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ABSTRACT

This paper argues that the current accounting treatment for supermajorities is deficient as these structures are generally not consolidated in the books of the majority equity holder and this gap in the accounting rules provides an excellent way for reporting entities to cherry pick the level of disclosures of their investments in other entities. Supermajorities are common, and likely to become more common as other forms of off-balance sheet financing are made less accessible, due to the closing off of loopholes in accounting rules. 

 The source of the problem seems to be the reluctance of the boards of the FASB and the IASB to modify or expand the control model when determining the boundary of the reporting entity. The boards have modified this model in the past due to strong concerns over the accounting for Special Purpose Entities as revealed by the Enron debacle.  This paper suggests a modified version of the risks and rewards model, in conjunction with the control model would be useful in preventing entities from cherry picking the level of disclosure they present to users through the use of supermajorities. 
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1) INTRODUCTION
Many commentators have argued that a number of accounting rules do not meet the objective of financial reporting, that is, providing decision-useful information to users of general purpose financial reports (GPFR), as these rules hide information from users, or present it in a way that users are unable to incorporate in their decision-making processes (Clarke et al., 1997; Graham et al., 2003; Penman, 2003; Herz, 2005; Financial Accounting Standards Board, 2006; Mackintosh, 2006; Pozen, 2007; Securities and Exchange Commission, 2007; The Financial Crisis and the Role of Federal Regulators. Committee on Oversight and Government Reform United States House of Representatives, 2008; Dash, 2008; Denham, 2008a, 2008b, 2008c). 

These criticisms are ongoing and increasing in volume. It has reached the point where the  FASB and the Financial Accounting Foundation have had to deal with a number of attacks on the independence of the board, due to concerns about the quality of a number of accounting rules they have issued (Denham, 2008c;, 2008b).

These criticisms have persisted despite the efforts of the standard setters to comply with the recommendations made by the SEC (2005) and improve the transparency of financial reports, especially in relation to off-balance sheet financing (OBF) and special purpose entities (SPEs). The FASB (2006) generally endorsed the SEC (2005) recommendations to produce accounting rules that are more aligned with the decision-useful objective and announced it ‘had on its agenda’ (Financial Accounting Standards Board, 2006 p 4) a long term project to develop comprehensive accounting rules for investments in other entities. 
This project has already produced some outputs in refining the rules for investments in other entities. For example, the boards have developed specific rules which require better disclosures of SPEs, through expanding the definition of control in specific accounting rules, such as FIN 46(R) and SIC 12. The FASB is remaining active in this area, as it recently announced it was releasing an updated revision of Financial Interpretation 46(R). The updated revision was needed as the previous (2003) version of FIN 46(R) contained some weaknesses that were being exploited by certain entities. In addition, the IASB is currently reviewing some of its rules to increase the quality of disclosures relating to special purpose entities (Financial Accounting Standards Board and the International Accounting Standards Board, 2008). 

As well as dealing with specific accounting rules, the boards of the FASB and the IASB have been working together on a joint project to produce a single Conceptual Framework that will assist standard setters produce high quality accounting rules. That is, the rules that will facilitate the decision-making processes of users ‘in their capacity as capital providers’ (IASB, 2008). As part of this project, the IASB has released a Discussion Paper that focuses on how the Reporting Entity should be defined (IASB, 2008). This Discussion Paper is critical to the development of accounting rules dealing with OBF relating to investments in other entities, as it will define the boundary, at the conceptual level, of what will be reported in the GPFR and what will not be reported. 

The Discussion Paper is heavily focused on the control model and only sees a place for other models, such as the risks and rewards model as an aid to determining which party has control of a SPE. Unfortunately, the boards’ tentative support for the control model means that supermajorities will generally not be consolidated in the books of the entity that has the majority equity interest, or in the books of any other equity holder for that matter. 

Supermajorities arise when an investor owns more than 50 percent of the shares of an entity, but does not consolidate that entity, due to the existence of an agreement between the equity holders which may require a supermajority of votes before resolutions are passed concerning operating or financing activities. For example, Company A may own 65 percent of the voting rights of an entity and Company B may own 20 percent, the remaining votes being widely dispersed among other parties. If Companies A and B sign an agreement stating that operating and financing decisions require at least 80 percent of the votes, then Company A may be deemed not to control the entity and so the entity is not consolidated into the books of Company A or any other investor. 

