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Norwalk, Connecticut
All Private Company Financial Reporting Committee (“PCFRC” or “Committee”) members were in attendance. Financial Accounting Standards Board (“FASB”) member Larry Smith attended the full meeting.  FASB staff member Paul Glotzer and American Institute of Certified Public Accountants (“AICPA”) staff members, Dan Noll and Bob Durak, attended the full meeting. Other FASB staff members participated in parts of the meeting, as needed for project updates and discussions.
Note that all discussions of FASB projects reflect the project’s status as of the date of this meeting. Check the FASB website for further updates.
FAF Request for Comment, Plan to Establish Private Company Standards Improvement Council
The PCFRC discussed the Request for Comment in a closed session and will issue its comments.
Updates on Recent FASB Advisory Committee Meeting and Joint FASB-Auditing Standards Board (“ASB”) Meeting and Private Company Roundtables

FASB staff provided the PCFRC with an overview of a recent meeting conducted by the Small Business Advisory Committee on November 8th. Click here for an archived audio recording of that meeting.  

In addition, FASB staff informed the PCFRC about a recent joint FASB-ASB meeting at which the ASB reviewed its various ongoing projects for the benefit of the FASB members and both entities discussed the FASB’s project on Disclosures about Risks and Uncertainties and the Liquidation Basis of Accounting (Formerly Going Concern). The FASB wishes to ensure that the guidance it is developing will be operable and not conflict with auditing guidance to be developed by the ASB and the Public Company Accounting Oversight Board.

FASB staff informed the PCFRC about the roundtables that were held in Chicago and California. 

Private Company Accounting Decision Making Framework Initiatives

Project Update

FASB staff updated the PCFRC about the project to develop a framework (set of decision criteria) for use by the FASB in making decisions about whether and when to adjust the requirements for recognition, measurement, presentation, disclosure, effective dates, and transition methods for financial accounting standards that apply to private companies.  FASB staff has drafted modules dealing with user needs and cost/benefit issues in preparing private company financial statements, disclosure, presentation, effective dates and transition.  A new 10-member Private Company Resource Group has met twice and held conference calls to review the accuracy and completeness of the staff’s drafts of the decision making framework.
Use of OCBOA

As part of the discussion on the decision making framework the PCFRC members shared with staff  their experiences in the use of an other comprehensive basis of accounting (“OCBOA”) by private companies and when their financial statement users accept OCBOA. Normally these statements are prepared using the income tax basis of accounting which could be cash or accrual. One PCFRC user member stated that usually only smaller sureties that deal with smaller contractors (usually under $5 million in annual revenue) encounter financial statements prepared under an OCBOA. In those cases, the surety would normally require the contactor to apply the percentage-of-completion accounting method and also require tax returns and supplementary information. In addition, the surety would look at subsequent distributions after year end.
Another PCFRC user member stated that law firms (including large firms), medical practices and some accounting firms consistently submit OCBOA-based financial statements. Normally, the lender asks for additional financial information and schedules from those who prepare OCBOA financial statements because those statements are more difficult to analyze. Similar to the sureties, the lenders will often look at subsequent distributions after year end.
A PCFRC practitioner member stated that in his experience the construction companies, agri-businesses, and long-term healthcare facilities he services follow GAAP. Service companies will often utilize the income tax basis of accounting. Currently, OCBOA is not well defined and needs more guidance before it can be considered a solution to GAAP complexity.

A PCFRC user member shared with the Committee that he encounters OCBOA financial statements (usually modified income tax basis) with service companies like engineering and medical firms.  With such entities, the lender focuses more on the personal financial statements and credit scores of the individuals owning the entity rather than the financial statements of the entity itself. The OCBOA financial statements of the entity can help validate the lender’s understanding of income taxes and cash flows. For entities which generate less than $1 million in revenue, lending decisions are based on scoring models. For entities that maintain inventory, even small retailers, and for entities with over $1 million in revenue, lenders expect GAAP-based financial statements.
A PCFRC practitioner member indicated that he comes across income tax-basis financial statements very often, as smaller companies try to avoid having to comply with the complications of GAAP. Frequently, the income tax-basis financial statements he sees lack adequate disclosures.  Currently, there is not a strong enough definition of what income-tax basis of accounting or OCBOA is and not enough guidance about OCBOA.
Discussion about justification for exceptions/differences in recognition and measurement

FASB staff will be drafting the next section of the framework dealing with recognition and measurement. The PCFRC provided the following input to the FASB staff about possible areas of recognition and measurement differences for private companies :
· Variable interest entities (“VIE”) (FASB Codification Topic 810; formerly FASB Statement No. 167 and FASB Interpretation 46R). 
· Plain-vanilla interest rate swaps.
· Business combination intangibles (other than goodwill) within level 3 of the fair value hierarchy.

