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File Reference No. 154-D
Consolidated Financial Statements: Policy and Procedures

Dear Sirs:

We are pleased to comment on the FASB’s Exposure Draft, Consolidated Financial Statements:
Policy and Procedures (the ED), dated October 16, 1995. We support the Board’s efforts to
develop a consolidation policy applicable to all business enterprises and not-for-profit
organizations. We support the issuance of a final Statement. However, the final Statement
should provide for beneficial interests as a separate condition for consolidation and the
presumptions of effective control should be changed to indicators. Our views on the key issues
are summarized below. Our comments on other issues are discussed in the Appendix to this
letter.

Consolidation Policy

The purpose of consolidated financial statements, as set forth in the ED, is consistent with the
purpose described in ARB No. 51, Consolidated Financial Statements — to present the financial
position, results of operations and cash flows of the reporting entity (parent and subsidiaries), as
if they were a single entity, for the benefit of shareholders, creditors and other resource providers
of the controlling entity (parent). Further, both ARB No. 51 and the ED are based on the
presumption that consolidated financial statements are more meaningful than the separate
financial statements of the affiliated entities.

Few, if any, have challenged either the purpose for or the presumption relating to the usefulness
of consolidated financial statements. However, a consolidation policy based solely on control
may not achieve that purpose, and consolidation may not occur when consolidated financial
statements would be more meaningful than separate financial statements. Alternatively,
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consolidation may occur when separate financial statements would be more meaningful. We
continue to believe that consolidation policy should be based on two factors: control and
significant beneficial interest.

Control

The existence of control should not be presumed based on the conditions described in paragraph
14; rather, control should be determined based on an evaluation of those conditions as indicators
of control. In particular, effective control should not be presumed to override legal control.
Control is a matter of fact, not presumption. Applying the presumptions of effective control in
practice may lead to the inappropriate consolidation of some affiliates since control may be
presumed when it does not exist. In addition, presumptions may reduce the application of
professional judgment since a presumption establishes a form of bright line test when, by
contrast, professional judgment is needed in evaluating the essence of the relationship of the
parent and subsidiary and the aspects of control. Consolidation, when legal control does not
exist, should be based on persuasive evidence that effective control exists and not based on a
presumption. The conditions currently listed as presumptions should be included in the list of
indicators of effective control in Appendix B.

A presumption of effective control when another entity has legal control of the same entity, may
be especially difficult to apply. For example, assume a parent has consolidated a subsidiary for
several years based on legal control. The subsidiary has an outstanding issue of convertible,
nonvoting, high-yield preferred stock, held by an unaffiliated third party that, if converted, would
provide the holder with majority voting control of the subsidiary. Assuming the preferred stock
could be converted without assuming risks in excess of the expected benefits from the
conversion, the preferred stockholder may be presumed to have effective control under the ED
and would, therefore, consolidate the subsidiary. Paragraph 153 in the Basis for Conclusions of
the ED supports this conclusion and states, in part:

If an entity has effective control of a corporation through conversion rights, no other entity
can control that corporation, even one that presently owns a majority of the currently
outstanding voting shares.

However, paragraph 9 of the ED is less explicit, indicating that the parent that currently has
control would be required to continue consolidating the subsidiary until its control ceases to
exist. If that control is based on legal control, it would appear control would cease to exist when
legal control ceases to exist (i.e., when the preferred stock is converted). We believe that the
entity with legal control should continue to consolidate the subsidiary as long as it has both the
legal right and ability to exercise control, whether or not it chooses to exercise that right. The
parent with legal control should continue to consolidate until it has permanently ceded legal
control by contract or otherwise to the holder of the convertible preferred stock, beyond any
element of control inherent in the conversion feature of the preferred stock, or until the preferred
stock has been converted as noted above. Until an entity has actual control of an affiliate,
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consolidated financial statements that include that affiliate may have little or no financial
reporting benefit to the users of those statements. Likewise, the consolidated financial
statements of the entity with legal control may be less meaningful because the affiliate is no
longer included.

