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Consolidation accounting is one of the areas in which recognized prin-
ciples are few, divergent principles many, and undeveloped sectors largde.
This kind of accounting and this kind of statement are discussed in nearly
all textbooks; certain elements are the subject of rules by governmental
bodies and the New York Stock Exchange; a few articles have been written;
and the professional societies have sponsored a few principles. But for the
most part, these writings stick to a pretty well beaten path and rarely dis-
cuss more than a handful of gquestions. Published financial statements like-
wise scarcely every disclose any of the many difficult problems which fre-
quently, if not customarily, arise in their preparation. On the surface all
is serene and the tombstone of many a questionable or hotly debated treat-
ment is labeled "consolidated goodwill" or "consolidated capital surplus."

Yet, when on occasion it is necessary to go behind the statements and
consider the way in which particular transactions were handled, an almost
astounding aivergence of treatment is disclosed. Moreover, it is scarcely
ever possible to find written treatment of one of these problems. And, as
I have already pointed out, their presence and treaiment in other cases are
rarely revealed. Finally, the available discussions of general principles,
the landmarks, are seldom sufficiently detailed to enable one to determine
with reasonable assurance which of several possible solutlons would be con-
sistent with the premise.

It is the intention of this paper to present first, some general doubts
and inquires as to the basis and utility of consolidated statements; second,
a survey of the requirements and rules of the Securities and Exchange Com-
mission; and third, a few beneath-the-surface problems.

The first serious problem arises as to the presently somewhat dormant
issue of what a consolidated statement is and what purpose it is to serve.
To what extent, for example, areweto insist on honoring the existence of sep-
arate corporate entities and to what extent are we %o disregard them and seek
" an economic or quasi-economic concept which looks through the entity to what
is sometimes called substance? Under the former view, minority stockholders
are still stockholders. Under the latter, are they creditors? Actually,
many practices seem to treat them neither as the one nor the other. I need
but cite, for example, the treatment of preferred dividends of subs?diaries,
the interests of minority common stockheolders and the treatment of intercom-
pany transactions where minority interests exist. We cannot v?ry wel} label
our statements "Theory A" or "Tneory E." And yet, until the dispute ls.set-
tled, we will have difficulty discussing many important problems for, given
different assumptions, different ansvers are logically unassailable.

Again, we may ask, what does consolidated earned surplus represeni? Fs
it intended to indicate the undistributed and unappropriated ea?nings of t?e
consolidated group resulting from transactions with outsiders since for:aglon
as a group? Or is the caption intended to indicate the amount accumilafe
since acquisition and availatle to the parent legally for ?he payment o
dividends after appropriate declaratory action by the subsidiaries?

to consider the

t haps we have been too prone
It occurs to me that perhap L topehild, a8

question of consolidated financial statements as a sort o



. __2_

something which should be written into the last chapter of the text-
books. 1/ We have in this particular subject legal concepts and eco-
nomic concepts; is there also an accounting concept? Irrespective of

the answer, there is much to te done, in my opinion, before we shall

have an integrated and logical body of accounting principles applying to
the consolidation of the accounts of affiliated companies. Some evidence
of the lack of development in this field is found in the very frequent
resort to the argument that the treatment of a particular transaction de-
pends entirely on the circumstances and in the maze of exceptions which
are found grafted onto a so-called general rule.

There is perhaps no issue more debatable than that of when a consoli-
dated statement is more likely to be misleading than not; or, to put it
differently, under what conditions is it proper to consclidate a partic-
ular subsidiary? I propose to discuss this problem in connection with
our requirements but I mention it here as perhaps the best example of a
field in which the only rules are negative, and any statement of a positive
rule is subject to so many exceptions whose merit is hard to deny as almost
to outweigh the rule itself.

The Acts administered by the Commission give to it in various ways

the authoritiy necessary to enable it to require or prohibit the use of con-
solidated financial statements and also to regulate the form and content of
such statements, including any accounting questions that may arise. Under
the first of these Acts, the Securities Act of 1933, this authority is em-
bodied in Sec. %7, which provides for information required to be furnished
in registration statements, and Sec, 10 (a), which gives to the Commission
broad authority to define accounting, technical and trade terms used in the
fict and methods to be followed in the preparation of accounts and consoli-
dated statements when deemed necessary or desirable.

Applicable provisions of the Securities Exchange Act of 1934 include
Sec. 12 (b) and (e}, which govern the content of applications for regis-
tration of securities upon national securities exchanges, and Sec. 13 as
to periodic and other reports, of which subsection (b) is very similar
to Sec. 19 (a) of the 1933 Act. Sec. 1% (d) requires comparable reports
by certain issuers which have registered securities under the 1933 Act.

