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Summary

This Statement specifies how an enterprise that ceases to meet the criteria for ap-
plication of FASB Statement No. 71, Accounting for the Effects of Certain Types
of Regulation, to all or part of its operations should report that event in its general-
purpose external flinancial statements.

An enlerprise’s operations can cease (o meet those criteria for various reasons,
including deregulation, a change in the method of regulation, or a change in the
competitive environment for the enterprise’s regulated services or products. Re-
gardless of the reason, an emerprise whose operations cease o meet those criteria
should discontinue application of that Statement and report that discontinuation
by eliminating from its statement of financial position the effects of any actions of
regulators that had been recognized as assets and liabilities pursuant 1o State-
ment 71 but would not have been recognized as assets and Rabilitics by enterprises
in general. However, the carrying amounts of plant, equipment, and inventory mea-
sured and reporied pursuant (o Statement 71 should not be adjusted unless those as-
sets are impaired, in which case the carrying amounts of those assets should be
reduced to reflect that impairment. The net effect of the adjustments should be in-
cluded in income of the period of the change and classified as an extraordinary item,

This Statement is effective for discontinuations of application of Statement 71
occurring in fiscal years ending after December 15, 1988, but its adoption may be
delayed until the issuance of annual financial statements for the fiscal year that in-
cludes December 15, 1989. Retroactive application to discontinuations reported
prior to fiscal years ending after December 15, 1988 by restatement of the financial
statements for the period including the date of discontinuation and periods subse-
quent 1o the date of the discontinuation is pernitted but not required.
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Staiement of Financial Accounling Standards No. 101

Regulated Enierprises— Accounting or the Discontinuation
of Application of FASB Statement No. 71

December 1988

INTRODUCTION

1. FASB Statement No. 71, Accounting for the Effects of Certain Types of Regu-
lation, requires that an enlerprise’s operations meet specific criteria for application
of that Statement. Statement 71 does not address the accounting that should result
when an enierprise’s operations cease 10 meet those criteria. Since Statement 71
was issued, dersgulation of certain industries and changes in the method of regu-
lating others have caused several enterprises to discontinue application of State-
ment 71 for some or all of their operations.

2. The FASB has been informed that the methods used to account for those dis-
continuations have varied in practice. In its October 15, 1984 Issues Paper, Appli-
cation of Concepts in FASB Statement of Financial Accounting Standards No. 71
to Emerging Issues in the Public Utility Industry, the AITPA Public Utility Sub-
committee requested that the Board specify the appropriate accounting to reflect
the discontinuation of application of Statement 71.

3. Asa condition for its initial and continuing aysplication, Statement 71 requires
that an enterprise’s operations meet the three criteria specified in paragraph 5 of
Statement 71: :

a. The enterprise’s rates for regulated services or products provided 1o ils cus-
tomers are established by or are subject to approval by an independent, third-
party regulator or by its own governing board empowered by statute or
contract (o establish rates that bind customers.

b. The regulated rates are designed Lo recover the specific enterprise’s costs of pro-
viding the regulated services or products.

c. In view of the demand for the regulaied services or products and the level of
competition, direct and indirect, it is reasonable Lo assume that rates set at levels
that will recover 1 he enterprise’s costs can be charged to and collected from cus-
tomers. This crit: “ion requires consideration of anticipated changes in levels of
demand or competition during the recovery period lor any capitalized costs.
[Footnote reference omitted.]

——
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ment 71 but would not have been recognized as assets and liabilities by enterprises
in general. However, the carrying amounts of plant, equipment, and inventory
measured and reported pursuant 10 Statement 71! shall not be adjusted unless
those assels are impaired, in which case the carrying amounts of those assets shall
be reduced Lo reflect that impairment. Whether those assets have been impaired
shall be judged in the same manner as for enlerprises in general. The net effect of
the adjustments required by this Statement shall be included in income of the pe-
riod in which the discontinuation occurs and shall be classified as an extraordinary
item.

7. An enicrprise that discontinues application of Statement 71 shall no longer rec-
ognize the effects of actions of a regulator as assets or liabilities unless the right to
reccive payment or the obligation to pay exists as a result of past events or transac-
tions and regardless of future transactions.

Disclosures

8. For the period in which an enlerprise reflects the discontinuation of application
of Statement 71 to all or a separable portion of its operations, the enterprise shall
disclose the reasons for the discontinuation and identify the portion of its opera-
tions to which the application of Statement 71 is being discontinued.

9. The disclosure requirements of APB Opinion No. 30, Reporting the Results of
Operations—Reporting the Effects of Disposal of @ Segment of o Business, and
Extreordinary, Unusual and Infrequently Occurring Events and Transactions, for
extraordinary items apply to the net adjustment reported in the statement of oper-
ations as a result of applying this Statement.

'mmmﬂm.mmmwmwm&mﬂ
dilfer from those for enterprises in general only because of the allowance for funds uied during
consiructjon, intercompany profit, and disallowances of costs of recently completed plants. 7 any
other amounts that would not be includable in the carrying amounts of plant, equipment, o in-
ventory by enterpnses in ge seral (such a3 posiconstruction operaling costs capitalized pursuant 1o
paragraph 9 of Statement '1) are included in or netied sgaingt the carrying amounts of pland,
equipnenl, Of invenlory, thake amounts shall be accounted for as this Statement prescribes for the
effects of actions of a regulator,

e el Lk s T
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4. Failure of an enterprisc’s operations (o conlinue (o meet the criteria in para-
graph 5 of Statement 71 can result from different causes. Examples include the fol-
lowing:

a. Deregulation

b. A changein the regulator’s approach 1o setting rates [rom cost-based rate mak-
ing to another form of regulation

¢. Increasing competition that limits the enterprise’s ability to sell utility services
or products al rates that will recover costs

d. Regulatory actions resulting from resistance to rate incre wses that limit the en-
Lerprise’s ability 10 sell utility services or products al rates that will recover costs
il the enterprise is unable to obtain (or chooses not to seek) relief from prior
regulatory actions through appeals to the regulator or the courts.

Regardless of the reason for an enterprise’s discontinuation of application of
Statement 71, this Statement specifies how that discontinuation shall be reported
in the enterprise’s general-purpose external financial statements,

STANDARDS OF FINANCIAL ACCOUNTING AND REPORTING
Discontinuation of the Application of Statement 71

5. When an enierprise determines that its operations in a regulatory jurisdiction
no longer meet the criteria for application of Statement 71, that enterprise shall
discontinue application of that Statement Lo its operations in that jurisdiction. IT a
scparable portion of the enterprise’s operations within a regulatory jurisdiction
ceases 10 meet the criteria for application of Statement 71, application of that
Statemnent to that separable porticn shall be discontinued. That situation creates a
presumplion that application of Staternent 71 shall be discontinued for all of the
enterprise’s operations within that regulatory jurisdiction. That presumption can
be overcome by establishing that the enterprise’s other operations within that juris-
diction continue to meet the criteria for application of Statement 71,

Accounting to Reflect the Discontinuation
of Application of Statement 71

6. When an enterprise discontinues application of Statement 71 to all or part of its
operations, that enterprise shall eliminate from its statement of financial position
prepared for genesal-purpose external financial reporting the effects of any actions
of regulators that had been recognized as assets and liabilitiess pursuant to State-

‘
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Amendment Lo Opinion 30

10. This Statement amends Opinion 30 only (o the extent that classification of the
net effect of discontinuing the application of Statement 71 as 2n extraordinary
itemn pursuant to paragraph 6 of this Statement shall be made without regard to the
criteria in paragraph 20 of that Cpinion,

Effective Date and Transilion

11. This Statement shall be effective for discontinuations of application of State-
menit 71 occurring in fiscal years ending after December 15, 1988, If an enterprise
has issued Mnancial statements in which the provisions of this Statement have not
been applied to a discontinuation occurring in the fiscal year that includes Decem-
ber 15, 1988, the financial statements for the interim period of the discontinuation
and subsequent interim periods within that fiscal year shall be restated. For discon-
tinuations reporied in fiscal years ending prior to December 15, 1988, retroactive
application by restatement of the financial statements for the period including the
date of discontinuation and periods subsequent to the date of discontinuation is
permitted but not required. Any financial statements restated shall disclose the na-
ture of the restatement and its effect on income before extraordinary items, ex-
traordinary items, net income, and related per share amounts for each period
restated. Interim and annual financial statements for periods that ended prior 1o
the date of discontinuation of application of Statement 71 shall not be restated.

12. Enterprises with discontinuations occurring in fiscal years that include Decem-
ber 15, 1988 or December 15, 1989 may delay adopting this Statement until the
issuance of annual financial statements for the fiscal year that includes
December 15, 1989, Enterprises delaying adoption of this Statement shall, when
adopting this Statement, restate their interim and annual financial statements for
the period including the date of discontinuation and periods subsequent 1o that
date and shall disclose the nature of the restatement and its effect on income be-
fore extraordinary items, extraordinary items, net income, and related per share
amounts for each period restated.

The provisions of this Statement need
not be applied (o immalterial items.
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This Statement was adopied by the affirmative vote of six members of the Fi-
nancial Accounting Standards Board. Mr. Lauver dissented.

Mr. Lauver dissents from the issuance of this Statement because it does not re-
quire the effecis of all specialized practices followed while an enterprise applied
Staternent 71 1o be eliminated from the balance sheet at the time the enterprise dis-
continues application of that Statement. Specialized practices whose eflects are
not required to be eliminated upon discontinuing application of Statement 71 are
capitalizing an allowance for earnings on shareholders’ invesiment, capitalizing in-
terest on bases different from those permitied by Statement 34, and capitalizing
profits on intercompany sales. The effects of those specialired practices that are
permitted to remain in the balance sheet have been reported as components of as-
set accounts (inventory and plant) that would have existed absent those compo-
nents rather than in separats assel accounts and are said, therefore, not 10
represent assets resulting solely from actions of regulators. Mr. Lauver believes
that the effects of all specialized practices followed while applying Statement 71
are assets (or liabilities) resulting solely from actions of regulators, are substan-
tively the same regardless of balance sheet classification, and should be eliminated
to enhance subsequent comparability with other enterprises that are not subject to
Statement 71 and 1o enhance distinctions from enterprises that continue to be sub-
ject 1o Statement 71.

As indicated herein, a rationale for conclusions expressed in this Statement is
that, although conceptually correct (o eliminate from the balance sheet all effects
of the specialized practices followed while applying Statement 71, the cost of doing
so, for the practices mentioned in the preceding paragraph, would exceed the bene-
fis derived and that elimination is prohibited by this Statement. Although
Mr. Lauver believes it is appropriate for a standard setter to refrain from requiring
a conceptually correct solution when costs are judged to exceed benefits, he be-
lieves i is inappropriate to preclude a conceptually correct solution in financial
stalements of an enterprise that concludes that the benefits it perceives will exceed
the costs that it alone will bear.

Members of the Financial Accounting Stendards Board:

Dennis R. Beresford, Chairman
Victor H. Brown

Raymond C. Lauver

James J. Leisenring

C. Arthur Northrop

A. Clarence Sampson
Robert J. Swicringa

B
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Appendix A

EXAMPLES OF THE APPLICATION OF THIS
STATEMENT TO SPECIFIC SITUATIONS

I3. This appendix provides examples of the application of this Statement to some
specific situations. The examples do not address all possible applications of this
Statement.

Assels Recorded Based Solely on Expecled Fulure Revenue
to Be Provided by the Regulator

14, Utility A operates solely in one regulatory jurisdiction. At December 31,
19X1, Utility A concludes, based on current market conditions, that it no longer
meets the criteria for the application of Statement 71, Utility A's statement of fi-
nancial position at December 31, 19X includes the following items:

a. Delerred purchased power costs (costs of power used for operations in prior pe-
riods that wers expected to be recovered from customers as a result of an auto-
matic adjustment clause)

b. Deferred costs of abandoned plant (costs for which recovery was being pro-
vided through rates)

c. Deflerred costs of repairing storm damage.

How should those items be reported at December 31, 19X17

15. All of those ems should be eliminated from the enterprise’s statement of fi-
nancial position when it ceases 1o apply Statement 71. The resulting charge to in-
come, net of any related tax effects, should be reported as an extraordinary item in
the period that includes December 31, 19X 1. The enterprise should no longer defer
those costs and report them as assets because they could not be reported as assets
by enterprises in general. Enterprises in general would report a receivable for those
items only if a right 1o receive payment exists as a result of past events or transac-
tions and regardless of Tuture transactions (such as future sales),

16. For example, a contraci berween a supplier and a customer for the sale of fuel
oil may specify that next year’s sales price will be adjusted based on the supplier’s
current-year cost o fuel oil. Even though it is probable that a future economic
benefit (the ability o charge a higher price in the future) will result from the suppli-
er's current-year cost of fuel oil, no asset exists at the end of the current year be-




cause the transactions (sales (o the customr) that give the supplier control of the
benefit are in the future. However, il the contract provides that the customer is ob-
ligated 1o pay additional amounis related to past purchases and regardless of fu-
ture purchases, the supplier has an asset and it does not matter whether that
paymenl is made in a single amount or when (he customer will pay for next year's
purchases.

