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SUMMARY

This Statement provides guidance in preparing general-purpose financial statements for most public utili-
ties. Certain other companies with regulated operations that meet specified criteria are also covered.

In general, the type of regulation covered by this Statement permits rates (prices) to be set at levels intended
to recover the estimated costs of providing regulated services or products, including the cost of capital (interest
costs and a provision for earnings on shareholders’ investments).

For a number of reasons, revenues intended to cover some costs are provided either before or after the costs
are incurred. If regulation provides assurance that incurred costs will be recovered in the future, this Statement
requires companies to capitalize those costs. If current recovery is provided for costs that are expected to be
incurred in the future, this Statement requires companies to recognize those current receipts as
liabilities.

This Statement also requires recognition, as costs of assets and increases in net income, of two types of
allowable costs that include amounts not usually accepted as costs in the present accounting framework for
nonregulated enterprises, as follows:

e If rates are based on allowable costs that include an allowance for the cost of funds used during construction
(consisting of an equity component and a debt component), the company should capitalize and increase net
income by the amount used for rate-making purposes—instead of capitalizing interest in accordance with
FASB Statement No. 34, Capitalization of Interest Cost.

o If rates are based on allowable costs that include reasonable intercompany profits, the company should not
eliminate those intercompany profits in its financial statements.

Pending completion of the Board’s current project on accounting for income taxes, this Statement continues
current practices of most utilities with respect to accounting for deferred income taxes. Accordingly, if the cur-
rent income tax benefits (or costs) of timing differences are passed through to customers in current prices and it
is probable that any resulting income taxes payable in future years will be recovered through
future rates, the company should not record deferred income taxes resulting from those timing differences.
However, the company should disclose the cumulative net amounts of timing differences for which deferred
taxes have not been recorded.

This Statement may require that a cost be accounted for in a different manner from that required by another
authoritative pronouncement. In that case, this Statement is to be followed because it reflects the economic
effects of the rate-making process—effects not considered in other authoritative pronouncements. All other
provisions of that other authoritative pronouncement apply to the regulated enterprise.
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This Statement clarifies the application of certain other authoritative pronouncements, which is expected to
result in at least two changes in general-purpose financial statements of certain public utilities. First, expected
refunds of revenue collected in prior years will be charged to income in the period in which those refunds are
first recognized. Second, leases will be classified (as capital or operating leases) in accordance with FASB
Statement No. 13, Accounting for Leases, as amended. Because Statement 13 has not been applied by some
utilities in the past, this Statement provides a four-year transition period before retroactive application of lease
capitalization is required. Statement 13 provided a similar transition period for unregulated enterprises.
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INTRODUCTION

1. Regulation of an enterprise’s prices (hereinafter
referred to as rates) is sometimes based on the enter-
prise’s costs. Regulators use a variety of mechanisms
to estimate a regulated enterprise’s allowable costs,!
and they allow the enterprise to charge rates that are
intended to produce revenue approximately equal to
those allowable costs. Specific costs that are allow-
able for rate-making purposes result in revenue ap-
proximately equal to the costs.

2. In most cases, allowable costs are used as a means
of estimating costs of the period during which the
rates will be in effect, and there is no intent to permit
recovery of specific prior costs. The process is a way
of setting prices—the results of the process are re-
ported in general-purpose financial statements in ac-
cordance with the same accounting principles that are
used by unregulated enterprises.

3. Regulators sometimes include costs in allowable
costs in a period other than the period in which the
costs would be charged to expense by an unregulated
enterprise. That procedure can create assets (future
cash inflows that will result from the rate-making
process), reduce assets (reductions of future cash in-
flows that will result from the rate-making process),
or create liabilities (future cash outflows that will re-
sult from the rate-making process) for the regulated
enterprise. For general-purpose financial reporting,
an incurred cost for which a regulator permits recov-
ery in a future period is accounted for like an incurred
cost that is reimbursable under a cost-reimburse-
ment-type contract.

4. Accounting requirements that are not directly re-
lated to the economic effects of rate actions may be
imposed on regulated businesses by orders of regula-
tory authorities and occasionally by court decisions
or statutes. This does not necessarily mean that those

IThe term allowable costs is used throughout this Statement to refer to all costs for which revenue is intended to provide recovery. Those costs
can be actual or estimated. In that context, allowable costs include interest cost and amounts provided for earnings on shareholders’ investments.
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accounting requirements conform with generally ac-
cepted accounting principles. For example, a regula-
tory authority may order an enterprise to capitalize2
and amortize a cost that would be charged to income
currently by an unregulated enterprise. Unless capi-
talization of that cost is appropriate under this State-
ment, generally accepted accounting principles re-
quire the regulated enterprise to charge the cost to
income currently.

STANDARDS OF FINANCIALACCOUNTING
AND REPORTING

Scope

5. This Statement applies to general-purpose exter-
nal financial statements of an enterprise that has regu-
lated operations that meet all of the following criteria:

a. The enterprise’s rates for regulated services or
products provided to its customers are established
by or are subject to approval by an independent,
third-party regulator or by its own governing
board empowered by statute or contract to estab-
lish rates that bind customers.>

b. The regulated rates are designed to recover the
specific enterprise’s costs of providing the regu-
lated services or products.

c. In view of the demand for the regulated services
or products and the level of competition, direct
and indirect, it is reasonable to assume that rates
set at levels that will recover the enterprise’s costs

FAS71

can be charged to and collected from customers.
This criterion requires consideration of antici-
pated changes in levels of demand or competition
during the recovery period for any capitalized
Costs.

6. If some of an enterprise’s operations are regulated
and meet the criteria of paragraph 5, this Statement
shall be applied to only that portion of the enterprise’s
operations.

7. Authoritative accounting pronouncements that
apply to enterprises in general also apply to regulated
enterprises. However, enterprises subject to this
Statement shall apply it instead of any conflicting
provisions of standards in other authoritative pro-
nouncements.*

8. This Statement does not apply to accounting for
price controls that are imposed by governmental ac-
tion in times of emergency, high inflation, or other
unusual conditions. Nor does it cover accounting for
contracts in general. However, if the terms of a con-
tract between an enterprise and its customer are sub-
ject to regulation and the criteria of paragraph 5 are
met with respect to that contract, this Statement shall
apply.

General Standards of Accounting for the Effects
of Regulation

9. Rate actions of a regulator can provide reasonable
assurance of the existence of an asset.** An enter-
prise shall capitalize all or part of an incurred cost®

2Capitalize is used in this Statement to indicate that the cost would be recorded as the cost of an asset. That procedure is often referred to as
“deferring a cost,” and the resulting asset is sometimes described as a “deferred cost.”

3GASB Statement No. 20, Accounting and Financial Reporting for Proprietary Funds and Other Governmental Entities That Use Proprietary
Fund Accounting, paragraph 9, provides that state and local proprietary activities that meet the criteria of paragraph 5 may apply this FASB
Statement and related pronouncements (including FASB Statements No. 90, Regulated Enterprises—Accounting for Abandonments and Disal-
lowances of Plant Costs, No. 92, Regulated Enterprises—Accounting for Phase-in Plans, and No. 101, Regulated Enterprises—Accounting for
the Discontinuation of Application of FASB Statement No. 71) that were issued on or before November 30, 1989. Amendments of FASB pro-
nouncements related to regulated operations issued after that date are subject to the provisions of GASB Statement 20, paragraph 7.

“For example, a regulator might authorize a regulated enterprise to incur a major research and development cost because the cost is expected to
benefit future customers. The regulator might also direct that cost to be capitalized and amortized as an allowable cost over the period of expected
benefit. If the criteria of paragraph 9 of this Statement were met, the enterprise would capitalize that cost even though FASB Statement No. 2,
Accounting for Research and Development Costs, requires such costs to be charged to income currently. Statement 2 would still apply to ac-
counting for other research and development costs of the regulated enterprise, as would the disclosure requirements of Statement 2.

#Costs of abandoned plants shall be accounted for in accordance with paragraphs 3—6 of FASB Statement No. 90, Regulated
Enterprises—Accounting for Abandonments and Disallowances of Plant Costs. Phase-in plans shall be accounted for in accordance with FASB
Statement No. 92, Regulated Enterprises—Accounting for Phase-in Plans.

SAn incurred cost is “a cost arising from cash paid out or obligation to pay for an acquired asset or service, a loss from any cause that has been
sustained and has been or must be paid for” (Eric L. Kohler, A Dictionary for Accountants, 5th ed. [Englewood Cliffs, N.J.: Prentice-Hall, Inc.,
1975], p. 253).
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that would otherwise be charged to expense if both of
the following criteria are met:

a. Itis probable6 that future revenue in an amount at
least equal to the capitalized cost will result from
inclusion of that cost in allowable costs for rate-
making purposes.

b. Based on available evidence, the future revenue
will be provided to permit recovery of the previ-
ously incurred cost rather than to provide for ex-
pected levels of similar future costs. If the rev-
enue will be provided through an automatic rate-
adjustment clause, this criterion requires that the
regulator’s intent clearly be to permit recovery of
the previously incurred cost.

If at any time the incurred cost no longer meets the
above criteria, that cost shall be charged to earnings.

10. Rate actions of a regulator can reduce or elimi-
nate the value of an asset. If a regulator excludes all
or part of a cost from allowable costs, the carrying
amount of any asset recognized pursuant to para-
graph 9 of this Statement shall be reduced to the ex-
tent of the excluded cost. Whether other assets have
been impaired shall be judged the same as for enter-
prises in general&1 and FASB Statement No. 144, Ac-
counting for the Impairment or Disposal of Long-
Lived Assets, shall apply.

