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SUMMARY

This Staternent provides guidance in preparing general-purpose financial staternents 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, mchdmglheoostofcapnal(mm
costs and a provision for camnings on shareholders’ investments).

For a pumber of reasons, revemres intended to cover sorme costs ame provided either before or after the costs

- are incurred. I regulation provides assurance that incusred costs will be recovered in the future, this Stateméent

requires companies 1o capitalize those costs. If current recovery is provided for costs that are expected 10 be

. incurred in the future, this Statement requires companies to recognize those currcm receipts as

liablities.

'IhlsS!almmila]sorequmrecogmhou.asoostsofassetsandmeasesmnctmmmc,oftwotypsof
allowableooststlmmh:deamomlsmtusmllywccpmdascostsmmemmmmnngﬁ'mncworkfor
mmegulmedmlapnses as follows: :

» If rates are based on allowable costs that include an allowance for the cost of funds used during constraction
(consisting of an equity component and a debt component), the company should capitalize and increase net
income by the amount used for raie-making purposes—instead of capitalizing interest in accardance with

. FASB Statement No. 34, Capitalization of Interest Cost. :

s If rafes are based on éllowable costs that include reasonable intercompany profits, the company should not
eliminate those i mtzmompany profits in its financial statements. -

PendmgcmnplehonoftheBoard scunthmJectonmunnngformmmx&s.ﬂusSmermmconnmes
current practices of nost utilities with respect to accounting for deferred income taxes. Accordingly, if the cmr-
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 cumulauve net amounts of timing differences for which deferred
taxes have not beén recorded. .

ThsSmmmmaquuneﬂmacostbeammmmdfmmamﬁmmmmmﬁomﬂmmqunedbyanmhm-
authortative proncuncement, In that case, this Statement is to be followed because it reflects the economic
effects of the rate-making pmccss—cffects not consmda'ad in other authoritative pronouncements, All other
provisions of that other authoritative proncunceniient apply to the regulated enterprise,

This Statement clarifies the application of certain other authoritative pronouncements, whmh is expected to
result in at Jeast two changes in general-purpose financial statements of certain public utilities. First, expected
refunds of revenme collected in prior years will be charged to income in the period in which those refunds are
ﬁmmcogmzed.Swond,l&seswﬁlbeclasmﬁed(ascapna]oropmunglmses) in accordance with FASB
Statement No. 13, Accounting for Leases, as amenied. Because Statement 13 has not been applied by some
utilities in the past, this Statement provides a four-year mansition period before retroactive application of lease
capitalization is required. Statement 13 provided a similar wansition period for unregulated enterprises.
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INTRODUCTION

1. Regulation of an enterprise’s prices' (hereinafter
referred to as rotes) is sometimes based on the
enterprise’ costs. Regulators use a variety of mecha-

nisms 1o estimate a regulated enterprise’s allowable
costs,! and they allow the enterprise to charge rates -

that are intended to produce revenue approximately

" . egual to those allowable costs. Specific costs that are

allowable for rate-making purposes result in reve-
nue approximately 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 seiting prices—the results of the
process are reported in general-purpose financial
statements in accordance 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 expetise by an unregula-
ted enterprise. That procedure can create assets
(future cash inflows that will result from the rate-

making process}), reduce assets (reductions of future

cash inflows that will result from the rate-making
proctss), or create Liabikities (fumrc cash outflows

“that will result from the rate-malnng process) for the

regulated enterprise. For general-purpose financial
reporting, .an ‘incurred cost for which a regulator
Permits recovery in a future period is accounted for

. like an incurred cost that js re;mbursablc under a

cost-reunburscmeut type contract.

4, Accounung requ.lrcments that are.not duect]y
related to the economic effects of rate actions may
be imposed on regulafed businesses by orders of
regulatory authorities and occasionally by court
decisions or statutes. This does not necessarily mean
that those accounting requirements conform with
generally accepted accounting principles. For exam-
ple, a regulatory authority may order an enterprise
to capitalize? and amortize a cost that would be
charged to income currently by an um-egulated
entcrpnse. Unless capitalization of that cost is
appropriate under this Statement, generally
dccepted accounting principles require the regulated
enterprise to charge the cost to income currently.

'STANDARDS OF FINANCIAL ACCOUNTING
- AND REPORTING

Scope

5_. This Statementl applies to general-purpose

LThe term allowable costs is used throughout this Statement to refer 10 alk costs for which revenur is intended to provide recovery. Those
costs can be actual or wnmated In that context, allowable costs include interest cost and amounts provided for earnings on share-
holders’ investments.

- 2Cap1tahzeu used in this Statemena 1o md::ate that the cost would be recorded as the cost uf an asset. That mocedure is ofzcn referred to

a3 “defercing & cost,” and the rwﬂtmﬂ asset s sometimes deseribed as a “deferred cost”
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am:ma] financial ‘statements of an enterprise that

has regulated operations that meet all of the follow-
mg criteria:

a. The enterprise’s rates for regulated services or’
provided to its customers are,

products

established by or are subject to approval by an -

mdependent third-party

regulator or by its own

governing board empowered by statute or con-

tract to establish rates that bind customers.3

. The regulated rates are designed 1o recover the
specific enterprise’s costs of prowdmg the regu-
lated services or products,

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 1o and collected from customers.

This critetion requires consideration of antici-
pated changes in levels of demand or competi-

tion during the recovery penod for any

capitalized costs,

6. If some of al': enterprise’s operations are regu-
lated and meet the criteria of paragraph §, this

. In view of the demand for the regulated services

Statement shall be apphed to only that poruon of -

the enterprise’s operatmns

7. Authontauve acoountmg pronounoements that
apply to enterprises in general also apply to regu-
lated enterprises. However, enterprises subjest to
this Statement shall apply it instead. of any conflict-

ing provisions of standards in other authoritative

pronouncements.t -

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 unusval conditions. Nor does it cover
accounting for contracts in general. However, if the
terrns of a comract between an’ enterprise and its
" customer are subject to regulation and the criteria of

‘J10. Rate actions ofa regulator can reducc or ehrm
| mate the value of an asset. AEETER

Genersl Standards of Accountipg for the Effects of
Regulation

9. Rate actmns of a regulator can provide reason-
able assurance of the existence of an asset. An
enterprise shall capitalize all or part of an incurred
cost’ that would otherwise be charged to expense if
both of the following criteria are met:

* Ja. Ttis probables that future revenue in an amount

at least ‘equal to the capltahzeﬁ cost will resuit
from inclusion of that cost m allowablc costs for
rate-making purposss. ]

. ‘Based on available evidence, the future revenuc
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 reve- -~
nue 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. ’

hggﬁbeen mea;red shall be | juclged the sarm as for

B

.Lenterprises in general.

