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concepts; no gain has been realized and no loss has been incurred (e.g., no securities have
been sold and no other-than-temporary impairment has been identified). Rather, an entity has
increased its investment in another entity. This position is supported by 482 of FASB
Concept No. 6 which states, “Gains are increases in equity (net assets) from peripheral or
incidental transactions of an entity and from all other transactions and other events and

circumstances affecting the entity except those that result from revenues or investments by

owners.”

When an entity increases its ownership of an investment such that it causes the available-for-
sale classification to no longer be appropriate, we propose that the unrealized holding
gain\loss amounts on the existing available-for-sale securities be reversed. This results in (1)
recognizing the parent’s actual cost of acquiring an investment, (2) recording goodwill based
on the cost of an investment, consistent with the current accounting for determining goodwill
and (3) avoiding the questionable accounting of recognizing a gain or loss when an entity
purchases more of an existing investment. We would also not object to the option discussed
in Y125 where the unrealized gain or loss reported as a separate component of equity is
reversed as an adjustment to goodwill. This method also results in determining goodwill
based on the cost of an investment and avoids recognizing a gain or loss upon the purchase of
an investment.
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apply the equity method, where the distinction seems to be dependent solely on the legal
structure of an entity; no such distinction exists in the ED regarding consolidation.
Attachment II elaborates on why we feel there is a need for guidance on when to apply the
equity method, as well as discusses why we strongly feel the FASB is in the best position to
provide the much needed guidance in this area.

e Inresponse to the Board’s invitation to comment on whether the ED’s definition of control is
operational, we do not feel the ED’s guidance is operational in the area of special-purpose
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entities (SPEs). We are aware of an SPE situation that is slightly different from the SPE
situation described in Example 5 of Appendix B. Unfortunately, we are unclear on how to
apply the criteria in the ED to this different SPE situation, to determine which entity, if any,
should consolidate the SPE. Attachment III includes a description of this SPE situation and
discusses the problems we encountered in applying the ED’s guidance to this situation. We
request that the final Statement contain guidance that is operational for SPEs.

We will be pleased to discuss any of these issues or respond to questions you may have with
respect to our comments.
Sincerely,

attachments



ATTACHMENT I

Comments on eliminating intercompany profits in applying the equity method of
accounting

In applying the equity method of accounting, there is a long-standing convention that
intercompany profits are only eliminated when the intercompany profit remains on the
balance sheet of one of the parties to the transaction. We are concerned that the proposed
wording of §217.d. may be interpreted as requiring a change in the application of the
equity method for an entire class of transactions.

e If that change is not intended, we believe that the wording of §217.d. needs to be
clarified (e.g., by retaining the existing wording in Interpretation 1 to APB no. 18)
and discussion should be added to the basis for conclusions section to clarify this
matter.

e If such a change is intended, we believe the basis for conclusions should have
indicated such, so those reviewing the ED would be clear that a change was being
proposed. More importantly, we believe that a change is not appropriate since it does
not improve financial reporting and adds additional cost to the preparation of financial
statements. In applying the equity method, the net income of the investor is the same
with or without the complexity of performing additional eliminations.

The class of transactions, referred to above, includes such transactions between affiliates
as interest income and expense and amounts charged or paid for services (as contrasted
with assets). While these examples are characteristic of transactions between financial
institution affiliates, they are not restricted to that industry. The key characteristic that
defines this class of transaction is that both the income and expense are recorded by each
party to the transaction in the same accounting period and in the same amount. There are
no future events involving realization with an unrelated third party; the transaction is
complete when the income or expense is recognized by the affiliates. For example, if an
investor performs the payroll processing function for an investee, and charges the
investee a fee each period for that service (rather than incur the out-of-pocket costs of a
third-party vendor or the cost of establishing payroll processing expertise in each of the
entities), the investor should recognize in income the amount of the fee in the period the
service is performed and the investee, likewise, records the fee expense (in the same
amount) in the period the service is performed. There is no need to compute
intercompany profit nor to make eliminations of same, except in the rare case where the
cost of the service is recorded on the balance sheet (such as would occur for certain
services or interest charges identified with construction of an asset or included in
inventory held for sale).



