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• i . ^ u M : f - i N U M M A R Y ^ - y ^ ^ ^ i * • 

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

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

For a'number of reasons, revenues intended lo cover some costs are provided either before or after the 
cosls are incurred. If regulation provides assurance lhat incurred costs will be recovered in the future, this 
Statement requires companies to capitalize those costs.Jf.current̂ recoyery.js,provided for costs that are 
expected to be incurred in the future, this Statement requires companies to recognize ihose current receipts as 
liabilities. i' • ^ 

: This Statement also requires recognition, as costs of assets and increases in net income, of U'O types of 
allowable costs that include amounts not usually accepted as costs in the;presenc accounting framework for 
no'nregulated enterprises, as follows: . 

' If rates are based on allowable costs that include an allowance for the cost of funds used during construc-
• tion (consisting of anicquity component and a debt component},,the company should capitalize and 

increase net income by the amount used,for rate-making purposes—instead of capitalizing interest in 
•accordance with FASB Statement No. 34, Capitalization 0/Merest Cost.. 

• • If rates are based on allowable costs that include reasonable intercompany profits, the con ĵany should 
not eliminate those intercompany profits in its financial statements. ' • " 

Pending completion of the Boards current project on accounting for income (axes, ihis Siaiemem con­
tinues current practicesofmost utilities with respect to accounting for deferred income taxes. Accordingly, if 
the current'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 ihose timing differences. 
However, the company should disclose the cumulative net amounts of timing differences for which deferred 
taxes have not been recorded.... ,'. . . . „ i ,

: . . ; ... 
This Statement may require that a cost be accounted for in a.different manner from lhat required by 

another authoritative,pronouncement. In that.case, this Siatement is.to be'followed because it reflects the 
economic effects of the rate-making process—effects not considered in other authoritative pronouncements. 
All other provision's of that other.authoritative pronouncement apply to the regulated enterprise. 
: .This Statement clarifies ihe application of certain other authoritative pronouncements, whiclvis expected • 

io result.in/at least two changes in general-purpose financial statements of certain public VUlities. First, 
expected refunds of-reveriue collected in.prior years will be charged .to income in the period isi which those 
refunds-are first- recognized. Second, leases will be classified (ns, capital or operating lenses) in accordance 
with -FASB Statement.No. 13;' Accounting for Leases, as amended. Because Statement 13 fcas not been 
applied by some utilities in the past, this Statement provides a four-year transition period before retroactive 
application of leasê apitalization is required. Statement 13;provided a.similar.transition period for unreg-
ulaicd enierprises. ci ': '•*. . -. -. .. . •• 



FAS7.f FASB Statement oi Standards 

Statement of Financial Accounting Standards No. 71 , : 
Accounting for the Effects of Certain̂  Types of Regulation , 

CONTENTS •< - . r - . . • u : : - - . .; 
:-: • . • . .1: . , . '•• . ; •;; .7 . .vi(!;::i,Ki\ Paragraphil 

• , . - o f . . , . i > -'-;';* Numbers 
Introduaion. .y , 1 — 4;i 
Standards of Financial Accouming and Reporting:-'' -• • •,:?> "'"tj v. . 

• •' Scope •• ; • • •• . ' ..."-'•••.v.'; ' .:.5—. '8 
General Standards of Accounting for the Effects of Regulation.....:;...:... .-.: 9-r-.-l3-
Specific Standards Derived from the General S t a n d a r d s . • . . - . 14 .̂17..; 

• Allowance for Funds Used during Construction', .'.'.v: .-.:'.. . i : : ; • -IS; 
Intercompany Profit 16—.,17'i 

Other Specific Standards '• •'• 18-— 20 
Accounting for Income Taxes •• . . . . . . ':.<. 18. 
Other Disclosure • .•• • • • • •'• - 19—-iO.-
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INTRODUCTION 

1. Regulation- of an enterprise's prices (hereinafter 
referred' to as rd(es) is sometimes based on the : 
enterprisê  costs.*Regulators use a variety of mecha-. : 
nisms to estimate'a regulated enterprise's allowable 
costs,1 and they allow the enterprise to charge rates 
that are intended,to produce revenue approximately 
equal to those allowable costs. Specific costs that are 
allowable for rate-making purposes result in reve­
nue approximately equal to the costs. 

•

most cases, allowable costs arc used as a 
s of estimating costs of the period during 
1 the rates will be in effect, and there is no • 

intent to permit recovery of specific prior costs. The 
process is a way of setting prices—the results of the 
process are 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 expense 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 lhat will result from the rate-making 
process), or create liabilities (future cash outflows 

'•The mm allowable COSIS'M used throughout this Staument to refer 10 all costs for which revenue i i intended to provide recovery. Thote 
cost! can be actual or eiiimaied. In that context, allowable costs include interest cost and amounts'provided fcr earnings on share­
holders' investments. 
^Coplraliit is used in ihis Siatement to indicate lhat the cost would be recorded as ihe cost of an asset. That procedure is oflcn referred 10 
as "deferring a cost." and the resulting asset is sometimes described as a "deferred cosi." 

that will result from the rate-making 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.is reimbursable under.a' 
cost-reimbursement-type contract:.-* •• 1 .v.:;i 

4. Accounting .requirements .that are ..not directly 
related 10 the economic effects of 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, 
that those accounting requirements conform with' 
generally accepted accounting principles. For exam­
ple, a regulatory authority may order an enterprise 
to capitalize2 and amortize a'.cost' that would be 
charged to income currently by an unregulated 
cmcrprisc. Unless capitalization of that cosi ls> 
appropriate under this Statement, generally 
accepted accounting principles require the regulated 

• enterprise'to charge the cost to income currently. 

STANDARDS OF FINANCIAL ACCOUNTING 
AND REPORTING 

Scope 

5. This Statement applies to general-purpose 

Accounting.forth&Effects'.of-. 
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FAS71 

external financial statements, of ,80, enterprise that, 
has regulated operations that meet all of the 'follow-
in8^na:,.,,^ ^ 

aVThVenterpriseV^ -j 
•'Vpro'ducu'provided; "to'jts ĉusiomerS âre i 

• ^ Mtablishetf approval by; an j 
r independerit', thir&party regiijator ,6r! by. its .own \ 
/goyer ning. bdardi empowered by statute'or coi£; 

^. tract to establish rates'that'binil customers.?" 
b, The regulated rates are "designed to 'recover .'the • 
^specifi? enterprise^costs!of providing'the'regu-/ 
v.' latedsemces'orpr^uc'tsi'':,t,.:i, "''{' '• '"'.i 
t. .In view of the demand for, the' regulated'services t 
''Yor products and the.leve! of competition','direct | 
,'. and indirect';',!.! is reasonable to assume t'hat rates \ 
j : set'ai teyek that'w^ 

can'be.'char^ fromciistomers!-
j'.,;This..criterion:requires' cohsideration̂ of 'anti'ci-i 
' 1 paud'ehanges' in levels' of demand 'of 'competi- J 

..tion". during 'the ".recovery '"period'i'for' any 
'"capitalizedcosts."..'''''" < .• 

6. If some of an enterprise's, operations are regu­
lated and meet the criteria of-paragraplv 5;''this 
Statement shall be'applied to only that portion of 
the enterprise's operations1.- "--•<'.: . > •• 
•:>.•'.: ; > : : , • •:) .•-.•.:..,:!»;.;.„ ' . - l , . J i . ' : i t i l j j : : i ; ,v • •: 

7. Authoritative accounting pronouncements that 
apply to enterprises in general also apply to regu­
lated emeiprises. However, enterprises subject to 
this Statement.shall:apply it instead'of.any conflict­
ing provisions, of istandards:'in-. other, authoritative 
pronbunoeme'nts.̂  '.•:';.'.fi'Lit n ^ v : ' - ' • ! • : . . 

8. .This Statement does nol apply to accounting for 
price controls that, a^mppsed ,,by governmental 
action,, in .times, of emergency, high .inflatipjn,. or 
otherS.unusual, conditions;;''Nor j does "it cover 
.awptiming for cpntracts.infgeiieral. However̂  if;the 
.ierms..of.a contract between.an enierprise'a'nduis 
customer, are subject.tQ.regulation'and the criteria of 
paragraph.5. are met with.'respect to that'contract, 
.this Statement, s^ l apply, j ,'. f 

General Standards of Accounting for the Effects of 
Regulation .̂';','i'.'_'.',!V.' '. 

9., R'aie.actidns of. a'regulator can provide reason-
able. ̂ 'urance'l of' the' existence' of .'an.'asset. An 
eriterprisê 'shail 'capitalize ail or parf'of an incurred 
cost1 ithat,would otherwise be charged to expense if 
both'of.the'fpUpwingcriteria'aremet:' 

a. -, it is probablê , that.future revenue in an amount 
.at least,ftjiial to. the'capitalized cost will.result 

' I frb'm.inciusjpn of [hai('cost in.allowable costs for 
^ r̂ate-m '̂ing.purposes.' 
b. Based.pri available evidence, the future'revenue 
, \wijl be'prpvidcd to permit recovery of the pre-
. vibusly. incurred'cost ra'tHer't'han to provide for 

expKted levels of similar future costs. If thereve-
....nue.will be provided through an automaiic raie-

adjustment .clause," this criterion requires that the 
... regulator̂ intent clearly be'to permit recovery of 

the.preyip'usty incurred cost. 

10̂  Rate'̂ iipns'of a regulator 'can reduce or climi-

W H S p U ^ ^ i u U ^ Whether Jhe'asset'. 
been'Impaired.shall be judged the same as for 

enterprises iii general. ' "' ' 

11. .Rate actions of a regulator can impose a liability 
ori'a regulated emer'prise. Such liabilities are usually 
bbligatioris'to'the enicrprisc's customers. The fol­
lowing are the usual ways in which liabilities can be 
imposed and the resulting accounting: 

,• 1 ' i ' : !i\'r,,"-ju,('.:. :.• .• . • 

a. A'r'egulator may require refunds to customers.7 

RefundsHhai meet the criteria of paragraph 8 
(accrual, of loss contingencies) of FASB Statc-

i : — ~ — r r — r r : n !, •.u>;iiii- ; .. 1 .. .,'•„ 
; .'The appropriuie struciure for selling accounting nusiiiurdi for siaic and local governmcniai units h currcnily under divcusiion. The 

FASt! is proposing no change with resjKci to.thc applies bility or use oflts pronouncements in the governmemal area until lhat maftei is 
resolved. i ^ • • " i ' . ^ . : ' .';.:.•:• • 
F̂or example, a regulator mighty authorize a regulated cmcrprisc to incur,'a'major'research and ikvclopment cost because ihe co'si is. 

expected 10 bencfii future cujtomers/The regulator might also dircci thai cost (o be" capi i allied'and amortized as an allowable cost over 
r- jhe period ofeupccted bencfii. If the erlieria of paragraph 9 of this Siatement.w'eie mei; the emerprise would capitalize ihai cosi even 
i;.though FASD Staiemeni N6,,2; 'Accountini/or ftrsenrch andDevtlopment Cosls, requires such cosis to be charged to income currently. 