As will be shown below, supermajorities create a wonderful opportunity for certain companies to cherry pick the assets and liabilities they choose to report. In addition, entities can cherry pick the level of disclosures they make in relation to the investee which is the subject of the supermajority agreement
. Of course, there would be nothing to worry about, if we believe that managers are not interested in hiding information from users. Unfortunately, there is considerable evidence that managers expend substantial energy designing transactions that result in reduced disclosures through a range of OBF techniques (Mulford & Cominskey, 2002; Schilit, 2002; Partnoy, 2003; Bens & Monahan, 2005; Mills & Newberry, 2005) and, as will be shown below, there is considerable evidence indicating that the decision-making ability of users is impaired when accounting rules result in opaque disclosures.

There is some evidence the use of super-majorities is quite common in practice, at least in America and Australia. Bauman (2003) does not set out to specifically examine this issue, but reports that approximately 20 percent of companies in his sample of American manufacturing firms reported using the equity accounting method to account for a majority-owned investee.  

We analyzed the annual financial reports of companies that make up the Australian Stock Exchange (ASX) top 50 index of Australian listed companies, excluding deposit taking institutions, i.e. banks and building societies, and found that 34 percent of these companies reported that they used equity or joint venture accounting to account for entities in which they own more than 50 percent of the equity. This practice was widespread, in that it was found in six of the nine GICS sectors that the top 50 companies are classified into
 
.  
The boards seem to be more concerned about the integrity of the control model and are less concerned with the risks supermajorities pose to the users of General Purpose Financial Reports through reduced disclosures. As will be shown below, the level of disclosures for supermajorities can be minimal. This paper argues that a refined version of the risks and rewards test will reduce the potential for opaque disclosures relating to supermajorities.  

The rest of the paper is arranged as follows. The next section describes how supermajorities can be used by managers to cherry pick almost any level of disclosure they chose to present in a reporting entity’s General Purpose Financial Reports (GPFR). Section 3 describes the current gaps in the accounting rules for supermajorities under the FASB and IASB regimes. Section 4 shows there is considerable concern with accounting rules which result in the production of opaque disclosures or facilitate off-balance sheet financing. Section 5 suggests that the use of a modified risks and rewards model in conjunction with the control model may be a useful way to reduce the scope for reporting entities to cherry pick their level of disclosure. Section 6 discusses how the boards of the IASB and the FASB rely on flawed logic to justify their tentative exclusive support for the control model when determining the boundary for reporting entities, with the notable exception of SPEs. This over reliance on the control model results is significant as it results in a substantial reduction in disclosures for certain reporting entities as supermajorities are generally not consolidated. Section 7 presents the conclusions of this paper.

2) CHERRY PICKING DISCLOSURE LEVELS USING SUPERMAJORITIES
Supermajorities provide an excellent mechanism by which entities are able to select or cherry pick the level of disclosure they wish to use. Some indication of the ease with which entities are able to select the desired level of disclosure is provided by Macquarie Airports Trust (1) (MAP)2005 financial report for MAP shows the Trust held approximately 64% of the voting interest in the equity of the entity that owns Sydney Airport and 53% of the voting interest in the equity of another entity that owns Brussels Airport. In both cases, because MAP owned a simple majority of the voting rights attached to the shares, it would normally be expected to consolidate the financial reports of these companies into those of the MAP group. However, neither of these companies were consolidated in MAP’s books, as the shareholder agreements for these companies states that decisions relating to significant financing and operating activities require a supermajority of the votes, rather than a simple majority of votes to be passed. For example, even though MAP owned 64 percent of the voting shares in Sydney Airport, it did not consolidate this company, as the shareholder agreement required 67 percent of the votes for significant operating and financing decisions. In the case of the company that owns Brussels Airport, the shareholder agreement for these decisions required a supermajority of 75 percent. Therefore, MAP was not required to consolidate these investments, as it did not have control, so we would normally expect these investments would be disclosed under the equity accounting rules. . The 
However, the equity accounting rule (AASB 128, equivalent to IAS 28) was not applicable, as the securities that represent the investments were held through a unit trust and the equity accounting standard does not apply to investments held by unit trusts (IAS 28).  Therefore, MAP was able to report its majority held investments in the unlisted securities of these entities as financial instruments. MAP chose to classify these financial instruments as financial assets at fair value and so recognized all gains and losses (realized or not) through the income statement (MAP 2005).  Due to this fortunate confluence, MAP was able to present these multi-billion dollar investments at the lowest level of disclosure, even though it owned the majority of voting shares in both of the other entities 
.
Interestingly, the 2006 and 2007 annual reports for MAP illustrate how easy it can be to ‘adjust the bar’ when determining whether or not control exists. Both reports indicate that the relevant shareholder agreements were amended, resulting in MAP having to consolidate both Sydney and Brussels airports. Also, the choice of using a unit trust, rather than an entity that issues shares will affect the application of the equity accounting standard. It seems strange that such minor differences could result in so much variability in disclosure of these investments.
3) ACCOUNTING FOR SUPERMAJORITIES
Currently, there is no IASB pronouncement on how to account for supermajorities. The Emerging Issues Task Force of the FASB has looked at this issue repeatedly from 1996 to as recently as June 2005 (Financial Accounting Standards Board, 1996). The Task Force did not concern itself with the objective of accounting rule setting, i.e., producing accounting rules which provide decision-useful information for users, but focused instead on the much narrower issue of the nexus between minority shareholders’ rights and control. The whole debate seems to have revolved around the second tier issue of whether the rule was consistent with ARB 51, rather than whether the rule would be aligned with the decision-making objective of financial reporting (Hartgraves & Benston, 2002).
The Task Force divided minority rights into protective rights and substantive rights. Protective rights exist when the shareholders have the right to veto amendments to the entity’s articles of association; self dealing transactions between the company and the majority shareholders; or issuing or repurchasing equity instruments in the company (Financial Accounting Standards Board, 1996). 