Beneficial Interest

In defining control, the ED indicates that when control exists, the controlling entity can use the
assets of its subsidiary to obtain the future economic benefit inherent in those assets. As noted
above, beneficial interest should be stated as a separate condition for consolidation, not implied
from the concept of control. As a basis for consolidation, a parent should be subject to the kinds
of risks and rewards with respect to the assets and liabilities of the subsidiary that are
characteristic of a single company operating a branch or division. The expectation of a holder of
a controlling interest is that it will be able to participate in a significant manner in the risks and
rewards of the subsidiary. For example, if an entity is a general partner that does not participate
in a significant portion of the limited partnership’s earnings or cash flows but controls the limited
partnership, the relationship may be more like that of a manager, agent or trustee and
consolidation may not be appropriate.

When significant beneficial interest is absent, significant risks and rewards are also absent, and
the relationship of an entity with its affiliates has fewer of the characteristics of a
parent/subsidiary relationship. If one entity controls another entity, but has little or no economic
interest, the controlled entity’s assets, liabilities, revenues and expenses lack relevance to the
resource providers of the controlling entity because those providers are unable to derive any
significant benefit from them. In addition, having control over the assets of an affiliate does not
necessarily provide the type of benefit to the controlling entity that should be represented by
consolidation of that affiliate’s financial statements.

Concepts of beneficial interest should be specific to different types of entities, because the nature
of significant beneficial interest may differ depending on the type of entity (e.g., for-profit, not-
for-profit or special purpose). For a business enterprise, a parent generally would have a
significant beneficial interest if it has assumed the kinds of risks and rewards of ownership of a
subsidiary that are characteristic of a single company operating with a branch or division. For a
not-for-profit organization, SOP No. 94-3, Reporting of Related Entities by Not-for-Profit
Organizations, defines economic interest (beneficial interest) as “an interest in another entity that
exists if (a) the other entity holds or utilizes significant resources that must be used for the
unrestricted or restricted purposes of the not-for-profit organization, either directly or indirectly
by producing income or providing services, or (b) the reporting organization is responsible for
the liabilities of the other entity.” That definition of economic interest should be incorporated
into the final Statement. For a special-purpose entity (SPE), the model described above for
business enterprises or not-for-profit organizations may apply, depending on the nature of the
SPE.
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Consolidation Procedures

Conceptually, the economic unit concept reflects the financial position and results of operations
of the consolidated group of legal entities operating as a single unit. However, in certain
circumstances, such as step acquisitions discussed in detail in the Appendix to this letter, the
application of the economic unit concept as proposed in the ED may not result in providing the
most meaningful information to the users of the financial statements.

Yours truly,
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APPENDIX

DELOITTE & TOUCHE LLP COMMENTS
FASB EXPOSURE DRAFT
CONSOLIDATED FINANCIAL STATEMENTS: POLICY AND PROCEDURES

CONSOLIDATION POLICY
Cessation of Control

If consolidation of a subsidiary is based on legal control, then cessation of legal control usually
would be objectively determinable (e.g., sale of a controlling interest in a subsidiary). However,
if consolidation is based on effective control, the determination of whether the parent has ceased
to control the subsidiary will require significant judgment. The final standard should indicate
that a periodic assessment of a parent’s basis for control of a subsidiary subsequent to the initial
consolidation should include a review of the factors that were previously indicative of effective
control. If a change in indicators has occurred (e.g., the parent’s nominees are defeated in an
election of board of directors) that is other than temporary in nature, the operations and activities
of the subsidiary should be evaluated to determine whether the subsidiary’s actions continue to
be reflective of effective control by the parent.

Presumptions of Effective Control

Although certain circumstances indicate the existence of effective control is probable, the
absence of evidence to the contrary is not sufficient to presume effective control of another
entity. The circumstances in which effective control is presumed as presented in paragraph 14 of
the ED should be presented as indicators of effective control.

