of an asset and lease back of that asset
(such as Enron's headquatters building in Houston); sales to SPEs of “financial assets” (a
debt or equity interest owned by Enron); sales to merchant “hedging’” SPEs of Enron
stock and conftracts to receive Enron stock; and transfers of other assets to entities that

have limited outside equity.

There is no generally accepted definition of SPEs to distinguish them from other
legal entities, although the staff of the Financial Accounting Standards Board (“FASBE™)

has used the concept of entities whose activities and powers are significanily limited by
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their charter or other contractual arrangement. An SPE may take any legal form,
including a corporation, partnership, or trust. At the margin, it may be difficult to
determine whether an entity is or is not an SPE; key considerations in the accounting
literature include how long the entity is intended to be in existence, and the restrictions

placed on its activities. }

The accounting literature provides only limited giidance concerning when an SPE
should be consolidated with its sponsor for financial statement purposes. Much of the
literature developed in the context of synthetic lease transactions, in which an SPE
acquires property or equipment and leases it to a single lessee. The accounting objective
of these lease transactions was to finance the acquisition of an asset while keeping the
corresponding debt off of the acquiring company’s balance sheet, SPEs later came to be
used in other non-leasing transactions, largely to obtain similar accounting results. Over
time, in part because of SEC staff concerns that there was no standard practice in dealing
with the consolidation of SPEs, the FASB Emerging Issues Task Force released several
staternents attempting to clarify the relevant principles. By the late 1990s, several

generally recognized consolidation principles had been established.

To begin, “[t]here ig a presumption that consolidated statements are more
meaningtul than separate statemnents and that they are usually necessary for a fair
presentation when one of the companies in the group directly or indirectly has a
controlling financial interest in the other compamies . . . ." FASB, Accounting Research
Bulletin No. 51, Consolidated Financial Statements (1959). Ordinarily, the majority
holder of a class of equity funded by independent third parties should consolidate

(assuming the equity meets certain ¢criteria dealing with size, ability to exercise control,

-38 -

dsn odFedTq) JO ATU) BSF0 0L £LL XVd 6591

e/ 8n/80



eT0@

and exposure to risk and rewards). If there is no independent equity, or if the
independent equity fails to meet the ¢riteria, then the presumption is that the transferor of

agsets to the SPE or its sponsor should consolidate the SPE.

This presumption in favor of consolidation can be overcome only if two

conditions are met;

First, an independent owner or owners of the SPE must make a substantive capital
investment in the SPE, and that investment must have substantive risks and rewards of
ownership during the entire term of the transaction. Where there is only 2 nominal
outside capital investment, or where the initial investment is withdrawn early, then the
SPE should be consolidated. The SEC staff has taken the position that 3% of total capital
is the minimum acceptable investment for the substantive residual capital, but that the
appropriate level for any particular SPE depends on various facts and circumstances.
Distributions reducing the equity below the minimum require the independent owner to
make an additional investment. Investments are not at risk if supported by a letter of

credit or other form of gnaranty on the initial investment or a guaranteed return.

Second, the independent owner must exercise control over the SPE to avoid
consolidation. This is a subjective standard. Control is not determined solely by
reference to majority ownership or day-to-day operation of the venture, but instead
depends on the relative rights of investors. Accountants often look to accounting

literature on partnership control rights for guidance in making this evaluation.

Of the many SPEs utilized by Enron over the past several years, some were

involved in the transactions between Enron and related parties that are the subject of this
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Report. We have only looked at these SPEs. The unconsolidated SPEs involved in
Enron’s related-party transactions present issues on both aspects of the non-consolidation
test: whether any outside investor had more than 3% residual capital at risk in the
entities, and whether any investor other than Enron exercised sufficient control over the
entities to justify non-consolidation. We discuss these issues below in connection with

specific entities and transactions.
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IL CHEWCO

Chewco Investments L.P. is a limited partmership formed in 1997. Transactions
between Enron and Chewco are a prologue for Enron’s later dealings with the LTM
parmerships. Chewco is, to our knowledge, the first time Enron’s Finance group (under
Fastow) used an SPE run by an Enron employee to keep a significant investment

parinership outside of Enron’s consolidated financial statements.

Enron’s dealings with Cheweo raise many of the same accounting and corporate
povernance issues posed by the LIM ransactions we discuss below. Like the LIM
partnerships, Chewco’s ownership structure was a mystery to most Enron employees,
including many who dealt with Chewco on behalf of Enron. Like 1.JM, the tranzactions
between Enron and Chewco resulted in a financial windfall to an Enron employee. Some
of this financial benefit resulted from transactions that make little apparent economic or
business sense from Enron’s perspective. But there is also an important distinction: The
participation of an Enron employee as a principal of Chewco appears to have been

accomplished without any presentation to, or approval by, Enron’s Board of Directors.

Chewca played a central role in Enron’s November 2001 decision to restate its
prior period financial statements. In order to achieve the off-balance sheet treatment that
Enron desired for an investment partnership, Chewco (which was a limited partmer in the
partnership) was required to satisfy the accounting requirements for a non-¢consolidated
SPE, including having a mimimam of 3% equity at risk provided by outside investors.
But Enrlon Management and Chewco’s general partner could not locate third parties

willing to invest in the entity. Instead, they created a financing structure for Chewco
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that—on 1ts face—fell at least $6.6 million (or more than 50%) short of the required
third-party equity. Despite this shorifall, Enron accounted for Chewco as if it were an

unconsolidated SPE from 1997 through March 2001.

We do not know why this happened. Enron had every incentive to ensure that
Chewco met the requirements for non-consolidation. It is reasonable to assume that
Enron employees, if motivated solely to protect Bnron’s interests, would have taken the
necessary steps to ensure that Chewco had adequate outside equity. Unfortunately,
several of the principal participants in the transaction declined to be imterviewed or
otherwise to provide information to us. For this reason, we have been unable to
determine whether Chewco’s failure to qualify for non-consolidation resulted from bad
judgment or negligence, or whether it was caused by Enron employees putting their own

economic or personal interests ahead of their obligations to Enron.