11. Rate actions of a regulator can impose a liability
oft 2 regulated enterprise. Such lahilities are usually
oblipations to the enterprise’s customers. The fol-
lowing are the usual ways in which liabilities can be
imposed and the resulting accounting:

2. A regulator may :equiré refunds to customers.” ;
.Refunds thar meet the criteria of paragraph 8
(accmal of loss conungenacs) of FASB Sta:e-

'For mmplc, a resuln:or n'uzht auf.honze [ regulated :ntzrpnsc to mcnr a major resea:ch and development cost because the cn:t is
expecmd 1o bemefit future customers, The regulator might also direct thit cost 1o be capitalized and amortized as an allowable cost ovey
the period of expected beneftt. If the criteria of paragraph 9 of this Statement were met, the enterprise would capitalize that cost even
though FASB Statement No, 2, A¢counting for Research and Development Costs, fequires such costs to be charged to income currently,

* Statement 2 would still apply to accounting for other research and devel

requirements of Statement 2.

costs oithe regulated enterprise, a3 would the disclosure

5 An Incurred cost is “a cost amu:g frcm tash pald out or abﬁgauun to! p:y forans lCE[UII.’Bd asset or service, & Joss from s.ny eause that has

been sustained and has been or must be paid for”
Prentice-Hall, Ine., !9’?5} p 253)

(Eric L. Kohler, A Dict

v Jor Act Sth ed. [Englewood Cliffs, N.J.:

Refunds can be pxud to zhe customers who pmd Lhe amounts being refunded; however, r.hcy are usuzlly pravlded 16 CUrrent custormers by )
reducing current charges. X
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ment No, §, Accounting for Contingencies, shall
be recorded as liabilities and as reductions of rev-
enue or a5 expenses of the regulated enterprise.

b. A regulator can provide current rates intended to
resover 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
intended to recover such costs and the regulator
requires the enterprise to remain acconntsble for
any arnounts charged pursuant to such rates and
not yet expended for the intended purpose,® the
enterprise shall not récognize 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.Arcgulatorcanreqmrethaxagmnorothcr

reduction of net allowable costs be given to cus-
tomers over future ‘periods. That would be
accomplished, for: rate-making purposss, by
amortizing the gain or other reduction of net
allowable costs over thoss future periods and
- veducing rates to reduce revenues in approxi-
mately the amount of the arortization. If a gain

or other reduction of net allowable costs is to be’

amortized over future periods for rate-making
purposes, the regulated enterprise shall not rec-
ogrize that gain or other reduction of net allow-

able costs in income of the current period.-
Instead, it shalf record it as a liability for future .

reductions of charges to customers that are
expected to result.

12, Actions of & regulatbr can eliminate a liabilify
only if the hability was unposed by actions of the
regulator. -

Standards

Accounting for Income Taxes

Allowance for Funds Used during Construction

“J 15. In some cases, 8 regulator requires an enterpri

subject to its authority to capitalize, as part of 1
cost of plant and equipment, the cost of financis
construction as financed partially by borrowin;
and partially by equity. A computed interest co
and a d&sxgrmted cost of eguity funds are capite
ijzed, and net income for the current period

increased by a corresponding amount. After ti

‘construction is completed, the resulting capitalize

cost is the basis for depreciation and unrecovers
investment for rate-making purposes. In such case
the amounts capitalized for rate-making purposes;
part of the cost of acquiring the assets shall be cag
talized for financial reporting purposes instead ¢
the amount of interest that would be capitalized :
accordance with FASB Statement No, 34, Capitc

| zation of Interest Cost.? The income staterne

shall include agp item of other income, a reduction ¢
interest expense, or both, in a2 manner that indicat
the basis for the amount capitalized.

[ntermmpany Profift®

16. Profit on sales to reguiated a.ffma.r.ﬁ shaIl e
be eliminated in general-purpose financial stat
ménzst! if both of the following criteria are met:

a. The sales price is reasonable.

b. It is probable.that, through the rate-making pr.
‘cess, future revenue approximately equal to
sales price will result from the regulated affiliate
use of the products

17. The sales pnce usually shall be considered re:
sonable if the price is accepted or not challenged t
the.regulator that governs the regulated affilias
Otherwise; reasonableness shall be considered |
light of the circiumstances. For example, reasonabl
ness might be judged by the return on investme
earned by the manufacturing or construction opern:
tions or by a compatison of the transfer prices wil
prices available from other sources.

Other Specific Standards

sThz osual mechanism used by regulators for this purpose is to require the regulated ent:rpmc to record the ln’hdplt:d costasa lmbﬂs
in'its regulatory aceotnting records.

9Smsment 34 requires Cap:tailzauou of i murm cost on certmn quﬂlfyin.g nsscts The a.mount upltalizcd is the portlnn of l.he inter:
cost incurred durmg ﬂ:e pennd r.hm theoreucll!y uould have been avoided if the :xpendn'un:s had nut been m:.de

0 The term intercompany profit is ased in this Statement to include both profits on sales from ane company to-agother within a conse
deted or affiliated graup and pmf'ls on sales from one operation of a company to anothér operation of the same company.

TEARS No. 51 Consolidated Fi tal Si , reguires chat profit on sales of agsets remaining in the consolidated groupbe clin

nated in consolidated fi.nnnmnk statemeits. APB Opinion No. 18, The Egulty Method af Accounting for investmenis in Comman Sroc
=ffecﬁvely extends that requmcnt to affiliated entities reported on the equity m:thod
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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 éffect on
net income, 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 itern in the income statement, How-
ever, that item shall not be presented as an extraor-
dinary item. ‘ -

20. In some cases, . regulator may permit an p

enterprise to include a cost that would be charged t
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 niot inchide 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 & return on
investment during the recovery period, the

. enterprise shall disclose the remaining amounts of-

such assets and the remaining recovery period appli-
cable to them. | .

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 engouraged. 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 inceptioni? 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 January 1,
1983 may be classified as they would have been
classified before this Statement was issued until
fiseal 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, -

23. Ifleasesare not retroactively classified in accor
dance with Statement 13 in financial statemnents 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-
tively. .