Substantive participating rights were not defined by the Task Force. Instead, examples of where these rights may exist were given. These include selecting, terminating, and setting the compensation of management responsible for implementing the investee's policies and procedures; or establishing operating and capital decisions of the investee, including budgets, in the ordinary course of business.

The Task Force concluded that protective rights are not enough to overcome the presumption of control by the majority and so the consolidation standard would continue to apply. However, if substantive participative rights exist, the Task Force found that “control does not rest with the majority owner because the investor with the majority voting interest cannot cause the investee to take an action that is significant in the ordinary course of business if it has been vetoed by the minority shareholder.” (FASB, 1996, p1) . Therefore the Task Force concluded that the majority shareholder would not need to consolidate these types of investments.
The IASB Discussion Paper on the Reporting Entity adopts these arguments. The Board suggests that Entity A would not control Entity B if Entity A shares decision making powers over Entity B with others. “For power to exist, it must be held by one entity only – an entity does not have power over another if it must obtain the agreement of others to direct the financing and operating policies of that other entity” (International Accounting Standards Board, 2008, paragraph 158). 

The Staff Paper on Consolidation applies this argument specifically to supermajorities as the following quote shows. 

A majority of the voting rights but no control

33) A reporting entity can have a majority of the voting rights of an entity but not control that entity. This will occur if legal requirements, the founding documents or other contractual arrangements of the other entity restrict the power of the reporting entity to the extent that it cannot direct the activities of the entity. For example, if an entity in which a reporting entity has a majority of the voting rights is placed under statutory supervision, the reporting entity is prevented from directing the activities of that entity and therefore does not control that entity (Financial Accounting Standards Board and the International Accounting Standards Board, 2008, paragraph 33).

It seems reasonable not to consolidate an entity that has been placed under statutory supervision, depending on the type of supervision imposed on the entity. Possibly, the authors of the Staff Paper envisage something like an entity being placed under administration, receivership or liquidation. However, this is quite different to situations where an entity can structure transactions to cherry pick the level of disclosure they wish to make. It seems strange that the Staff Paper implies both these types of events are similar and should be accounted for the same way.
Taken together, this material shows that supermajorities may not be consolidated under the current accounting rules and are unlikely to be consolidated in the near future if standard setters continue to use the control test when dealing with the reporting entity. This raises some concern about the quality of these accounting rules. The next section briefly discusses the concept of quality as it relates to accounting rules and its impact on users’ decision-making abilities. 