10A. If a regulator allows recovery through rates of
costs previously excluded from allowable costs, that
action shall result in recognition of a new asset. The
classification of that asset shall be consistent with the
classification that would have resulted had those
costs been initially included in allowable costs.

11. Rate actions of a regulator can impose a liability
on a regulated enterprise. Such liabilities are usually
obligations to the enterprise’s customers. The follow-
ing are the usual ways in which liabilities can be im-
posed and the resulting accounting:

FASB Statement of Standards

a. A regulator may require refunds to customers.”

Refunds that meet the criteria of paragraph 8 (ac-
crual of loss contingencies) of FASB Statement
No. 5, Accounting for Contingencies, shall be re-
corded as liabilities and as reductions of revenue
or as expenses of the regulated enterprise.

b. A regulator can provide current rates intended to
recover costs that are expected to be incurred in
the future with the understanding that if those
costs are not incurred future rates will be reduced
by corresponding amounts. If current rates are in-
tended to recover such costs and the regulator re-
quires the enterprise to remain accountable for
any amounts charged pursuant to such rates and
not yet expended for the intended purpose,8 the
enterprise shall not recognize as revenues
amounts charged pursuant to such rates. Those
amounts shall be recognized as liabilities and
taken to income only when the associated costs
are incurred.

c. Aregulator can require that a gain or other reduc-
tion of net allowable costs be given to customers
over future periods. That would be accomplished,
for rate-making purposes, by amortizing the gain
or other reduction of net allowable costs over
those future periods and reducing rates to reduce
revenues in approximately the amount of the am-
ortization. If a gain or other reduction of net al-
lowable costs is to be amortized over future peri-
ods for rate-making purposes, the regulated
enterprise shall not recognize that gain or other
reduction of net allowable costs in income of the
current period. Instead, it shall record it as a li-
ability for future reductions of charges to custom-
ers that are expected to result.

12. Actions of a regulator can eliminate a liability
only if the liability was imposed by actions of the
regulator.

13. Appendix B, Statement 90, and Statement 92
illustrate the accounting for the effects of regulation.

The term probable is used in this Statement consistent with its use in FASB Statement No. 5, Accounting for Contingencies. Statement 5 defines
probable as an area within a range of the likelihood that a future event or events will occur. That range is from probable to remote, as follows:

Probable. The future event or events are likely to occur.

Reasonably possible. The chance of the future event or events occurring is more than remote but less than likely.

Remote. The chance of the future event or events occurring is slight.

aDjisallowances of costs of recently completed plants, whether direct or indirect, shall be accounted for in accordance with paragraph 7 of

Statement 90.

TRefunds can be paid to the customers who paid the amounts being refunded; however, they are usually provided to current customers by reduc-

ing current charges.

8The usual mechanism used by regulators for this purpose is to require the regulated enterprise to record the anticipated cost as a liability in its

regulatory accounting records.
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Specific Standards Derived from the General
Standards

14. The following specific standards and the stand-
ards in Statements 90 and 92 are derived from the
general standards in paragraphs 9—12. The specific
standards in paragraphs 15-17 and the standards in
Statement 90 and Statement 92 shall not be used as
guidance for other applications of the general stand-
ards in paragraphs 9-12.

Allowance for Funds Used during Construction

15. In some cases, a regulator requires an enterprise
subject to its authority to capitalize, as part of the cost
of plant and equipment, the cost of financing con-
struction as financed partially by borrowings and par-
tially by equity. A computed interest cost and a desig-
nated cost of equity funds are capitalized, and net
income for the current period is increased by a corre-
sponding amount. After the construction is com-
pleted, the resulting capitalized cost is the basis for
depreciation and unrecovered investment for rate-
making purposes. In such cases, the amounts capital-
ized for rate-making purposes as part of the cost of
acquiring the assets shall be capitalized for financial
reporting purposes instead of the amount of interest
that would be capitalized in accordance with FASB
Statement No. 34, Capitalization of Interest Cost.?
Those amounts shall be capitalized only if their sub-
sequent inclusion in allowable costs for rate-making
purposes is probable. The income statement shall in-
clude an item of other income, a reduction of interest
expense, or both, in a manner that indicates the basis
for the amount capitalized.

Intercompany Profit'°

16. Profit on sales to regulated affiliates shall not be
eliminated in general-purpose financial statements' !
if both of the following criteria are met:

a. The sales price is reasonable.
b. Itis probable that, through the rate-making proc-
ess, future revenue approximately equal to the

FAS71

sales price will result from the regulated affiliate’s
use of the products.

17. The sales price usually shall be considered rea-
sonable if the price is accepted or not challenged by
the regulator that governs the regulated affiliate. Oth-
erwise, reasonableness shall be considered in light of
the circumstances. For example, reasonableness
might be judged by the return on investment earned
by the manufacturing or construction operations or
by a comparison of the transfer prices with prices
available from other sources.

Other Specific Standards
Accounting for Income Taxes

18. A deferred tax liability or asset shall be recog-
nized for the deferred tax consequences of temporary
differences in accordance with FASB Statement
No. 109, Accounting for Income Taxes.

Other Disclosure

19. For refunds that are recognized in a period other
than the period in which the related revenue was rec-
ognized and that have a material effect on net in-
come, the enterprise shall disclose the effect on net
income and indicate the years in which the related
revenue was recognized. Such effect may be dis-
closed by including it, net of related income taxes, as
a line item in the income statement. However, that
item shall not be presented as an extraordinary item.

20. In some cases, a regulator may permit an enter-
prise to include a cost that would be charged to ex-
pense by an unregulated enterprise as an allowable
cost over a period of time by amortizing that cost for
rate-making purposes, but the regulator does not in-
clude the unrecovered amount in the rate base. That
procedure does not provide a return on investment
during the recovery period. If recovery of such major
costs is provided without a return on investment dur-
ing the recovery period, the enterprise shall disclose
the remaining amounts of such assets and the remain-
ing recovery period applicable to them.

9Statement 34 requires capitalization of interest cost on certain qualifying assets. The amount capitalized is the portion of the interest cost
incurred during the period that theoretically could have been avoided if the expenditures had not been made.

10The term intercompany profit is used in this Statement to include both profits on sales from one company to another within a consolidated or
affiliated group and profits on sales from one operation of a company to another operation of the same company.

1TARB No. 51, Consolidated Financial Si

, requires that profit on sales of assets remaining in the consolidated group be eliminated in

consolidated financial statements. APB Opinion No. 18, The Equity Method of Accounting for Investments in Common Stock, effectively extends

that requirement to affiliated entities reported on the equity method.
12| This footnote has been deleted. See Status page.]
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Amendments to Existing Pronouncements

21. Appendix A lists the amendments to existing
pronouncements that result from this Statement.

Effective Date and Transition

22. This Statement shall be effective for fiscal years
beginning after December 15, 1983. Earlier applica-
tion is encouraged. Accounting changes adopted to
conform to the provisions of this Statement shall be
applied retroactively, except that:

a. Previously issued financial statements shall not
be restated for changes in accounting for refunds.

b. Leases for which the inception13 is after Decem-
ber 31, 1982 shall be classified in accordance
with FASB Statement No. 13, Accounting for
Leases, in financial statements commencing with
initial application of this Statement. Leases for
which the inception of the lease is before Janu-
ary 1, 1983 may be classified as they would have
been classified before this Statement was issued
until fiscal years beginning after December 15,
1986. Commencing no later than the first fiscal
year beginning after December 15, 1986, those
leases shall be retroactively classified in accord-
ance with Statement 13 as amended.

FASB Statement of Standards

23. If leases are not retroactively classified in ac-
cordance with Statement 13 in financial statements
for fiscal years beginning after December 15, 1983
and before December 15, 1986 as permitted by para-
graph 22(b), lessees shall disclose the amounts of
additional capitalized leased assets and lease ob-
ligations that would be included in each balance
sheet presented if Statement 13 had been applied
retroactively.

24. In the year that this Statement is first applied, the
financial statements shall disclose the nature of any
restatement and its effect on income before extraordi-
nary items, net income, and related per-share
amounts'* for each year restated. If retroactive re-
statement of all years presented is not practicable, the
financial statements shall be restated for as many
consecutive years as is practicable, and the cumula-
tive effect of applying this Statement shall be in-
cluded in determining net income of the earliest year
restated (not necessarily the earliest year presented).
If it is not practicable to restate any prior year, the cu-
mulative effect shall be included in net income in the
year in which this Statement is first applied. (See
paragraph 20 of APB Opinion No. 20, Accounting
Changes.) The effect on income before extraordinary
items, net income, and related per-share amounts!2of
applying this Statement in a year in which the cumu-
lative effect is included in determining that year’s net
income shall be disclosed for that year.

The provisions of this Statement need
not be applied to immaterial items.

This Statement was adopted by the affirmative
votes of four members of the Financial Accounting
Standards Board. Messrs. Block, Kirk, and Sprouse
dissented.

Mr. Block dissents to the issuance of this State-
ment. He believes that the regulatory environment as
it exists today does not provide the necessary assur-
ance of realization of future revenues to justify the
standards in this Statement.

