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costs are incurred. 1f regulation provides assurance that incurred costs will be recovered in the future, this
Statement requires companies to capitalize those costs.. If current.recovery. is provided for costs that are
expected 1o be incurred in the future, this Statement requires companies to recognize those currerit receipts as
liabilities, ’ ' ) REBRH )

allowable costs that {nclude amounts not usually aecepted as costs in the,present accgunting framework for
et - ' LIREY B S

Accountingfor the Effgcts of " FAS71
Certain Types of Regulation’ '

This Statement provides guidance in preparing generé] purpose financial stalements for most public utili-

ties: Certain other companies with regulated operations that meet specified criteria are also vovered.

“In ‘general, the type of regulation covered by this Statement permits: rates (prices) to be set at levels

» intended 1o recover the estimated costs of providing regulated services or products, including the cost of capi- .
. 1al (interest costs and a provision for earnings on sharehiolders’, investments). .. :

For a’number of reasons, revenues intended ta cover some costs are provided either before or after. the

+

Y foif Codel = €,

* This Statement also requires recognition, as costs of assets and increases in net income, of Uxo types of

nonregulated enterprises, as ollows: R A
i S R S . e e pr e e ‘a\
».~ 1f rates aré based on atlowable costs that inelude an allowance for the ¢ost of funds used during construc- :
- tion (consisting of an:equity component and a debt component), the company should capitalize and v
%+ incrése net income by the amount used for rate-making purposes-—instead of capitalizing interest in ®
" accordance with FASB Statement No. 34, Capitalization of Inferest Cost. , . o N
+ .If raiés are based on allowable costs that include reasonable inercompany profits, the coniany should ’
not eliminate those intercompany profits in its financial statements:” S ' Q’p

Pending completion of the Board's current praject on accounting for income taxes, this Statement con- m‘:\"
tinues current practices-of most wtilities with respect to accounting for deferred income taxes. Accordingly, if 3 &l‘:-
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 g2/
future rates, the company should not record deferred income taxes resulting from those liming differences, §j~ ™
However, the company should disclose the cumulative net amounts of timing differences for which deferred T
taxes have not been recorded. ... ... oot o DO N TR W

This Statement may require that a cost be accounted for in a.different manner from that required by {‘$\
rnother authoritative. pronouncement. In that case, this Statément is.to be followed because it reflects the 12
economic effects of the rate-making process—effects not considered in other autheritative prorouncements. =
All other-provisions of that other authoritative pronouncement apply to the regulated emerprirs‘e. oo
" :This Statement ctarifies the application of certain other authoritative pronouncements, which'is expected I
1o result.inaf Jeast two changes in general-purpose financial statements of certain pubtic U.ilities, First, \7<
expected refinds of reveriue collected in.prior years will be charged-10 income in the period in which those
refunds-are first-recognized. Second, leascs will be classified (as, capital or operaling lenses) iy accordance
with ‘FASD Statement.No. 13, Accounting:for Leases, as amended. Because Statement 13 has not been
applied by some wiilities in the past, this Statement provides a four-year Lransition period before retroactive
application of lease‘capitalization is required. Statement 13:provided a-similar transition period for unreg-
viated enterprisgs. iy Lol L - - e . )
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INTRODUCTION

. Regulation of an emcrprlscs prices (hereinafter

rcrerred to as rafes) is sometimes based oa the :
enterprise’s costs»Regulators use & vanety of mecha- :

nisms 1o estimate'a regulated enterprise’s allowable
costs,) and they dllow the enterprise to charge rates
that are intended to produce revenue approximately
cqual to those allowable costs, Specific costs that are
allowable for’ rate-making purposes result in reve-
nue epproximately equal to the costs.

most cases, allowable costs are used as a
s of estimating costs of the period during

the rates will be in effect, and there is no:

intent to permit recovery of specific prior costs. The
process is a way of seding prices—the results of the
process are reported in gencral-purpose financial
statements in accordance with the same accounting
principles that are used by unregulated enterprises.

ot FREE T e A

that will result from- thc rate- makmg process) [‘or the:
regulated enterprise. For general-purpose linancial:
reporting, an incurred cost for which a regulator,
permits recovery in a future period is accounted for:
like an incurred cost that.is relmbixrsnb!c under.a'
cost-relmbursemem-lype comract R

H " o

4. Accounlmg requirements that arc not drrcctly
related 1o 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
o capitalize? and amortize a:cost that would be
charged to income currently by an unregulated
enterprise. Unless capitalization of that -cost s
appropriate under this Statement, generally
accepted actounting principles require the regulated

H TR

_ L speﬂf ie emerpnse's costs’ ‘of provndlng the regul:f

a,ccqimting#or. the-Effects‘of: -

Certain Types

external financial statements of an, emerpnse that.

- has regulated operatrons that rnecl all of Lhe follow-

1[’13 cntena

1
h_g emerpnscs TAtes: for reguiatcd scrvrces o'rﬂ
| § to”) s Tclsigmers™ are &

Labhshed by or nre subject to approva] by an i

dcpcndent thrrd—pany rcgulator or by.its. owni
governmg “board empowcred by siatute’'oF dor- £

. tract to establish rates'tha bind customers.3
b, The regulaled rateg are dcsngned 10 recover lhc

lated sefvices or. produc(s
c' “Invigw of the démand Tor the regulated semc:s :
lor products and lhe leve) 'f compemron. dlrcct 3

,‘ anq mdu-ect;i I\s reasonable to assume 1hat ratr.s‘

o

ThIS cruerron rcqurres consnderauon of anncn-a'

rrnled changes’in ‘levels’ of demand or compeu-
dunng. rhc iod’” ;

6 If some of an- enlcrpnscs operauons are regu-

lated and meet the criteria of® paragraph 5' 1his

Statement shall be apphcd o oaly th portron of i

1he cmcrpnses operanons. e

B ETHOP I

7 Aulhoruauve accounung pronounccmcnts lhat
apply to enterprises in-gencral also apply to regu-
lated emierprises. However, -enterprises- subject to
this Statement.shall:apply it initead ‘of.any conftict-
I.ng prc_)wsrons :of': standards in-other. authoritative

8 " This Statemeni does not apply to sccounting For
price .controls that_are’ ‘imposed by governmental
ncnon in times, of emergency, high mflnnon. or

‘olhen unusual condmons. Nor does - it ccwer
fecounting. for comracts in, gcneral H0wcvcr. i; the
lerms; of.a conlracl belwccn an enr.erpnse _andrus

customer are SUb]CCl 10, regulauon and the erit
‘paragraph. 5 are met wnth Tespect 1o that con
1his Slatcmem shall npply i

FASH is proposing no chenge wlth r
resolved. Lo

34 ‘ FAS71
of Regulation

s of Accounting for the Effects of

9. ‘Rate sctions of.a. regulalor can ;:rovrde reason-
able assurance "ol the ‘existene’ ol‘ an. asset. An
enterpnse shail capnahze all or par{of an incurred
cost’ that would omerwrse be charfed to expense if

. 8t least'cqua.l 16 the’ capuahzed cost will, result
_ from rncl sgpn ‘of thaL cost in. allowable costs for
rate-makmg pirrposes _’
b Based on avarlablc cvrdence the future’ rc‘-’cnue
) Wl]l be provrdcd ) pcrm:l recovery of the pre-
) v:ously mcurred cost rather than lo provide for
expected levels of similar future cosis. If the reve-
«-nue, will be provided through an automatic rae-
R Juslment clause this cnlcnon requlires that the
rcgula(or‘s iniént clearly bé'to permit recovery of
. the prev:ously mcurred cost,

10 Ralq actlons ofa reg,ulnror can rcduce or chmh

Eomiiohabls s
el beindid
fuliresperion,fUichsondan
tﬁl a“lurg Fff.em” through (h¢ rate-
qs:ordmg th Car 2 ampu

ﬁﬁf{l l;iq” 3“;’%‘1?%“? He'e

o {Mpsieedh. Whether jhe: nsset
Hag been’ |mpa|rcd shali be Judged lhc same as for
emerprlses in genera.l v

i, Rale actrons ofa regulator can rmpose a hab:luy
ona regulared emerpnse Such liabilities are usualtly
‘obligationis.id the cmcrpnsc s customers, The fol-
lowing are the usual ways in which liabilities can be
imposed and the rcsu}t:ng accounlmg

a. Al regulamr may require refunds to customers.”
Refunds:that meet the criteria &f paragraph 8
(accrual of loss contingencies) of FASB State-

N3

AT e
! ’Thc appropriuie srustire for seliing Becounting nundurda for sizle and Iocal mvcrnmcnlnt unils h cumnuy undcr dl\cusuon The
1 Lo rhc np Incabrlny or usc of his pronaupcemeis in the ;overnmrmal area until that mauer is

- enierprise 10 charge the ¢ost to income currently.
. Regulalors sometimes include costs in aliowable .
costs in a period other than the period in which the
costs would be charged Lo 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  Scope
cash inflows that will result from the raté-making
process), or create liabilities {future cash outflows

STANDARDS OF FINANCIAL ACCOUNTING
AND REPORTING

5. This Statement applies to general-purpose

LThe term allowabie ¢osis is used throughout this Statement to refer 10 all costs for which revenue is intended to provide recovery. Those
costs can be aciual or estimated, In that context, allowable costs include Interest cost and ;mounts ‘provided fer carnings on share-
holders’ investmenty.

ZChplm.liz,r is wsed in vhis Siatement to indicate that the cost would be recorded as 1he cost of an asset. That precedure is often referred 10 -

a5 “deferring a cost,” and the resulting asset is somelimes desceibed as a “deferred cos.”

“Fur example, 8 regulator might auhorize a resu!mcd enlerpeise to mcur n rnajor rrscarch and development ¢ost beeause the cost is.
qxpcc(ed 10 benefil Future customers.-The regulnlor might alse dircet :hal :nst fo be'capitalized'and amarrized as an allowable cost over
the penod of cxpccred bcm—ru ll' the crlieria of paruraph 9 of this Statement.weié mel; rhc enterprise would capitalize that cost even
theugh FASB Sraremcn] No, 2, Accounn'ng,far Research and  Development Costs, requires Such costs 1a be charged 10 incame currently.

! Stalement 2 would stlll apply 1o accounrlr\g for ather mcarch and development costs of the rcgulaud enterprise, as would the disciosure
' requirements urSmmncm p ) .