4) QUALITY, FINANCIAL ACCOUNTING RULES AND THEIR IMPACT ON USERS
A number of practitioners and academics have argued that the quality of existing or proposed accounting rules should be assessed by whether the rules increase the quality of decision-useful information. For example, Jonas & Blanchet (2000) argue that accounting rules should not be designed in a way that obfuscates or misleads users. The American Accounting Association’s Financial Accounting Standards Committee (1998) argue that proposed accounting rules should only be introduced if they address a deficiency in the present accounting rules and if the rules improve the ability of users to make investing decisions. In a similar vein, the Association for Investment Management and Research issued guidelines by which they evaluate the quality of financial accounting standards. The top two characteristics developed are: 

(1) A new standard should improve the information that is available to investment decision makers. 

(2) The information that results from applying a new standard should be relevant to the investment evaluation process (Knutson & Napolitano, 1998 p171).

The AICPA has expressed similar views. The Jenkins Report (1991) makes a number of recommendations to improve the quality of GPFR. Recommendation 3, dealing specifically with OBF, calls for improved disclosures and reporting as users surveyed in that study indicated that they did not understand information relating to a range of OBF transactions, as it was currently presented. The inability of users to understand the accounting treatment of these transactions was seen as reason enough to recommend an improvement in the way these transactions are treated in the GPFR. 
There are a number of ways accounting rules can mislead users. At the most obvious, a rule can result in information not being disclosed at all. Perhaps the most notorious example of this sort of rule is provided by EITF 90-15. This rule provided an excellent way to keep information hidden from users
. Briefly, the effect of this rule was that a company would not need to consolidate the reports of a Special purpose entity (SPE), if the company ‘only’ contributed 97 percent of the SPE’s equity, and controlled 50 percent of the votes of the SPE, the remaining 50 percent of the votes being held by the minority (3 percent) shareholder. 
Please note we are not criticizing the existence of SPEs per se. It has been claimed these vehicles provide a number of benefits including risk management and securitization (Hartgraves & Benston, 2002; Soroosh, 2004; Gorton & Souleles, 2005), although their reputation has been tarnished lately. Our concern is with the inability of users to obtain information relating to these entities when deciding whether to invest in the relevant reporting entity. For example, users who invested in Enron may have reached different decisions, if the SPEs were consolidated into Enron’s accounts. Whether the investors would actually have changed their investment decision is something we will never know. However, it is clear that EITF 90-15 did not enable users to incorporate this information into their decision-making processes and therefore did not meet the objective of financial reporting. 

In addition, the rules can be so complex that users are unable to understand the information. Macintosh (2006) attributes the following quote to Mr Herz, the Chairman of the FASB, “only a rapidly decreasing number of CFO’s and professional accountants can fully comprehend all the rules and how to apply them” (Mackintosh, 2006 29). Herz has identified the inability of users to understand the extant accounting rules as a source of major concern for standard setters. “[O]ur reporting system faces a number of important and difficult challenges. Perhaps most significant and pressing of these is the need to reduce complexity and improve the transparency and overall usefulness of reported financial information to investors and capital markets” (Herz, 2005, p3).
There is considerable evidence from the behavioural accounting research literature showing that users can be systematically misled by the way information is presented. For example, Hopkins, et al., (2000) show that experienced buy side analysts treated premiums paid on acquisition differently, depending how the premium was classified. 

Hirst and Hopkins (1998) report that the placement of elements of comprehensive income influenced the analyses conducted by experienced analysts. Specifically, if the information was reported in the Income Statement, it was treated as more relevant to predictions of future performance. However, if the same information was presented in the notes, it was treated as being less relevant. Similarly, Hopkins (1996) reports that professional buy side analysts with an average of 14 years experience valued company share prices differently depending on how mandatory redeemable preferred stock (MPRS) was classified in the balance sheet. If the analysts were told the MPRS was classified as debt, they valued the shares higher than was the case if they were told the MPRS was classified as equity. 

Harper et al., (1991) report that the form of disclosure of unfunded postretirement benefits affected the way bank lending officers, with an average of 12 years professional experience, calculated certain debt ratios. Specifically, around 72 percent of the subjects classified the unfunded liability as debt, if it was reported on the balance sheet. However, if the obligation was disclosed in the notes, around 39 percent of the subjects classified it as debt. Maines and McDaniel (2000) report a similar finding in that the decision making processes of non-professional investors are affected by how information is classified on the income statement.