Stalemcnt 2 would 11 ill apply 10 accounting for other research and developmem com of ihe regulaied enterprise, as M'ould Ihe disclosure 
requiremenis ofSlatcmcnl I . -• - - • ' * t 
'•?Arilncurredcost is "a cosi arising from cash paid out or obligation to pay for on aequife'd asset or service, a loss from any cause thai has 

'. been sustained and has been or must be paid for" (Eric L. Kohler. A Dlaionory/or Aceounionis. Sih cd. [Engiewood Cliffs N J • 
J^™ii^H!ll.Jiic..-]97J], 5.2J3). l-.r^,- .!; ' . , . ,: , .,1.-;.;. , . ' 

fef• •* ?- t , u n d i e a n ̂  P a ! d "»'he customers who paid ihe omijuiils being refunded; lyiwever, they are usually provided' to current cuslomers by 
j i i j i reducing curreni charges.- - . . . .i; ,-. .-!.;;;- .,-;;̂ |,. .,,1, .„, 1 , : : f ; - • , ' < ( • ' , . j , . . " . 
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ment'No. 5, Accounting for Contingencies, shall 
be recorded as liabilities and as reductions'of rev­
enue or as expenses of the regulated enterprise', 

b. A regulator can provide current rates intended to r, 
," recover costs that are expected to be incurred in ] 
.' the future with the understanding that if those • 

costs are not incurred future rates will be reduced t 
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 i 
not yet expended for the intended purpose,8 the \ 
enterprise shall not recognize as revenues; 

'* amounts charged pursuant to such rales. Those •' 
amounts shall be recognized as liabilities and ; 
taken' to income only when the associated cosis < 
are incurred. I 
A regulator can require that a gain or .other ' 

' reduction'of net allowable costs be given td cus- • 
tomers over future periods. That would be • 
accomplished, for rate-making purposes! by = 
amortizing the gain or other reduciion of net 
allowable costs over ihose future periods and: 

' ' reducing rates lo reduce revenues in approxi- \ 
mately the amount of the amortization. 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'nor 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.1 

expected to result. 

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

B^illustratesf^^jpMgBg 
? J i ; ' 1 ' p •ac^untingIfo-s*,*° 

T 
Specific Standards Derived from the General 
Standards 

tsfindardsinrf 

mm 

Allowance for Funds Used'during Cdhstritctidn''''' '-0. 

15/ In some cases.'a regulator requires ah enterprise 
subject to itf authority to capitalize, as. part, of the 
cost of plant'and equipment,"the cost of financing ' ^w 
construction W financed paf'Uaily'by'bbrTO^ngs 
and partially, by 'equity.'%\computed 'ihter«t;COst y:* 
and a'designated'cost "of equity funds are capital- .-
ized, and net income'for''the .current period Is : 
increased by a'corresponding amount.' 'After/the 
construction is cqmpletedj'the resulting capitalizetl ; 

cost is' the basis 'fdrdepredatipnand uiiredoyered..:^ 
investment for rate-making purposes. In such'cases, 
the amounts capitalized'for rate-making purposes as" • 
part'of the cost of acquiring the assets shall be cap!- - • 
talized'.for,financial reporting purposes' Instead of 
the amount of interest that'would be capitalized In 
accordance Wh FASB.,Statement,N6V34,'Cop//(i/-',' 
ization of Interest Cost.'* The ;ihcome slatemenl • 
shall include an item of other Income, a reduction of i f v 

interest expense, or both, in a manner.that indicate! 
the basis for the amount capitalized'.'".'.w y.-Sfy 

.'Kir.::;, .,. -r: . U : I P ^ ' - I ™ 
Intercompany Prpjifl0. ... . f... ^ . .y -fjSj 

••!•;.'.•:, !• ".• ..w.mZ.^' 
16. Profit on sales.to regulated affiliates shall not 
be eliminated in general-purpose financial state- '•'?§ 

. ments11 if both of the fpllowing criteria are met: / 
a. The sales price is reasonable.'̂ .. •..•>.; .> . - . ' i ; ; ^ ' - ' ) ^ 
b;:;]t is probable that/ through1 the rate-making pro- :•. 

cess.-future revenue approximately equal to thCv;̂  
sales price will result from the regulated affiliate) ' 
use of the products.., • ;• 

17. The sales priw usually shall be considered rea­
sonable if the price is accepted or not challenged by 
the Regulator "that governs the regulated ;'af filiate.. 
OtHerwise," reasonableness' shall 'bc considered in 
light of the circumstances: For example, reasonable-
ness might be.judged by .the-return on investment ' 
earned by the manufacturing or construction opera- ^ 
tions or by;a comparison df-the'transfer prices with i'<ji 
prices available from other sources. 

Other Specific Standards . 

:Accounttng for Income lixes. 

M&ccpunUngf^ 
. Certain Types of Regulation 

FAS71 

. !(?>.»' 

..,t»: 

^The usual mechaniim used by regulaiors fat ihis purpose if (o require I be/ejuls led enterprise to record the anticipated cost as I j'abfl'T • 
in its regulatory accounting records. . ; • , •.Jn/.n-mr:'-' 
'statement 34 requires capitaliiatlon of imerest cost on certain qualifying assets. The amount capitalized is the portion of the Inteiw j L 

cost Incurred during the period that theoretically could have been avoided if the expendiiuret had not b«n made. . •'. ^ j ^ l - t i g f . 
"htie ter m Intercompany pro/it Is used in this Statement to include both profit* on ules from one company to another within i eomafti 
dated oi affiliated group and profits on sales from one operation of a company to another operation of the »me company. -'• 'iVAjylfg., 
1 1 ARB No. SI, Consolidated Financial Statemwii, requires that profit on sales of-assets remaining in the consolidated group tie e l tel^ 
nated In consolidaled financial staiements. APB Opinion No..18, Tht Equity Methodo/Accounilng/or InvtsimntsIn CommonSnt£$t 
effeaively extends that requirement to affiliated entitle* reported on the equity method. -. . >.'• ; ' • ' ^ ^ i ' 

^ " t^For'refunds.'that'.are" m 
fe>f'' qthef, than 'the. period, in whic '̂.the'.reiataj' revenue 
U f' w'M'rec'ognizBi.and that have.a.inaterial'effectlon 
ff;':"- net inconje, the enterprise shall disclose the effect on 
'^"^t'jtyconK.widjindicate the.'years in; which the 

} ̂  retat̂  revenue'̂ asTecognizaJ. Such effect̂  may be' 
:;!-; disclosed by'; including it, net' of related 1 income 
j;^-'toes/as a line jterii In the income'statement. How; 
l*'"' tyef, that item .shall'̂ bt be presented as an 'pxt raor-
^ dinaryitem,'';'.,",".' '. .'.'.'„ 

p.'.. 20,', In so/rie MSCS,.^' ie'gulator"ip'ay'permit' an 
;,. enterprise to include {^cdst'that'wpuldbechvg^to 

.•t. expense.by an unregulated'enterprise.as ari alipw: 
k}'; able cost over a'period pf.'tlmc.by.amprtijing' that 

i cost fqr rate-making'purposes'; but''trie,re^iatp'f 
' j ^ j " ^ include'the ̂ ru-ecpycred amount injhVrate 

base..' Tlia't'procedurc does riot provide a return .on 
5r inv^ti^epj.during^th^ 
I ' of such major costs is'prpvided' withqu't a retiif n.'on 

investment during „the .'recovery/; penodj 'tlie 
enterprise shall:disclose" thc-remaimng amounts, of 

£ iucti (usets'and the remaining' recovery period appli-
•k cflble'td'tiierh:;-•'''•••::•:":••v:;:':':••̂ :: '̂V••"V::•,-̂  -Vvi"'.: 
K -:•••••'.*.;••• :;. •̂ '̂-;.i.̂ :•••̂ :.̂ ^T^^V«r..••',';J!,*v•:1!/̂ ':'•̂  

Amendments, to, Existing Pronouncements 
y. , - i&j: (.':;« , . : : . .; ;, . '• '.- .. 

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

.:;E£f«Uve;'Date.and Transition 

.22. This Statement shall be effective for fiscal years 
beginning after December 15, 1983; Earlier applica-

,. tion is encouraged. Accounting changes.adopted to 
.;ltcdnfornj to the provisions" of this.Statement shall be 

applied'retroactively, except that: / 

a.V.Previously issued financial statements shall not 
. be.fcstaied .fof changes in accounting for 
'.-..'refunds, 

b. Leases for which ihe'inception13 is after Deccm-
ber.31 ,.1982 shall be classified in accordance with 

.:" FASB Statement No. 13, Accounting/or Leases, 
,' in financial.'stntcmciiis commencing with initial 

' . application of this Siatement. Leases for which 
" .the'inceptipn.of the Irase'is before January' 1, 
.y.̂ BS.may be "classified as.they would have been 
.• 'classified before this Statement was issued .until 
.̂ .fiscal years beginning after December. 15, i986. 
'''"Co'mmencin'g 'no laier.thari thS first fiscal year 

beginhirig after December .15.jj,986, those leases 
;'shall be, retroactively' classified in accordance 

. j with'Statement 13 as amended. 