In his opinion, the creation of an asset by a regula-
tor requires, at a minimum, an exclusive franchise to
deliver goods and services for which demand is in-
sensitive to price. This means that the goods and

services must be necessities and that no alternative
goods and services exist as competition. Further, the
creation of long-lived assets requires assurance that
the regulatory environment will remain unchanged
for long periods. The nature of assets created by a
regulator (future amounts receivable from custom-
ers) would appear to require assurance that the cus-
tomers will exist, the goods and services will be de-
livered to customers, and the customers will pay the
decreed rates. Mr. Block does not believe that rate
regulators can provide such assurances in the indus-
tries to which this Statement is likely to be applied.
Because of those beliefs, Mr. Block concludes that
the rate-making process should have no bearing on

3The inception of a lease is defined in FASB Statement No. 23, Inception of the Lease.

14The effect on related per-share amounts need not be disclosed if the enterprise does not disclose earnings per share.

13See footnote 14.
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principles for cost capitalization and loss recognition.
Those principles should be the same for rate-
regulated enterprises as they are for unregulated
enterprises.

Mr. Block further believes that the assets created
by regulation under this Statement are merely future
accounts receivable for future sales. While he is op-
posed to recognizing such receivables, he notes that
APB Opinion No. 21, Interest on Receivables and
Payables, requires discounting of long-term receiv-
ables on which there is no stated interest rate or the
stated rate is unreasonable. Thus, in his view, if such
receivables are to be recognized, discounting at mar-
ket rates of return should be required.

Mr. Kirk dissents to the issuance of this Statement
because he believes the immediate increases in in-
come resulting from the capitalization of costs im-
puted for equity funds used during construction
(paragraph 15) and intercompany profit (para-
graphs 16 and 17) are not valid reflections of the eco-
nomics of rate regulation or in accordance with other
generally accepted accounting principles. Unlike
other allowable costs, imputed costs have not been
incurred. In Mr. Kirk’s opinion, even if capitalization
is deemed appropriate for financial reporting pur-
poses, income should not be recognized. The income
related to allowable but imputed costs should be rec-
ognized when the rates covering the costs are
charged to customers, not before.

Mr. Sprouse dissents primarily because he does
not agree with the thrust of paragraph 11 related to
liabilities. He agrees that a regulator can impose a
liability on a regulated enterprise by requiring the
enterprise to make refunds to its customers (para-
graph 11(a)). In his opinion, however, “refunds”
involve reductions in existing assets—either cash
settlements or lump-sum deductions from the
amounts due from customers. Reductions in future
rates do not “refund” anything and, therefore, do not
create a liability. Indeed, reductions in future rates do
not obligate a regulated enterprise to transfer assets or
use them in any way that would not be required in the
absence of those reductions. Of course, a sufficiently
severe reduction in future rates might trigger the need
to recognize impairment of assets.

In Mr. Sprouse’s view, paragraph 11(b) tends to
confuse the use of a formula that a regulator might
properly use to set reasonably stable rates with real,
often sporadic, economic events, the effects of which

FAS71

should be recognized in financial statements if and
when they have actually occurred. In setting rates, a
regulator may include a “provision for noninsurance”
among the allowable costs, but that does not create a
present obligation to repair unusual storm damage
that has not yet occurred (paragraphs 11(b), 38, and
39). If over a period of time the amounts of uninsured
losses are sufficiently less than the “provisions for
noninsurance” included in allowable costs, the regu-
lator may reduce or eliminate future allowed provi-
sions and reduce rates accordingly. As explained in
the previous paragraph, however, possible future rate
reductions do not create a liability. The possibility
that sometime in the future the regulator might re-
quire cash refunds to customers to reduce or elimi-
nate the cumulative “provision for noninsurance” is
too remote to be recognized as a liability.

Similarly, in a formula designed to maintain rea-
sonably stable rates, a regulatory agency may wish to
spread a gain on early extinguishment of debt over
some arbitrary period, but that does not create a
present obligation for the regulated enterprise to
transfer assets or to use them in any way that would
not be required in the absence of such a gain (para-
graphs 11(c) and 35-37).

Mr. Sprouse does agree that, to the extent that
there is adequate evidence that the rates set by a regu-
lator will cause a specific cost or other amount to be
recovered through future incremental revenues, the
regulated enterprise has an asset or asset enhance-
ment (a quasi-receivable) that is properly measured
by that incurred cost or other amount. Accordingly,
he agrees that those circumstances may call for capi-
talizing (a) unusual storm losses, property abandon-
ments, plant conversions, and similar costs that have
occurred (paragraph 9); (b) an imputed cost of equity
funds (paragraph 15); and (c) intercompany profits
included in transfer prices to affiliates (paragraphs 16
and 17).

Messrs. Kirk and Sprouse also dissent because
they believe the amendment to APB Opinion 30 in
paragraph 19 of this Statement that suggests that re-
funds be reported in income net of taxes but not as
extraordinary items is unrelated to the economics of
rate regulation and therefore inappropriate. They see
no reason why a potentially recurring charge to in-
come should be singled out from all other recurring
or even unusual items for this special treatment.
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Members of the Financial Accounting Standards Board:

FASB Statement of Standards

Donald J. Kirk, John W. March Robert T. Sprouse
Chairman Robert A. Morgan Ralph E. Walters
Frank E. Block David Mosso
Appendix A 1. APB Opinion No. 29, Accounting for Non-
monetary Transactions. In the first sentence fol-
lowing subparagraph 4(d), delete the words “ap-
AMENDMENTS TO EXISTING plies to regulated companies in accordance with
PRONOUNCEMENTS the Addendum to APB Opinion No. 2, Account-

25. This Statement supersedes the Addendum, Ac-
counting Principles for Regulated Industries, to APB
Opinion 2.

26. Paragraph 7 provides for this Statement to be ap-
plied by enterprises that are subject to it instead of
conflicting provisions of other authoritative pro-
nouncements. The Board sees no need for references
to this Statement in either existing pronouncements
or future authoritative pronouncements. That conclu-
sion requires the following amendments to existing
pronouncements:

a. ARB No. 44 (Revised), Declining-Balance De-
preciation, as amended by APB Opinion No. 6,
Status of Accounting Research Bulletins. Delete
paragraphs 8 and 9.

b. ARB 51. Delete the last sentence of paragraph 6.

c. APB Opinion No. 1, New Depreciation Guide-
lines and Rules. Delete paragraph 7.

d. APB Opinion No. 2, Accounting for the “Invest-
ment Credit.” Delete paragraph 17.

e. APB Opinion 11. In the second sentence of para-
graph 6, delete the words “(a) to regulated indus-
tries in those circumstances where the standards
described in the Addendum (which remains in ef-
fect) to APB Opinion No. 2 are met and (b).”

f. APB Opinion No. 16, Business Combinations.
Delete paragraph 6.

g. APB Opinion No. 17, Intangible Assets. Delete
paragraph 7.

h.  APB Opinion 20. Delete the last two sentences of
paragraph 3.

i. APB Opinion No. 23, Accounting for Income
Taxes—Special Areas. Delete paragraph 4.

j. APB Opinion No. 24, Accounting for Income
Taxes. Delete paragraph 3.

k. APB Opinion No. 26, Early Extinguishment of
Debt. Delete the last sentence of paragraph 2.

=0

bb.

ing for the Investment Credit, 1962 and it.”

. FASB Statement No. 2, Accounting for Research

and Development Costs. Delete paragraph 14.
FASB Statement No. 4, Reporting Gains and
Losses from Extinguishment of Debt. Delete
paragraph 7.

FASB Statement 5. Delete paragraph 13.

FASB Statement No. 7, Accounting and Report-
ing by Development Stage Enterprises. Delete
the second sentence of paragraph 5.

. FASB Statement 13. Delete paragraph 3.

FASB Statement No. 15, Accounting by Debtors
and Creditors for Troubled Debt Restructurings.
Delete paragraph 9.

FASB Statement No. 16, Prior Period Adjust-
ments. Delete paragraph 9.

FASB Statement No. 19, Financial Accounting
and Reporting by Oil and Gas Producing Com-
panies. Delete paragraph 9.

FASB Statement No. 22, Changes in the Provi-
sions of Lease Agreements Resulting from
Refundings of Tax-Exempt Debt. Delete para-
graph 11.

FASB Statement 34. Delete paragraph 5.

. FASB Statement No. 43, Accounting for Com-

pensated Absences. Delete paragraph 3.

FASB Statement No. 49, Accounting for Product
Financing Arrangements. Delete paragraph 7.
FASB Statement No. 51, Financial Reporting by
Cable Television Companies. Delete paragraph 2.
FASB Interpretation No. 18, Accounting for
Income Taxes in Interim Periods. Delete para-
graph 4.

. FASB Interpretation No. 22, Applicability of In-

definite Reversal Criteria to Timing Differences.
Delete paragraph 8.

FASB Interpretation No. 25, Accounting for
an Unused Investment Tax Credit. Delete para-

graph 9.
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Appendix B

APPLICATION OF GENERAL STANDARDS
TO SPECIFIC SITUATIONS

27. This appendix provides guidance for application
of this Statement to some specific situations. The
guidance does not address all possible applications of
this Statement. All of the examples assume that the
enterprise meets the criteria in paragraph 5 of this
Statement; thus, recovery of any cost is probable if
that cost is designated for future recovery by the
regulator. The examples also assume that the items
addressed are material. The provisions of this State-
ment need not be applied to immaterial items.