Lisbilities Recorded Based Solely on Actions of ihe Regulalor

17. Uility B operates in two regulatory jurisdictions, State 1 and State 2. Forty
percent of Utility B's operations are located in State | and 60 percent in State 2;
system-wide assets, liabilities, and certain gains and losses are allocated 40 percent
to State | and 60 percent to State 2. At December 31, 19X2, Utility B concludes,
based on current and expected future market conditions in State 1, that it no lenger
meets the criteria for application of Statement 71 to its operations in State 1.
No similar conditions exist in State 2, and actions of State 1's regulators are not
expectied to influence the decisions of regulators in State 2. Utility B's statement of
financial position a1 December 31, 19X2 includes the following items:

Deferred gain on restructuring debt, being amortized for

rate-making purposes on an allocated basis by both states $50,000
Revenues collected subject 1o refund in prior years in State 1,
expected to be refunded through future rates $75,000

How should those items be reported at December 31, 19X27

18. The portion of the deferred gain allocable to State 1 {(determined in the exam-
ple to be 40 percent of $50,000, or $20,000), net of any related tax elfects, should
be eliminated from the enterprise’s statement of financial position when it ceases
to apply Statement 71 to its operations in State 1. No adjustment should be made
for the deferred gain applicable 10 State 2. The regulatory-created accrual for reve-
nues subject 1o refund in State 1, net of any related tax effects, should be elimi-
nated. Whether any liability related thereto exists should be determined under
generally accepted accounting principles for enterprises in general. For example,
amounts that were collected in the current or prior periods for which refunds will
be made regardless of future sales should continue 1o be reported as liabilities after
application of Statement 71 is discontinued, The credit (o income resulting from
the above adjustments, net of any related tax effects, should be reported as an ex-
traordinary item in the period that includes December 31, 19X2.

10
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Taxes Not Recognired for Rale Making

19. Utility C operates solely in one regulatory jurisdiction. At June 30, 19X3, Uil
ity C concludes, based on new legisiation, that it no longer meets the criteria for
application of Statement 71, Ulility C had adopied FASB Statement No. %6, Ac-
counting for Income Taxes, in 19X2 and because of applying Statement 71 had re-
corded a regulatory-created asset of $650,000 for deferred taxes resulting from
temporary differences that had not been recognized in the rate-making process but
that were expected to be recovered in the future. What reporting is required for
that regulatory-created asset?

20, Utility C should eliminate that regulatory-created asset from its statement of
lnancial position when the enierprise ceases 1o apply Staiement 71. The charge to
income, net of any related tax effects, should be reporied as an extraordinary item
in the period that includes June 30, 19X3.

B
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BASIS FOR CONCLUSIONS
Introduction

21. This appendix summarizes considerations that were deemed significant by
members of the Board in reaching the conclusions in (his Statement. It includes
reasons for accepling cerlain views and rejecting others. Individual Board mem-
bers gave greater weight (o some [actors than to others.

22. An FASB Exposure Drafi, Regulated Enterprises— Accounting for the Dis-
continuation of Application af FASB Statement No. 71, was issued for public
comment on July 8, 1988. The Board received 81 letiers of comment in response to
the Exposure Draft. The Board concluded that it could reach an informed decision
on the basis of existing information without a public hearing.

Overall Conclusions oa the Discontinuation of Application of Statement 71

23. For an enterprise with operations that meet the criteria for application of
Statement 71, actions of a regulaior may result in the recognition of assets and lia-
bilities because the reguiator may specify the amount and timing of recognition of
allowable costs for rate-making purposes.

24. The conclusion that the criteria of Statement 71 are no longer met as a result of
changes in circumstances is a signilicant event in terms of financial reporting lor
an enlerprise. An objective of financial reporting is to achieve comparability of ac-
counting information. Paragraph 119 of FASB Concepts Statement No. 2, Quali-
tative Charucteristics of Accounting Information, states that this objective *‘is noi
to be attained by making unlike things look alike any more than by making like
things look difTerent.”” In this instance, achieving that objective requires reporting
the effect of that significant event so that an enterprise that discontinues applica-
tion of Statement 71 is distinguished from an enterprise that does not.

25. When an enterprise determines that it ceases to meet the criteria lor applica-
tion of Statement 71, asseis and liabilities recognized solely because of judgments
about the effects of a tions of the regulator cease 1o meet the criteria for recogni-
tion. The Board concluded that the change in circumstances that led 1o the discon-
tinuation of application of Statement 7] should be reporied in flinancial
statements. The approach set forth in the Exposure Draft required adjusting the




ment, and inventory should be adjusied 1o the amounts that would have been re-
corded had Statement 71 never been applied but that the cost of determining and
removing the allowance for funds used during construction and inlercompany
profit and of computing the interest that would have been capitalized in accord-
ance with Statemenl 34 would exceed the benefits derived.

29. The Board considered permitting but not requiring enterprises that discon-
tinue application of Statement 71 to adjust their carrying amounts of plani, equip-
ment, and inventory to the amounts that would have been recorded had State-
ment 71 never been applied. Some Board members did not believe that adjust-
ments to the carrying amounts of those assets were appropriate absent impair-
ment. Other Board members believed the advantages of prescribing a consistent
method of discontinuing application of Statement 71 were sufficient to outweigh
their concern about prohibiting an enterprise from using what those Board mem-
bers believe 10 be the conceptually correct approach. For those reasons, this State-
ment does not permit enterprises that discontinue application of Statement 71 10
adjust the carrying amounts of plant, equipment, and inventory to the amounts
that would have been recorded had Statement 71 never been applied.

30. In determining the appropriate financial reporting for an enterprise that dis-
continues application of Statement 71, the Board considered whether the accouni-
ing for a change in circumstances should be based on the guidance contained in
ATD'B Opinion No. 20, Accounting Changes. The Board recognizes that the change
from one accounting model to another is an unusual accounting event that is dif-
ferent from a discretionary change in accounting because the former is dictated by
changed circumstances, That change is somewhat analogous to a *‘change in esti-
mate effected by a change in accounting principle,” described in paragraphs 11
and 32 of Opinion 20, that is required to be accounted for as a change in estimate,
The Board concluded that, because the change in circumstances eliminates the jus-
tification for recognizing assets and liabilities whose recognition was based solely
on judgments made about the effect of the rate-making process, that change
should be reported as a separate component of net income of the period of the
change.

31. The discontinuation ol application of Statement 71 may, in some cdroumstances,
not meet the criteria for extraordinary items in paragraph 20 of Opinion 30.
The Board concluded that extraordinary-item treatment represents a practical and
reasonable way to claisifly the adjustments resulting from the discontinuation of
Statement 71 in a stat’ ment of operations. This Statement amends Opinion 30 to

- = me——
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financial statemients of the enterprise so that they arc comparable, at the date of
the change and in future periods, with the linancial statements of other enterprises
that had never applied Statement 71.

26. Most respondents disagreed with the Exposure Draft's requirement to adjusi
the amounts recorded as plant, equipment, and inventory to the amounts that
would have been recorded had the enterprise never applicd Statement 71. The rea-
sons given by those respondents for not adjusting the amounts recorded as plan,
equipment, and inventory when discontinuing the application of Statement 71 in-
cluded (a) viewing the allowance for funds used during construction as an accepl-
able substitute for interest that would have been capitalized under FASB Statement
No. 34, Capitalization of fnierest Cast, (b) the general notion, as expressed in par-
agraph B3 of FASB Concepts Statement No. 5, Recognition and Measurement in
Financial Statements of Business Enferprises, that “once an asset or liability is rec-
ognized, it continues 1o be measured at the amount initially recognized until an
event that changes the asset or liability or its amount occurs and meets the recogni-
tion criteria,” (c) the precedent that the adoption of Statement 34 by enterprises in
general was prospective, and (d) the asseriion that the cost of obtaining the infor-
mation necessary to adjust the amounts recorded as plant, equipment, and inven-
tory exceeded the benefits derived from the adjustments,

27. Other respondents agreed with the Exposure Draft's requirement 1o adjust the
amounts recorded as plant, equipment, and inventory to the amounts that would
have been recorded had the enterprise never applied Statement 71. Those respon-
dents viewed the differences in amounts recorded as plant, equipment, and inven-
tory due to application of Statement 71 as no different from the separately
identified effects of actions of a regulator recognized as assets and liabilities, such
as deferred storm damage costs or deferred gains on reacquired debt. Those re-
spondents agreed that thoze amounts should be eliminated upon the discontinua-
tion of application of Statement 71.

28. Absent impairment, this Statement does not permit adjustment of the carry-
ing amounts of plant, equipment, and inventory measured and recorded pursuant
to Statement 71 when an enterprise discontinues application of Statement 71 to all
or a portion of its operations. Some Board members agree that the allowances for
funds used during construction were an acceptable substitute for the amounts of
interest that would have been capitalized in accordance with Statement 34 and tha
once an asset is measured and recognized pursuant 1o generally accepted account-
ing principles, the cost basis of that asset, absent impairment or the occurrence of
other events that change the asset or its amount, should not be adjusted. Other
Board members believe that, in principle, the carrying amounts ol plant, equip-

16




the extent that classification of the net effect of discontinuing the application of
Statement 71 as an extraordinary item is made without regard 1o the criteria in par-

agraph 20 of that Opinion.

32. Some respondents asserted that an enterprise that discontinues the application
of Statement 71 can justify continued recognition of assets and liabilities arising
from the rate-making process because of judgments about the probability of their
recovery from or payment Lo ratepayers. Those assertions were typically based on
definitions of assets and liabilities in paragraphs 25 and 35 of FASB Concepis
Statement No, 6, Elements of Financial Staternents, which stale:

Assets are probable future economic benefits obtained or controlled
by a particular entity as aresult of past transactions or events.

Liabilities are probable future sacrifices of economic benefits aris-
ing from present obligations of a particular entity to transfer assets or
provide services (0 other entities in the future as a result of past trans-
actions or events. [Footnole references omitted. ]

33. Statement 71 recognizes that in certain circumstances the rate-making process
pwﬁu:ﬁﬂbummudmwminmpuiodmdrmuuiumfu-
ture. When an enterprise meets the criteria for the application of Statement 71, the
rate-making process can affect the recognition of assets and liabilities. The Board
believes that continuing to racognize assets and liabilities based solely on judg-
mummemklumkwmwhmmmwium
mmﬂunﬁwhrump{mmor&nmt?l.nlwummmmm
meet the criteria for application of Statement 71, it is in a position comparable 1o
enterprises in a number of industries that are su ject to regulation but do not apply
Statement 71. ]

34. For enterprises that cease to meet the criteria for applying Statement 71 and
continue (o be subject to rate regulation, that regulation is similar to a contractual
obligation to sell goods or services in the future a1 an established price or to other
forms of price control. A contract that an enterprise in general believes is probable
of generating higher than normal gross profits in the future does not provide a ba.
sis for the current recognition of an asset representing the anticipated **excess™
gross profits related to that contract, nor does it provide a basis for deferring
contract-relaied costs that would otherwise be charged (o expense, Similarly, a
contract that is probable of generating a lower than normal gross profit does not
create a liability unless the contract meets the criteria of FASB Statement No. §,
Accounting for Contingencies, for accrual of a loss contingency.




35. This Siastement does nol provide detailed guidance for reaching judgments
about whether application of Statement 71 should be discontinued. Similarly,
Statement 71 does not provide detailed guidance for reaching judgments about
whether it is appropriate to apply Staternent 71. Because applicability of State-
ment 71 is and mus’ remain a malter of judgment and because the objectives are
clear, the Board decided that it was unnecessary (o prescribe detailed guidance for
reaching the judgments required by this Stalement and by Statement 71.

36. Some respondents asked that this Statement define the term casis as it is used
in the examples in paragraph 4. Some respondents argued it should be deflined as
*‘allowable costs”* and other respondents argued it should be defined as “incurred
cosis.”” The term costs is used in paragraph 4 of this Stalement consistent with its
usage in paragraph 5 of Statement 71. As explained in paragraph 67 of the Basis
for Conclusions to Statement 71, the term casts in paragraph 5 of Statement 71 is
based on allowable costs.

Application ol Overall Condusioas to Specific liems

37. The Board concluded that the approach required by this Siatement would be
easier (0 understand and implement with examples. Therefore, an appendix with
examples is included.

38. The Exposure Draft included a reference to the use of estimates, averages, and
computational shortcuts when implementing its provisions because of its require-
ment (o adjust fixed assets to the amounts that would have been recorded had
Statement 71 never been applied. This Statement requires signilicantly fewer ad-
justments to fixed assets than the approach in the Exposure Drafit, and the Board
concluded that the specific refercnce 1o the use of estimates, averages, and compu-
tational shortcuts was unnecessary.