24. In the year that this Statement is first applied,
g al statements shall disclose the nature of
ment and its effect on income before
ary items, net income, and related per-
ntsl* for each year restated. If retroac-
ment of all years presented is not
the financial statements shall be
many consecutive years as is practica-
g cumulative effect of applying this State-
be included in determining net income of

mens

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 Statemnent is first
applied. (See paragtaph 20 of APB Opinion No. 20,

chween liie
is defined Io FASB §

3 AP
o€ 10E m of a lease tatement No. 23, Inception of the Lease. o
34Th= effect on related per-share amounts need not be disclosad if the enzerprise does not disclose earnings per share.

aftionin.f
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Accounting Changes.) The effect on income before

extraordinary items, net income, and related per-
share amounts!S of applying this Sta.tcment inavyear

FASB Statement of Standards

"in which the cumulative effeét is included in deter-

ining that year’s net mcomc shall be disclosed for
thai yean

" The prﬁvisions of th-is Statement need -

- .;'ns)?be_spnlipdtoiﬂlmteﬁﬂlﬂem&

This Statement was adoptad by the qD“manve votes offaur members of the Fintmcml Acoountmg Stan-

dards Board, Messrs. Block, K:rk and Sprouse d;ssemed

Mr. Block dlsscnts to the 1ssuancc of this Stat:-

ment. He believes thay 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 a minimum, an exclusive franchise
to deliver goods and servicss 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 of long-lived assets requires assurange 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 customiers, and the customers will pay
the decreed rates. Mr. Block does not believe that
rate regulators can provide such assurances in the
industries to which this Statement-is likely to be
applied. Because of those beliefs, Mr. Block con-
cludes that the rate-making process should have no

- bearing on principles for cost capitalization and loss
recognition. Those principles should be the same for
rate—regulated enterprises as they are for unregulat-
ed enterprises,

Mr. Block further believes that the assets created

by regulation under this Statement are merely future
" accounts receivable for furure sales. While he is
opposed to recognizing such receivables, he notes
that APB Opinion No. 21, Interest on Reveivables

and Pgyables, reguires discounting of lopg-term

receivables on which there is no stated interest rate

or the stated rate is unreasonabje. Thus, in his view, .

if such receivables are to be récognized, discounting
at market rates of return should be required.

M, Kirk dissents to the issuance of this Statement
because he believes the immediate increases in
income resulting from the capitalization of costs
imputed for equity funds used during construction

(paragraph 15) and intercompany profit {para-:

graphs 16 and 17) are not valid reflections of the
economics of rate ragulation or in accordance with
other generally accepted accounting principles.

Urmke other al!owablc costs, imputed costs have

15500 foomotc 14.

not been inewrred. In Mr Kirk's opinion, even if
capitalization is deemed appropriate for financial
reporting purposes, income should not be recog-
nized. The income related to allowable but imputed
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 & regulator can impose a
Liability on a regulated enterprise by requiring the
enterprise to make refunds te its customers {para-
graph 1i(a)). In his opinion, however, “refunds”
involve reductions in-existing assets—either cash set-

~ tlements or Tump-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 enterpriss to transfer assets ot
use them in any way that would not be required ic
the absence of those reductions. Of course, a suffi
ciently severe reduction in future rates might trigge:
the need to recognize impairment of assets.

In Mr. Sprouse’s view, paragraph 11(b) tends tc
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
which should be recognized in financial statement:
if and when they have actually occurred. In setiing
rates, a regulator may include a “provision for non
insurance” among the allowable costs, but that doe:

' mot create a present obligation to repair unusua

storm damage that has not yet occurred (paragraph:
11(b), 38, and 39, If over a period of time th
amounts of uninsured losses are sufficiently les
than the “provisions for noninsurance” included it
allowable costs, the regulator may reduce or elimi

" nate future allowed provisions and reduce rate

accordingly. As explained in the previous para
graph, however, possible future rate reductions de
niot create a Hability, The possibility that sometime &
the future the reégulator might require cash refund
to customers to reduce or efiminate the cumulativ
“provision for noninsurence” is too remote to b
recognized as a liability.

Simitarly, in & formula designed to maintain res
sonably stable rates, a regulatory agency may wis
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to spread a pain 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 0 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 reg-
ulator will cause a specific cost or other amount to
be recovered through future incremental révenues,
the regulated enterprise has an asset or asset
enhancement (a quasi-receivable) that is properly
measured by that incurred cost or other amount.
Accordingly, he agrees that those circumstances may
cal] for capitalizing (a) unusual storm losses, prop-

Members of the Financial Ac'countfng Srandard_s' Board:

Deonald 1. Kirk,

- FASTH

erty abandonments, plant conversions, and simitar
costs that have oceurred (paragraph 9); (b) an im-
puted cost of equity funds (paragraph 15); and {c)
intercompany profits included in transfer prices to’
affiliates (paragraphs 16and 17).

Messrs. Kirk and Sprouse also dissetu because
they believe the amendment to APB Opinion 30 in
paragraph .19 of this Statement that suggests that
refunds be reported in income net of taxes but not as
extraordinary items is unrelated to the economics of
rate regulation aand therefore inappropriate. They
see no reason why a potentially recurring charge to
income should be singled out from all other recur-
ring oF even unusual items for this special treatrent.

Robert T. Sprouse

John W. March
Chairmen Robert A. Morgan Ralph E. Walters
. Frank E. Block David Mosso
Appendix A h. APE Opinion 20. Delete the last two scnlences
' of paragraph 3,

i. APB Opinion No. 23, Accounting for Income
AMENDMENTS TO EXISTING Tipces—Special Areas, Delete paragraph 4,
PRONOUNCEMENTS j. APB Opinion No. 24; Accounting for Income

25. This ‘Statement supersedes the Addendum,
Accounting Prmc;pias Jor Regulated Industries, to
APB Qpinion 2.

26. Paragraph 7 provides for this 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
pronouncermenis or future avthoritative pronounce-
ments. That conclusion requires ‘the following
amendments to existing proncuncements:

a. ARB No. 44 (Revised), Declining-Balance
Depreciation, as amended by APB Opinion
No. 6, Sratus of Accounting Research Bulletins.
Delste paragraphs 8§ and 9. ~ -

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

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

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

e. APB Cpinion 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 Combmanons
Delete paragraph 6.

g. .APB Opinion No. 17, Intangible Assers Delete

. paragraph 7,

Taxes, Delete paragraph 3. . :

