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for differentiating between not consolidating in those circumstances in which control exists
without such participation (e.g., the trustee of a trust without beneficial interest or a manager) and
those circumstances in which all three criteria for consolidation are met and consolidation is
required.

We suspect that the Board may find the decision to exclude a level of economic benefits from its
consolidation criteria easier and more logical because of the interaction of its position on
consolidation procedures and its definition of the economic entity. That is, if the reporting entity
follows the economic entity approach in which the focus of the financial statements is from the
point of view of all shareholders of the entity - whether controlling or noncontrolling - then
whether the controlling entity participates in a significant portion of the residual equity interests
becomes less important and may be argued to be moot. Under that approach, the residual equity
interests will be allocated to an_equity holder regardless of the amount allocated to the parent

equity holders.

However, the importance of requiring the parent to participate in a significant portion of the
residual equity interests becomes very important if the focus of the consolidated financial
statements is the shareholders of the parent (the approach we continue to support as discussed
later). Under the parent company approach, the focus of the reporting entity is to inform the
parent company shareholders. Noncontrolling shareholders must rely on the separate financial
statements of the subsidiary for information concerning their investment. Relying solely on
control in a parent company approach in our view creates the potential for providing financial
statements that are not meaningful at best and potentially misleading. Therefore, we continue to
urge the Board to require explicitly that the parent participate in a significant portion of the
residual equity interests of the subsidiary before consolidation is appropriate.

Assessing the Existence of Control. We continue to agree that legal control as defined in the ED
constitutes control of the subsidiary. We also continue to agree that a parent can have control
without having legal control; however, control in our view must embody the unilateral ability of
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shareholders. That is, whether the parent has control cannot be based on factors outside of 1ts
control. As a result, we do not agree that the criteria in paragraphs 14 a. and b. create a
presumption of control because the apathetic shareholders can overrule the decisions of the large
minority shareholder if the previously apathetic shareholders disagree with a decision of that large
minority shareholder.

We agree with the presumption contained in paragraph 14 c. and believe that the unilateral ability
to obtain the majority voting interest when the holder has the current right to obtain the majority
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and the financial ability to exercise that right, and exercising that right would be economic to the
holder. (See our response to the PV for a full discussion on the issue.) This criterion focuses on
one of the areas that we referred to above as being “at the margin.” For example, if an acquiring
company invests in 48% of the outstanding voting common stock of a target and also purchases
sufficient convertible securities to obtain a majority of the voting securities and did so to avoid
current consolidation, the criterion in paragraph in 14 c. may provide a basis for requiring
consolidation. However, the decisions are difficult to apply in a uniform manner. We suggest the
final document provide examples of how and when this paragraph would or would not be applied.

The requirements of paragraph 14 d. focus on one of the areas that in our view needs additional
guidance - SPEs. The guidance as written, however, may raise more questions than it answers.
For example, what if the entity with which the SPE has a relationship does not create the SPE? If
the SPE has voting stock or voting member rights (which to our knowledge most have -- albeit
limited), does the guidance in paragraph 14 d. apply at all or must the reader revert to the
indicators of effective control in paragraph 158? How should the determination that an
arrangement provides “substantially all future net cash inflows or other future economic benefits
to its creator” be determined? Perhaps we would be better able to answer these questions if more
examples were provided to clarify the Board’s intent. As the guidance stands, we believe the
application of the final statement will contain more variation than the Board desires and will not
improve practice.

The requirements in paragraph 14 e. generally would lead us to a presumption that consolidation
is appropriate. We assume that the unilateral right must exist currently.

We agree that the sole general partner of a limited partnership should be presumed to control the
partnership (but we would require the general partner to have nontemporary control and
significant residual equity to consolidate). We also agree that the presumption can be overcome if
facts indicate that the general partner is not in control as indicated in paragraph 156. Once again,
however, we disagree with the discussion in paragraph 156 that indicates that the dispersion of
the limited partnership interests has an impact on whether the general partner has control. In our
view, the limited partners either have the ability to overrule the control of the general partner or
not. Control does not depend on the probability that the limited partners will be able to get
together enough votes to override a general partner decision.