•'-.;! '•'•*J . :'-...'J;''- • - • . f . 
23.'. If leases are not retroactively classified in accor-
dance'̂ th.Statement 13 in financial statements for 
fiscal years'beginhing after December 15, 1983 and 
before December 15, 1986 as permitted by para­
graph 22(b),lessees shall disclos; the amounts of 
addltional'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 Slatement is first applied, 
the ̂ financial'statements shall 'disclose the nature of 
any' restatemeht and its effect on income before 
extraordinary items, net income', and related per-
share amounts1.4 for each year restated; If retroac-
tiye'".^^^^^!^ of all years presented is not 
practicable',, ihe financial statements shall be 
restated for as many .consecutive years as is'practica-
btej-and'ttie cumulative effect pf applying this State­
ment shall .Be included in deteriri-*ing 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 iri which this Statement is first 
applied.,'(See paragraph'20 of APB Opinion No. 20, 

I l i ^ i i i ^ 3 j ^ m ^ A ^ i y i . n > v 
f . llrhc incep(lop of a lease ii defined In FASB Statement/to. 23. tnctpilon of the Itast;. 

effect on related per-share amount* need not be disclosed if the.entef prise does not disclose'earnings'per sharcf 
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Accounting Changes.) The effect on income before in which the cumulative effect is: included in de^ 

Accquntlng for.the.Effec^of 
Types of negubtion FAS7i 

The provisions" of this Statement need \ 
not be appliwJ.to Immaterial Items; V 

TT^—~ ; ' — : . ^ r - ! ' ! . - ^ : ^ ; ^ ' ^ : , ; • .v?"1'".:. 

as it exists today does not provide the neceSarv • W ^ P ^ 6 for finandal 

^^ndards in this Statement 7 ^ . ^ ^ to â owable but imputed 
^o^onahecreaTonofanasse tbya^- S ^ S S ^ * ^ ^ 0 ^ ! 

lator require, at a minimum, an «dusi« m n S = ^ ^ ^ ^ S ^ T * ^ ^ ' 
to deliver goods and services for which demanrf k ^VY' r 5 ™ ^ p m n a n l > ' . k r c a i i s e he does: -

s^ces must be necessities and that no alternative r S ^ J S l ^ ^ • 
goods and smtces exist as competition. Further, the entemri5 ,11 S S T S t̂erpnsc. by reqwnng the .. 
creation of long-iived assets retires assurana h a S 1Tfafl ? t " !? C U S t 0 m e r S ( p ^ i " 
ihe regula.ory environment J l remain unchanwd Y 0 P i - 0 n , h < ^ v e r « r e «n* w . ' 
for long periods. The nature of assets c r S bvl seU;. 
regulator (future amounts rieivableTorn cus duT rom ̂ ^ ^ ^ f ^ ' ^ ? ^ -
tomers) would appear to require assurance that the T ^? t 0 m7?' R e d u c t l 0 I « ^ future rates-dB',': 

delivered to customers, and the customers will oav n w * * ^ ' ^ U C U O n S m f u t l i r - c r a t e s d o 

decreed rates. Mr aoci l ^ T ^ Z Ss fh I i T " ^ to 

me regulaiors can provide such a s w s"Vth S i £ ^ % ^ • ^ ^ • 1 ^ W

( • I , 0 l b C i n 

industries to which "this Statemem isTkely t b ^ £ ^ ^ ' O f course, a'suffil 
applied. Because of. those beĴ fs Mr. BtoJk con S ^ ^ ^ ^ ^ ^ ^ 
eludes that (he race-makinR oroceLVhoM hLl L , S.lorecogmzelmpalrnient'of assets':-'- -^ ' 
bearingonpnncip.s^rS,^^ c o ^ ^ ^ ^ f ^ ' 
recogmnon.. Those principles should be the'same for ^ ^ v » J S ? l m i J f ^ I f I ^ u , a t o r ^ 
rate-regulaced enterprises as they are for unregulat SSS ^nablystablerates^threai; 

^Enterprises. «nr^ujat often sporadic, economic, events/.'the effects •of 

M l , Block further beiieves that the assets created • if and then t h t S S f ' i r 
Regulation under this Statement are merely Sure « S v i l ? * • T f y f ™ " ™ 1 ' I n S e , , i n *' 

accounts'receivable for future sal« Wh fe S, f! £ ^ m a y , n d u d e a : P r o v ^ ^ non'̂  
opposed torkog^ng su h e c ^ b l ^ t ^ o t i ^ ^ ^ . ^ . ^ W e . ^ - b u t that.does ' 
that APB Opinion No 21, f n t ^ Z ' t o i S E S l ^ l ^ r a - ^ ' ' ^ ^ ' 
and Payables, requires discounting of W ^ d ^ f S S ^ ^ 
receivables on which there is no stated interest rate ^ S n t h T ? ^ ' " j Z ^ ' P f t * o r ! , m e I h e 

or t h e ^ r a t e is unreasonable. S u s , ? n ^ ^ T S ^ T ^ ^ ' ^ - S U t ^ l > ^ • 
if such receivables are to'be reooanized disco , S St ^ prov.sions for nohtnsurance' included in 

a I m a r k e t r a i « o f r e t u r n l K ^ u J r 8 S S ^ ^ ^ y ^ . 0 V ^ f : 
Mr-Kir^ntstotheissuanceofthisStatement ac 6 r S y ^ f f i S ^ ^ ^ ^ ^ ' 

because he believes- the immediate increases "in S t o ^ ' ^ f e f u ^ S f P T r ^ : ' • 
income resulting from the capitalization "of "(W .° f P ? s 3 I e . f H t u r e r a t e Actions do ' 
imputed for eqtfity f J s I T t Z ^ S n s ^ u S o n Z S l ^ ^ ^ ^ ^ " ^ ^ • 
(paragraph. 15) and intercompany prof t ™ S ? c S ^ ? t o ^ ^ ^ " ^ t ^ " f ^ $ 

fr" r Accordingly, hea2rwstWu - P " * amount. income'chnV,)̂ ;• • P 0 1 * 0 1 ^ recurring charee m 

1^- "̂ V." Donald J.Kirk.'v . .M • .. ' . " V ' ' ' ' " ' 
>!•• Chairman •••.' : JohnW.March Chairman 

Frank E; Bl6bk 
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w. FASB Statement No. 43, Accounting for Com-' 
pensated Absences. Delete paragraph'3: " 

x. FASB Statement No. 49, Accounting for Prod- '• 
t/ct 'Financing Arrangements. Delete' para- • 
graph 7. _ •:- •' • yr 
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by Cable Television Companies. Delete para-: 
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z. FASB Interpretation No. IS, Accounting 'for ' 

Income Taxes in interim Periods.' Delete para-
. graph 4. 
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bb. FASB Interpretation No, 25, Accounting for an 
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Appendix B 

APPLICATION OF GENERAL STANDARDS 
TO SPECIFIC SITUATIONS 

27. This appendix provides guidance for applica­
tion of this Siatement to some specific situations. 
The guidance docs not address all possible applica­
tions of this Statement. AU of the examples assume 
that the enterprise meets the criteria 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 materia). The provisions of this 
Statement need not be applied to immaterial items. 

. i . • 

28. Specific situations discussed in this appendix 
are: • , . . 

ahgible assets . 
Accounting changes 
Recovery of costs without return 

on investment 
Early extinguishment of debt 
Accounting for contingencies 
Accounting for leases 
Revenue collected subjeci to refund 
Refunds to customers 
Accounting for compensated absences 

Intangfbfe Assets 

Paragraph 
Numbers 

29-30 
'31-32 

: 33^-34 
35-37 
38-39 
40—43 

.44—45 
46-47 

" 48-49 

continually evaluate/the period of-amortization.to;;; 
determine whether later events'and-circumstances .J 
warrant 'a revised •'estimate 'df' the'-useful life- and :> 
whether the unajhor'Uzed cost1 should be reduced sig- n 
nificantly by a Charge' td;ihc6me: •For-rate-making.fi 
purposes, a regulator may permit' an ''enterprise'-to-u 
amortize purchased ''goodwill/over -'a'-specified 
period. Iri other'cases^a'^Cgulator may-direct ant 
enterprise'hbt-'to'-amortize1 goodwill'acquired in'a i 
business'conibihatioh'after October, 30,1970'Or to-'I 
writeoff that goodwill/:' -i ••• j.'-::., y.b 

30. ' l f the regulator permits'the goodwill to-bei: 
amortized 'over a specific time 'period'its an allow-1 

able cost for fate:making purposes', the regulator's.-
action provides reasonable assurance of the, .exis­
tence of an asset (paragraph'9)'.'The goodwill woiild 
then.be amortized for financial reporting purposes 
over.the period during which'it wilLbe'allbwed for 

: rate-making purposes. If thij; regulator excludes 
•amortization of goodwill from allowable "costs for 
rate-making purposes, either by not permitting, 
amortization or by directing the enterprise'to write" 
off the goodwill, the value of the goodwill may be 
reduced or eliminated (paragraph 10). If, ihere.is no 
indicaiion that theVnbrtizatibri. will be alibwed in a.' 
subsequent period, the goodwill would be amb^tiz«t, 

for financial reporting purposes.-and..continually 
evaluated.to deterniine'/whether .tli,e\uham6rtize<J.' 
cost should be reduced significantly by a.charge to' 
income in accordance with Opinion IT. ' ' " ' ' '.' " ' ' 

Accountlng.Changw\_*,l;,;i'"'i
s'.,,,!:'!,--f

 ;. 