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

I. 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 AFB Opinion No. 2,
“Accounting for the Invesiment Credit, 1962 and
A

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

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

o. FASB Statement 5, Dalete paragraph 13

p. FASB Statement No. 7," Accounting end
Reporting by Deveiapme}nt Stage Enterprises.”
Delets the second sentence of paragraph 5.,

g. 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 Staternent No. 16, Prior Period Adjust-

* ments, Delete paragraph 9.

t. FASB Statement No. 19, Fingncial Accountmg
and Reporting by O and Gas Producing Com-
panies. Delete paragraph 9. ]

u. FASBE Statement No, 22, Changes in 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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w. FASB Statement No. 43, Accounting for Com-
pensated Absences. Delete paragraph'3.

x. FASB Staternent No, 49, Accounting for Prod-
uct Financing Arrangements. Deleté para-
graph 7.

v. FASB Swatement No. §1, Financial Repor:mg
by Cable Te!ewszon Compames Delete para-
graph 2.,

"* z. FASB Imterpretation No. 18, Accounting for .

Income Taxes in Interim Periods. Delete para-
graph 4.
aa. FASB Interpretation No. 22, Applicability of
- Indefinite Reversal Criteria !o Timing Dif-
- Jferences. Delete paragraph 8.
bb. FASB Interpretation No. 25, Accounting for an
Unused Investment Tax Credit. Delete- para-
graph 9.

Appendix B

APPLICATION OF GENERAL STANDARDS
-TO SPECIFIC SITUATIONS

27. This appendix provides gu:'dance‘ for abpkca-

tion of this Statement to some specific situations.
The guidance does net address all possible applica-

tions of this Statement. All of the examples assume

that the enterprise meets the ¢riteria in paragraph 5
of this Statement; thus, recovery of any 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
Staternent need not be applied to immaterial items.

28. Specific situations discussed in this appendix
are: : : )

Paragraph
Numbers
Intangible assets - 2930
Aceounting chianges ) 3132
Recovery of costs without return
on investment 33—34
Early extinguishment of debt 35—37
Accounting for contingencies - I8—39
Accounting for leases 40—43
Revenue collected subject to refund T 4445
Refunds to customers O 46—47
Accounting for compcnsaled absenccs i 48—49

Intangible Assets

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

' FASB Statement of Standards

cobtinually evaluate the period cf amortization to
determine whether later events and’ circumstances
warrant a revised estimate of the useful life and
whether the unamortized eost shotld be reduced sig-
nificantly by a charge to'income. For rate-making
purposes, & regulator may permit an enterprise to

-amortize purchased goodwill over a specified

period. In other cases, a regu!ator may direct an

‘enterprise not to amortize goodwill acquired in a

‘business combination-after October 30, 1970 or to
wnte off that goodwill

. 30. If the regulator permits the goodwﬂl to be

ax_nomzpd over 2 specific timé period as an allow--
able cost for rate-making purposes, the regulator’s

-. action provides reasonable assurance of the exis-

tence of an asset (paragraph 9). The goodwill would
then be amortized for financial reporting purposes
over the period during which it will be allowed for
rate-making purposes. If the regulator. excludes

- amortization of goodwill from allowable costs. for

rat¢-making purposes, either by not permiting
amortization or by directing 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
subsequent period, the goodwill would be amortized
for financial reporting purposes and continually
evaluated to determine whether the unamortized
cost should be reduced significantly by a charge to
income in accordance with Opinion 17,

Accounting Changes

31, Opinion 20 defines various types of accounting
changes and establishes guidelines for reporting
each type. Other authoritative pronouncerfients
specify the maritier of reporung initial apphcatmn of
those pronouncements

32. If a reguiated enterpnse changes accounting
methods and the change does not affect costs that
are allowable for rate-making purposes, the regu-
lated enterprise would apply the change in the same
manner as would an unregulated enterprise. Capi-
talization of leases with no incomme statement effect
(paragraphs 4043) is an example of that type of
change, If a régulated enterprise changes accounting
methods and the change affects allowable costs for
rate-making purposes, the change generally would
be implemented in the way that if is implemented for
regulatory purposes. A change in the method of
accounting for résearch and’ development 'costs,
either from a policy of capitalization and amortiza-

tion"to one of chargmg those costs 1o expense at
incurred or vice versa, isan example of that type ol

_ change.
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- Recovery of Costs with'out Return on Investment

33, In some cases, a regulator may approve rates
that are intended to recover an incurred cost over an

extended period without a return on the unrecov-

ered cost during the recovery period.

34, The regulator’s action provides reasonable
assuranice of the existence of an asset {paragraph 9),
Accordmgly. 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 20 of this S:atemem
would be furmshed

" Eary Exlmguishment 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 armount of the extinguished
debt and the reacquisition price may be amortized
as an adjument of interest expense over some
futurc pcnod

36, Ifthe 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 -

reasonable assurance of the existence of an asset

"(paragraph 9). Accordingly, the regulated enterprise-

would capitalize the excesscost 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 amount, 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(g)). Accordingly, the enterprise would
record the difference as ‘a liability and amortize it
aver the period during which perrmlted rates will be
reduced.

Accounting for ponﬁngenciw

38. Statement 5 specifies criteria for recording esti-
mated losses from loss contingencias. 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 example, a regulator may direct a regulated
enterprise to irclude an amount for repairs of
expected future uninsured storm damage.

39, Ifthe regﬁlator requires the enterprise fo 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 Hability (paragraph 11(b)). If a cost
to repair storm’ damage is mot subsequently
incuiTed, the increased charges will have to be
refunded to customers through future rate reduc-
tions. Acoordingly, the regulated ‘enterprise- would
recognize the- amounts charged pursuant to such
tates as Habilitiés rather than as revenues. If a cost to
repair storm damage is subsequently mcurrcd the
enterprise would charge that cost to expense and
reduce the liabilities at that timé by recognizing
income m amounts equal to the cost..