B . . L

; .
AR Incurred eost is “a tost arising from cash paid oul er obligation to pay far an m:qum:d asseror scmu a loss from gny cause that has

been sustained nnd has been or must be pﬂld for™ (Eric L, Kohler, A Dmronaryjor Accountants, 5ih cd. [Englewood Cliffs, N.J.:
: Prenllc: elg” gc -1975], p. 153) o LA 3 i
v ¥ p
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rnent No. 5, Accounting for Conn’ngertcres, shall
be recorded as liabilities and as reductions'of rev-
enue or as expenses of the regulated enterprtse.
b. A regulator can provide current rates nfended to°,
., " regover costs that are expected to be incurred | in
_ the fuiure with the understanding that if those
" costs are not incurred future rates will be reduced : ’
by corresponding amounis. if cirrent rates are ,
intended 1o recover such costs and the regulator ©
requires the enterptise to remain accountable for !
any amounts charged pursuant to such rates and <
" not yet expended for the intended purpose,? the |
_enterprise shall not recognize as revenues ;
" amounts charged pursuant (o such rates. Those -
‘amounts shall be recognized as labilities and *
" taken‘to Income only when the assocwted costs ¢
are incusrred. ¢
c. A regulator can require (hat a gam or other *
* reduction of net allowable costs be given to qus- -
tomers over future periods. That would be -
accomplished, for rate-making purposes, by :
amortizing the gain or other reduction of net
allowable costs over those future periods and:
' reducmg rates lo reduce revenues in approxt-:
‘mately the amount of the amortization.'If a gain
. or other reduction of net allowable costs is 1o be.

et

»e i

15-In some ca.ses. a rcgulator requires an enterpnse
subject 1o jts authonty to capttahze, as part of the )
cost of plant and equlpment the cost of ﬂnanclns
coristrction "as’ t‘tnnnced partially by borrowirngs
and parually by equlty A computed tnterest €Ot
and a’ desrgneted cost ot‘ equtty funds are cap:tal
ized, and ‘net lncome I'nr ‘the, current penod Is':
mcrcased by a correspcndmg a:nount After the
construction is completed, ‘thé’ resulttng eaptmlized
cost is the basis for. de_preenat:on and unrecovered
investment for rate-makirg plrposes. In such cdses
the amounts capitalized for rate-maktng purposes as”
part'of the cost of aequtrlng the assels shall be capi
talized. for fmanctal reporung purposes instead of
the amount of ‘inferest that' would be cap:ta.hzed in .
accordance’ w1th FASB Statement No 34 Capital-",
ization ‘of Interest Cost.% The' income ‘statemen
shall include an item of other income. a reducuon of h
interest expense, or both, in a manner thttt mdjeates.;- %

16. Proftt on sales 0 regulatcd afﬁhates sha]l not I
amortized over future periods: for rate-makmg be climinated in general- -purpose financial stete» '.'5’
purposes, the regulated enterprise shall not ree-" . mcnts“ tf both of the l'ollowmg crltena are met r5-
ognize that gmn or other reduction of net allow- ' S b
able costs in income of the current period.:

. Instead itishall record it as a fiability for future

“reductions of charges to customers that are:
expected 1o result.

L Ehd NG L e il e Lty
a. The sales price is reasonable i s
b.:It is probabte that, through' thc rete makmg pro-
cess,-future revenuc approximately equal to the
sales price.will result from the regulated afﬂlinte%
: use of the products . _5 .
12. Actions of a regulator can eliminate a liability t RS,
only if the liability was imposed by actions of the 1. Th° 531“ P”°° usualiy shall be considered rea-
regulator. s sonable if the price is accepted or not challenged by - b
i the ‘regulator’ that: governs the regulated ’ ‘affilidte,, 3 ¥
4 Otherwise,” reasonabléness shall-be ‘considered-in
light-of the circumstances. For example, reasonablé-"
ness might ‘be.judged by the return on investment #ri%
carned by the manufacturing or construction opera- * £ ‘Z
tions or by:a comparison of-the transfer prices with g
prices ¢ avatlable from other sources. i

LAY

' ' recognized,, in 3 pcnod
|58 other than the, penod in which the related revenuc
B t vf was recogntzed nnd thet have o material effect on

* net fncome, the enterprlse shall dtselose thie efféct on
e net 1nccme and tndicate the. years in: which the
: related revenue we.s recogmzed Such effect may be'

'taxes asa lme item in the incorne statement. How-
= ever, thiat item, shall ot be’ presentcd ds an extraor-
34 dlnary fem, . .

Speclﬂc Standards Detived from the Genera] L
Standards ‘ . s

enterpnse to include a 'cost that \;vould be charged to
| gxpense, by an unregulatcd enterpnse asan al]ow-
able cost over '3 penod of qrne by. nmoruz.mg that
" gost for rate-rnaking purposes, but the ,regulator
Y dosi 1 not include the pnrecovered amount in the rate
;) base ' That’ procedure does not provxde a return on
3 lnvelstrnent dunng the' eoovery penod 16 reqovery
'ol’ such major oosts i§ provxded w1thqut ) retum on
‘~4 lnves‘tment _durmg the . recovery,: ti

OlherSpeclfie Slandards , "-' P

Aeeoumlng far Income Ihxe.r

in its regulatory aceounting records. z " %
9IStatement 34 requires capitalization of Interest cost on cerrain qualifylng assets, The amount capiuli:ed Is 1he portien ol' the lntﬂu Ly
cost Incurred during the period that theoretically could have been avoided if the expenditures had not beén made, .+ .- ',,-_

10 he term tntercompany profit ls used in this Statement to include both profits on sales from eneéompany to another wlthin ' eeud-
Jated or affiliated group and profits on sales from one operntlon of a company Lo another opemion of the same company. - sl

TARB No. 51, Con:aHn'uren’ Fingaclal Statemenis, requim that profil on sales of ssse1s remalnln; In the corisolidated group be ellml-‘)' Ry

swirAceounting forthe:Effects,of
.Certain Types-of Regulation

-dlsciosed by tncluding it, net’ of related income

SEsPemeLiaA
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Amendmenis to, Exming Pronouncements

J-'l IS

i 21. Appendxx A lists ‘the amendments to existing
[

pronouncements that result from this Statement.

Eerctlve Date and 'Ihmslﬂon

\

tatement shall be effective for fiscal years
beginrung after December 15, 1983 Earlier applica-
. tion |s encouraged. Accountmg changes adopted to

ate 3 ,‘conforrn to the prowstons of this Statement shall be

ﬂpplted retroactwely. except that:

a:,,Prcv:ous]y tssued financial statements shall not

" be. restated Jfor changes in eccounung for
rel‘unds.,,“. .

b. Leases for which the :ncepuon13 is after Decem-
ber31,.l982 shall be ¢lassified in accordance with
FASB Staternent No, 13, Accoummg Jor Leases,

“in financial statemeies conimencing with initial
appltcatton ot’ this Statement, Leases for which
” the mcepuon of 'the lease ' is before January 1,
11983 may be clasnfncd as_they would have becn
- classtt'ted before this Staterment, was issued uniil
* fiseal year begmmng after December 15, 1986,
Commenemg na later, than thé first Fiscal year
begmnmg after Decamber 15 ..,986 those leases
lshall b retroacuvely c!asstfted in accordance
o wnth Statement es amended

23 lt‘ 1eases aré nol retroaetwely cta.ssmed in accor-
dance thh Statement 13 in financial statements for
fiscal years begmmng after December 13, 1983 and
before December 15, 1986 as perrmtted by para-
graph, 22(b), Iessees shall dtsclosg the amounts of
addittonal capna]tzed lcased assels and lease obliga-
tions that would be inclueded in each balance sheet

presented if Statement 13 had been applied retroac-
twe]y

24 ln the yeer that this Statement'is [irst applied,

the fmanctal statements shall disclose the nature of
any restatement and its effect on income before
extraordmary items, net income, dnd related per-
share su'nounts’4 lor cach’year réstated:. If retroac-
tlve reslatement of all years presented is not
practtcabte, the financial statements shall be
restated t'or as many consecutive yea.rs as js practica-
ble;dnd the cumitative effect of applying this State-
ment shall be meluded in determ' 2ing net income of
the carliest year Testated (not ncc;ssanly the earliest
yee_r presented) If jtis not practleabie Lo restate any
prior year, thé'tumulative effect shall be included in
né :neome in the year in which this Statement is first
apphed (See paragraph 20 of APB Oplmon No. 20,
+

%Wmtfm i

Aepeatia I Ipegme tax eturny; <

1’The lnceptlon el' [ Ieue is del’lned In FASB Sutemen\ No. 23, .rnetprlon o! the Lem
4 l'|'I'|e erreet on related per- shere lrnounu need nol be dlaclosed if 1he enterprlse does nnl dtsclox eam]ngs per s'hare

effectively extends that requirement to eff'luted entities repotted onthe equlty methud ; e andla

.- 'y



FAS71 "

Accounting Changes.) The effect on income before
extraordinary items, net income, and r:laled_pe‘r-. .
share amounts! of applying this Statement in a year

FASB Statement of SQanqgras

in which the curuilative effect’is'included in deter.
mining that
“that year.'. .

year’s net'income shall be disclosed fo'r :

I

The provisions of this Statement eed °
not be applied to immateral items; ;

IMr.: Sprouge

i o Lo

“This Statement was adopted &y the affirmative voles of four members of the Fii? n'E,la'l _ ééby'n'zing S
dards Board. Messrs. Block, Kirk, and Sprouse dissented. . . - L.l ch Pl

Mz Block dissents 10 the issuanee of this State-
ment, He believes thar the regulatory environment
as il exisls today does not provide the necessary

urance ol realization of future revenues to justify
‘:darsis in this Satement, o

s opinion, the creation of an assst by a regu-
lator requires, at a minimum, an exchusive franchise
10 deliver goods and services for which demand is
insensitive to price. This means that the goods and
services must be necessities and that no ajternagive
2oods and services exist as competition. Further, the
creation of long-iived assats requires assurance tha
the regulatory enviropment will remain unchanged
for Jong periods. The nature of assers created by a
regulator’ (future amounts receivable from cus-
tomers) would appear to require assurance that ‘the
customers will exist, the goods and services will be
delivered to customers, and the customers will pay
the decreed rates. Mr. Block does not believe that
tate regulaiors can provide sueh assurances in the
industries to which ‘this Statement is likely to' be
applied. ‘Because of those beliefs, Mr. Block con’
cludes that the race-making process should have no
bearing on principles for cost capitalization and loss
recognition, Those principles should be the same far
rate-regulaced encerprises as they are for unregulat-

nterprises,
t. Bloek further befieves that the assets crealed -

regulation under this Statement aré merély future
aocounts’ teceivablé for future sales. While he is
opposed 1o técognizing such receivables, he’ notes
that APB Opinion No. 21, fnterest on Recetvables
and Payables, requires discounting of long-tersm
receivables on which there is no stated intérest rate

or the statéd ratz is unreasonable. Thus, in his view, .

if such receivables are to'be recognized, discounting
at masket rates of return should be required,  *-

M. Kirk dissents 1o the issuance of this Statemént

because he-believes the immediate increases 'in
income resulting from the capitalization of " costs
imputed for equity funds used during construction
{paragraph 15) and intercompany profit {parat

graphs’ 16 dnd 17} are not valid reflectiohs of the _

econamics of rate regulation or in accordance with
other. generally accepted accounting principles,
Unidike "other altowable costs, tmputed costs have

135ee foatnate 14,

.3 " Simnilarly, in a formula

to spread..a, gain. on
over some arbitrary period byt
& present obligation, for, the regula

#raphs 11(c) ang 3

jthere is adequate evidence that the rates sa by  re

—_"*‘_‘_*—_______

i
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early exungui._sh_r‘n_enthof_,(_igbp . ey, g!qan.cli_qnqa_..eqtsl,_' plam conversions, and similar
cosis that__ih.a_v,e_,:ogc_qrred [paragrapll % () ar im-
u:rt‘y fun?_s_ {parag(aph 15); and (c}

ppie 2o PIOTIS included in transfer pe
affgflinalcsr@aragrébhs 16 and Lo e o

es ngres that) LG sae o MesST Kirk ang § rouse gl
does agreg ihat; o) the extent that rhgy;pql_i'gi;é,';ljé‘_la‘me&dfnen( :oaﬁf'g;

I that does nat cregte |

ted enterprise to
riou Way that wgild
in the h 8 gair (pars. "

e B i

5:37)...