39. Some respondents (o the Exposure Draft disagreed with its application 1o
*'separable portions" of an enterprise’s operation, and other respondents sug-
gested that a separable portion of an enterprise should be no less than an enter-
prise’s operations within a regulatory jurisdiction or a reportable segment as
defined in FASB Statement No. 14, Financial Reporting for Segments of o Buxi-
nexs Enterprise. Those respondents stated that discontinuing application of State-
ment 71 for a porticn of an enlterprise’s operalions or a portion of an enterprisc’s
operations within a regulatory jurisdiction would not be meaningful and rould be
confusing to preparers and users of the flinancial statements. Other respondents
agreed with discontinuing application of Statement 71 for separsble portions of an
enterprise’s operations : nd indicated that this was consistent with the application




of Statement 71. Paragraph 6 of Statement 71 states:

If some of an enterprise’s operations are regulated and meet the cri-
teria of paragraph 5, this Statement shall be applied to only that por-
tion of the enlerprise’s operations.

40. This Statement does not modify paragraph 6 of Statement 71. Statement 71 s
applied 1o separable portions of an enterprise’s operations, and therefore the dis-
continuation of application of Statement 71 should be applied 10 separable por-
tions of an enterprise's operations. The separable portion may be an enterprise’s
operations within a regulatory jurisdiction or a smaller portion (such as a customer
class within a regulatory jurisdiction), either of which could require the allocation
of system-wide assets and liabilities.

41. This Statement does not modify FASB Statement No. 90, Regulated
Enterprises—Accouniing for Abandonments and Disallowances of Plant Costs. If
the substance of the actions of the regulator for a scparable portion of an enter-
prise’s operations is an explicit, but indirect, disallowance of costs of a recently
completed plant, that disallowance should be accounted for as prescribed by State-
ment 90. The application of Statement 71, as amended, is not optional. An enter-
prisc’s operations that meet the criteria for application of Statement 71 are
required to be reported consistent with Statement 71, and an enterprise whose op-
erations ceass (0 meet the criteria for application of Statement 71 is required to dis-
continue application of Statement 71 as prescribed in this Statement.

42. This Statement requires that the carrying amounts of the plant, equipment,
and inventory measured and recorded pursuant to Statement 71 not be adjusted
unless those assets are impaired. Paragraph 7 of Statement 71 states:

Authoritative accounting pronouncements that apply to enterprises
in general also apply to regulated enterprises. However, enterprises
subject to this Statement shall apply it instead of any conflicting provi-
sions of standards in other authoritative pronouncements, [Footnote
reference omitted. )

The carrying amounts of plant, equipment, and inventory for enterprisc: applying
Statement 71 differ from those for enterprises in general only because of the allow-
ance for funds used during construction, intercompany profit, and disallowances
of costs of recently completed plants. If any other amounts that would not be in-
cludable in the carrying amounts of plant, equipment, or inventory by enterprises
in general are included in or netted against the carrying amounts of plant, equip-




ment, and inventory, those amounts should be separated from the carrying
amounts of plant, equipment, and inventory and accounted for as prescribed ‘n
this Statement. For example, postconstruction operating costs that were capital-
ized pursuant to paragraph 9 of Statement 71 represent the effects of actions of a
regulaior regardless of their classification in the financial statements and should be
accounted for as this Statement prescribes for the effects of actions of a regulator.
Another example of the effect of actions of a regulator that would require adjust-
ment is the cumulative difference, if any, between recorded depreciation and de-
preciation computed using a generally accepted method of depreciation.

43. Several respondents requested that this Statement address the accounting for
reapplication of Statement 71 by an enterprise that had previously discontinued
application of Statement 71 for all or a portion of its operations. The Board noted
that the accounting for the initial application of Statement 71 has not been raised
as an issue that needs 1o be addressed by the Board. In addition, some Board mem-
bers believe that circumstances warranting reapplication of Statement 71 will occur
rarely, if at all. The Board concluded that the accounting for the initial application
or reapplication of Statement 71 is beyond the scope of this Statement.

44, Several respondents suggested that this Statement should require disclosures
about the discontinuation of application of Statement 71, such as disclosing the
reasons for the discontinuation and the portions of the enterprise’s operations that
do and do not apply Statement 71. In addition, for enterprises that discontinue ap-
plication of Statement 71 but continue to be subject to rate regulation, some re-
spondents suggested that the Statement require disclosure of the rate-making
concepts used by the regulator and the factors that are considered in establishing
rates and, to the extent that past evenis will be reflected in future prices, identily
and quantify those regulatory actions.

45. The Board concluded that disclosure of the reasons for discontinuing applica-
tion of Statement 71 and disclosure of the portion of an enterprise’s operations for
which the application of Statement 71 is being discontinued would provide useful
information; therefore, this Statement requires disclosure of that inform: tion.
The Board concluded that it would not be appropriate (o require disclosure of the
effects of regulation for enterprises that discontinue application of Statement 71
but continue to be subject to regulation without addressing disclosure require-
ments for enterprises that have never applied Statement 71 but are subject 10 regu-
lation. Howewver, the Board encourages disclosures about the discontinuation of
application of Statement 71 and the nature and effects of continuing regulation
that would make the financial statements more informative and meaningful,

21

D ——




Effective Date and Traasition

46.. The Board considercd whether this Statement should be applied retroactively
to all enterprises that have previously discontinued application of Statement 71.
The Board recognized that applying this Statement only to future discontinuations
would diminish both comparability of financial statements among enterprises that
have discontinued application of Statement 71 using different methods and con-
sistency within an enterprise that reports discontinuations for portions of its oper-
ations in different periods using different methods. Although requiring
restatement would increase comparability among companies discontinuing appli-
cation of Statement 71 and consistency within a few enterprises that have previ-
ously discontinued the application of Statement Tl 1o a portion of their operations
during fiscal years ending before December 15, 1988, the Board believes that those
benefits do not justify the costs that would be incurred. Therelore, the Board de-
cided that application of this Statement should be required for discontinuations
occurring in annual periods ending after that date, with retroactive application to
previously reported discontinuations permitted but not required. In no event
should the interim or annual financial statements for periods that ended prior Lo
the date of discontinuation of application of Statement 71 be restated.

47, mmwlkhrof!heﬂmdn:wllumiﬁmwﬁod
1o allow affected enterprises the time necessary to compute the effect of the discon-
tinuation of application of Statement 71 pursuant to this Statement and, if neces-
sary, time 10 resolve problems created by the accounting required by this Statement
for loan indentures or other agreements. The Board believes that because plant,
equipment, and inventory are not required to be restated for cenain items as was
required in the Exposure Draft, it would be rare that an enterprise would cease 1o
meet the criteria for application of Statement 71 and would not know the account-
ing effect of the discontinuation. However, the Board concluded, primarily be-
cause this Statement is being issued late in the year in which it becomes ef fective, 1o
allow for a delay in its required adoption.
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Statement of Financial Accounting Standards No, 92

Regulated Enterprises— Accounting for Plaase-in Plans
an amendment of FASB Statement No. 71

August 1987

INTRODUCTION

1. FASB Swutement No. 71, Accounting for the Effects of Certain Thpes of Regu-
lation, was issued in December 1982. Shortly after the Statement was issued, major
events in the electric utility industry caused the Board to review the effects of the
Statement on the accounting for 1h0se events. Afier that review, the Board decided
10 amend Statemeat 71 1o provide mare specific guidance on the accounting for
some of those events and to change the accounting for others.

2. FASBE Statement No. 90, Regulated Enterprises—Accounting for Abandon-
ments and Disallowances of Plant Costs, addresses the accounting for some of
those events. This Statement amends Statement 71 to specify the accounting for
phase-in plans.

STANDARDS OF FINANCIAL ACCOUNTING AND REPORTING
Accounting Tor Phase-in Plans

k8 The term phase-in plan is used in this Statement (o refer 1o any method of recog-
nition of allowable costs! in rates that meets all of the following criteria:

2. The method was adopted by the regulator in connection with a major, newly
completed plant of the regulated enterprise or of one of its suppliers or a major
plant scheduled for completion in the near future (hereinafter referred 1o as *'a
plant™),

b. The method defers the rates intended to recover allowable costs beyond the pe-
riod in which those allowable costs would be charged to expense under gener-

'm“ﬂﬂkm:-ﬂmﬁanﬁhﬂmlem
i inlended to provide rec. ery. Those costs can be actual or extiensted. In that context, allowabile
costs incude interest costs and an allowance for carnings on sharcholders® investment,




ally accepted accounting principles applicable to enterprises in general.

c. mmﬁhnddd‘muwmninlmdndmmdhﬂbkmwmpe-
riod in which those rates would have been ordered under the rate-making meth-
ods routinely used prior to 1982 by that regulator for similar allowable costs of
that regulated enterprise.

4. If a phase-in plan is ordered by a regulator in connection with a plant on which
no substantial physical construction had been performed belore January 1, 1988,
none of the allowable costs that are deferred for future recovery by the regulator
under the plan? for rate-making purposes shall be capitalized for general-purpose
financial reporting purposes (hereinafier referred (o as **financial reporting”’).

5. ll‘aﬂtm—inphnisordurdhruuuhmriumnnmhnwi!hlphntmmpk:ed
before January 1, 1988 or a plant on which substantial physical construction had
been performed before January 1, 1988, the criteria specified below shall be ap-
plicd to that plan. If the phase-in plan meets all of those criteria, all allowable costs
Mmddmﬂrmrmmmmbym:mulumundumm:hﬂbcupi-
talized for financial reporting as a separate assel (a deferred charge). If any one of
thase criteria is not met, none of the allowable costs thal are deferred for future
recovery by the regulator under the plan® shall be capitalized for financial report-
ing. The criteria to determine whether capitalization is appropriate are:

a. The allowable costs in question are deferred pursuant to a formal plan that has
been agreed to by the regulator.

b. The plan specifies the timing of recovery of all allowable costs that will be de-
ferred under the plan.

c. All aliowable costs deferred under the plan are scheduled for recovery within 10
years of the date when deferrals begin.

d. The percentage increase in rates scheduled under the plan for each future year is
no greater than the percentage increase in rates scheduled under the plan for
each immediately preceding year. That is, the scheduled percentage increase in
year two is no greater Lhan the percentage increase granted in year one, the
sctwdu]edpcra:numm:rmcinmthmhnnpmulhm;h:uhndut:dpu-
cenlage increase in year two, and so forth.

“"‘MmMnﬁﬂfuhmmhmmﬂiuwﬂmmmn" conist of
all allowable costs deferred for rate-making purposes under the plan beyond the period in which
Mmm-ﬂthmmMmmm
applicable 1o enterprises in general.

Jldclol'onmcul.




Modifications of and Supplements to Phasedn Plaas

6. Emmuwmﬂdhmﬂllﬂwhm-hnﬂh;m-h
plan is modified or a new plan is ordered 1o replace or supplement an existing plan,
mmmmumummmhurmmmmm
new plan. The date when deferrals begin, used in applying the criterion in para-
graph 5(c), would be the date of the carliest deferral under cither the new or the ald
plan, and the final recovery date would be the date of the last recovery of all
amounts deferred under the plans.

Interrelationship of Phase-in Plans aad Dissllowances

7. A phase-in plan, as defined in paragraph 3, is a method of rate making intended
to moderate & sudden increase in rates while providing the regulated enterprise with
recovery of its investment and a return on that investment during the recovery pe-
riod. A disallowance is 2 rate-making action that prevents the regulated enterprise
from recovering either some amount of its investment or some amount of return
on its investment. Statement 90 specifics the accounting for disallowances of plant
costs. If a method of rate making that meets the criteria of this Statement for a
phase-in plan includes an indirect disallowance of plant costs, that disallowance
shali be accounted for in accordance with Statement 90,

Allowance for Eareings oa Sharcholders’ Isvestment Capitalized for
Rate-making Purposes

8. If specified criteria are met, paragraph 9 of Statement 71 requires capitalization
of an incurred cost that would otherwise be charged (o expense. An allowance for
carnings on sharcholders’ investment? is not *‘an incurred cost that would other-
wise be charged to expense.”” Accordingly, such an allowance shall not be capital-
ized pursuant to paragraph 9 of Statement 71.

9. In specified circumstances, paragraph 15 of Statement 71 requires capitalization
ofmwfwmﬂmmm'hmmluddpmadmorm-
uity funds) during construction. Paragraph 5 of this Statement requires capitaliza-
tion of an allowance for earnings on shareholders' investment for qualifying
phase-in plans. If an allowance for earnings on shareholders’ investment is capital-
indrwmth;mmmudwiu;miwuupmnhphm

“The phrase **an allowance 'or carnings on sharcholders' iavestment.” as used in this Statement, is
imended to have the same 0 aning as the phrase “'a designated cost of equity funds,” used in para-
graph 15 of Swucement 71.
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in plan, the amount capitalized for rale-making purposes shall not be capitalized
for financial reporting.

