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Issue 2: How should assets and liabilities of a subsidiary be accounted for in
consolidated statements at the date of acquisition of a subsidiary by a parent
company?

Consistency with our general conclusions, enumerated previously, as to our bias
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1ssue 4: 10 what extent should intercompany receivables, payables, sales, purchases,
profits and losses be eliminated in consolidated statements?

For downstream sales of inventory from a parent to its subsidiary, we support
alternative D1. The key attribute of this alternative that we find appealing is that no
sales revenue is reported; no sales revenue, no profit recognized. We believe it
inappropriate to report that a sale has occurred prior to a sale to an outside,
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noncontrolled party. The partial sales revenue reported under alternative D2 can only
be described in terms of how it was calculated.

For upstream sales of inventory from a subsidiary to its parent, we support
alternative US. The attributes of this alternative that we find persuasive are: a) no
sales revenue is reported, b) there is no effect on net income and c) the carrying
amount of the inventory reflects its cost from the perspective of the parent company
shareholders.

Similar to the views just stated, we favor alternative 4.3B for lateral sales of inventory
between two subsidiaries of a common parent. Also, we believe an intercompany sale
of plant assets or intangible assets should be accounted for in the same manner as
inventory.

Issue 5: How should noncontrolling (minority) interest be displayed in consolidated
statements?

Current practice in this area does not seem to have caused problems and should be
continued — separate classification between liabilities and shareholders’ equity in the
balance sheet, deduction in computing net income.

Subissue 6.1: Should alternative accounting policies that are generally accepted and
used in the separate financial statements of a parent or a subsidiary be modified in
consolidated financial statements?

It should be required to conform a subsidiary’s accounting policies to those of its
parent in consolidation (alternative 6.1A) in the same manner as if the subsidiary were
a division. To allow otherwise would, effectively, allow an entity to use multiple
accounting policies for similar items. The alternative we support certainly is clearest
in its appeal with respect to a wholly-owned subsidiary, but we do not believe the
existence of a minority interest should change the conclusion. Alternative accounting
policies could continue to be used in the separate financial statements of the
subsidiary.

Subissue 6.2: If an adjustment is made in consolidation to conform the accounting
policies of a subsidiary to those of its parent, how should that adjustment be allocated
between the controlling and noncontrolling interest?

The adjustment should be allocated between the controlling and noncontrolling
interests (alternative 6.2A). Essentially, the subsidiary’s financial statements should
be recast to reflect the parent’s accounting policy.
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Issue 7: What should be done in consolidated financial statements if there is a
difference between the fiscal periods of a parent and its subsidiary?

Present practice of allowing a lag of up to three months should continue to be
permitted.

One final point. Although we do not support the proportionate consolidation concept
with respect to subsidiaries, we believe the concept has much greater appeal in the
context of joint ventures and, possibly, other noncontrolled investees. We are pleased,
therefore, to note that the Board will consider proportionate consolidation de novo
when it takes up accounting for joint ventures.

We would be pleased to discuss our comments and recommendations with the FASB or
its staff at any time.

Very truly yours,

Frice Watiikuee
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February 20, 1995

Mr. Timothy S. Lucas

Director of Research and Technical Activities
Financial Accounting Standards Board

401 Merritt 7

P.O. Box 5116

Norwalk, CT 06856-5116

Dear Mr. Lucas:

Preliminary Views
"Consolidation Policy"

We appreciate the opportunity to comment on the Preliminary Views document,
"Consolidation Policy" (PV). The Board’s preliminary view is to require the
consolidation of all entities "controlled" by the parent regardless of the level of equity
or economic interest. This view represents a significant change in current practice - a
change which could result in the consolidation of many more entities than are
currently consolidated. We do not agree with the proposed consolidation policy and
do not believe such a broad standard is appropriate.

ARB 51 has served the accounting profession well for many years. Its policy of basing
consolidation on having a controlling financial interest is relatively straightforward and
easy to apply in most circumstances. While we acknowledge that consolidation
problems have arisen over the years, we feel it is important to note that the majority of
them have been limited to special purpose entities and situations that are considered
at the margin. Given the relative success of ARB 51, the nature of the problems that
have arisen and the absence of any demands from the user community to broaden
present practice, it does not appear to us that a significant change in consolidation
policy is warranted.

We are also concerned as to whether the proposed policy is operational. The Board’s
definition of control is confusing and the use of effective control as a basis for
consolidation interjects a high degree of subjectivity into a process which heretofore
has been fairly objective. These two factors combined raise significant doubts as to
whether preparers will be able to apply the proposed policy consistently. Accordingly,
we recommend that the Board reconsider the conclusions expressed in the PV
document in favor of a policy that is conceptually closer to current practice and is
easier to apply on a consistent basis.
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Consolidation Policy

In our comment letter dated July 15, 1992 on the Discussion Memorandum,
"Consolidation Policy and Procedures”, we strongly endorsed the parent company
concept and stated our belief that control and ownership are two separate and
necessary conditions for consolidation. We continue to support that view and believe
that it is conceptually closer to existing practice than the Board’s proposal.

