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FAS71
Certain Types ofRegulation

SUMMARY

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

Ingenaal, the typeofregulation covered by this Statement permits rates (prices) to be set at levels intended
to recover the estimated costs of providing regulated services aproducts, including the cost of capital (interest
costs andaprovision for earnings on shareholders' investments).

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

This Statement also requites recognition, as costs ofassets and increases m net income, of two types of
allowable costs that include amounts no usually accepted as costs in the present accounting framework for
tonregulated enterprises, as follows:

" If rates are tmscd on allowable costs that include an allowance for the cost offundsusedduring construction
(consisting ofanequity conponra and a debt component), the company should capitalize andmaeasenet
income by the amount used for rate-mardag puposes--huyead of capitalizing interest in accordance with
FASB StatementNo. 34, Capitalization ofInterer Cost

" If rates are based on allowable costs that include reasonable iotecompm y profits, the company shard not
eliminate thoseintercompany profits in its financial statements .

Pending completion of the Board's current project onamounting for income taxes, this Statement commues
currant practices of most utilities with respect in accounting far defaced income taxes . Accordingly, if the cur-
rentmore tax benefits (or costs) oftmingdifferences we 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 defend intone taxes insulting from close timing differences
However, the company should disclose the cumulativenet amounts oftinning differences far which deferred
taxes have notbeenrte.

This Statement may rewire thatacost be accounted for in adifferentmannafrom 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 mtho itative pronouncements. All other
provisions of that other authoritative prormuiiuxment applyro the regulated enterprise.

This Statement clarifies the application ofcertain other authoritative pronouncements, which is expected to
result in at least two changes in gmeml-purpose financial statements ofcertain public utilities. First, expected
refunds ofrevenue collected in prior years wiD be charged to incomein the period in whichthose refunds me
fast mcogazed. 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 requited Statement 13 provided a similar transition period for unregulated enterprises.
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1NTRODUC'LTON

	

that will result from the rate-making process) for the
'

	

regulated enterprise . For general-purpose financial
1 . Regulation of an enterpnse~ prices (hereinafter

	

reporting, .an incurred cost for which a regulator
referred to as rates) is sometimes base) on the

	

permits recovery in afuture period is'accounted for
enterprises costs . Regulators usea variety ofmecha-

	

like an incurred cost that is reimbursable under a
nisms to estimate a regulated enterprise's allowable,

	

cost-reimbursement-type contract .
costs,1 and they allow the enterprise to charge rates
that are intended to produce revenue approximately

. equaltothose allowable costs . Specific costs that are
allowable for rate-making purposes result in reve-
nue approximately equal to the costs.

	

,

4. Accounting requirements that are . .not directly
related to the economic effects o£ rate actions may
be imposed . on regulated businesses by orders of
regulatory authorities and occasionally by court
decisions or statutes : This does not necessarily mean

2 . In most cases, allowable costs are used as a

	

that those accounting requirements conform with
means of estimating costs of the period during

	

generally accepted sccotmting principles. For exmn-
which the rates will be in effect, and there is no'
intent to permit recovery of specific prior costs. The
process s a.way of setting prices-the results of the
process are reported in, general-purpose financial
statements in accordance with the same accounting
principles that areused byunregulated 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 unreguta-

	

STANDARDS OFFINANC{AL ACCOUNTING
red enterprise. That procedure . cant create assets

	

ANDREPORTING
(future cash inflows that will reult from the rate-
making process), reduce assets (reductions of future

	

Scope
cash inflows that will result from the rate-making

	

-
process), or create liabilities (future cash outflows

	

5. This Statement applies to general-purpose
lrhe term aflawable ...a6 used throughout thl.statemmt to refer to .11 coat, for which menueis l.readed toprovldarecovrer. Those
vests cm be actual or estimated. in that context, .Moveable costs fuclude iMaestcost and smouuts provided for earnings oa dare
holdm'iavegromts .
2Cayualireu used lo this Stauntont to indicate that the tog would he recorded as the cost of an asset . Tbat proadareis oftm referred to
u "defacing a vest :" and the resulting assa is sometime desenbed as a "defected cost ."
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plc, a regulatory authority may order an enterprise
to capitalize2 and amortize a cost that would be
charged to income currently by sn unregulated
enterprise . Unless capitalization of that cost is
appropriate under this Statement, generally
accepted accounting principles require the regulated
enterprise to charge the cost to income currently.

	

-
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external financial statements of an enterprise that
has regulated operations that melt all ofthe follow-
ing 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 con-
tract to establish rates that bind cmtotners .3 .

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

	

.

6. If some of an enterprise's operations are regu-
lated 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 m regu-
lated enterprises . However, enterprises subject to
this Statement shall apply it instead of any conflict-
ing provisions of standards in other authoritative
pronouncements . 4 .

8 . This Statement does not apply to accounting for
. price controls that are imposed by governmental

- action 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 contract between an enterprise and its
customer are subj ect,to regulation and the criteria of
par~ph-5 are met with respect to that contract,
this Statement shall apply.

stands can be paidto the oostumers who paid the amounts being refunded; ho
mdudng

	

.at charges .
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General Standards of Accourtipg for the Effects of
Regulation

'9 . Rate actions. of a regulator can provide reason-
able assurance of the existence of an asset. An
enterprise shall capitafve all or part of an incurred
costs that would otherwise be charged to expense if
both of the following criteria aremet:

a. It is probables 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 pre-
viously incurred cost rather than to provide for
expected levels of similar future costs. If the rave-
nice will be provided through an automatic rate-
adjustmentclause, this criterion requires that the
regulator's intent clearlybe to permit recovery of
the previously incurred cost .

	

'

10. Rate actions ofa regulatorcan reduce or elimi-
nate the value of an asset &'aregl'Ylat~R'

FAS71

11 . Rate actions ofaregulatorcanimpose aliability
ona regulated enterprise . Such liabilities are usually
obligations to the enterprise's customers . "Me fol-
lowing are the usual ways in which liabilities can be
imposedand the resulting accounting:

a . A regulator may require refunds to customers .7
. Refunds that meet the criteria of paragraph 8
(accrual of loss contingencies) of FASO Stato-

4For example, a regulator might authorise a regulated enterprise to incur a major research and development sort because the colt is
expededto benefit future customas,The manhunt migtd also direst that east to be cepitalirad-and amortised as an allowable cost over
the period of expected Intern . If the criteria of paragraph 9 of this statement were met, the enterprise would caplmare that cost even
though FASB Statement No, 2, AmounnngforRanno rh and Development Costs, requires mob casts to be charged to income currently.
Statement 2 would m71 apply to accounsing for other reseucb and development costs ofthe regulated enterprise, i s would the daclomre
requisements Of statement 2.
SAn lnevrredcostis "e tart arising from cash paid outm obligation topay foranacquiredasset or service, a loss from any cause that Las
been sustained and has beep traitor be paid for" (Met . Kohler, A Dictionary for Accountants, silted. [Englewood Cliffs, N .J . :
PremSCC-Halt, In.., 1975j, p . 253) .
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b .

c.

ment No. 5, AccountingforComvegenci ss, shall
be recorded as liabilities and as reductions of rev-
enue or as expenses ofthe regulated enterprise .
Aregulator can provide current rates intended to
recover casts that ere expected to be incurred in
the future with the understanding that if those
costs are not incurred future rates willbe reduced
by corresponding amounts . If current rates are
intended to recover such costs and the regulator
requires the enterprise to remain accountable for
any amounts charged pursuant to such rates and
not yet expended for the intended purposes the
enterprise shall not recognize as revenues
amounts charged pursuant to such rates. Those
amounts shall be recognized as liabilities and
taken m income only when. the associated oosts
are incurred.
A regulator can require that a gain or other
reduction of net allowable costsbe given to cus-
tomers 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 apprord-
nuttely the mount ofthe amortization . ifa gain
or other reduction ofnet allowable costs is to be'
amortized over future periods for rate"making
purposes, the regulated enterprise shall not rec.
ognize that gain or other reduction of net allow-
able costs in income of the current period.
Instead, it shall record it as a liability for future
reductions of charges to customers 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.