31. Opinion 20 defines various types:6f accounting; 
changes'and establishes guidelines: for. reporting: 
each type.'Other authoritative''pronouncementsJ 
specify the manner of reporting initial application of; 
those pronouncements;"- '•"j1; =:-•!•.;'• '.•••.'r-'nu 

Accounting for the1 Effects of 
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29. Opinion'17 requires that the cost of an intangi­
ble asset acquired after October 30, 1970 be amor­
tized over the shorter of its estimated useful life or 
40 years; That Opinion also requires that a company 

32. If a regulated, enterprise changes accounting 
methods and the.change does: not .affect costs that 
are allowable fpr.rate-making;purposes, the.regu. 
lated enterprise.would.apply, the change in the same 
manner as would' an, unregulated enterprise, iQapi-
talization of leases with no income stalemcnt.effect 
(paragraphs 40-43) is an example of that type of 

. change. If a regulated enterprise changes accounting 
methods and the change affects, allowable cosis for 
rate-making purposes, the.change generally would 
be implemented in the.way that it is implemented for 
regulatory purposes;:A change in the method of 
accounting .for'Tesearch;and development ĉosts, 
either from a policy of .capitalization and amortiza­
tion to one.of charging:those.costs to expense'as 
incurred or. vice versa, is an example of that type of 
change. ;'' .;. '•,: . i . ' ' 

Recovery of Costs without Return on Investment \ • 
•'• (Hi..-, . v ! . , < i ; ( l , v ; i l j , . , . , ^ ^ 

33; 'In ;Mme casesl-a regulator;may approve rates-
.that are intended to recover an incurrid cost overman' 
extended', period! without.** return' oh' the unrecov-" 
ered cost during the recovery period.' ..•.( ' :.•;;,•.'; >•, ;.• 

34. The regulator's action provides' Jeasonabi' 
assurance of the existence of an.asset (paragraph 91 -
Accordingly, .the regulated enterprise would capital-
W ^ l J a ^ . a m . ° r . t ? « - ! t . o v e r the period during, 
which tt..wll',be J l o w ^ for r a t i n g p u ^ S 
That..cpst woud n9.t.be,TOded'at d i s c 0 « 
present value,Jf.the;amoums;arVmatOTai; the dis­
closures specified in paragraph io'.of this Statement 
would be furnished. . • . . . . , . • „ . . 

|^^(ingi^ijmCT(oif :^ C'i-

35. ' Opinion 26fr^u'ires'rec^iiiidn in income of a 
9 , ? - 9 r ^ . on;S&.eMlyatmguishmerit,bf debnn 
tlie penod in ^hich the. debt ̂ ^extinguished; For 
rate.mak!ng;pu|pose31,.the difference' between'the 
enterprisê ^net ^ y j r i g jajriount 'of tKe:extinguisHed 
debt ^ t t h e . W u M ^ p t e ^ V ' a m w t i a a 
as, an •adjustment''^ interest expense ' W some 
•future period.. : , 'v •, - < . 
v y ! i ! . m -iViiVir;:: ^(i; -,-i:<.v.:»,..;.-/. 

M. iHhh'dcbl isVea^uired foran ^ W i n ' e x c a s 
of the enterprise^ net carrying amount, the"regula? 
tort decision to increase future rates by amortizing 
ihe difference for rate-making 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 aJlowed for rate-
making purposes. 

37. If the debt is reacquired for aii amount that is 
less than the enterprise's net carrying amount' the 
regulator,̂  decision to reduce future rates by'amor-
lizmg .the difference for rate-making purposes 
imposes a liability on the regulated enterprise (para­
graph U(c)). Accordingly; the enterprise would 
record the .difference as a liability and amortize it 
over ihe period during which permitted rates will be 
reduced. .... 1 • • , 
Accounting for Contingencies, ., 

38, Statement 5 specifies criteria for recording esti­
mated,Josses from loss contingencies, A regulator 
may direct a regulated enterprise lo' include an 
amount.for a contingency in allowable costs for 
rat^makin^ purposes even though the amount does 
^ » , ^ e , c r i t e | i i i ' . o f Statement's'fbr re&fah'g ' : ;"' 
For:>6[^pIel,.a.(-egulatb;; may^direct a regulateti'''" 
wiferproe fo •mtfycfccM.^oum fotrepal^: of "* 
expected future uninsured storm.damage.- , - •' " "*' 

39. Lif the regulator requires the enterprise to remain 
accountable for :any amounts "charged pursuant to 
such^ater and not yet expended for the intended 
purpose^.the resulting increased charges to: cus­
tomers create a liability (paragraph 11(b)). If a cost 
tO'Tepsumstorm •damage is,not subsequenfjy 
incurred, the increased charges will have to be 
refunded to customers through future rate reduc­
tions. Accordingly,- the regulated enterprise would 
recognize, the .amounts charged pursuant to such 
I^^-¥.^biii,Ij«.rather than as revenues. I fa cost to 
repair storm damage is subsequently incurred, the 
enterprise would charge'that cpst to expanse and 
reduce ,thc:Iiabiiities.at -that .time, by recognizing 
income.in amounts equal to the cost. ' , 

'' :I.-'.'H.- ili.i 

Accouniing for.Leases . , , -

40. Statement 13, as amen'dedVspecifics criteria for 
classification of leases and the metiiod of account­
ing for each type of lease. For rate-making pur-
poses.,a lease may be treated as an operating lease 
evep though the .(ease would be clai'sTicd as a capital 
]ease;under the criteria of-Stalemcnt 13. In effect 
the'amount .'of-the (ease"paynient 'is included in 
allowable •costs , as' rental expense in the period it 
covers. •';," i . 

••'•'•\''- I'm,. u~r.;-A . ' . i 

41; Tor finaridal'reporting'purposcs, the classifica­
tion of the lease is not affected by the regulator^ 
actions. The regulaior 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 eqiial to the combined 
amount of. the capitalized (eased 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. 
fated enterprises would classify leases in accordance 
with Statement 13 as amended. 

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

 5 

43. The Board; notes that generally accepted 
a ^ . n . H n 8 erinciples do not require interest expense 
or.^ortizatiofi'df leased assets'to .be'classified as 
.sepmteit'em^man'income'siatemerit. Forotmpk 
thc.amqunts.pf,,amortization o f capitalized leased' 
nuclear, fuel .and imerest" on.the relat«l lease'obliga-
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tion could be.combined with other, costs and dis­
played as I'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 R e f u n d . . ' " , 

44. In some cases, a regulated enterprise is permit­
ted to bill requested rate increases before the regula­
tor has rilled on the request. • - • !• • 

45. When the revenue is originally recorded. the cri­
teria in paragraph 8 of Statement 5 would determine 
whether a provision for estimated refunds should be 

icrued as a loss contingency. That provision would 
, i adjusted subsequently if the estimate of the 
refund changes (paragraph 11(a)).i6 

Refunds to Customers 

46. Statement 16 limits prior period adjustments 
(other than those that result from reporting 
accounting changes) to corrections of errors^jjyj 

B ^ & ^ f i f f i M f f i ^ and adjust­
ments related to prior interim periods of the current 
fiscal year. 

Accounting for the Effects of 
Certain Types of Regulation 

FAS71 

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. accnial,(paragraph 8.of. Staten 
ment 5). If the amounts, are materiali the disclosures; 
specified in paragraph l^.of,this' Statement woultt 
be furnished. |- . • 

Accouniing for Compensated Absences '• 

48'; Statemem,43;s^ries'OTieria'for accrual of'ti 
liability 'for;',empipy '̂''̂ Qmpensatio1h for : future, 
absences.' For 'ratê makin̂ purposes;' compensation' 
for employees'"absences:may 'be included in allow-1 

able costs when the compensation is paid. 

49. The liability, if any,; woiild be accrued in accor^ 
dance with Siatement:43 because rate'actions of^he 
regulator cannot eliminate obligations that were not 
imposed by the regulator (paragraph12): By includ­
ing the accrued compensatibn.in'future allowable 
costs on an as-paid basis, the regulator provides rea^ 
sonable assurance of the'existence of an asset. The 
asset'is the probable future.b'encfit.(increased rcv£ 
nue).that ^vill result from;the.regulatory treatnient 
of the subsequent payment of th'e liability (para­
graph 9). Accordingly, the enterprise also woiild 
record the asset that results from the regulator's 
actions; •.--''"•:;-':;::"!'; '•V, ^/-^ • 

i ; 1 ' 'J- i i JT l i l i . 

l-vJlr...";.: 
'-' h:> i'Jfr 

4 
. r i , ' ) • 5 •'n 
•.} •,11. 

'% 

1 r; i 

• \ 
.\ 

•1 •1 

1 
% 

"A 
'f. 

.'i 
1 

make 

SimtlMl/, If ihe rtngt of pouiblt refund Ii widt and ihe kmo'urit of ihe refund cannot be reaionably cilimalcd,'there may be * queitlon 
about whether It would b« mlilesding to recojnlie the ptoviilonal revenue Inereaic at Income!.: iHif. .'.-JVi.'i'iiiij Uu.'-. ^'^'/jil.O 

AppendbtC; I . ... ';V .- l:.-:̂ .:i.-..-:v.; ."\';.'-.<- ,- • , ..... 

^ASBFORCONCUJSIQNS;.^^ i-'r^.-i^rX 

.CONTENTS .• / " t k ^ ! ^ ' i - r ^ ' . ^ ' -. ik . . •"' •• 

•'.H.l::.-̂ .y..% u'-~ I-J/!>--.-^l ;̂:'V ,-..^,:iv '.rti-:::;:.,..i,'' • . • ' ; • • . . • Paragraph 
. :. •"•'Vi; >••' '•:<•' t.ijr!/,;: • ^ • , , - ' - - \ > . . : : ; ! ; . . . : • Numbers 

•InU-oduction;; . ; - . . . . . . . . : , i ' , : i , \v ' . - , r ,v .^ .:• ,.•:;..::,.,,.•,„,.,. •. . 50 
•Relationship.of Regulatory-Prescribed Accounting to ' i ^ SK^';;1 ;..(: •-••x-, .. -v' 

;- - Generally Accepted Accounting Principles. ••; .v.s.Vi-. •.:•.( . . - . . 51— 55 
Economic Effects of Regulation ; . . \ .-. ?{. 56— 59 
Scope .- - .-. 60— 74 
General Standards of Accounting for the Effects of Regulation :..: •' 75— 80 
Specific Standards Derived from thdGeneral Standards \ . 81— 86 
.. i.-;.Aliowance.for Funds Used during Construction . . ','..."'.-;!;.'. 'V^/V.':. ':.'. ;' -82— 84 
•..!:-.-.Intercompany,Profit .* .vi';;.-..'. •.•;-.•.. ! ' . ' ' , ; ' . , ' i ' ' . - . ' ; ' ; : ' . ' . . . " . • 85— 86 

. O t h e r i S p e c i f i c S t a n d a r d s . . ^ , . • ; . . . l \ . y . ; ! , ) ' : \ . . . . •87— 90 
n.. • Accounting'for I n c o m e I t a e s " , . . . . ... . ' . . . ' : . ' v . . ' ; 87— 90 
Other.Specific Accounting Matters^ v.^.'.:.. .',*."-. . ; ; ' . : ; ;V. Y.'S'.':'", . ' . . . . . .'.' 91—113 

Recovery of-Cost without Return on Investment : >.;.,.';:''.. . . / . 91— 94 
•••M-ti Accounting for L e a s e s . ' . ' , . . . ? . .U-. 95— 98 
r,:y:. Revenue Collected Subject to Refund. . . . . . . : , 99—101 