The Public Utility Holding Company aAct of 1935 provides in Sec. 5 (b)
for the content of registration statements. Sections 14 and 20 (a) deal
with periodic and other reports and with rules, regulations, and orders.
Thase two sections, taken together, cover much the same ground as Sec.

13 of the 1934 Act. Sec. 15 is of particular interest since it empowers
ithe Commission to prescribe uniform classifications of accounts for-comw
panies subject to the Act. While no etfort has been made to prescribe

1/ There are three books devoted exclusively to tne subject of consoli-

- dated statements and parent and subsiaiary accounting. They are:!
Consolidated Statements for folding Company and Subsidiaries, by
Finney, published in 1922; Consolidated Balance Sheets, by Newlove,t
published in 19263 and Folding Companies and Their Published Accounts,
by Garnsey, published in England in 1923. In general, thes? boogs
are an exposition of the technique of preparation of consolidated
statements.
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classifications for operating utilities required to use the F.P.C. or a
stated classification, a recent rule, U-27, requires companies not othervise
required to use a classification, to follow the F.P.C. system, or in tue case
of das companies that prescribed by the K.A.R.U.C.

The Investment Company Act of 1940 follows a somewhat similar pattern.
Thus, Sec. 8 regulates registration statements and contents thereof, and Sec.
30 provides for the filing of periodic and other reports. Sec. 24 relates
registration under this Act to redistrations under the 1933 pct. Eoth in
this section and Sec. 30 the provisions are coordinated with the 1933 and
19324 Acts and permit the Commission to eliminate the filing of duplicate
material where approprizte.

The principle embodied in the sections to which I have referred is
that the Commicsion is empowercd to require the filing of consolidated state-~
ments in those circumstances and conditions where, in its opinion, such state-
ments are necessary or cesiravle. If there is anything in the provisions
which might bte emphasized I tnink it is that it was inteaded to leave to the
Commission the decision as to what financial statements are to bz submitted.
In no case do the Acts either reguire or pronibit coaselidated statements.

Financial statements required tec te filed witu the Commission are desig-
nated in the various forms or instructions thereto which nave been adopted
in order to provide for the regicstirations, applications, and reports coutem~
plated by the Acts. There are sone differences amcrn, the forms 25 to re-
quirements in connection with consolidated statemel.ts for tane olbvious rezson
that the forms serve different ouarposes and in wmany cases apply 1o companies
having special characteristics. It is notu necessary to review many of uhe
Commission's forms but it may be nelpful to consider renresentative instruc-
tions dealing with consolidated financial statements.

Before doing do, however, I wish to noint out once more the relation
of Regulation S-X to the forms. Tnis regulavion prescribes the form aud con-
tent of financial statements reguired to Le filed as a part of tne major
forms, particularly 10, 10-K, A-2 and Y-gi-1. Forms adopted prior to the
promulgation of the regulatvion contazin instructions as to financial state-
meats including rules as to the form and content of the particular financial
statements therein specified. 4s to the forms enumerated in Fule 1-01, such
rules as to form and content are now superseded by those of Regdulation E-X.
However, this redulation does not desifnate the persons, or the dates or
periods for which financizl statements are to be sutmittec. )

Form A-2, used for most of tae registration statements filed under the
lecurities Act ot 1933, is illustrative of the requirements in the principal
forms under both the 1933 and the 1934 Acts. As may te expected, in the
case of registrants having subsidiaries, there are required to lLe filed tne
balance sheets and profit and loss statements o the registranb.and of the
registrant and its subsidiaries. This is subject to the exceptlop that a
nrofit and loss statement of tue parent need not be filed where the parent
.s primarily an operatind comparn;, and where consolidated statements are'sub—
nitted in which the included sutsidiaries are wholly-owned, are in practical
sffect operating divisione of tne parent and owe no lonj-term debt to out-
siders. The reason for ine exception lies in the fact that in th? circum-
stances the parent would be in such a position as to control at will the
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distribution of profits or the determination of other policies of the sub-
sidiaries. However, a separate balance sheet and surplus statement are re-
qulred for the parent

The si¢nificant aspect of the instruction is the fact that it requires
statements of btoth the parent and the parent and its subsidiaries consoli-
dated. Despite the urging of many accounting writers for a number of years,
this principle has rarely been followed by compsnies in their published .
reports. Qur view is that the legal existence of the central and control-
ling company in a system is a fact of najor importance. Add tc this tne
fact that consolidated statements lend themselves readily to concealment
(intentionally or otherwise) of vital relationships, ana the conclusion is

clear that parent statementis cannct often be omitted with safety.