Specific Standards Derived from the General
Standards

	

.

FASB Statement of Standards
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Allowanoefor Afuidt Usedduring Construcsion

15 . In somecases, aregulator requiresan emerpri
subject to its authority to capitalize, as part of 11
cost of plant and equipment, the cost of £march
construction as financed partially by bormwin;
and partially by equity. A computed interest co
and a designated cost of equity funds are capita
ized, and net income for the current periodincreased by a corresponding amount. After tl
construction is completed, the resulting capi talize
cost is the basis for depreciation and unrecovat
investment for rate-making purposes . Insuch case
the amountscapitalized for rate-making purposes ;
part of the cost of acquiring the assets shall be cap
talized for financial reporting purposes instead e
the amount of interest that would be capitalized
accordance with FASB Statement No. 34, Capita
kirtion of Interest Costs The income statema
shall include an item of other income, areduction c
interest expense, or both, in a manner that indicat
the basis for the mount capitalized .

GReirompany Profit'o

16. Profit on sales to regulated affiliates shall n-
be eliminated in generat-purpose financial stat
mentsul ifboth ofthe following criteria are ma:

a . The sales prim is reasonable .
b . It is probable that, through the rate-making pr.

ass, future revenue approximately equal . to tl
sales primwill result from the regulated affiliate
use of the products .

11 . The sales price usually shall be considered to
sonable if the prim is accepted or not challenged t
the regulator that governs the regulated affiliat
Otherwise, reasonableness shall be considered i
lightofthe droning== . For example, reasonabl
ness might be judged by the return on investrna
earned by the manufacturing or construction open
lions or by a comparison of the transfer prim wh
prim available from other sources.

Bnre u9W mechanism used byreguletore for this purpose is to require the reaWeted enterprisemword the avtidpatd rose u e aabai
_iiiIts regulatory_ace_pundng n_mrds .
95mtment 3< requires Mptallzntiou of interest cost on certain qualifying assets . The amount cnpimased is the portion of the inter]
tort incurred during the period that theorstinlty could have been avoided if the expenditures had not been code:

	

-
igrheterm mNrrvmpeeYGrofsf isuxd ip IhiaSmtementW include boNDronL on sates from me rompmy tomotherwithio aeowa
dated or affiliate grouup_and promson sairs from one operation of a company to anoNer operation of the same comp any.
r1 `aa No . St, Coeuu/ldatd rrnandefSter,nuor s, requires that prom on rtes of assets remaining in the consolidated group 1,e situ
rated inmmondatei nnandaistaremouds . APB Opinion No . 18 . rheEquitYMerhod q/Acrou,r1,fo,Ji vestmenrein Common Shoe
effedinly extends that requirementto affiliated entities reported on the equity method.



OtherDisclosure

19 . For refunds that are recognized in a period
other than the period in which the related revenue
was recognized . and that have a material effect on
netincome, the enterprise shall disclose the effect on
net income and indicate the years in which the
related revenue was recognized . Such effect may be
disclosed by including it, net of related income
taxes, as a line item in the income statement . How-
ever, that item shall not be presented as an extraor-
dinary item.

20 . In some cases, .a regulator may permit an
enterprise to include acost thatwould be charged to
expense by an unregulated enterprise as an allow-

. able cost over a period of time by amortizing that
cost for rate-making purposes, but the regulator
does not include 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 during the recovery period, the
enterprise shall disclose the remaining amounts of
such assets andthe remainin grecovery period appli-
cable to them .

Accounting for the Effects of
Certain Types of Regulation

Amendments to Fldsting Pronouncements

FAS71

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

Effective Date andTransition

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 shallbe
applied retroactively, except that :

23 . If leases are not retroactively classified in ECCOr-
dance 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 obliga-
tions that would be included in each balance sheet
presented if Statement 13 had been applied retroac-
lively. .

24 . In the year that this Statement is first applied,
statements shall disclose the nature of

ment and its effect on income before .
y items net income, and related per
nts3' for each year restated. If retroac-
ment of all years presented is not

the, financial statements shall be
as many consecutive years as is practica-
cumulative effect of applying this State-

mentshall be included 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 cumulative effect shall be included in
net income in the year in which this Statement is first
applied. (See paragraph 20 of APB OpinionNo. 20,

ilhertl
The tnapaon of a leaseu defined in VASE Statement No 23, lnceptfon aftee Lense~

.ve,. .g

14 Th, effect on related MAhare amaants need not be disclosed If the enterprise doze not disdose earnings per share .
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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 inaccordance with
FASB Statement No . 13, Accountingfor Leases,
in financial statements commencing with initial
application of this Statement . Leases for which
the inception of the lease is before January 1,
1983 may be classified as they would have been
classed 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 accordance
with Statement 13 as amended.
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Accounting Changes.) The effect on income before

	

in which the cumulative effect is included in de=-
extraordinary items, M income, and related per-

	

mining that year's net income shall be disclosed for
share amountslsofapplying thisStatement inAyear

	

that year.

ISSeefootnotela.

The provisions of this Statement need
. . not be applied toimmaterial items .

This Statement was adopted by the gjfomafve votes offourmembers of the RnandalAccounting Stan-
dardsBoard. Meets. Block, Kirk, and Sprousr 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
assurance of realization. of future revenues to justify
the standards in this Statement .

In his opinion, the creation of an asset by a regu-
lator requires, at aminimum, an exclusive franchise
to deliver goods and services for which demand is
insensitive 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 oflong-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 cus-
tomers) would appear to require assurance that the
customers will exist, the goods and services will be
delivered to customers, and the customers will pay
the decreed rates . Mr. Block does not believe that

	

use them in any way that would not be required it
rate regulators can provide such assurances in the

	

the absence of those reductions . of course, a suffi.
industries to which this Statement- is likely to be

	

cieutly severe reduction in future ratesmight trigger
applied . Because of those beliefs, Mr. Block con-

	

the need to recognize impairment of assets.
eludes that the rate-making process should have no

	

InMr. Sprouse's view, paragraph 11(b) tends tc
bearing on principles for cost capitalization and loss

	

confuse the use of a formula that a regulator nigh?
recognition. Those principles should bethesame for

	

properly use to set reasonably stable rates with real
rate-regulated enterprises as they are for unregulat-

	

often sporadic, economic events, the effects o.
ed enterprises .