When the Chewco transaction was reviewed closely in late October and early
November 2001, both Enron and Andersen concluded that Chewco was an SPE without
sufficient outside equity, and that it should have been consolidated into Enron’s financial
statements. As a result, Enron armounced in November that it would restate its prior
period financial statements from 1997 through 2001. The retroactive consolidation of
Chewco—and the investment partnership in which Chewco was a limited partmer—had a
huge impact. It decreased Enron’s reported net income by $28 million (out of $105
million total) in 1997, by $133 million (out of $703 million total) in 1998, by $153
million (out of $893 million total) in 1999, and by $91 million (out of $979 million total)
in 2000, It also increased Enron’s reported debt by $711 million in 1997, by $561

million in 1998, by $685 million in 1999, and by $628 million in 2000.
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EITF 90-15: Impact of Nonsubstantive Lessors, Residual
Value Guarantees, and Other Provisions in Leasing
Transactions

EITF 90-15 Dates Discussed
July 12, 1990; September 7, 1990; November 8, 1990; January 10, 1991; July 11, 1991

EITF 90-15 References

FASB Statement No. 13, Adccounting for Leases

FASE Staternent No. 23, Inception of the Lease

FASB Statement No. 29, Determining Contingent Rentals

FASB Statement No. 94, Consolidation of All Majority-Owned Subsidiaries

FASB Statement No. 98, dccounting for Leases: Sale-Leaseback Transactions Involving Real
Estate, Sales-Type Leases of Real Estate, Definition of the Lease Term, and Initial Direct
Costs of Direct Financing Leases

FASB Statement No. 125, dccounting for Transfers and Servicing of Financial Assets and
Extinguishments of Liabilities

FASB Interpretation No. 19, Lessee Guarantee of the Residual Value of Leased Property

SEC Staff Accounting Bulletin No. 57, Views concerning Accounting for Contingent Warrants in
Connection with Sales Agreements with Certain Major Customers

EITF 90-15 ISSUE

A company (lessee) enters into a lease that has been designed to qualify as an operating lease
under Statement 13, as amended; however, certain characteristics of the lease have raised
questions as to whether operating lease classification is appropriate:

1. Lessee residual value guarantees and participations in both risks and rewards associated with
ownership of the leased property

Purchase options

Special-purpose entity (SPE) lessor that lacks economic substance

Property constructed to lessee's specifications

Lease payments adjusted for final construction costs.

Pl

The issue is whether either operating lease treatment or another method of accounting is
appropriate for leases with all or some of the characteristics described above.

EITF 90-15 DISCUSSION

The Task Force reached a consensus that a lessee is required to consolidate a special-purpose
entity lessor when all of the following conditions exist:

1. Substantially all of the activities of the SPE involve assets that are to be leased to a single
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lessee
2. The expected substantive residual risks and substantially all the residual rewards of the
leased asset(s) and the obligation imposed by the undetlying debt of the SPE reside directly
or indirectly with the lessee through such means as
a. 'The lease agreement
b. A residual value guarantee through, for example, the assumption of first dollar of loss
provisions
¢. A puarantee of the SPE's debt
d. An option granting the Jessee a right to (1) purchase the leased asset at a fixed price or at
a defined price other than fair value determined at the date of exercise or (2) receive any
of the lessor's sales proceeds in excess of a stipulated amount
3. The owner(s) of record of the SPE has not made an initial substantive residual equity capital
investment that is at risk during the entire term of the lease.

If the above conditions exist, the assets, liabilities, results of operations, and cash flows of the
SPE should be consolidated in the lessee's financial statements. This conclusion should be
applied to SPEs that are established for both the construction and subsequent lease of an asset for
which the lease would meet the aforementioned conditions. In those cases, the consolidation by
the lessee should begin at the inception of the lease, as defined in Statement 13 and amended in
Statement 23, rather than the beginning of the lease term.

A lease coptaining the general characteristics described in the issue above that does not meet
conditions for consolidation noted above, may qualify for operating lease treatment. Fowever, it
was noted that it is necessary to evaluate the facts and circumstances of each lease in relation to
the requirements of Statement 13, as amended, to determine the appropriate lease classification.
In particular, the Task Force noted that determining the existence of an economic penalty that
results in reasonable assurance of the lessee's renewal of the lease beyond the initial lease term
must be assessed based on the facts and circumstances of each lease.

At the July 11, 1991 meeting, the Task Force Chairman announced that he had received a letter
from the acting Chief Accountant of the SEC outlining the SEC staff position on a number of

recent implementation questions relating to this issue. Those questions and the SEC staff
responses are as follows:

Question No. 1

Did the EITF consensus resolve the SEC staff's concerns with respect to the leasing transactions
discussed in various SEC staff announcements in EITF minutes?

Response

The SEC staff believes the consensus, along with appropriate disclosures, provides timely
guidance with respect to certain leasing transactions involving SPEs that were of the most
concern to the SEC staff. These included sale-leaseback transactions involving personal
property, real property when the property is built to the lessee's specifications, and property
meeting the specifications of the lessee that is purchased by the lessor.

All leasing transactions should be carefully analyzed, particularly those including any potential
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penalties or involving special-purpose property, in accordance with Statement 13, as amended.
Registrants’ disclosures should include a general description of the leasing arrangements as
required by @ paragraph 16(d) of Statement 13. The SEC staff believes such disclosures should
include the significant terms of leasing arrangements, including renewal or purchase options,
escalation clauses, obligations with respect to refinancing of the lessor's debt, significant
penalties (as defined in Statement 98), and the provisions of any significant guarantees, such as
residual value guarantees,

In addition, Financial Reporting Codification Section 501, Management’s Discussion and
Analysis, requires disclosure of any known demands, commitments, events, or uncertainties that
will result in or that are reasonably likely to have a material impact (or for which management
cannot make such determination) on the registrant's liquidity, capital resources, or income from
continuing operations or would cause reported financial information not to be indicative of future
operating results or of future financial condition. In addition, Article 5 of Regulation S-X
requires disclosure of all material cornmitments and contingent liabilities.

Question No, 2

Is the puidance in Issue 90-15 applicable to SPEs utilized in transactions other than those
specified in the consensus?