In summary, we are very concerned that the guidance in the ED (1) will not improve practice in
those limited areas in which we believe further guidance is needed and (2) will create variation in
areas in which current practice is uniform and, in our view, representationally faithful to the
economics of the transaction. We would prefer that the Board focus on SPEs and those
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transactions at the margin. We would be happier with practice as it stands today than with the
changes proposed in the ED.

Temporary

In our response to the PV, we did not support the Board’s approach to temporary control and
cited several reasons that served as a basis for our disagreement. The Board has addressed some
of those concerns and we consider the definitive nature of the Board’s approach to overcome the
remaining concerns that we expressed previously. Therefore, we support the definition of
temporary contained in the ED.

Consolidation Procedures

We strongly oppose the Board’s position in the ED relating to consolidation procedures. In our
view, the problems that should be addressed in this project are limited to consolidation policy
issues and not with the mechanics and approach to consolidation. The Board is proposing to fix a
problem that with one exception does not exist in current practice as far as we can determine. We
have not found any explanation of why the Board is proposing this radical change except for the
discussion in the ED that indicates that the Board’s conceptual framework does not have a place
for minority interest outside of owners’ equity.

We agree that minority interest is not a liability based on the definition in FASB Concepts
Statement No. 6. However, the disruption to financial reporting and practice and the bizarre
accounting results caused by adopting the economic unit approach cannot be justified by the
desire to issue a document that conforms with the Board’s conceptual framework. The Board
could retain the parent company perspective that is well known and understood in current
practice, and merely put minority interests in equity, properly labeled, to avoid showing minority
interest as a liability. The goal is providing information that reflects the economics of the
relationship as those economics are understood by most users of financial statements. Our sense
is the parent company approach reflects the understanding of the relationship by most users and
preparers (not withstanding the comments contained in the AIMR position paper).

The one area in which we think guidance would be helpful is that contained in paragraphs 19
through 21 of the ED relating to the elimination of intercompany transactions and balances. This
area, however, is not a large practice problem and does not require a sweeping change in
consolidation procedure.
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We are also concerned that the change the Board proposes will create significant new
opportunities for “financial statement engineering” and accounting results that are contrary to the
economics. For example, the conclusion that all transactions in the stock of a subsidiary are
equity transactions leads to the following possible situation:

Assume parent buys 40% of Target for $40 and concludes it should consolidate
Target. Target is a service company with minimal identifiable assets ($2). In
consolidation, Parent records identifiable assets of $2, goodwill of $39.20 and
noncontrolling interests of $1.20. A year later (not part of a planned transaction),
Parent buys the remainder of Target for $60. Parent’s consolidated financial
statements now show assets of $2, goodwill of $39.20, noncontrolling interest of
$0 and a reduction additional paid-in capital of $58.80. Unlike today’s accounting,
goodwill relating to the second purchase is not reported. The amount of goodwill
recorded can be managed by the timing of the amount of investment in the
subsidiary necessary to obtain control. A year later (assuming no goodwill
amortization), Parent sells Target for $100 and reflects a gain of $58.80 when the
proceeds on the sale were exactly equal to the purchase price!

Not only does this approach result in answers that are not intuitive, but it opens the door to timing
of transactions to achieve questionable financial statement results that are not possible today.

In our response to the Board’s Discussion Memorandum (DM), we suggested that certain
changes should be made to the consolidation procedures in use today. Those changes were:

1. Record the portion of the subsidiary acquired at its purchase price including
purchased goodwill. If the purchase occurred in steps, record each step at its
purchase price including purchased goodwill, net of amortization or accretion since
date of purchase.

2. Record the minority interest in the subsidiary’s identifiable tangible and
intangible assets and liabilities at their fair value at the date consolidation first
occurs. Do not record goodwill relating to the minority interest.