Our support for the parent company concept is based on our belief that consolidated
financial statements should principally serve the information needs of the current and
prospective owners and creditors of the reporting entity. Specifically, consolidated
financial statements should provide information as to an enterprise’s ability to generate
cash flows so investors and creditors can make rational investment and credit
decisions relative to the enterprise. Accordingly, we believe that consolidation is
appropriate only for those entities for which the parent has the ability to control and in
which the parent company stockholders have a significant economic interest. If an
enterprise controls another entity, but has little or no economic interest, the controlled
entity’s assets, liabilities, revenues and expenses would lack relevance to the owners
and creditors of the controlling enterprise because they would be unable to derive any
significant benefits from them. We believe the notional benefit derived from the
ability to only control is too intangible and uncertain to make consolidation
meaningful.

Control

The PV document defines control as the power to use or direct the use of the
individual assets of an entity to achieve the objectives of the controlling entity. We do
not agree with this definition and as previously mentioned are concerned as to whether
it is operational. Our principal concerns are as follows:

- The Board’s definition literally indicates that control involves only the ability to
direct the use of individual assets. Subsequent discussion in the document seems
to expand the definition to include establishing the capital and operating budgets
and enforcing decisions by hiring, firing and compensating management.
However, it is not clear whether all or just some of these additional powers must
be present to meet the definition of control. The Board should clarify the
definition to explicitly state that control also involves both the ability to direct
management and to establish the operating and financing policies of the entity.
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- By including the phrase "to achieve the objectives of the enterprise” in the
definition of control and defining the objective for a business enterprise in terms
of providing cash flows to its owners, the Board appears to have incorporated a
requirement for there to be an economic interest to consolidate. Yet it is unclear
whether this is the Board’s intention, and if it is, to what extent there must be an
economic interest and how direct this interest should be to qualify for
consolidation. For example, paragraph 19 of the document cites several situations
in which consolidation is required because the parent’s ability to control
"indirectly maximizes its future cash flows" (emphasis added). But, paragraph 54
states that a company-sponsored charitable foundation should not be consolidated
because it cannot use its power to control to "directly enhance the value of the
enterprise" (emphasis added). If the Board believes an economic interest is a
prerequisite for consolidation, then it should be separately addressed (i.e., not
buried in the definition of control) and clearly articulated as to what extent and
how direct this interest must be.

- The Board’s consolidation policy applies to situations where either legal or
effective control exists. While the presence of legal control is generally easy to
assess, effective control in many situations depends on an evaluation as to whether
the other ownership interests are likely to act in concert to block the actions of
the "controlling" minority interest. The need for such subjective evaluations
coupled with the fact that control can be terminated by the actions of others
(which intuitively suggests that one is not really in control), in our opinion
eliminates effective control as an appropriate basis for consolidation. We believe
the Board’s consolidation policy should be based on legal control. It is straight
forward, is easy to understand and apply and should yield consistent results when
applied to similar circumstances.

- The test for any standard is in applying it in various circumstances and
determining if consistent and logical results are achieved by different people. We
applied the Board’s literal definition of control to several of the circumstances
described in the PV document. Although there were many situations in which we
agreed, there were several instances where we failed to arrive at the same
conclusion. One example was the company-sponsored charitable foundation which
was discussed above. Here the PV document states that the foundation should not
be consolidated because it does not enhance the value of the enterprise.

However, we concluded that the foundation would probably be consolidated on the
basis that many companies direct their foundations to make grants in the
geographic areas or fields of service related to the activities of the company. By
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promoting the company name in the communities in which it operates, the
foundation enhances the value of the company through an increased awareness
amongst its customers and an improved image amongst current and prospective
employees.

Another example involved situations with two very similar fact patterns. The first
involved a mutual fund manager with a five year noncancellable contract. The
fund manager has complete discretion to manage the fund and invest all fund
assets for which the manager is paid 2% of the income of the fund. The other
situation involves a 1% general partner in an investment limited partnership. The
general partner also has complete discretion to manage the partrership (i.e., the
general partner cannot be removed by the limited partners) and invest all
partnership assets. In accordance with the partnership agreement, the general
partner is allocated 2% of the income of the partnership. The PV document
indicates that the mutual fund manager would not consolidate while the general
partner would. However, both seem to have the same degree of control, and with
the exception of an initial capital contribution by the general partner (which is
often a relatively minor amount), the same level of economic interest. Although
we would not advocate consolidation in either situation, we do not see why both
are not required to be consolidated under the Board’s policy, since they seem to
have the power to direct the use of individual assets to achieve the objectives of
the controlling entity.

