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The Chief  Accoun tan t ,  
S e c u r i t i e s  and Exchange Commission, 

Washington, D.C .  2 0 5 4 9 .  

R e :  Account ing  S e r i e s  Release No. 1 4 6 ,  
S e c u r i t i e s  A c t  R e l e a s e  No. 5 4 2 9  -- 
E f f e c t  of T r e a s u r y  S t o c k ' T r a n s a c t i o n s  
on Account ing  f o r  Bus iness  Combinat ions 

... . Dear S i r :  

T h i s  l e t t e r  is  i n  r e s p o n s e  t o  t h e  Commission 's  

i n v i t a t i o n  f o r  comments on i t s  proposed  Account ing  Series 
Release N o .  1 4 6  ("ASR 146"), r e l a t i n g  t o  t h e  e f f ec t  of 

t r e a s u r y  s t o c k  t r a n s a c t i o n s  on a c c o u n t i n g  f o r  b u s i n e s s  
combina t ions .  

A s  t h e  Commission o b s e r v e s  i n  ASR 1 4 6 ,  t h e  con- 
d i t i o n s  s e t  f o r t h  i n  p a r a g r a p h s  47-c  and 47-d of  AcCounting 

P r i n c i p l e s  Board Opin ion  N o .  16 ("APB 1 6 " ) ,  r e l a t i n g  t o  t h e  

r e a c q u i s i t i o n  o f  c e r t a i n  s h a r e s  i n  c o n n e c t i o n  w i t h  p o o l i n g s  

o f  i n t e r e s t ,  have  been  s u b j e c t  t o  v a r i e d  i n t e r p r e t a t i o n s  i n  
practice.  W e  commend t h e  Commission f o r  u n d e r t a k i n g  c la r i -  

f i c a t i o n  i n  t h i s  area,  b u t  w e  b e l i e v e  t h a t  i n  s e v e r a l  

r e s p e c t s  ASR 146 goes  beyond d e s i r a b l e  c l a r i f i c a t i o n  and  
imposes  s u b s t a n t i v e  a c c o u n t i n g  r e q u i r e m e n t s  t h a t  c o u l d  l e a d  

t o  s e v e r e  h a r d s h i p  and unexpec ted  r e s u l t s .  

Of p r imary  c o n c e r n , i s  t h e  s t a t e m e n t  t h a t  A S R  1 4 6  

i s  t o  be a p p l i e d  t o  a l l  b u s i n e s s  combina t ions  a f t e r  t h e  d a t e  



o f  t h e  release, even though t h e  shares used i n  t h e s e  com- 

b i n a t i o n s  may have been r e a c q u i r e d  w i t h i n  t h e  p a s t  two y e a r s  

i n  accordance w i t h  a u t h o r i t a t i v e  account ing  pronouncements 

a t  t h e  t i m e .  
i n c l u d i n g  un fo reseen  r i s k s  of l i a b i l i t y ,  if i s s u e r s ,  having  

r e l i e d  i n  good f a i t h  upon t h e  a d v i c e  of independent  accoun- 

t a n t s  and having t a k e n  a c t i o n  w i t h  s i g n i f i c a n t  economic and 

f i n a n c i a l  consequences,  may now be denied  p o o l i n g s  o f  i n t e r e s t  

accoun t ing  because  s h a r e  r e a c q u i s i t i o n s  are now p r o s c r i b e d  by 

ASR 1 4 6 .  Th i s  i s  a p a r t i c u l a r l y  a c u t e  problem i n  terms of 

ASR 1 4 6 ' s  r equ i r emen t  f o r  a " s y s t e m a t i c  p a t t e r n "  of r e a c q u i -  
s i t i o n ,  and i t s  c r i t e r i a  i n  de t e rmin ing  whether  t h e r e  i s  a 

" r e a s o n a b l e  e x p e c t a t i o n "  t h a t  r e a c q u i r e d  s h a r e s  w i l l  be i s s u e d  
f o r  t h e  purposes  s t a t e d .  W e  u rge  t h a t  ASR 1 4 6  b e  adopted 

w i t h o u t  any r e t r o a c t i v e  e f f e c t  and t h a t  it be  a p p l i e d  

p r o s p e c t i v e l y  o n l y .  