Accounting for [ﬂsec

40. Statement 13, s amended, 'specif__ies‘criteria for
classification of leases and the method of account-

‘ing for each type of lease, For rate-making pur

poses, a lease may be treated as an pperating 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 penod it
covers. ‘

41, For ﬁnancia] reporting purposes, the classifica-
tion of the lease is not affected by the regulator’s
actions. The regulator cannot 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
amount of the capitalized leased asset and interest
or the lease obligation over the term of the Tease
and, tiuis, provides reasonable assurance of the exis-
tence of an asset (paragraph 9). Accordingly, regu-
lated enterprises would classify leasss in accordance
w-mh Statement 13 as amended

42, '1"he nature of the expense elements related 10 a
capitalized lease (amortization of the leased asset
and interest on the lease obligation) is not ch;mged
by the regulator’s action; however, the timing of
expenss recognition refated to the lease would be
modified to conform to the rate treatment. Thus, ~
amortization of the leased asset would be modified
5o that the total of interest on the lease obligation
and amortization of the leased asset would equial the
rental expense that was allowed for rate-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 items in an income statement, For example,
the amounts of amortization of capitalized leased

_nuclear fuel and interest on the related fease 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 indude the interest on that lease obliga-
tion; and the disclosure of the total amortization
charge, required by Statement i3, would include
. amortization of that leased asset. :

Revenue Collected Subjéct to Refund

44, In some cases, & regulated enterprise is permit-
ted to bill requested rate increases before the regula-
tor has ruled on the reguest.

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
accrued as a loss contingency. That provision would

be adjusted subsequently if the estimate of the .

refund changes (paragraph 11(a)).16 -
Refugds to Customers

46, Stafemcnt 16 limiits prior period adjustmients .

{other Lhan those that result from reportmg

‘ments related to pnor interim penods of thc 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 State-
tment 5). If the amounts are material, the disclosures
specified in paragraph 19 of this Staternent would
be furnished,

_ Accounting for-Compensated Absences

48, Statement 43 specifies criteria for acerual of ¢
liability for employess’ compensation for futur

" absences. For rate-making purposes, compensatior

for employees' absences may be included in allow
able costs when the compensation is paid.

49. The liability, if any, would be accrued in accor
dance with Statement 43 because rate actions of th
regulator cannot eliminate obligations that were no
imposed by the regulator (paragraph 12). By includ
ing the accrued compensation in future allowablk
costs on an as-paid basis, the regulator provides rea
sonable assurance of the existence of an asset. Th
asset is the probable 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 woul
record the asset that results from the regula.tor
acuons

18R evenue collected subject to refund is similar to sales with warrenty cbligations. Persgraph 25 of Statement 5 states that “inability t
make & rezsonable estimate of the amount of a warranty obligation at the time of sale because of significamt uncertainty about possib'

claims ..

« precludes acerual and, if the range of possibleloss is wide, may raisea question about whether a saie should berecorded. .

Sumlarly if the range of possible refund is wide and the amount of the refund cannet be reasonably estimated, Lhcr: may bea quesm:
about whether it would be misles.dmg to recognize the provisional revenue increase as income.
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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 gavé greater we.lght 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
Enterprises, presented a threshold issue: “Should
accounting 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
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Appendix C financial reporting by rateregulated enterprises.
Respondents noted that the function of accounting
: - is to report economic conditions and events. Unless
BASIS FOR CONCLUSIONS an accounting order indicates the way a cost will be
. handled for rate-making purposes, it causes no
Introduction

economic effects that would justify deviaton from
the generally accepted accounting principles applica-
ble to business enterprises in generai. The mere

. issuance of an aceounting 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 repulation—is the pervasive factor

- that determines the application of generaﬂy

awepted accounting pringiples.

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. Some respondents to the FASB Exposure Draf?,
Accounting for the Effects of Regulation of an
Enterprise’s Prices Based on Its Costs, suggested
that the Board clarify the relationship of this State-
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ment to an enterprise’s regulatory accounting and to

- regulators’ actions, This Statement does not address
an enterprise’s regulatory accounting. Regulators
may require regulated enterprises to maintain their
accounts in a form that permits the regulator 1o
obtain the information nesded for regulatory pur-
poses. This Statemnent neither Imits a regulator's
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 of rate actions are repartad in general-purpose
financial statemenits.

Economic Effects of Regulation

$6. 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 gencrally acospted
amunung pnnc;pla to rate-regulated enterprises?”

57. Most respondents to the Piscussion 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 it would often not be the most important
factor. Usually, prices are limited by the market. An
unregulated enterprise might desire to price its
goods or services at a level that would recover all

costs and & reasonable profit; however, the market

might not permit that price. Alternatively, an unre-
gulated enterprise might be able to increase its prices
and its profit if competition does not Emit its prices.
In either case, cost often is not the principal determi-
pant of prices. In contrast, for an enterprise with
prices regulated on the basis of its costs, allowable
costs are the principal factor that infiuences its

pnccs.

58. Thc sconomic effect mted by most respcmdmts.
is the ability of a regulatory 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 throngh
Tates 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 enterprise has probable future economiic
benefits—the additional revenue that will result
from including the cost in allowable costs for rate-
making purposas. 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 of Concepts Statement 3 for
an asset are met.

FASBVA Statement of Standards.

59, Mc;'st resporicdents that opposed special accour

ing for the effects of regulation cited the need f
comparability between regulated and -unreguiat
enterprises. Paragraph 119 of FASB Concepts St
ment No, 2, Gualitative Characteristics of Accown
ing Information, indicates that “. , . the purpose

comparison is to detect and explain similarities a
differences.” The Board concluded that comparat
ity would not be enhanced by accounting as thou

regulation had no effect. Regulation creates ¢

ferent circumstances that require different accou

Scope

60. The Discussion Memorandum discussed regt
ton of various.indusiries, and it asked whethe
Board pronouncement should identify spec
industries that are affected. Most respondents i
cated that applicability of an FASB Statement
rate regulation should be specified by cles

.describing the nature of the regulated operation

which it applies rather than by attempting to de
eate specific industries. Some noted that chiange
the political environment can cause changes in
nature of regulation. Accordingly, whether
industry meets the criteria for applicability m
change over time. The Board agreed with o
respondents and, accordingly, specified criteria

focus on the pature of regulation rather than on

cific industries,

61. This Statement specifies the economic ef
that result from the cause-and-effect relationsh
costs and revenues in the rate-regulated envi
ment and how those affects are to be accountet
The pature of those effects led to the criteris
applicability of this Staterient {paragraph 5}

62. The first criterion is the existence of third-)
regulation. That criterion is intended to exclude
tractual arrangements in which the governmes
another party that could be viewed as a “regul:
is a party 10 a contract and is the enterprise’s p
pal customer. For example, the normal Mec
and Medicaid arrangements are excluded fro
scope of this Statement because they

" gontractual-type arrangements between the pre

and the governmental agency that is responsit
'payment for services provided.