28. Specific situations discussed in this appendix
are:

Paragraph
Numbers
Goodwill 29-30
Accounting changes 31-32
Recovery of costs without return
on investment 33-34
Early extinguishment of debt 35-37
Accounting for contingencies 38-39
Accounting for leases 40-43
Revenue collected subject to refund 44-45
Refunds to customers 46-47
Accounting for compensated absences 48-49

Goodwill

29. FASB Statement No. 142, Goodwill and Other
Intangible Assets, states that goodwill shall not be
amortized and shall be tested for impairment in ac-
cordance with that Statement. For rate-making pur-
poses, a regulator may permit an enterprise to amor-
tize purchased goodwill over a specified period. In
other cases, a regulator may direct an enterprise not
to amortize goodwill or to write off goodwill.

30. If the regulator permits all or a portion of good-
will to be amortized over a specific time period as an
allowable cost for rate-making purposes, the regula-
tor’s action provides reasonable assurance of the ex-
istence of a regulatory asset (paragraph 9). That regu-
latory asset would then be amortized for financial
reporting purposes over the period during which it
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will be allowed for rate-making purposes. Otherwise,
goodwill shall not be amortized and shall be ac-
counted for in accordance with Statement 142.

Accounting Changes

31. FASB Statement No. 154, Accounting Changes
and Error Corrections, defines various types of ac-
counting changes and establishes guidelines for re-
porting each type. Other authoritative pronounce-
ments specify the manner of reporting initial
application of those pronouncements.

32. If a regulated enterprise changes accounting
methods and the change does not affect costs that are
allowable for rate-making purposes, the regulated
enterprise would apply the change in the same man-
ner as would an unregulated enterprise. Capitaliza-
tion of leases with no income statement effect (para-
graphs 40-43) is an example of that type of change.
If a regulated enterprise changes accounting methods
and the change affects allowable costs for rate-
making purposes, the change generally would be
implemented in the way that it is implemented for
regulatory purposes. A change in the method of ac-
counting for research and development costs, either
from a policy of capitalization and amortization to
one of charging those costs to expense as incurred or
vice versa, is an example of that type of change.

Recovery of Costs without Return on Investment

33. In some cases, a regulator may approve rates that
are intended to recover an incurred cost over an ex-
tended period without a return on the unrecovered
cost during the recovery period.

34. The regulator’s action provides reasonable assur-
ance of the existence of an asset (paragraph 9). Ac-
cordingly, the regulated enterprise would capitalize
the cost and amortize it over the period during which
it will be allowed for rate-making purposes. That cost
would not be recorded at discounted present
value. !5 If the amounts are material, the disclosures
specified in paragraph 20 of this Statement would be
furnished.

Early Extinguishment of Debt

35. Opinion 26 requires recognition in income of a
gain or loss on an early extinguishment of debt in the
period in which the debt is extinguished. For rate-
making purposes, the difference between the enter-
prise’s net carrying amount of the extinguished debt

15aAp exception to this general rule is provided for costs of abandoned plants. Paragraphs 16-25 of Statement 90 illustrate accounting for future
revenues expected to result from the cost of an abandoned plant with a partial return or no return on investment during the recovery period.
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and the reacquisition price may be amortized as an
adjustment of interest expense over some future
period.

36. If the debt is reacquired for an amount in excess
of the enterprise’s net carrying amount, the regula-
tor’s decision to increase future rates by amortizing
the difference for rate-making purposes provides rea-
sonable assurance of the existence of an asset (para-
graph 9). Accordingly, the regulated enterprise would
capitalize the excess cost and amortize it over the pe-
riod during which it will be allowed for rate-making

purposes.

37. If the debt is reacquired for an amount that is less
than the enterprise’s net carrying amount, the regula-
tor’s decision to reduce future rates by amortizing the
difference for rate-making purposes imposes a liabil-
ity on the regulated enterprise (paragraph 11(c)). Ac-
cordingly, the enterprise would record the difference
as a liability and amortize it over the period during
which permitted rates will be reduced.

Accounting for Contingencies

38. Statement 5 specifies criteria for recording esti-
mated losses from loss contingencies. A regulator
may direct a regulated enterprise to include an
amount for a contingency in allowable costs for rate-
making purposes even though the amount does not
meet the criteria of Statement 5 for recording. For ex-
ample, a regulator may direct a regulated enterprise
to include an amount for repairs of expected future
uninsured storm damage.

39. If the regulator requires the enterprise to remain
accountable for any amounts charged pursuant to
such rates and not yet expended for the intended pur-
pose, the resulting increased charges to customers
create a liability (paragraph 11(b)). If a cost to repair
storm damage is not subsequently incurred, the in-
creased charges will have to be refunded to custom-
ers through future rate reductions. Accordingly, the
regulated enterprise would recognize the amounts
charged pursuant to such rates as liabilities rather
than as revenues. If a cost to repair storm damage is
subsequently incurred, the enterprise would charge
that cost to expense and reduce the liabilities at that
time by recognizing income in amounts equal to the
cost.

Accounting for Leases

40. Statement 13, as amended, specifies criteria for
classification of leases and the method of accounting
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for each type of lease. For rate-making purposes, a
lease may be treated as an operating lease even
though the lease would be classified as a capital lease
under the criteria of Statement 13. In effect, the
amount of the lease payment is included in allowable
costs as rental expense in the period it covers.

41. For financial reporting purposes, the classifica-
tion of the lease is not affected by the regulator’s ac-
tions. The regulator cannot eliminate an obligation
that was not imposed by the regulator (paragraph 12).
Also, by including the lease payments as allowable
costs, the regulator sets rates that will provide rev-
enue approximately equal to the combined amount of
the capitalized leased asset and interest on the lease
obligation over the term of the lease and, thus, pro-
vides reasonable assurance of the existence of an
asset (paragraph 9). Accordingly, regulated enter-
prises would classify leases in accordance with State-
ment 13 as amended.

42. The nature of the expense elements related to a
capitalized lease (amortization of the leased asset and
interest on the lease obligation) is not changed by the
regulator’s action; however, the timing of expense
recognition related to the lease would be modified to
conform to the rate treatment. Thus, amortization of
the leased asset would be modified so that the total of
interest on the lease obligation and amortization of
the leased asset would equal the rental expense that
was allowed for rate-making purposes.

43. The Board notes that generally accepted ac-
counting principles do not require interest expense or
amortization of leased assets to be classified as sepa-
rate items in an income statement. For example, the
amounts of amortization of capitalized leased nuclear
fuel and interest on the related lease obligation could
be combined with other costs and displayed as “fuel
cost.” However, the disclosure of total interest cost
incurred, required by Statement 34, would include
the interest on that lease obligation; and the disclo-
sure of the total amortization charge, required by
Statement 13, would include amortization of that
leased asset.

Revenue Collected Subject to Refund

44. In some cases, a regulated enterprise is permitted
to bill requested rate increases before the regulator
has ruled on the request.

45. When the revenue is originally recorded, the cri-
teria in paragraph 8 of Statement 5 would determine
whether a provision for estimated refunds should be
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accrued as a loss contingency. That provision would
be adjusted subsequently if the estimate of the refund
changes (paragraph 1 l(a)).16

Refunds to Customers

46. Statement 16, as amended, limits prior period ad-
justments (other than those that result from reporting
accounting changes) to corrections of errors and ad-
justments related to prior interim periods of the cur-
rent fiscal year.

47. In accordance with Statement 16, estimated re-
funds that were not previously accrued would be
charged to income in the first period in which they
meet the criteria for accrual (paragraph 8 of State-
ment 5). If the amounts are material, the disclosures
specified in paragraph 19 of this Statement would be
furnished.
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Accounting for Compensated Absences

48. Statement 43 specifies criteria for accrual of a li-
ability for employees’ compensation for future ab-
sences. For rate-making purposes, compensation for
employees’ absences may be included in allowable
costs when the compensation is paid.

49. The liability, if any, would be accrued in accord-
ance with Statement 43 because rate actions of the
regulator cannot eliminate obligations that were not
imposed by the regulator (paragraph 12). By includ-
ing the accrued compensation in future allowable
costs on an as-paid basis, the regulator provides rea-
sonable assurance of the existence of an asset. The
asset is the probable future benefit (increased rev-
enue) that will result from the regulatory treatment of
the subsequent payment of the liability (paragraph 9).
Accordingly, the enterprise also would record the as-
set that results from the regulator’s actions.

16Revenue collected subject to refund is similar to sales with warranty obligations. Paragraph 25 of Statement 5 states that “inability to make a
reasonable estimate of the amount of a warranty obligation at the time of sale because of significant uncertainty about possible claims . . . pre-
cludes accrual and, if the range of possible loss is wide, may raise a question about whether a sale should be recorded. . . .” Similarly, if the range
of possible refund is wide and the amount of the refund cannot be reasonably estimated, there may be a question about whether it would be

misleading to recognize the provisional revenue increase as income.
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Appendix C

BASIS FOR CONCLUSIONS
Introduction

50. This appendix discusses factors deemed signifi-
cant by members of the Board in reaching the con-
clusions in this Statement. It includes descriptions of
the various alternatives considered and the Board’s
reasons for accepting some and rejecting others. Indi-
vidual Board members gave greater weight to some
factors than to others.

Relationship of Regulatory-Prescribed
Accounting to Generally Accepted Accounting
Principles

51. The FASB Discussion Memorandum, Effect of
Rate Regulation on Accounting for Regulated Enter-
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prises, presented a threshold issue: “Should account-
ing prescribed by regulatory authorities be consid-
ered in and of itself generally accepted for purposes
of financial reporting by rate-regulated enterprises?”