Financial Statement Classificatior of Amounts Capitalized under Phase-in Plans

10. Cumulative amounts capitalized under phase-in plans shall be reported as a
separate asset in the balance sheet. The net amount capitalized in each period or
the net amount of previously capitalized allowable costs recovered during each pe-
riod shall be reported as a separate item of other income or expense in the income
statement. Allowable costs capitalized shall not be seported as reductions of other

CXPENSES.
Disclosure
Phase-in Plaas

11. The terms of any phase-in plans in effect during the year or ordered for future
years shall be disclosed. This Statement does not permit capitalization for financial
reporting of allowable costs deferred for future recovery by the regulator pursuant
1o a phase-in plan that does not meet the criteria of paragraph S of this Statement
or a phase-in plan related to a plant on which substantial physical construction was
not completed before January 1, 1988, Nevertheless, the financial statements shall
include disclosure of the net amount deferred at the balance sheet date for rate-
making purposes and the net change in deferrals for rate-making purposes during
the year for those plans.

Allowance for Earnings on Sharcholders’ Investment Capitalized (or
Rate-making Purposes

12. The nature and amounts of any allowance for earnings on shareholders’ in-
vestment capitalized for rate-making purposes but not capitalized for financial re-
porting shall be disclosed.

Amendments to Existing Pronouscements

13. This Siatement amends Stalements 71 and 90 as follows:

a. The following sentence is added to the end of the footnote, ndded by paragraph




¢

9(b) of Swarement 30, at the end of the first senience of paragraph 9 of State-
meni 71:

Phase-in plans shall be accounted for in accordance with FASB Statement
Noa. 92, Regulated Enterprises— Accounting for Phase-in Plans.

b. Paragraph 13 of Statement 71, as amended by Statement 90, is superseded by
the following:

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

c. Paragraph 14 of Statement 71 is superseded by the following:

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

d. Paragraph 9(d) of Statement 90 is deleied.
Effective Date and Tramsition

14, Except as provided in paragraph 17 below, this Statement shall be efTective for
fiscal years beginning after December 15, 1987 and interim periods within those
fiscal years. Earlier application is emcouraged. At the date of initial application of
this Statement, existing phase-in plans shall be evaluated under the criteria of para-
graph 5 of this Statement. If those existing plans do not meet those criteria, all al-
lowable costs deferred by the regulator under those phase-in plans’ that have
previously been capitn'ized shall be written off. The provisions of this Statemen:
that address capitalization of an allowance for earnings on sharcholders® invest-
ment other than during coastruction or as part of a phase-in plan (paragraphs §
and 9) shall not be applicd to amounts capitalized in fiscal years prior to the initial
application of this Statement.

IRefer 10 Tootnote 2.




15. Retroactive application of the provisions of this Staterment that address ac-
counting for phase-in plans (paragraphs 5-7, 10, and 11), in fiscal years for which
fnancial statements have previously been issued, is permitted. If those provisions
are applied retroactively, the financial statements of all prior periods presented
shall be restated. In addition, the restated financial statements shall, in the year this
Statement is first applied, disclose the nature of any restatement and its effect on
income before extraordinary items, net income, and related per share amounts for
cach period presented and on retained carnings at the beginning of the carliest pe-
riod presented.

16. If financial statements for prior fiscal years are not restated as permitted by
paragraph 15, the effects of applying this Statement (o existing phase-in plans shall
be reported as the cumulative effect of a change in accounting principle, as de-
scribed in APB Opinion No. 20, Accounting Changes, and the effect of adopting
this Statement on income before extraordinary items, net income, and related per
share amounts shall be disclosed. .

17. Application of this Statement (o an existing phase-in plan shall be delayed if
both of the following conditions are met:

. The enterprise has filed a rate application to have the plan amended (o meet the
criteria of paragraph S of this Statement or it intends to do 5o as soon as practi-
cable.

b. Itis reasonably possible that the regulator will change the terms of the phase-in
plan so that it will meet the criteria of paragraph 5 of this Statement.

If thoze conditions are met, the provisions of this Statement shall be applied to that
existing phase-in plan on the earlier of the date when one of those conditions ceases
1o be met or the date when a final rate order is received, amending or refusing o
amend the phase-in plan. However, if the enterprise delays filing its application for
the amendment or the regulator does not process that application in the normal
period of time, application of this Statement shall not be further delayed.

18. In applying the criteria of paragraph 5 to a plan that was in existence prior to
the first fiscal year beginning after December 15, 1987 and that was revised to meet
the criteria of this Statement pursuant to paragraph 17 above, the 10-year criterion
(paragraph 5(c)) and the requirement that the percentage increase in rates sched-
uled under the plan in each future year be no greater than the percentage increase
scheduled under the plan for each immediately preceding year {(paragraph S(d))
shail be measured from the date of the amendment rather than from the date of the
first scheduled deferrals under the original plan.




The provisions ol this Statemen! need
nol be applied to immaterial ilems.

This Staterment was adopied by the affirmative votes of six members of the
Financial Accounting Standards Board, Mr. Lauver dissenied,

Mr. Lauver dissents from the issuance of this Statement because it permits in-
cluding in income an impuied allowance for earnings on shareholders® investment
during a phase-in period. He believes that accounting is inappropriate on concep-
tual grounds because the allowance should be included in income only at the time it
is a2 component of prices charged to customers for services.,

Further, he believes it is unwise policy, in the present environment, to authorize
special accounting during a phase-in period. Phas=-in plans are instigated because
rates that would otherwise be charged are unacceptable to customers. Whatever
might have been the case in a prior era, evidence now abounds, in the form of dis-
allowances, temporary or indefinite omission of costs from rale base, competition,
actual and planned deregulation, and inability to carn allowed rates of return, that
the relationship between present costs and future revenues is too tenuous to war-
rani accounting predicated on the assumption that the marketplace will accept
charges tomormow that it finds unacceptable today.

Mr. Lauver also dissents 1o the issuance of this Statement because it does not re-
quire elimination from balance sheets of certain amounts capitalized as an allow-
ance for carnings on sharchoiders’ investment even though not in compliance with
unambiguous provisions of Statement 71 that have béen reiterated in this State-
meni and even though inconsistent with the accounting required for non-
qualifying phase-in plans. He believes it is unwise policy 1o grant an amnesty-like
approval of accounting that was determined 1o be inappropriate in both Statement
71 and this Statement.

Members of the Financial Accounting Standards Board:

Dennis R. Beresford, Chairman
Victor H. Brown

Raymond C. Lauver

David Mosso

C. Arthur Northrop

Hobert J. Swieringa

Arthur R. Wyatt
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Appeadiz A

EXAMPLES OF APPLICATION OF THIS STATEMENT TO
SPECIFIC SITUATIONS

19. This appendix provides guidance for application of this Statement to some
specific situations. The guidance does not address all possible applications of this
Statement. All examples assume that the enterprise meets the criteria of paragraph
5 of Statement 71 for the application of Statement 71 by the enterprise.

20. Specific situations discussed in this appendix are:

Numbers
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Interaction of disallowance with defermal of costs before a rate
order is issued . A — v T
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Accounting for & Phase-la Plan That Includes sn Indirect Disallowance

21. Utility A is an electric utility that operates solely in a single-state jurisdiction.
On January 1, 19X1, Utlity A's new eleciric generating plant becomes opera-
tional. The cost of that plant is $1 billion.

22, Utility A's regulator orders that the costs of the newly completed plant be
phased in over a three-year period, as follows:

19X1—A portion o ' the return (interest and an allowance for carnings on share-
holders’ inv: stment) on unrecovered investment is deferred by excluding 25
percent of the cost of the plant from the rate base.

=




19X2—All of the remaining cost of the plant is to be included in the rate base with
no recovery of prejously deferred amounts,

19X3—All of the remaining cost of the plant is to be included in the raie base,
Also, additional revenue is to be provided equal to the return on unrecov-
ered investment excluded from rates in year 1.

The order does not provide for recovery in any year of a return on Utility A's in-
vestment in the deferred amounts. Utility A's weighted-average cost of capital in its
latest rate case was 11 percent.

23. The phase-in plan is partially a disallowance of plant costs because no return
on investment is provided for the deferred amounts. That disallowance should be
recognized in accordance with Statement 90 when it became probable. The amount
of equivalent cost disallowed should be determined as shown in Schedule 1. The
recorded cost of the plant should be reduced by that amount, and a corresponding
loss should be reported in 19X1,

24. The disallowance will reduce revenues only in years | through 3, 50 the depre-
ciation charge that would otherwise be recognized for that plant in years 1 through
3 should be redaced by the amount of the effective disallowance attributable to
those years (the amount in column 4 of Schedule 1). Amounts deferred under the
plan (the amount for months 1-12 in column 1 of Schedule 1) should be capitalized
as a scparate asset, and that asset should be amortized as recovery occurs (in
months 25-36), using the amounts in column 1 of Schedule 1.

10




Schedule 1
Ultility A

(in thousands)
m il o )
Camt Camulalive R.D.Lon
Dieferral Amannl Camutziive Effective
Moath {Recovery) Deferred Dveferral [htallompoce

1 1292 L B ] L 1] 50
1 1291 4,58) a2 21

b ] 1,192 6,875 6 41
4 12192 9,167 B4 &1
5 1,291 11,458 108 80
6 1291 13,730 126 L]
7 .09 16,042 147 18
] 2.9 18,313 168 117
9 1% 20628 159 133
10 ., nsn 110 m
i 2% 215,208 i 190
12 229 17,500 252 W
13 <] 27,500 252 4
4 [1] 27,500 252 m
15 (1] 27,500 32 20
15 (] 17,500 2 218
17 1] 1.50: 35 216
18 o 7,500 bivl 114
19 /] .50 252 212
F ] ] 1.300 32 210
i 0 27,500 42 208
e e o 1,500 252 206
2 (] 7,500 252 204
4 0 27,500 252 02
Fa @mn 5,208 Fil] 201
26 @.191) T 210 182
n (2,292) 20,625 189 164
n [ o] 18,313 168 146
» ) 16,042 147 129
» a.nn 13,7%0 126 1
31 (2.292) 11,458 o 9
2 2.291) 9,167 4 ]
1 @) 6,873 3] &2
4 .57) 4,58) a 46
s a.m) 2.9 21 11
36 ,292) 0 [ 15
Toial lots 10 be recognized in 19X1 55,099

Computations:
Column {1}—Cost of plant (31 billion) x 25 x 11% + 12

Column (2)}—Column () for prior moath + Colama (1) for current monih

Column (3)—Column ) x 11% + 12

Column (4}—Present va we (01 beginning of month 1) a1 11% (9167 per month) of amount in Col-

umn {J) for prior month




Applications of the Definition of & Phase-in Plan
*Mirror CWIP*

25. **Mirror CWIP" is one means of moderating the sudden, one-time increase in
rates that would otherwise result from placing a newly completed utility plant in
service. Under ““mirror CWIP,"” increasing amounts of construction work in prog-
rtu(CWIP}mhchdndhlhecun:n:mghucinlh:p:riadsbclorﬁhcphm
BO<s into service, providing the wtility with a current return on a portion of its in-
vestment in construction while the construction proceeds. After the plant is placed
in service, a decreasing amount of plant-in-service is excluded from the rate base
each year, “mirroring™ the patiern in which the construction was included in the
rate base, The result of this procedure is to increase rates while the plant is under
muuimmdmreduulhehmhnminmchiuﬂmufuwp{mi‘l
service life.

26, For rate-making purposes, no allowance for funds used during construction is
recognized on the portion of the construction that is included in the rate base while
the asset is under construction, and an allowance for funds used during construc-
tion is recognized on the portion of the plant-in-service that is subsequently ex-
cluded from the rate base after the plant is placed in service. The same total
amount is capitalized as if no construction had been includsd in the current rete
base. Is “‘mirmor CWIP** a phase-in plan under the definition in this Statement?
What financial reporting is appropriate for a *'mirror CWIP"* plan?

27. The *“‘mirror CWIP"' arrangement described above is not a phase-in plan un-
der the definition used in this Statement because it does not defer recovery of costs
that would not have been deferred under the methods of rate making used prior 1o
1982. Rather, it effectively provides a temporary loan from customers to the utility
during construction and requires repayment of that loan after the plant is placed in
service.

28. If the arrangement is known (o be a *‘mirror CWIP** arrangement at the time
of the construction (for example, if that arrangement is required by law or has been
specifically ordered by the regulator), an allowance for funds used during con-
struction should be accrued on the total cumulative construction vost in each pe-
riod for financial reporting. The revenue collected as a result of inclusion of
construction in the current rate base should be recorded as a liability to customers,
with disclosure of the approximate timing of the repayment that will be required
under the “‘mirror CWIP"" armangement.