In an effort to assist the FASB in deliberation of this comment, we have drafted proposed
changes to 9217.d., in the style of the proposed language, which we believe would
address this concern. Those changes are provided on page 3 of this Attachment.

Arm's-length transactions:

If Interpretation 1 of APB 18 is going to be elevated to Statement status, we would like to
point out that that guidance ignores one entire class of transactions, the class of
transactions described above.

The existing language in §217.d. on this matter states, "If a transaction with an investee is
not on an arm's-length basis, none of the intercompany profit or loss from the transaction
should be recognized in income by the investor until it has been realized through
transactions with third parties." (emphasis added) However, as pointed out in the
preceding comments in this Attachment, there exists an entire class of intercompany
transactions for which no transactions with third parties would ever occur. We believe
that this situation needs to be acknowledged.

The most practical solution, again, is that no elimination should be required for
intercompany gains and losses when those amounts do not appear on the balance sheet of
either entity at the end of the reporting period. We believe the provisions of FAS 57
(written after Interpretation 1 of APB 18) are adequate to deal with pricing; the solution is
in disclosure, not in adjusting the method of accounting. And, adequate disclosure
requirements already exist.



Elimination of intercompany profits when using the equity method

The following changes are needed as a result of deleting AICPA interpretation 1
to APB 18 (and because the language drafted to replace it does not cover all
situations).

Recommended changes for §217.d.

Revise the existing first paragraph to read as follows (proposed changes are in
italics):

Intercompany profits and losses: Whether all, a proportionate part or none of the
intercompany profit or loss should be eliminated under the equity method depends
largely upon the relationship between the investor and investee and the periods in
which the intercompany profits or losses occur.

Add new paragraphs as follows:

In some cases, the intercompany revenues (or expenses) in one affiliated entity are
recognized in the income statement in the same period as the same amount of
expense (or revenues) in the other affiliated entity which was a party to the
transaction. In such cases, the intercompany profits (losses) are not eliminated.
The proper net income under the equity method is recognized simply by the
computation of the equity in earnings.

Assume an investor makes a loan of $100,000 to an investee, payable in full at the
end of three years, with an annual interest rate of 10%. Each year the investor
accrues and records $10,000 of interest income. Assume that in the first year the
investor's average interest expense was 8%, implying $2,000 of intercompany
profit. The investee records $10,000 of interest expense. The intercompany
interest income and interest expense are, in effect, "self eliminating” through the
application of the equity method. Net income of the investor is correctly stated
without eliminating a portion of its interest income and part of the interest
expense of the investee before computing the investor's share of net income of the
investee under the equity method. As a result, there is no need to eliminate the
intercompany profit, even though no third party transaction is involved, since the
transaction cycle is complete. If the investor has a 30% interest in the income
before tax of the investee, the investor's equity in earnings is reduced by $3,000
because of its share of the interest expense; the remaining $7,000 of interest is
borne by the other equity interests in the investee. The investor's net income
before tax is increased by this $7,000, which implicitly is the $10,000 of interest
revenue net of the $3,000 of expense recognized through the equity pick-up. The
same net income result would occur even if the investor did not have interest
expense during the period (as would occur if the source of funds lent was
provided from capital, such as profits retained in the business) nor does the result
depend on whether or not the interest rate was a market rate of interest given the
credit characteristics of the investee.



ATTACHMENT II
Comments on when the equity method should be applied

Our comments in Attachment I discuss issues related to how the equity method should be
applied. We believe that the Board should also provide guidance on when the equity
method should be applied. We realize the Board can not address all issues at once, and
comment has not been solicited at this time on the question of when the equity method
should be applied. Since the FASB's consolidations project consists of five parts, one of
which is "unconsolidated entities," we believe that upon the completion of deliberations
on the issues raised in the ED, the Board should undertake a project to clarify when the
equity method should be applied.