W e  be l ieve  t h i s  cou ld  l e a d  t o  s e v e i e  h a r d s h i p s ,  

__ 

Second, w e  are a l so  concerned wi th  t h e  p e n u l t i m a t e  
pa rag raph  of ASR 1 4 6  w h i c h  s ta tes  t h a t  " s i g n i f i c a n t  r e a c q u i s i t i o n s  

[of s h a r e s ]  c l o s e l y  f o l l o w i n g  a combination which o t h e r w i s e  

q u a l i f i e s  as a p o o l i n g  of i n t e r e s t s  may i n v a l i d a t e  t h e  a p p l i c a -  

b i l i t y  of t h a t  method". A s  t h e  Commission n o t e s ,  t h e r e  i s  no 

d i s c u s s i o n  of t h i s  p o i n t  i n  APB 1 6 ,  nor  is t h e r e  any i n  
Account ing I n t e r p r e t a t i o n  N o .  20  of  t h e  American I n s t i t u t e  of 

C e r t i f i e d  P u b l i c  Accountants  ("AICPA 2 0 " ) .  I f  t h i s  s t a t e m e n t  

i n  ASR 1 4 6  i s  i n t e n d e d  as a warning t o  a l e r t  i s s u e r s  and 

a c c o u n t a n t s  p r i o r  t o  a combinat ion as t o  t h e  p o s s i b l e  relevance 
o f  e v e n t s  o c c u r r i n g  subsequen t  t o  t h e  combina t ion ,  w e  b e l i e v e  

i t  s e r v e s  a u s e f u l  purpose .  I f ,  on t h e  o t h e r  hand,  t h i s  

pa rag raph  has  b r o a d e r  s i g n i f i c a n c e  and may be a b a s i s  f o r  a 
"second look" a t  t h e  a p p r o p r i a t e n e s s  of poo l ing  of i n t e r e s t s  
accoun t ing  a t  some u n s p e c i f i e d  l a t e r  t i m e ,  w e  b e l i e v e  i t  

raises ser ious p o t e n t i a l  d i f f i c u l t i e s .  Q u i t e  o b v i o u s l y ,  c l e a r  
cases of f r a u d  w i l l  i n v a l i d a t e  a poo l ing ,  and t h i s  p o i n t  needs 
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no e l a b o r a t i o n  i n  a r e l e a s e  of t h e  Commission. I n  o t h e r  c a s e s ,  

however, a d e c i s i o n  of an  i s s u e r  and i t s  independent  a c c o u n t a n t s ,  

a r r i v e d  a t  i n  good f a i t h  on t h e  b a s i s  of t h e  r e l e v a n t  f a c t s  t h e n  

e x i s t i n g ,  should  n o t  b e  s u b j e c t  t o  reexaminat ion  as a r e s u l t  of 

pu rchases  w i t h i n  some u n s p e c i f i e d  pos t -combina t ion  p e r i o d .  Th i s  

conc lus ion  seems a p p r o p r i a t e  i n  l i g h t  of t h e  s u b s t a n t i a l  s i g n i f -  

i c a n t  economic and f i n a n c i a l  consequences of r e a c q u i s i t i o n  pro-  

grams and t h e i r  p o t e n t i a l  e f f e c t  on b u s i n e s s  combina t ions .  A 

c o n t r a r y  view would seem t o  us  t o  over look  t h e  s u b s t a n t i a l  

p o t e n t i a l  l i a b i l i t i e s  and l i t i g a t i o n  r i s k s  which o t h e r w i s e  

would be p r e s e n t ,  e s p e c i a l l y  i f  t h e  Commission h a s  reviewed a 
proxy s t a t e m e n t  o r  r e g i s t r a t i o n  s t a t e m e n t  i n  connec t ion  w i t h  

t h e  combination p r i o r  t o  i t s  consummation. Moreover, i t  i s  n o t  

clear from ASR 1 4 6  whether  a problem on reexaminat ion  cax be 

cu red  by a s a l e  of  t h e  post-combinat ion r e a c q u i r e d  s h a r e s .  
Accordingly,  i f  t h i s  pa rag raph  i s  r e t a i n e d ,  w e  u r g e  t h a t  t h e  
Commission make i t  c l e a r  it i s  in t ended  m e r e l y  as  a caveat a s  

t o  t h e  r e l evance  of  an i s s u e r ' s  i n t e n t  a t  t h e  t i m e  of combina- 

t i o n  on t h e  account ing  d e t e r m i n a t i o n s  then  made. A s  d i s c u s s e d  
more f u l l y  below, t h i s  i s  an  i n s t a n c e ' w h e r e  w e  b e l i e v e  i t  of 

g r e a t  .importance t h a t  t h e  i n t e n t  and f a c t s  e x i s t i n g .  a t  t h e  t i m e  
a c o u r s e  of a c t i o n  i s  t a k e n  b e  g iven  d i s p o s i t i v e  we igh t .  