Legal control should be the only circumstance in which control is presumed. If an entity has
legal control but chooses not to exercise it, the entity is not relieved of nor has it relinquished the
power over its subsidiary’s assets and it should consolidate the subsidiary. If legal control does
not exist and the entity is attempting to determine whether effective control exists (assuming the
Board does not alter its position regarding the current presumptions of effective control), the
actual exercise of control (e.g., actually appointing a majority of the board members) should be
required to substantiate the achievement of effective control. Further, the continuance of
effective control for a reasonable period of time should be considered when evaluating effective
control.

As presumptions, the conditions set forth in paragraph 14 could lead to relatively frequent
changes in the composition of a consolidated group. Such changes could occur due to periodic
changes in the composition of the investor groups and their level of activity in the operations of
the entity. For instance, effective control in paragraphs 14(a) and 14(b) of the ED relies on a
passive group of investors that are satisfied with the actions taken by management or the



significant minority interest shareholder. However, if the passive group of investors at some
point becomes dissatisfied with management or the significant minority shareholder, that group
has the ability, through a proxy fight and other organized actions, to exercise control by veto,
realignment of the Board of Directors, or otherwise. Other forms of effective control may
change from time to time implying that effective control is only temporary. For example, an
investor holding “in the money options” that, if exercised, would provide the holder with the
ability to gain a majority voting interest, may conclude that it has effective control and should
consolidate the investor. If the options fall “out of the money”, there would no longer be a
presumption to support consolidation, and a change in the consolidated group may be necessary
even though there has been no action by any of the stockholders or option holders. In both of the
examples provided above, the ability to retain effective control is out of the controlling interests’
control. In order to consolidate the controlling interest should be able to maintain control.

Special-Purpose Entities

Accounting for transactions involving special-purpose entities (SPEs) has been difficult in
practice. Guidance has been limited. Due to the complex SPE structures in existence today, the
general guidance in the ED is unclear and may lead to confusion and further inconsistencies in
practice. For example, the presumptions of effective control described in paragraph 14 may be
used to argue for or against consolidation of the same SPE. Accordingly, consolidation of SPEs
should be specifically and separately addressed in the Statement to provide meaningful guidance.

The Board should consider the issues being addressed by the EITF working group that is
addressing EITF Issue No. 90-15, Impact of Nonsubstantive Lessors, Residual Value Guarantees,
and Other Provisions in Leasing Transactions, and determine if the final standard should address
certain of those issues directly. For example, the SPE in Example 5 in Appendix B may be
expanded to, in effect, combine several stand-alone SPEs that would own and lease properties to
other enterprises that are entirely financed with nonrecourse debt on each property and little or no
equity in the individual properties. The SPE would not appear to meet the consolidation
requirements established in the ED. Although it would not be appropriate to consolidate the
entire entity, nonconsolidation of the net assets by the transaction sponsor that are clearly
controlled and established solely for the benefit of the sponsor also does not appear appropriate.

The Exposure Draft on Accounting for Transfers and Servicing of Financial Assets and
Extinguishments of Liabilities dated October 24, 1995 addresses qualifying SPEs. Paragraph 23
of that Exposure Draft defines the conditions an SPE must meet to be a “qualifying” SPE, and
indicates that the transferor may need to include the qualifying SPE’s assets and liabilities with
those of the transferor in consolidated financial statements. Without more specific guidance or
examples there may be confusion regarding the circumstances that would require consolidation
of a qualifying SPE. The FASB should consider the need to further reconcile the consolidation
issues between the two exposure drafts and perhaps provide an example of a qualifying SPE that
the transferor should consolidate.