Discussion of the criteria for consolidation naturally leads to the discussion of the criteria
for applying the equity method because the three methods of accounting for investments
in another entity (consolidation, equity and cost methods) are related by a continuum that
describes the relationship between investor and investee. Specific points along that
continuum discussed in the literature include control, significant influence, less than
significant influence and virtually no influence. Since the ED changes the definition of
control, it follows that the definition of significant influence will be complicated. More
importantly, the ED attempts to apply a common definition of control "regardless of the
legal form of the...controlled entity" (94), apparently including "strategic arrangements"
(157); likewise, the propriety of applying the equity method to unincorporated entities
also needs to be addressed.

Recent developments emphasize that confusion and, we believe, inappropriate results
occur from attempts to apply the existing literature by analogy, even before introducing
analogies to the Proposed Statement (this ED).

o Item 5 of the May 18-19, 1995 EITF Minutes for Issue No. 94-1 states, "An FASB
staff representative noted that the 20 percent presumption of significant influence in
APB Opinion No. 18, The Equity Method of Accounting for Investments in Common
Stock, does not apply to investments in limited partnerships." We believe, in the
absence of literature that specifically states what should be applied, such a statement
(an apparent paraphrase of AICPA Accounting Interpretation 2 of APB Opinion No.
18) can't be taken to mean that significant influence can not be applied, it is merely
not required to be applied.

e Subsequently, EITF's Topic D-46 indicates that the SEC reversed a long-standing
position on limited partnerships, requiring all such investments to be accounted for
under the equity method unless a criterion applicable to real estate ventures is met
(such criterion being virtually no influence, measured as less than 5%, apparently
without regard to facts and circumstances).

Like the SEC prior to this announcement, it was our understanding that the guidance on

significant influence (including a review of the specific facts and circumstances) was

applied by analogy to other forms of investment and there was substantial practice



supporting the accounting for passive investments (i.e., those with less than significant
influence using a 20% presumptive threshold) on the cost method, except those real estate
ventures within the scope of SOP 78-9.

While it might be observed that part of our objection relates to an SEC position, that is
not the relevant point. Only the FASB has sufficient authority to arbitrate the various
views of the AICPA, SEC, FASB staff and issuers and users of financial statements. We
believe that the knowledge base that has been created with regard to various entity and
investment forms as a result of the consolidations project should not be lost. Rather,
attempts to resolve the question of when the equity method should be applied should
benefit from the current FASB effort and be a continuation of it.

It remains our view that requiring the equity method be applied to limited partnership
interests below 20%, absent other indicators of significant influence, is a totally
inappropriate reflection of the economic relationship between investor and investee.
And, it gives a significantly different result than a similar investment in the form of a
corporation. Based on our involvement in passive limited partnerships, we believe it is
totally incorrect to assume that a limited partner (given the legal and contractual rights of
the general partner) has as much influence as a common stockholder when each hold the
same percentage of the voting interests. This view is consistent with the view expressed
in the ED that a sole general partnership (GP) interest in a limited partnership should be
consolidated (f14.f) as the GP has control of the entity as further discussed in 155,
subject to an assessment of the specific facts and circumstances.

We are particularly concerned about the current AICPA project to issue a revised SOP on
"Accounting for Investors' Interests in Unconsolidated Real Estate Joint Ventures."
While we have not participated in the discussions listed above, it appears from afar that
the preliminary guidance in the revised SOP (especially the presumption of "influence" in
contrast to the more authoritative standard of significant influence and the use of 5% to
define a concept of "minor" influence) is intended to apply to entities not involved in real
estate, despite the stated scope. In fact, at the November 1995 AICPA National
Conference on Banking, the Chairman of AcSEC stated that the proposal was a blueprint
for partnership accounting, if the fair value aspects of real estate are removed. We
believe it is totally inappropriate to issue for comment a document with a stated scope
applicable to real estate, which will elicit responses from those involved in real estate
investing, and then use it for other types of entities. We believe the guidance is being
developed without consideration of the facts and circumstances of the various
investments and does not give appropriate consideration to the more authoritative
"significant influence" concept nor to concepts articulated by the FASB in the ED.