29. If the arrangement is not known 1o be a **mirror CWIP** arrangement when
the construction is included in the rate base but the regulator later orders a “*mirror
CWIP" arrangement, the accounting described in paragraph 28 should be imple-
mented as soon as the nature of the arrangement becomes known. That will require
an adjustment for the cumulative effect of the arrangement to date. An amount
should be capitalized, with a corresponding accrual of an allowance for funds used
during construction, when the “‘mirror CWIP™ arrangement becomes known.
Current revenues should be reduced by an equal amount, and a corresponding lia-
bility to customers should be recognized. That amount should be the amount that
would have been capitalized il the arrangement had been known (o be a “mirroc
CWIP" arrangement when the revenue was collected during construction. That
capitalized amount should be reported in the year in which the “‘mirror CWIP**
arrangement becomes known in the same manner as if it had been capitalized dur-
ing construction.

Sale with Leaseback —Caphinl Lemse

30. Utility B sells its interest in a newly completed electric generating plant for an
amount equal 1o its cost and leases that interest back under a lease that requires
equal annual payments. The sale meets the criteria of FASB Statement No. 66, Ac-
counting for Sales of Real Estate, for recognition as a sale, and the leascback meets
the criteria of FASB Statement No. 13, Accounting for Leases, for a capital lease,
Utility B's regulator includes the lease rentals in allowable cost as they accrue. In
the past, Utility B's regulator has treated other leases entered into by Utility B in
the same manner, but those leases were for much less significant items of
equipment—nol for an interest in an clectric generating plant. Is this rate-making
method a phase-in plan under the definition in this Staiement?

31. The rate-making method described is a phase-in plan under the definition in
this Statement. Generally accepted accounting principles applicable 1o enterprises
in general require a capital lease 1o be accounted for much like a purchase of the
leased property. The resulting expense related (o the lease consists of interest on the
remaining lease obligation and depreciation based on the method used for similar
owned property. In the carly years of a lease, the lease rentals included in allowable
cost as they accrue are significantly less than the sum of inlerest on the lease obliga-
tion and depreciation on the leased asset. Thus, significant deferrals will resull.
The method also defers recognition of expenses compared with the methods of ex-
pense recognition used by Utiuty B's regulator for similar assets of Ultility B prior
1o 1982 because Ukility B's interests in clectric generating plants were included in
allowable costs in the 1 st based on current provisions for depreciation and for the
cost of capital investes in the plants. The use of this rute-making method in the
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past for leases of equipment does not change this conclusion. The definition is
based on the method of rate making used prior to 1982 for similar allowable costs.
Similar allowable costs would be those resulting from electric generating plants,

Sale wilh Leaseback —Operating Lease

32. Ukility C sells its interest in a newly completed electric generating plent for an
amount equal 1o ils cost and leases that interest back under a lease that requires
equal annual payments. The sale meets the criteria of Statement 66 for recognition
as a sale, and the leaseback meets the criteria of Statement 13 for an operating
kease. Utility C's regulator includes the lease rentals in allowable cost as they ac-
crue. In the past, Utility C's regulator has treated other leases entered into by Util-
ity C in the same manner, but those leases were not for an interest in an electric
generating plant. Is this rate-making method a phase-in plan under the definition
in this Stalement?

33. The rate-making method applied to Utility C is not a phase-in plan under the
definition in this Statement because it recognizes reat expense for rate-making pur-
Pposcs in the same way as that expense wouid be recognized for enierprises in gen-
eral for this type of lease.

Sale with Leaseback —Profit Recogaltion Accelernied

34. Untility D sells its interest in a 5-year-old electric generating plant for an amount
that exceeds its undepreciated cost by $500,000 and leases that interest back. The
lmﬁ.ckiumklﬂmmummmmﬂuﬂhm The salc meeis the
criteria of Statement 66 lor recognition as a sale with full profit recognition, and
the leascback meets the criteria of Statement 13 for an operating lease. Utility D's
regulator includes the lease rentals in allowable cost as they accrue and orders Util-
ity D to amortize the profit, for rate-making purposes, over 10 years. The sale oc-
cmrcduaﬁmc-lwnmﬂiwnmlboulmpha:wympktedphmin
service. Utility D has not had any similar transactions in the past. Is this rate-
making method a phase-in plan under the definition in this Statement?

35. The rate-making method described is a phase-in plan under the definition in
this Statement. Generally accepted accounting principles applicable 10 enterprises
in general require a profit on a sale-leaseback transaction 1o be amortized over the
term of the leaseback. Amortization of that profit, for rate-making purposes, over
10 years when generally accepted accounting principles applicable to enterprises in
general require amortization over the 20-year leascback term is equivalent 1o a de-
fesral of allowable costs. In view of the timing of the rate order on the sale-



leascback transaction, the presumption is that the order was issued in connection
with the newly completed plant. The method cannot be compared with methods in
use prior 10 1982 because Ulility D has had no previous transactions of this type.

Modilied Depreciation Method

36. Utility E's regulator orders it to depreciate its new electric generating plant, for
raie-making purposes, by using an annuity method. Under the method ordered,
depreciation increases each year so thai the total of depreciation and return on in-
vestment stays approximately level over the life of the plant. In the past, Utility E's
regulator required the use of straighi-line depreciation for electric generating
plants. Is this rate-making method a phase-in plan under the definition in this
Statement?

37. The rate-making method applied to Utility E is a phase-in plan under the defi-
nition in this Stalement because (a) it defers depreciation expense compared with
the depreciation methods that are acceptable under generally accepled accounting
principles applicable to enterprises in general (annuity methods of depreciation are
not acceptable under generally accepted accounting principles applicable to enter-
prises in general) and (b) it defers depreciation expense compared with the method
of depreciation used by Utility E’s regulator for Utility E's electric generating
plants prior to 1982,

Deferral of Costs Before & Rate Order Is Lusned

38, Utility F completes construction of a nuclear generating plant and places that

_plant in service, Utility F's regulator decides that it will complete its examination of

the prudence of Utility F's construction cost before rates are adjusted 1o reflect the
cost of operating the plant. During the examinatiou and until rates are adjusted,
the regulator orders Utility F 1o capitalire its net cost of operating the plant (oper-
ating costs, depreciation, allocable interest cost, and an allowance for carnings on
sharcholders’ investment, all net of savings that result from operation of the new
plani). Is the resulling delerral for rate-making purposes a phase-in plan? What ac-
counting is required for financial reporting?

39. The resulting deferral is not a phase-in plan. The regulator’s order to capitalize
an amount pending completion of a rate hearing is designed to protect the utility
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from the effects of regulatory lag® in the absence of a rate order—a routine proce-
memormm.mﬁmﬁhﬂnhp&m-iu plan in this Statement is
not intended to encompass actions of a regulator that are designed Lo protect a util-
ity from the effects of regulatory lag in the absence of a rate order, nor is it in-
lended 10 encompass the regulator’s subsequent treatment of any allowable costs
that result from those actions.

40. Under paragraph 9 of Statement 71, Utility F should capitalize that portion of
the amoun capitalized for rate-making purposes that represents incurred costs that
would otherwise be charged (0 expense, provided that it is probable that future rev-
enuc in an amount at least equal 1o the capitalized cost will result from inclusion of
those costs in allowable costs for rate-making purposes. Otherwise, Utility F
should not capitalize those costs,

al. mmmtmmhmmﬁmﬁm:pm%
phn.&m?lduunﬂpumhumﬁﬂiuﬁmnlmaﬂumrmmnum
shascholders® investment. Accordingly, Utility F should not capitalize, for finan-
cial reporting, the portion of the amount capitalized for rate-making purposes tha
represents an allowance for earnings on sharcholders' investment, If recovery of
that allowance subsequently occurs, increased earnings during the recovery period
will result,

Isteraction of Disallowance with Deferral of Costs Before a Rste Order Ls Issued

42, ﬂ:mhsaﬂwﬂummhmﬂwufuwdmhlhemﬁw:mmpk,
Uukyﬁlqduuwmmﬂthcmﬂlh:mphmwdmm
$600,000,000—consisting of construction expenditures of $570,000,000 and
mmt«m&hmdﬁqmﬁ&mﬂwmm
Mﬂhhhmnﬂaﬂm.ﬂﬁ.mmdnﬂmﬂm'mcphm before
consideration of the disallowance is $4,500,000,000, During this 6-month period,
Utility F has capitalized $500,000,000 of net cost for rate-making purposes. This

‘muhﬂﬁrhmnwhlwm‘mﬂuMImmm
ordered by a regulator as a result of that change in costs, A shortfall in & wtility's net income can
mmmmmmmrwkwmwwﬂmmmknm
mmhﬂmummuwmm-nmmmmmmmmm
rates. Regulstors' actions that are designed (o protect a wiility from the elfects of regulatory lag
can occwr during a rate case but before a rate order is issued, a3 in this example, and when no rate
case s under active consideration. An accounting order 1o a utility to capitalire the cost of repais-
hmmwhmmﬂﬁ:mﬂuh.mmmmnnpmoh
rate order. An example of that type of action would Ue & fuel adjustment clause that is intended 10
protect the utility from the effects of unanticipated changes in fuel costs




$500,000,000 consists of an allowance for earnings on sharcholders® investment of
$200,000,000 and incurred costs that would otherwise be charged to expense of
$300,000,000. For rate-making purposes, the balance sheet accolints, before and
after the disallowance, are as follows:

Balance Balance
before after
Disallowance Dismallowance Disallowance
(in thousands)
Plant in Service $4,500,000 £(570,000) £3,930,000
Amounts Capitalized Pending
Rate Order 500,000 (30,000) 470,000
Combined totals m gﬂm@ n&lm

For financial reporting, how should the disallowance be recognized?

41, Statement 90 requires a disallowance of plant costs to be recognized as a loss.
Utility F should perform the following analysis to determine the loss that should be
recognized and how it will be allocated:

a. Assuming that 5300,000,000 of the $500,000,000 capitalized for rate-making
purposes during the 6-month period was also capitalized for financial reporting
(the $200,000,000 allowance for earnings on sharcholders’ investment would
not be capitalized), the total loss recognized by Utility F for financial reporting
should be the amount that reduces the combined total of Plant in Service and
Amounts Capitalized Pending Rate Order ($4,800,000,000) to the combined to-
tal that will be honored for rate-making purposes ($4,400,000,000). The recog-
nizable loss is $400,000,000.

b. Utility F should allocate 1o Plant in Service the lesser of the amount of the disal-
lowance that was allocated (o Plant in Service by the regulator ($570,000,000)
or Lhe total disallowance recognized for financial reporting ($400,000,9%00), or
$400,000,000.

c. Utility F should allocate the rest of the disallowance recognized for financial re-
porting, if any, to Amounts Capitalired Pending Rate Order. In this case, no
amount is allocated to that asset.

17
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The recognition of the disallowance and the effect of that recognition on the finan-
cial reporting balance sheel accounts are as follows:

Balance  Recognition  Balance

before of aller
Disallowance Disallowance Disallowance
(in thousands)
Plant in Service $4,500,000 $(400,000) 54,100,000
Amounts Capitalized Pending
Rate Order 300,000 300,000
Combined totals u!m!mu gm,g s‘!m 000

Internction of Deferral of Costs Before a Rate Order Is Lssued with a
Subsequent Phase-In Plan

44. Utility G's fact situation is identical to that of Utility F, described in the above
eamples, except that Utility G’s regulator approves all of the costs related to the
newly completed plant. Utility G's regulator adopts a formal phase-in plan in-
tended to provide recovery of amounts deferred under the plan and amounts capi-
talized, for rate-making purposes, during the six-month period from the plant’s
in-service date (o the date of the rate order. How does the phase-in plan affect the
financial reporting of the costs deferred during the six-month period?

u.mphminﬂmdaunﬂlmnlhﬁnmdﬂrcpoﬂin;nhhmpr:ﬁnuﬂy
deferred costs described in paragraphs 40 and 41, nor does the existence of those
mummmmmrwwnrmmm plan. Ac-
cordingly, the allowance for camings on sharcholders® investment that was not
Wmmmmmmmmmwmmy
not be capitalized upon adoption of the phase-in plan.
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Appeadix B

BASIS FOR CONCLUSIONS
Introduction

46, This appendix summarizes considerations that were deemed significant by
members of the Board in reaching the conclusions in this Statement. It includes
reasons for accepting certain views aind rejecting others. Individual Board mem-
bers gave greater weight to some factors than Lo others,

Defigition of Phase-in Plans

&7. This Statement specifies a phase-in plan definition different from that speci-
fied in the December 19, 1985 Exposure Draft, Regulated Enterprises—
Accounting for Phase-in Plans, Abandonments, and Disaliowances of Plant
Casts. Comments received on the definition in the Exposure Draft indicated that
{a) the definition might encompass some methods of rate making that had been
routinely followed for years, (b) the definition could be interpreted to encompass
some msthods of expense recognition that are accepted for enterprises in general,
and (c) the definition was considered ambiguous for phase-in plans related to a
supplier's newly completed plant. The Board adopted the definition in this State-
ment 1o avoid those problems. The definition now focuses on methods of rate
making that defer recognition of allowable costs that would not be deferred under
generally accepted accounting principles applicable to enterprises in general and
that defer recognition of allowable costs that would not have been deferred by a
regulator under the methods of rate making used by that regulator for that same
utility in the past.