Limited Partnerships

The structure of a limited partnership and the functions of a sole general partner of a limited
partnership vary widely from partnership to partnership. A limited partnership must meet certain
legal and tax criteria to qualify as a limited partnership; therefore, the structure is often form-
driven. Some general partners perform a function designed solely to satisfy the criteria to qualify
the entity as a limited partnership. Those general partners may have little, if any, real economic
or beneficial interest in the partnership. However, the presumption in paragraph 14(f) will lead
to consolidation of those limited partnerships by the sole general partners. We believe it is
inappropriate to consolidate an investment in which a company, as sole general partner, has
limited risk and an insignificant level of ownership and beneficial interests, particularly if the
partnership is structured to own and operate a project or property financed by nonrecourse debt.
For example, real estate companies often organize highly leveraged limited partnerships for
which they act as the sole general partner (often with one-percent or less ownership interest).
Consolidation of those general partnership interests could significantly inflate the financial
statements of the general partner and distort the true financial position and results of operations
of the reporting entity. In those instances, consolidation would seem to reduce rather than
enhance the meaningfulness of the financial statements. The Board should consider
distinguishing between general partners that participate in a significant portion of the residual or
economic interests of a partnership and those that do not.

CONSOLIDATION PROCEDURES
Acquisition of a Subsidiary

If the parent-subsidiary relationship is accomplished through a series of transactions (step
acquisition), the transaction that causes the establishment of the parent-subsidiary relationship
provides an objective measure of the fair value of the investee, unless there is evidence that a
significant control premium is paid for the last purchase. If a control premium is paid, the
purchase price would not be representative of fair value. Therefore, an appraisal or other means
of establishing fair value would be necessary. While differing from the current practice of
reporting each acquired interest, based on its purchase price, the full goodwill method, as
described in paragraph 110 of the ED, seems to be the most relevant measure of fair value at the
date the parent-subsidiary relationship is established. We believe that the full goodwill method
can be made operational. Although it may be difficult to distinguish between a control premium
and goodwill, we believe control premiums can be reasonably estimated and adjusted and,
therefore, the existence of a potential control premium should not be a basis for rejecting the full
goodwill method.

Our primary concern about the purchase goodwill method is the potential for abuse in recording
goodwill and the fair value of the entity. Entities attempting to avoid recognition of significant
goodwill may obtain control with a relatively low ownership percentage and then acquire a
significant additional interest a short time later and avoid recording goodwill. For example,
assume A acquires 40 percent of B’s stock for $100 and is deemed to control B because it has a



large minority voting interest and is the only significant shareholder. The net assets have a fair
value of $50 so A records $80 as goodwill. A short time later, with the fair value of the net
assets still at $50, A acquires the remaining 60 percent for $150. Under the purchase goodwill
method, the acquisition of the 60 percent interest would be treated as an equity transaction and
would result in a decrease in noncontrolling interest of $30 and additional paid-in capital of
$120. No additional goodwill would be recorded.

The example demonstrates that nonrecognition of goodwill under these circumstances may
significantly understate the value of the entity acquired as well as understate consolidated equity.
While we recognize that the full goodwill method may result in recognition of significant
goodwill upon acquiring a relatively small ownership percentage, we believe the result is a more
faithful representation of the fair value of the entity acquired than the purchase goodwill method
proposed in the ED.

Paragraph 28 of the ED explains that if the parent acquires its controlling interest in the
subsidiary in two or more separate purchases of stock, an unrealized holding gain or loss on
earlier investments carried at fair value and classified as available-for-sale securities by the
provisions of FASB Statement No. 115, Accounting for Certain Investments in Debt and Equity
Securities (SFAS 115), should be recognized in earnings at the date control is obtained. We
believe that the unrealized holding gains or losses at the date control is obtained should be treated
as a capital transaction unless impairment is present. The purchase of an additional interest in an
entity is not the culmination of the earnings process. While purchases generally should not result
in immediate income or loss recognition, the acquisition does validate the increase or decrease in
the value of the parent’s previous ownership interest that should be recognized in the
consolidated financial statements as an adjustment to equity.

The proposed accounting for acquisitions of a subsidiary would have a significant impact on the
accounting for leveraged buyout transactions. Currently, Section 2 of EITF Issue No. 88-16,
Basis in Leveraged Buyout Transactions, requires that the NEWCO use a combination of
carryover basis and fair value in valuing its investment in OLDCO subsequent to a leveraged
buyout transaction. It appears that the ED would require that the entire entity be recorded at fair
value. We recommend that the Board specifically address whether this or other EITF consensus
positions are superseded or amended. If not addressed, the existence of such contradictory
guidance may lead to inconsistencies in the implementation of the final standard.