Response

The Working Group (which was specifically formed to work with the SEC staff to study this
issue and propose a consensus to the Task Force) only considered the SPE issue as it relates to
leasing transactions. These transactions may vary significantly from other types of SPE
transactions in structure and in terms of risks and rewards. Accordingly, the consensus did not
include nonleasing transactions in its scope.

The views expressed by the SEC staff at the February and May 1989 EITF meetings are still
applicable to SPE transactions other than those addressed by Issue 90-15. The SEC staff notes
that the conditions identified in Issue 90-15 are consistent with the views on SPEs previously
expressed by the SEC staff. The Issue 90-15 conditions focus on the risks and rewards and
substantive nature of the SPE, which are critical to consolidation. Accordingly, the conditions
set forth in Issue 90-15 may be useful in evaluating other transactions involving SPEs.

The SEC staff would expect to resolve these other nonleasing transactions on a case-by-case
approach. Consistent with SAB Topic 5K (SAB 57), the SEC staff recommends that registrants
discuss such unusual transactions with the SEC staff on a pre-filing basis.

Question No. 3

What is meant in the consensus by the term expected substantive residual risks? Does it mean
the 90 percent threshold specified in @ paragraph 7(d) of Statement 1372

What amount qualifies as a substantive residual equity capital investment (condition (3) of the
cOnsensus)?

Response
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In these transactions, the significant elements of management and control over the leased asset
generally are specified by contract when the lease is negotiated and the SPE is established.
Certain of these elements of management and control raise concerns on the part of the SEC staff
with respect to who possesses the risks and rewards of ownership of the leased asset. These
include elements such as a nonsubstantive lessor without equity at risk, a lessee who has the
abjlity to realize all appreciation and bears substantial risk of depreciation, and a lessee who acts
as the construction agent and selling agent and who is at more than nominal risk, In determining
if a registrant has substantive residual risks and rewards of the leased asset (condition (2) of the
consensus), the SEC staff would review a transaction to determine if the lessee has these or
similar elements of management and control. If the lessee would reasonably be expected to bear
the substantive residual risks and receive rewards due to such elements, the SEC staff would
consider condition (2) to be met. This would be a judgmental decision based on the specific facts
and circumstances of each transaction, and does not involve the 90 percent determination as set
forth in Statement 13.

The initial substantive residual equity investment should be comparable to that expected for a
substantive business involved in similar leasing transactions with similar risks and rewards. The

SEC staff understands from discussions with Working Group members that those members

elieve that 3 percent is the minimum acceptable investment. The SEC staff belicves a greater

vestment may be necessary depending on the facts and circumstances, including the credit risk
associated with the lessee and the market risk factors associated with the leased property. For
example, the cost of borrowed funds for the transaction might be indicative of the risk associated
with the transaction and whether an equity investment greater than 3 percent is needed.

As the consensus states, the investment should be at risk with respect to the leased asset for the
entire term of the lease. The investment would not be considered to be at risk, for example, if the
investor were provided a letter of credit or other form of guarantee on the initial investment or
return thereon. An investor note payable issued to the SPE would not qualify as an initial
substantive residual equity investment at risk. '

Question No. 4

If the initial substantive residual equity capital is reduced below the minirmum amount required
because of losses recorded by the SPE in accordance with generally accepted accounting
principles (GAAP), is the investor required to make an additional capital investment?

Response

The SEC staff understands that the Working Group discussed this question and concluded that
the answer is no.

Question No. 5

May the investor withdraw its initial minimum required equity investment prior to the expiration
of the lease term?

Response
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There may be circumstances in which an investor makes an investment in excess of the minimum
required equity investment. In those circumstances, the investor may withdraw its initial
mvestment in excess of the minimum required equity. However, the EITF included in condition
(3) of the consensus, a requirement that the initial minimum equity investment be at risk during
the entire term of the lease. Accordingly, that minimum amount could not be withdrawn either
directly or indirectly. The SEC staff understands that the Working Group believed that
transactions would include documentation that would enable the lessee to determine the lessor
had maintained its capital at risk.

Question No._ 6

If an SPE contained a building whose value increased such that the equity of the SPE increased
on an appraised fair value basis, could the investor withdraw its initial capital to the extent of the
increase in the fair value of the property?

Response

No. Condition (3) requires the initial investment to be at risk during the entire term of the lease.
As noted in Question 4 above, the minimum investment is not required to be increased for GAAP
losses and jt is not permitted to be withdrawn for appraisal increases.

Question No, 7
Does the consensus apply to previous transactions within its scope?

Response

EITF consensuses are applied on a prospective basis unless a consensus specifically addresses
transition. Aecordingly, the SEC staff believes the guidance in the consensus should be applied
on a prospective basis to the transactions within its scope.

The SEC staff has made various announcements regarding leasing transactions that have been
included in the EITF meeting minutes. These announcements focused on the same issues as the
conditions in Issue 90-15, but were more general in nature. Registrants should have followed the
guidance in the announcements and the SEC staff's prior position as set forth therein, when
filing financial statements that include material leasing transactions involving an SPE and that
were completed prior to January 10, 1991 (the date of the consensus).

Question No. 8

If a previously formed SPE has an existing lease in it and has not been consolidated (for
example, due to immateriality or because it would not have required comsolidation pursuant to
the SEC staff announcements or Issue 90-15), and if a new lease is put in the SPE so that the SPE
meets the conditions in Issue 90-15 for consolidation, can only the new lease be consolidated on
a pro rata basis? Since the SPE was formed prior to the consensus, is the SPE and any future
transactions it participates in grandfathered?

Response
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The SEC staff does not permit pro rata consolidation except in limited circumstances (those
specifically provided for in the authoritative literature), which do not include a leasing SPE.
Neither the SPE por its future transactions would be considered to be grandfathered, and
accordingly, the entire SPE should be consolidated on a prospective basis.

Question No. 9

May an existing nonsubstantive SPE become a substantive entity by having an investor put in
sufficient capital to meet condition (3) of the consensus and accordingly be unconsolidated?