Accounting for Phase-in Plans

Ovigia and Natare of Phase-ia Plani

48, When a utility places a pewly completed plant in service, traditional rate-
making procedures establish rates 1o recover the allowable costs of that plant. The
allowable costs include an allowance for return on the utility’s remaining invest-

ment in the plant, which is greatest in the first year of the plant’s service life and
decreases thereafter as the plant is depreciated.
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49. In recent years, a combination of circumstances caused traditional rate-
making procedures to result in a phenomenon called rate spike. Rate spike is a ma-
jor, one-time increase in rates that can result from the inclusion of the cost of new
plants in rates under traditional rate-making procedures. Ope cause of rate spike
was the high cost of nuclear power plants. The cost of those plants escalated far
beyond initial expectations. Another cause was the high cost of capital, Return on
investment, which is based on the cost of capital, is a major part of the cost of op-
mth::nudurm.muy,mrmmnymuuiﬂ‘mimhumtmm
in recent years to the extent that was expected when the decision was made *o con-
struct many of the recently completed plants. As a result, plants that were expected
10 be needed 10 meet demand have created excess capacity. The increased efficiency
of the new plants has not been sulficient 1o offset the high construciion and capi-
talized capital costs of those plants and the return on investment that would have
been included in rates under traditional rate-making procedures.

50. Phase-in plans were developed 1o alleviate the problem of rate spike. Those
plans are intended 10 moderate the initial increase in rates that would otherwise
result from placing newly completed plants in service by deferring some of that rate
increase to future years and providing the utility with return on investment for
those deferred amounts. Instead of the traditional pattern of an increase in allowa-
ble costs followed by decreasing allowable costs for utility plants after the plants
are placed in service, phase-in plans create a pattern of gradually increasing allowa-
ble costs for the initial years of the plant’s service life.

Questions Habed by Phase-in Plans

51. Phase-in plans raise three questions under Statement 71. First, the very exis-
tencg of a phase-in plan, whereby rate increases are postponed, calls into question
whether future rates 10 be charged o and collected from customers will in fact be
set a levels that will recover the enterprise’s costs. Paragraph 5(c) of Statement 71
requires that such an assumption be reasonable as a threshold condition for appli-
cation of that Statement,

51. Some phase-in plans have been discussed in public forums as ways of retaining
major customers. Lhility officials have stated that major industrial customers
would leave their utility’s service area or develop alternative sources of supply if
rates were increased under normal rate-making procedures sufficiently w recover
the costs of a newly completed plant. If rates cannot, immediately after a new plant
is put in service, be set at levels to permit recovery of allowable costs, a question
arises as to whether economic conditions or customer acceptance will permit col-
lecting rates in the future that ultimate!y will recover costs,



53. The second question relates 1o paragraph 5(b) of Statem =i 71, which requires
that rates be designed 1o recover the specific enterprise’s cosi s of providing the reg-
ulated services or products as a condition for application of 1hat Statement. In the
past, regulators sometimes have provided rates (o recover custs in periods other
than the period in which the costs would be charged (o expense under generally ac-
cepted accounting principles applicable to enterprises in general. The rationale for
such differences has been that (a) costs like storm damage or plant abandonments
were infrequently occurring and should be spread among customers of multiple
years or (b) the regulator did not agree that the cost was a valid period cost of the
period in which it would be recognized by nonregulated enterprises. Deferred in-
come tax expense is an example of the latter category. Under phase-in plans, allow-
able costs that for years have been agreed to be costs of a period are charged 1o
customers in a dilferent period mainly because otherwise rates are judgped to be un-
accepiably high.

54, [f onc accepted a premise that, in periods when rates would be unacceptably
high, costs can be moved to a future period, the economic discipline inherent in a
process of charging customers for the costs of the services they use would be ab-
seni. No constraint would exist on the rate-making process. In the extreme case,
nothing would prevent a regulator from providing customers with free electricity
and promising recovery of the costs of producing that electricity in future years
when an improved locul economy might be expected. Some Board members be-
lieve that the premise that rates in a given period are based on the cost of services
provided to customers in that period provides a necessary eonstraint to accounting
for the type of regulation that was addressed by Statement 71.

55. The third question raised by a phase-in plan is whether it is appropriate to capi-
talize an allowance for earnings on sharcholders’ investment after a plant begins
operations. Paragraph 15 of Statement 71 requires capitalization of such an allow-
ance as part of the acquisition cost of an asset during construction. Statement 71
does not permit capitalization of such an allowance under any other circum-
stances.

56. The Board notes that an allowance for earnings on sharcholders' investment is
different from other costs for which recovery is provided by regulators. An allow-
ance for carnings on sharcholders® investment is not an incurred cost but is a com-
puted amount of earnings to which equity sharcholders are deemed to be entitled if
their capital is prudently employed in providing services to customers. Capitalizing
such an allowance increases currently reporied income. Some believe that this
result is inappropriate and that income should not be recognized until revenues in
the form of billable rati s for services are realized. They acknowledge that a partial




exception is permitted in Statement 71 for an allowance for funds used during con-
struction but question whether that partial exception should be extended to the
case of phase-in plans. They view the current recognition of that future income, by
capitalizing an allowance for earnings on shareholders’ investment, as recognition
of income that is not yet earned. This view, in part, led 1o the Board's decision, in
Statement 71, to permit capitalization of an allowance for earnings on sharehold-
ers’ investment only as part of the acquisition cost during construction of an asset.

Board Conclusions about Phase-in Plans

57. After considering comments received in comment letters on the Exposure
Draft, the Board considered the possibility of not permitting any capitalization of
allowable costs deferred pursuant 1o phase-in plans. For the reasons outlined
above, the existence of phase-in plans calls into question the applicability of State-
ment 71. Observation of the actions of regulators over the past few years, since the
first phase-in plan was initiated, suggests that some regulators did not view their
actions or the resuking accounting to be constrained by the overriding priiciple
that the cost of current services generally should be charged 1o current customers.
Phase-in plans have evolved from a tightly controlled plan, which deferred recov-
ery of some costs for a short number of years and promised recovery of those de-
ferrals through an automatic rate adjustment mechanism within a briel time
period, to open-ended plans that deferred costs indefinitely and promised recovery
only when, and if, future demand grew to the point that the capacity in question
was needed. The Board was concerned that such developments might undermine
the credibility of financial reporting under Statement 71.

58. Despite those concerns, the Board decided sgainst a blanket prohibition
againa capitalization, for financial reporting, of amounts capitalized for rate-
making purposes under phase-in plans. Rather, the Board decided that capitaliza-
tion of allowable costs deferred under some types of phase-in plans should be
permitied. The Board believes that if any phase-in plans are to result in capitaliza-
tion of the allowable costs that are deferred pursuant to the plans, those plans
should meet stringent criteria so that they will not undermine the credibility of
financial reporting under Statement 71. The Board adopted the four criteria in par-
agraph 5 as the minimum set of criteria that it believes would satisfy that objective.

59. Many respondants to the Exposure Draft urged the Board not to impose the
10-year criterion, which Lhey view as an arbitrary limit. The Board recognizes that
the 10-year period is arbitrary, but any other period (for example, the life of the
plant) would be equally arbitrary. Cost of service regulation is based on implicit
presumptions that (a) operating expenses should normally be recovered in the pe-
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riod in which the expenses are incurred and (2) an allowance for return on invest-
ment should normally be recovered in the period during which the investment is
used 10 provide services lo customers. Any departure from those norms requires an
arbitrary decision about the appropriate time for recovery. The very existence of a
phase-in plan indicates an inability to fully recover currently the allowable costs of
delivering services to customers. Further, it represents a failure to realize normal
expectations that return on prudent investments in operating plants would be re-
covered currently and that prudently incurred coastruction costs would begin to be
recovered on a normal (usually straight-line) basis as soon as a plant was put in ser-
vice. Although those departures from the norms of individual cost-of-service regu-
lation are an adaptation 10 exceptional circumstances, they are such major
departures that, if not tightly bounded, they could undermine the credibility of
specialized accounting for regulated enterprises.

60. Some phase-in plans provided for deferral of extremely large amounts, such
that phasing in those amounts and providing recovery of deferrals within 10 years
was asserted to be not practicable. Board members are concerned that those costs
might not be recoverable at all, and the phase-in plan might be nothing more than
a means of delaying recognition of the fact that rates based on full cost of service
cannot be charged to and collected from customers.

61. Board members were also concerned about changes that have occurred in the
underlying environment of the electric utility industry. Cogeneration appears to be
MmWMmemwﬂnﬁrm
amounts of unused capacity presently in existence indicate that considerable com-
ﬂnumuummkmm.mwmm
not been inclined to support local franchise rights when the possibility of electric
utility customers relocating is present. These uncertaintics in the electric utility in-
mmmm':mumﬂMmmm
lems should themselves be temporary and that the 10-year criterion was
appropriate.

62. Many respondents to the Exposure Draft urged the Board, if it concludd that
the 10-year criterion was necessary, (o permit partial application of that criterion.
Under that approach, a utility with a phase-in plan that met all of the other criteria
but extended beyond 10 years would capitalize the portion of the deferrals under
the plan that would be recoverable under the plan within 10 years.

63. The Board considered and rejected partial application of and several alterna-
tives 10 the 10-year criterion. Alternatives included other qualitative criteria and
other quantitative critiria that specified different deferral periods and different
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methods and periods for recoveries. The Board concluded that it was important to
specify a time period in which alf deferred amounts must be recovered rather thana
time period in which only some deferred amounts must be recovered. The Board
concluded that the 10-year criterion, when considered with Lhe other criteria of
paragraph 5, was the maximum acceptable time that met the objective of a set of
criteria that is sufficiently stringent that the credibility of financial reporting under
Statement 71 would not be compromised. Because the Board views those criteria as
an interrelated set, it believes that it should not permit partial application for a
phase-in plan that fails to meet one of those criteria,

64. Letiers received before the Exposure Draft was issued and commenis received
on the Exposure Draft recommended that the regulator's selection of a specific al-
lowable cost for deferral should not be important to accountants because any al-
lowable cost can be selected with equal economic effect. The Board agrees that the
regulator does have considerable discretion in identifying costs to be deferred un-
der some phase-in plans because those plans merely defer a predetermined amount
of allowable costs for a predeteninined period of time. Since the Board decided 10
permit any allowable cost that is aeferred for rate-making purposes under a quali-
fying phase-in plan to be capitalized for financial reporting, this issue became
mool.

Limitation on Use of Accounting for Phese-in Plans

65. Some Board members agreed (0 permit the capitalization of allowable costs
for plans meeting the specified criteria even though they believe that deferral of
costs in those circumstances is not consistent with the premises that underlie the
accounting provision: of Statement 71, Some viewed the regulators’ decisions to
approve phase-in plans as being driven more by market factors or competition
than by the cost of the current services provided 10 customers. The Board con-
cluded, however, that capitalization for financial reporting of amounts deferred
pursuant (o certain phase in plans should be permitied because of the combination
of circumstances experienced by electric utilities in recent years as set forth in para-
graph 49, The Board views those circumstances as unvtual and agreed 1o the ac-
counting specified in this Statement as a means of addressing those unusual
circumstances. On the other hand, the Board belicves that the provisions of this
Statement can be viewed as a departure from the premises of Statement 71. Ac-
cordingly, the Board decided to limit application of this Statement to phase-in
plans adopted in connection with plants on which there was significant physical
coastruction before January 1, 1988. The Board concluded that this limitation on
the use of phase-in plans is appropriate because the provisions of this Statement
are intended to apply in specific, known circumstances. One cannot predict the ex-




R

mdfﬂ:muﬂMhmmﬁmﬁrhﬁmuh
other utility industries.

Distinction between Phase-in Plans and Disaliowances

66. Some existing phasc-in plans have deferred allowable costs for recovery in fu-
mpﬁfwmkhmmmmumiddmmmmmw-
ment in those deferred costs during the deferral period. The Board considered that
Wﬂm#mmuhhhwhu:npmhﬂudﬂmmd
pﬂtmmm&w:nnﬂwwm
wﬁnnmﬁ:uwmﬂywm:h&munﬁmm for
the benefit of the enterprise’s customers. If no return is provided, the regulator has
wmwcrmwﬂmmmmmmm
reflect that dsallowance.

Aflowance for Earnings on Shareholders' Investment Capitalized for
Rate-making Purposes

67. An AICPA lIssues Paper, Application of Concepts in FASB Statement of
Financial Accounting Standards No. 71 to Emerging Issues in the Public Utility In-
mmwumumlm.mmmm
-ﬂmﬂ?dmﬂwmmuwﬂnn&m
-h&euﬂuhurmup-wmmumwmmw
Dralt made the same recommendation. Paragraph 9 requires capitalization only of
ﬁMﬂMmﬂMhWhm"Mwﬂﬂ
hﬂwﬂwﬂﬂbndumlwmwm'
investment—an allowable cost but not an incurred cost that would otherwise be
wnmummmumﬂmﬁm'mmpm-
mh-whnwmmﬂmwmm
mwmnmmﬂmmmum
mmnmmm&mmwmmrwmm
sharcholders’ investment generally should result from revenue realization, not
from capitalization.