I n  a d d i t i o n  t o  t h e  f o r e g o i n g  comments, w e  have 

c e r t a i n  a d d i t i o n a l  comments on t h e  proposed release. 

"Sys tema t i c  P a t t e r n "  and 'I Reasonable E x p e c t a t i o n s  I '  

We do n o t  b e l i e v e  it i s  necessa ry  t o  r e q u i r e  t h a t  

t r e a s u r y  s h a r e s  a c q u i r e d  w i t h i n  t h e  r e s t r i c t e d  p e r i o d  f o r ,  

r e c u r r i n g  d i s t r i b u t i o n s  be cons ide red  " t a i n t e d "  u n l e s s  t h e y  
are b o t h  acqu i r ed  i n  a " s y s t e m a t i c  p a t t e r n "  - and t h e r e  i s  a 
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" r e a s o n a b l e  e x p e c t a t i o n "  t h a t  t h e  s h a r e s  w i l l  be  i s s u e d  f o r  

t h e  s t a t e d  p u r p o s e s .  R a t h e r ,  a good f a i t h  d e t e r m i n a t i o n  by 

an  i s s u e r  t h a t  t h e r e  i s  a r e a s o n a b l e  e x p e c t a t i o n  t h a t  shares  

proposed  t o  b e  r e a c q u i r e d  w i l l  be  used a s  s ta ted  seems t o  u s  

t o  be t h e  more a p p r o p r i a t e  t e s t .  At t h e  v e r y  l e a s t ,  w e  s u g g e s t  

t h i s  b e  t h e  case when t h e  d e t e r m i n a t i o n  i s  c o n c u r r e d  i n  a t  t h e  

t i m e  by t h e  i s s u e r ' s  i n d e p e n d e n t  a c c o u n t a n t s .  

The f a c t  t h a t  ASR 146 p e r m i t s  a newly-adopted s t o c k  

o p t i o n  or compensa t ion  p l a n  to be ' ' funded" w i t h o u t  r e g a r d  t o  

t h e  " s y s t e m a t i c  p a t t e r n ' '  r e q u i r e m e n t  i l l u s t r a t e s ,  i n  o u r  view, 
t h a t  t h e  r e q u i r e m e n t  may n o t  be n e c e s s a r y  f o r  t h e  i n t e n d e d  

p u r p o s e s  of t h e  release. 

The r e q u i r e m e n t  o f  a s y s t e m a t i c  p a t t e r n  may m a k e  

i t  i m p o s s i b l e  f o r  an i s s u e r  t h a t  h a s  n o t  p r e v i o u s l y  d e c l a r e d  

'stock d i v i d e n d s  t o  commence a program of p u r c h a s i n g  shares f o r  
t h a t  pu rpose  and s t i l l  retain i t s  f l e x i b i l i t y  to pool. F u r t h e r -  

more , employee p a r t i c i p a t i o n  under  s t o c k  o p t i o n  , bonus  or  
p u r c h a s e  p l a n s  i s  n o t  n e c e s s a r i l y  p red ic t ib l e ,  and  a n  i s s u e r  

may n o t  f i n d  i t  d e s i r a b l e  f o r  sound economic r e a s o n s  t o  p u r c h a s e  

s h a r e s  on  a s y s t e m a t i c  basis .  S i m i l a r l y , . t h e r e  may be no 

p r e s e n t  commitments, and  a n t i c i p a t e d  f u t u r e  r e q u i r e m e n t s  a r e  

s u b j e c t  t o  change i r r e s p e c t i v e  o f  p o t e n t i a l  p o o l i n g s .  Moreover ,  

w i t h  r e s p e c t  t o  t h e  p r i c e  o f  t h e  s h a r e s  n o t  b e i n g  less  t h a n  75% 

of t h e  e x e r c i s e  o r  c o n v e r s i o n  p r i c e  of o p t i o n s ,  w a r r a n t s  o r  
c o n v e r t i b l e  s e c u r i t i e s ,  t h e  s t a n d a r d s  i n  ASR 1 4 6  a p p e a r  t o  g i v e  
no c o n s i d e r a t i o n  t o  a n t i - d i l u t i o n  a d j u s t m e n t s ,  var iable  con- 
v e r s i o n  o r  e x e r c i s e  p r i c e s  or m a r k e t  f l u c t u a t i o n s  over t h e  

p e r i o d  i n  q u e s t i o n .  