Response

Yes. However, if an investor puts in additional capital, it may result in changes in the lease
terms, including perhaps the lease payments. The SEC staff believes a lease entered into with a
consolidated SPE, which is then unconsolidated when a substantive equity investment is made, is
analogous to a sale-leaseback transaction and results in a new lease that should be assessed
pursuant to the conditions of Issue 90-15 at the time the changes are made. The lessee would
also need to evaluate the lease in accordance with Statement 13, as amended, and Statement 98
for transactions within its scope.

The SEC staff would apply the same guidance when an existing nonsubstantive SPE enters into
significant substantive leases with other unrelated lessees accordingly no longer meets condition
(1) of the consensus.

EITF 9015 STATUS

A related issue was discussed in @Issue No. 96-20, "Impact of FASB Statement No. 125 on
Consolidation of Special-Purpose Entities." That Issue deals with whether the new
control/financial-components model introduced by Statement 125 has an effect on how the
existing guidance on consolidation of SPEs is applied in securitization transactions. See Issue
96-20 for details on the consensuses reached.

O Issue No. 96-21, "Implementation Issues in Accounting for Leasing Transactions invelving
Special-Purpose Entities," provides responses to several additional questions that relate
specifically to conditions (1) and (3) of Issue 90-15. The questions relate to the following issues:
multiple properties within a single SPE-lessor, multi-tiered SPE structures, payments made by
lessee prior to beginning of lease term, payments to equity owners of an SPE during the lease
term, fees paid to owners of record of an SPE, source of initial minimum equity investment,
equity capital at risk, payment to ownets of record of an SPE prior to the lease term, costs
incurred by lessee prior to entering into a lease agreement, and interest-only payments.

Another related issue was discussed in @ Issue No. 97-1, "Implementation Issues in Accounting
for Lease Transactions, including Those involving Special-Purpose Entities." The categories of
issues are: (1) environmental risk, (2) non-performance-related default covenants, and (3)
depreciation. Categories (1) and (2) apply to leasing transactions irrespective of whether the
lessor 1s an SPE. Category (3) applies when the lessor is an SPE. (See Issue 97-1 for detaﬂs of
the consensuses reached.)
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The off-the-balance sheet lease provides some significant advantages
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¢ Occupancy costs are lower than with a conventional lease. Further,
the real estate asset doesn't appear on the tenant's balance sheet
and no depreciation is charged against earnings for Securities and
Exchange Commission reporting purposes.

¢ The lease structure allows improvements to be depreciated for tax
purposes, thus providing the benefit of a tax shelter.

» For all practical purposes, the company controls the real estate and
at any time can exercise its option to buy the property at a
predetermined price. This is a far cry from traditional sale-
leaseback arrangements that include purchase options that set the
purchase price at the market value at the time the option is
exercised.

» Off-balance sheet leases do not include rental escalators based on
the consumer price index or percentage rent based on sales.

» The off-balance sheet lease can be funded 100 percent by debt, as
opposed to a conventional lease which is usually funded by at least
20 percent equity. For a lessee with strong credit, this can result in
an effective capitalization, or cap, rate of 1 percent to 2 percent
below that in a traditional sale-leaseback.

By far the biggest element of uncertainty surrounding the synthetic lease
arrangement is what happens at the end of the lease. The company has
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three options: It can buy the property at the pre-established fixed price,
roll over the lease or pay a penalty in the form of a substantial amount of
the original cost in supplemental rent to get out of the lease.

Clearly, the incentives on the lessee's part are to either buy the property
at the end of the lease or to refinance.

Problems arise if the company is on shakier financial ground at the end
of the lease than it was when the lease was created. Or worse yet, if the
real estate market is wealker than it was at the start of the lease, the
company will wind up paying a premium whether it re-leases or buys.

Yet another downside risk would be the possibility that the Internal
Revenue Service or the Financial Accounting Standards Board would
retract the ability to have an operating lease off the balance sheet while
at the same time deriving the tax benefits of depreciation.

Clearly, the synthetic lease isn't for everyone. The banks have to buy into
the business plan. It isn't the kind of lease that a biotech or software firm
just emerging from the home garage has the kind of leverage to pull off.

In fact, it helps if the company is already public because in some cases
the banks have been known to ask for collateral in the form of
marketable securities equal to the loan.

For some, the synthetic lease has resulted in significant cost savings.
Cisco Systems, for one, concluded its first deal when a standard lease in
San Jose was about $1 per square-foot a month. The synthetic structure
enabled it to get the space for 40 cents a square foot.

TOM ERLANDSON is a broker with the David Alexander Co., a
Seattle-based commercial real estate brokerage.

; Copyright 1998 American City Business Journals Inc.
1w Click for permission to reprint (PRC# 1.1659.105204)

& PrntableVersion | A Email Story

Subscribe | Book of Lists | Search | Sales Prospecting | Office Dapot

Morma  LatestNews  PrintEdifion  Marketplace  Sales Prospecting  Buziness Resources  Sepvices  Natwo
Puget Sound Business Journal email: seattlai@blz|ournals.com bizjournals.com Help?
User Agreement  Privacy Folicy
http://seattle.bizjournals.com/seattle/stories/1998/09/14/focus16.html 3/22/2002

Ge0@

dsn oIFgdTq) JO ATU[ BSF0 0L €LL XVd FE:-0T

¢/ C8/80



e oynthetc Lease: LHI-Dalance shectl Financing or keal Froperty Page 1 0of 19

WS

- L0 BHEEES  GRANGF POUHTY AN TIEGH AN ERENCISEN B EIAR ARIGATE  SAKTI DARRANS

¥ SHEPPARD MULLIN

SHEPPARD MINM LIN BICHTER & HAMPTON LLP

i Chinnt Updotes ]

Ariicles
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By James B. Hodge

I. INTRODUCTION

The synthetic lease (also known as an "off-balance-sheet lease," an "off-balanc
loan,"” or a "master lease") Is a financing structure used by many public compar
finance 100% of the cost of acquisition of certain real and personal property at
cost. It is a structure with a split personality -- it is accounted for as an aperatl
but treated for economic and tax purposes as a financing transaction, and It gel
favorable treatment in each case. As a result, it can satisfy a number of appare
inconsistent needs.