63. Some respondents to the Exposure Draf
cated that cooperative utilities should be inclu
the scope of this Statement. They observes
some cooperative utilities’ rates are subjact 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
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couperative wiilities thef are subject to thsrd-party
regulation and those that are not doss not justify
different accounting. The Board agresd with those
respondents, and modified the first criterion to
include enterprises with rates establistied by their
own governing board providing that board is
cmpowered by statute or by contract to establish-
rates that bind customers.

64, A number of gavernmental utility respondents
to the Exposure Draft asked that governmental wtili-
ties be included within the scope of this Statement.
They noted that many governmental utilities- have
been guided by the same accounting practices and
standards as investor-owned utilities in their general-
purpase 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 shonld not preclude them from
applying it. The Board agreed with those Tespon-
dents and modified paragraph 5(a) 50 as not to pre-

clude application by povernmental 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 seyvices or products. If
rates are based on industry costs or some other
. measure that i3 not directly related to the specific
enterprise’s costs, there is ro 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 equal to the costs;
thus, the basis for the accounting specified in this
Staternent is not present under that type of reguia-

tion. That criterion {s intended to be applied to the °

substance of the regulation, rather than its form. If

" an enterprise’s reguiated 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’ costs, the regula-
tion would meet: the second criterion for that
enterprise. .

66. The last criterion requires that it be reasonable
_to assumne that rates set at levels that will recover the

enterprise’s costs can be charged to and coffected .

from customers. Regardless of the actions of the

regulator, if the market for the enterprise’s regulated

services or products will mot 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 of costs and revenues that is
the basis for the accounting required by this State-
ment cannot be assumed to exist, and this Statement
would not apply. .

'67. The Board does not intend the last critetion as a
requirement that the enterprise earn a fair return on
shareholders’ investment under sl conditions; an

emerprisecanearnlessthanafairrctumformany
reasons unrelated to the ability to bill and collect
rates that will recover allowable costs.i7 For examn-
ple, mild weather might reduce demand for energy’
utility services. In that case, rates that were expacted

to recover an enterprise’s allowable costs might not

do so, The resulting decreased earnings dc not dem-
onstrate an inability to charge and collect rates that

would recover the enterprise’s costs; rather, they

demonstrate the uncertainty inherent in ﬁumaimg
wmther conditions.

58. The last criterion also requires reasonable assur-
ance that the regulated enmvironment and its
econornic .effects will continue. That requirement
must be evaluated in light of the circumstences. For
example, if the enterprise has an exclusive franchise
1o provide regulated services or products in an area
and competition from other services or products is
minimal, there is usually a reasonable expectation
tha it will continue to meet the othet eriteria. Exclu-
sive franchises can be revoked, but they seidom are.
If the enterprise has no exclusive franchise but has
made the very large capital investrent required 1o
provide cither 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 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 t0 and collected from customers. They cited
recent developments—such as the use of solar
devices as alternatives to certain energy utility ser-
vices, increasing competition in the telecorimunica-
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, upanticipated changes in an industry, but
accounting should not be based on such possibilities
unless their occurrence it considered probable.
However, changes of a long-termm nature could mod-
ify the demand for an enterprise’ regulated services
sufficiently to affect its qualifying under the crite-
rion of subparagraph 5@). B
70. The firsi scope hmitation 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

17z indicated in footnots 1, the term atlowable costs is used here to include earnings permitted on shateholders’ investment,
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controls impased in periods of unusual conditions
are not expectéd to be applisd consistently over an
extended period. Indeed, their duration usually is
limited by statute. I1 that 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 was 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
by this 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 cther authoritative literature addresses

contract accounting and concluded that it should -

exclude the general issue of contract a.ooounung
from the scope of this Statement.

72. The D:scusmon—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
conciuded that applicability of this Statement
should-be specified by describing the nature of the
regutated operations and the type of rate making to

which it applies rather than by attempting to delin-

eate specific industries.

73. Inview of the naturé of comments received, the
Board concluded that the possible application of
this Statement to the health care industry should be
discussed, The Board does not intend to preclude
application of the provisions of this Statement to the
health care industry or to any other industry. Rather,
application of this Statement is limited to regulated
Operations that meet the specified ¢riteria for appll—
canon

74, In general, rates for services in the hezlth care
industry are not regulated based on the provider’s

costs. The federal Medicare and Madicaid programs -

usually are applied through a ¢ontractual-type
arrangement (paragraph 62). Some states are apply-
ing comprehensive, prospective rate making to
health careproviders. In some cases, the Tates set by
state regulatory agencies are accepted for Medicare
and Medicaid reimbursement purposes. There is
some disagreement about the exteat to which such
rates are based on a provider's costs, If regulatory
agencies in those states base rates on the providers
costs and adopt a permanent system of regulation,
health care providers in those jurisdictions could be
subiect to the provisions of this Statement. How-
ever, the criterion in subparagraph 5({¢) also would
have tc be considered to deterrmine whether the
Statcment applies to the enterprise.

FASB Statement of Standards .

General Standards of Aeconntmg for the Effects of
Reguiation

75, .The Board concluded Lhﬁt, for general-purpose

financial reporting, the principal economic effect of
the regulatory protess 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
enterprise’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 by paragraph 9. Those respondents
expressed the view that tangible assets should be
capitalized based on the criteria used by unregulated

“companijes; paragraph 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 1o 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, they may
be recovered after their incurrence through
increased rates provided for that purpose. In some
cases, rate orders do not specify whether costs are
(2) 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 capitafized only if the future revenue is
expected to be provided to psrmit recovery of the
previously incurred cost rather than merely to pro-
vide for recovery of higher levels of similar future
costs. -

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 ag fuel costs
usually are provided for in cutrent rates. In that
case, the presumption is that the rate increasé is
intended to permit recovery of similar future costs,
That presumption, which would preclude capitaliz-

. ing the incurred cost, can be overcome only if it is

clear that the regulator’s intent is to provide recovery
of the mcurred cost. :
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79. Rate actions of a regulator can also impose 2
Liability on a regulated enterprise in the following
ways! ; ' .

a. A repulator can order a regulated enterprise to

refund previously collected revenues.
b. A regulator can provide rates intended to recover
" costs that are expected to be incurred in the
future. Paragraphs 38 and 39 ilhmstrate that pos-
sibility. The resulting increased charges to cus-
tomers are liabilities and not revenues for the
enterpriss—the enterprise undertakes to provide
the services for which the increased charges were
collected, and it is obligated to return those
increased charges if the future cost does not
occur, The obligation will be fulfilled either by

refunding the increased cha.rges through future

rate reductions or by paying the future costs with
no correspondmg effect on future rates, The
resulfing increases in charges to customers are
unearned revenues until they are earned by their
use for the intended purpose.
¢ For rate-maldng purposes, a regulator can rocog

rize a gain or other reduction of overall allow-
able costs 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 allowablé costs
to customers by reducing future rates. -Accord-
ingly, the amount of the gain or cost reduction is
the appropriate measure of the obligation.