Perhaps the major cuange effected by Regulation S-X is found in Rule
4-02. In the forms the prineiple of consolidation was to be suen as, in
the cpinion of the registrant and its officers, would most clearly exhibit
the financial condition and the results of the operation of the registrant
and its subsidiaries. The new rule, however, omits the lan‘uage "in the
opinion of the redistrant and its officers" and thus makes the basis of
consolidation subject to otjective standards and for that rzason to review,

As 1o majority-owned sutsidiaries not .consolidated, the form reouires
that there be submituved =ither (1) scparate sets of statements in which all
such subsiciaries are consolidated or comtined in one or several Sroups,
or (ii) individual statemenus ior each such suusidla"J not tioerein included.
These statements need not be furnisned when the subsidiaries not consolidated
ave not significant in certain stated respecis. This requirement of the
“yem as bo majority-owned subsidiaries nct consolidated is implemented Ly
Tule 4-03% of Regulation S~X which specifically requires that combinations
of unconsoclidated subsidiaries shall te in accordance with principles of
inclusion and exclusion which will clearly exnitit tne financial condition
and results of c¢cperations ot the group or ¢roups. Also, the regalation
states that if essential to a properly sumrarized presentation of the facts,
such combined statement shall (r.ot mzy) be filed.

The requirements as to the financial statements included in the basic
filingds under the Public Utility Holdiud Company Act of 1935 are substan-
tially different from thos¢ which I have mentioned under the other Acts,
Forms USL and USS, refistration statcment and annual supplement respectively,
contair nearly idertical instructions as to financial statements. Owing to
the extent of regulation imposed by the 4ct it is essential that there be
avajlable financial information as to every company in a holdind-company
s. stem. The simplest medium for presentation is a consolicdating statement
v.pported by detailed analyses of elininations and adjustmerts, and that
is what these forms require. Where statements of certain companies are
rot customarily included in consolidatved statements it is required that they
T2 separately submitted.

There is one other form whic.. I should like to mention, namely, Form
-3B-1 wnicn is used for the registration statement to be filed bty most
¥ .n2jement investment companies pursuant to the Investment Company hct of
19¢0. I think this is of special interest because the torm was only re-
cently adopted, and in view of the prior ezistence of xefulation S-%
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(which was not true in the case of most forms), it was not necessary to pro-
vide in the form all appropriate instructions as to financial statements.
Instead, the instructions indicate what statements are to be submitted, with
the added instruction that Regulation S-X shall, except in certain stated
matters, govern the form and content of all such financial statements. Con-
solidated or group statements of investment trusts are permitted only if ac-
companied by a consolidating or combining statement showing separate state—
ments for each significant subsidiary., In any event, of course, the group
or consolidated statement is subject to the general provision of Rule 4-02
that the principle of inclusion and exclusion be such as will clearly reflect
the financial condition and results of operations of the combined companies.
It should also be noted that a special rule as to significance applies under
the Investment Company Act. This rule replaces the general definition in-
cluded in Regulation S-X.

Before taking up portions of Regulation S-X which relate specifically to
problems of consolidation, I would like to point briefly to one general rule
which has special application beczuse of tne unsettled state of the art with
respect to consolidated statements ~- that is Rule 2-06, which provides that
"the information required with respect to any statement shall be furnished
as a minimum requirement to which shall be added such further material infor-
mation as is necessary to make the reguired statements, in the light of the
circumstances under which they are made, not misleading." A liberal applica-
tion of that rule should do much to avoid some of the common pitfalls of con-
solidated financial statements.

Article 4 of Regulation S-~X deals exclusively with consolidated and com-
bined statements. Rule 4-02 touches the broad subject, to which I refer-
red earlier, of whether it is possible to outline any general standards for
determining the basis of consolidation. The rule states only that the regis-
trant shall follow in the consolidated financial statements principles of
inclusion or exclusion which will clearly exhibit the financial condition.and
results of operations, and prohibits from consolidation only 1ess-than-m?Jority-
owned subsidiaries subject to certain further exceptions in the case ?f in-
surance, investment and bank holding companies, The first authoritative pro-
nouncement which, to my knowledge, used language similar to that adopted Py
the Commission was the bulletin fxamination of Financial Statements, in which
the American Institute took the position that control was the first test to
be applied, but that in some situations it might be advis?ble to consolidate
companies not majority-owned, although empnasizing that this should not ordi-
narily be true.