Real property and the debt and expense associated with it are usually undesiral
to the financial statements of a company. Under generally accepted accounting
("GAAP"), the "end-user" in a synthetlc lease transaction, that is, the entity tha
property and becomes the tenant, does not carry the asset or the debt on its fir
statements {making it off-balance sheet). Because neither the asset nar the det
assoclated with it Is carried on the balance sheet, the balance sheet is freed of
producing real estate asset and the burden of the attendant debt. The debt-to-e
and other financial ratios derived from the balance sheet are improved. The effe
to enhance the company’s borrowing capacity and its stock price. Few accountir
securities disclosures are required, Because the property does not appear on th
income staternant, for GAAP accounting purposes, nelther interest deductions n
depreciation are deducted from revenues. Rental payments are deducted, but t!
of those payments is lower than the sum of the items that are not included. The
the income statement is to increase reported earnings. This improves return on
return on assels and debi coverage ratios, and may also increase share price, €

the company is in an industry such as high technology, where share price is ser
price-earnings multiplier.

On the other hand, for tax__cash-flow, economic and operational purposes, the
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treats the transaction as if it has borrowed the funds necessary to purchase anc
the property, and as if it owns the property. It depreciates the property and tak
interest deduction for federal income tax purposes, instead of taking the rental

The effect is to Increase deductions, concomitantly to drive down taxable incom
liahility, and therefore to increase cash flow. In addition, the end-user gets full

development, construction, management and disposition of the property and th
econormic benefit of any appreciation of the property, advantages not usually a\
tenant.

As a third beneflt, the lease structure has many of the advantages of a so-calla
"structured financing," that is, a financing structure in which the real estate ass
separated from the bankruptcy risks of the owner—or the former owner—of the
This feature makes the transaction more atiractive to the capital markets and d
the total cost of the financing, which makes the synthetic lease one of the chea
of real estate financing. The rate may be two to three hundred basis points (the
three percentage points) lower than if the transaction were priced as a convent
pritne rates. One hundred percent of the cost of the project (including acquisitic
development and construction costs, soft costs and the cost of personal propert
acquisition) is financed, and often the lease payments are equal to interest-onh
on the amount financed. This all means increased income {which may increase

and better cash flow for the end-user. Because of the complexity and the struct
transaction costs, synthetic lease transactions are generally large. It is difficult

synthetic lease structure for an acquisition of less than $10 million, although as
professionals are becaming more familiar with synthetic leases, and more facile
structuring and documenting them, the transaction costs are declining. Tha syn
structure is not limited to the acquisition or construction of only one facility. At
can be structured for a number of different properties under the same financing
thereby driving down costs on a per-property basls and making feasible the lea:
expensive single properties. And in at least one transaction, a synthetic lease w
pravide nearly one-third of the financing for a $1.8 billion acquisition of one cor
another.2

The synthetic lease structure is approved by the Financial Accounting Standards
("FASB"),3 the group that sets the standards for the accounting industry, and b
Securities and Exchange Commission.4

There has been some concern regarding the status of the accounting treatment
synthetic leases, but the two most recent announcements of the FASB's Emergi
Tax Force ("EITF")S provide a safe harbor for the special purpose entity6 that p
the property and leases it to the end-user. This has given practitioners addition
and should significantly increase the volume of synthetic [ease transactions.

This article will describe the parties to the synthetic lease transaction, investiga
synthetic lease is structured in order to achieve its apparently inconsistent bene
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discuss what motivates the source of capital to structure a transaction as a synt
It finishes with a discussion of the risks of the structure to the parties and how
may be minimized.

II. HISTORICAL DEVELOPMENT OF THE SYNTHETIC LEASE

The synthetic lease was originally developed and used to finance heavy equipm
aircraft, railroad rolling stock and cargo vessels, This was its primary use throug
the 1980s. End-users have traditionally financed real estate by borrowing mone
repayment of which is secured by a mortgage or deed of trust in the property, ¢
leased their property in transactions that left them with little or none of the ben
owning the property. Along with the risk of nonpayment, the lander ar the [and|
real estate transactions bears all or a substantial portion of the risk of a decline
of the property. The lender alsn bears a significant risk in the event of bankrupt
borrower.

During and after the real estate recassion in the [ate 1980s and early 19905, se
happened. Perhaps most fundamentally, lenders, landlords and others in the ca
markets, hurt by drastic declines In the value of praperty, generally backed awz
amortization periods, nonrecourse financing and high loan-to-value ratios that v
customary in real estate transactions. Some withdrew from the commerclal real
market altogether, creahat would not burden the financial statement of the end
a reasonable cost. The synthetic lease, familiar to equipment lenders, provided
structure to eliminate the operational risk (such as increases in real estate oper
expenses and repairs and the risk of loss relating to building condemnation or ¢
and the residual risk (that is, the risk of a loss in the value of the property at th
financing term) inherant in real astate lending. It also met the need for corpora
borrowers to maintain attractive financial ratios and to increase stock value,

At the same tima, the suceassful move to securitize real estate and gain access
capital markets, which was spearheaded by the Resolution Trust Corparation, ir
capital available for real estate transactions that were properly structured. All o
factors combinad to make the synthetic lease structure an atiractive option for
astate industry.

III. THE PARTIES TO THE SYNTHETIC LEASE TRANSACTION

There are two central groups of players in synthetic lease transactions: tenants
users and capltal sources.

A. Tenant or End-User

Most tenants in synthetic lease transactions are publicly traded corporations, all
there is a growing move toward synthetic leases by companles that are intendir
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public as well, While for-profit companies have been the primary players in the
nonprofit companies are also beginning to appreciate the benefits of the structu
nearly all synthetic lease transactlons, the tenant is an "investment grade credi
been given a favorable credit rating by one of the four nationally known rating «

The end-user has a specific and identifiable real estate need and is willing to en
build-to-suit transaction. The end-user may also need equipment, fixtures or ot
property. The company typically is capable of managing the development of the
wants to finance as much of the cost of the project as possible, and would like t
the property. It also must be willing to accept a significant portion, if not all, of
going and residual risks of ownership.