68. uuwmmmwmmmﬂmcm
of equity funds (an allowance for carnings on sharcholders’ investment) in one
mmﬂmm—whmlmﬂhwmhdc{mwu»mwmmn-
mh-ihaﬂmmmﬂaﬂuﬂmkmdﬂww“
automatic rate adjustment clause or in the rales provided in the next rate case.
Even though the situation was defined carefully, comments received about that
provision of the E wposure Drafl indicated that any such requirement would be in-

7
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lerpreted broadly. For example, some respondents interpreted the provision in
m-m-ﬁmmmwm«m«mm-
hﬂhndtﬂnuﬁeﬂnrmm;luﬂymplﬂedplunduﬁn;uuuﬁodrm
mmuwﬂmmmmauuuhwmmmumm
into rates even though recovery, if any, will be provided over the life of the newly
completed plant rather than through rates provided in the next rate case.

69. Afier considering comments received, the Board agreed that recognition of a
ddumdhmruaminﬂmﬂmﬂwum'hvmmlnimmmhusa-
mhuﬁummﬁﬁuﬂymdmdbmhmmmwmud.
mlmddﬁﬁﬁmuimmmmmﬂrhuﬁuhum.rm
Wmﬂmmrwmhpmmmum' investment (o
construction and qualifying phase-in plans than 1o attempt 1o define limited other
m!ﬂrwhkhlmuldbepumhud.mduﬁanuﬂmubothlh:hdim
Wummmofmmmnmkﬂduﬁndﬁnnr
Wuﬂuﬁmwmﬁmmuﬂﬂmm.mmnﬂnﬂwm
dudddmmmmd&mt?lmpumhuphﬁmionohnluwmuhr
eamings on sharcholders' investment for financial reporting in instances other
ﬂ:ndwh;mnmuurunnonphm-hm.

Effective Date aad Traasition

70, mmmmmmmummmm
in plans ordered after the effective date or to all phase-in plans. Applying this
Mmummmmmmmmmm
both the comparability of the resulting financial statements among enterprises and
the year-io-year consistency of lnancial results of an enterprise that had phase-in
plans ordered both before and after the effective date, Phase-in plans extend over a
nmhofmmm&mmhmphm{nﬂmmduﬁnfmm
effective date would also permit I‘Lulndal-rrpuﬁn;mmmilimofphau-iuplm
that the Board belicves could undermine the credibility of financial reporting un-
der Statement 71, Accordingly, the Board decided that this Statement should be
applied to all phase-in plans, regardless of whether they were ordered before or af-
ter the effective date,

71. In the Exposure Drafi, the Board asked whether regulators would be likely to
meodify existing plans in order to meet the criteria of the final Statement, Camment
letters received in response to the Exposure Draft indicated that such changes may
well occur, Some respondents noted that their existing phase-in plans call for auto-
mﬂkmﬂuﬂiminﬂ:nﬂlhulhwdonmmulhcuiluhoflhhﬂm:-
ment. In view of thal response, this Statement provides special transition relief for
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coriain existing phase-in plans. The Board decided that if the regulated enterprise
hsas requested that its regulator amend the phase-in plan in order to meet the crite-
ria of this Statement or intends to do 5o as soon as practicable and it is reasonably
possible that the regulator will change the terms of the plan so that it will meet the
criteria of this Statement, this Statement generally would not be applicd 1o that
plan until an order is received from the regulator, either revising or refusing to re-
visc the plan. The Board also decided that the criteria of paragraph 5 should be
modilied for plans that are revised to mect the criteria of this Statement. For those
plans, the 10-year limitation and the prohibition against increasing percentages rate
increases would be measured from the date of the revision,

7. The Board also considered whether the provision in this Statement, that an al-
lowance for carnings on shareholders' investment should not be capitalized for
financial reporting other than during construction or as part of a phasec-in plan,
should be applied oaly to amounts accrued for rate-making purposes afier the ef-
fective date or also to amounts previously capitalized for financial reporting. The
Board concluded that although capitalization in circumstances other than con-
struction and phase-in plans can result in questionable income recognition, retro-
mctive restaternent would be burdensome and would not be warranted in view of
the relatively limited amounts or lime periods involved in past practices. Also, the
practice is not one that would be likely to undermine the credibility of financial re-
porting under Statement 71. Accordingly, the Board decided that this Statement
should be applied to allowances for earnings on shareholders® investment deferred
for rate-making purposes after initial application of the Statement. Retroactive ap-
plication is not permitted for that item.




Appendiy C

BACKGROUND INFORMATION

73. Statement 71 was issued in December 1982, effective for financial stalements
for fiscal years beginning after December 15, 1983. In early 1584, several different
circumsiances caused the Board 10 question whether the application of Statement
71 in practice was what the Board had intended.

4, smmmttnhnﬁusmﬂ.ﬂumrdm:mormﬂﬂphm
mmmmwﬂumrmmmm+
investment in an operaling plant. The Board considered issuing an Interpretation
mgﬂhﬁmﬂa'ﬁuﬂ&ﬁhmwﬂmﬂmﬁzﬂmo{
Mum-pwwﬂww&m?l.ﬂm.mﬁmﬁn;
tum:dﬂumhphmmdm:murwdﬁrwmﬂthmtﬂm
wmmudhuﬂmﬂuﬂwddu&ﬁdwﬂpkuthewnfplmhphmin
more depth before addressing the accounting for those plans.

75. m:m.mwmﬂummm&m plants of
several utilities were widely discussed in the financial press. Comments credited to
executives of those utilities indicated considerable question whether the utilitics
could bill rates based on the cost of those plants to their customers without losing a
mhnﬂﬂ&drmh:.&m.ﬂﬁuhﬂmd&uﬁm—hﬂm&m
Mtuwnhﬁﬁmﬂiﬁhmmwmmm
assurance of recovery of costs that would be deferred.

76. M:mhdhﬂmwmmmmmmmw
mmmmmnrmm was needed in practice.
The stall met several times with committees of the Edison Electric institute (EEI),
mwmdwummm.mmwm
Utilities Subcommitiee of the American Institute of Certifizd Public Accountants
(the AICPA Subcommiitee). The Board also met with represeatatives of those
WMMWWWWm

71. In November Im,mmrwdvndnhl@himahpammﬁng
hﬁh&:wﬂkﬂﬂkriﬂuﬂﬂ.hmhﬂdﬂmﬂd&m:ﬂuﬁdw
curient problems in the clectric utility industry identified by the AICPA Subcom-
mmmmm.mhwrmmﬂﬂmuumm
in the AICPA Issues Paper.

£}




78. The Board issued an Exposure Drall on accounting for phase-in plans, aban-
doaments, and disallowances in December 1985. More than 1,400 organizations
and individuals responded to that Exposure Drafl.

79. In June 1986, the Board held a public hearing on the proposals in the Exposure
Drafi. Sixty-six individuals and firms presented their views at the four-day public
hearing.

80. Afier considering comments received in comment letters and at the public
hearing, the Board concluded that additional consideration was necessary 1o re-
solve the accounting issues related to phase-in plans, In December 1986, the Board
issued Statement 90 Lo address accounting for plant abandonments and disallow-
ances of plant costs. Subsequently, the Board continued its deliberations on ac-
counting for phass-in plans.

81. In March 1987, the Board met in an open meeting with representatives of the
EEI and four public accounting firms that audit large numbers of electric utilities.
Subsequent to that meeting, the Board decided to issue this Statement to address
accounting for phase-in plans and capitalization of an allowance for earnings on
sharcholders” fnvestment other than during construction or as part of a phase-in
plan.
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Summary

This Siatement amends FASB Statement No. 71, Accounting for the Effects of
Certain Types of Regulation, for two types of events that recently have occurred in
the dectric utility industry—abandonments of plants and disallowances of costs of
recently completed plants.

This Statement amends Statement 71 to require the future revenue that is expected
to result from the regulator’ inclusion of the cost of an abandoned plant in allow-
able costs for rate-making purposes to be reported at its present value when the
abandonment becomes probable. If the carrying amount of the abandoned plant
exceeds that present value, a loss would be recognized. Statement 71 previously
required that asset to be reported at the lesser of the cost of the abandoned plant or
the probable gross revenue.

This Statement also amends Statement 71 to require any disallowed costs of a
recently completed plant to be recognized as a loss, Statement 71 previously required
asset impairments to be recognized but did not specify what coastitutes an impair-
menl or provide specific guidance about how impairments should be measured.

Finally, this Statement amends Statement 71 (0 specify that an allowance for funds
used during construction should be capitalized oaly if its subsequent inclusion in
allowahle costs for rate-making purposes is probable,

This Statement is effective for fiscal years beginning after December 15, 1987
unless (a) application of the Statement would cause a violation or probable future
violation of a restrictive clause in an existing Joan indenture or other agreement and
(b) the enterprise is actively secking to obtain modification of that restrictive clause.
In that case, this Statemnent is effective for fiscal years beginning after December 15,
1988, '

This Statement applies to the recorded costs of previously abandoned assets, the
recorded costs of assets for which future sbandonment is probable or becomes prob-
able in the future, previously disallowed plant costs, and disallowances of plant costs
that are probable or become probable in the future. Restatemnent of financial state-
ments for priur fiscal years is encouraged but not required.
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an amendment of FASB Statemment No. 71

December 1986

INTRODUCTION

1. FASB Statement No. 71, Accounting for the Effects of Certain Types of Regula-
tion, was issued in December 1982, Shortly after that Statement was issued, major
events in the electric utility industry caused the Board (o review the effects of the
Statement on the accounting for those events. After considering the application of
the Statement, the Board decided to amend Statement 71 to provide more spedfic
guidance for some of thosc events and to change the accounting for others.

2. This Statement amends Statement 71 (o specily accounting for plant abandon-
ments and disallowances of costs of recently completed plants. It also provides guid-
ance for the capitalization of an allowance for funds used during construction
{(AFUDC).

STANDARDS OF FINANCIAL ACCOUNTING AND REPORTING
Accounting (or Abandonments

3. When it becomes probabie! that an operating asset or an usset under construction
will be abandoned, the cost of that asset shall be removed from construction work -
in-process or plant-in-service. The enterprise shall determine whether recovery of
any allowed cost is likely to be provided with (a) full return on investment during the
period from the time when abandoament becomes probable to the time when recov-
ery is completed or (b) partial or no return on investment during that period. That
determination should focus on the facts and circumstances related (o the specific
abandooment and should also consider the past practice and current policies of the

'mmM&MhMMMMuuhmwm 5,
Acoounting for Confingencies, 10 mean that & trantaciion of event is likely 10 ooour.




mination, the enterprise shall account for the cost of the abandoned plant as follows:

&. Full return on investment & likely to be provided. Any disallowance of all or part
of the cost of the abandoned plant that is both probable and reasonably estima-
ble, as those terms are used in FASB Statement No. 5, Accounting for Contingen-
cies, and the related FASB Interpratation No. 14, Reasonable Estimation of the
Amount of a Lass, shall be recognized as a loss, and the carrying oasis of the
recorded asset shall be cormrespondingly reduced. The remainder of the cost of the
abandoned plant shall be reported as a separate new asset.

b. Partial or no refurn on invesiment is likely to be provided. Any disallowance of
all or part of the cost of the abandoned plant that is both probable and reason-
ably estimable, as those terms are used in Statement 5 and Interpretation 14, shall
be recognized as a loss. The present value of the future revenues expected 1o be
provided to recover the allowable cost of that abandoned plant and return on
investment, if any, shall be reported as a separate new assel. Any excess of the
remainder of the cost of the abandoned plant over that present value also shall be
recognized as a loss. The discount rate used 1o computs the present value shall be
the enterprise’s incremental borrowing rate, that is, the rate that the enterprise
would have to pay to borrow an equivalent amount for a period equal (o the
expected recovery period. In determining the present value of expected future
revenues, the enterprise shall consider such matters as (1) the probable time
period before such recovery is expectad to begin and (2) the probable time period
over which recovery is expected to be provided. If the estimate of either period is
a range, the guidance of Interpretation 14 shall be appliad to determine the boss to
be recognized. Accordingly, the most likely period within that range shall be used
1o compute the present value. If no period within that range (s a better estimate
than any other, the present value shall be based on the minimum time period
within that range.