Imhoff, Lipe and Wright (1993) find that management compensation committees seem to ignore the impact of operating leases when setting management compensation packages.  Their results suggest that management compensation committees based their calculations on those figures reported in the balance sheet and income statement, regardless of other information in the notes to the accounts.
Finally, the Jenkins report (1994), Partnoy (2003) and others show that accounting rules which facilitate OBF are inferior, in terms of decision-usefulness, compared to rules which make these transactions more transparent. Unsurprisingly, this is in line with a body of experimental research which shows users make better quality decisions when information relating to a range of transactions is presented in more transparent formats (Maines & McDaniel, 2000; Hirshleifer & Teoh, 2003; Hirst et al., 2004).

The discussion to this point indicates that supermajorities are reasonably common in Australia and in America. In addition, there is considerable evidence that the decision-making ability of users is reduced when information is either omitted from GPFR or presented in an opaque manner. Also, the current standards generally do not require supermajorities to be consolidated, as they are deemed to be outside the reporting entity, due to the application of the control model. The next section demonstrates the flawed arguments used by the boards to justify their tentative support for the control model.

5) THE BOARDS’ FLAWED LOGIC FOR OVER-RELYING ON THE CONTROL MODEL

In the Discussion Paper the boards tentatively argue that the control model is preferred to alternative models such as the risks and rewards model. The boards state that the risks and rewards model needs some refinement before it could be used at the conceptual level (IASB, 2008, paragraphs 97 - 104). The major concerns raised by the boards include the claim that bright lines tests would need to be created to determine the minimum level of exposure to risk or potential benefits a reporting entity faces, when it invests in another entity. Also, according to the boards, the risks and rewards model would require other tests to determine whether an investor’s exposure to risk in an investee should take precedence over the potential benefits it could make from the investment in that entity. The boards therefore concluded that the risks and rewards model is unsuitable at the conceptual level and tentatively decided to continue to use the control model.
However, in the same document the boards accept the need for a modified version of the risks and rewards model but only in those situations where it is not clear ‘whether power exists or with whom power lies’, specifically when seeking to determine whether a SPE is controlled by another entity (IASB, 2008, paragraph 75).  In this case, the boards adopt the tests used in SIC 12 but then spend considerable effort arguing that this does not contradict, or signal a move away from, the control model because ‘having control over another entity involves not only power over that other entity, but also the ability to gain benefits’ (IASB, 2008, paragraph 72). The boards then go on to state the following.

One reason why accounting standards focus on the majority of benefits (or risks) in the case of SPEs is that there is an underlying assumption that whichever entity is entitled to the majority of benefits (or exposed to the majority of risks) is likely to be the one in control. It is unusual to have a majority stake in another entity without some capacity to protect that stake. Hence, although it might otherwise not be apparent that the major beneficiary has the ability to direct the financing and operating policies of the second entity, the holding of such a stake may indicate that the major beneficiary has that ability (IASB, 2008, paragraph 78).

It is not apparent why these arguments would apply to an SPE, but not to a supermajority. Returning to the Macquarie Airports (MAP) example of a supermajority, it is inconceivable that MAP would not have the capacity to protect its stake, even if only through exercising its veto on proposals made by the other equity holders. It certainly had the incentive, given that it was exposed to the majority of the risks. 

In both cases (supermajorities and SPEs), it may be unclear who directs the financing and operating activities of the investee. However, in both situations, failure to disclose the risks and benefits facing the reporting entity, through its investment in the investee, will diminish the decision-making ability of those users who wish to invest in the reporting entity. 

The boards seem to rely on a logically flawed justification for the control model. The boards assert that users want information about the future cash flows that are likely to be produced by the entities they invest in
. The boards go on to state that the cash flows which flow from subsidiaries to the parent will be significantly affected by the parent’s exercise of control over those subsidiaries, as the following quote shows.

The cash flows and other benefits flowing from the subsidiary to the parent, and ultimately to the parent’s capital providers, depend significantly on the subsidiary’s activities and the parent’s actions in directing those activities. (IASB, 2008, paragraph 68)
This argument is specious in that if an investee is defined as not being under the control of the parent, then the parent would be deemed to have no significant effect on the cash flows that will eventually go to the parent’s investors so, presumably, according to the boards’ argument, these cash flows will be of no interest to those users. Therefore, to continue this line of argument, reporting entities should not consolidate entities they are deemed not to control. 