3. The minority interest would be reported outside of consolidated shareholders’
equity.

4. At dates subsequent to first consolidation, purchases of minority interest would
be reported as acquisitions of additional ownership in the subsidiary. The assets
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and liabilities purchased as well as any resulting goodwill should be recorded at
their then fair values in consolidation. Any remaining minority interest would
continue to be reported based on the amounts established at the date of first
consolidation of the subsidiary. Minority interest in net income would be
calculated on a “pushdown” basis and deducted in computing consolidated net
income.

We continue to believe this approach would improve the reporting of purchased subsidiaries in
consolidation (see our justification for these changes in our response to the DM). Since we made
those suggestions, however, the AICPA Special Committee on Financial Reporting has published
its report and the only discussion in the report concerning consolidation related to off-balance-
sheet financing and the need to improve the disclosure relating to SPEs. Users are not asking for
changes in the procedures used to prepare consolidated financial statements. Based on the
conclusions in the report and our inability to determine the problem the Board is trying to correct,
we believe no changes are justified to the consolidation procedures used in practice today. As a
result, we do not support the Board’s issuance of the portion of the ED relating to consolidation
procedures.

Other Comments

Although we do not support the issuance of the ED in its current form, we realize the Board may
see fit to issue a final standard with substantially the same conclusions. If so, we have the
following specific comments concerning the contents of the ED:

Transition. The Board properly exempts from restatement the requirements in paragraphs 19 -21
and 26-33 if restatement is not practicable. The Board, however, should reconsider carefully its
requirement to restate all periods presented for the other requirements of the ED. Prior
consolidation decisions were based on the rules in place at the time and relationships among
entities often were crafted carefully to meet those requirements. The format of transactions
would have been different had the proposed rules been in place at the time. Our experience is that
managements are very concerned with the financial statement impacts of interentity relationships
and consider carefully the impacts of all transactions. To require restatement of the financial
statements based on these new rules will provide results that managements did not intend and
could have avoided if the proposed rules were in place.

Further, when the FASB issues new financial statements requirements, managements often use the
period between the issuance of the new statement and the effective date to change those
transactions or relationships that can be changed in consideration of the effective date. Entities
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that modify the characteristics of existing relationships or terminate relationships as a result of this
new statement will have to go through the effort of consolidating those situations in prior financial
statements even though the relationship no longer exists or exists but no longer requires
consolidation.

Finally, the ED does not indicate whether the restatement would require all secondary effects of
consolidation to be reflected in the restatement. For example, the amount of interest capitalized
using the equity method may be different in the consolidated financial statements. If the Board
intends to require these effects to be reported, the requirement should be stated explicitly.

Scope. We agree that, if issued, the new statement should apply to all business enterprises and
not-for-profit organizations regardless of the legal form of the controlling and controlled entities.
We also support the exclusion of entities that report substantially all their assets and liabilities at
fair value. The Board’s description of the exempt entities is too restrictive however. The
requirement indicates that exempt entities should report substantially all assets and liabilities at fair
value. We believe that circumstances exist in which entities (e.g., venture capitalists) currently
report their investments on a fair value basis but do not report substantially all their liabilities at
fair value. From our perspective, the important consideration in exempting entities from the
consolidation is that GAAP for those entities is to record substantially all their assets at fair value.

Conforming Accounting Changes. We disagree with the ED’s conclusion that the accounting
policies of the parent and subsidiary must be conformed in all circumstances unless GAAP allows
different accounting methods for the same transactions or events. The key consideration relating
to conformity is whether the accounting followed at the subsidiary truly is appropriate for the
subsidiary and is not an attempt to create a different accounting result by creating a separate legal
entity. For example, EITF 85-12 describes a circumstance in which the specialized accounting for
an SBIC subsidiary is reflected in the consolidated financial statements. If the accounting truly is
appropriate in the subsidiary’s circumstances and is not a “sham”, the subsidiary’s accounting
should be allowed to flow-through to the consolidated financial statements.