In the booklet written by Messrs. Sanders, Hatfield and Moore entitled
A Statement of Accounting Principles, the authors take the position that com-
panies not majority-owned may be included in consolidation in some cases ?ro—
vided control is present, such control not necessarily depending upon vot1n5_
power. This view seems to look to the consolidation of co@pan%es thathons i-
tute one economic enterprise. On the other hand, Trouant in his book Finan-
cial Audits, states that "Companies which are not controlled through owner—t
ship by members of the group of more than 50% of the voting stock should no
be included in the consolidated group." However, he clearly regards a con-
solidated group as an economic enterprise.
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In their lentative Propositions Underlying Consolidated Reports, the
executive committee of the American Accounting Association takes a view
similar to that contained in the Statement of Accounting Principles to the
extent that control is considered more important than the degree of stiock
ownership, In the Tentative Propositions, however, subsidiaries to be ex-
cluded are explicitly listed among which are (1) a subsidiary whose oper-
ations are unrelated to those of the parent and any other subsidiary, (2)
a subsidiary about to be disposed of, (3) a foreign subsidiary, especially
under certain stated conditions, and (4) a subsidlary the control of which
has been acquired at a figure substantially and unaccountably in excess
of or less than the corresponding fraction of the recorded or appraised
amount of its net assets at the date of consolidation. Subject to the
specifically excepted subsidiaries, the Tentative Propositions would insist
upon the inclusion of all subsidiaries in the ~onsolidated statements.

The New York Stock Exchange listing agreement, prior to the Securities
Exchange Act of 1934, provided merely that if consolidated statements ex-
cluded any companies a majority of whose equity stock was owned the caption
of the statement should indicate the degree of consolidation.

Rule 4-02, in contrast to those of the Institute and the 4ssocliatlion,
is directed to the consolidation of companies which represent a central
financial interest rather than an economic entity. To my mind, an apprcach
to the question solely on the basis of economic entities is apt to be fruit-
less, first, because the idea of whet constitutes an economic entity is ill-
defined and highly debatable, and, second, because the results are not likely
to be useful except perhaps to an economic statistician.

Our rule, moreover, is, beyond the general principle to be followed,
negative only. It excludes ccmpanies which are not majority-owned, Ordi-
narily it appears customary practice to put the minimum required voting
power much higher. It would, however, be very difficult to require a greater
ownership and at the same time foresee and provide for the necessary ex?epT
tions. For example, one registrant had a number of totally-held subsidiaries
and one subsidiary about two-thirds owned. OCf the sales of the parent a
third were to the latter subsidiary and atout nalf of the sales of the parent
and its wholly-owned subsidiaries were to this company. Moreover, this sub~
sidiary owed substantial sums to the parent on installment accounts. The
registrant wished to exclude this subsidiary from the consolidated ?Late—
ments and upon being notified that the subsidiary must be included in the
consolidated statements withdrew its registration statement.

Another sector of the problem involves the extent and relative posi-
tiom of outside interests in tne form of preferred stocks, bonds, and other
debi. Illustrations abound of cases in which consolidation serves to con-
ceal rather than reveal. The question is, should this be prevented by prof
hibiting the inclusion of subsidiaries where the ocutside %nterests are very
large or even predominant? Or is the answer to be found in supplementary '
schedules or statements? ' In extreme cases it is possible t?at only consoli-
dating statements could completely disclose the true §itu?t10n. Oriper—e
haps in lieu of complete consolidating stvatements, whicn in a nor?Zi c?zs
might consist of unnecessary detail because of the number of Su?Sl :rte—
involved, consideration might be given to condensed, consolidating sta
ments or schedules in which all subsidiaries are combined in one or more
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groups except those as to which the special features attach. A schedule
along these lines was proposed for inclusion in Regulation S-X but was not
adopted. The proposed schedule was designed to show details of the more
important consolidated totals broken down as to important subsidiaries and
groups of subsidiaries. Eventually it seems likely that some solution along
the lines of one of these possibilities will be demanded. It has already
appeared in a number of instances.,

It may be worthwhile to catalog the various criteria which some observers
have considered to be wholly or partially determinative of the question wheth-
er to include or exclude a particular subsidiary in consolidation with its
parent. I have grouped these inte the following six divisions: Degree of
control, degree of ownership, type of business, operating relations, peculiar
characteristics of the subsidiary, and the purpose for which the consolidated
statements will be used. These divisions are not mutually exclusive but in-
stead overlap to a considerable degree. Perhaps the most frequent testu is
the degree of control in terms of percentage of voting stock. The critical
points are of course working control, majority control, and substantlially com-
plete control. But even these may be modified by the contingent voting rights
of a prior class of securities. In some cases contrcl may not depend upon
ownership as in the case of a voting trust or a lonj-term lease or, indeed,
of a management contract.

No matter what the dedree of legal or business control may be, there is
always the question of the degree of ownership. If the investment and equity
of a legal parent is extremely small in comparison to the total resources
of the subsidiary, it may be gquestioned whetrner consolidation 1is a proper
means of expressing the relations of the two companies. Tnis question is ‘
sharpered if there exist defaults on prior securities or arrearages in divi-
dends and, in general, by the charactheristics of the prior clainms, including
restrictive indenture provisions and the like.