; Refurids;to Customers ,,.> .•. . ... .....", . ...j v ' . . 102—108 
! ::; -Rate Making Based on a Fair Value Rate Base '....,"."... ..y!./.'.'.,. 109—111 
j . : : : : . - Acquisition Adjustments .,'.•.'.'.•'>•...,. ...*-..' ,' .112—113 
Evidence. . . . . . ' . : . . ̂ . ' . -X^S ' -Z- '•' 114—115 
Effective Date andjhmsition:. vs.-....-. ...',.'.••..:.' - o . . ' • ....'. 116—120 

AppendlxC ; financial • reporting by rate-reguiated enterprises. 
; '- .Respondents.noted that the function of accounting 

:iv.:. .'• -..ii-id";,:..-.- :f::,!i 'v.i-i'-.-! v - - is to report economic conditions antfevents.. Unless 
BASIS FOR CONCLUSIONS \,y; •.; :,*-. . an accounting order indicates the way a cost will be 
„••:. '. ;.]<;•[;. , : . handled , for^ratermaking purposes, it causes no 
Introduction . ,', .:;'!.• .: Y,..I .•:; •'. .economic effects that would justify-deviation from 
••'-A; '.•):;:: ••: '•w'-i t-, the generally accepted accounting principles applica-
30. This appendix discusses.factors deemed signifi- ble.ub .t)usiness;enterprise5 iii general. The mere 
cant by members of the Board in reaching the con- issuance.pf .an j accounting order not tied to rate 
elusions in this Statement.: It Includes descriptions of treatment does norchange an enterprise's economic 
.the.vafious alternatives considered and the:Board's resources, or ..obligations. In other .words, the 
reasonsi.for. accepting:some;and rejecting others. ecoriomic effect-of regulatory decisions—not the 
Individual Board-.members,;gave greater, weight to mere existence of regulation—is the pervasive faclor 
soiflefactors than to o t h e r s . • ; • . : . ; . > , 'that-.determines.-.the application -of. generally 
: LO;!. : ; ^ : K . - .fi- .'.'.r-i'i.-.-. ..-' i.-^:- .-. accepted accounting principles. - < • 
Relationship of,Regulatory-Prescribed-Accounting- . -*.; . - w - ,. 
to Generally Accepted Accounting Principles^ 53.;.Respondents: also noted that regulatory-
vtiic-n-.f .-••(.. -, i .'.'.r-:: y.\: .f-w.<\:;, i - , , . • ' : . ' • ' : . • i 'prescribed accounting has not been'considered gen-
Mi./The.FASB Discussion Memorandum,.j^cct of erallyacceptediperseinthepast.-.:'' 
Rate'Regulation on Accounting!for :Regutated • rt: ; .-..' i . / . | • .. 
Enterprises,.presented a threshold issue: "Should- .54. Thet-Board- concluded . that, regulatory-
accounting prescribed ,by regulatory, authorities be prescribed accounting should not be considered gen-

' .considered in:arid of itselfi generally-accepted, for. erally accepted per. se, but rather that the Board 
purposes -of financial reporting..by rate-regulated .should specify, how generally, accepted accounting 

• enterprises?":.̂  v i-.-ii;! 'y^\\i^!--/)>-^-i\'.^ w,.;-- - principles apply.in.the regulatory environment. 

• i2;. Virtually- all respondents, tothe .Disqussion 55.-Some respondents to the FASB Exposure Draft, 
Memorandum indicated .that accounting prescribed /lccoun/t>i£ 'for, the Effects of- Regulation of. an 
by.regulatory authoritfcs.should not be.considered Enterprises:Prices:8ascd on !(s Costs,- suggested 

; in and'of itself,genertdly .accepted for -purposes.of 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 to 
obtain the information needed for regulatory pur­
poses. This Statement neither limits 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 reported in general-purpose 
financial statements. 

Economic Effects of Regulation 

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

57. Most respondents to the Discussion Memoran­
dum indicated that rate regulation does introduce-
such an economic dimension in some circumstances. 
Respondents cited the cause-and-effect relationship 
of costs and revenues as the principal economic 
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 a 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 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 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 through 
rates over some future period or is expected to do 
so, the rate action of the regulator creates a new 
asset that offsets the reduction in the damaged asset. 
The' 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 of Concepts Statement 3 for 
an asset-are met. • '•,•<•'• 

59. Most respondents that opposed special account­
ing for the effects of regulation cited the need for 
comparability between regulated and unregulated 
enterprises. Paragraph':! 19 of FASB Concepts~State-
ment No. 2, Qualitative Characteristics of Account­
ing Information, indicates that ". . . the piiipose'of 
comparison is to detect and explain similarities and 
differences." The Board concluded that comparabil­
ity would not be enhanced by accounting as though 
regulation had no effect. Regulation: creates dif-

' ferent circumstances that require different accouni­
ing. ; :•':: •; ' •'. • 

Scope 

60. • The Discussion Memorandurh discussed regula­
tion of. various industries, and it^asked'whether a 
Board pronouncement'should identify specific 
industries that are affected;1 Most respondents indi­
cated- that applicability'of. an FASB Statement on 
rate regulation 'should'-'be: specified: by 'clearly 
describing the nature of the regulated operations to 
which it applies rather than by:attempting to delin­
eate specific'industries.'Some noted that changes in 
the political environment can cause changes In the 
nature of regulation.-rAccordingly, whether an 
industry meets thc criteria" for applicability" might 
change over time. The Board agreed with; those 
respondents and, accordingly, specified criteria that 
focus on the nature of regulation rather than on spe­
cific industries. ' •.•.•!\.\ 

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

62. The first criterion is'the existence of third-party 
regulation. That criterion is Intended to exclude con--
tractual arrangements in which'the government; or 
another party that could be viewed as a "regulator," 
is a party to a contract and is the enterprise's prind-
pal customer. For example, the normal Medicare 
and Medicaid arrangements are excluded.fromthe 
scope .of ;: this!:-Statementl'ibecause -'they:'are 
contractual-type arrangements between the provider 
and the governmental agency that is responsible for 

'payment*for services provided;.1- •• . y:Wi v.itf. 
• i':'-" :. M..-.!>vjv!! ; i.v-yvv.h'A 

63. - Some respondents to the Exposure Draft-indi­
cated that cooperative utilities should be included In 
the:scope of this:Statement.:They'observedJhat 
some cooperative utilities' rates are subject to.third-
party regulation, but otherŝ  rates are set by their 
own governing- board.'/.The governing:board'; Is 
elected by the members 'of the cooperative,- and it 
has the same authority as-;an: independerit; third-
party regulator. In their viev/j the difference between 

cooperative utilities, that are subject to third-party 
regulation arid those that are not does not justify-
different accounting. The Board agreed with those 
respondents;-'andvmodified'.the. first'criterioh to' 
include': enterprises^ with; rates'established, by their 
own governing board providing- that^-board is' 
empowered by. statute, or • by .contract 1 to-.establish 
rates that'bindc'ustdmers.--.c;,;;.-jV; '•. •••[•^••C-
• • ' ' i ''.'• . : . '.-/•V -̂ -.V . -'•'. ; '•'"" 
64. A number of governmental utility respondents 
to the Exposure Draft asked that goyernmental utili­
ties be included:within.the scope of :this.Statement.. 

' They- rioted that 'many:goyernmental:utilities.hav'e 
been guided by the:same accounting practices and 
standards' as investor-owned.utilities in their general-
purpose financial statements.'and they expressedithe 
view that users' emphasis on comparability supports 
continuation'--of1,t.hat1:practice; In their-view/.the 
Board's decision riot to address goyernmental 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
clude application'iby-governmental. utilities!.with 
rates set by their own governing bowd.' *'..,.; .: • 

65;- The second criterion is that the regulated rates 
are designed to recover the specif ic enterprise's costs 
of providing the-regulated-services or products. If 
rales are based-on industry cbsts-.or some. other 
measure that is not directly.related'.to the-spedfic 
enterprisê  costs, there is no cause-amteffect 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 * 
Statement is not present under that type of regula­
tion. That criterion is intended to be applied to the 
substance of the regulation, rather than its form. If 
ah enterprisê  regulated rates arc 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 grqup's costs, the reguta-
lion would meet-the second criterion1 for that 
enterprise. • " !' • 

i 66.- The last criterion requires that it be reasonable 
to assume that rates set at levels that will recover the 

)f enterprise's costs', carr be charged' to-and: collected 
from customers.- Re'gafUless'of. the actions of..the 
regulator, if the market forthe enterprise's regulated. 
services or products will'not support.a price based 

P otvcost.-the enterprise's rates.%e'at-least-partially 
% .controlled by the-market; Inithat case,.the.cause-
"k and-effect relationship of costs and revenues that is 

the basis for the accounting required by.this State-
i?k ment cannot be assumed to exist, and this Statement 
2>jt w6uId;not-apply.:i ^.'V-'' :--'' : ;'- '•• ' ; " : 

' "' ( i t: V. •>-•••,• ><t >>.,ut:,i-; • • 
''('li-V'/.i.-::..-;MW.':.(•'.'.i~if:->: • 

67. - The Board does not intend the last criterion as a 
requirement that the enterprise earn a fair return on 
shareholders'' investment under all conditions; an 
enterprise can'earn less than a fair return for many 
reasons'unrilateii-to the ability to bill and collect 
rates that will recover allowable cosis.17 For exam­
ple," mild weather-might reduce demand for energy 
utility services.in that case, rates that were 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 coŝ s; rather, they 
demonstrate'the uncertainty inherent in estimating 
weather conditions. ' " ; ^ • ^ • 
l.-. 'tVi;':.',\M i-:-.-.'-.- '• .. '(•' 

68. The last criterion also requires reasonable assur­
ance'1 that-the-regulated environment and its 
economic effects, will continue. That requirement 
must be:evaluated in light of the circumstances. For 
ejlample. 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 the other 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 of recent events, it 
would ever be'reasonable to assume that rates set at 
levels that will recover the enterprise's costs can be 
charged to and collected from custojners. They cited 
recent developments—such as tj;e use of solar 
devices as alternatives to certain energy utility ser­
vices; increasing competition in the telecommunica­
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 not be based on such possibilities 
unless their-occurrence-is considered probable. 
However, changes of a long-term nature could mod­
ify the demarid for an enterprise's regulated services 
sufficiently to affect its qualifying under the crite­
rion of subparagraph-5(c):1- • i ; '" • 
l i ' A - j ' i ' t L ' U N i ' i . ' i . ; . . - - . . ' . i i : - - ! . - . . . 