Transition from SFAS 115 Investments to Equity and Consolidation. We disagree with ED’s
proposed requirement that unrealized gains and losses on available-for-sale securities carried at
fair value should be considered realized when the reporting entity makes an additional investment
that results in an investment that is accounted for on the equity method or consolidation. As
stated earlier, we support recording all identifiable assets and liabilities at their fair value at the
date consolidation is appropriate and recording only the goodwill purchased by the controlling
entity. Our position is that the cost of the controlled entity should be the sum of the amount paid
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by the controlling entity for its investment. If the investment occurred in steps, the cost should be
the sum of the amounts paid (after appropriate amortization).

The accounting in SFAS 115 does not report as realized the changes in the fair value of available-
for-sale securities until those securities are considered trading or are sold (ignoring impairments).
In our view, the gains and losses on these securities are not realized, and should not be treated as
if realized when the investor increases its investment to a level that requires equity method or
consolidation accounting. In fact, gain or loss has moved further from realization because the
investor has made a decision to keep the investment for the longer term. Reporting a gain on a
security that is not sold when the investor makes an additional investment would be a dramatic
and unnecessary change in current GAAP.

We also believe that the cost of an equity method or consolidated entity should be the same
regardless of whether the original investment was a marketable security. If the Board’s approach
is that the cost of the investment should include the fair value of all securities owned prior to
applying the equity method or consolidation, the approach should apply to nonmarketable and
marketable securities alike. We prefer, however, that the basis be cost and that the unrealized
gains and losses on available-for-sale securities not be accounted for as realized.

Finally, we realize that if the security was classified as trading that the basis of the investment will
have changed and gains and losses will have been reflected in income. We would not reverse
those gains and losses and would consider the recorded amount as the cost of the securities for
consolidation purposes. That is, we would not reverse in income the properly reported gains and
losses on trading securities.

Accounting for the Operations of a Temporarily-Controlled Entity. The ED states that the
accounting for temporary investments in entities should follow the accounting for assets held for
sale in SFAS 121. That guidance addresses the measurement of the balance sheet amount of the
purchased entity but does not address the accounting for the results of operations of the held-for-
sale entity. Some guidance in this area would be helpful.

Income Tax Accounting The last sentence of paragraph 19 addresses the tax impacts of
intercompany transactions that are eliminated in consolidation. The approach should be to defer
the seller’s total tax effect of the transaction. The seller’s total tax effect would include the tax
effects of (1) the taxable gain or loss on the transaction, (2) changes in temporary differences and
(3) use of carryforwards, all net of changes in valuation allowances directly caused by the
intercompany transaction. We are not sure the language in the ED is clear. Also, paragraph 33 of
SFAS 109 refers to a “more-than-50-percent-owned subsidiary.” However, under the proposed
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standard, control is the real key to the distinction made in the statement. As a result, any final
statement should modify SFAS 109 to apply to all subsidiaries and not just those that are more
than 50 percent owned.

Impact of Minority Veto Rights on Control of a Subsidiary. The ED’s focus on control will
increase the current concern of the impact of minority interests’ veto rights on the ability to
consolidate. These questions occur most frequently in nonpublic situations in which the minority
investor retains the right to veto certain, but not all, decisions normally thought to be the right of
the controlling entity. For example, if an entity has legal control but grants the minority interest
the right to approve significant asset sales and purchases or dividend levels, does the legally
controlling entity consolidate the subsidiary? We see this question frequently and ask the Board
to provide guidance on the level of minority veto that is permitted over the parent’s power of
decisions before control for consolidation purposes is considered not to exist. Perhaps an
example illustrating the Board’s intent could be included in the final statement.