	

which should be recognized in financial statement.
Mr. Block further believes that the assets created

	

if and when they have actually occurred. In setting
byregulationunderthis Statement are merely future

	

rates, a regulator mayinclude a "provision for non
accounts receivable for future sales. While he is

	

insurance" among the allowable costs, but thatdoe
opposed to recognizing such receivables, he notes

	

not create a present obligation to repair unusua
that APB Opinion No. 21, Interest on Receivabes

	

storm damage thathas not yet occurred (paragraph
and Payable, requires discounting of long-tam

	

11(b), 38, and 39). If over a period of time th
receivables on which there is no stated interest rate

	

amounts of uninsured losses are sufficiently let
or the stated rate is unreasonable .Thus, in his view,

	

than the "provisions for noninsurance" included u
if such receivables are toberecognized, discounting

	

allowable costs, the regulator may reduce or elin i
at market rates of return should be required.

	

rate future allowed provisions and reduce rate
Mr. Kirk dissents tothe issuance of this Statement

	

accordingly. As explained in the previous pare
because he believes the immediate increases in

	

graph, however, possible future rate reductions d-
income resulting from the capitalization of costs

	

not creates Iiabilitl:Thepossibilitythatsometime u
imputed for equity funds used during construction

	

the future the regulator might require cash refund
(paragraph 15) and intercompany profit (para-

	

to customers to reduce or eliminate the cumulativ
graphs 16 and 17) are not valid reflections of the

	

"provision for nonimsurance" is too remote to b
economics of rate regulation or in accordance with

	

recognized as a liability.
other generally accepted accounting principles .

	

Similarly, in a formula designed to maintain tea
Unlike other allowable costs, imputed costs have

	

sonably stable rates, a regulatory agency may wit
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not been tainted. In Mr. Kick's opinion, even if
capitalization is deemed appropriate for financial
reporting purposes, income should not be recog-
nized . Theincome related to allowablebutimputed
costs should be recognized 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 reductionsinexisting assets--either cash set.
ttements orlump-sum deductions fromthe amounts
due from customers . Reductions in future rates de
not "refund" anything and, therefore, donot create
a liability. Indeed, reductions in future rates do not
obligate a regulated enterprise to transfer assets of



to spread a gain on early extinguishment of debt
over somearbitrary period, but that does not create
a present obligation for the regulated enterprise to

- transfer assets or touse 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 reg-
ulator will cause a specific cost or other amount to
be recovered through future incremental revenues,
the regulated enterprise has an asset or asset
enhancement (a quasi-receivable) that is properly
measured by that incurred cost or other amount.
Accordingly, heagrees that thosecircumstances may
call for capitalising (a) unusual storm losses, prop-

Members ofthe FinancialAccounting Standards Board:

Donald 1 . Kirk,
Chairman

Frank E . Block

AppendixA

AMENDMENTS TO EXISTING
PRONOUNCEMENTS

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

26 . Paragraph 7 provides for thus Statement to be
applied by enterprises that are subject to it instead of
conflicting provisions of other authoritative pro-
nouncements . The Board sees no need for refer-
ences to this Statement in either existing
pronouncements or future authoritative pronounce-
ments . That conclusion requires' the following
amendments to existing pronouncements:

a . ARB No. 44 (Revised), Declining-Balance
Depredation, as amended by APB Opinion
No . 6, Status ofAccountingResearch Bulletins:
Delete paragraphs 9and 9 .

b. ARl3 51 . Delete the last sentence of paragraph
6.

c. APB Opinion No . 1, NewDepreciation Guide-
lines andRules. Delete paragraph 7 .

d . APB Opinion No . 2, Accounting for the
"Investment Credit." Delete paragraph 17.

e. APB Opinion 11, In the second sentence of
paragraph 6, delete the words "(a) to regulated
industries in those circumstances where the
standards described in the Addendum (which
remains in effect) 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 .

Accounting for the Effects of
Certain Types of Regulation

John W. March
Robert A . Morgan
David Mosso

city abandonments, plant conversions, and similar
costs that have occurred (paragraph 9); (b) an im-
puted 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
refunds be reported in income net oftaxes 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
income should be singled out from all other recur-
ring or even unusual items for this special treatment .

Robert T Sprouse
Ralph E . LAblters
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h . APB Opinion 20 . Delete the last two sentences
of paragraph 3 .

i . APB Opinion No. 23, Accounting for Income
Tuxes-Special Areas. Delete paragraph 4.

j . APB Opinion No. 24 ; Accounting for Income
Totes. Delete paragraph 3 .

k. APB OpinionNo. 26, Early Exdnguishmentof
Debt. Delete the last sentence ofparagraph 2.

1. APB Opinion No . 29, Accounting for Non-
monetary Transactions. In the first sentence fol-
lowing subparagraph 4(d), delete the words
�applies to regulated companies in accordance . .
with the Addendum to APB Opinion No. 2,
Accountingforthe Investment Credit, 1962 and
it."

m . FASB Statement No . 2, Accounting for
Research andDevelopment Costs. Delete para-
graph 14.

n . FASB Statement No . 4, Reporting Gains and
Losses from Ddinguishment of Debt. Delete
paragraph 7,

o . FASB Statement 5. Delete paragraph 13 .
p . FASB Statement No, 7, Accounting and

Reporting by Development Stage Enterpr act.
Delete the second sentence of paragraph 5 .,

q . FASB Statement 13. Delete paragraph 3 .
r. FASB Statement No . 15, Accounting . by

Debtors and Creditors for Troubled Debt
Restructurings. Delete paragraph 9 .

s. FASB Statement No . 16, Prior Period Adjust-
'

	

meets. Delete paragraph 9.
t. FASB Statement No . 19, Financial Accounting

andReporting by Oil andGasProducing Com-
panies. Delete paragraph 9.

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

v . FASB Statement 34. Delete paragraph 5 .
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APPLICATION OF GENERAL STANDARDS
TO SPECIFIC SITUATIONS

27. This appendix provides guidance for applica-
tion ofthis Statement to some specific situations .
The guidance does not address all possible applica-
tions of this Statement . All ofthe examples assume
that the enterprise meets the criteria in paragraph 5
of this Statement ; thus, recovery ofany cost is prob-
able 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
Statement need not be applied to immaterial items .

28 . Specific situations discussed in this appendix
are :

Intangible assets
Accounting changes
Recovery of costs without return
on investment

Early extinguishment of debt
Accounting for contingencies .
Accounting for leases
Revenue collected subject to refund
Refunds to customers
Accountingforcompensated absences

Intangible Assets

29 . Opinion 17 requires that the cost of an intangi-
ble asset acquired after October 30, 1970 be amor-
tized ova the shorter of its estimated useful life or
40years. ThatOpinion also requires that a company

FASB Statement of Standards

w . FASB Statement No . 43, Accounting for Com-

	

continually evaluate the period of amortization to
pensated Absences. Delete paragraph3 .

	

determine whether later events and fuamastances
x. FASB Statement No . 49, Accountingfor Prod-

	

warrant a revised estimate of the useful life and
uct Financing Arrangements . Delete para-

	

whether theunamortizedcost should bereduced sig-
graph 7.

	

.

	

nificantly by a charge to income. For rate-making
y. FASB Statement No . 51, Financial Reporting

	

purposes, a regulator may permit an enterprise to
by Cable Television Companies. Delete para-

	

-amortize purchased goodwill over a specified
graph 2 . .