ihere it eagraph; 19 of this Staemenit thac
e v éai:}s;oz m:ﬁrcost 95 other AMOunt 19 refunds be reported in income nerc;r‘a(:ni:e-‘sgg:i[:u::1 :;
e rered t it ; mcrc_lpbema_l‘{gvegues, . cx!raorc:!i_n-_ﬂh_'uems is unfelated (o the tCenomics of
| ) ‘ - oo (s quasi-receivzzj:jq'ﬁ:% ,g{.gss[cl_u rale regulation ‘ang therefore NAPpropriate, They
o oo b e e A W . : . roperly >e¢.naceason. : . I
ot been inciirred - 1o Mr Kirk's-opinion, even if -, "y measured. by, Al incurred. cost or other -amount; incaﬁ:ﬁ'khb'dldwgléy%p({)e‘émmy om all crke 10
capitalization is'deémed appropriste for financial © jAccordingly, he agrees thay those drcumstances o 1 e o Ot rcr

veportifig purposes, income should not be recog: .

call for capi
» The income relited to allowable but imputed

T
1

8 liability. Indeed, reductions in future rates do not
obligate a regulated enterprise to transfer hésets” of
use them in any way that would not be required ig
the dbsence of those reductions: Of course, a'suffs-
ciently severe reduction In futuré rates might trigger
the heed 16 récopnize impairment of dssfs -
_In.Mr. Sprouse’s view, paragraph by tendsts " -. -
confuse the use of & formula thaf 4 regulator might
properly use to set rezisonably stable rates ithi fea)!
often sporadic, econiomic. evenis, the effects “of
which should'be recoghized'iiy financial statements
If and when they have actually becurred. In Serting
Tates, & regulator may include a “provision for non: .
insuranoc_': amang the gllowable costs, but that does
not créaie a ﬁfcsér‘;l"p!quga.tioq “10" repair unysia)
storm daimage that has fiot et occurred {paragraphs
1), 38, and-39).°1f, a_ve;"a‘:‘ﬁcdod ‘of ‘time* the *
arrib_ﬁr;'té_"ot‘_.ulnquur_cd?los'sc's."&iél Sufficiently lss -
than the “provisions for noninsurance” incliided in
allgwable costs; the TeRUIALOT may reduce or elimi:
Mate ‘future allowed” provisions’ and ‘reducs fates
accordingly. "As” explained’j ¢ previous'pard:
2raph; howevet, ‘possible future raie teductiting dg
not create’s liability; The possibility that sometime in
the'future the régilatdr: might reqiiire cash refufids

APB Opiniori 3,1

. oonflicting:

., Eheesi to,  this,

S

BiTH
Y. 'APB- Opinion
.10 customers o' reduce o eliminate the cumulativé-
“provision for noninsurance” is too rémots ig bi

fmgm‘z“dk”ﬂlﬁabmm-;‘;;,:l- et e
designed to maintain réa
regulatory agency may wis
;.'1"“ PR Vv .]"i'.j

it

met and (b)»"
sonably stable rates,

 ER KN

“paragraph 7.

talizing (s) yr!'uénal_s:ozqm losses, Brop-

This " Statement” 3
Avcounting “Principles

" 2%, Paragraph 7 brovides for thi
applied by enterprises that are subj
Provisions, of other.:
nouncemcnm.;The‘-Board sees

pronouncements. or future auh
i ments. Thap conclusion re
R amendments to existing pron

. H , + ' i :ll X ' :-

. :-AR!-;' No44 (Revised);: pe
- Deggec:auon,:-as'ahwnded :
<8, Statiss of Accgunsing Raseares, pr TiOD:
Pelel_e'paragréphs'a‘ and 9.‘? ek m{”ﬂm-
RB'51:: Delete ' gra

“Investment Creditt Dej

4 paragraph §, deleté the
M industries In ithose  ciy
2. standards described tin
- Premaing in effect) to1A

: l.r APB Opinion No, |
. Delete paragraph 6,
Opinion No,

ACESMaY  ring or even unusual items for'thig special'treatmen,

casts should be recognized when the rates covering ° _Mi”,"?‘f’:{?{r’f‘fﬁ"afdaf Accounting Standards Bogrg. ». - ...

the costs are cliargdd to customers; riot before, - "%, Dol f Kt et ot K
" - Mz Sprouse dissents primarily. ecause he does :. L DO Kirk o7 John W, March Robert T Sorois

not agree with the thrust of paragriph 11 reladd 1o X Fran:;aggr-‘ o  Robert A. Morgag o Raloh & “f'\}'zh t:c
liabilities, He agrees that a regulator,can impose " s wES Ock © A David Mosso e « Walter.

iability on a regulated eriterprise’ by téquiring the ! Abpendix 3 < - - IR AP . .. ]

enterprise to make refunds to its customers (p&r'a‘-':' Lo e L . 0 h. AP OpimGnio Delete the [as]

graph 114a)). In his’ opinion, Nowever, “refynds” * R N e vl of paragraph 3, - € the last two sentences
Involve rgducgio_n_s_lngxlgting'asqqt's—"ci}hercash sets. “ S . ' ' i SN - .
tements or lump-sum deductions from the amounts |, b i I%mgmmr .'r %ig?_g;“e’g’; !T:: 23, Sifmum ing for Income
due from customers. Reductions in future'ratesdgr ;.  + SO YCEMEN A 'j:"APB Opinjon 14 f‘; 'elete paragraph 4,

not “refund” anything and, therefore, do not create. . - YU e 0.'24, Acee

F " Ounting fo
R ;Taxes.-‘D‘e!ete'pa.rAagraph 3o 8 Jor Income

pe;:::ie“z’?d I;;dq?:ildq:m.: -k APB Oplniqn'No. 26, Eargy Extinguishmeny of
_ hustries, to. ”‘Debt.‘ Delete the Iast sentence of paragraph 2,

l APB Opinion No: 29.'Acrburifing Jor Nop.

' irnor'reﬂ:'rry Transactions. In the first sentence fol-

lowing 'subpm-agraph.d(d), delets - the wards

"““applies 1o regulateq Eompanes in eceardane
PE Opinion No, 2,

s Statement 1o be
et 10t instead of
authoritative pro-
N0 need Jfor refer-
n sei_thcr - exlsting
oritative prongunce.

NN Y

" with'the ‘Addendum 1o A

Statemgm S .,,_;:'.cf?x‘-mﬁ'a’f {gr::hglnmfmem Credir, 1962 and

coly

m, FA_SB Statemen; Na, 2

el quites. the following, Res, v Accounting for
existing pronouncements: v 5. . g :grlcf a{:dDeve!opmear CO_?';-_ Delete para.

- n. FASB Statement Ng, 4, Reporting Gains and

Jrom Extinguishmeny g Debr
- Paragraph 7, ¢ of Debr. Delete

0. FASB Statemen; 3, Delete

HEL oo o
) cllm‘ng-Balance.
by APR

Ll . FASB" : paragraph li}. )
the | P RSB Statement No, 7, aecouns
ek .aSI senlence ?f Paragraph Reporiing by LDevelopmeny Stage é;:;_i rg:_‘-d

q. FASB Statemneny 43, Delete

1 paragraph 3, .

. FASB- Statement No. | ;i
0.2 Accounting for. the h 0% Loy, Traoanting by
tte pavant {7:.-: e Debtors and Credrta;s. Jor Troubjeg Debt

Resfrucru'ring.'s‘. Delete paragraph 9,

§. FASE Statement No. 16, Prior figr; g
.16, eriod 4 g
ments, Delete paragraph 9, " a!,rw:f

t. FASB S_latemenl‘No,;ID, Finan:."a!Accounﬁ‘ng

* +84d Reporting by Ojf anef Ges P
. panigs, Dgle;ve‘paragraph 9 ' %
.. F{XSB Statemen; No, 22, C'}:qngér in the Proyy.
siong o,f Lease Agreements Rém!zfrrg JSrom
Rq}j’;ghrrdmgs of Tex-Exengt Depy Delete para.

100 the second ‘sentence. of

words “(a) 10 regulated
cumstances where .the
the Addendum (which
PB. Opinion No, 3 are

6, Busirieis Combina.!'r':én's.
-!-_7. lmang{'ble Assets. Delete

v. FASB Sr.azegnent M. Delete paragraph §.
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FASB Statement ot.Standards
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u
38.:0f the;e‘gtﬁat_or requires the enterprise to remain
accqun;alg!e-fo;:any amounts ‘charged pursuant o
such:ratwar_ld not yet expended for .the intended
purpose,tthe resulting increased charges to. cus-
tomets create a liability (paragraph 1i(b)). If & cost
Ito."repazrrvstorm' ‘damage is pot subsequently
incurred, the increased charges will have to be
refunded to Customiers through future rate reduc-
tions. Accordingly, the regulated eriterprise would

continually évaluate thé period of-amortization to:
detérmine whether later ‘events'and. circumstances &
warrant ‘& revised ‘éstimiate ‘of the“iseful Jife- and
whether the Unamortized cost should be reduced sig- 1
" nificantly by a ‘chargé' 164income. -For-rate-makingn
purposes, a regulator may perrit afi‘enterprise to-y
amortize purchased 'goodwlll tover -a-speeified
period. Iri ‘other ¢ases, " regulator may- direct an‘*_:
enterprise' not-10- amartize  goddwill- acquired in‘a
businéss’ combination' after Ottober. 30,1970.0r- to

w. FASB Statement No. 43, Accounting for Com-
pensaied Absences. Delete paragraph 3. "' %

x. FASB Statement No. 49, Accounting for Prod-
wct Financing Arrangements. Delete’-paras~
graph 7. e .-‘ . ‘. H

. FASB Statement No. 51, Financial Reporting
by Cable Television Companies. Delete para-~
graph 2. e

z. FASB 'Interpretation No. 18, Acedunting for’
" Bicomé Taxes in Inierim Perjods. Deleie para-

[‘{ﬁc‘ol\jerl)f of‘S?s!s withotit Return on Investmeit | -

LR R LI T TR ST

33;=lln"s'omc:céses;"a regiilator: e
1l some’ ‘are ‘may approve-rates-
Ahat ae intended 10 recover an incurred cost over'an:
extenided: periodi without:a return: on'the unyecoy-’
‘¢red cost during the rechvery periad, 1 o/

. R R '

34, The rcgulaton:'s actlon provides reasonable
assurance of the existence of an asset (paragraph 9);.
Agcordingly, the regulated enterprise would capital.