52. Virtually all respondents to the Discussion
Memorandum indicated that accounting prescribed
by regulatory authorities should not be considered in
and of itself generally accepted for purposes of finan-
cial reporting by rate-regulated enterprises. Respond-
ents noted that the function of accounting is to report
economic conditions and events. Unless an account-
ing order indicates the way a cost will be handled for
rate-making purposes, it causes no economic effects
that would justify deviation from the generally ac-
cepted accounting principles applicable to business
enterprises in general. The mere issuance of an ac-
counting order not tied to rate treatment does not
change an enterprise’s economic resources or obli-
gations. In other words, the economic effect of regu-
latory decisions—not the mere existence of regula-
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tion—is the pervasive factor that determines the ap-
plication of generally accepted accounting principles.

53. Respondents also noted that regulatory-pre-
scribed accounting has not been considered generally
accepted per se in the past.

54. The Board concluded that regulatory-prescribed
accounting should not be considered generally ac-
cepted per se, but rather that the Board should specify
how generally accepted accounting principles apply
in the regulatory environment.

55. Some respondents to the FASB Exposure Draft,
Accounting for the Effects of Regulation of an Enter-
prise’s Prices Based on Its Costs, suggested that the
Board clarify the relationship of this Statement to an
enterprise’s regulatory accounting and to regulators’
actions. This Statement does not address an enter-
prise’s regulatory accounting. Regulators may re-
quire regulated enterprises to maintain their accounts
in a form that permits the regulator to obtain the in-
formation needed for regulatory purposes. This
Statement neither limits a regulator’s actions nor en-
dorses them. Regulators’ actions are based on many
considerations. Accounting addresses the effects of
those actions. This Statement merely specifies how
the effects of different types of rate actions are re-
ported in general-purpose financial statements.

Economic Effects of Regulation

56. The second threshold issue in the Discussion
Memorandum was: “Does rate regulation introduce
an economic dimension in some circumstances that
should affect the application of generally accepted
accounting principles to rate-regulated enterprises?”’

57. Most respondents to the Discussion Memoran-
dum indicated that rate regulation does introduce
such an economic dimension in some circumstances.
Respondents cited the cause-and-effect relationship
of costs and revenues as the principal economic ef-
fect of regulation that affects accounting for regulated
enterprises. They noted that cost might be one factor
used by unregulated enterprises to establish prices,
but it would often not be the most important factor.
Usually, prices are limited by the market. An unregu-
lated enterprise might desire to price its goods or
services at a level that would recover all costs and a
reasonable profit; however, the market might not per-
mit that price. Alternatively, an unregulated enter-
prise might be able to increase its prices and its profit
if competition does not limit its prices. In either case,
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cost often is not the principal determinant of prices.
In contrast, for an enterprise with prices regulated on
the basis of its costs, allowable costs are the principal
factor that influences its prices.

58. The economic effect cited by most respondents
is the ability of a regulatory action to create a future
economic benefit—the essence of an asset. For ex-
ample, consider a regulated enterprise that incurs
costs to repair damage caused by a major storm. If
the regulator approves recovery of the costs through
rates over some future period or is expected to do so,
the rate action of the regulator creates a new asset that
offsets the reduction in the damaged asset. The enter-
prise has probable future economic benefits—the ad-
ditional revenue that will result from including the
cost in allowable costs for rate-making purposes. The
future benefits are obtained or controlled by the en-
terprise as a result of a past event—incurring the cost
that results in the rate order. Thus, the criteria of Con-
cepts Statement 3 for an asset are met.

59. Most respondents that opposed special account-
ing for the effects of regulation cited the need for
comparability between regulated and unregulated en-
terprises. Paragraph 119 of FASB Concepts State-
ment No. 2, Qualitative Characteristics of Account-
ing Information, indicates that “. . . the purpose of
comparison is to detect and explain similarities and
differences.” The Board concluded that comparabil-
ity would not be enhanced by accounting as though
regulation had no effect. Regulation creates different
circumstances that require different accounting.

Scope

60. The Discussion Memorandum discussed regula-
tion of various industries, and it asked whether a
Board pronouncement should identify specific indus-
tries that are affected. Most respondents indicated
that applicability of an FASB Statement on rate regu-
lation should be specified by clearly describing the
nature of the regulated operations to which it applies
rather than by attempting to delineate specific indus-
tries. Some noted that changes in the political envi-
ronment can cause changes in the nature of regula-
tion. Accordingly, whether an industry meets the
criteria for applicability might change over time. The
Board agreed with those respondents and, accord-
ingly, specified criteria that focus on the nature of
regulation rather than on specific industries.

61. This Statement specifies the economic effects
that result from the cause-and-effect relationship of
costs and revenues in the rate-regulated environment
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and how those effects are to be accounted for. The
nature of those effects led to the criteria for applica-
bility of this Statement (paragraph 5).

62. The first criterion is the existence of third-party
regulation. That criterion is intended to exclude con-
tractual arrangements in which the government, or
another party that could be viewed as a “regulator,” is
a party to a contract and is the enterprise’s principal
customer. For example, the normal Medicare and
Medicaid arrangements are excluded from the scope
of this Statement because they are contractual-type
arrangements between the provider and the govern-
mental agency that is responsible for payment for
services provided.

63. Some respondents to the Exposure Draft indi-
cated that cooperative utilities should be included in
the scope of this Statement. They observed that some
cooperative utilities’ rates are subject to third-party
regulation, but others’ rates are set by their own gov-
erning board. The governing board is elected by the
members of the cooperative, and it has the same au-
thority as an independent, third-party regulator. In
their view, the difference between cooperative utili-
ties that are subject to third-party regulation and those
that are not does not justify different accounting. The
Board agreed with those respondents, and modified
the first criterion to include enterprises with rates es-
tablished by their own governing board providing
that board is empowered by statute or by contract to
establish rates that bind customers.

64. A number of governmental utility respondents to
the Exposure Draft asked that governmental utilities
be included within the scope of this Statement. They
noted that many governmental utilities have been
guided by the same accounting practices and stand-
ards as investor-owned utilities in their general-
purpose financial statements, and they expressed the
view that users’ emphasis on comparability supports
continuation of that practice. In their view, the
Board’s decision not to address governmental utili-
ties in this Statement should not preclude them from
applying it. The Board agreed with those respondents
and modified paragraph 5(a) so as not to preclude ap-
plication by governmental utilities with rates set by
their own governing board.

65. The second criterion is that the regulated rates
are designed to recover the specific enterprise’s costs
of providing the regulated services or products. If
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rates are based on industry costs or some other meas-
ure that is not directly related to the specific enter-
prise’s costs, there is no cause-and-effect relationship
between the enterprise’s costs and its revenues. In
that case, costs would not be expected to result in rev-
enues approximately equal to the costs; thus, the ba-
sis for the accounting specified in this Statement is
not present under that type of regulation. That crite-
rion is intended to be applied to the substance of the
regulation, rather than its form. If an enterprise’s
regulated rates are based on the costs of a group of
companies and the enterprise is so large in relation to
the group of companies that its costs are, in essence,
the group’s costs, the regulation would meet the sec-
ond criterion for that enterprise.

66. The last criterion requires that it be reasonable to
assume that rates set at levels that will recover the en-
terprise’s costs can be charged to and collected from
customers. Regardless of the actions of the regulator,
if the market for the enterprise’s regulated services or
products will not support a price based on cost, the
enterprise’s rates are at least partially controlled by
the market. In that case, the cause-and-effect relation-
ship of costs and revenues that is the basis for the ac-
counting required by this Statement cannot be as-
sumed to exist, and this Statement would not apply.

67. The Board does not intend the last criterion as a
requirement that the enterprise earn a fair return on
shareholders’ investment under all conditions; an en-
terprise can earn less than a fair return for many rea-
sons unrelated to the ability to bill and collect rates
that will recover allowable costs.!” For example,
mild weather might reduce demand for energy utility
services. In that case, rates that were expected to re-
cover an enterprise’s allowable costs might not do so.
The resulting decreased earnings do not demonstrate
an inability to charge and collect rates that would
recover the enterprise’s costs; rather, they demon-
strate the uncertainty inherent in estimating weather
conditions.

68. The last criterion also requires reasonable assur-
ance that the regulated environment and its economic
effects will continue. That requirement must be
evaluated in light of the circumstances. For example,
if the enterprise has an exclusive franchise to provide
regulated services or products in an area and compe-
tition from other services or products is minimal,
there is usually a reasonable expectation that it will

17 As indicated in footnote 1, the term allowable costs is used here to include earnings permitted on shareholders’ investment.
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continue to meet the other criteria. Exclusive fran-
chises can be revoked, but they seldom are. If the
enterprise has no exclusive franchise but has made
the very large capital investment required to provide
either the regulated services or products or an accept-
able substitute, future competition also may be
unlikely.

69. Some respondents to the Discussion Memoran-
dum questioned whether, in light of recent events, it
would ever be reasonable to assume that rates set at
levels that will recover the enterprise’s costs can be
charged to and collected from customers. They cited
recent developments—such as the use of solar de-
vices as alternatives to certain energy utility services,
increasing competition in the telecommunications in-
dustry, and deregulation of various transportation
industries—as evidence that the environment of a
regulated enterprise can change rapidly. The Board
concluded that users of financial statements should
be aware of the possibility of rapid, unanticipated
changes in an industry, but accounting should not be
based on such possibilities unless their occurrence is
considered probable. However, changes of a long-
term nature could modify the demand for an enter-
prise’s regulated services sufficiently to affect its
qualifying under the criterion of subparagraph 5(c).