Conforming Accounting Policies and Fiscal Periods

The final Statement should not require that the accounting policies of subsidiaries in specialized
industries be conformed to the accounting policies of the parent. Specialized accounting policies
have been developed for certain industries to enable a fair presentation of the financial position
and results of operations of those entities. Conforming specialized accounting policies of a
subsidiary to the accounting policies of the parent may present a misleading view of the financial
position of the consolidated entity.



For example, assume a parent with manufacturing operations has a subsidiary that is an
investment company. The investment company records all of its investments at fair value and
the changes in fair value are recognized in income. Some of these investments are held by the
investment company for an indeterminate term and some to maturity. Those investments are
unlikely to be considered trading securities under SFAS 115 and would require adjustment and
reclassification to conform to the parent’s accounting policy. Conforming the subsidiary’s
accounting policies to the parent’s policies would not result in more meaningful consolidated
financial statements since the specialized accounting policies that are designed to present fairly
the financial statements of the subsidiary would be disregarded. In addition, the costs of
maintaining duplicate records of the investments in accordance with the parent’s policies may
exceed the benefits of conforming accounting policies.

There is a benefit to conforming fiscal periods of the parent and its subsidiaries for purposes of
the consolidated financial statements; however, the benefits may not outweigh the costs. The
current practice of permitting a difference of not more than about three months between the
subsidiary’s fiscal period and that of its parent is a practical solution. The consolidated financial
statements should disclose the difference in fiscal year ends and any material events or
transactions that have occurred in the intervening period.

Effective Date and Transition

If a final Statement is issued in June 1996, the proposed effective date would require entities to
begin implementation within approximately six months of issuance in preparation for quarterly
reporting. Six months may not provide sufficient time for entities that must renegotiate
covenants and contracts or implement systems to conform fiscal periods, change accounting
policies and deal with other matters required to adopt the new Standard. The effective date
should be delayed by one year (to fiscal years beginning after December 15, 1997) or should
allow a delayed implementation to the fourth quarter for fiscal years beginning after December
15, 1996.

Although providing a practicability exemption in regards to the retroactive application of
consolidation procedures is appropriate, the infrequency of using that exemption should be
explicitly stated. Paragraph 137 of the ED should be changed from stating that retroactive
application would be impractical in certain circumstances to stating that it would rarely be
impractical to apply the standard retroactively. In addition, the transition guidance should
specifically state whether retroactive application pertains only to the periods presented in the
financial statements or whether the procedures also should be retroactively applied to periods not
presented (i.e., to the initial period consolidation would have been required under the new
standard).

Certain Trust Relationships
Paragraph 211 of the ED describes a situation in which a trustee has control over the assets and is

one of the beneficiaries of the trust. The ED concludes that the trustee should not consolidate the
trust, but should recognize as an asset its unconditional right as a beneficiary to receive future



cash flows. A proposed AICPA Audit and Accounting Guide, Not-for-Profit Organizations
(NPOs), requires two different methods of accounting based on whether or not the NPO is the
trustee.

If the NPO is the trustee, it is required to recognize contribution revenue and an asset at the fair
value of the assets received. A liability is reported for the present value of the expected future
cash payments to be made to other beneficiaries, if any. That accounting approach is similar to
consolidation. If the NPO is not the trustee, the NPO is required to recognize contribution
revenue and an asset representing its right to receive future cash flows. That accounting
approach is the approach proposed in the ED for an NPO either acting as a trustee or not. We
believe that if the NPO is acting as a trustee (has control) and has a significant share of risks and
rewards (right to receive future cash flows), the accounting approach should be similar to
consolidation as proposed in the Guide.

Other

The term “scarce” in paragraph 11 of the ED should be changed to “limited”. “Scarce” has broad
economic connotations that are inappropriate in the context of this paragraph. “Limited” may
more closely reflect the circumstances the Board intended to describe. If that is not the case, the
example should be clarified.