	

-

	

period: In other cases, a regulator may direct an
z. FASB Interpretation No . 18, Accountingfor . enterprise not to amortize goodwill acquired in a

Income T~ in Interim Periods. Delete para-

	

business combination after October 30, 1970 or to
graph 4 .

	

write off that goodwill :
aa . FASB Interpretation No . 22, Applicability of

Indefinite Reversal Criteria to Timing Dif-

	

30. If the regulator permits the goodwill to be
jerenca. Delete :paragraph 8 .

	

-

	

amortized over a specific time period as an allow- .
bb . FASB Interpretation No . 25, Accountingforan

	

able cost for rate-making purposes, the regulator's
Unused Investment Tax Credit . Delete pare-

	

. action provides reasonable assurance of the exis
graph 9 .

	

tence of an asset(paragraph 9) . The goodwill would
then be amortised for financial reporting purposes

Appendix B

	

over the period during which it will be allowed for
rate-making purposes. If the regulator . excludes
amortization of goodwill from allowable costs . for
rate-making purposes, either by not perinitting
amortization or bydirecting the enterprise to write
off the goodwill, the value of the goodwill may be

. reduced or eliminated (paragraph 10) . If there is no
indication that the amortization will be allowed in a
subsequentperiod, the goodwill would be amortized
for financial reporting purposes and continually
evaluated to determine whether the tmamortized
cost should - be reduced significantly by a charge to
income in accordance with opinion 17 .

Paragraph
Numbers
29-30
31-32

33-34
35-37
38-39
40-43
44 .45
46-47
48-49
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Accounting . Changes_

31 . Opinion 20 defines various types of accounting
changes and establishes guidelines for reporting
each type: Other authoritative pronouncements
specify the manner ofreporting initial application of
thosepronouncements . .

	

.

32. If a regulated enterprise changes accounting
methods and the change does not affect costs that
are allowable for rate-making purposes, the regu-
lated enterprise would applythe change in the same
manner as would an unregulated enterprise . Capi-
talization ofleases with no income statement effect
(paragraphs 40-43) is an example of that type of
change . Ifaregulated enterprise changes accounting
methods and the change affects allowable costs for
rate-making purposes, the change generally would
be implemented in the waythat it is implemented for
regulatory purposes. A change in the method of
accounting for research and - development costs,
either from a policy o£capitalisation and amortiza.
lionto one of charging those costs to expense as
incurred or vice versa, is an example ofthat type of
change.

	

-

	

.



Recovery of CostswithoutR"U" onInvestment

33 . in some cases, a regulator may approve rates
that are intended to recover an insured costover an
extended period without a retum on the unumov-
tied cost during the recovery period.

34. The regulator's action provides . reasonable
assurance ofthe existence ofan asset (paragraph 9) .
Accordingly, the regulated enterprise would capital-
ize 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 . If the amounts are material, the dis-
closures specified in paragraph 20ofthis Statement
wouldbe 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
enterprise's net carrying amount ofthe extinguished
debt 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 mountin excess
of the enterprises net carrying amount, the regula-
tor's decision to increase future rates by amortizing
the differenm for ratemaking purposes provides
reasonable assurance of the existence of an asset
(paragraph 9) . Accordingly, the regulated enterprise
would capitalize the excess cost and amortize it over
the period 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 mount, the
regulator's decision to reduce future rates by-amor-
tizing the difference for rate-making purposes
imposes a liability on the regulated enterprise (para-
graph 11(c)) . Accordingly, the enterprise would
record the difference as a liability and amortize it
over the period during which permitted rates will be
reduced .

Amounting 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 mount does
not meet the criteria of Statement 5 for recording .
For example, a regulator may direct a regulated
enterprise to include an amount for _repairs of
expected future uninsured storm damage .

Accounting for the Effects of
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Amounting for lease;
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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
purpose, the resulting increased charges to . cus-
tomers create a liability (paragraph I I(b)) . If a cost
to repair storm damage is not subsequently
incurred, the increased charges will have to be
refunded to customers through future rate reduc-
tions. Accordingly, theregulated enterprise would
recognize the amounts charged pursuant to such
rates as liabilities ratherthaaasrevenues . Ifa 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. . .

	

.

	

. .

40. Statement 13, as amended,ipecifits criteria for
classification of leases and the method of amount-
ing for each type of lease . For rate-making,pur-
poses, a lease may be treated as an operating lease
even though thelease 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 regulators
actions . The regulator =or eliminate an obliga-
tion that was not imposed by the regulator (para-
graph 12) . Also, by including the lease payments as
allowable costs, the regulator sets rates that will pro-
vide revenue approximately equal to the combined
mount of the capitalized leased asset and interest
on the lease obligation over the term of the lease
and, thus, provides reasonable assurance of the exis-
tence of an asset (paragraph 9). Accordingly regu-
lated enterprises would classify leases in accordance
with Statement 13 as mended .

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 regulators action; however, the timing of
expense recognition related to the lease would be
modified to conform to the ate 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 assetwouldequalthe
rental expense that was allowed for ratc-making
purposes.

43 . The Board notes that generally accepted
accounting .principles do not require interest expense
or amortization of leased assets to be classified as
separate itemin an income statement. For example,
the amounts of amortization of capitalized leased
nuclear fuel and interest on the related lease obliga-
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tion could be combined with other costs and dis-
played as "fuel cost ." ; However; the disclosure of
total interest cost incurred, required by Statement
34, would include the interest on that lease obliga-
tion ; - and the disclosure of the total amortization
charge, required by Statement 13, would include

. amortization of that leased asset .

Revenue Collected Subject to Reftmd-

	

Accounting fopCompensated Absences
44. In some cases, e regulated enterprise is permit-
led to bill requested rate increases before the regula-

	

48. Statement 43 specifies criteria for accrual of t
for has ruled on the request .

	

liability for employees' compensation for futun

45 . When therevenue is originally recorded, the cri-
teria inparagraph 8 ofStatement 5 would determine
whether a provision for estimated refunds should be
accrued asa loss contingency. That provision would
be adjusted subsequently if the estimate of the -
refund changes (paragraph 11(a)) .16 .

Refunds to Customers

46 . Statement 16 limits prior period adjustments
(other than those that result from reporting
accounting thanges) to corrections of Aerrors~)aBu -`
rRIFf!~M preaj~yl]tMA,f, bme

Xorv.17J9ee'i f'w.'.k9~

YofsQR~'Lrflf' ed s`ved wtis`tAiaties,j andadjusi-
mens related to prior interim periods of the current
fiscal year.

FASB Statement of Standards .

47. In accordance with Statement 16, estimated
refunds 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 States
meat 5) . If theamounts are material, the disdosmee.
specified in paragraph 19 of this Statement would
be furnished .

absences . For rate-making purposes, compensador
for employees' absences may be included in allow
able costs when the compensation is paid.

49 . The liability, if any, would be accrued in ascot
dance with Statement 43 because rate actions of th
regulator cannot eliminate obligations that were no
imposed bythe regulator (paragraph 12).. By includ
ing the accrued compensation in future allowab]
toss on an as-paid basis, the regulator provides rea
sonable assurance of the existence of an asset. Th
asset is theprobable future benefit (increased reve
nue) that will result from the regulatory treatmen
of the subsequent payment of the liability (para
graph 9) . Accordingly, the enterprise also wool,
record the asset that results from the regulator'
actions .