Some base their conclusicn as te the desirability of consolidation on.
the comparability of the business of the two units. In addition to recogniz-
ing differences in the business done, these lay special stress, for example,
on differences in the character of the assets, in the relation of ?ostsﬁto
income or of earnings to capital, and would question the desirability ol con-
solidation where to do so would produce relationships between the balaﬁce
sheet and income figures that lacked meaning. On the other hand, few if ?ny
would insist on separate statements where the two businesses were operated
as branches of the same corporation without the intervention of §ep?rate legal
entities. It may well be, however, that the fault lies in the dlfflcultydof
segredation in the latter case, rather than in the rule in the f9rmer, an
accordingly it would be the latter case and not the former that is to be
criticized.

A closely related test is that of operating relationships. Wh?re a iom—
pany operates all of the assets of another company, someé would requlre‘co -
solidation as in the case of system statements for railroads. In the in-~
dustrial field the critical facts seem to be the proportion of i?tercompany
sales and purchases of goods or intercompany utilizat?on-of serv;c?s, o;
intercompany financing arrangements, To generalize, it is a guestl?n o] of
the functional relationship of the subsidiary's business to the busxnifs
the parent and its other subsidiaries. The provisions of Rule 4-09 ©
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Regulation S-~X incorporate somethind of this test. That rule first pro-
hibits the consolidation of insurance companies with the statements of any
other person but provides an exception where the insurance business done
arises solely out of the business activity of a parent which owns the in-
surance company outridht. The type of busiress is quite different but the
relationship tetween the business of the insurance subsidiary and that of
its parent is so close as to warrant consolidation.

Superimposed on the above tests are a proup of conditious which ordi-
narily relate to the particular condition or character of a given subsidiary.
These would include such cuestions as insolvency, orfanization and operation
in a forei¢n country, restrictions imposed by the foreign country, and reg-
ulation by a Federal or State agency.

Finally, some direct attention to the purpose which the statements
are to serve. Statements prepared as a basis of olttaining bank credit may
be treated differently, for example, from those prepared tor the purpose
of an administrative body vestea with numerous regulatory powers. g/

Ur.der present conditions if each of the above were made into a positive
or negative rule, it would he subject to so many exceptions utnat the cou-
clusion would be clear that the rule itself had not reached the heart of
the matter. Even less is available as to the basis for grouning or comnsoli-~
dating subsidiaries of a common parent without including statements of the
parent itself. bBoth of these topics warrant a good deal more effort than
has been directed toward them in recent years.

Bule 4-04 requires a statement of the prirciple of cousolidation fol-
lowed and an indication of any companies included or excluded which are
not similarly treated in the preceding period. The objective of the rule
is apparent: to inform the investor of the basis of consolidation and the
results of its application as tetween years, Nor will the rule be satisfled
by a statement that "the refistrant follows a principle of inclusion or ex-
clusior which will clearly reflect the financial condition of the group
and results of its operations." Such a rule, of course, has no objective
test and little informative value., Instead, it is necessary that the regdis-
trant adopt some rule, such as that it will consolidate all majority-owned
subsidiaries or all majorit;-owned domestic subsidiaries or all subsidiaries
of which it owns 907 voting ccnirol. 4 statement is reguired in the ac-
countant's certificate if the principle is changed, as fron majoriuvy-owned
subsidiaries to majority-owned dorestic subsidiaries, but not if the same
principle is followed even though certain subsidiaries are excluded or in-
cluded because of factual changes during the period., Thus, if a company
followed the rule of consolidating all majority-owned subsidiaries and dur-
ing the year brought its ownership of a particular company to less than a
majority, a note of this change would be required by kule 4-04 (b) but no
comment would seem to be necessary in the accountant's certificate.

2/ Two frequently mentioned reasons for a particular principle 6f consoli-
dation that rather defy classification are these: First, that the
number of subsidiaries is so great that no other device is feasible
and, second, that when a subsidiary is inactive, even though it may
hold large assets, it ought not to be included in consolidation.
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Mule 4-0% asks in effect for a reconciliation of the amount of the
investment of the parent in its consolidated subsidiaries and the amount
of the equity of the parent in the net zssets of such subsidiaries. Proper
disclosure under this rule requires, of course, that a distinetion be made
between earnings since acquisition and excesses or deficiencies at the date
of acquisition, and that the treatment accorded the several elements in the
statements te clearly set forth., In the case of unconsolidated subsiciaries,
merely tne amount of difference is required to be fiven, todether with a recon-~
cilistion of dividends received from and earnings of such subsidiaries.