Clarify Guidance with ED on Securitizations. Paragraphs 14 d. and 158 e. provide guidance
leading to a presumption that an SPE created by an entity in which it retains certain rights should
be consolidated. The Board’s ED on securitizations contains language concerning consolidation
of the SPE used in the securitization process and makes reference to the consolidation ED. We
had hoped in implementing the Board’s approach to securitizations that it would be clear that if
the transferor met the criteria for securitizations that the entity would be able to derecognize the
asset and not be required to consolidate the SPE. Any final standard should contain examples that
clarify the Board’s intent.

Expanded Guidance on Appropriate Accounting for SPEs. The guidance concerning the
application of the proposed standard to SPEs does not provide enough detail for preparers to
know how the Board intends for the proposed standard to be applied. For example, Tax
Increment Financing Entities (TIFEs) were addressed in EITF 91-10 and that document gives
guidance concerning when the debt of the TIFE should be reported in the financial statements of
the company that created it. How does the ED impact the accounting by the company that
creates a TIFE? Another example is owner trust securitization vehicles structured as partnerships.
In this case, the vehicle is structured as a limited partnership for tax purposes and the owner/seller
is the general partner. However, the general partner has almost none of the rights normally
associated with general partners but receives most of the economics from the transaction
including the residual. Some have expressed confusion as to how the ED should be applied in this
circumstance.
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The guidance also would be clearer if example 5 contained more explanation of the attributes that
were determinative in the decision to consolidate. For example, which fact is determinative of the
need to consolidate - the creation of the entity by Corporation I, the fact that Corporation I has
use and control of the assets via a lease, the existence of a fixed price purchase option or the fact
that all decisions relating to the entity were made at its inception?

In our view, the guidance relating to SPEs will be one of the most contentious and difficult to
apply. The Board should consider expanding significantly the examples in any final document so
that the guidance can be applied in the manner intended.

Effective Control Issues. If the guidance on effective control is retained, especially the guidance
in paragraphs 14 a. and b., additional guidance will be needed relating to the “flip-flop” problem.
Since control in these circumstances relies on the apathy of other shareholders, the significant
minority investor potentially will be subjected to being presumed to be in control in one period,
not in control the next and not knowing whether the control relied on today will last for any
significant period of time. In addition, how will a significant minority shareholder know whether
it should consider itself to be in control at the date the investment is made?

We doubt that consolidating and deconsolidating will occur frequently, but preparers and auditors
will be better served if an arbitrary time period for how long control should be probable of
continuing were provided. Such a time period would make the application of the criteria more
uniform.

Other Questions

We have the following other questions:

e Does the ED impact SFAS 68?

¢ Does the ED impact the AICPA Notice to Practitioners on ADC Loans?

e We assume the ED’s requirements on consolidation procedures will apply to preferred stock
of a subsidiary, even mandatorily redeemable preferred stock of an SPE. Is this correct?

e If a tax benefit occurs relating to the incremental “goodwill” in a step acquisition that is
charged to equity under the ED, we assume the tax benefit would be credited to equity. Is
this correct?

e The ED creates some new entries to equity. Do any of them impact the computation of
earnings per share applicable to the majority interests (similar to preferred stock that is called
at a premium)?
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e How will the ED impact poolings of interests? The ED will create many new entries to
equity. Each of the entries will have to be considered in any pooling transaction. For
example, does the acquisition of minority interest by a controlling entity create a treasury
stock problem?

e Does the ED impact the consensus of EITF 88-16? This EITF is based on step acquisition
accounting which will be changed dramatically by the conclusions in the ED.

¢ How do we judge whether a transaction is at “arm’s length” as indicated in the amendment to
paragraph 19(a) of APB 18? We question the operationality of this change.

e What happens under the ED if a less than wholly-owned the subsidiary has negative equity?
What is the appropriate accounting if that subsidiary pays a dividend?

e How does the ED impact the accounting when a subsidiary issues stock to purchase a
business? Does the subsidiary record 100% of the goodwill of the acquired entity and the
consolidated financial statements only reflect a portion of the goodwill (similar to the
acquisition of less than 100% of a company)?

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

Very truly yours,

M’“‘W‘”‘ LLP