80. A number of réspondents 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 puclear plant
decommissioning costs. Decommissioning costs are
incurred costs in the current accounting framework.

Those costs and the related liabiljties are imposed by
regulation or statute, similar. to the liability to
restore the land after strip mining, discussed in para-
graph 142 of Concepts Statement 3. Accordingly,
paragraph 11(t) does not address thoss 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, of allowable 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 them to be used as gmdance
for other applications of the general standards in
paragraphs 9-12.

ABowance for Funds Used diring Construction

82, Most respondents to the Discussion Memoran-

dum supported the present practices of public 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 o provide regulated services. Thus, there is oo
option of not obtaining the required funds or using
accumulated funds to retire debt instead of investing
in construction, and there is no available “avoidable
cost™ to use as the measure of the cost of the funds
83. Respondents who opposed present practicss 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 argumenis
presented by those respondents supported capital-
ization of interest in accordance with Staternent 34,
Capitalization of interest in accordance with State-
ment 34 would be based on actual interest rates on

outstanding debr 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 mcluded & cost of
equity ﬁ'mds.

B4. 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 reasomable
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

. ampunts are acceptable substitutes for the amount

of interest that would be capitalized in accordance

with Statement 34 and 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 f inancial reporting purposes.,

Imercompany 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 pro-

719

FASTI




FAST1

_cess, fiture revenues in amounts approximately
equal to the intercompany transfer price 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 recogrize 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 o 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, The regulator’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 undepreciated amount will be included
inthe jinvestment on which a return is provided as an

allowable cost. Those respondents noted that ARB -
51 did not require elimination of intercompany

profits on sales to regulated affiliates.

86. The Board concluded that intercompany profits
on sales of assets to repulated affiliates should not
be eliminated in consolidated financial statemients if
the transfer price is reasonable and it is probable
that, through the raie-making process, future reve-

_nue approximately equal to the transfer price will
resuft from the regulated affiliates use of those
assets. In view of existing regulatory practices, the
Board further concluded that the transfer price
usually should be considerad reasonable if the price
is accepted or not challenged by the regulator that
governs the regutated affiliate. Otherwisef reason-
ableness should be considered in light of the circum-
stances. For example, reasonableness might be
judged by the return on investment carned by the
manufacturing or construction operations or by a
comparison of thé transfer prices with prices avail-
able from other sources.

Other Specific Standards
Accounting for Income Taxes

87. In the past, enterprises generally have not pro-
vided {or 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 allocas
tion of income taxes to achieve a proper “matching”
of revenues and expenses. Those respondents indi-
cated that a provision for deferred income ‘taxes
does not achieve a proper “matching” if rates to cus-
tomers are based on taxes currently payable. In that
situation, the income tax expense should be

FASB Statement of Standards

recorded in the future periods in which the taxes
become payable and the regulator grants a resulting
rate increase. Those respondents alse noted that
Concepts Statement 3 concluded that deferred taxes
computed under the deferred method that is pre-
scribed 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
Opimion 11 when the Board may reconsider that
Opinjon 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 assst—-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 Boa.rd members believe that the general
standards (paragraphs 9-12) would require 2 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 texes payable at
that time, the enterprise also would record an asset
in an amount egual 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 that any possible benefits of commencing
to record deferred income taxes and an offsetting
asset at this fime probably would not exceed the
cost. Accordingly, if rates are based on income taxes
currently payable and it is probable that income
taxes payable in future years because of net reversal
of timing differences will be recovered through rates
based on income taxes payable at that time, this
Staternent does not permit deferred income taxes to
be computed or recorded in accordance with Opin-
fon 11. However, it does require disclosure of the
cumulative amount of timing differences for which
deferred income taxes have not been provided.
Approximate amounts of cumulative timing dif-
ferences can be estimated without the complex
calculations reguired by Opinion 11. That informa-
tion, together with the disclosures required by Opin-
ion 11, should help users in estimating the possible
future income tax and rate effects of those timing
differences, The Board will reconsider its conchu-
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
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their view, users might atternpt to estimate unrecor--

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 Bodrd beljeves that it is important
to disclose those costs which have to be recovered

“ from future customers through future rates.

- Other Specific Accotinting Matters '

Recovery of Cost without Return on Investment

91. The Discussion Memorandurmn 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 retirn on the unrecov-
ered cost during the recovery period. That issue was
intended to elicit comments on whether the capital-
ized costs shoukd be carried at the present vahue of
the amount to be recovered 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 real-

ize a remarn on the unrecovered cost during the.

recovery period. Thus, many of the responses did
not address the valuation of the resulting asset. .

{
02. The Board concluded that capitalized costs not
related to a tangible asset provide a measure of an
intangible asset. Generally accepwd accounting
principles do not necessarily require the carrying
amount of an intangible asset to be its discounted
present value, nor do they necessarily require an
enterprise {o 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 rcqm.remcnt 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 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 usuaily 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
requires creditors that agree to forego interest on
outstanding loans to disclose the amounts of non-

earning assets included in the balance gheet. 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
pericd should provide sitnflar disclosure and, thus,
added the requirements of paragmph 20,

Accawmhg Jfor Leases

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 would be classified as a capital lease under the
ctiteria of Statement 13. The Discussion Memoran-
dum asked for views on the economic effests of that
regulatory treatment and how to account for those
effects. -

96. A number of respondents indicated that the

- classification of a 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 by the regulator.
Also, they observed that, over the term of 4 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 over the term of the
lease. In their view, régulated enterprises should
tlassify 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-
play consisting of amortization and interest would
mislead users if the regulatory process based rates

. on tental expemse. im their view, regulated

enterprisas should classify leases in accordance with
their classification for rate-making purposes. The
Board concluded that such a view focuses on the
mechanics of the rate-makinig process rather than on
the economic effects of the process. This Statement
requires that regulated enterprises account for the
economic effects of the rate-making process: it does
not attempt {0 portray the mechanics of that process
in financial statements.