· Asset retirement obligations (FASB Codification Topic 410; formerly FASB Interpretation No. 47).

· Uncertain income tax positions (FASB Codification Topic 740; formerly FASB Interpretation No. 48).

In addition, the PCFRC provided the following suggestions:

· On the topic of distinguishing liabilities and equity, the assumption that securities that are convertible to common stock are easily convertible to cash is not applicable in the private company environment. The structuring of securities does not necessarily create a liability. Rather, the structuring creates methods for the equity owners to divide the value of a company upon sale or liquidation. A simple and realistic approach in the private company environment is that a security that converts only to another equity instrument, with no ability to force an entity to pay cash, should be classified as equity.

· A more consistent and principles-based definition of a non-public entity that is based on public accountability is needed. Consideration should be given to whether or not conduit debt obligors should be within the scope of the definition of non-public entities. Currently, small conduit debt obligors can incur significant costs in complying with standards when they are excluded from the definition of non-public entities.
· Implementation guidance issued by the FASB should focus more on situations that exist at private companies. For example, the application of the accounting for VIEs is very inconsistent in the private company sector. Implementation guidance that addresses VIE situations commonly encountered by private companies would be helpful.

· Private company financial statement users would benefit from a better understanding of a pass-through entity’s tax liability and income tax distribution strategy because that information is critical to a user in determining cash flows. A disclosure about an entity’s income tax distribution policy could provide decision-useful information to users. 
· The private company accounting decision-making framework should encompass pass-through entities and the financial reporting implications that arise at those entities.
Proposed Accounting Standards Update (“ASU”), Real Estate – Investment Property Entities

The Committee reviewed and discussed the proposed ASU on Investment Property Entities and believes that there are some recent tentative decisions that the FASB has made relative to the ongoing Leases project that might influence whether or how the FASB proceeds with the Investment Property Entities project. The PCFRC will develop and issue a recommendation letter to the FASB expressing these concerns and certain other points.

Proposed ASU, Financial Services – Investment Companies: Amendments to the Scope, Measurement, and Disclosure Requirements
The PCFRC reviewed and discussed the proposed ASU on Investment Companies and tentatively agreed that it will serve to appropriately identify those entities that should be within the scope of Topic 946 of the FASB Codification. The Committee discussed the difficulty of requiring entities to disclose whether it intends to provide financial support. Accurately identifying and explaining intentions are challenging, and a practitioner’s ability to effectively audit “intentions” is questionable.  In addition, the Committee discussed whether the definition of “financial support” should be clarified to help readers better understand what that definition would comprise. The PCFRC will develop and issue a recommendation letter related to the proposed ASU.
Revenue Recognition

The recently issued Proposed ASU, Revenue from Contracts with Customers, was discussed by the PCFRC as an initial step in developing a recommendation letter. Specific topics addressed by the Committee included:
· The proposed treatment of wasted material in the proposed ASU and how it differs from construction industry practice. In practice, monthly assessments are made on a job and wasted material cost is an adjustment to gross profit. It is not expensed as overhead.
· There may be diversity in interpreting and applying the proposed ASU’s guidance on the recognition of revenue related to materials that are delivered to a construction job site but are not yet installed. That diversity could specifically occur in the assignment and recognition of profit margin to the materials and to the installation.
· Clarity may be needed on the notion of enforceability of a contract (paragraph 13 of the proposed ASU) and the guidance on promises that are implied by an entity’s customary business practices (paragraph 24 of the proposed ASU). An explanation of what is intended by paragraph 24 of the proposed ASU that is different from the intent of paragraph 13 may be needed.
· The telecommunications, construction, software, real estate, and long-haul shipping and trucking industries may be particularly affected by the proposed ASU.  Financial statement user members of the Committee will consider the implications of the proposed ASU in those industries, with an eye on any significant departures between revenue recognition and cash flows and how those departures can be analyzed.
The Committee will continue to examine the proposed ASU and develop its recommendations and comments.

Leases

FASB staff provided an update to the PCFRC about the Leases project.   FASB staff has begun drafting a proposed ASU and is looking to ensure that adequate private company leasing examples are included in the proposed ASU. It appears that private companies will be granted some disclosure exemptions and there may be a longer time period for the short-term lease exemption. FASB staff is also addressing transition issues and the effective date of the proposed ASU.