_graph4, - o write off that goodwill/ + ~Jriezai ize the cost and amortize it o i g e amouns charged pursuant, o such
aa. FASB Interpretation No. 22, Applicability of . 77 b. st S vt iy which “W‘]lbeﬂll"w".‘i fé'r:'r;zg-,th'c period during - ratcs.as liabilities rather than as revenues. Ifa cost 1o

. or rate-making purposes,
That cost. would' nol”be recorded 'a_discounted
preses value. If the amiounts are material, the dis.
closures specified in paragraph 20°0f this Siaterent
would be furnished, ™ ‘_p::_ ,:,_'__.ﬁ}:!ﬁsftf‘ll‘gmﬂ)‘l

repair storm damage is subsequently incurred, the
enierprise wgulf!lgharge that cost to expense and
{eduoe .ghe:habmtles.at -that _time, by recognizing
Income.1n amounts equal to the cost. . ,

AR YT (TR TN e,
Accounting for, Leases

TR
el i

30.'1f 'the regulator: permits: the - goodwill to-bern -
amortized ‘over a specific time' period ‘as an allow-*.
able ¢ost for ratemaking purposes; the regulator’s:
action provides, reasonable assurance of the exis-

tence of an assei (paragraph 9). The goodwill woilld

then be amortized for financial reporting purposes

over.the period during which it will beallowed for
: rate-making purposes, 1f the: regulator excludes

- amortization of -goodwill from allowable costs for

Indefinite Reversal Criteria 1o Timing Dif-

JSerences.” Delete paragraph 8. c
bb. FASB lnterpretation No. 25, Accounting for an

Unused Invesiment Tax Credit. Delele para-

,graph 9,
ppendix B

thy o
R

B v

WP sl

R TH
ST T “vev- 40, Statement 1
35. Qpinion 26 Tequires recognition in income of &

ot g T E el s 4 .
Staten +as amended, specifics criteria for

classification of leases and the metiod of account-

ing for each type of lease. For rate-making pur-

gain.or loss on'zn edfly extinguishment of debt ‘in

Accounting for compensated absences_; " 4B—49

Dt

[ntangible Assets

29, Opinion'17 requires that the cost of an intangi-
ble asset acquired after October 30, 1970 be amor-
lized over the shorter of its estimated useful life or
40 years: That Opinion also requires that a company

rate-making purpases, the:change generally. would .

be impleriented in the way that it is implemented for
regulatory purposes::A change in the ‘method of

accounting .forresearch ; and :development . costs, -

either from a poticy of capitalization and-amortiza-

tion to one.of charging:those costs to expense as .o '
“incurred or.vice versa, is'an example of that type of .

change. * ’

arlta SRy
SN T

Accounting for Congiﬁéeﬁdés o :-.

38. Statement 5 specifies criteria for recording esti-

- mated losses from loss contingencies. A regulator

may direct a regulated enterprise 10 include an’
amount.for a contingency in allowable costs for
Taic-making purposes even though the amount does
Bo et the criterid . recOfding,
For example, ,a

enterprise (0 include an ;

e

APPLICATION OF GENERAL STANDARDS rate-making purposes, either by not permitting, DRI a Lt g-eiment ¢ r
TO SPECIFIC SITUATIONS T amortization or by directing-the enterprise to wiite -3 {%féi‘?g‘g%;pﬁf‘“gﬁh-‘tH“.‘?g}n‘f:."r.’“"!wlshﬂii.',l"or poses, & lease may be treated as an operating lease
o T off the goodwill, the value of the goodwill may be B . e'htcrpﬁ'sé‘s'ﬁeigi-fyj 1€ Gllerence belween 'the  even thouigh the |ease would be claisified as a capital .
27. This appendix provides guidance for applica-  reduced or eliminated {paragraph 10). If there.is no 4 debi gnd the reas -mr.}!sie.z»,o.pm of thie exlinguished lea_ss;undgr the criteria of Statement 13. In effecy, :
lion of this Siatement 10 some specific situations.  indication that the amortization will be alldwed ind, B s’ an“adjustin ci'{tq"é F‘.?'.'. price.may be amortized  the'amount ‘ofthe lease”paymient ‘is included in
The guidance does not address all possible applica-  subsequent period, the goodwill would be amdrtized 2| future périod. .+, interest pense over. some allP\}fﬂblql"t_osllsﬁ_gis rental expense in the period it
tions of this Statement. All of the examples gssume . for financial reporting purposes:and  continualiy AR e B . PR coi, ='.-‘;~1‘-- c-c:)‘\:gl:‘s. Sk o - .
that the enterprise meets the criteria in paragraph 5 evalualed to delerming wiiéthet the wnamortized” ;o 36ll;liﬁd ATt T DR I S Ligrrs S M EEREL e e E :
of this Statemeny; thus, recovery of any cost is prob-  cost should be reduced signifieantly by a charge o™ | 2B, fth e debl is reacquired for an amount ingxcess  41."For finaricidl reporting purposes, the classifica- ,
able if thas cost.is designated for fuiure recovery by income in accordance with Opinion 1777 ™" 13! ? % ; enterprise’s net carrying amount, the reguta- tion of the fease is not affected by the regulator’s
the regulatar, The examples also assume that the e e E ,'« ﬁr d'??s:on to increase futu_lre rates by amortizing  8ctions. The regulator cannot eliminate an obliga-
itemns addressed-are maerial, The provisions of this Accql,!l!ﬁnszgi‘_lﬂf}?ﬁf N o «7-,:' ;. : c:s h riat:{:nacsesu?;rn ;:t;}nﬁkms PUrposes provides - :on gr:z;:)w‘:ls-nm imposed by the regulator (para-
: ; ial iLems. o i R i | e e existen ral . , by
Sl_alcmem nied ‘nc.:n be applied to immaterial ilems 31. Opinion 20 defines various types of accounting; 5 k. (parawriph 9). Accordingly ihe regulgjegi:;rgﬁf: allolzvable costs:: li?gr’:;;?:tigrgs;?: r':f::lﬁzmie]rlusrzs
8. Specific situations discussed in this appendix changes ‘and establishes g_uldellges for. reporting: B 1 would capitalize the excess cost and mortize it over  ¥ide revenue approximately equial to the combir:-led
e . each type. «Qther authom.ath:e.‘.;l:ronOupce[ncmsd Ik the period during which it will be allgwed forrate-  Amount of.the capitalized leased asset and ;
i s specify the manfier of reporting initial applicationof; . i/4.  making purposes. ' on. the lease obligation over the term of hmtcrcst
) Pafagraph  those prpnou“umfm.ts;::r il-.m N :.’"’:lri g o - S SRR and, thus, provides reasonable assuranc: oftthee!::isse
Coteertellodd B bnpansy o ppneentitamy, - Sl Y Lot s V- . "
Q— ole nsse Ng?ﬁ%ré 32. If & regulated enterprise changes accounting . l 37, If the debt is reacquired for an amount that is :e':;f of an asset (paragraph 9). Accordingly, regu-
ngible assets Yar ethods and the change dogs:not,affect costs that gt~ less than the enterprise’s net carrying amount, the oo SETPrises would classify leases in accordance
Accounting changes ;I_—}l m allowable fo ."rat‘e-m'a kin 5 ull' oses, -the. regu- g regulator’s decision to reduce future rates by amor with Statement 13 as amended.
Recovery of costs without return o ?“cd 0:*'"1 e} \:o \d apply llgaépctign ei'r; e soone tizing the différence for rate-makin iram."r‘ sl
on ipvestment - fajig4 lateden :; pg;fﬁd, ::n uaxig ated -en"ger rise, Capi. imposes & liability on the regulated emerg r?sé {?’oses 42. The nature of the expense elemiants related 1o 3
Eacly extinguishment of debl 3537 m?‘nngg £ leases with nogincomé'étatellmcn!t'é'rfcu graph 11(c). Accordingly, the enter fise woa r;: capitalized lease (amortization of the leased asser
Accounting for contingencies 8—39 1@ ‘z‘:“ré" }?s 4043) is an example of that WPE of record the difference as 4 liability an‘dpamoruz: it and interest on the lease obligation) is not changed
Accounting for feases 40—43 U;ar & ﬁ_ ulated enterprise changes accountin dver the period during which permitied rates wil bl by the regulator's action: however the timing' of
Revenue colected subject (o refund s B e it o costs for réduced. ~ S ®  expense recogrition related to the)lease would' b
Refunds to customers ' “ 4¢i—q7 methods and the change allects dlowable costs for o . * modified to conform 1o the rate teatment Thuse
(SO ) . )

amortization of the leased asset would be modified
50 that thq total of inierest on the Jease obligation
and amortization of the leased asset would equal the
rental expense .that was allowed for rate-making
purposes. .; . - .,

43. The Board. notes ihat generallly accepled

..., Becounting principles do not require interest expense
of 3

ortization"of 1éaséd assets ‘to be ‘classified as

T L Coe §
fcparate items in'an'income statément. For example,

. the amouats. of, dmortization of capitalized leased
v Uclear, fuel and interest on. the related lease obliga-
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tion could be.combined with other. costs and dis-
played as “fuel cost.” However, the disclosure of
total: interest cost incurred, required by Statement.
34, would include the-interest on that lease obliga- .
tion; and the disclosure of the total amortization
charge, requn-ed by Statemem 13, would mclude
amortization of that leased asset. A
Reve'nue'_Collecled Subject 1o Refund_." o
44. 'In some cases, a regulated enterprise is permit-
ted 0 bill requested rate {ncreases bct‘ore thc regila-
tor has ru]cd on, the request. e N
45 When lhc revenue is ongmally recorded the cri-
teria in paragraph 8 of Statement 5 would determine
whether a provision for estimated refunds should be
crued as a loss contingency. That provision would
adjusted subsequently if the estimate of the
refund changes (paragraph 11(a)).!6

Refunds to Customers

46 Statement 16 limits prior period adjustments
(other than those that result from rcporlmg

accounting thanges) 10 corrections of crrors:{ag
et “ rcahz@ltqg %o,gg:e

E’Jﬁﬁ %ﬁ 'gq‘uism n-one
ok gbba.mrrchased

ol ‘1

-sub ies; and adjust-
mens related to prior inlerim periods of the current
f iscal year.

Yo

16Revenue ool]mcd subjest to refund is similar to sales wilh warranty obilgations, Pungrnp
make 2 rusoruble estimate of the amount of a warranty obligation at the time or ale because’s

clalms .’

. Accoun!]ng l'or Compellsated Absence.s

FASB Statement of Standards

47. In accordance with ;Statement 16, estimated

refunds that were not previously aserued would be

charged to incomie in the.first periad in which they,

meet the criteria for, acerual Aparagraph 8 of State,.

ment 5). If the amounts are material, the msclosurcs,

specified in paragraph 19 of, ‘lh.lS Statemcm would
be furrushcd .

R LEPEF P ""(.l"l Ha!"' MR R4 R TR R I!-""‘r_‘

o et L

48 S'mtemem 8 spmﬁu criteri for accruai ofa
libility 'for‘employees™ éompensanon for fum"'
absences.’ For rate—makmg purposes. compensauu
for employees” abscnces may 'bé included in al]OW'
able'costs whcn the compensauon is paid

4

49, The habnhty. if any,. would be accrued in accor- Vi

dance with Statement’43 becaiise rate actions of the
regulator cannot ehmmale  obligations. that were not
\mposed by the regu!mar (pa:agra'ph 12). By includ-
ing the accrued compcnsanon in" future aﬂowabte
costs on an as-paid basis, the rcsulalor prov:des rea
sonable’ assurance of the existerice of an asset, Thc
asset'is the probable fulure bencf it (mcreascd rcve-
nue). that will result from the regulatory treatmient
of the subsequent paymcnt of the habxhty (para-
graph 9). Accordingly, the enterprise also’ woild
record the asset that rcs ts from the rcgulator’s
acuons. ' I

IRILRoT - LA EaH TS P ,.;\‘\‘:

i3 _enlerpnsa? Tt
: L e HEA ’

signiflcant Ghcertalniy abot posilble |+ 82, Virtually. al! respondems to; . the DISGUSSlOH
. precludes accrua)and, If the range of possible loss Is wide, may Talse s qumion about whc\her it lhou.id be recorded; V) rh
Snmnluly. if the range of possible refund Is wide and the amauni of the refund cannot be reasonably estimatéd,'there ml)‘ bea QUNIM
about whether it would be mislcading to recognlze the provisionsl revenue Increase as income; ..
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BASIS FOR CONCLUSIONS
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50 'This apbendxx.dlscusscs factors deemed slgmf:-

cant by members of the Board in reaching the con-

clusions in this Statement::It includes descriptions of

the.various alternatives considered and the:Board's

reasons. for. aceepting: some; and rejecting others.
‘Individual Board.members, ‘gnve greater, welghl lo
sc:ﬂe factors than to others, . :

RS AN LR LTI ‘..;. l(,, B K
Relationshlp of, Regulatory-Prescﬂbed Accounung
o Genernﬂy Acceptcd Accoundng Prlnc!pics:
WAt e i

1 'm-Accounting for the Effects of
Certain Types of Regulation

L, The FASB Dlscussmn Mcmorandum..iwecl of .