The apparent basis for applying the equity method to such a broad population (as
apparently contemplated by the AICPA) comes from characterizing all such forms of
investing as "ventures." Presumably, this allows a linkage to the guidance for Joint
ventures, for example in 16 of APB 18. This perspective, based on our experience, is
inappropriate. Wells Fargo has entered into several joint ventures through forms other

2



than corporations. As contemplated in the literature, these arrangements are under
common control of the entities joining together to engage in a business undertaking.
Often, there are blocking voting arrangements so that the management committee
representatives from one participating investor can not solely determine, by vote,
significant decisions (without obtaining at least one vote from representatives of the other
investors). This blocking voting or common control exists regardless of the amounts
invested or the relationship of the investors' capital accounts. In fact, we doubt that this
same kind of joint venture common control can practically exist (function) with a large
number of venture partners. But, while not common, it seemed reasonable (in reference
to the existing literature) that if as many as five investors joined together with equal
voting interests (20% each), equity method would apply to all these investors and
consistency would be achieved between corporate and general partnership (and other)
forms.

The existence of corporations, partnerships and limited liability companies allow
participants in a business undertaking to select between various forms of taxation, legal
liability and corporate governance. When investors agree to invest in a manner that does
not give them significant influence over the activities of the investee, the accounting for
these arrangements should be consistent, and the cost method should be applied. In
addition to the investments described in the preceding paragraph, Wells Fargo has
invested as a limited partner in other partnership arrangements where the limited partners
are passive, do not have the right to remove the general partner (other than for violations
of law, further discussed in §156) and in some cases may hold some of the interests in the
form of nonvoting limited partnership interests. It is clearly inappropriate to apply the
same accounting to these arrangements as that applied to arrangements under common
control, which would be the result if the AICPA's perspective is allowed to proceed.

Recommendations:
e We believe that FASB should not permit the AICPA's SOP to be issued.

e Rather, FASB should initiate the unconsolidated entities portion of the consolidation
project.

We believe the staff resources, the time devoted by Board members and the due process
of the FASB is superior and is needed to resolve the conflicting guidance and views that
exist on the topic of when the equity method should be applied.



ATTACHMENT III

Comments on special-purpose leasing entities

The following comments are in response to the Board's invitation to comment on whether
the definition of control in the ED is operational and on implementation issues
encountered in attempting to apply the provisions of the ED. These comments relate to
"synthetic leasing," a name often applied to off-balance sheet transactions of the nature
described in Example 5 of Appendix B. Examples, such as those provided in the ED, are
especially helpful in understanding the intent of the (proposed) Standard and in
illustrating how its concepts are to be applied. Example 5 provides a good illustration of
how ownership of the voting shares of a corporation may not be evidence of control.

However, the most significant aspect of the ED is the application of consolidation
principles to unincorporated entities. Our experience indicates that synthetic leasing is
often structured to use a trust, not a corporation. Following is an example of synthetic
leasing where we think the application of the criteria in the ED is less clear than in
Example 5. In this example, where the relationship of an entity is similar, this example
uses the entity names used in Example 5, otherwise new entity names are assigned.

Background: Synthetic lease transactions arise because financing is sought for an asset.
Hence, a financial institution is an additional party needed in the description of such a
transaction and one which may play a significant role. In order to win the competition to
provide the financing for the asset or in order to earn fee income for structuring . the
financing, a bank may establish the special-purpose entity in the form of a trust, which
has no equity instruments but operates according to its charter, as in the example which
follows.