It is absurd to claim that users (investors in a reporting entity) are only interested in the cash flows coming from investments that the reporting entity is deemed to control. This criticism is especially true when it is realised that the concept of control is defined through a contested political process. Looking back, it is amazing that FASB could ever have released EITF 90-15, a rule which was designed to be consistent with the concept of control as expressed in ARB 51 (Hartgraves & Benston, 2002). EITF 90-15 was withdrawn after it was revealed how this rule opened the floodgates for massive OBF through the use of SPEs, and led to yet another major series of accounting scandals.
The current credit crisis also challenges the boards’ arguments, as the variability of cash flows going to the parent’s capital providers can be substantially affected by the actions of a subsidiary or other investee, which may or may not be defined as being ‘controlled’ by the parent entity (Financial Accounting Standards Board, 2008b; Morgenson, 2008). The FASB recently announced it has to reconsider a number of accounting rules relating to situations where control is not clear because stakeholders ‘have voiced concerns over the lack of transparency (either through consolidation or disclosure) of the enterprises’ involvement with structures that contained significant risk; for example, they cite an inability to understand the nature of the enterprises’ involvement and maximum exposure and an inability to assess the current status of their exposure’ (Financial Accounting Standards Board, 2008b). 
Interestingly, the stakeholders referred to by the FASB in the previous paragraph seem to be more interested in the risks and benefits they face as users, rather than the purity of an accounting concept (the control model). This is to be expected and supports the view held by the SEC in 1942, that the main issue for standard setting is ‘whether the financial statements performed the function of enlightenment, which is their only reason for existence’ (Alexander & Jermakowicz, 2006 p133). 
This section has argued that the boards seem to have a confused view of the roles of the risks and rewards and the control model. At one point the boards acknowledge the need for the risks and rewards model, when dealing with SPEs, but then they apply a strict interpretation of the control model to prevent the consolidation of supermajorities, despite the similar difficulties of determining which party has control. A cynic might suggest that the boards seem to be unduly concerned with preserving the purity of their definition of control, and only modified the definition of control to capture SPEs due to pressure arising from the Enron debacle.  If this is the case it is regrettable as it implies the boards will only react to blatant failings relating to the control model, when under strong pressure. The next section suggests how a modified version of the risks and rewards model, in conjunction with the control model may reduce the potential for entities to cherry pick their disclosures of investments in supermajorities.

6) A MODIFIED VERSION OF THE RISKS AND REWARDS MODEL
This paper suggests that the problem of selective disclosures of supermajorities may be ameliorated by modifying the risks and benefits model used in paragraph 10 of SIC 12
. In addition to the normal tests required by the control model (such as proportion of seats on the Board, and/or proportions of votes), entities would consolidate an investment in a supermajority if the following applied.

In substance, the activities of the investee are being conducted on behalf of the reporting entity according to its specific business needs so that the reporting entity obtains benefits and is exposed to risks from the investee’s operation.
This version of the risks and rewards model meets the concerns raised by the boards (see below) regarding the use of the risks and rewards model. This version of the model is bounded by whether or not the activities of the investee are being conducted on behalf of the reporting entity, according to its business needs. This boundary will prevent banks having to consolidate entities they have lent money to, a concern raised by the boards (IASB, 2008, paragraph 99). The borrower will use the funds according to their needs. The lender is primarily interested in the repayment of the principal and any associated interest receipts and may place restrictive covenants on the borrower to protect its loan. However, it would be illogical to claim that restrictive covenants imply the borrower is in substance conducting its operations for the benefit of the lender. 

Similarly, the proposed model will prevent entities having to consolidate major suppliers and customers, addressing another concern raised by the boards (IASB, 2008, paragraph 98). For example, assume a small company supplies parts to a large customer on a Just in Time basis and the parties do not have any equity interests in each other. In this case the supplier is not an investee and so will not be consolidated in the books of the buyer.

Alternatively, if the customer has a majority equity interest in the supplier and has entered into a supermajority agreement with another equity holder, the auditors would need to determine whether in substance the activities of the supplier were being conducted on behalf of the customer. Issues that may be considered would include whether the supplier is allowed to or does sell to the customer’s competitors, also, the proportion of revenues the supplier makes from the customer, relative to other customers. If these indicate that, in substance, the activities of the supplier are being conducted on behalf of the customer, then the customer would consolidate the supplier.