Bule 4-0% reguires disclosure cf the minority'interest in capital and in
surplus, separately shown. It also asks {or tne interest of the minority in
the profits or losses for the period. The rule is only one of disclosure and
does not seek to decide the question of whether for the purpose of consolidated
statements the interest of the minority should be treated as debt or stock.
Stranc2ly enoufh, these two rules which I had thought were pretty well accepted
on all sides have ¢fiven rise to a number of deficiencies. Indeed, we have two
or three cases in wnich statements were prepared on the basis of excludin¢ from
tlie income statement and from the balance sheet a sufficient amount of asseis
and income to account for the minority interests, In such statements of
course all reference to the minority interests is excluded except Ly way of
footnote.

kule 4-08 includes one peint oif particular interest. The first sentence
‘which states that intercompany items and transactions shall be eliminated is a
positive statement of an accounting principle. The rules in Article 4 which
we have so far considered (and in Zeneral the Regulation) are largely require-
ments as to disclesure, that is, principles of displey. FExcept waere the Com-
mission hLas expressed itself publicly as o an accountin: principle, its poliey
{as stated in Accountinig Pelease Mo. 4) has bteen not to overthrow the account-
in¢ principles followed by rafistrants provided there is substantizal authorita~
tive support therefor and appropriazte disclosure is made. While the rule cov-
ers a principle which is elementary ard about whick tnere seems to te universal
agreement, yet we have had cases where intercompany items were not eliminated
and not satisfactorily explained. There is, of course, no unanimiuvy of opinion
as to the amounts to be eliminated. Tne Tentaotive Proposilions mentioned
earlier insist that intercompany accounts, Jains, losses and transactions
should be completely eliminated, irrespective of =ny minority inverests. With-
out this procedure it is szid confusion of "costs" remains which does not re-
flect the unitary position of the combined enterprise. Other authoritative
sources do not subscribe to this view.

Rule 4-09¢, 4-10, 4~11 and 4-12 provide requirements as to companies having
special characteristics. Excert in very limited circunstances the stntements
of an insurarce company may not te consolidated or combined with the statements
of any person. This rule is consistent with the fact that in general such
practice is prohibited by the refulations of state governmental agencies. Sub-
ject to the one indicated exception which, I believe, speaks for itself, con-
solidation of insurance companies would only confuse tre analysis of the com-
panies involved.

The rules as to investment companies and bank holding companies provide
almost identical requirements in thet such redistrants may be consolidated
only with subsidiaries of like character and then only if consolidating state-
ments sre also submitted., Consolidation without disclosure of the individual
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statements is not permitted because of the dangers inherent in commingling
of investment portfolios. In the case of investment companies the rule as
originally expressed in the several forms began- a departure from previous
general practice in that the requirements for listing such companies on the
New York Stock Exchange permitted the filing of consolidated statements
only, provided the securities owned by each subsidiary were shown separately.
The principle of disclosure required in our rule as to unconsolidated sub-
sidiaries is similar to the provision as to subsidiaries included with the
parent.

Among other rules in the Regulation which might be of interest in con-
nection with consolidated statements is Rule 1-02 containing definitions of
majority-owned subsidiaries, significant subsidiaries, and totally-held sub-
sidiaries. Lot long ago we received an inguiry as to the first of these
which raised an interesting question. It was asked whether or not the
definition of a majority-owned subsidiary had been chanéed because in tne
S-X rule the words "other than as affected by events of default" were not
included after the words "voting power". The answer rests in the meaning
of the term "voting¢ power" which is defined in various forms to be the
right, other then as affected by events of default, to vote or direct votes
for the election of directors. Clearly, it is unnecessary to give this
qualifying phrase in both definitions.,

There have been many interesting problems revealed in connection q;th
consolidated financial statements filed with the Commission. Consideration
of those of more than average complexity is profitable not only because it
is a step toward solution but also because the discussion of then stimulates
original thinking. I should like to present a few of these problems with
toth of those purposes in mind.

In September 1029 the Committee on Accounting Procedure of the American
Institute of Accountants began the issuance of a series of Accounting Re-
search Bulletins. One of the rules listed in the first bulletin as having
already been adopted by the membership of the Institute relates Yo earned
surplus of a subsidiary company. It is stated that such surplus from earn-
ings prior to acquisition does not form a part of the consolidated earned
surplus of the parent and subsidiaries; and that any dividend declared out
of such surplus may not properly be credited to the income account of the
parent company. In my opinion, tnere is no question as to the soundness of
this well-known doctrine. 3/ However, zuestion has been raised as to the
full implications of the term "date of acquisition'. A familiar illustira-
tion given by textbook writers assumes a situation wherein majority owner-
ship of a subsidiary is obtained by one single purchase of stock, and p?o-
ceeds then to show how subsequent purchases of stock result in a compOSLt?
figure for surplus at date of acquisition the treatment of which must'be in
accordance with the rule cited. The situation I have in mind may be intro-
duced by the following assumed facts: Corporation A in 1930 acquires a
40% interest in Corporation B and in 1940 increases its ownership to 51%,
the latter representing control. Does the composite idea as to surplus at
acquisition apply in this case or does all of the parent's share of the