98. The Board concuded that the nature of the
expense elements for a capitalized lease (amortiza-
tion and interest) are not changed by the regulator’s
action; however, the timing of expense recognition
related {o the lease should be modified to conform

- with the rate treatment., . Thus, amortization of the
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Teased 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 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,

Reveriue Collected Subject to Refund-

9. In some jurisdictions, regulated enterprises are
permitted to bill and collect requested rate increases
before the regulator has ru!ed on the request. -

100 Some respondents opposed rcducmg net
" income 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, manage-
ment could not take the position that some portion
of the requast is Likely to be disallowed without pro-
- viding the regulator a possible basis for disallow-
ance. Other respondents supported application of
the loss contingency provisions of Statement 5 to
those rate increases, They indicated that utilities
usually can predict the outcomé of a rate 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.

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

- Refunds 10 Cusranm

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
Staternent 16 for other adjustments applicable o
prior periods, or accounted for as pnor penod
adJustments

103, Some respondents ppposed applying State-
ment 16 to utility refunds. Most of those respon-
dents 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, bacause the financial statements would
not accurately reflect permitted rates of return,

' FASB Statement of Standards

trends, etc. They also noted that current ear
conld be.reduced to a level at which existing
nants or state regulations governing investmer
certain institutional investors could preclude 1
sary financing.

104, Respondents who favored applying State

* 16 to refunds indicated that the regulatory pr

does not introduce unique econormic .effects
warrant different accounting. In their view
arguments supporting prior period adjustmen
regulated enterprises are the same arguments
were made by unregulated enterprises before !
ment 16 was issued.

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

/106, The Exposure Draft would have requiret

closure of the pro forma effect of refunds o
income of each period presented, compute
though the refunds were retroactively record:
the prior periads in which the revenue was o
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 users are interest
two aspects of refunds. They are concerned &
the impact of the refund in the vear of the ref
and they also are concerned about the effect ¢
refund on trends of permitted earnings. Nt
prior period adjustment nor current income cl
provides al! of the needed information. The B
concluded that users’ needs could be satisfied b
closure of (a) the effect of the refund on net ins
of the current year and (b} the years in whicl
refunded revenue was recoghized.

108, In making its determination, the Board
sidered whether the amount disclosed should b
of relaged taxes. APB Opinion No. 30, Repo
the Results of Operations, prohibits net-of-tay
closure of unusual or infrequently occurring i
that are not extraordinary items. The Board
cluded that users would not be confused by a ne
tax disclosure of the effect of refunds.
understand that refunds oceur from time to tir
public utilities—and they are concerned with th
effect rather than the gross amounts refun
Accordingly, the Board concluded that ref
should be disclosed net of their related tax eff
Based on comments received and its deliberat
the Board decided that a narrow amendmer
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Opinion 30 for utility refunds was justified. How-
ever, the Board's action is lirited to utility refunds,
and it is not intended to otherwise modify or ques-
tion the raquirements of Opinion 30.

Rote Making Based on a Fair Value Rate Base
109. Some state regulatory commissions use a “fair

value rate base” for determining allowable returfi
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 vatue in allowable cost; rather, depreciation is
based on historicat 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, Virtualty all respondents opposed the use of
fair value in financial statements. Respondents indi-
cated that fair va.lue 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 -

fimits 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 velue but recovery of cost is based on historical
cost, the fair value of the assets should not be recog-
nized in general-purpose finandial statements. The
Board did not need to address the accounting inpli-
cations if & commission were tO use fair value to
determine both recovery of cost and return on capi-
tal invested because that practice currcnt.!y is not
used by regulators.

Acqudsition Adjustments

112, A number of respondents to the Exposure
Draft asked the Board to address accounting for
acquisition adjusments. Those adjustments are thé
differences between the amounts paid for an
acquired wutility and the acguired utility’s book value
of its assets and Habilities, Those respondents indi-
cated that utilities do not have goodwili because a
utility cannot realize excess profits. 'I‘hus, they con-
sidered the example of goodwﬂ] in Appendix B
unnecessary.

113, Opmion 16 describes how the amount paid ina
business combination is allocated to the assets
Obtained and the labilities assumed. Acquisition
adjustments are values in excess of book value of

- identifiable assets obtained, valuation adjustments -

applicable to Labilities assumed, or goodwill or a
combination of those items. Opindon 16 does not -
allow another possibility. The example of account-
ing for intangibles in Appendix B of thig Staternent
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 Spec:lﬁc
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 that judgment is needed to determine the ade-
quacy of available 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 1o 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-
¢luded that costsshould 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 previously incurred 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
application of this Statement will involve accounting
for the effects of regulation that have not been
accounted for in the past and revising previous
accounﬁng that was not in accordance with the pro-
visions of this Statement. Those changes are not
expected to cause changes in the methods or ifi r.he

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 companies to determine how the Statement’
would affect them. The Board agreed that the pro-
posed effective date could causé 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 similar. Accordingly, the Board con-
cluded that comparability would be best achieved if

this Statemerit 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
Draft urged the 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.

120. Retrorctive application of Statément 13 was .

delayed to permit affectad enterprises time to work
out any resulting problems, such as indenture cove-
niant 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 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 of unregulated enterprises under State-
.ment 13, Retroactive application of Statement 13

FAST . _ FASB Statement of Standards

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

121, The Addendum t¢ APB Opinion 2, issued ir
December 1962, outlined the general approach that
has been used for accounting by regulatec
enterprises. On November 18, 1977, in response t¢
requests from the Acting Chief Accountant of the
Securities and Exchange Commission and from the
AICPA’s Accounting Standards Division, the FASE
initiated a project to consider the effects of rate reg:

_ ulation on accounting for regulated enterprises.

122. An FASB' Discussion Memoerandum on rah
regulation was issued on Decernber 31, 1979, Th
Board received 197 letters of comment in respons:
to the Discussion Memorandurn. In May 1980, th
Board conducted a public hearing on the jissues
the Discussion Memorandum, Twenty-four individ
uals and organizations presented their views at th
two-day hearing. -

123. An Exposure Draft of 2 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 pre
paring the Discussion Memotandum and in pre
paring material for Board consideration during tt
course of Board deliberations eoncerhing this Stat
ment. The task force included persons from tt
investment community, industry; public accountiny
academe, and regulatory authorities. )
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