70. The first scope limitation of paragraph 8—ex-
cluding accounting for price controls imposed by
governmental action in times of emergency, high in-
flation, or other unusual conditions—was included in
the Discussion Memorandum. Price controls im-
posed in periods of unusual conditions are not ex-
pected to be applied consistently over an extended
period. Indeed, their duration usually is limited by
statute. In that environment, assurance of future ben-
efits cannot be provided by probable future actions of
the price control regulator because that regulator may
not exist at a given future date.

71. Accounting for contracts in general was also ex-
cluded from the scope of the Discussion Memoran-
dum. The economic effects of cost reimbursement
contracts are in some respects similar to the eco-
nomic effects of the type of regulation addressed by
this Statement. However, most contracts tend to be
relatively short-term, whereas regulation of enter-
prises covered by this Statement is expected to con-
tinue beyond the foreseeable future. The Board noted
that other authoritative literature addresses contract
accounting and concluded that it should exclude the
general issue of contract accounting from the scope
of this Statement.
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72. The Discussion Memorandum described rate-
making processes in several industries and asked
whether each process justified the application of this
Statement. As noted in paragraph 60, the Board con-
cluded that applicability of this Statement should be
specified by describing the nature of the regulated
operations and the type of rate making to which it ap-
plies rather than by attempting to delineate specific
industries.

73. In view of the nature of comments received, the
Board concluded that the possible application of this
Statement to the health care industry should be dis-
cussed. The Board does not intend to preclude appli-
cation of the provisions of this Statement to the
health care industry or to any other industry. Rath-
er, application of this Statement is limited to regu-
lated operations that meet the specified criteria for
application.

74. In general, rates for services in the health care in-
dustry are not regulated based on the provider’s costs.
The federal Medicare and Medicaid programs usu-
ally are applied through a contractual-type arrange-
ment (paragraph 62). Some states are applying com-
prehensive, prospective rate making to health care
providers. In some cases, the rates set by state regula-
tory agencies are accepted for Medicare and Medic-
aid reimbursement purposes. There is some disagree-
ment about the extent to which such rates are based
on a provider’s costs. If regulatory agencies in those
states base rates on the provider’s costs and adopt a
permanent system of regulation, health care provid-
ers in those jurisdictions could be subject to the pro-
visions of this Statement. However, the criterion in
subparagraph 5(c) also would have to be considered
to determine whether the Statement applies to the
enterprise.

General Standards of Accounting for the Effects
of Regulation

75. The Board concluded that, for general-purpose
financial reporting, the principal economic effect of
the regulatory process is to provide assurance of the
existence of an asset or evidence of the diminution or
elimination of the recoverability of an asset. The
regulator’s rate actions affect the regulated enter-
prise’s probable future benefits or lack thereof. Thus,
an enterprise should capitalize a cost if it is probable
that future revenue approximately equal to the cost
will result through the rate-making process.

76. A number of respondents to the Exposure Draft
asked for clarification of the types of costs addressed
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by paragraph 9. Those respondents expressed the
view that tangible assets should be capitalized based
on the criteria used by unregulated companies; para-
graph 9 should be limited to other assets. Paragraph 9
was intended to address only accounting for costs
that would be charged to expense by an unregulated
enterprise, and the Board modified the paragraph to
so indicate.

77. The regulatory process, as usually practiced, has
two aspects. First, either historical or projected test
period costs are used to compute the revenues neces-
sary to provide for similar costs during the period in
which the rates will be in force. Second, test period
costs are adjusted to provide for recovery or to pre-
vent recovery of costs that are considered unusual or
unpredictable. If unusual or unpredictable costs are
not provided for in advance, they may be recovered
after their incurrence through increased rates pro-
vided for that purpose. In some cases, rate orders do
not specify whether costs are (a) included as normal
test period costs, used to compute rates that are in-
tended to provide for similar future costs, or (b) in-
curred costs designated for specific recovery. The
Board concluded that costs should be capitalized
only if the future revenue is expected to be provided
to permit recovery of the previously incurred cost
rather than merely to provide for recovery of higher
levels of similar future costs.

78. If rates are designed to be adjusted automatically
for changes in operating expenses (e.g., costs of pur-
chased fuel), the regulator’s intent could be either to
permit recovery of the incurred cost or merely to pro-
vide for recovery of similar future costs. Normal op-
erating expenses such as fuel costs usually are pro-
vided for in current rates. In that case, the
presumption is that the rate increase is intended to
permit recovery of similar future costs. That pre-
sumption, which would preclude capitalizing the in-
curred cost, can be overcome only if it is clear that
the regulator’s intent is to provide recovery of the in-
curred cost.

79. Rate actions of a regulator can also impose a li-
ability on a regulated enterprise in the following
ways:

a. Aregulator can order a regulated enterprise to re-
fund previously collected revenues.

b. A regulator can provide rates intended to recover
costs that are expected to be incurred in the fu-
ture. Paragraphs 38 and 39 illustrate that possibil-
ity. The resulting increased charges to customers
are liabilities and not revenues for the enter-
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prise—the enterprise undertakes to provide the
services for which the increased charges were
collected, and it is obligated to return those in-
creased charges if the future cost does not occur.
The obligation will be fulfilled either by refund-
ing the increased charges through future rate re-
ductions or by paying the future costs with no
corresponding effect on future rates. The result-
ing increases in charges to customers are un-
earned revenues until they are earned by their use
for the intended purpose.

c. For rate-making purposes, a regulator can recog-
nize a gain or other reduction of overall allowable
costs over a period of time. Paragraphs 35-37
illustrate that possibility. By that action, the regu-
lator obligates the enterprise to give the gain or
other reduction of overall allowable costs to cus-
tomers by reducing future rates. Accordingly, the
amount of the gain or cost reduction is the appro-
priate measure of the obligation.

80. A number of respondents to the Exposure Draft
asked the Board to clarify whether paragraph 11(b),
discussed in paragraph 79(b) above, was intended to
apply to costs such as nuclear plant decommissioning
costs. Decommissioning costs are incurred costs in
the current accounting framework. Those costs and
the related liabilities are imposed by regulation or
statute, similar to the liability to restore the land after
strip mining, discussed in paragraph 142 of Concepts
Statement 3. Accordingly, paragraph 11(b) does not
address those costs.

Specific Standards Derived from the General
Standards

81. The specific standards derived from the general
standards deal with recognition, as assets and in-
creases in net income, of allowable costs that are not
usually accepted as incurred costs in the present ac-
counting framework. For the reasons explained be-
low, the Board concluded that recognition is appro-
priate for those allowable costs. However, the Board
does not intend them to be used as guidance for
other applications of the general standards in
paragraphs 9—12.

Allowance for Funds Used during Construction

82. Most respondents to the Discussion Memoran-
dum supported the present practices of public utilities
in accounting for the allowance for funds used during
construction. They noted that the current income
statement display reflects the regulatory process used

FAS71-18



Accounting for the Effects of Certain Types of Regulation

in determining the amount to be capitalized and, thus,
aids the user in understanding the regulatory environ-
ment. They cited the regulator’s determination of the
“cost” of equity capital as a basis for accepting that
amount as a cost, and they noted that unregulated en-
terprises do not have a similar basis. They also noted
that most utilities have an obligation to construct the
facilities necessary to provide regulated services.
Thus, there is no option of not obtaining the required
funds or using accumulated funds to retire debt in-
stead of investing in construction, and there is no
available “avoidable cost” to use as the measure of
the cost of the funds used.

83. Respondents who opposed present practices of
accounting for the allowance for funds used during
construction indicated that the cost of equity funds
should be excluded from that allowance. Those re-
spondents cited paragraph 49 of Statement 34, which
states that . . . recognition of the cost of equity capi-
tal does not conform to the present accounting frame-
work.” However, the arguments presented by those
respondents supported capitalization of interest in ac-
cordance with Statement 34. Capitalization of inter-
est in accordance with Statement 34 would be based
on actual interest rates on outstanding debt and lim-
ited to the total amount of interest cost incurred dur-
ing the period. In most cases, the effect on net income
would be similar to capitalizing an allowance that in-
cluded a cost of equity funds.

84. Some Board members believe that the allow-
ances for funds used during construction, computed
under current utility practices, are appropriate meas-
ures of the costs of financing construction and that
the regulators’ actions provide reasonable assurance
of the existence of assets that should be measured by
the amount on which rates will be based. Other
Board members believe that those amounts are ac-
ceptable substitutes for the amount of interest that
would be capitalized in accordance with State-
ment 34 and that, absent a change in regulatory prac-
tices, the cost of a change in those accounting prac-
tices would exceed any perceived benefits. The
Board concluded that the amounts capitalized for
rate-making purposes also should be capitalized for
financial reporting purposes.

Intercompany Profit

85. Most respondents to the Discussion Memoran-
dum indicated that enterprises should not eliminate
intercompany profits on sales to regulated affiliates if
it is probable that, through the rate-making process,
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future revenues in amounts approximately equal to
the intercompany transfer price will be provided.
That revenue would result from inclusion of the in-
tercompany profits in the amount used by the regula-
tor as allowable cost for purposes of depreciation and
return on investment. They noted that an enterprise
does not recognize profits on sales to unregulated af-
filiates because the profits are not validated by trans-
actions with outside parties. According to those re-
spondents, however, an enterprise should recognize
profits on sales to a regulated affiliate to the extent
that the profits are included in allowable costs in the
rate-making process because the profits are validated
by the rate actions of the regulator. The regulator’s
acceptance of the transfer price provides evidence of
recoverability. For rate-making purposes, the inter-
company profits will be included in the depreciation
used as an allowable cost, and the undepreciated
amount will be included in the investment on which a
return is provided as an allowable cost. Those re-
spondents noted that ARB 51 did not require elimina-
tion of intercompany profits on sales to regulated
affiliates.