Rate' Regutaraon on Accaunring;for ‘Regulated
Enterprises, .presented & threshold issue: “Should.
-accounting prescribed by regulatory. authoritles be

= " considered in:and of itselfi generally -accepted. for,

purposesvof hnancxa.l reporlmg by rate-regulatcd

Memorandum indicated that accounting prescribed

i. by, regulatory-authorities, should not be considered
: :T; In and :of itsclf generally aoocptod for-purposes.of

b

FAS71

. Paragraph
Numbers

50

Relationship.of- Regulatory~Pma1bod Aocounung 0 L :
= Generally Accepted Accounting Pnnmplﬁ Peateas 51— 55
. Beonomic Effects of Regulation~... " .......:1....... i 56— 59
Scope . . L e i, 60— 74
General Standards of Aocounung for the Effects of Regulation..........c.. 0 5., oo 75— 80
Specmc -Standards Derived from theGeneral Standards . ... /ovvitiiiciiiii 8i— 85
. 1. Allowance.for Funds Uscd dunng Construcuon S e 7 82— B4
M .ocIntercompany Profit : Vo oeio svs . e B L * 85— 86
2 .OtherSpemflcStanda.rds...'.-..U.... 81— %0
+ Accounting: for Income Taxes'. ., 87— 90
. Other Specific Accounting Matters:h vitaan. dars ., AN 91—113
1. Recovery of Cost without Return‘on lnvestment .......... ? H— 94
Accounting for Leases, v, v 5., e I S Ui 95— 58
.Revenue Collected Subjecl to Refund. P - 99—101
Refunds:to Customers siiw v vuien e i s b win s e, oo 102—108
Rate Making Based on a Fair Va]ue Rate Bas: 109111
-Acquisition Adjustinents. . .. 1 A12—13
Ewdence..-...........--. o 114115
, 116—120

TR
fmancnal reportmg by rate reguiated enterprises.
.Respondenis noted that the function of accounting
/i to report economic conditions and'events. Unless
_an accounting arder indicates the way a cost will be
hand)cd far: ratc-makmg purposes, it causes no
. economic effects that would justify.deviation from
the generally accepled accounung principles applica-
ble.ito business; enterprises in general. The mere
issuance. of ‘an accounting order not tied to rate
u-eatment dm norchange an cmerpnse‘s ecotomic
-resources, or .obligations, [n gther words, the
ecoriomic effect -of regulatory decisions—not the
mere existence of regulation—is the pervasive factor
‘that-.determines-:the application® of. generally
acceptcd accounung pl‘lnCI.p]cs T - .
MUERSIFIE I BN B PO SN J
53 . Respondents : atsa noted chat regu!a:ory-
‘preseribed accoummg has not, been (‘Dnsn!ered gen-
erallyaccepted.per se m the past.. e .
R ARy i | TR B
54 The:: Board conciuded -that, regulatory-
prescribed accounting should not be considered gen-
erally accepted per. se, but rather that the Board
.should specify. how generally. accepted accounting
pnnmplcs apply.in. the rcguialory cnwronmcnl

At ket e

55 Some mpo:uiems to lhe FASB Exposure Drafl.
Accounting for. the Effects of- Regulation of. an
-Enterprise§: Prices. Gased on Iy Costs,- suggested
that the Board clarify the relationship of this State-
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ment 10 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
ﬁnanctal statements.

Economic Effects of Regulation

..

56. The second threshold issue in thé Discussion '

Memorandum was: "Does rate regulation introduce
an economic dimension in some circumstances that
should affect the application of generally accepted
aocottnting principles 10 rate-regulated enterprises?”

57. Most respondents to the Discussion Memoran-

dum indicated that rate regulation does introduce-

such an economic dimension in some circumstanges.
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
facior 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 iis
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
pnms_ . T e

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 thie costs through
rates over some future period or is expected to do
50, the rate action of the regulator creates a new
asset that off'sets the reduction in the damaged asset.
The "enterprise has probable future-economic
benefits—the additional revenus 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 & past

.event—incurring the cost that results in the rate
order, Thus, the criteria of Conoepts Statement 3 for
an asset-are met. e T

"

FASB Statement of Standards

* 59. Most respondents that opposed special account-

- ing.

i descnbmg the-natuire of the regtilated'operations to  * 34"

-respondents and, accordingly, specified criteria that

‘and the-governmental agency that is responsrble-[or
‘payment for servlees prov:ded S S

: ‘has the same authority as-an: independent; third-
‘party regulator. In their view, the difference between

iy

. cooperative utilities.that are ‘subject -to .third-party
regutation ‘arid those that are not does not justify.
different accounting, The Board agreed with those
respondents;- and -modified : the. .first : criterion 10
“include! enterprises With: rates “established. by their
{own govermng board provrdmg that ‘board -is*
; empowered by. statute or by contract ton estabhsh

ing for the effects of regulation cited thé need for
comparability” between -regulated ‘'and unregulated
enterprises. Paragraphil19 of FASB Concepts Staté-
ment No. 2, Quelitative Characteristics of Accotn-
ing [nformalron, indicates that . , . the pitrposeef
comparison is to detect and explain similarities and
differences.” The Board eoncluded that comparabil-
ity would not be enhanced by accounting as though
regulation had no. effect. Regulatron creates dif-

* ferent c:rcumstan_ces that. requtre dnf I‘ erent account-
.vl.u-:-:: L R .
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64. A numb . t‘govemmenta.l utrlrty respondents
16 the Exposure Draft asked that governmental utili*
ties be included:within the scope of this: Statement..
- They- hoted: that many governmenta.l utilities: have
been guided by the:same accounting pracnces and
standards as investor-owned utilitles in their general-
purpose financial statements, ‘and they expressed the
38 view ‘that users’ emphasis on comparability supports
3§ continuation®of thal“pracucc. In their. view,ithe
" Board's’ dectsron not to'address governmental utili-
ties in this Statement should not preclude thém from
applying it. The Board agreed: with those' respon:
dents and modified. paragraph 5(a) 50°85 NOL:tO pre-
¢lude application nby governmemal utilites wrth
rates set by their own governing board.».... 4

Scope

60 The Dlscussron Memorandum discussed regu]a-
tion of various mdusmm, and itfasked” whether a
Board pronouncement should rdenttry specific
industries that are affected: Most respondems indi- -.:q
“cated. that apphcabtlltyfof an FASB Statement on -3
rate regulauon “should.be: specified’ by" clearly )

which it apphes rather than by:attempting to delin- 34
eate specific’ industries. Some noted that changesin .
the pobitical envircnment can causeichanges In the
nature .of regu!atton rAccordmgly. whethier ‘an
industry meets the criteria’ for applicability might
change over time.” The Board agreed with- those

65: The second cntcnon is'that- the regulated rates
are designed to recover the specific enterprise’s costs
of providing the:regulated services or products. If
rates are based:on ‘industry- costs;or some..other
measure that is not difectly: related"to the: spacific
enterprise’s costs. there’ ls no eause—and-effect rela-
tionship between the enterprise’s costs and its reve-
nues.-In that case, costs would not be-expected to
result in' revenues approxrmately equal 1o the costs;

focus on the nature of regulation rather than on spe-
¢ific industries. e

61. This Statement specifies the economic et‘l'ects B
that result from the cause-and-effect relationshipof -
costs and revenues in the rate-regulated environ-
ment and how those effects are Lo be accotnted for,
The nature of those et‘fects led ‘to the criteria l'or
apphcablhty of this Statement (paragraph S)’ ‘

Ll onale

: Statement is'not present under that type-of regula-
- . tlon. That criterion is intended to be applied to the
; substance of the regulation, rather than its form, If
. an enterprlse’s regulated rates arc based on the costs
, - of d.group of companies.and the entcrprrse Is so
R large in relation to the group of companies that its
A costs-are,’in essence, the group’s costs, the regula:
© tion .would meet: the second crttenon for that
enterpnse T : DT N CR

PPN IIRAN EHH
62 The nrst criterion is'the existence of thrrd -party
regulation. That criterlon is intended to exclude con--
tractual arrangements in-which the governrnent or
another party that could be viewed as a “regulator,”

is a party to a contract and is.the enterprisa’s pringi.
pal customer. For example, the normal Medicare
and Medicaid afrangements are éxcluded. frot' the
scope -of = thisy:Statement i because-tthey: are
contractual-type arrangements between the provider

6. The last cntenon reqmres that Il be reasonable
1o assume that rates set at levels that will recover the
enterprise’s- costs. can“be charged! to"and: collected
from customers: Regardlessof: the actions. of. the

i TR AT L PR P L LAt |’|\a| rt".
63 Some respondents 10 the Bxposure Draft-indj
cated that cooperative utilities should be included In
the ‘scope of this: - Statement. They observed :that
some cooperative utilities’ rates are subject to third-
party-regulation, but others’ rates are set by their L1598
own governing- board," “The. governing :bodrdily o

elected by the members ‘of the codperative, and I

services or products.will’ not ‘support.a’ price based

-

Lcontrolled by the! markel; In! that case, .the.cause-
and-effect relationship of costs and revenues.that is

1 ment cannot be’ assumed to exlst ancl th.ls Statement
Al woulcl not-apply. | talipts :
o n’l

te b, the term o

Accoummg ror tne-E1recIs or
Certaln Types of Regu!atron

thus; the basis for the accounting specified in this -

regulator. if the market for.the caterprise’s regulated.

0ROt the enterpnse‘s Tates ‘are’ at*least: partiatly .

.. the-basis for the accounting required by.this. State-.