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 

sA: . : ' . . - j ; i : / ' . . j : , - i : : . , . .•„ : • 

" A i indicated in fobtnoie t, the term oltowabtt cosfs U'uie'd here to include carningtp«rmined on ihareholders' investmeni. 
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controls imposed in periods of unusual conditions 
are.not.expected.tp be applied consistently over aii 
extended .period.-..Indeed, their duration .usually is 
limited by statute. In 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 reimbursi; 
ment contracts arc 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 

itinue beyond the foreseeable future. The, Board 
[ed that other authoritative literature addresses 

'ntract accounting and concluded that it should 
exclude the. general issue of contract accounting 
from the.scope of this Statement. 

c iu t 

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 delinr 
catc specific industries. 

73. .In-view of the nature of comments received, the 
Board concluded that the possible application .of 
this Siatement 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, 

ilication of this Statement is limited to regulated 
rations that-meet the specified criteria for applir 
Tion. 

^ n p , 

•74. In general, rates for services in the health.care 
industry are not regulated based on the provider's 
costs. The federal Medicare and Medicaid programs 
usually.'are applied through a contractual-type 
arrangement (paragraph 62). Some states are apply­
ing comprehensiye,' prospective rate making .to 

• health care providers. In some cases, the rates set by 
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 
haw tc be ccfiSKtered to d&ermine whether the 
Statement applies to the enterprise. 

General Standards of Accounting for the Effects ol, 
Regulation,, ^ i ^ ^ i ^ y p f r . tv^-Ji^i i j^ . : 

75. The Board Mncluded.thatrforgen«al-purpose.;:' 
financial reportuigi'the prindpiU eebn'omic effect'pfi• 
the regulatory;process is to Provide assurance of .the'; 
existence of, ari'iasset.or.evidence of .the diminution/ 
or elimination of the recpyKabilityiof'an'as'set. The.' 
regulator's rate actip'nslVaffect'.'thy regulated-:, 
enierpriŝ 's probablefuture benefits'oUack thereof̂  ' 
Thus,an.ente r̂jse;ShPuld;Mpitali2e a.cost;jf.it ji; 
probable that futurê riwenue,approximately.equal to. 
the cost will result through .the rate-making-process; 
• .-'-. -:• • ,.- -iS'jj'ik.v.-'.-t: V I M : - •H':: , . : , ; ; . ( . -

76. A number of.;respo^dents.to,the .Exposure 
Draft, asked fon clarification- of .the: types, of, costs 
addressed by.,paragraph.9;.;Tltose</respondems'. 
expressed the-,view that, tangible bassets should.-be 
capitalized.based on the.criteria used.tiy.unregulated: 

companies; paragraph .̂should be limited tb 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.iFirst, either historical or projected 
test period costs are used.tb/cbmpute the revenues 
necessary to provide for similar, costs during the 
period in which the.ratios will.be in.force.-Second, 
test period costs are adjusted tb provide for recovery, 
or to prevent recovery of. costs that are, considered 
unusual, or unpredictable. If .unqsual onunpredict-
able costs are not provided for in advance, they may 
be recovered.,afterhtheir .incurrence through 
increased rates provided .for that purpose. In sonje 
cases,- rate orders do. not specify whether cosis are 
(a) included as. normal 1 test:period .costs, used .to 
compute rates that are intended to provide for simK 
lar future costs, or.Qo) 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 incurred cost rather than merely to-pror 
vide for, recovery of higher levels of similar future 
COStS.. ' : / v!f;.. £ 

78. If rates are.designed.tp.ibe;adjusted automati-! 
•cally for changes'inioperatingexpenses (e.g., costs' 
of purchased fuel),. theiregulatorV-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' 1 

usually are'proyided for in' current,irates.:In;.that. 
case, the presumption is'ithat: the.rate increase is' 
intended to permit recovery :pf, similar, future .costs';? 
That presumption, which'would preclude capital '̂ 
ing the incurred cost! can be overcome only if it is! 
dear that the Kgulatoc's intent is to provide recovery;" • 
of the incurred cost. 

Accounting; for the EffectsJoH 
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'A 

• ways:--"-"/ ur. r.hwip,, y W-?.\-j?u 
-m.iJ 'hy>i ;>>:fy ^'MiihoirV <<i; M.".. ^ , 
.•ajjAjjegjljitor^can ô dCTiajcegulated.enterprlse to 
% refund previously collected reyemws.-j ' ^ ; \ . 
.•b;;'A regulator can .provide rates, intended to recover 

:;.[. costs, that;We"'expMt^:itp:be.iincu'ifed',"in"^ 
'j;..."future. Pw^aphsL.38;Md'3? illustrate th^t/po^ 
i---'sibUity.'-The resulting .incrw.^:,ctiarg^"tp\wsr 

tomers are liabilities and' not revenues for the 
enteipris t̂he1<mterpris^ undCTtak«.toi.pr9vid^ 
the services, for which'the increased charges were 

I./'collected, 'and .it ; Is; p i i l i g ^ 
. increased.charges if.thij future cost dô s not 

-:t̂ occur..Thc qbUgadon wiirbe fulfilled.either by 
^..refunding the incr«^edfch'arg^s4hrough.future 

-'rate reductions ô ,by .paiflng.ARfiito 
• ho corcesponding^effeî on ^ 
• resulting increases 1h charges to customers' are 
unearned reyenues/untll they .are earned. by their 

•.'//..use forthe intended, purpose,-. " ' 
c. For rate:making'puiposevafeguIatpr can'recpg-
•-.,.;nize a,gain or .other reduction.of pyeralTallpw-

: j able costs over, a'fperipd.of i&ncjV Paragifaphs 
.35:37 iUustratel'that.̂ pbssibility. By'.that action, 

rj;,the regulatpr obligates,the enterprise.tb:give.'the 
• • gain or.pther reduction of ovefaU allowable costs 

/(Vi'tp.custonierjs by redudng future.rates. Accprd-
}.,'L ihgiyi' the amount of.th'e gain or cost redu"cti6n:is 
j , , the.apprppriate measure of the obligatjon. 

SO: A' number-of; respondents' to 'tlie Exposure 
Draft asked the Board to ĉlarity whether paragraph 
' i l ^ i i . '̂ 'ŝ 'ssed in paragraph' 79(b) "above, was 
Intended, to apply to'costs'such "as nuclear plant 
'd«»mmissioriing costs. pKpr^ssidning costs are 
Incurreci costs in the curroitficcounUng framwbrk', 
Those costs and the related liabilities are imposed by 
regulation' or statute,;' similar 'tq "the /liability to 
restore the Jand after strip mining, :discussed In parar 
graph' 142 pf Concepts'Statement r3.' Accordingly, 
paragraph ! i(b) does riot'address'those costs'."':'.'':', 

" : : ' 7 ( - ' : " : ' ' ' : '. "•' ; ' , ; - - . ' ; - i \ i ^ ' ^ v : . x ' 
Specific Standards be'rived from the General'; 

Standards -•-•^ • :' !^ v.--:"'.; V> !.••••«..•;• .vit:/,: 
.I:'--...-.".•/•<. v . ; > • < • > . : . : . 
8 l;;.The'specific standards derived from the general 
standards.deal-' with;;recognition, 'as.'assets and 
increases in net income,-6f allowable costs that'are, 

, nbtiusually accepted as ihciinred costs in the present 
accounting:framewbrk/;For'the'reasons explained 
below, -thê Board , concluded -that recognition' is 

. appropriate for thosie allowable costs'. However,' the 

*SI.-w; 
.82.': Most respondents to-the Discussion Memorah-

dum supported the present practices -of public utili­
ties in accounting, for the allowance for funds used 
btmng <wnstructioh;:They noted- that the current 
income •>statementi.display reflects:• the,' regulatory 
process used̂ in-.dctermihing the amoun t̂o be capi­
talized and; thus, "aids, the user in undenrtanding the 
regulatory environment. They cited the regulator's 
determinationiof the-'"cost" of equity capital.as a 

• basis for acceptihg that amount as a cost, and they 
nbted:that unregulated enterprises do-not have-a 
sirnilar. basis. :They..also noted that most utilities 
have an-obligation to construct the facilides neces­
sary to provide regulated services. Thus, there is no 
option of not obtaining the required 'funds'or using 
accumulated funds to retire debt instead of investing 
in'constructibh'; and there is no available' "avoidable 
.cost" to "use as the measure of the cost of the funds 
used.-'.-: .>.,• ... . , : • : 

83. Respondents who opposed present practices of 
accounting for the allowance for funds used during 
construction indicated'that the cost of equity funds 
should be excluded, from that'allowance. Those 
respondents cited paragraph 49 of Statement 34, 
which: states that;!\-:recognition of. the cost of 
equity-capital-does not conform tofthe present 
accounting- framework." However, the arguments 
presented by those'fespondents supported capital­
ization of interest in.accordance with Statement 34. 
Capitalization of interest in accordance with State-
ment 34 would be.based-on actual interest rates on 
outstanding debt arid limited to the total amount of 
interest-cost; incurred during, the period. In most 
cases,---the effect-bn net income would be similar to 
capitalizing an-allowance that included a cost of 
equity funds.''- ':'-';. ~-y • . . . 

• • i : ^ . : : r . ; : . . . . . . . ; . - . 

84. Some Board'members believe thrft the allow-
ances for funds used during construction, computed 
under current; utility; practices,, are appropriate 
measures of the costs of financing coiisiruction and 
that the regulators' -actions*.provide reasonable 
assurance of the existence of assets that should be 
measured by. the amount on which I'ates '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 34 and:that, absent a change in regu-
'latoryipractices .̂the^cost-Qf a change in. those 
accounting-practices-would exceed any. perceived 
benefits.;--The Board'concluded that the amounts 
capitalized for rate-rhaking purposes also should be 
capitalized for- financial reporting purposes: • 

'Intercompany ProJU>•••••:'•'.•' • .-•. 