The  f o r e g o i n g  s u g g e s t s  t o  u s  t h a t  t h e  r e q u i r e m e n t  of 

a " s y s t e m a t i c  p a t t e r n "  may a p p r o p r i a t e l y  be e l i m i n a t e d  from 

ASR 1 4 6 .  W e  b e l i e v e  t h a t  a good f a i t h  d e t e r m i n a t i o n  by a Board 

o f  D i r e c t o r s  t h a t  t h e r e  i s  a r e a s o n a b l e  e x p e c t a t i o n  t h a t  

r e a c q u i r e d  s h a r e s  w i l l  b e  used f o r  s ta ted p u r p o s e s  u n r e l a t e d  
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t o  a b u s i n e s s  combina t ion  i s  t h e  p r o p e r  and more e q u i t a b l e  

t es t  t o  a p p l y .  For  example,  what i f  a s y s t e m a t i c  p a t t e r n  i s  
no  l o n g e r  economica l ly  sound,  b u t  s t i l l  d e s i r a b l e  i n  l i g h t  

o f  commitments - can t h e  i s s u e r  suspend p u r c h a s e s  f o r  a n  

i n d e f i n i t e  p e r i o d  and renew t h e m  when marke t  o r  e a r n i n g s  c o n d i t i o n s  
improve? I t  seems t o  u s  t h a t  g i v e n  t h e  r i s k s  of l i a b i l i t y  i f  

t h e  Board o f  Directors p r o c e e d s  o t h e r w i s e  t h a n  i n  a c c o r d a n c e  

w i t h  sound b u s i n e s s  judgment and  t h e  b e s t  i n t e r e s t s  of s h a r e -  

h o l d e r s ,  and g iven  t h e  r e s u l t i n g  economic and  f i n a n c i a l  commit- 
m e n t s ,  t h e  r e q u i r e m e n t  of a " s y s t e m a t i c  p a t t e r n "  can  r e s u l t  i n  

a Board b e i n g  f o r c e d  t o  c o n t i n u e  a program a g a i n s t  i t s  b e s t  

judgment i n  o r d e r  t o  p r e s e r v e  i t s  r i g h t  t o  p o o l ,  and can 
p r e j u d i c e  t h o s e  companies w i s h i n g  t o  i n i t i a t e  v a l i d  programs 

i n v o l v i n g  t r e a s u r y  s h a r e s ,  o r  w i s h i n g  t o  consummate an  

a c q u i s i t i o n ,  f e a s i b l e  o n l y  a s  a p o o l i n g ,  which w a s  n o t  f o r e -  

seeable when t h e i r  s h a r e  a c q u i s i t i o n  programs were i n i t i a t e d .  

With r e s p e c t  t o  t h e  r e q u i r e m e n t  t h a t  t h e r e  b e  a 
"reasonable e x p e c t a t i o n " ,  w e  bel ieve t h a t  t h i s  t e s t  s h o u l d  be 

a p p l i e d  a t  t h e  t i m e  of t h e  B o a r d ' s  d e c i s i o n  t o  a c q u i r e  s h a r e s  

or t o  i n s t i t u t e  a program f o r  s u c h  a c q u i s i t i o n ,  w i t h o u t  r e g a r d  . 

t o  s u b s e q u e n t  e v e n t s  which c a n n o t  b e  f o r e s e e n  o r  al,lowed f o r .  

For example, ASR 1 4 6  i n d i c a t e s  i n  c o n n e c t i o n  w i t h  " p u r c h a s e s "  

a n d  c o n t i n g e n t  s h a r e  ag reemen t s  t h a t  s h a r e s  a c q u i r e d  and  reserved 

f o r  t h e s e  pu rposes  a t  t h e  d a t e  of a p o o l i n g  would n o t  be " t a i n t e d "  
when, based on c u r r e n t  n e g o t i a t i o n s ,  p r e s e n t l y  e x i s t i n g  

e a r n i n g s  l e v e l s  or  t h e  marke t  p r i c e  of s h a r e s ,  - e tc . ,  t h e r e  

i s  a reasonable e x p e c t a t i o n  t h a t  t h e  s h a r e s  w i l l  b e  i s s u e d  
f o r  t h e  s t a t e d  pu rposes .  What happens i f  s h a r e s  a c q u i r e d  f o r  a 
" p u r c h a s e "  c a n n o t  be d e l i v e r e d  b e c a u s e  t h e  t r a n s a c t i o n  h a s  been 

t e r m i n a t e d  p r i o r  t o  consummation because  of marke t  c o n d i t i o n s  
o r  adverse e a r n i n g s ?  S i m i l a r l y ,  what i f  s h a r e s  a c q u i r e d  

p u r s u a n t  t o  a c o n t i n g e n t ' s h a r e  agreement  are  n o t  i s sued  b e c a u s e  

s u b s e q u e n t  e v e n t s  r e v e a l  f a c t s  which make s u c h  i s s u a n c e s  