L=

¥

67.-The Board does not intend the last criterion as a
requirémient that-the enterprtse earn a fair return on
shareholders’ investment under all conditions; an
énterprisé can’earn less than a fair return for many

 reasons: unrélated: to the-ability to bill and collect

rates that wiil recover allowable costs.!? For exam-
ple, mild weather-might reduce’ démand for energy
utrlrty services. In that case, rates that were expected
to fecover an-enterprise’s allowable costs might not
do so. TheTesulting decreased earnings do not dem-
onstrate an inability to charge and collect rates that

" would ‘recover-the’ enterpnses cosis; rather, they

dembnstraté'the uncertamty mherent in esnrnatmg
weather ‘conditions. - ; \» vt

i tl AR LR N

68. The last criterion also requires réasonable assur-
ance’ that ~the- regulated envirorment and its
economrc effects will continue.” That requirement
must be: evaluated inlight of the circumstances. For

_ eXample, if the enterprise has an ‘exclusive franchise

to provide regulated'services or products in an area
and competition from other services or products is
minimal, there s 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 enterpnse has no exclusive franchise but has
made.the very large capital invesiment required to
provide either the regulated services or products or
an.acceptable subsutute, I‘uture competmon also
may be unhkely v

69. Some respondents to the DISCUSSIOH. Memoran-
durh questioned whether, in light of recent events, it
would ever be‘reasonable to assumé that rates set at
levels that will recover the enterprise’s costs can be
charged to and collected from custopmers. They cited
recent - developments—such as the use of solar
devices as’alternatives to certain gnergy 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 posstbthues
unless their-occurrence-is considered probable.
However, changes of a long:term rature could mod-
ify the demand for an enterprise’s regulated services
sufﬁr::enl.ly to affect its quahfymg under the crite-
rion of subparasraph S(c) DR

AT 'lnl‘h [ R A
70 'I“he First sc0pe hmttatron of paragraph 8—
excluding accounting for-price controls imposed by
governmenial action in.times of emergency, high
lnf]atlon.f'mr iother: unusual ‘conditions—was
mcluded m the Dtscusston Memorandum. Price

bl co.rr: is" used here o lnelude elrnlnn permmed en sharcholders’ mvestmenl

247
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controls imposed in perods of unusual conditions
are not expected 1o be applied consistently: over an
extended period; Indeed, their duration usu&!ly is
limited by statutc. In that environment, assurance of
future benefits ‘cannot_ be provided by.. .probable
future actions of the price conirot regulator because
that regulator may not exist at a given futurc date
LETA AR N
. Aocounung for contracts in general was, a]so
excluded from the scope of the Discussion Memo-
randum.. The economic effects of cost retmburse-
ment contracts are in some respects similar to the
economic effects of the 1ype of regulation : addressed
by this Statement. However, most contracts tend to
be relatively short-term, whereas regu]atton of
enterprises covered by this Statement is expected to
tinue beyond the foreseeable future. The, Board
ed that other authoritative literature addresses
ntract accounting and concluded that it shou)d
exclude the. general issue of contract eccountmg
from the soope of this Statement. e
72. The Dtscussron Memorandum descrtbed 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 describiug the nature of the
regu[ated operations and the type of rate making to
which it applies rather than by attempting to delin:
cate spectﬁc induslrics.
73 [n Vtew ot’ the nature of comments reeetved the
Board concluded that the possible appltcatton of
this Statement to the health care industry should be
discussed, The Board does not intend Lo preclude
application of the provisions of this Statement (o the
health care industry or to any other industry. Rather,
lication of this Statement is limited to regulated
‘rattons that.meet the specified criteria for applt-
100 . . -

24, In gertera] rates f'or services in the heatth care
industry are not regulated based on the provider's
costs. The f ederal Medicare and Medicaid programs
usually ‘are applied through a contractual-type
arrangement (paragraph 62}, Some states are apply-
ing comprehensive, prospective rate making .lo
- health care providers. In some cases, the rates set by

state regulatory agencies are accepted for Medicare

and Medicaid reimbursement purposes. There is
some disagreemnent about the extent i¢ 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 pertnanent system of regulation,
health care providers in those jurisdictions could be
subject to the provisions of this Statement, How-
ever, the criterion in subparagraph 5(c) also would
have to be considerad 1o determine whether the
Statement applies to the enterprise

FASB Statement of Standardss ~ -
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-cally for changesiin: :Opérating, expenses (e B costs
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- 19 Rate actions of a‘regulator. can: also' tmpose A
: lrttbthty onfa 'regulated enterpris Inthe:
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75. The Board ooncluded that.rfor . general-pyrpos
financial repomng. the prmrnpnl economic effectio
the regulatory Process is to provrde assurance of th
existence of arn-dsset of.evidence, df the diminution,
or elimination of the recoverebtltty, of ‘. asset, Th
regulator's rate acnons .affect the régulate
enterpris’s probable: future benefits o, lack thereof
Thus, an: emerprtse should 1capitalize g cost: AR
probable that future revenue approximately equal to, .~
the cost wrll result through the rate-matung proeess.

SRR UL S6t Ll e e
?6 A number of ‘respondents . to, the Exposttre
Draft asked: for. clarification- of .the: types  of, costs,
addressed- by.. paragraph K1 Th‘ose= -Tespondents.
expressed the. vtew that tangible :assets-should -be N
capitalized, brtsed on the criteria used.by. trn.regutated P
companies; ‘paragraph. 9.should: be limited to other. * + ¥
assets.: Peragrttph -9 was . intended 1o’ address only -
accounting for, costs that would be.charged. 10
expense by an unreguleted euterpnse, and the Board
modified the paragraph to 50, tndtcate I

tomers are liabilities and not revenues for 'the
enterprtse-—the enterpnse undertakes to provide
. the services for which the incr harges were
. collected, and At 18 obligated to_:return those
) Increased charges if the future "cost does ‘ot
i{,occur, The abligation’will be fulfitled either by
;‘rel‘undtns the 1ncreased charges: through. future )
g 'rate reductions of by paying the future costs with
- no correspondtng’ effect on:.future” rates, ‘The
resultlng increases'in charges to customers are
unearned Jrevenues untll they are earned by thetr
. use for the intended, purpose SRS
c. For rate—makmg purposes, areguiatorean reeog~
.. nize a.gain or,other I'cdt.tct.tott of overall. al]ow-
;: eble gosts over, ) peried ‘of time,’ ngraphs
N -37 illustrate’ that possibility. By that action,
he regulator obttgates the enterprise to give the
gain or other reduction of overall all()wable cost.s
d

."'I

7. The regulatory process,..as usua]ly practiced;
has two aspects.:First, either historical or projected -
test period costs are used to compute ‘the-revenues .
necessary to provide for similar. costs - during the ~-5j
period. in which the. rates. will be in force.. Second,
test period costs dre adjusted to provide for recovery.
or to prevent recovery. of costs that are considered
unusual.or unpredictable, If unysual orunpredict-
able costs are not provrded for in advance, they may
be' recovered. afiery their - incurrence: thrbugh
increased rates provided for, that purpose. in some
cascs, rate orders do_not specrfy whether costs are
(a) included as. normal  test: :period costs, used o
campute cates that are tntended to provide far simix
lar future costs, or-(b) incurred ¢osts destgnated for
specific recovery. The Board. concluded. that costy
should be capitalized .only.if| the. futyre..revenue is
expected to be provided-to permit récovery,of, the
previously incurred cost rather, than merely to-pro-
vide l‘or recovery ot‘ higher Ievels of stmtla.r future,
COsts. i r i <-t}

. ingly, the amount of the gain or cost reduction is
the, appropriate measure of the obligeqon. 5

80. A numbcr of respondents to the Exposure
Draft asked the Board 16 clérify whether: paragraph
H("b). dtscussed in pa.ragreph 7‘9('b) above, waé
inténded (0 spply- (0 costs! such”“as nuclear pla.nt
deeommissrouing costs. Decommlssionlng COSts are
Incurred costs inthe eurrent aocountmg framework‘
Those costs and tha refated liabilities & arg unposed by
regulatton or statute,’ stnlular to’ the’: liability 10
restore the land after strtp mtrung, dlSCl.l&scd. in para-
graph 142 of Concepts Statement 3. Aocordmgly,
‘ paragraphll(b) does not eddress those eosts v

i

Slattdards , {" " ; : .
81. '1"he Specrf ic standards denved f rom the general
standards deal'with! recognttton. as 'assets and
tncreases in’ net incomie, of allowable costs ‘that are,
not; ustralty accepted as- tneurred cOsts In the present
" qecounting? framework “Forthe | Teasons exple.med
below, -the:'Board. concluded sthat reeogrution is
appropriate for those allowable costs. However. the
Board-does nat intend them to be! used ag gutdance
for other - apphcattonstot‘ ‘the* general standards in
% paragraphs 9-12.: : L

ol
78. If rates are destgned toibe ﬂd_]usted automau-

of purchased fuel). the; regu.lators intent ‘could be'
either 1o permit. recovery of the incurred cost or ¢ :
merely.to -provide : for recovcry of similar, future '
costs. Normal operating expenses such as-fuel costs
usually are provtded for in’ current;rates.. In; that
case, the presumption s’ ‘that-the rate - increage Is
intended to permit recovery:of similar. future cosis
That presumption, which'would preclude capttattz-
ing the incurred cost, ¢an be overcome only if § itis,
clear that the regulacary rnterrt rs to provrde recovery
of the incurred cost.

Atttrwmree far Rm'ds" bsw' a’urdrg Comea’orr

,82 Most rekpondents to- the Dtscussion Memoran-

Accounting for. the Effects?o'f 5
Certa!n Types of Regulatlon
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dum’ supported the present practices of public utili.
ties'in accounting: for the allowance for funds used
durtug const.ruction. :They noted- that the current
Intome statements. .display reflecis: the ‘regulatory
process-used in'determining the amounttto be capi-
talized and; thus. ‘aids.the user in undersanding the

regulatofy environment. They cited the regulator’s

determinationiof the“cost” of equity capital as a

 basis for accepting that amiount as & cost, and they

noted ‘that unregulated enterprises do-not have -a
similar. basis."They. also noted that most utilities
have an. obligation to construct .the facilities neces-
sary to provide regulated services. Thus, there is no

- option of not obtaining the required Tunds or usmg

accurtulated funds to retire debt instead of investing
in'construction; and there is no availablé “avoidable

cost” to use as the measure of the cost ot' the funds

used e

vl L.

Vo .-
H i

83 Respondents who opposed present practices of
accounting for the allowance for funds used during
construction indicazed that the cost of equity funds
should be excluded from that- allowance. Those
respondents cited paragraph 49 of Statement 34,
which: states that:!’.. " recogrition of, the cost of
equity -capital-does not conform “tof the present
accounting- fre.mework " However, the arguments

- presented by.those respondents supported capital-

ization of interest in accordance with Statement 34,
Capitalization of interest in gecordance with Stare.
ment 34 would be.based-on actual intérest rates on
outstanding debt arid limited to the total amount of
interest- cost: incurred dunng the' period. In most
cases, thé effect-on net income would be similar 1o
capitalizing 'an: nllowance that tncluded a cost of
equtty funds L.

84, ‘Some Board" rnembers betteve thatt the altcmr-
ances for-funds used during construction, computed
under current’ -utility: practices, are_appropriate
measures of the costs of financing ‘codsiruction and
that the regulators’ .actions.iprovidé reasonable
assurance of the existence of assets 1Hat should be
measured by. the amount on which dates will be
based. Other. Board members believe that those
amounts are acceptable sabstitutes for the amount
of interest that would be capitalized in accordance
with Statement 34 and.that, absent a change inregu.