Some might argue that the JIT arrangement means that the operations of the supplier will be driven by the customer’s demands. However, this is not to say that the activities of the supplier are being conducted on behalf of the customer. The supplier would have entered this arrangement as it felt this gave it some advantage, such as a long term relationship with a major customer. It is true that the JIT arrangement provides a benefit for the customer, but this is no different to most commercial transactions, where the transaction takes place because the parties feel they are obtaining some advantage. The important thing to note here is that the activities of the supplier are not being conducted on behalf of the customer. The supplier would have entered this arrangement for its own purposes. The supplier also has a number of options available to it, such as continuing the arrangement, supplying other customers or providing different products to different markets.

This version of the risks and rewards model also avoids bright line tests in that the reporting entity does not have to be exposed to the majority of the risks or is entitled to the majority of the benefits flowing from its investment in the investee. The lack of a bright line test should reduce the ability of reporting entities to avoid consolidating investees by the use of instruments such as expected loss notes. These instruments have been used by some entities to avoid consolidating certain investments as required by the 2003 version of FIN 46 (R), because that version of FIN 46(R) specified an investee would be consolidated if the investor was exposed to the majority of the losses incurred by an investee(Bens & Monahan, 2005)  . The approach of not requiring a majority of the risks or benefits flow to the reporting entity is also in line with the FASB’s recent announcement that it is proposing to remove the majority of benefits and losses tests from FIN 46 (R) (Financial Accounting Standards Board, 2008a).

7) CONCLUSION
This paper argues that the current accounting treatment for supermajorities is deficient as these structures are generally not consolidated in the books of the majority equity holder and this gap in the accounting rules provides an excellent way for reporting entities to cherry pick the level of disclosures of their investments in other entities. 

 The source of the problem seems to be the misplaced importance the standard setters place on the control model when determining the boundary of the reporting entity. The boards seem to be very reluctant to move from this model and only under pressure have the boards modified the control model by including the risks and rewards model when dealing with consolidation of SPEs. It is dispiriting to think that we will go probably go through another accounting scandal in a few years when something goes wrong with unconsolidated supermajorities and the users (investors in the reporting entities) wonder why they did not know about the risks those investments posed to them.
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�  This discussion will refer to two documents, the Discussion Paper on Reporting Entities and the Staff Draft of Consolidation Exposure Draft Paper issued by the joint boards. For ease of exposition, the first paper will be called the Discussion Paper and the second paper will be called the Staff Paper. The Staff Paper is more focused as it only deals with consolidation accounting. The Staff Paper starts from the premise that control is the only model to be applied when determining whether an investee is to be consolidated. The Discussion Paper is more high level in that it is looking at issues at the conceptual level and presents the tentative views of the Boards about the merits of the control model and other models (such as the common control model and the risks and rewards model).





� In this paper, the term supermajorities will be used as a shorthand way of referring to the situation where the reporting entity does not consolidate its investment in an investee that is subject to a supermajority agreement.





� The majority of these reports were prepared using the Australian accounting standards which were in force prior to the adoption of IASB standards. However, the current position is unlikely to be any different, as the relevant standards issued by the IASB are not significantly different to the previous standards used in Australia. That is, the control criteria are the same in the Australian and IASB standards.


� GICS (Global Industry Classification Standard) is a joint Standard and Poor’s/Morgan Stanley Capital International product aimed at standardising industry definitions.





� Please note we are not implying MAP has done anything wrong or illegal. It has applied the rules quite legally to produce this result. Our criticism is not directed to MAP, rather it is directed at the rules that allow such reduced levels of disclosure.


� This rule is no longer operational as it has been nullified by FIN 46(R).


� This is essentially the proposed objective of GPFR.


� Paragraph 10 of SIC 12 was developed to deal with Special Purpose Entities. This paragraph contains 3 tests to determine when a SPE should be consolidated. These tests are:





 (a) in substance, the activities of the SPE are being conducted on behalf of the entity according to its specific business needs so that the entity obtains benefits from the SPE’s operation;





(b) in substance, the entity has the decision-making powers to obtain the majority of the benefits of the activities of the SPE or, by setting up an “autopilot” mechanism, the entity has delegated these decision making powers; 





(c) in substance, the entity has rights to obtain the majority of the benefits of the SPE and therefore may be exposed to risks incident to the activities of the SPE; or 





(d) in substance, the entity retains the majority of the residual or ownership risks related to the SPE or its assets in order to obtain benefits from its activities.
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