I6aevenue collected subject to refund is similar to sales with warranty obligations. Paragraph 25 of Statement 5 states that "inability i
make a reasonable estimate of the amount of a warranty obligation at the time of sale because of signific sm uncertainty about possiv
claims . .. . predudessternal and, if the range of possible Ion is wide, may raisea question about whether a sate should be recorded. . .
Similarly, if the range of possible refund u wide and the amount of the refund cannot be temonably estimated, there may be a questic
about whether it would be misleading to recegruse 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.
Individual Board members gave greater weight to
some factors than to others .

	

.

Relationsbip ofRegulatory-Prescribed Accounting
to Generally Accepted Accounting Principles

51 . The FASB Discussion Memorandum, Effect of
Rate Regulation on Accounting for Regulated
Enterprises, presented a threshold issue: "Should
amounting prescribed by regulatory authorities be
considered 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

Accounting for the Effects of
Certain Types of Regulation
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financial reporting by rate-regulated enterprises.
Respondents noted that the function of accounting
is to report economic conditions and events. Unless
an accounting 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 accepted accounting principles applica-
ble to business enterprises in general. The mere

. issuance of an accounting order not tied to rate
treatment does not change an enterprise's economic
resources or obligations . In other words, the
economic effect of regulatory decisions-not the
mere existence of regulation-is the pervasive factor
that determines the application of generally
accepted accounting principles .

53 . Respondents also noted that regulatory-
prescribed accounting has not been considered gen-
erally accepted per se in the past .

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

55. Somerespondents to the FASB Exposure Draft,
Accounting for the Effects of Regulation of an
Enterprises Prices Based on its Costs, suggested
that the Board clarify the relationship of this State-
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meetto an enterprises regulatoryaccounting and to
regulators' actions . This Statement does notaddress
an enterprises regulatory accounting . Regulators
may require regulated enterprises to maintain their
accounts in a form that permits the regulator to
obtain the information needed for regulatory pur-
poses. This Statement neither limits a regulators
actions nor endorses them . Regulators' actions are
based on . many considerations . Accounting
addresses the effects of those actions. This State-
ment merely specifies how the effects of different
types ofrate actions are reported in general-purpose
financial statements .

EconomicEffects 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
effect of regulation that affects accounting for regu-
lated enterprises. They noted that cost might be one
factor used by unregulated enterprises to establish
prices, but itwould oftennot bethemostimportant
factor. Usually, prices are limitedbythe market . An
unregulated enterprise might desire to price its
goods or services at a level that would recover all
costs and a reasonable proft; however, the market .
might not permit that price . Alternatively, an unre-
gulated enterprise might beable to increase its prices
and its profit if competition does not limit its prices .
In either case, cost often is not the principal determi-
nant 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 ofaregulatory action to create a future
economic benefit-the essence of an asset . For
example, 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 ova 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 enterprise has probable future economic
benefits-the additional revenue that will result
from including the cost in allowable costs for rate-
making purposes . The future benefits are obtained
or controlled by the enterprise as a result of a past
event-incurring the cost that results in the rate
order. Thus, the criteria ofConcepts Statement 3 for
an asset are met.

FASB Statement of Standards .
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59. Most respondents thatopposed special accour
ing for the effects of regulation cited the need f
comparability between regulated and uoregulat
enterprises . Paragraph 119 ofFASB Concepts Star
meatNo. 2, Qualitative Characteristla ofAaom
ingWorrnation, indicates that " . . . the purpose
comparison is to detect and explain similarities a
differences." TheBoard concluded that comparal
ity would not be enhanced by accounting as thou
regulation bad no effect Regulation creates t
ferent circumstances that require different accou
ing .

Scope

60 . The Discussion Memorandumdiscussed regi
tion of various . industries, and it asked whethe
Board pronouncement should identify spec
industries that we affected. Most respondents h
cared that applicability of an FASB Statement
rate regulation should be specified by cla
describing the nature ofthe regulated operation
which it applies rather than by attempting to de
eate specific industries . Some noted that change
the political environment can cause changes in
nature of regulation . Accordingly, whether
industry meets the criteria for applicability m
change ova time. The Board agreed with d
respondents and, accordingly, specified criteria
focus on thenature ofregulation rather thanon
cific industries,

61 . This Statement specifies the economic of
that result from the cause-and-effect relationsh
costs and revenues in the rate-regulated env,
ment and howthose effects are to be accounta
The nature of those effects led to the criteria
applicability of this Statement (paragraph 5).

62. The first criterion is the existence of third-1
regulation . Thatcriterion is intended to exclude
tractual arrangements in which the governmer
another party that could be viewed as a"reguh
is a party to a contract and is the enterprises p
pal customer. For example, the normal Met
and Medicaid arrangements are excluded frm
scope of this Statement because they
contractual-type arrangements between the pr(
and the governmental agency that is responsit
payment for services provided.

63 . Some respondents to the Exposure Draf
cared that cooperative utilities should be inciu
the scope of this Statement . They observe,
some cooperative utilities' rates are subject to
party regulation, but others' rates are set b;
own governing board . The governing bo

- elected by the members of the cooperative,
has the same authority as an independent,
party regulator. In their view, the difference b



Cooperative utilities that are subject to tbird-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 established by their
own governing board providing that board is
empowered by statute or by contract to establish
ratesthat bind customers .

64 . A number of governmental utility respondents
totheExposureDraft askedthatgovernmentalmill.
ties be included within the scope of this statement .
They noted that many governmental utilities ban
been guided by the same accounting practices and
standards asinvestor-owned utilities in their general-
purpose financial statements, andthey expressed the
view that users' emphasis oncomparability 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 - respon-
dents and modified paragraph 5(a) so as not to pre .
dude application 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
rates are based on industry costs m some other

. measure that is not directly related to the specific
enterprise's costs, there is no cause-and-effect rela-
tionship between the enterprise's costs and its reve-
nues. In that case, costs would not be expected to
result in revenues approximately equalto the costs;
thus, the basis for the accounting specified in this
Statement is not present under that type of regtda-
tion. That criterion is intended to be applied to the
substance ofthe regulation, ratherthan 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 regula-
tion would meet the second criterion for that
enterprise.

66 . The last criterion requires that it be reasonable
to assume that rates set at levels that

will recover the
enterprise's costs can be charged to and collected .
from customers . Regardless of the actions of the
regulator, if the market for the enterprise§ regulated .
services or products will nor 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 relationship ofcosts and revenues that is
the basis for the accounting required by this State-
ment cannot beassumed to exist, and this,Statemet
would not apply.

Accounting for the Effects of
Certain Types of Regulation
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67 . The Boarddoes not intend the last criterion as a
requirement that the enterpriseearn a fair returnon
shareholders' investment under all conditions; an
enterprise can earn less than a fair return for many
reasons unrelated to the ability to bill and collect
rates that will recover allowable costs.1r For exam-
ple, mild weather might reduce demand for energy
utility services. In that case, ratesthatwere expected
to recover an enterprise's allowable costs might not
do so . The resulting decreased earnings do not dem-
onstrate an inability to charge and collect rates that
would recover the enterprise's costs; rather, they
demonstrate 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 competition from other services or products is
minimal, there is usually a reasonable expectation
that it will continue to meet theother criteria. Exclu-
sive franchises 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 acceptable substitute, future -competition also
may be unlikely. -

69 . Some respondents to the Discussion Memoran-
dum questioned whether, in light ofrecent events, it
would ever he reasonableto assume that rates set at
levels that will recover the enterprise's costs can be
charged to andcollected from customers . They cited
recent developments-such as the use of solar
devices as alternatives to certain energy utility set
vices, increasing competition in the telecommmdca-
tions industry, 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 notbe based on such possibilities
unless their occurrence is considered probable.
However, changes ofalong-tersnnature could mod-
ifythe demand for an enterprise$ regulated services
sufficiently to affect its qualifying under the crite-
rion of subparagraph 5(c) .