'latory practtces, the:cost*¢f- a charge in_those

accounting - practices- would exceed any. pereelved
benefits.. The' Board' concluded thai the amounts
cap:tahzed for rate-makmg purposes also should be

'capttahzed foo ftttanc:al rcpcrttng purpcoss

el s CH i oad 2, 1

In rercompan 1y Pro ﬂr
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-85. Most- reipondents o the Dtscusston Memora.n«

dut mdreated that enterprises should not eliminate
intercompany profits on sales'to regulated affiliates
if {t'i5 probable thet, through the rate-making pro-
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cess, future revenues in amounts approximately
equal to the intercompany transfer price will be pro-
.vided. That revenue would result-from inclusion of
the intercompany profits in the amount used by.the
regulator as allowable cost for purposes of deprecia-
tion and return on investment. They noted that-an
enterprise does' not recognize profits on.sales to
unregulated affiliates because the profits are not val-
tdated by transactions with outside parties. Accord-
ing to: those. reepondents however, an enterprise
should recognize profits on sales to a regulated affil-
iate to the extent that the profits are included: in
allowable costs in the rate-making process because
the profits are validated by the rate actions of the
regulator., The regulator's acceptance of the transfer
price provides.evidence of recoverability. For rate-

aking purposes, the intercompany profits, will be
nchuded in the depreciation used as an allowable
cast, and the undepreciated amount will be included
in the investment on which & return is provided &5 an
allowable cost. Those respondents noted that. ARB
51 did :not- require elimination of 1ntercompany
profits on sales to regulated affiliates.

86.. The Board concluded that intercompeny r:roriu
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 existing regulatory practices, the
Board further concluded that the transfer price
usually should be considered reasonable if the price
is accepied: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, reasonablensss might be
judged by the return on investment earned by the
anufacturing or construction operations or by a
comparison of the transfer prices wrth pnces avail-
able from other sources. LA

0therSpeciﬂc Standards '. o '..‘. e
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Aceaunring far Income Taxes

87 In thc past enterprises general!y have not pro-

vidéd for deferved 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 of income taxes to achieve a proper “matching”
of revenues and expenses. Those respondents indi-
cated that a provision for deferred income -taxes
does not achieve a proper “matching” if rates.to cus-
tomers are based on taxes currently payable, In that
situation, the income tax expense should.be

0
‘be computed or tecorded In ‘adcordance with Opm-

90 A number of: respondents to the Exposute

FASB Statemént of Stardards.
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recorded: I the futuré: periods'in, which the; laxes

become payable and the regulator.grants a resulting-

rate increase, Those respondents also noted, ithat

Concepts Statemnent 3 concluded that deferred taxet '

computed tinder-the'deferred ‘riethod’ that* “ls pre-

scribed by Oplniori- 11 de not meet the définition of '

a ‘liability. They expreSsed the ‘View'that the: Bdard
should not’ reqmre utihtiee to commence to apply
Opinion’ 11 when 'the? *Bokrd ‘T ider that
OplIIIOI] in the nea:r futtfre

1.
88, Other sponden ndicated that ‘deférred
rncome taxes should be' recorded in-all cases. How-
ever, ‘if rates charged to custoriers are based on taxes
currently payable.‘the‘lrecorded deferred taxes
should also résult in an dsset—the future: benefit
that will resait from’ treatment ‘of the taxes'as allow-
able costs for regulatory purposes in’ the period in
whlch those taxee ‘becomie payable’ el

sl |.‘.rs L v, mid

89, Some Board membe
standards (paragraphs '9.12y woulld requite a régu-
Iated enterprise t6 record deferred income tixes: If it
is probable that incomé taxes payab!e in futire years
becase of net reversal of 'iiming differences will be
recovered’ through Fates ‘based on taxes payable at
that time, ‘the enterprise alsé would record an asset
in ah amount equal'to “thie deferred income taxes,
Offsettmg those’ deferred- [ncome taxes against' the
related’ asset’ normally wotld 'fiot be - -appropriate
becausé the assét Will be réalized throuigh collgctions
from customets and the deferred income taxes will
nol be paid to the custqmers. However, the Boa.rd
conclided that any posstble benet its of, commertcmg
10 record de!‘erred income, te.xee and an. offsettlna
asset at this time probabty would’ not exmd the

cost; Accordmgty 1rra.tes &r¢ bagad on income, taxes '

currently payable and. jt is probeble that'.
taxes payab]e in futire yeers because ol net reversal
of timing differences will be reeovered through Tates
based. on income ta.xes payable al that the, .thts
Statement'does not permit deferred incoriie tax

ion 11, However, it, does, requlre -disclosure Of:the
cumulative amount of timing differences for whrch
deferred income taxes have not been provided.
Approximate, amounts -of, cumulative timing dif-
ferences .can, belesnmated without the complex
calculations required by Oplmon 11.-That informa:
non. mgether with the. dtsclosures requu'ed by, Opln-
ion_11; should help users In esnmatmg the possible
fufure. income tax!and rate effects of those: timing
differences..The Board :will; reconsrder its conclu-

sions on this metter in Lhe course ofi s project.on -
accounting; for income taxes, -which, was eddedgto )

the agend.a in Ja.nuary 1982 .:i

Draft indicated that the disclosures required by this

Statement would “be misunderstood by users. In,

eheve that’ the generaf-

their vsew,'users might attempt to estimate unrecor-:
ded ‘deferred - taxesias ‘a- cha.rge to current income,
The'Board 'believes’ that: users' will \inderstand the.

- téquired ‘disclosures’if affected companies-explain. .

that deferred taxes are not provided: because the
method of rate ‘making assures futire: recovery of

future taxes. The. Board believes that it is important

to disclose those costs' which -have to be* recovered
from future customers through future rutes;:'. BTOE
Wi L talbent it e,
Other Specll'ic Accdunting Mnttcrs
St aHY el e R
Recavery of Cosr wlthout Ret‘w‘n on !nvertmem ;
' ' 1 [TIEN
91 The Dtscusslon Merorandum asked whether
the recoverabrhtycnterion for capitalization of costs

should-be based on’ ret:overy of cost (which excludes

aTeturn o equity capital) or on recovery of cost of
service (which. includes a.retura on equlty. capital).
In' some’ cases;” a- regulator rmay.; provrdet:ates
inténded to:recover ‘an;incuiTed:costiover an
exterided’ period without & return.on the unrecov-
ered coat duiring the recovery period. That issue was

ized cbsts should” be'cemed at’the-present value of
the amolnt 1o be recovered: in those-cases:-Most
respondents interpreted that issue as asking whether
any-&apitalization:: of costs *was 'justified 1f: the
enterpnse ‘would récover its éost but would not real-
izea" ‘refurn “on ‘the’ unrecavered-tost. during-the
recovery period: Thus; ‘many of:the: responses did
not address the valuatIOn of the resulnng asset' oo

923 The Board concluded that captta.hzed costs not’
related'to a tangible asset provide a'measure of an*
mtangrble asset. CGenerally: aceepted - accounting

'pnnctples ‘do‘hot- necessarily” requlre ‘the carrying

ambunt of ‘an intangible asset-to be its discounted
present “value; ner. -do they necessarily- require 'an
enterpnse to consider a return-on Investment whén

. evalialing posstble impairment of:an intangible.or

depreciable asset. ‘Accotdingly, the Board concluded
‘that ft’ should not impose’ such a requirement on reg-

ulated énterprises:” iz . R R BT

93.. Some respondents to the Exposure Draft indi-
‘cated that disclosure should be required for capital-
{2ed costs that are recovered over an extended period
withiout a-return-on:investment during the recovery
*period.>Those respondents indicated that regulated
“eniterptises should provide the same types of disclo-
sure fora gwen ttem as unregulated enterpnses do
it ...,l r‘,' ...' Dt f'-.'"' A
'94 “The' srtuattons in gisestion usually result from a
‘problem ‘encountered by.& regulated enterpnse——an

] abandoned plant; major storm damage, ora similar

event: For’ ‘troubled ‘debt: restructurings, ‘which are
“similar”to ‘the" eventst question)- Statement 15
-1équires’ créditors that: agree to forego' interest on

“outstanding loans to’ disclose the'amounts of aon-

Atcounting for the. Effects of
Certain Types of Regulation

intended to elicit comments on’ whethér the capital- |

" FAS71

earning:assets included in the ba.la.nce 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. disc)sure and, thus,
added the requtrements of paragrapﬁ 20...

IR R . .t
Aecounring for Leases'

R PR

95. Statement 13 as amended spec:ﬁes cntena for
classification of leases and the method of account-

- ing 'for each type of lease. For rate-making pur-
-, . poses, a regulator, may include lease payments in

allowable costs as rental expense even though the
lease would be élassified as a capitag lease under the
criteria of Statement 13, The Discussion Memoran-
dum asked:for views on the economic effects of that
regulatory treatmem and how to aocount for those
elfects. . o . . :

H .",“.j ;
96. A number of respondents mdtcated that the
classification of & 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.
Alsc, they obsérved that, over the term of a capital
lease, .the aggregate lease payments are equal to
aggregate .amortization of the lbased asset and |
aggregate interest on the lease obligation. Thus, the
regulator, by.including the lease payments in allow-
able’ costs,’.establishes the exisiéfice.of probable
future-benefits , approximately eqifal to the com-
bined: @mount of. the capitalized leased asset and
interest on the lease obligation over the term of the
lease.-In their. view, regulated eriterprises should
classify-leases in accordance with Statememt 13 as
amended 'I'he Board agrees with that view.

9'1 Other respondents tndtcated 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 ! expense. . In their view, regulated
enterprises should classify leases in accordance with
their classification for rate-making purposes. The
Board concluded .that such a view focuses on the
mechanics of the rate-making progess 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
fot attemipt to portray the mechan!..s of that process
in fi nnncral statements. <. .

e gal A, [

08.. The Board concluded that. the nature of the
expense ‘elements for a capitalized leass (amortiza-

‘tion and interest) are not changed by the regulator’s

action; however, the timing of expense recognition

Telated to the lease should be modified to conform
with the rate treatment. . Thus;iamortization of the
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leased asset would be modified so that the ‘total
interest and amortization recognized duringa
pericd would equal the rental expense included in
allowable cost for rate-making purposes during that
period.” Although :this Statement Tequires’ 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 net ‘require

interest expense or amortization expense to be’

shown as such in an income statement., - .. =«

TR . e e

Revenue Coliecred .S‘ubjecr to Refund -

99. In some jurisdictions, regulated entérprises are
rmitted to bill and collect requested rate: increeises
rore the regulator has ruled on the request

100 Some respondems opposed reducmg nct

income by the amount expected to be disaliowed -

prior 10 the-final rate action. In their view, if the
enterprise requests the increase, the increase must be
supported by the evidence. Tn that case,: manage-
ment ¢ould not take the position that some portion
of the réquestis likely to be disallowed without pro-
viding the regulator a possible basis for disallow-
ance, Other-respondents supported application of
the loss contingency provisions of Statemnent.§ to
those raie 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 ne't
mc0me revenue that is expected to be refunded

LT

101, ‘The Board concluded that regulauon does nol
have a unique economic effect that requires special
accounting for -anticipated refunds of .revenue,
ather, regulation results in a contingency that
don!d be accounted for in accordance with State-
ent 5 lhe samessother conungenc:es Voot

Refunds ro Cu.rtomer.r

102.-. 'I'he 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 penods, or accounied for as pnor perrod
adjustments . .
103. —Some rcspondcms opposed applying State-
ment 16 to utility refunds, Most of those respon-
dents indicated that Statement 16 is not presently
applied to significant refunds that could not be esti-
mated -in advince. 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,

FASB Statement of. Standards
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trends, ete: fThey also, noted that currem eammgs,‘ p

could be réduced to a. level at whlch existing’ cove.,
nants or.state regilations govermng investments bx
certain institutjonal investo could preclude n

,;:;

104 RespondentS; who-favor

does not introduce "unique .economic effects that:
warrant different accounung In. their view, the
arguments supporung prior. period adjustments oy,

regulated enterprises are the same arguments (hat -
were made by. unregulatod enterpnses bel'ore Staloi '

rnent lG was issued.