Fast growing high technology companies are making significant use of the syntt
structure and have galned most of the public attention relating to synthetic leas
however, supermarket chains, financial institutions, health care providers, man
retailers, distributors and other less-exotic companies of all kinds also find the ¢
attractive.

B. Capital Sources

The other central players in the transaction are the capital sources. The synthet
structure requires a source of capital willing to fund the transaction on terms ar
conditions that differ from the traditional financing transaction. Most of the func
synthetic leases have come from commercial banks, who often fund the equity
debt through their subsidiaries. The balance of the funds are provided by the cz
markets. If the source of capltal is not an institutional lender, it will arrange the
negotiate for the credit support facility or provide the credit support facility Itsel
any commerclal paper that is issued, administer the program, and take a portio
residual value risk.

The capital source is looking for a transaction in which it can transfer a significa
if not all, of the residual risk of loss in value of the property to another party. T
income from the deal are not as large as they might be from a riskler or rore t
transaction. As a result, if the capital source is a lender it may look for a portior
compensation from fees charged to other Institutions with which It might share
from securitization of the structure. In addition, the capital source must be willi
assume some of the risks relating to recharacterization.8

C. Other Players

A synthetic lease transaction may include a broker, who has arranged the trans
a developer, who is responsible for development and servicing of the property.

IV. THE STRUCTURE OF THE SYNTHETIC LEASE
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The following diagrams of two possible transactions will provide a context for th
explanation of the synthetic lease that follows,

A. The SPE

The capital source, whether a lender, the underwriter or the developer, will in a
case form what is known as a "special purpose vehicle" or a "special purpose er
"SPE") to acquire the property, although in sorne simple transactions, the capit:
acquire the property directly, and occasionally a lender may use a leasing subsi
hold assets. The SPE's only function is to acquire, develop and construct the pre
lease it to the tenant, and its only capital is a minirmal equity contribution and b
funds. Its owners or beneficiaries have no obligation to provide additional capit:

The SPE (which may be a corporation, a limited partnership, a limited liability p
or a limited liabllity company, but is most often a grantor trust)s is a bankruptc
entity, the charter documents, organization, and ownership of which are design
it more difficult for it to seek bankruptcy protaction or be forced into bankrupto
the SPE and not the end-user that holds fee title to the property, the risk that t
bankruptcy of the end-user will affect the recourse of the lender and the risk th
will seek bankruptcy protection or be forced into bankruptecy are reduced, altho
eliminated. This is an important elemeant of the deal for the capital source and ¢
affacts both the structure and the pricing of the transaction.

The lender or a third party makes an equity investment in the SPE, which, for a
reasons discussed in Section V, below, is equal to 3% of the capital that it will r
the deal. This 3% equity investment usually carries a higher cost than the 97%
advanced by the lender, since, as equity, it is paid after the return of the debt f

B. Terms of Lease

At the beginning of the transaction, the SPE, as lessar, and the end-user, as les
noncancelable lease. Under the terms of the lease, the SPE agrees to acquire t
from a third party and to develop the facility according to the requirements of t
user.10 Most synthetic lease transactions involve the construction of tha impro
the project does require construction, the SPE, or a third party developer who ¢
with the end-user, builds the property to sult for the end-user. Often the transa
Includes the acquisition of equipment or other personal property as well. The lai
and the rent usually begin upan complation of the construction of the project, a
they may begin at the inception of the transaction. The lease term is shornancir
provide maximum security to the lender, and to shift as much of the risk of owr
including the residual risk of loss of value of the property that appears at the er
transaction, to the end-user, while still satisfying the accounting and tax rules r
give the transaction its beneficial treatment. As a result, the end-user also gets
all, of the benefits of ownership,
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The lease is triple net: the end-user pays the rent and all cost of operation and
management of the facility. In addition, the SPE and the lender shift most or all
of environmental conditions, damage, destruction and condemnation to the end
end-user has full responsibility for and the obligation to manage, maintain and
property.

Lease or rent payments usually begin when the project is completed and the en
makes rent payments to the SPE. The SPE uses the rent payments to pay the d
and other costs of the loan. Whatever the debt service and other costs are, the
is set to pay those amounts and is generally rno higher,

During the lease term, the end-user has some flexibility. At certain times during
of a floating-rate lease (and at the end of the lease term), the end-user may ex
term, subject to credit approval and the SPE’s extension of or recasting of the t
with the investors and the lender, In addition, the end-user may purchase the [
during the lease terrm for the unamortized portion of the funded cost and all otk
due under the lease, usually defined as 100% of the initial project cost. Alterna
certain times during the term of a floating-rate lease (and again at the end of tl
term), the end-user may refinance the property with a third party and terminat
This is done by assigning the end-user’s option to purchase the property to the

The end of the lease term creates a special situation. In most cases, the end-us
risk that the property may decline In value at the and of the term. But the tran:
residual risk must meet specific accounting guidelines.12 To fit those guidelines
of the lease give the end-user any one of the following options to be exercised ;
of the lease term:

(1) The end-user can elect to extend the term, subject to the end-user’s credit
and the ability of the end-user to extend or restructure the debt and equity trar
with the Investors and lenders,

(2) The end-user can purchase the property for the unamortized portion of the
and any accrued but unpaid interest on the outstanding loans and yield on the ¢
interests. Because, for accounting purposes, the purchase price cannot be a "be
sale,”13 an appraisal is required at the beglnning of the lease, stating that the «
purchase price is not a bargain price. The end-user generally finances the purct
borrowing from a third party.