Example: Corporation I wishes to acquire machinery needed in the operation of its
business. Bank B creates a trust, trust J, for the purpose of acquiring machinery for lease.
Bank B lends the purchase price to J, the lessor, and receives notes secured by the
machinery and the lease. The "notes" may be in the form of certificates of two classes
which represent an interest in the lease payments and contractual residuals (purchase
option payments), respectively, that will be received by J from the lessee I, the junior
class being referred to as residual certificates or equity certificates. While a trust must
have a beneficiary, since there is no corpus other than that which will be distributed to the
certificate holders, the beneficiary is irrelevant to the analysis. Since Example 5
establishes that there is no significance to having non-controlling equity investors, this
illustration contains no such participant. As in any lease, I specifies the equipment which
is purchased by J.

The lease (between I and J) is structured as an operating lease. A portion of the loan
principal (plus interest) is repaid to B during the period of the lease term from the lease
payments. The remaining balance of the loan is expected to be recovered from the
"residual" value. The lease provides I with the option to purchase the equipment in the



amount of the unpaid principal of the loan. If I does not exercise the purchase option by
the end of the lease, the lease requires I to arrange for the sale of the equipment and make
a contingent rent payment to J if the proceeds from the sale are less than the unamortized
balance of the loan, subject to a maximum such that the present value of all rents payable
over the term do not exceed 89.9 percent of the original cost/fair value of the equipment.
This permits I to benefit in any terminal value of the equipment in excess of the unpaid
loan balance (and minimizes risk of loss for B).

Bank B might syndicate the transaction with other banks, C and D, such that B holds less
than 50% of each certificate described above (in a fashion so as to comply with EITF 88-
17).

The example above does not discuss who is the trustee for the trust, . We believe that
fact is irrelevant to the determination of who, if anyone, consolidates J, because of the
guidance provided in §165.

Analysis and comments: Just as in Example 5, Company I benefits from the use of the
financed asset. Therefore, it stands to reason that I, if anyone, should consolidate J. The
Bank is merely acting as a lender. However, "benefit from the use of the asset” is not one
of the criteria of the ED. While 1200 discusses "service potential" and refers to §14.d.,
that term is not part of the proposed Standard. In this example, I has none of the criteria
of 914, I is not obviously the sponsor nor is it the owner of the special-purpose entity
(SPE). The bank created the SPE which facilitates the financing of the equipment. In
Example 5 and 14.d., 154 and 158.e., considerable emphasis is placed on the control
relationship between a "sponsor" and a special-purpose entity, which gives the "power
over its assets" discussed in §10. We believe that the concept of "sponsor" is ill defined
in the ED. As in this example, where the bank draws up the trust documents, files them
with the state and performs other administrative functions in order to accommodate and
document the financing, there should be no significance inferred for accounting purposes
based on which party to the transaction performs these functions. The sole purpose of
creating the trust is to facilitate the financing of the asset involved. However, we fear
based on the analysis in example S and the language of §14.d(1), that readers of the ED
may conclude that the Bank should consolidate because it is deemed the sponsor and,
thus, has indicators of control.

Conclusion: We believe it is not appropriate for the bank to consolidate the SPE
described above, because its role is that of a lender. When one entity "sponsors" an SPE
and another entity benefits from the use of the SPE's assets and retains residual rewards,
if any, which entity consolidates the SPE? Because it is not clear from the ED that the
beneficiary of the service potential of the asset should consolidate the SPE, we believe
the proposed standard is not operational in the area of SPEs and needs refinement. We
understand that the FASB, through the EITF, has established a synthetic lease working
group. We encourage the FASB to actively involve that group in determining if the
criteria proposed in the ED address the synthetic leasing issues in their various forms and
to include the benefit of that process in the final Standard. We do not believe that the



issue of SPEs should be resolved outside the Standard, such as through a supplemental
Q&A document. The benefit of having examples in the ED and the Standard is that such
an approach permits all parties to consider all of the facts before finalizing the
deliberations and wording of the Standard.