70. The first scope limitation of paragraph 8-
excluding accounting for price controls imposed by
governmental action in times of emergency, high
inflation, or other unusual conditions-was
included in the Discussion Memorandum. Price

17Mindicoud in footnote 1, the note allowaNe rosts is used here to include earninos pern itted on shanholcim' investment.
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controls imposed in periods of unusual conditions
are not expected to be applied consistently over an
extended period . Indeed, their duration usually is
limited by statute . Inthat environment, assurance of
future benefits 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 ivas also
excluded from the scope of the Discussion Memo-
randum . The economic effects of cost reimburse-
ment contracts are in some respects similar to the
economic effects of the type of regulation addressed
bythis Statement . However, most contracts tend to
be relatively short-term, whereas regulation of
enterprises covered by this Statement is expected to
continue 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.

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
concluded 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 applies rather than by attempting to delin-
eare specific industries .

73 . in viewofthe stature ofcomments received, the
Board concluded that the possible application of
this Statement tothe health care industry should be
discussed . The.Board does not intend to preclude
application ofthe provisions of this Statement to the
health care industry or to anyother industry. Rathe4
application ofthis Statement is limited to regulated
operations that meet the specified criteria for appli-
cation.

74 . In general, rates for services in the health care
industry are not regulated based on the providers
costs . The federal Medicare and Medicaid programs
usually are applied through a contractual-type
arrangement (paragraph 62) . Some states are apply-
ing comprehensive, _prospective rate making to
health preproviders . In somecases, the rates setby
state regulatory agencies are accepted for Medicare
and Medicaid reimbursement purposes . There is
some disagreement 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 providers in those jurisdictions could be
subject to the provisions of this Statement. How-
ever, the criterion in subparagraph 5(c) also would
have to be considered to determine whether the
Statement applies to the enterprise.

FASB Statement of Standards .

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
enterprises probable future benefits orlack thereof.
Thus, an enterprise should cepitaliu 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, by paragraph 9 . Those respondents
expressed the view . that tangible assets should be
capitalized based onthe criteria used byunregulated
companies; paragraph 9 should be limited to other
assets. Paragraph 9 was intended to address only
accounting for costs. that would be charged to
expensebyan unregulated enterprise,andthe 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
necessary 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 prevent recovery of costs that are considered
unusual or unpredictable. If unusual or unpredict-
able costs are not provided for in advance, theymay
be recovered after their incurrence through
increased rates provided 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 intended to provide for simi-
lar future costs, or (b) incurred 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 insured cost rather than merely to pro-
vide for recovery of higher levels of similar future
costs .

71 8

78 . If rates are designed to be adjusted automati-
cally for changes in operating expenses (e .g ., costs
of purchased fuel); the regulator's intent could be
either to permit recovery of the incurred cost or
merely to provide for recovery of similar future
costs . Normal operating expenses such as fuel costs
usually are provided for in current rates . In that
case, the presumption is that the rate increase is
intended to permit recovery of similar future costs .
That presumption, which would preclude capitaliz-
ing the insured cost, can be overcome only if it is
dear that the regulator's intent is to provide recovery
of the insured cost .



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

Accounting for the Effects of
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a. A regulator can order a regulated enterprise to
refund previously collected revenues .

b . Aregulator can provide rates intended torecover
costs that are expected to be incurred in the
future. Paragraphs 38 and 39 illustrate that pos-
sibility. The resulting increased charges to cas-
tomers are liabilities and not revenues for the
enterprise-the enterprise undertakes to provide
the services for which the increased charges were
collected, and it is obligated m return those
increased charges if the future cost floes not
occur. The obligation will be fulfilled either by
refunding the increased charges through future
rate reductions or bypaying the future costswith
no corresponding effect on future rates. The
resulting increases in charges to customers are
unearned revenues until they are earned by their
use forthe intended purpose .

q. For rat~maklng purposes, a regulator can recog-
nize a gain or other reduction of overall allow-
able coats over a period of time. Paragraphs
35-37 illustrate that possibility. By that action,
the regulator obligates the enterprise to give the
gain or other reduction of overall allowable costs
to customers by reducing future rates . Accord-
ingly, theamount ofthe gain or cost reduction is
the appropriate measure ofthe obligation .

80. A number of respondents to the Exposure
Draft asked the Board m 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 costsin the current accounting framework .
Those costs and the related liabilities are imposed by
regulation or statute, similar . t o the liability to
restore the land after strip mining, discussed inpara-
graph 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
increases in net income, ofallowable costs that are
not usually accepted as incurred costs in the present
accounting framework : For the reasons explained
below, the Board concluded that recognition is
appropriate for those allowable costs . However, the
Board does not intend then to be used as guidance
for other applications of the general standards in
paragraphs 9-12.

Afforvance JorFimds Used dining Construcdon

82. Most respondents to the Discussion Memomn-

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
respondents cited paragraph 49 of Statement 34,
which states that " . . . recognition of the cost of
equity capital does not conform to the present
accounting framework ." However, the arguments
presented by those respondents supported capital-
ization ofinterest in accordance with Statement 34 .
Capitalization of interest in accordance with Stato-
ment 34 would be based on actual interest rates on
outstanding debt and limited to the total amount of -
interest cost incurred during the period . In most
cases, the effect on net income would be similar to
capitalizing an allowance that included a cost of
equity funds .

71 9
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duet supported the present practices ofpublic utili .
ties in accounting for the allowance for funds used
during construction . They noted that the current
income statement display reflects the regulatory
process used in determining the amount to be capi-
talized and, thus, aids the user in understanding the
regulatory environment. 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 enterprises do not have a
similar basis. They also noted that most utilities
have an obligation to construct the facilities neces-
sary to provide regulated services . Tbus, there is no
option of not obtaining the requited funds or using
accumulated funds to retire debt insteadofinvesting
in construction, and there is no available "avoidable
cost" to use as the measure of the cost ofthe funds
used .

84 . Some Board members believe that the allow-
ances for funds used during construction, computed
under current utility practices, are appropriate
measures 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 acceptable substitutes for the amount
of interest that would be capitalized in accordance
with Statement 34and that, absent a change in regu-
latory practices, the cost of a change in those
accounting practices 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 Profk

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 pro-
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cess, future revenues in amounts approximately
equal to the intercompany transfer prim will be pro-
vided. That revenue would result from inclusion of
the intercompany profits in the amount used by the
regulator as allowable cost for purposes of deprecia-
tion and return on investment. They noted that an
enterprise does not recognize profits on sales to
unregulated affiliates because the profits are not val-
idated by transactions with outside parties . Accord-
ing to those respondents, however, an- enterprise
should recognize profits on sales to a regulated affil-
iate 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. Theregulator's acceptance of the transfer
price provides evidence of recoverability. For rate-
making purposes, the intercompany profits will be
included in the depreciation used as an allowable
cost, and the undepreaatedamount will beincluded
in the investment on which areturn is provided asan
allowable cost. . Those respondents noted that ARB
51 did not require elimination of intercompany
profits on sales to regulated affiliates .