3/ There have been a few instances before the Commission where registrants
departed from the rule and in each case amendment of the statements was
required.
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surplus at the 1940 purchase date become frozen, that is, subject to elimina-
tion in censolidation? Theoretically, it may be arzued taat the surplus of
the subsidiary earned during the ten-year period applicable to the 407 inter-
est therein owned during that time should be earned surplus in consolidation
or earned surplus on Corporation A's bocks if paid out in dividends by Cor-
poration B. This would be consistent with prevailing¢ principles applied to
situations involving separate purchases subsequent to acquisition of control.

Theoretically, acquisitions befors and after the date of acquiring con-
trol are no different, if the treatment rests on the premise that the price
paid for stock represents a purchase of an equity in the net assets of the
corporation and that dividernds received are income only if earned after the
purchase date - distributions not earned z2fter that Jdate teing regarced as
simply a return of part of.the purchase price.

The difficulvy in applyind the theory may resv upon the practice of Cor-
poration 4 prior to the acquisition which gave it contrel., Corporation A
may have viewed as earned z2ll dividends received durinéd the period of 40¢
ownership. In order to apply the theory completely it would be nkcessary,
upon acgquiring control, to fo back and seelk to make 2 determination as to
whether the dividends in fact were declared out of earnings subsequent to
the date of the minority acquisition. In the particular illustration such a
determination mi¢ht be desirable and not difficult to maks. At least it seems
to me it midht be questionable tvo deny Corporation 4 the right tb do so. On
the other hand there is the question not of 407 ownership and majority own-
ership but of, say, 9% and 51% or a.series of stades of minority ownership,
especially over a substantial period of years. In oiker words,when is the
theory to be applied?

The lentative Propositions of the American Accounting Association
states: "The date on which control was acguired may conveniently be re-
ferred to as the 'dave of acgquisition.'" This does not, of course, answer
the questions asked. lontjfomery in his Auditing iheory and Practice is one
of the few writers who defire and attempt an answer to the problem. In his
opinion, ™"all acquisitions of tne subsidiary stock through tne date when 2
controlling interest has been =ccumulatied snould te considered together and
their adgregate cost compared with the relative net assets of the subsidiary
at that date."™ 4/ This is unguestionatly a practical solution and one which
apparently recognizes that, witan corporations as with individual investors,
the price paid for stock, particularly of small amounts, often involves a
great many factors other than beook values.

A number of interesting questions rave arisen from time to time in con-
nection with stock dividends. The Institute's Accounting Hesearch Bulletin
No. 11 made a notable contribution to the subject in taking the stand, among
other things, that "an ordinary stock dividend is not income froq the cor-
poration to tne recipient in any amount." Although parent-subsidiary divi-
dends are excluded, we may accept tne view for the moment. If we do, how
shall stock dividends declared by a subsidiary be treated in consolidation?

Various practices seem to have been followed. Some have in effect re-
versed in consolidation the parent's interest in this capitalization, that is,
have transferred the parent's eqaity therein back to consolidated earned sur-
plus. The procedure might be defended on the grounds that consolidated earned

4/ 6th gEd., p. 517%.
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surplus 1s not in any event surplus availatle for dividends, that the only
absolute certainty of realization by a parentv of subsidiary surplus rests
in dissolution of.or merger with the subsidiary (or possibly reorganization)

under which circumstances capitaliZzed and uncapltalized surplus would meet
the same ende

¢

Another view recently taken by some is that in consolidation the parent's
portion of the capitalized surplus should be credited to consolidated capital
surplus. This recognizes as do other views that although on the subsidiary's
books the credit rests in capital stock it cannot be thus shown in consolida-
tion because it is not stock in the hands of the public., It is then argued
that this uneliminated credit could not be passed back to earned surplus in
consolidation because we must proceed with a going-concern, not a liquidating,
point of view, and on that basis realization of the capitalized surplus by
the parent is precluded. Also, this would be consistent with the purpose
for which the stock dividend was declared. Poth capital stock and capital
surplus, in an accounting sense, are generzlly considered to be capital, and
since the credit may not be shown as capital stock in consolidation and since
the earnings are clearly frozen as capital by managerial action the credit is
thus to be ireated as capital surplus.