85. : Most-respondents t 0 t h e Discussion Memoran­
dum indicated,that enterprises should not eirm/nate 
intercompany profits on sales to regulated affiliates 
if it; is probable that, through the rate-making pro-
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ce$s, future revenues in amounts approximately 
equal to the intercompany transfer price will be pror 
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 notyalr 
idated by transactions with outside parties. Accord; 
ing to those, respondents, however, an enterprise 
should recognize profits oh 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: 

aking purposes, the intercompany profits.will be 
ncluded in the depreciation used as an allowable 
cost, and the undepreciated amount will be included 
in the investment on which a return is provided as an 
allowable cost. Those 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 regulated affiliates should not 
be eliminated in consolidated financial statements if 
the transfer, price is reasonable and it is probable 
that, through the rate-making process, future reve­
nue approximately equal to the transfer price will 
result from.the regulated affiliate's:use.of those 
assets. In view of exisdng 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. Otherwise, reason­
ableness should be considered in light of the circum­
stances. For. example, reasonableness might be 
fudged by the.return on investment earned by the 

lanufacturing or construction operations or by a 
rcomparison of.the transfer prices with prices avail­
able from other sources. 

Other Specific Standards . . 
•...1: .• • 

Accounting for Income Taxes 

87. In the past,-enterprises generally have not pro­
vided for deferred income taxes if regulated rates to' 
customers were based on taxes currently: payable. 
Most respondents to the Discussion Memorandum 
supported,that practice based.on the rationale, of 
Opinion 11. Opinion 11 indicates that deferred taxes 
are the result of comprehensive interperiod alloca­
tion pf income taxes to achieve a proper "matching'.1 

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 

recorded'in the'fy'tufe. periods'lip.which, tJie.'taxes ; 

become payable and the .regulator: grants a resulting 
rate increase. Those respondents also noted^that 
Concepts Statement 3 concluded that deferred taxes' 
computed tinder the/defeired''method1'^ 
scribed by Opinion 11' do-riot "meet tlie definition of 
a'liability. They wpr^W'tKe-yiew'that the:B ' 
should ndt'requife' utilities(td"commence.to.'apply 
Opinion IT wheri 'the^BoSrd 'may reconsider that 
Opinionin'theh^futufe.'-'^'!^.'-'' • 

:,.;rr;v"v: i:):. (j.'.fi- ;•. :•;:..::;' ' 

88. " Other-respondeijls;Indicated that deferred 
income taxes should b'e'recbrded in-all cases. How-
ever/if rates charged tb ciistoriiers are based on taxes 
currently payable^the'1 recorded, deferred taxes 
should also result iri an' asset—the futurê  benefit 
that will result from treatment bf the taxes as allbw-
able costs for'reguia'tbry' purposesfin the period in 
which those'tax«!:becomepayaWe.;' ' "'•'IM 

• '.'.i.' • .-A ^-y,.... -.: 

89. Sonic-Board' frieniberVbelieve that'the general-
standards (paragraphs 9-12)'would require a regu­
lated enterprise tb 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 thrbiigh ittes based pn taxes payable at 
that time)'the enterprise also would record an asset 
in ah amount equaJ'to'th'e deferred income taxes. 
Offsetting those-deferred 'jricome taxes'against'the 
related' asset "normally ' woiild 'hot: be - appropriate 
because the asset will be realized through cbllectlpns 
from customers .and ihe. deferred. income. tax?s will 
nbt .be paid to jfte'ci '̂tqmers',^ 
concluded that Wy powible benef it's bf. commencing 
to record deferred Iricome'taxes' aiid an, offsetting 
asset at this. timeVpiplpaJ)ly would! not 'exceed, the 
cost; Accordingly,'if.ra'tes are based oh inebme taxes • 
currently' payable and Jt.is probable' that'jriebnie 
taxes payable iri future years because bf net reyefsal 
of timing differences will be recbyerW.througH'rates 
based, on income .taxes' payable, at that time,", this 
Staienienl'does; not'.penrjit deferred, income taxes.to 
be computed or recorded iri aocbrdance with Opin­
ion l l . Hqwever, it.dpesj.($uire:^sclo^ 
cumulative amount bf timing differences for wliich' 
deferred income taxes have not been provided 
Approximate, amounts of. cumulative timing dif­
ferences .can,,be.estimated without the complex 
calculations required by.Opinion 11 .;That informa­
tion, together with the .disclosures required by.ppin: 
ion.li, "should help users 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 coprse of.its project.bti 
accounting;for income,taxes/ which, was addedtto 
theagendain January!l982...' '. .:'; •^.^;>,;^;•.;•'ii 

. .90.'A .number .of.'.respondents. tp thejExppsur? 
Draft indicated that the disclosures required by this 
Statement would be misunderstood ..by users.. In. 

7. 

-ft 

their view.'iiserS might attempt to estimate unrecor-:-
ded'deferred tax«:as'a-charge to current income'; ' 
The Bbard b'elieves 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 costs1 which have to be'recovered 
from future customers through future rates;:; rv.-:-. 
•y.'.i . v ; . . . . • i ' , , ] i : i : . v i : , 

Other Specific'Accbuntlng Matters-*', ': :: '•:i:-v-: 

Recovery of Cost without Return'on Investment ••, 

1 ; • ' :-"'- ' "' ';' '•••'/'.<'•. •;. •:• 
91/The Discussion Memorandum asked whether 
the'recoverabilitywiterioh for capitalization of costs 
should be based oii'refcovery bf 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 iprovideuates 
intended to-'recover •"an': incurrediicosti:over an 
extended'period without a'return.on the unrecov-
ered cost during the recovery period. That issue was 
intended to elicit comments on whether the capital- . 
ized costs' should'bir;carried -at' the-present value of 
the amount Jo be recovered: in those-cases;-Most 
resjiondents interpreted that issue as asking whether 
ahy-"6apiialization-:of' costs'was''justified .if: the 
enterprise "would recover its cost but would not real-
ize a'Te'turn on the"'unrecovered''cost during'the 
recovery period; Thusi-'hiany of.-th&responses did 
not address the valuation bf the resulting asset! . -

92;-'The Board concluded th'at capitalized costs not' 
related'to a tangible asset'provide a'measure of an-
intangible asset.- Generally: accepted .-accounting 

•principles do-hot- necessarily require'the carrying 
amount of an intangible asset to be its discounted 
present 'value; nor-do they necessarily require j'an 
'enterprise'to consider'a return-on investment'when 
evaluating possible impairment of:an intangible or 
depreciable asset: Accordingly, the Board concluded . 
that it should not impose'such a requirement on reg­
ulated enterprises:"irt::;::!.. .- .!.:'•...• l 

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 aTeturn-bn;investment during the recovery 
••period.i-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 iri question'usually result- from a 
'problem encountered by-a regulated enterprise—an 
- abandoned plant; major-storm damage,'br a similar 
event: For troubled debt-restructurings,'.which are 
•similar'to the'events'iri questioni'- Statement lS 
requires" creditors that'agree to forego" interest on 

'outstanding loans-to' disclose the!amounts of non-

earning: assets included incite 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 similar disclosure and, thus, 
added the requirements of paragraph 20... 
• ^ ^ . - ^ • i v i - : ' " : . ; . . . : ' : . .. 
Accounting for Leases ' -• v •"- • 

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 regulator̂ may include lease payments in 
allowable costs as rental expense even though the 
lease would be classified as a capital lease under the 
criteria of Statement 13. The Discussion Memoran­
dum asked for views on the economic effects of that 
regulatory treatment and how to account for those 
effects... '.-bv. 

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 a capital 
lease, .'the aggregate lease payments are equal to 
aggregat&: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 exister,ce .of probable 
future-.benefits,approximately eqftal 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, regulated enterprises should 
classify leases in accordance with Statement 13 as 
amended. .The Board agrees with that.view. 

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

98.. The Board concluded that-;the nature of the 
expense 'elements-for a capitalized lease (amortiza-
•tion and interest) are not changed by the regulator's 
acdon; however, the timing of expense recognition 
related to the lease should be modified to conform 
with the'rate treatment.. Thus;''amortization of the 
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leased asset would be modified so that the total 
interest and amortization recognized during'a 
period would equal the rental expense included in 
allowable cost for rate-making purposes during that 
period. 'Although :this Statement 'requires'the 
expense elements of a 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 Collected Subject to Refund .• 

99. In some jurisdictions, regulated enterprises are 
irmitted to bill and collect requested rate increases 
fore the regulator has ruled on the request. .': 

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 requests the increase, the increase must be 
supported by'ihe evidence. In lhat case,; manage-
menl could not take the position that some portion 
of the request'is likely to be disallowed without prô  
viding the regulator a possible basis for disallow­
ance. Other-respondents supported application of 
the loss contingency provisions of Statement's to 
those rate Increases. They indicated that' utilities 
usually can predict the outcome 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 hot 
have a unique economic effect that requires special 
accounting for.anticipated refunds of .revenue, 
lather, regulation results in a contingency that 
Wild be accounted for in accordance with State-
'ent 5, the same as other contingencies. •• . •>•• >• 

Refunds to Customers . . . . 