- b -  

u n n e c e s s a r y  under  t h e  g o v e r n i n g  documents o r  i n  f a c t  r e q u i r e  

a r e t u r n  o f  escrowed s h a r e s  t o  t h e  i s s u e r ?  Moreover,  t h e r e  

c o u l d  b e  d i f f i c u l t  l i a b i l i t y  q u e s t i o n s  p r e s e n t e d  i f  t h e  a g r e e -  

ment f o r  a b u s i n e s s  combina t ion  r e q u i r e d  t h a t  t h e  t r a n s a c t i o n  

be a c c o u n t e d  f o r  as a p o o l i n g ,  b u t  a f t e r  t h e  e x e c u t i o n  of 
t h e  agreement and a f t e r  t h e  c r e a t i o n  o f  f i n a n c i a l  commitments,  

f a c t s  arose w i t h  r e s p e c t  t o  a " p u r c h a s e "  or c o n t i n g e n t  s h a r e  

a r r a n g e m e n t  of t h e  t y p e  ment ioned  above ,  which made t h e  p o o l i n g  

i m p o s s i b l e  under  ASR 1 4 6 .  

Accord ing ly ,  w e  u r g e  t h a t  t h e  Commission c o n s i d e r  
r e v i s i n g  ASR 1 4 6  t o  make clear t h a t  subsequen t  f a c t s  and 

developments  i n  t h e  f o r e g o i n g  context  w i l l  n o t  p r e c l u d e - , a  :... 
. 

. . .  . 
p o o l i n g  of i n t e r e s t s  if " r e a s o n a b l e  e x p e c t a t i o n s " .  e x i s t e . 2  wh'e& 

t h e  a c t i o n  was t a k e n .  

" I n u n a t e r i a l i t y "  

F i n a l l y ,  w e  n o t e  t h a t  ASR 146 c o n t a i n s  no p r o v i s i o n  
c o r r e s p o n d i n g  t o  t h e  s t a t e m e n t  i n  AICPA 20 t h a t  a n  immaterial 
amount of p o s s i b l y  " t a i n t e d "  s h a r e s  w i l l  n o t  p r e c l u d e  a p o o l i n g .  
W e  u r g e  t h a t  an  e x p r e s s  s t a t e m e n t  as  t o  h m t e r i a l i t y  comparable  
t o  t h a t  c o n t a i n e d  i n  AICPA 20 be added so as t o  a v o i d  u n n e c e s s a r y  
h a r d s h i p  where a t e c h n i c a l ,  b u t  c l e a r l y  immaterial, problem may 

a r i se .  

The F i n a n c i a l  Account ing  S t a n d a r d s  Board h a s  r e c e n t l y  

added  t o  i t s  t e c h n i c a l  agenda  a comple t e  r e c o n s i d e r a t i o n  of 

APB 1 6  and t h e  q u e s t i o n  of "good w i l l "  a r i s i n g  i n  b u s i n e s s  com- 
b i n a t i o n s .  I n  l i g h t  of t h i s  deve lopment ,  w e  suggest t h a t  t h e  

Commission add a s t a t e m e n t  t o  ASR 1 4 6  comparable  t o  i t s  s ta te -  

ment i n  t h e  recent Account ing  Series Release o n  improved d i s -  
c l o s u r e  of leases,  t o  t h e  e f f e c t  t h a t  t h e  Commission by ASR 1 4 6  

d o e s  n o t  i n t e n d  t o  p r e j u d g e  i s s u e s  before t h e  FASB, and w i l l  

r e c o n s i d e r  t h e  r e q u i r e m e n t s  of ASR 146 a s  a consequence  of a c t i o n  

by t h e  FASB. 
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If additional comments are thought to be desirable, 
we would be pleased to communicate with the Commission and 
its Staff. In such event, would you kindly contact Ricardo A. 
Mestres, Jr. or Joseph McLaughlin of this office. 

Very truly yours, 

SULLIVAN & CROMWELL 