For the reasons cited above, we believe that the Board’s definition of control is unclear
and may not be operational as a basis for consolidation. We recommend that the
Board remove the requirement for some level of economic interest from the definition
and address it as a separate criterion for consolidation. In addition, consideration
should be given to eliminating effective control from the consolidation pclicy and
revising the definition of control to clearly articulate the powers that must be present
for control to exist. As an alternative, we suggest the Board consider defining control
as "the unilateral ability to direct or cause the direction of the management and
operating and financing policies of another entity." We believe this definition conveys
the breadth and extent of powers that are necessary for control, is easier to understand
and apply and should result in fewer inconsistencies in reporting.
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Economic Interest

Having concluded that a significant economic interest in addition to control is
necessary for consolidation, there remains the question: How much of an economic
interest is significant? The alternate view expressed in the PV document suggests that
any combination of equity ownership and other contractual arrangements that exposes
the parent to a majority of the entity’s ultimate cash flows would qualify. We would
clearly accept consolidation at this level, however we would also be willing to consider
circumstances where the parent is exposed to less than a majority of the ultimate cash
flows. How much less? Well, that depends. The key issue from our perspective is
that consolidated financial statements should principally serve the information needs of
the investors and creditors of the reporting entity. Therefore, the level of economic
interest should be that point at which investors and creditors find consolidation of the
controlled entity to be more meaningful than the alternative method of presentation,
the equity method.

Of course, applying this concept is not easy. From a theoretical perspective, the Board
could establish "meaningful” or "significant" ownership as the standard for
consolidation and set forth general guidance on what it means and how to apply it.
However, as we have pointed out, the greater the subjectivity, the less consistency in
reporting is achieved. Alternatively, the Board could incorporate into the guidance a
benchmark level at which significant economic interest is presumed to exist - perhaps
similar to that provided in APB Opinion No. 18, The Equity Method of Accounting for
Investments in Common Stock. The advantage of this approach is greater uniformity in
reporting. The disadvantage is that establishing an arbitrary amount in a presumption
could evolve into a "bright line" that eventually will result in those at-the-margin
problems arising again. On balance, we would suggest incorporating a benchmark
level of economic interest. It is a practical solution that ensures consistency, yet
provides some measure of flexibility.

Temporary Control

The PV document requires a controlling entity to consolidate all entities that it
controls unless that control is temporary at the time it is obtained. This exemption
from consolidation however, is limited to only those situations in which either at the
time a new subsidiary is obtained the parent is obligated to relinquish control within a
certain period of time or where the parent has otherwise relinquished control before
the balance sheet date for the financial statements that are for the period that control
was obtained.
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We generally support the proposed temporary control exemption. But, we would also
exempt any new subsidiary for which at the date of acquisition the parent intended to
relinquish control within a relatively short period of time. We see no reason to have
different accounting for a subsidiary acquired early in the fiscal year from one
acquired late in the fiscal year if the parent’s intentions are to relinquish control in
both instances within several months of the date of acquisition. We do not believe
investors and creditors would find consolidation of either of those subsidiaries to be
particularly helpful in assessing an enterprises overall ability to generate future cash
flows.

We realize assessing the parent’s intention to relinquish control within a relatively
short period after acquisition may be difficult. But we think the results are worth the
effort. As a starting point, the Board should consider the consensus reached in EITF
Issue 87-11, Allocation of Purchase Price to Assets to Be Sold. In that consensus, the
EITF established a one year window for the disposal. The Board might also consider
establishing criteria similar to those required for recognizing liabilities under EITF
Issue 94-3, Liability Recognition for Certain Employee Termination Benefits and Other
Costs to Exit an Activity (including Certain Costs Incurred in a Restructuring). In
applying this consensus to determining whether control is temporary, the Board could
establish a requirement that prior to the date of acquisition (a) a decision to relinquish
control of the new subsidiary be made by the appropriate level of management, and (b)
a formal plan for relinquishing control be developed describing in detail the method
for relinquishing control, the significant actions to be taken and the expected date of
completion. Whichever approach the Board adopts, we believe workable guidance can
be developed.