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

103: Some respondents opposed applying State-
menl 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, because the financial statements would 
not accurately reflect permitted rates of return, 

trends, etc.-̂ They.-also .noted thattcurrent earnings; 
could be reduced to a-levcl at -which existing 'cove*, 
nants or.state regulations governing.investments by; 
certain institutional investors could preclude, peces;, 
sary financing.-:;].*;:.:r' ir^i'VtiiT:;:;:,.- . ; 'oriVVj-iii 

;vVJ..^';;*<!io_::y-'-. Mii'it; -i :; ; i ;! ; ' ; : : i 

104. '"'Respondents:wh'o fayored applying Statement; 
16 to.refunds indicated rthat the, regulatory process; 
does not introduce unique ;economic effects that; 
warrant different accounting. In. their view; the 
arguments supporting ;priqr. period adjustments, fcty 
regulated enterprises are the same argumerits that : 

were made by-unregulated enterprises before.Stat&i,' 
ment 16 was issued:"' •-•A 

'•;-'• nii.";i\: :v . i r ;^ ' , ' r " - i . . ' ' • ; • . ; • v r i ' i i f c ' 
105. The Board concluded that regulation does,riot 
have a unique economic; effect .that requires special 
accounting for refunds.! Rather.-'regulation results in 
resolution of a.pr'eyious contingency, that should be 
accounted-for,the-same as resolution of contingen­
cies by:unregulated,enterprises. Reconsideration of 
Statement 16 was not wkhirvthe scope.of this Stale­
mcnt, .•: i ;• ! .vh;.;, -ii'sn-.-h; •.,') v.̂ K'tTJ 

:';;:'. ';);!.'-;,i.-'i:L s:tb\!-ii>.i; r ^.'jalii; 
106. The Ex'ppsure.Draft,would have' required dis­
closure, of.the pro formaieffect'of refunds on net, 
income of.'each.peribd-.presehted,, cpmputcd-ai 
though,.the'refunds..were:TetroactiY6!y;recorded in 
the prior periods .in >hlch'ithe,rcvehue:was,'recbĝ  
nize'd; A number'ofirespq'nderits'objecte<i-,t6:.thaj 
requirement-on-the basis.that;the proposed discloj 
sure indicatesa need for rest9t?nient..'.„,......Viic f^j 

107. - -TheiBoard believes that users are interested .In 
two .aspects of .refunds/ They: are .concerned about 
the impact of .the refund fotbe year of thejefund, 
and. they also arc ;concerned..about. the ;effeetj'qf.th'e 
refund on trends:of perriutted-earnings. Neither 
prior period adjustment .nor current income charge 
provides all of.theineeded.informatibn^The Bpard 
concluded that users' needs could.be satisfied by dis­
closure of (a) the effect of.th'e refund on net income 
of'the'current ijrear and..(b) the years in whichjhe 
refunded revenue was recogmẑ ,..'-;;;,'; v 

108. In making its determination, the Board con­
sidered whether, the amount1 disclosed should be net 
of related:taxes. APB Opinion, No. 20,,Reportlng 
the Results of.Operations,rproiubiis.nct-bfrtaxidifr 

- closure of: unusual' or, infrequently occurring. Items 
that are not̂ extraordinary/items.i.The Board..con­
cluded that users woiild hot be confused by a newrf-
tax disclosure of the effect "of refunds. Usen 
understand that refunds occur.frbm time tq time Iri • 
public utilitiesTrand they are concerned with thê net 
effect rather than thegross-amounts refunded. 
Accordingly, the .Board..concluded .that .refunds 
should be disclosed net of their related tax'effects. 

.Based on comments received and its:deliberatiqm; 
the Board. decided;that - a ,• narrow âmendment. of 

Accquntingjorthe-Effects of 
Certain Types of Regulation 

FAS71 

iad'.*-' 

1 

Opinion' 30"for:utility refunds -was justified^How-
ever.' the Board's action is limited tb utility refunds; 
and It is not intended to otherwise7 modify; or ques­
tion the requirements'bf Opinion 301«'^-•'•'>''••••.•> 

\\ Rate Making Based on d Fair Value Rate Base .. -^ ,-

109. Some state regulatory commissions use a "fair 
value rate basê fqr̂ detenmning allowable • returh' 
on invested capital. Normally,'those commissions 
do,not permit, recoveryrp/. the fai^ value of the 
enterprise's, assets. by. including d̂epreciation of.' the 
fwr;v^u.e'ih; alli5wable c'bstf 'ratHw.'deprqH.atiorî s * 
based on Wstqrî cbst,"The Discussion Memoran'-' 
dum'asked whether that procedure provides' â basis 
for accounting'fo"^^'^!^/^^^^ its'"fair value^iri . 
financial 'siaterherits^epar^ ' ih .a^ ^ith' 
generally.accepted ^ix^u^hg principles,. ^ tl1','..'j' t:*,; 

110. ' yirtuaiiy all'respondents opposied the iise of 
fair value in financial statements. Respondents indi­
cated that-fair Valuê  would'present the enterprise's 
assits'at' an amouririn excess 'pf the recoverable 
amolini 'of Ujbsc isseis'.'Tlie use'of. deprecjatibh 
based ;bn historical/coVt1 fp ,̂' rat'ê makirig' purposed 
limits; recovery.to that historical cbst. Respbnderits 
also rioted 'that'therealized rate bf return based on 
historical cost is hot tiropbrtlbhately'greater in;ju'ris- •' 
dictions that base rates on a fair value'rate base than 
In other jurisdictions; thus, they question whether 

identifiablê assets obtained,.valuation adjustments 
applicable,tq liabilities' assumed,.or. goodwill or.a 

, cbmbination.pfithose items..Opinion 16 does not 
allow.another,possibility..The example of account­
ing-for, intan'̂ bles' in Appendix B of this Statement 
indicates;the appropriate accounting for goodwill. 
Additional'guidanceiShould 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'/ij'iv....... .:.--.•. 

••>>;•'i;'-. .•,'.!;•::'.:• - .J.-J.-1-
' Evidence irhi/li:: >::-!-.\ - '•.•;...: • . 

!14." Severa] issues in the Discussion Memorandum 
'identified types'of evidence that might'be available 
before a'rate'order is received ancl-asked-whether 
each would provide suffident assurance to warrant 
capitalizing costsi' 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 spedfic items did or'did 
not provide' adequate evidence; however, their 
responses appeared to differ based on the regulator 
involved and'-ori 'thcir assumptions about other 
related circumstances.' ' • • !- •' 

^ i S ' i U ! t * ^ ' ' >)>.; fthf^artf^ncluded;tKat'it'.should not 
"^.--''n'1 " j i ' t 'J J l i . 'If " attempt'tb^categbrize'types''of evidence-arid the 

11.. The Board concluded that-if the return-on ^iahcr that'should be basedotvea&: Rather̂  this 
Investment permitted in a jurisdiction is based-on statement''indicates the-'degree ̂ of assurance 

required', ahd'judgment must be exercised to evalu-
ate'whether' that degree'of assurance is present in 
various drctimstances. Iri generali'lhe Board con­
cluded that cq's'ts should be capitalized only if (a) it is 
probable that future revenue in' an amount at least 
equal to' the cost'will result frbrh'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. 

fair value but recovery of cost is based on historical 
cost, the fair value.bf the assets should not be recog­
nized in.general-purpose finandaJ statements..The 
Board̂ did not need to address.the accounting impli-
cations.if a commission.were.'to'use..fair:vaiue. to 
determine both recovery of cost and return on capi­
tal invested .because that, practice currently is not 
used'by regulators., I.'-ILH;!.'..;.-'.:'.!,;,.'; U.* •.'-

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 16describes how the amount paid in a 
business combination is allocated to the assets 
obtained and the liabilities assumed. Acquisition 
adjustments are values in excess of book value of 

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 
accounting that was not in accordance with the pro­
visions of this Statement. Those changes are not 
expected to cause changes in the niiuhods or in the 
results of regulation. V; 
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due 

117: The.Exposure Draft proposed that;the:StateT 
ment,be-effective for fiscal years beginnirig.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 effecdve. 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 
nost regulated enterprises. This Statement is consid­
erably more spedfic than the Addendum; however̂  
its thrust is similar. Accordingly, the Board con-
duded that comparability would be best achieved if 

' . Statement were applied retroacdvely .to" the 
tent 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. Retroactive application of Statement 13-was-
delayed to permit affected enterprises time to work 
out.any resulting problems, such as indenture cove­
nant iestrictions. 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 Bpard also decided that, pending ret­
ractive application of Statement 13,"regulated 

.terprises should furnish the same disclosure as 
is required of unregulated enterprises under State­

ment 13.' Retroactive application'of Statement .13 

should not.affect a regulated enterprise's net income 
or. sliareholders'.j equity.] Thus;,: only, the ;,effect.-.of 
retroactiye(application:.on:thei:balance, sheet;is 
required by this Statement. :̂  .i-n.-.-vV f " i : .v.-i 

Appendix D1"'1 « '-V " y * * ' - ^ - --^ 
! :. : •.»..:-rif. A1,0 i U ^ . J . i V j - . - ; - • •:: 
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121. -!The Addind^'tp-i^B'ppi.nioh.^ 
December l%2','.ou$n& ̂  that, 
has''beeî "usedv''fpr 'accoundngVby?regulated 
ente^n'sK. 'On' Nov^ber lS,:Ji977l

!in'response to 
requests from'the1 Acting! Qiief Accountant' of "the 
Securities'and Eichange'^r^ssidn'and'frbm the 
AICPA's A^qi^tih'gS^dar^'bivisipni'.the FAiSB 
initiated a project'to cbhsiiier the effects of rate'reg­
ulation on accounting for regulated enterprises. ., 

122. ' An FASE 'DismssjoniMembrahd 
regulatiqh' was iMued'bn'!pecember 31, l979.',Tlie 
Board received 197, letters of cbmmeht'inrespbnsc 
to.thif.Discussipn Memorandum. In May 1980, the 
Board conducted, a'pubiic.h^ng'.bh the issues in 
the Discussion Merho^di^.'^erityrfour inqiyid.-
uals and'orgai^tiohs'pr^ht^.thdr viewsWtiie 
twewlay;hĉ hV..',-\V''!̂ .'j"1."';!'.' \'\.',',~!'.'!,,;. 

- : ; . ' ! ; •<*.}: i :;<;.?. ; .v:o^.- ' . i . i-i 
123. An Exposure Draft of. a proposed Statement 
was issued on March.4, 1982. The Board received 
172 letters of comment in response to.that Exposure 
D i a f t - : , : . : . w i . . ( - . ; - . i i i . - . ; ! • . - . 

124. An FASB task force provided counsel-in p ^ 
paring the: Discussion' Memorandum and in pre­
paring material for Board-consideration during the 
course of Board deliberations:concerning this State­
ment. -The,task force; included persons from :the 
investment community, industry, public accounting, 
academe, and regulatory authorities.' -' - "- • •''.••'>: 

, . ..,•.>•.!*- , * : , f l , . - , . - . . ^ 
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Exhibit JAL-18 

COMPARISON OF DLC PURCHASES AND ECAR PEAK PRICES *^ 

ECAR 
COASTAL 'Se AYP '97 1996 1997 

PERIOD 6/1-8/31 6/31-8/31 6/07-9/06 7/04-9/05 

^ Reservation 
Quantity MW 

Term 
Hours (5 by 16) 

MWh 

$32,000.00 
75 

6 weeks 
480 

36,000 

$52,800.00 
50 

9 weeks 
720 

36,000 

$/MWh $0.90 $1.50 (P 
Base energy 

Dispatch energy 
26.1 
26.6 

27 26.29 37.50/(26.32) 
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