The PCFRC discussed with FASB staff the reasoning underlying tentative decisions on lessor accounting including the leasing of real estate and how it relates to the FASB’s Investment Properties project and the impact of a guaranteed residual value on the lessor’s accounting. In addition, PCFRC members asked for clarification on lessee accounting transition related to the accounting for differences between the lease liability and lease right-to-use asset. PCFRC members discussed the need for symmetry between the lease right-to-use asset and liability.
Click here to view the status of this project.
Related Party Leases
FASB board members joined the meeting for a discussion of some examples of common related party leasing situations at private companies to facilitate the FASB’s consideration of the accounting for those arrangements.  The PCFRC discussed the accounting for the related party leases in the examples in the context of the proposed lessee/lessor accounting, consolidation under FIN 46R/FAS 167 (FASB Codification Topic 810) and whether the proposed investment property accounting would be applicable. After a discussion of the examples, the PCFRC decided to form a task force to work further with the FASB on the accounting for related party leases.
Consolidation: Principal versus Agent

The Committee reviewed and discussed the Proposed ASU, Consolidation: Principal Versus Agent Analysis.  Two significant comments were discussed:
1. Overall the PCFRC is supportive of the principal versus agency guidance and believes that the guidance will fill a number of holes in the existing literature.

2. Examples demonstrating whether an entity is a VIE (Accounting Standards Codification Topic 810-10-15-14) would significantly improve the standard. 

Other comments related to the specific respondent questions in the proposed ASU were developed by the Committee, as well. A comment letter will be prepared and issued to the FASB.

Accounting for Long-lived Intangibles

FASB staff updated the PCFRC on the Impairment of Indefinite-Lived Intangible Assets project. A proposed ASU is being drafted and expected to be issued in December 2011 with a 120-day comment period. This project should not have a pervasive impact on private companies but could affect private companies that have intangibles such as radio station licenses, other licenses, and brand names.

Disclosures about Risks and Uncertainties (Going Concern)

PCFRC members discussed the FASB’s consideration about whether or not a standard should be added to GAAP requiring management to assess the entity's ability to continue as a going concern.  Click here for the project update.
Technical Corrections Proposed ASU

FASB staff provided the PCFRC with an overview of the Proposed ASU, Technical Corrections. These corrections are not expected to have a significant impact on private company accounting practice. Based on its review of the Proposed ASU, the PCFRC will not be issuing a comment letter on this project.

Joint Meeting between the PCFRC and the FASB

The PCFRC discussed the following projects with the FASB. See the meeting highlights above for a description of the points and concerns expressed by the PCFRC related to these projects. Additional points and concerns raised by the PCFRC are presented below.

· Private company decision making framework;
· The PCFRC urged that once the draft is completed, it be exposed for public comment

· Revenue recognition

· The PCFRC is concerned that guidance in the revenue recognition proposed ASU may lead some small companies to conclude that a liability has to be established for rights of return and therefore the guidance needs clarification.

· The FASB should consider providing a company with flexibility in determining how to disaggregate revenue. Users prefer the disaggregation to be less prescriptive and to be tied to the drivers of a company’s business.

· Consolidations

· The Codification section on consolidations is confusing and needs better organization and clarity.

· Disclosures about risks and uncertainties (going concern)

· Liquidity disclosures are helpful as early warning signs to financial statement users.

In addition to these project discussions, Leslie Seidman (FASB Chair) spoke to the PCFRC about various private company accounting matters including:

· Improving and clarifying the guidance on accounting for VIEs.

· Determining the appropriateness of fair value disclosures in the private company sector.

· Determining the appropriateness of the current accounting for interest rate swaps at private companies.

· The accounting for and reporting of intangible assets.
FASB Staff Updates on Other Projects

FASB staff updated the PCFRC on the following projects:

· Insurance contracts
· Comprehensive income deferral 

· Disclosure framework
· Financial instruments 

Next PCFRC Meetings and Administrative Matters
The Committee set the following tentative meeting dates for 2012:

· May 10-11 (Norwalk, CT)- joint meeting with the SBAC
· June 28-29 (Norwalk, CT)

In addition, the Committee set the following conference calls:

· December 16, 2011- finalize recommendations on investment properties and investment companies proposed ASUs.

· January 20, 2011 – finalize recommendations on revenue recognition proposed ASU.
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