(3) If the end-user does not extend the lease term or purchase the property, it
the property. The property is sold to a third party unaffiliated with the end-user
obligation. Often it is the end-user, as agent for the SPE, which is required to st
property and to bear all the costs of the sale. The end-user is obligated to pay ¢
that will give the lessor up to 85% of the "funded cost," that is, the amount still
lender after taking into account any amortization of the loan over its term, as "
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rent" to cover any loss to the SPE and the lender. 14 If the sale proceeds are me
enough to pay the funded cost, the end-user gets the excess, If the sale procee
enough to pay the funded cost, the end-user is required to make up the shortfa
amount not to exceed the contingent rent obligation, Sometimes the contingent
at the end of the lease term in advance of the sale, and any proceeds of sale nc¢
the lender and the SPE to repay the funded costs are paid to the end-user. The
rent is the end-user's capped guaranty to the SPE that the lender will receive p:
full regardless of the value of the property. There is always the risk that the sur
amortization during the term, plus the sale price of the property, plus the conti
of up to 85 percent of the original funded cost will not cover the obligations due
lender. However, this will only occur if there has been no amortization and the »
property has declined to 15 percent of Its original value, The lender still takes tl
risk that the end-user will not be able to make the lease payments or the contir
payments, but residual value insurance is available to cover even this minimal t

The result of this structure is that the lender has shifted the risk of loss to the e
The end-user takes the risk of decrease in value, but gets the benefit of any inc
value of the property from the time of the appraisal at the beginning of the leas

C. Financing Aspects
1. Pricing

To a large extent, the pricing of the financing depends upon the source of the fi
the structure of the transaction.

In some cases a single lender will lend all of the funds to the SPE. It may then s
syndicate a portion of the loan to other lenders. If the lender offers all of the ca
rent under the lease is usually equal to interest-only payments on the loan base
spread over a floating London Inter-Bank Offered Rate ("LIBOR") or a Treasury
spread will depend on the end-user’s credit rating. Based on that credit rating, -
user may be required to enhance the credit with same sort of surety bond, lette
or guaranty, or give the lender a security interest in the property and the lease,

The end-user may be able to get a fixed rate rather than a floating rate by ente
interest rate swap. This fixed rate will be higher as a function of the reduced ris
end-user. An investment grade end-user may get a spread of thirty to forty bas
above LIBOR. if the lender takes a security interest in the property, and a spreai
one hundred fifty basis points if the lender does not take a security interest and
solely on the end-user’s credit, The lender or broker may also charge an up-frol
fee, a fee incorporated into the lease rate for the residual value risk, and a fee |
administrative services. The pricing compares favorably to ravolving or other ty
straight corporate financing.
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2. Securitization

By using the SPE and creating a bankruptcy remote, or structured, borrower, tF
also can gain access to the capital markets, and the transaction can be securitiz
otherwise offered to a broader range of investors. This broader access makes [t
toes cormmercial paper backed up by a revolver facility and a bank letter of crec
construction phase of the project. Upon completion of the construction, the SPE
to finance the debt through the commerclal paper market. In other cases, the
the funds necessary to acquire and develop the property as provided in the leas
nonracourse basis, with a loan equal to the length of the term of the lease,

All of the costs of acquisition and all of the hard and soft costs of development
construction, plus the cost of any equipment, are funded by the capital sources,
property is usually delivered to the end-user at the time of completion of the pr

V. ACCOUNTING TREATMENT
A. Operating Lease Versus Capital Lease

The accounting for leases undar GAAP is based on the view that a lease transac
transfers substantially all of the benefits and risks of ownership should be accol
the acquisition of the asset and the incurrence of an obligation by the tenant, S
is characterized by the tenant as a "capital lease," This treatment requires that
and the obligation associated with it be carried on the balance sheet of the com
other cases the tenant should account for the lease as an "operating lease," or .
arrangement.17/

FASB No. 13 provides that if a particular lease meets any one of the followlng ¢
criteria, it is a capital lease:

(1) The lease transfers ownership of the property to the tenant by the end of th
term.

(2) The lease contains an option to purchase the leased property at a bargain p
synthetic lease [s structured to fail this and the pravious criterion by providing ¢
market-rate purchase price at the end of the lease term.

(3) The lease term is equal to or greater than 75 percent of the estimated econ
the leased property. The synthetic lease is structured to fail this test by limiting
the lease, usually to five to seven years, renawable under certain conditions.

(4) The present value of rental and other minimum lease payments equals or &
of the fair market value of the leased property. This test is failed by structuring
transaction so that the present value of the rental and ather minimum lease pa
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including the terminal residual payment due upon lease termination, is less thai
the fair market value of the real estate.18

If none of the four criteria is met, the tenant treats the lease as an operating le
affect of characterlzing the lease as an operating lease for accounting purposes
debt does not appear on the balance sheet (although the lease obligation does .
footnote in the financial statements). All lease payments appear on the income
as currently deductible operating expenses,19 Thus, if structured correctly, the
lease improves the end-user's return on equity, return on assets, and debt cove

B. Consolldated Income Statement and Balance Sheet

There are two other concerns that must be addrassed from an accounting point
a synthetic lease. Under certain facts, the end-user and the lessor must consoli
combine) theair income statements and their balance sheets for GAAP reporting
This would eliminate the off-balance sheet advantage of the transaction to the t
question here is whether the SPE lacks economic substance, and is therefore nc
entity from the end-user for accounting purposes.

The EITF has Issued guidelines that apply to leasing transactions in which an SF
leszor. Under the guidelines, a tenant should consolidate its income statement :
sheet with the SPE when each of the following tests is met:

(1) Substantially all of the activities of the SPE involve assets that are leased to
tenant. This test is passed in virtually every synthetic lease transaction.

(2) The expected residual risks and rewards of the leased assets and the obliga
imposed by the underlying debt of the SPE rest on the tenant. This test is also :
passed.

(3) The owner of record of the SPE has not made an "initial substantive residua
capital investment that remains at risk during the enfire lease term."20

Since all of the tests must be met in order for the consolidation requirement to
transaction must be structured to fall this last test. The amount initially investe
actually at risk of loss by the owners of tha SPE must be substantive. There isr
harbor to determine what an initial substantive residual equity capital investme
interpretations of the rule, and the application discussed in the guidelines them: |
seem to indicate that a 3% minimum initial equity investment will be enough to
test, and this is followed by most practitioners.21

C. Sale and Leaseback

The second risk from an accounting point of view is that the transaction may be
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characterized as a sale and leaseback, again ellminating the accounting benefit:
transaction. Statement 98 of the FASB22 provides that the sellar in a transactic
precluded from recognizing a sale if it retains an option to purchase or provides
or other provisions that constitute continuing involvement with the property. Be
provisions like those are central to the synthetic lease structure, the end-user n
obtaining title to the leased property, including the land, prior to the transactiot
purchases the property directly from a third party, the sale and leaseback probl
avoided. It is also necessary that the end-user avold guarantees or commitmen
the construction period that would make it, in substance, the owner of the proje
that period.