86 . The Board concluded thatintercompany profits
on sales of assets to regulated affiliates should not
beeliminated in consolidated financial statements if
the transfer price is reasonable and it is probable
that, through the rate-making process, future reve-
nue - approximately equal to the transfer price will
result from the regulated affiliate's use of those
assets . In view of existing regulatory practices, the
Board further concluded that the transfer price
usually should be considered reasonable if the price
is accepted or not challenged by the regulator that
governs the regulated affiliate. Otherwiset reason-
ableness should be considered in light ofthe circum-
stances . 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 avail-
able from other sources.

Other Specific Similards

Accountingjar Income Taxes

87. In the past, enterprises generally have not pro-
vided far deferred income taxes if regulated ratesto
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 all="
tion of income taxes to achieve aproper "matching"
of revenues and expenses . Those respondents indi-
cated that a provision for deferred income taxes
does not achieve aproper "matching" if rates to cus-
tomers arebased ontaxes currently payable . In that
situation, the income tax expense should be
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recorded in the future periods . in which the taxes
become payable and the regulator grants a resulting
rate increase . Those respondents also noted that
Concepts Statement 3 concluded that deferred taxes
computed under the deferred method that is pro-
scribed by Opinion 11 donotmeet 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
income taxes should be recorded in all cases . How-
ever, if rates charged to customers are based on taxes
currently payable, the recorded deferred taxes
should also result in an asset-the future benefit
that will result from treatment of the taxes as allow-
able 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 enterpriseto record deferred income taxes. If it
is probable thatincometaxes payable in future years
because ofnet 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 .
Offsetting those deferred income taxes against the
related asset normally would not be appropriate
because 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 thatanypossible benefitsofcommencing
to record deferred income taxes and an offsetting
asset at this time probably would not exceed the
cost . Accordingly, if rates are based on income taxes
currently payable and it is probable that income
taxespayable in future years because ofnet reversal
of timing differences will berecovered through rates
based on income taxes payable at that time, this
Statement does not permit deferred income taxes to
be computed or recorded in accordance with Opin-
ion 11 . However, it does require disclosure of the
cumulative amount of timing differences forwhich
deferred income taxes have not been provided .
Approximate amounts of cumulative timing dif-
ferences can be estimated without the complex
calculations requ ired by Opinion 11 . That informa-
tion, together with the disclosures required by Opin-
ion 11, should help was in estimating the possible
future income tax and rate effects of those timing
differences. The Board will reconsider its conclu-
sions 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
Statement would be misunderstood by users. In



their view, users might attempt to estimate unr=or---
ded deferred taxes as a charge to current income. .
The Board believes that users will understand the
required disclosures 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 customers through future rates .

Other Specific Accounting Matters

	

'

Recovery ofCost 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 costof
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 unrecov-
wed cost during the recovery period. That issue was
intended to elicit comments on whether the capital-
ized costs should be carved at the present value o£
the amount to be recovered in those cases. Most
respondents interpreted that issue as asking whether
any capitalization . of costs was justified. if the
enterprisewould recover its cost but would not real-
ize a return on the unrecovered cost during the
recovery period. Thus, many of the responses did
not address the valuation of the resulting asset .

	

.

92. The Boardconcluded that capitalized costs not
related to a tangible . asset provide a measure of an
intangible asset . Generally accepted accounting
principles do not necessarilyjequ're 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 onreg-
ulated enterprises .

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 retina on investment during the recovery
period. Those respondents indicated that regulated
enterprises should provide the same types of disclo-
sure for a given item asunregulated 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 restmeturings, which ate
similar to the events in question, Statement 15
requires creditors that agree to forego interest on
outstanding loans to disclose the amounts of non-
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earning assets included in the balance sheet . The
Board agreed that regulated enterprises with capital-
ized costs that are recovered over an extended period
without a return on investment during the recovery
period should provide sirm'lar disclosure and, thus,
added therequirements ofparagraph 20.

AccormfngforLeases , .

95 . Statement 13, as amended, specifies criteria for
classification of leases and the method of account-
ing for .each type of lease . For rate-making pur-
poses, a regulator may include lease payments in
allowable costs as rental expense even though the
lease wouldbe classified as a capital lease under the
criteria ofStatement 13 . TheDiscussion Memoren-
dum asked for views onthe economic effects of that
regulatory treatment and how to account for those
effects .

96. A number of respondents indicated that the
classification ofa lease is not affected by the regula-
tor's actions . In their view, rate actions of the regula.
tor cannot eliminate obligations to third parties
unless the obligations were created bythe regulator.
Also, they observed that, ova the term ofa capital
lease, the aggregate lease payments are equal to
aggregate amortization of the leased asset and
aggregate interest on the lease obligation . Thus, the
regulator, by including the lease payments in allow-
able costs, establishes the existence of probable
future benefits approximately equal to the com.
bined amount of the capitalized leased asset and
interest on the lease obligation ova theterm of the
lease . In their view, regulated enterprises should
classify leases in accordance with Statement 13 as
amended . The Board agrees with thatview.

97 . Other respondents indicated that the regulator's
action establishes that there is no asset related m the
lease. They indicated that an income statement dis-
play consisting of amortization and interest would
mislead users if the regulatory process based Term
on rental expense . In their view, regulated
enterprises should classify leases in accordance with
their classification for rate-making purposes . The
Board concluded that such a view focuses on the
mechanics of therate-mekidgprocess rather thanon
the economic effects of the process. This Statement
requires that regulated enterprises account for the
economiceffects of the rate-making process ; it does
not attempt to portray themechanics of that process
in financial statements.

98 . The Board concluded that the nature of the
expense elements for a capitalized lease (amortiza-
tion and interest) are not changed by the regulaor4
action ; however, the timing of experise recognition
related to the lease should be modified to conform
with the rate treatment . . Thus, amortization of the
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leased met would be modified so that the total
interest and amortization recognized- during a
period would equal the rental expense included in
allowable cost forrate-making purposes during that
period . Although this Statement requires the
expense elements of a capitalized lease to consist of
amortization and interest regardless of the regula-
tory 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 CoAected SLbjed to Refiotd

99 . In some jurisdictions, regulated enterprises are
permitted to 691 and collect requested rate increases
before the regulator has ruled on the request .

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

FASB Statement of Standards

100 . Some respondents opposed reducing net
income by the amount expected to be disallowed
prior to the final rate action. In their view, if the
enterprise request the increase, the increase must be
supported by the evidence . In that case, manage"
ment could not take the position that some portion
ofthe request is likely to be disallowed without pro-

- viding the regulator a possible basis for disallow-
ance. Other respondent supported application of
the loss contingency provisions Of Statement 5 to
those rate increases. They indicated that utilities
usually can predict the outcome of arate hearing by
considering recent actions of the regulator. They
also indicated that it is misleading to include in net
income revenue that is expected to be refunded .

Refundsto Gertorners

	

-

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 theybecomeestimable, as required by
Statement 16 for other adjustment applicable to
prior periods, or accounted for as prior period
adjustment .

	

. .