A '. irhets l Y : il
108. The Board concluded thauegutation docs nol
have a umque economijc: effect that requires specml

accounting for refunds wRathcr. regulation resulisin -

resolution of a.previous contingency that should be
accounted.for, the. same as resolution of contingens
cies by: unrexuiarcd enterprises. Reconsideration of

ment, .

106 Thc Exposure Drafl 'would have required diss
closure. of the pro formaeffect of refunds on net
income ‘of.’each. period: presgnted,, computed.. g1]

though’the. rei‘unds were! relroacuwely recorded in . (#3

the prior perlods in whichthe revenue. was reoog-

nized: A number ‘of respondents’ objecr.ed to- -tha

requirement, on-the’ basis: that the proposed- dr.ﬁ_c]o-
sure mdxcatesa need ror rﬁmtmem. bpocet] ,l,

W

107 The: Board believes ihat users are lnteresled ln
two aspects.of refunds. They. are, concerned about
the'impact of-the refund in,the year of the  refu und,
and they also are.concerned. about the; ‘effect.of the
refund on trends: of permitted earnlngs. Nelr.her

prior period adjustment.nor current income.charge .°

provides all of the needed. Information [The Board
concluded that'users! needs could be satisfied by du-
closure of (a) the effeact of thie refund on net income
of ‘the current: yea.r and.(b) the years in which']
refunded revenue was reco;mzed. -y .

108. In making its determlnauon, 'the Board con-
sidered whether.the amount disclosed should be net

‘of related: taxes. APB Opinien, No. 30, Reporﬂng
the Results of Operations, prohibits net-of-tax;dls- -
-closure of: unusual-or: infrequently occurring. items

that are not .extraordinary. nems 1The Board, con-
cluded that users woitld fiot be confused by a net-of
tax disclosure of the effect ‘of refunds. "Users
understand that-refunds occur from time 16 time In
public uulmes—and they are concerned wuh thenet
effect rather than the, gross .amounts refundcd
Accordingly, the Board :concluded that refunds
should -be disclosed net of, their related tax effecu

.Based on comments reedved and its: delibérations, -

the Board decided: {that-a, narrow, amendmcnt of

applymg Statemenh
16 to.refunds indicated: that. the; regulatory process; -

ST

Statemem 16 was not wnhm the scope. or lhis State o

R I

e_mc

-Accounting for.the.Effects of
Certain Types of Regulation ;

- Opinion 30 for:utility refunds.was justified.sHow-
" ‘ever,.the Board’s action is limited to utility refinds;

and jtis ot intended to-otherwise’ modify.or ques-
uon the requlremems of Opmion 30:481 St

. Lif
. 4 Rare Maklng Based an a Fair Value Ra(e Bare

109. Some state regulatory commissions use a “fair

value rate base'! for, determining allowable:return’

on invested capital. Normally, those commissions

do,not permit. recovery of the fair, vaue .of the '
'nses[assels by mclud\n)ng deprecrauon of the
{aif' value’ in; nllowable cost;- rather. deprecmmm js‘
based” on hrstoncal cost The Drseussron Memoran- o

dum’ askecl whether that procedure provrdes & basis

for accountmg for unhty plant at its. “fair value™ in .

[Inaneial slalemems prepared in aecordance .wrth
generally acccpted i

Oy

110." Vrrtually all respondents opp'osed the Tige of
fair value in financial statemients. Respondents indi-
cated that fair value would presem the cntcrpnse's
nssers at an amount In excess of ‘the’ rccoverablc
amount * ‘of u;ose disels. The use of dcprecxanon
based ‘o historical:'cost' fof' rale-makmg purposcs'
lirnits’ recovery to that hlstorical cost. Respondcnts
also’ ridted” that, 1he reahzed rate ot‘ return based on

historical cost is hot propottionately’ sreater inJuris- ;

dictions that base rates on a [air value Fate base than
In other jurisdictions; thus, they questlon’ whcthcr

there is‘substance to.that spcclal treatment, : WAL

D sre Daass N 80D b Lo 0 liee

Ill.- The ‘Board ‘concluded lhal-‘lf‘ the return’ orr §

investment permitied {n a jurisdiction is based .on
falr value but recovery of cost is based on historical
cost, the fair.value ofithe assets should not be recog-
nized in, general-purpase financial statements,. The
Board:did not need to address.the-accounting impli-
cations; if a commission.were 1o’ use. fair:value: to
determine both recovery,of cost and return on capi-
tal mvested because that, pracuoe currenily is not
used by regulators. AT TN TR TR [V R SR

"Acquisition Adju.rrmenfs

112, A number of respondents to the Exposure
Draft asked the Board to address accounting for
acquisition adjustriienss. Those adjustments are the
differences between the amounts.paid for an
acquired utility and the acquired utility’s book vatue
of its assets and liabilities. Thase respondents indi-
cated that wtilities 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 16 describes 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

FAST71
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.- identifiable. assets. obtained, vaiuano% adjustmeints
“applicable, to Liabilities assumed -or. goodwill or.a
. combination. of :those: items,: Opimion 16 does not

allow.another, possibility. The exampie of account-
ing:for.intangibles in Appendix B of this Statement
indicates:tHe appropriate accounting for goodwill.
Additional - guidance: should not:be needed about
accounting .for- any portions.of ‘acquisition adjust-
ments that represent. amouints atlocable to idenifi-
able asdets ot liabilities such as property and
equipment:or: mtangrbles amornzable aver specmc
bcnempenods Iy T T

114, Several i issués’in the D:scusswn Memorandum

"identified types of évidence that might be-available

before a'rate order is received and asked-whether
each would provrde sufficient assurance'to warrant
capitalizing ‘costs. A- number of respondents indi-
cated that judgment is needed to detérmine the ade-
quacy of available evidence. In their view, all of the
available’ evrdence has to. be evaluated, and the
resulring’dccision cannot ‘be 'standardized. Other
respondents indicated that specific items did of'did
not -provide’ adequate evldence. however, their
responses eppeared to differ based on the regulator
involved and-cntheir assumpnons about other
rclutcd clrcumsumces oy

BVE r‘I‘he ‘Bgird Concludéd rhat it should not
: attcmpt 'torcatcgonze types of evrdence and the

reliance’ th olld be based on ‘cath, Rather. this
Statement dicates the* degree “of ‘assurance
reqmred and’ Judgmem mus; be’ exet cised to ‘evalu-
ate” whelher that degree’ of assu.rance is present in
various circumstanm In genera], the Board con-
cluded that'; costs should be caplrahzed onlyif (a) itis
probablc that Tuture revenue in’ an amdunt at least
equal 1o"the cost ‘will result ‘from’inclusion of that
cost'in allowable costs for rate-making purposes | and
(b) the fuiture revénue will be provided to pefmit
recovery of the previously incurred ¢ost rather than
to provide for expected levels of similar future costs.

Effective Date and Transition

116. This Statement prescribes the circumstances in
which regulation has an economic effect that affects
the application of generally accepted accounting
principles, and it outlines the accounting that shou!d
result, Accounting changes that result from initial
application of this Statement will involve accounting
for the elfects 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 mithods or in the
results of regulation.

o
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117: The.Exposure Draft proposed f.hat'.th_e:Statev'

ment, be-effective for fiscal years beginning. after
December 15; 1982: A number of respondents'sug-
gested that the effective date be delayed to provide
time for companies 1o determine how the Staternent
would affect them. The Board agreed tha the pro-
posed effective. date could cause some hardship.
Accordingly, this Statement s effective for. fiscal
ye.ars bcsmmng afler December 15 \933.

v

118 Implemcntanon of this Statement.xs,'not
expected to have major effects on the accounting of
most regulated enterprises, This Statement is consid-
erably more specific than the Addendum; however,
its thrust is similar. Accordingly, the Board con-
cluded that comparability would be best achieved if
. Statement were applied retroactively to the
Lel_n practicable, The Board did not &xtend that
general approach to application of Sta.temenl 16,
because Statement 16 does not permit retroagtive
applmuon . ) )

.l

119.-A-numbcr of rcspondcnts to the Expgsur'e'
Draft urged the Board to permit affected compatiies
to defer retroactive_application of Statement 13.
They nmed that Statement 13 did not require ¢ reu'o-
active . application untl the fourth year after , its
effecuve date, and they.urged the Board to afford

regulnted enterprises the same consxderauon CL

120. Retroactive application of Statement 13.was-

delayed [ permit affected enterprises time 1o work
out any mulung problems, such as indenture cove-
nant yestricions. The Board agreed that’ regulated
cntcrprim might have the same problems, thus, ret-

roactive apphcauon of Statement 13 is ngt roqu:rcd.

until the first fiscal year beginning after December
15, 1986. The Board also decided that, pcnmng rei
active apphcauon of Statement 13, regula.tcd
thrpnscs should furnish the same dlsc]osure as
as ':equ:.red of unsegulated enterprises unider State-
ment 13/ Reumcpvc application’ of Statcman.,lB

aat

POt i

rty sl

should not affect & regulated enterprise’s net inoome
or, stiareholders’; equity.; Thus;; only, the :effect.'of
resroactwelapphcanon onethc balance sheel ;is
rcqu:red by thlsStatement B M gt el and)

Appendlx Dsm it R IR
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dum 'to' B"Opinioﬁi,'issi:'e‘d'fn'
December I;l%?. ou}lined the "general’ approach thai.
has ’bee used -+ for accounting egulated
enterpns On Noii' ,
requests from the’ Actmg Cl'ucf Accountant of thie
Securities and Exchange Cortimisélon‘and from the

I21 The Addendum 0

- AICPA’s Accountmg Standards Dmsion, the FASB

initiated & project'to consider the éffects of ratereg-
ulauon on aecauntmg for regulated cnlerpnsﬁ

1) An FASB D:scusslon cmora'fidu'r:ri;'f'ii‘l.'r te
regulanun was Issued on. December 31 1979, The

_ Bodrd received 197 leucrs of comment in résponse

1o, lhe Dlscusslon Memorandum In May 1980, the
Board conductcd a publlc hep.rlng on the iSSUCS In
the Dnscussmn Memorand ‘t'I\vemy-four 1nd1v1¢-
uals and orgamzano::s ‘présented their viéws'at the

123 An Exposure Draft of. a proposcd Statemcm
was issued on March 4, 1982, The Board received
172 lctters of comment in. response to that Exposure
Draﬂ R

124 An FASB task force provided counsel in pre-
paring the: Discussion. Memorandum and in:pre-
paring material for Board-consideration during the
course of Board deliberations'concarning this State-
ment. .The task force: included persons -from the
investment community, industry, pubhc accounung.
acadcme, and regulatory authorities.".. BT
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Exhibit JAL-18
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COMPARISON OF DLC PURCHASES AND ECAR PEAK PRICES & 74%%

ECAR
COASTAL '96 AYP '97 1996 1997
PERIOD 6/1-8/31 6/31-8/31 6/07-9/06 7/04-9/05
. Reservation $32,000.00 $52.800.00 Y, Co
Quantity MW 75 50 o
Term 6 weeks 9 weeks \%‘2 C"%
Hours (5 by 16) 480 720 “ -&;
MWh 36,000 36,000 % et
| oV
$/MWh $0.90 $1.50 c
Base energy 26.1 27 2629  37.50/(26.32)
Dispatch energy 26.6
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