VI. TAX TREATMENT

For federal income tax purposes, the objective is to structure the transaction sc
end-user is characterized as the owner of the leased property, and the transact
treated as a financing/conditional sale. If the end-user is characterized as the o
property, it will be able to deduct interest payments and depreciate the improve
the property, The tax standards that must be satisfied are not as clear-cut as tr
accounting standards are.

Although there are a number of factors considered by the courts and by the Int
Revenue Service (the "IRS"), the most important factor is determining whether
landlord or the tenant has the significant benefits and burdens of ownership, Th
the courts look through the form to the substance of the transaction. If, after e:
who retains the benefits and burdens of ownership, it appears that the transact
is an arrangement of financing, and that the end-user has acquired the propert
conditional sale, it is likely that the transaction will be taxed as a sale. The rans
court found for the taxpayer. The court emphasized the need to examine all the
circumstances of the transaction to determine its real substance:

Where...there Is a genuine multi-party transaction with economic substance whi
compelled or encouraged by business or regulatory realities, is imbued with tax
independent considerations, and is not shaped solely by tax avoidance features
meaningless labels attached, the Government should honor the allocation of the
duties effectuated by the parties. Expressad another way, so long as the lessor
significant and genuine attributes of the traditional lessor status, the form of th
transaction adopted by the parties govern[s] for tax purposes.24

Subsequent case law and IRS rulings have followed the Lyon case by considerin
intent, the relationship of the parties to one another, and the reasonable expeac
parties. IRS rulings, while not necessarily controlling, do give guidance. In Reve
55-540, the IRS discussed the characterizatlon of equipment transactions as pu
sales, or as leases. The IRS sald that the characterization depends on the Inten
parties and that, in the absence of compelling persuasive factors to the contrarm
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Return to main finance page

Off Balance Sheet Loan Proposal (SAMPLE)

JetLease is pleased to present the following Aircraft Iease Proposal for your review.

Lessor:
Lessee:
Guarantor:

Equipment:

Location of
Equipment:

Collateral:

Commitment Date:

Date:
Loan Fee:

Terms:

Good Faith Deposit:

End of Term
Options:

http://www jetlease.com/synthetic sample. htm

e 0@

JetLease, its assignee or nominee (Lessor), Cleveland, OH.

XYZ CORP.

To be determined by Lessor (if any).

1999 Citation Bravo, Serial Number TBD. Anticipated cost
$4,795,000.00 not to Exceed Fair Market Value, subject to appraisal.
United States

A first priority security interest in the leased equipment.

It is anticipated that the Off Balance Sheet Loan will be executed as soon
as possible.

One percent (1.00%) of the funded amount.
Off Balance Sheet Loan

Lessee shall make 60 monthly payments of .94835% ($45,475.30) of the
equipment cost of the equipment cost the first of which shall be due and
payable on the delivery and closing date. Index is 5 year Treasury as of
June 15, 1999 at 5.79%.

Lessee incurs all costs including but not limited to, ongoing
maintenance, fuel, insurance, pilots, hangar, local and state taxes and
other miscellaneous expenses.

$5.,000.00 in the ageregate. The Good Faith Deposit will be deposited
with JetLease of Cleveland, Ohio. The Good Faith Deposit, less any out-
of-pocket expenses incurred by JetLease, will be refunded if JetLease
does not approve the transaction on substantially the terms outlined
herein. If JetLease approves the proposed transaction or alternative
transaction, then the Good Faith Deposit, less out-of-pocket expenses
would be applied to the initial payment of rent under the lease. The Good
Faith Deposit will not be otherwise refundable.

A. At the end of the renewal period, Lessee may purchase the
equipment for a price equal to 80% of the equipment cost.

B. If neither purchase por sale options are exercised in accordance
with section (A) or (B) above, then on the last day of the term the
Lease will be renewed for a period of 12 months at a rental factor
equal to 5.24014% of the equipment cost.

C. If Lessee elects not to purchase the equipment the Lessee shall sell
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the equipment in a commercially reasonable manner or, at
Lessee’s request; the equipment will be sold by Lessor as agent for
Lessee. In no event will Lessee sell the equipment for less than
80% of the equipment cost without Lessor’s prior written consent.
If the equipment is sold for more than 80% of the equipment cost
the Lessee will keep the excess. However, if the net proceeds of
the sale are less than 80% of the equipment cost the Lessee will
pay the Lessor the difference up to a maximum of 20% of the
equipment cost.

Early Termination: Upon Lessors Approval
Options: To be discussed at time of Lease.
Security Deposit: A, Security Deposit of (0%) will be required during the term of the lease.

Security/Engines: A non-refundable security deposit of $0.00 shall be required by Lessor
during the term of the Lease to initiate the Jet Support Engine contract.

Good Faith Deposit:  $5,000.00 in the aggregate. The Good Faith Deposit will be deposited
with JetLease of Cleveland, Ohio. The Good Faith Deposit, less any out-
of-pocket expenses incurred by JetLease, will be refunded if JetLease
does not approve the transaction on substantially the terms outlined
herein. If the proposed transaction or alternative transaction is approved
by JetLease, then the Good Faith Deposit, less out-of-pocket expenses
would be applied to the initial payment of rent under the Lease. The
Good Faith Deposit will not be otherwise refundable.

Depreciation: For the account of the Lessee.

Documentation: All Legal matters and all legal documents executed in connection with
this transaction shall be satisfactory in form and substance to Lessor,
counsel and assignee.

This letter is not a formal commitment to undertake this Lease. A commitment can be issued
only after full credit and pricing review and subsequent approval by the appropriate officers of
Lessor or assignee.

If you have any questions, please advise.
Sincerely,

JetLease

The foregoing proposal is accepted this day of ,199 ,and
we have authorized Lessor to proceed with this transaction as outlined above.

By:

Title:

Return to main finance paqge
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