86. The Board concluded that intercompany profits
on sales of assets to regulated affiliates should not be
eliminated in consolidated financial statements if the
transfer price is reasonable and it is probable that,
through the rate-making process, future revenue ap-
proximately equal to the transfer price will result
from the regulated affiliate’s use of those assets. In
view of existing regulatory practices, the Board fur-
ther concluded that the transfer price usually should
be considered reasonable if the price is accepted or
not challenged by the regulator that governs the regu-
lated affiliate. Otherwise, reasonableness should be
considered in light of the circumstances. For ex-
ample, reasonableness might be judged by the return
on investment earned by the manufacturing or con-
struction operations or by a comparison of the trans-
fer prices with prices available from other sources.

Other Specific Standards
Accounting for Income Taxes

87. In the past, enterprises generally have not pro-
vided for deferred income taxes if regulated rates to
customers were based on taxes currently payable.
Most respondents to the Discussion Memorandum
supported that practice based on the rationale of
Opinion 11. Opinion 11 indicates that deferred taxes
are the result of comprehensive interperiod allocation
of income taxes to achieve a proper “matching” of
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revenues and expenses. Those respondents indicated
that a provision for deferred income taxes does not
achieve a proper “matching” if rates to customers are
based on taxes currently payable. In that situation, the
income tax expense should be recorded in the future
periods in which the taxes become payable and the
regulator grants a resulting rate increase. Those re-
spondents also noted that Concepts Statement 3 con-
cluded that deferred taxes computed under the de-
ferred method that is prescribed by Opinion 11 do not
meet the definition of a liability. They expressed the
view that the Board should not require utilities to
commence to apply Opinion 11 when the Board may
reconsider that Opinion in the near future.

88. Other respondents indicated that deferred in-
come taxes should be recorded in all cases. However,
if rates charged to customers are based on taxes cur-
rently payable, the recorded deferred taxes should
also result in an asset—the future benefit that will re-
sult from treatment of the taxes as allowable costs for
regulatory purposes in the period in which those
taxes become payable.

89. Some Board members believe that the general
standards (paragraphs 9—12) would require a regu-
lated enterprise to record deferred income taxes. If it
is probable that income taxes payable in future years
because of net reversal of timing differences will be
recovered through rates based on taxes payable at
that time, the enterprise also would record an asset in
an amount equal to the deferred income taxes. Off-
setting those deferred income taxes against the re-
lated asset normally would not be appropriate be-
cause the asset will be realized through collections
from customers and the deferred income taxes will
not be paid to the customers. However, the Board
concluded that any possible benefits of commencing
to record deferred income taxes and an offsetting as-
set at this time probably would not exceed the cost.
Accordingly, if rates are based on income taxes cur-
rently payable and it is probable that income taxes
payable in future years because of net reversal of tim-
ing differences will be recovered through rates based
on income taxes payable at that time, this Statement
does not permit deferred income taxes to be com-
puted or recorded in accordance with Opinion 11.
However, it does require disclosure of the cumulative
amount of timing differences for which deferred in-
come taxes have not been provided. Approximate
amounts of cumulative timing differences can be es-
timated without the complex calculations required by
Opinion 11. That information, together with the dis-
closures required by Opinion 11, should help users in
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estimating the possible future income tax and rate ef-
fects of those timing differences. The Board will re-
consider its conclusions on this matter in the course
of its project on accounting for income taxes, which
was added to the agenda in January 1982.

90. A number of respondents to the Exposure Draft
indicated that the disclosures required by this State-
ment would be misunderstood by users. In their view,
users might attempt to estimate unrecorded deferred
taxes as a charge to current income. The Board be-
lieves that users will understand the required disclo-
sures if affected companies explain that deferred
taxes are not provided because the method of rate
making assures future recovery of future taxes. The
Board believes that it is important to disclose those
costs which have to be recovered from future cus-
tomers through future rates.

Other Specific Accounting Matters
Recovery of Cost without Return on Investment

91. The Discussion Memorandum asked whether
the recoverability criterion for capitalization of costs
should be based on recovery of cost (which excludes
a return on equity capital) or on recovery of cost of
service (which includes a return on equity capital). In
some cases, a regulator may provide rates intended to
recover an incurred cost over an extended period
without a return on the unrecovered cost during the
recovery period. That issue was intended to elicit
comments on whether the capitalized costs should be
carried at the present value of the amount to be recov-
ered in those cases. Most respondents interpreted that
issue as asking whether any capitalization of costs
was justified if the enterprise would recover its cost
but would not realize a return on the unrecovered
cost during the recovery period. Thus, many of the
responses did not address the valuation of the result-
ing asset.

92. The Board concluded that capitalized costs not
related to a tangible asset provide a measure of an in-
tangible asset. Generally accepted accounting prin-
ciples do not necessarily require the carrying amount
of an intangible asset to be its discounted present
value, nor do they necessarily require an enterprise to
consider a return on investment when evaluating
possible impairment of an intangible or depreciable
asset. Accordingly, the Board concluded that it
should not impose such a requirement on regulated
enterprises.
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93. Some respondents to the Exposure Draft indi-
cated that disclosure should be required for capital-
ized costs that are recovered over an extended period
without a return on investment during the recovery
period. Those respondents indicated that regulated
enterprises should provide the same types of disclo-
sure for a given item as unregulated enterprises do.

94. The situations in question usually result from a
problem encountered by a regulated enterprise—an
abandoned plant, major storm damage, or a similar
event. For troubled debt restructurings, which are
similar to the events in question, Statement 15 re-
quires creditors that agree to forego interest on out-
standing loans to disclose the amounts of nonearning
assets included in the balance sheet. The Board
agreed that regulated enterprises with capitalized
costs that are recovered over an extended period
without a return on investment during the recovery
period should provide similar disclosure and, thus,
added the requirements of paragraph 20.

Accounting for Leases

95. Statement 13, as amended, specifies criteria for
classification of leases and the method of accounting
for each type of lease. For rate-making purposes, a
regulator may include lease payments in allowable
costs as rental expense even though the lease would
be classified as a capital lease under the criteria of
Statement 13. The Discussion Memorandum asked
for views on the economic effects of that regulatory
treatment and how to account for those effects.

96. A number of respondents indicated that the clas-
sification of a lease is not affected by the regulator’s
actions. In their view, rate actions of the regulator
cannot eliminate obligations to third parties unless
the obligations were created by the regulator. Also,
they observed that, over the term of a capital lease,
the aggregate lease payments are equal to aggregate
amortization of the leased asset and aggregate inter-
est on the lease obligation. Thus, the regulator, by in-
cluding the lease payments in allowable costs, estab-
lishes the existence of probable future benefits
approximately equal to the combined amount of the
capitalized leased asset and interest on the lease obli-
gation over the term of the lease. In their view, regu-
lated enterprises should classify leases in accordance
with Statement 13 as amended. The Board agrees
with that view.

97. Other respondents indicated that the regulator’s
action establishes that there is no asset related to the
lease. They indicated that an income statement dis-

FAS71

play consisting of amortization and interest would
mislead users if the regulatory process based rates on
rental expense. In their view, regulated enterprises
should classify leases in accordance with their classi-
fication for rate-making purposes. The Board con-
cluded that such a view focuses on the mechanics of
the rate-making process rather than on the economic
effects of the process. This Statement requires that
regulated enterprises account for the economic ef-
fects of the rate-making process; it does not attempt
to portray the mechanics of that process in financial
Statements.

98. The Board concluded that the nature of the ex-
pense elements for a capitalized lease (amortization
and interest) are not changed by the regulator’s ac-
tion; however, the timing of expense recognition re-
lated to the lease should be modified to conform with
the rate treatment. Thus, amortization of the leased
asset would be modified so that the total interest and
amortization recognized during a period would equal
the rental expense included in allowable cost for rate-
making purposes during that period. Although this
Statement requires the expense elements of a capital-
ized lease to consist of amortization and interest re-
gardless of the regulatory treatment, the Board notes
that generally accepted accounting principles do not
require interest expense or amortization expense to
be shown as such in an income statement.

Revenue Collected Subject to Refund

99. In some jurisdictions, regulated enterprises are
permitted to bill and collect requested rate increases
before the regulator has ruled on the request.

100. Some respondents opposed reducing net in-
come by the amount expected to be disallowed prior
to the final rate action. In their view, if the enterprise
requests the increase, the increase must be supported
by the evidence. In that case, management could not
take the position that some portion of the request is
likely to be disallowed without providing the regula-
tor a possible basis for disallowance. Other respond-
ents supported application of the loss contingency
provisions of Statement 5 to those rate increases.
They indicated that utilities usually can predict the
outcome of a rate hearing by considering recent ac-
tions of the regulator. They also indicated that it is
misleading to include in net income revenue that is
expected to be refunded.

101. The Board concluded that regulation does not
have a unique economic effect that requires special
accounting for anticipated refunds of revenue.
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Rather, regulation results in a contingency that
should be accounted for in accordance with State-
ment 5, the same as other contingencies.