103 . Some respondent opposed applying State-
ment 16 to utility refunds . Most of those respon-
dent indicated that Statement 16 is not presently
applied to significant refunds that could not be esti-
mated in advance. They indicated that including
refunds in a year other than that in which the
amount refunded was included in income misstates
both years, became the financial statement would
not accurately reflect permitted rates of return,

trends, etc. They also noted that current ear
could be,reduced to a level at which wasting
nants m state regulations governing investmer
certain institutional investors could preclude r
sary financing .

	

. .

104. Respondents who favored applying State
16 to refunds indicated that the regulatory pr
does not introduce unique economic . effects
warrant different accounting . In their view
arguments supporting prior period adjustmen
regulated enterprises are the same argument
were made by unregulated enterprises before ;
ment 16 was issued .

105. The Board concluded that regulation doe
have a unique economic effect that requires si
accounting for refunds . Rather, regulation rest
resolution ofa previous contingency that shou
accounted for the same as resolution of contra
cies by unregulated enterprises . Reconsideratit
Statement 16 was not within the scope of this
ment.

106. The Exposure Draft would have require
closure of the pro forma effect of refunds a.
income of each period presented, - comput
though the refunds were retroactively record
the prior periods in which the revenue was r.
nized . A number of respondents objected to
requirement on the basis that the proposed d
sure indicates a need for restatement .

107 . The Board believes that was are interest
two aspects of refunds . They are concerned a
the impact of the refund in the year of the rel
and they also are concerned about the effect c
refund on trends of permitted earnings . Ne
prior period adjustment nor current income et
provides all of the needed information . The 13
concluded that users' needs couldbe satisfiedb,
closure of (a) the effect of the refund on net in,
of the current year and (b) the years in whirl
refunded revenue was recognized.

108 . In shaking it determination, the Board
sidered whether the amount disclosed should b
of related taxes. APB Opinion No. 30, Repo
the Results of Operations, prohibit netof-tat
closure of unusual or infrequently occurring i
that are not extraordinary items. The Board
eluded that userswould notbe confused by ant
tax disclosure of the effect of refunds . I
understand thatrefunds occur from time to tic
public utilities-and theywe concerned with th
effect rather than the gross amount refun
Accordingly, the Board concluded that ref
should be disclosed net of their related tax efl
Based on comment received and it deliberat
the Board decided that a narrow amendma



Opinion 30 for utility refunds was justified . How-
ever, the Board9 action is limited to utility refunds,
and it is not intended to otherwise modify or ques-
tion the requirements of Opinion 30 .

RateMaking Bared on a Fair Value Rate Base

109. Some state regulatory commissions use a "fair
value rate base" for determining allowable retuib
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, depredation is
based on historical cost . The Discussion Memoran-
dum asked whether that procedure provides a basis
for accounting for utility plant at its "fair value" in
financial statements prepared in accordance with
generally accepted accounting principles .

110. Virtually all respondents opposed the use of
fair value in financial statements . Respondents indi-
cated 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 historical 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 juris-
dictions that base rates 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
investment permitted in a jurisdiction is based on
fair valuebut recovery of cost is based on historical
cost, the fair value ofthe assets should not be recog-
nized in general-purpose financial statements . The
Board did notneedto address the accounting impli-
cations if a commission were to use fair value to
determine both recovery of cost and returnon capi-
tal invested 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 liabilities. Those respondents indi-
cated that utilities do not have goodwill because a
utility cannot realize excess profits . Thus, they con-
sidered the example of goodwill in Appendix B
unnecessary .

113 . opinion i6 desrnbeshow theamomnpaid in a
business combination is allocated to the assets
obtained and the liabilities assumed. Acquisition
adjustments are values in excess of book value of

Accounting for the Effects of
Certain Types of Regulation

723

FAS71

- identifiable assets obtained, valuation adjustments -
applicable to liabilities assumed, or goodwill or a
combination of those items . Opinion 16 does not
allow another possibility. The example of account-
ing for intangibles in Appendix B of this Statement
indicates the appropriate accounting for goodwill.
Additional guidance should not be needed about
accounting for any portions of acquisition adjust-
ments that represent amounts allocable to identifi-
able assets or liabilities such as property and
equipment or intangibles 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 indi-
cated thatjudgment is needed to determine the ade-
quacy ofavailable evidence. In their view, all of the
available evidence has to be evaluated, and the
resulting decision cannot be standardized . other
respondents . indicated that specific items did or did
not provide adequate 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 indicates the degree of assurance
required, and judgment must be exercised to evalu .
ate whether that degree of assurance is present in
various circumstances . In general, the Board con-
eluded that costs should be capitalized 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 previouslyincurred 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 economiceffect that affects
the application of generally accepted accounting
principles, and it outlines the accounting that should
result. Accounting changes, that result from initial
application of this Statement will involve accounting
for the effects of regulation that have not been
accounted for in the past and revising previous
accounting thatwas not in accordance with the pro-
visions of this Statement . Those changes are not
expected to cause changes in the methods or in the
results of regulation.
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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 companiesto determinehow the Statement
would affect them . The Board agreed that the pro-
posed effective date could cause some hardship .
Accordingly, this Statement is effective for fiscal

. years beginning after December 15, 1983 .

118 . Implementation of this Statement is not
expected 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 siuuflar. Accordingly, the Board con-
cluded that comparability would bebest 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 .

119 . A number of respondents to the Exposure
Drafturgedthe Board to permit affected companies
to defer retroactive application of Statement 13 .
They noted that Statement 13 did not require retro-
active application until the fourth year after its
effective date, and they urged the Board to afford
regulated enterprises the same consideration .

110. Retroactive application of Statement 13 was
delayed to permit affected enterprises time to work
out any resulting problems, such as indenture cove-
nant restrictions . The Board agreed that regulated
enterprises might havethesameproblems ; thus, ret-
roactive application of Statement 13 is not required
until the first fiscal year beginning after December
15, 1986 . The Board also decided that, pending ret-
roactive application of Statement 13, regulated
enterprises should furnish the same disclosure as
was required ofunregulated enterprises under State-
ment 13 . Retroactive application of Statement 13

FASB Statement of Standards

121 . The Addendum to APB Opinion 2, issued is
December 1962, outlined the general approach that
has been used for accounting by regulatet
enterprises. On November 18, 1977, in response tc
requests from the Acting Chief Accountant of tht
Securities and Exchange Commission and from tht
AICPAs Accounting Standards Division, the FASF
initiated a project to consider the effects ofrate reg
ulation on accounting for regulated enterprises.

should not affect a regulated enterprise's net income
or shareholders' equity. Thus, only the effect of
retroactive application on the balance sheet is
required by this Statement .

Appendix D

BACKGROUND INFORMATION

122. An FASB Discussion Memorandum on rat,
regulation was issued on December 31, 1979 . Th~
Board received 197 letters of comment in respons~
to the Discussion Memorandum. In May 1980, th-
Board conducted a public hearing on the issues h
the Discussion Memorandum . Twenty-four in4ivid
uals and organizations presented their views at th
two-day hearing .

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

124. An FASB task force provided counsel in pn
paring the Discussion Memorandum and in pn
paring material for Board consideration during tl
course of Board deliberations concerning this Stau
tent. The task force included persons from il
investment community, industry, public accounting
academe, and regulatory authorities .