There appears to be at least one objection to this procedure. Without
entering into a discussion of the implications of the term capital surplus I
think that under present views there is attached to it the thought ofcapital
transactions with the stockholders. In = consolidated balance sheet this may
mean parent stockholders, and capital surplus would seem therefore to relate
to transactions involving them. It follows tnat the wrong interpretation
might and probably would be given to the account if the parent's equity in
capitalized earned surplus of a subsidiary were included therein, In view
of this, I am inclined to give some thoughtto the use of a separate, distinc-
tive caption which would avoid these objections. Why not call itv simply:
"Parent's equity in earned surplus of subsidiary capitalized"? The caption
could be shown in the capital and surplus section immediately following cap-
ital stock or after capital surplus, if any, since the item clearly involves
"capital' of the system.

Nor do the interesting aspects of this problem end with a decision on
this point. Suppose at some later date the capital of the subsidiary is re-
duced in an amount equal tec the capitalized earnings, to what account should
the reduction be credited? On the books of the subsidiary it is clear, I
think, that the credit must be made to capital surplus and not to ea?ned.
surplus. Is it possible to make a transfer of this amount in consolidation
from capitai surplus to earned surplus? The answer of course depends on the
definition to be assigned to comsolidated earned surplus.. A somewh?t re~
lated problem is the disposition to be made in consolidation of capltalfsi;—
plus arising subsequent to acquisition by virtue of dealingsnin stock o % :
subsidiary held by the public, particularly when the class of stock to whic
it relates has been completely retired.

Another question that will bear discussion involves thé sale.Of i Sub*s
sidiary's bonds by the parent. Suppose, for example, th?t in & sfmuldanizzy
transaction a parent acquires bonds issued by its subsidiary and xmmebliad1
sells such bonds to the public or to underwriters at less than the su s;t -
ary's issue price. How should this be treated on the books of the parent
and in consolidation? The consolidation problem does not perhaps prese
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as difficult a question as the accounting treatment on the parent's books
does, and as parent and subsidiary problems are closely related to those of
consolidation, it is, I think, appropriate to consider them. As to the
parent the principal question would be, it seems to me, whether ciscount may
or should be treated as a deferred charge and amortized over the life of the
issue or whether such discount should Ye written off immediately. 1In the
latter event question would arise as to’°what to charge. Possibilities might
include earnings or earned surplus, or perhaps even the investmenti account,
on the basis that the discount represents a capital domnation. In seeking an
answer one thing which must be met will be the extent io which the parent
should, may or must disregard its subsidiary's accounting; other matters in-
volved are the creation ¢f ficvitious profits and the so-called "milking* of
subsidiaries and, in the case of a prefit by the parent, the effeect in con-
solidation where such profit nas been taken up bty the parent end paid out in
dividends.

Accountants are, of course, familiar with the many prcblems associated with
undeclared cumulative dividends on subsidiaries' preferred stock. One in par-
ticalar comes to mind, in part tecause of related questions ‘sugdested. At the
date a parent acquired a majority of the voting stock of a subtsidiary there may
have existed undeclared cumulative dividends on tne sulsicédiary's preferred
stock. In the preparation of consolidated statements the parent may have fol-
lowed various methods in computing the important figure of surplus atv acquisi-
tion. For example, the unpsid dividends may have teen ignored or they may
have been accrued in part or in tetal with a corresponding reduction in the
amount designated as surplus at acquisition. The method followed will affect
the uneliminated excess which in turn may involve, depending on the procedure
used, such conseolidated accournils as fixed assets, doodwill, capital surplus or
merely the excess itself as z separate caption. In any event, it becomesneces~
sary to decide the extent to which these dividends snould bte provided for in
computing acquisition surplus, first, in case the subsidiary has earned sur-
plus in excess of the dividends and, second, in case the subsidiary has only
a portion of the necessary surplus., The illustration may be extended to as-
sume that at some later date the parent purchases a substantial portion, say
half, of the subsidiary's preferred stock and thet up to that time no prefer-
red divideads had been declared or paid, Under such conditions, how are divi-
dends accrued at the acquisition date, 2s well as subsequently acerued divi-
dends, to be treated in consolidation as respects the portion acquired by the
parent? )

I should like to emphasize finally the need for an integrated solution of
these questions. Individual problems ought not to be solved in a vacuum; there
should instead te kept in mind the conclusions reached as to other questions.
VYoreover, development of an integrated body of prianciples underlying consoli-~
dated statements is still in its initlal stage. To this extent solutions
frequently mast be deemed tentative and sutject to revision in the light of
changes 1n basic and fundamental premises. I do not mean to imply that such
tentative solutions are not useful and necessary. but it would te unfortunate,
in my opinion, if the mere precedent established by the repeated use of a fiven
practice should have the effect of precluding a reconsideration of the prin-
ciples involved.
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