Refunds to Customers

102. The Discussion Memorandum asked whether
the effects of rate-making transactions applicable
to prior periods should be charged to income in the
year in which they become estimable, as required
by Statement 16 for other adjustments applicable
to prior periods, or accounted for as prior period
adjustments.

103. Some respondents opposed applying State-
ment 16 to utility refunds. Most of those respondents
indicated that Statement 16 is not presently applied to
significant refunds that could not be estimated in ad-
vance. They indicated that including refunds in a year
other than that in which the amount refunded was in-
cluded in income misstates both years, because the fi-
nancial statements would not accurately reflect per-
mitted rates of return, trends, etc. They also noted
that current earnings could be reduced to a level at
which existing covenants or state regulations govern-
ing investments by certain institutional investors
could preclude necessary financing.

104. Respondents who favored applying State-
ment 16 to refunds indicated that the regulatory proc-
ess does not introduce unique economic effects that
warrant different accounting. In their view, the argu-
ments supporting prior period adjustments for regu-
lated enterprises are the same arguments that were
made by unregulated enterprises before Statement 16
was issued.

105. The Board concluded that regulation does not
have a unique economic effect that requires special
accounting for refunds. Rather, regulation results in
resolution of a previous contingency that should be
accounted for the same as resolution of contingencies
by unregulated enterprises. Reconsideration of State-
ment 16 was not within the scope of this Statement.

106. The Exposure Draft would have required dis-
closure of the pro forma effect of refunds on net in-
come of each period presented, computed as though
the refunds were retroactively recorded in the prior
periods in which the revenue was recognized. A num-
ber of respondents objected to that requirement on
the basis that the proposed disclosure indicates a need
for restatement.
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107. The Board believes that users are interested in
two aspects of refunds. They are concerned about the
impact of the refund in the year of the refund, and
they also are concerned about the effect of the refund
on trends of permitted earnings. Neither prior period
adjustment nor current income charge provides all of
the needed information. The Board concluded that
users’ needs could be satisfied by disclosure of (a) the
effect of the refund on net income of the current year
and (b) the years in which the refunded revenue was
recognized.

108. In making its determination, the Board consid-
ered whether the amount disclosed should be net of
related taxes. APB Opinion No. 30, Reporting the
Results of Operations, prohibits net-of-tax disclosure
of unusual or infrequently occurring items that are
not extraordinary items. The Board concluded that
users would not be confused by a net-of-tax disclo-
sure of the effect of refunds. Users understand that re-
funds occur from time to time in public utilities—and
they are concerned with the net effect rather than the
gross amounts refunded. Accordingly, the Board con-
cluded that refunds should be disclosed net of their
related tax effects. Based on comments received and
its deliberations, the Board decided that a narrow
amendment of Opinion 30 for utility refunds was jus-
tified. However, the Board’s action is limited to util-
ity refunds, and it is not intended to otherwise modify
or question the requirements of Opinion 30.

Rate Making Based on a Fair Value Rate Base

109. Some state regulatory commissions use a “fair
value rate base” for determining allowable return on
invested capital. Normally, those commissions do not
permit recovery of the fair value of the enterprise’s
assets by including depreciation of the fair value in
allowable cost; rather, depreciation is based on his-
torical cost. The Discussion Memorandum asked
whether that procedure provides a basis for account-
ing for utility plant at its “fair value” in financial
statements prepared in accordance with generally ac-
cepted accounting principles.

110. Virtually all respondents opposed the use of fair
value in financial statements. Respondents indicated
that fair value would present the enterprise’s assets at
an amount in excess of the recoverable amount of
those assets. The use of depreciation based on histori-
cal cost for rate-making purposes limits recovery to
that historical cost. Respondents also noted that the
realized rate of return based on historical cost is not
proportionately greater in jurisdictions that base rates
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on a fair value rate base than in other jurisdictions;
thus, they question whether there is substance to that
special treatment.

111. The Board concluded that if the return on in-
vestment permitted in a jurisdiction is based on fair
value but recovery of cost is based on historical cost,
the fair value of the assets should not be recognized
in general-purpose financial statements. The Board
did not need to address the accounting implications if
a commission were to use fair value to determine
both recovery of cost and return on capital in-
vested because that practice currently is not used by
regulators.

Acquisition Adjustments

112. A number of respondents to the Exposure Draft
asked the Board to address accounting for acquisition
adjustments. Those adjustments are the differences
between the amounts paid for an acquired utility and
the acquired utility’s book value of its assets and li-
abilities. Those respondents indicated that utilities do
not have goodwill because a utility cannot realize ex-
cess profits. Thus, they considered the example of
goodwill in Appendix B unnecessary.

113. Opinion 16 describes how the amount paid in a
business combination is allocated to the assets ob-
tained and the liabilities assumed. Acquisition adjust-
ments are values in excess of book value of identifi-
able assets obtained, valuation adjustments
applicable to liabilities assumed, or goodwill or a
combination of those items. Opinion 16 does not al-
low another possibility. The example of accounting
for intangibles in Appendix B of this Statement indi-
cates the appropriate accounting for goodwill. Addi-
tional guidance should not be needed about account-
ing for any portions of acquisition adjustments that
represent amounts allocable to identifiable assets or
liabilities such as property and equipment or intan-
gibles amortizable over specific benefit periods.

Evidence

114. Several issues in the Discussion Memorandum
identified types of evidence that might be available
before a rate order is received and asked whether
each would provide sufficient assurance to warrant
capitalizing costs. A number of respondents indicated
that judgment is needed to determine the adequacy of
available evidence. In their view, all of the available
evidence has to be evaluated, and the resulting deci-
sion cannot be standardized. Other respondents indi-
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cated that specific items did or did not provide ad-
equate evidence; however, their responses appeared
to differ based on the regulator involved and on their
assumptions about other related circumstances.

115. The Board concluded that it should not attempt
to categorize types of evidence and the reliance that
should be based on each. Rather, this Statement indi-
cates the degree of assurance required, and judgment
must be exercised to evaluate whether that degree of
assurance is present in various circumstances. In gen-
eral, the Board concluded that costs should be capi-
talized only if (a) it is probable that future revenue in
an amount at least equal to the cost will result from
inclusion of that cost in allowable costs for rate-
making purposes and (b) the future revenue will be
provided to permit recovery of the previously in-
curred cost rather than to provide for expected levels
of similar future costs.

Effective Date and Transition

116. This Statement prescribes the circumstances in
which regulation has an economic effect that affects
the application of generally accepted accounting
principles, and it outlines the accounting that should
result. Accounting changes that result from initial ap-
plication of this Statement will involve accounting
for the effects of regulation that have not been ac-
counted for in the past and revising previous account-
ing that was not in accordance with the provisions of
this Statement. Those changes are not expected to
cause changes in the methods or in the results of
regulation.

117. The Exposure Draft proposed that the State-
ment be effective for fiscal years beginning after
December 15, 1982. A number of respondents sug-
gested that the effective date be delayed to provide
time for companies to determine how the Statement
would affect them. The Board agreed that the pro-
posed effective date could cause some hardship. Ac-
cordingly, this Statement is effective for fiscal years
beginning after December 15, 1983.

118. Implementation of this Statement is not ex-
pected to have major effects on the accounting of
most regulated enterprises. This Statement is consid-
erably more specific than the Addendum; however,
its thrust is similar. Accordingly, the Board concluded
that comparability would be best achieved if this
Statement were applied retroactively to the extent
practicable. The Board did not extend that general
approach to application of Statement 16, because
Statement 16 does not permit retroactive application.
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119. A number of respondents to the Exposure Draft
urged the Board to permit affected companies to de-
fer retroactive application of Statement 13. They
noted that Statement 13 did not require retroactive
application until the fourth year after its effective
date, and they urged the Board to afford regulated
enterprises the same consideration.

120. Retroactive application of Statement 13 was
delayed to permit affected enterprises time to work
out any resulting problems, such as indenture cov-
enant restrictions. The Board agreed that regulated
enterprises might have the same problems; thus, ret-
roactive application of Statement 13 is not required
until the first fiscal year beginning after Decem-
ber 15, 1986. The Board also decided that, pending
retroactive application of Statement 13, regulated en-
terprises should furnish the same disclosure as was
required of unregulated enterprises under State-
ment 13. Retroactive application of Statement 13
should not affect a regulated enterprise’s net income
or shareholders’ equity. Thus, only the effect of retro-
active application on the balance sheet is required by
this Statement.

Appendix D

BACKGROUND INFORMATION

121. The Addendum to APB Opinion 2, issued in
December 1962, outlined the general approach that
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has been used for accounting by regulated enter-
prises. On November 18, 1977, in response to re-
quests from the Acting Chief Accountant of the Secu-
rities and Exchange Commission and from the
AICPA’s Accounting Standards Division, the FASB
initiated a project to consider the effects of rate regu-
lation on accounting for regulated enterprises.

122. An FASB Discussion Memorandum on rate
regulation was issued on December 31, 1979. The
Board received 197 letters of comment in response to
the Discussion Memorandum. In May 1980, the
Board conducted a public hearing on the issues in the
Discussion Memorandum. Twenty-four individuals
and organizations presented their views at the two-
day hearing.

123. An Exposure Draft of a proposed Statement
was issued on March 4, 1982. The Board received
172 letters of comment in response to that Exposure
Draft.

124. An FASB task force provided counsel in pre-
paring the Discussion Memorandum and in prepar-
ing material for Board consideration during the
course of Board deliberations concerning this State-
ment. The task force included persons from the in-
vestment community, industry, public accounting,
academe, and regulatory authorities.
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