Special Purpose Entities

The consolidation policy proposed in the PV document applies to special-purpose
entities regardless of their legal form as a corporation, partnership or trust. Paragraph
36(d) provides additional guidance in assessing whether an entity controls a special-
purpose entity (SPE) by indicating that control is presumed if the following
circumstance exists:

Provisions in a corporation’s charter or bylaws that cannot be changed by entities
other than its creator (or through legal due process) and that limit the corporation
to activities that can be initiated or were scheduled by the creating entity and are
designed primarily to provide future net cash inflows or other future economic
benefits to its creator.
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The issue of whether or not to consolidate SPEs is one of the most difficult
consolidation issues in current practice and clearly should be addressed by the Board.
We agree that the consolidation policy adopted for business enterprises should
generally be applied to SPEs. However, we do not believe the guidance provided in
the PV document is adequate. In addition to our overall concerns regarding the
board’s consolidation policy, we have the following reservations about the specific
guidance pertaining to SPEs:

- The exact meaning of the phrase in paragraph 36(d), ". . . cannot be changed by
entities other than its creator (or through legal due process) . . ." is unclear. The
Board should indicate whether the creator of the SPE must have the ability to
change the charter and explain what circumstances are contemplated by the
parenthetical expression.

- The presumption is unclear as to whether the requirement for the SPE to provide
future economic benefits to its creator would be met if the economic benefit
received from the SPE by its creator was limited to just the first transaction
entered into by the SPE. The Board should clarify whether there must be an
ongoing economic benefit after the first transaction.

- The guidance does not directly address the issue of whether the SPE should be a
substantive entity. The Board should clarify their proposed policy with respect to
whether consolidation would be required in situations involving SPEs that are
created with little or no residual equity.

- The SPE examples in the PV document are related to not-for-profit organizations.
However, SPEs are used extensively by business enterprises in leasing
transactions and securitizations. The Board should include a few examples of
those types of transactions to ensure their guidance is comprehensive.

We would generally apply the same standard for business enterprises to SPEs, and
therefore would base consolidation on the presence of control and a significant
economic interest. However, we would clarify the definition of control so that it was
clear that it must be ongoing in nature and acknowledge that there may be
circumstances where no one controls the SPE. The creator of the SPE must be able to
change the charter and affect the ongoing activities of the SPE, if it so chooses, to be
considered in control of that entity. If the creator of an SPE does not have the ability
to direct the use of the individual assets and cannot change the charter to give itself
such powers, then the creator does not control the SPE and should not consolidate it.
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In situations where neither the creator nor any party with an economic interest in the
SPE has that ability, then it would be considered an independent entity and not
consolidated by anyone.

The concept of control being ongoing in nature should also apply to the requirement
for there to be a significant economic interest. If the creator of an SPE receives an
economic benefit upon creation of the SPE, but has no ongoing economic interest, then
it would not be deemed to have met the significant economic interest criterion for
consolidation purposes. Even if there was an ability to control, the assets, liabilities,
revenues and expenses of the SPE would have no relevance to the controlling entity’s
owners because it would be unable to derive any significant future economic benefits
from them.

With respect to whether consolidation should be required if an SPE is created with
little or no residual equity, we do not believe there need be a special requirement for
an SPE to be substantively capitalized. Control and significant economic interest
should be the only criterion for consolidation. If those two conditions are not present,
then consolidation is not appropriate even if the SPE was created with little or no
residual equity.

Not-for-Profit Organizations

The PV document applies the same "control alone" standard to not-for-profit
organizations as it does to business enterprises, but with a slightly different definition
of control to accommodate the differences in the objectives of the respective entities.
Specifically, the PV document replaces the business enterprise’s objective of providing
cash flows to the parent with a requirement for providing goods and services to the
not-for-profit organization’s beneficiaries or constituents.

We generally agree that the differences in the accounting between not-for-profit
organizations and business enterprises should be kept to a minimum. However, we do
not agree that having board control and common constituencies is an appropriate basis
for consolidation. We would support the same consolidation policy based on control
and economic interest for not-for-profit organizations that we recommended for
business enterprises. With the exception of consolidation being optional in certain
circumstances, the current guidance provided by SOP 94-3, Reporting of Related
Entities by Not-for-Profit Organizations, is largely consistent with the consolidation
policy we proposed.
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Scope

The PV document states that with the exception of certain types of trusts, the proposed
consolidation policy would apply to "business enterprises and not-for-profit
organizations that control other entities regardless of their legal form." It does not
however, explicitly state whether it applies to entities that currently follow a fair value
accounting model for their investments in accordance with accepted industry practice.

We believe that the Board should specifically address the applicability of the PV
document to those entities following a fair value accounting model for investments and
recommend that they be excluded from the scope of the consolidations project.
Investment companies, business development companies, venture capital firms and
certain similar entities have a long history of reporting their investments at fair value,
regardless of their ability to control or exercise significant influence over the investee.
We believe this practice should continue because it provides the most relevant and
useful information to current and prospective investors. Requiring consolidation in
those circumstances where the ability to control exists would likely be
counterproductive, because the primary interest of the investor is in the value of the
investment portfolio. We see no compelling reason to force consolidated financial
statements on users who do not find them helpful.

* %k 3k %k %

We would be pleased to discuss our comments and recommendations with the Board or
its staff at any time.

Very truly yours,

Prier Wolohowee LLP