4. The recorded amount of the new asset shall be adjusted from time to time as nec-
essary if new information indicates that the estimates used to record the separate new
asset have changed. Thoss estimates include (a) the determination of whether full
return on investment will be provided and, if not, the probable time period before
recovery ks expected 1o begin and the probable time period over which recovery is
expected to be provided and (b) the amount of any probable and reasonably estima-
ble disallowance of recorded costs of the abandoned plant. The amount of the
adjustment shall be recognized in income as a loss or gain, Paragraphs 21, 22, and 24
of Appendix A iliustrate how this paragraph applies to changes in the estunated time
period before recovery begins and the time period over which recovery is expected to




be provided. The recorded carrying amount of the new asset shall not be adjusted
for changes in the enterprise’s incremental borrowing rate,

5. During the period between the date on which the new asset is recognized and the
date on which recovery begins, the carrying amount shall be increased by accruing a
carrying charge. The rate used (o accrue that carrying charge shall be as follows:

a. If full return on investment is likely to be provided, a rate equal to the allowed
overall cost of capital in the jurisdiction in which recovery is expected to be pro-
vided ghall be used.

b. If partial or no return on investment is likely 1o be provided, the rate that was
used (o compute the present value shall be used. Paragraphs 20 and 23 and Sched-
ules | and 2 of Appendix A fllustrate that procedure.

6. During the recovery period, the new asset shall be amortized as follows:

a. If full return on investment is likely to be provided, the asset shall be amortired in
the same manner as that used for rale-making purposes.

b. If partial or no return on investment s likely to be provided, the asset shall be
amortized in a manner that will produce a constant return oa the unamaortized
investment in the new asset equal (0 the rate at which the expected revenues were
discounted. Paragraph 25 and Schedule 3 of Appendix A illustrate that proce-
dure.

Disallowasces of Costs of Receatly Completed Plants

7. When it becomes probable that part of the cost of a recently completed plant will
be disallowed for rate-making purposes and a reasonable estimate of the amount of
the disallowance can be made,? the estimated amount of the probable disallowance
shall be deducted from the reported cost of the pleat and recognized as a loss. If part
of the cost is explicitly, but indirectly, disallowed (for example, by an explicit disal-
lowance of return on investment on a portion of the plant), an equivalent amount of
cost shall be deducted from the reporied cost of the plant and recognized as a loss.

Allowance for Funds Used duriag Coastraction
8. Paragraph 15 of Statement 7] requires an allowance for funds used during con-

struction, including a designated cost of equity funds, to be capitalized in specified
circumstances as part of the acquisition cost of the relaled asest. That cost shall be

Hterprecation 14 provides guidance for making 8 reasonsble estimate of the amount of  los.




capitalized under those circumstances oaly if its subsequent inclusion in allowable
mlnmwmhm

Amendments 1o Stalement 71

9. Statemnent 71 is amended as follows:

a. Footnote 6 to paragraph 9 is superseded by the following:

“The term probable is used in this Statement consistent with its use in FASB
Statement No. 5, Accounting for Contingencies. Statement § defines probable
a3 an area within a range of the likelihood that a future event or events will
occur. That range is from probable to remote, as lollows:

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

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

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

b. The following footnote is added at the end of the first sentence of paragraph 9:
*Costs of abandoned plants shall be accounted for in accordance with para-
graphs 3-6 of FASB Statement No. 90, Regulated Enterprises—Accounting
Jor Abandonments and Disallowances of Plant Costs.

¢ The following footnote is added to the end of paragraph 10:
{Disallowances of costs of recently completed plants, whether direct or

indirect, shall be accounted for in accordance with paragraph 7 of Statement
90.

d. Parzgraph 13 is superseded by the following:

Appendix B and Statement 90 illustrate the application of the general stan-
dards of accounting lor the effects of regulation,

¢. The following sentence is added preceding the last sentence of paragraph 15:

Those amounts shall be capitalized only if their subsequent inclusion in allow-
able costs for rate-making purposes is probable,



f. The following footncte is added to the end of the third sentence of paragraph 34:

$An exception to this general rule is provided for costs of abandoned plants.
Paragraphs 16-25 of Statement 90 illustrate accounting for future revenues
expecied to resul from the cost of an abandoned plant with a partial return or
0o refurn on investment during the recovery period.

Effective Date and Transition

10. Except as provided in paragraph 13, the provisions of this Statement shall be
effective for fiscal years beginning after December 15, 1967 and interim periods
within those fiscal years. Earlier application is encouraged. Retroactive application
of this Statement in fiscal years for which financial statements have previously been
issued is encouraged, in which case the financial statements of all prior periods pre-
sented shall be reststed. In addition, the financial statements shall, in the year this
Statement is first applied, disclose the nature of any restatement and its effect on
income before extraordinary items, net income, and related per share amounts for
each period presenced and on retained earnings at the beginning of the carliest period
presented.

11. If financial statements for prior fiscal years are not restated, the effects of apply-
ing this Statement to existing situatioas shall be reported as the cumulative effect of a
change in accounting principle, as described in APB Opinion No. 20, Accounting
Changes, and the usture of the change and the effect of adopting this Statement on
income before extraordinary items, net income, and the related per share amounts
shall be disclosed.

12. Initial application of this Statement will require the following adjustments 1o
previously recorded sssets with corresponding adjustments to reported net income
of prior years or to the cumulstive effect of an accounting changs in the year of the
change:

a. Amounis that were recorded in prior years for recoverable costs of abandoned
plants shall be adjusted as indicated in paragraph 3, If partia) or no return on
investment is likely 10 be provided, the discount rate used to compute the present
value shall be the regulated enterprise’s incremental borrowing rate at the date on
which the abandonment became probable.

b. Disallowed plant costs of the types described in paragraph 7 shall be d-ducted
from the reported cost of the related asset,
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EXAMPLES OF APPLICATION OF THIS STATEMENT
TO SPECIFIC SITUATIONS
14. This appenciix provides guidance for application of this Statement (o some spe-
cific situations. The guidance does not address all possible applications of this State-
ment. All the examples assume that the enterprisz meets the criteria in paragraph 5 of
Statement 71 for the application of Statement 71 by the enterprise. Cases similar to
those illustrated in this appendix may involve income tax effects that could accrue to
the utility in question. Some of those tax effects may be recognized currently under
the applicable authoritative literature (presently APB Opinion No. 11, Accounting
Jor Income Tixes); others may not be recognired currently. Under Opinion 11, the
tax effects of timing differences are measured by the differential between income
taxes computed with and without inclusion of the transaction creating the difference
between taxable income and pretax accounting income. For simplicity, the examples
base the income tax effects on a 34 percent tax rate and assume that those effects
may be recognized,
15. Specific situations discussed in this appendix are:
Paragraph
Mumbers
Accounting for an sbandonment .......coovevnnens waes 1625
Accounting for a disallowance of plant 008t . . ... cevvernernasncansenns 26-27
Accounting for a disallowance of Ennﬂ..ﬂﬁ!umqﬁ Snﬂﬁ . 28-3
Accounting for an explicit, but indirect, disallowance . , ees 32—

16. Assnme thar Utility A operates solely in a single-state jurisdiction that, in the

the recovery period. Utility A decides to abandon a plant that has been under con-
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mental borrowing rate at the date of the decision (0 abandon the plant is 14 percent,
compounded moathly.

17. In view of the accumu'ated cost of the abandoned plant, Uility A believes that it
is probabile that recovery of cost without return on investment during the recovery
period will be granted over a period that will not be less than 5 years nor more than
10 years, but it has no basis for estimating the éxact time period that will be selected
by the regulator. In view of the rate-making process in Utility B jurisdiction, it will
take approximately 18 months to obtain a rate order covering the abandoned plant.

18. For income tax purposes, the abandoned plant has a basis of $500 million,
including the contract cancellation penalties of $22.5 million. Utility A will deduct
the cost of the abandoned plant as a loss on its income tax return in the year of the
abandonment and will receive a tax benefit of 34 percent. All of the benefit of that
loss will be recognized in the curent year, partially through a reduction of current
mhhhnmmdmmmphmlhhhulhmu;humuurcﬁﬂin;
taxes on timing differences relating to the abandoned plant total $35 million. For
regulatory purposes, the tax benefit of the abandonment will be reflected as recovery
of part of the cost of the abandoned plant.

19. When the abandonment becomes prolable (in this case, at the date of the dedi-
sion to abandon), Utility A would remove the plant from construction work-in-
process. Any disallowance of the recorded cost that is probable and can be
reasonably estimated would be recorded s a loss. This example assumes that no dis-
allowance of recorded cost is anticipated. Utility A would record a separate new
asset, representing the future revenues expected to result from the regulator’s treat-
ment of the cost of the abandoned plant, at the present vi'ue of those sxpected
future revenues. The computation of the amount o be recovered would be as fol-
lows:

Recorded cost of abandoned plant $ 728,000,000
Cancellation charges payable 22,500,000
Total 750,500,000
Less reduction of cost in an amount equal

to the amounts designated by the regulator

for current recovery:

Current tax benefit of abandonment $ 170,000,000

Deferred taxes reversed 35,000,000 205,000,000

Net amount to be recovered in future rates $ 545,500,000
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The probabile future revenues would be estimated at $9,091,667 per month for §
years (based on un assumed straight-line recovery over the S-year minimum period
within the range). and th: s¢ cash flows would be estimated to begin in 19 months.
The computation of the amount 1o be recorded for the new asset and of the loss
resulting from the abandoament would be as follows:

Present valve of $9,091,667 per month at
14% for 60 months, starting at the end of
the 19th month (amount to be recorded as
new asset) $ 317,107,016
Cost of abandoned plant:
Net amount to be recovened in future rates
for regulatocy purposes (per table above)  $ 545,500,000
Discount to reduce cancellation charges (o

present value (322,500,000 discounted at
14%s for 6 months) —(1,512,637) _ 543,987,363
Loss 1o be recognized at time of abandcament 226,980,347
Deferred tax benefit at 34% 77,139,318
Net loss to be recognized at time of decision
to abandon the plant 5 149,741,029
*This amount coesists of the following:
Deferrad tax benefit of discount 1o reduce the
expecied recovery of abandonment to
present value 3 T8
Defered tx on discount 10 reduce cancellation
charges (o presen’ value (514,297
Total 1 77,139.318

=t
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the unamortized ssset. The deferred tax on the imputed interest oa the cancellation
charges would reverse as interest expense is accrued.

20. Pending receipe of a rate order, Utility A would accrue carrying charges on the
recorded asset at a 14 percent annual rate. Schedule | shows that computation.

21. Assume that at the end of the 12th moath Utility A determines that it is now
probable, based on discussions with the regulalor, that recovery of cost without

i T e ——
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Schedule 1

Utility A
Accrudl of Carrylag Charges oa Asset Resulting from Absadoned Plant

Recorded Amount Carmrying Charges Recorded Amount

Moath  Beginning of Moath Accrued* End of Moath
I $ 312,107,016 $ 3,699,582 $ 320,806,598
2 320,806,598 3,742,743 124,349,341
3 324,549,341 3,786,409 328,335,750
4 328,335,750 3,830,584 132,166,334
5 332,166,334 3875274 336,041,608
6 336,041,608 3,920,486 339,962,004
7 339,962,094 3,966,224 343,928,318
8 343,928,318 4,012,497 347,940,815
9 347,940,815 4,059,310 352,000,125
10 352,000,125 4,106,668 356,106,793
1 356,106,793 4,154,579 360,261,372
12 360,261,312 4,200,049 364,464,421

*As carrylng charges are accrued, deferred income tax benefits would be reversed and income tax
exponse recognized bn scoordance with Opinion 11,

12
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return on investmen: will be granted over a !EB!L:RFFE!:HH

nor more than 15 years, but it still has no hasis for estimating the exact time period
that will be selected by the regulatoc. Utility A also estimates that it will take appraxi-
mately another 12 months (that is, 24 moaths after the date of the decision to aban-

probable future revenues now would be estimated at $6,494,048 per month 1 u_....

T e e e o A ———— . PR

———— —— . S




Utility A

Accrual of Carrying Charges oo Asset Resulting from
Abandoned Plant Revised to Reflect 8 Change in Estimate

Recorded Amouant Carrying Charges Recorded Amoant

Moath  Beginning of Moath Accrued* End of Mosth
13 $ 301,506,272 $ 3,517,573 $ 305,221,845
14 305,023,845 3,558,612 308,582,457
15 308,582,457 3,600,128 312,182,585
16 312,182,585 3,642,131 315,824,716
17 315,824,716 3,684,621 319,509,337
18 319,509,337 3,721,609 323,236,946
19 323,236,946 - 3,m,08 327,008,044
20 327,008,044 3,815,094 330,823,138
21 330,823,138 3,859,603 334,682,741
] 334,602,741 3,904,632 338,587,373
B 338,587,373 3,950,186 342,537,559
24 242,537,559 3,996,271 346,533,830

*As carrying charps are accrued, deforred income tax benefits would be reversed sod income tax
Expense recogniend in scoordance with Opindon 11,

4




14%

months (adjusted carrying amount of asset) $ 327,104,260 '“

Carrying amount of asset at end of 24th month (Schedule 2) 346,533,830

Pretax loss (o be recognized at time of rate order 19,429,570

Deferred tax benefit of loss at 34% ___ 6,606,054

Net Joss to be recognized at time of rate order 5 _%_u;
The discount rate would not be adjusted to reflect Utility AS current incremental
borrowing rate. That new rate reflects current conditions rather than the conditions l
that prevailed a1 the time of the abandonment. _
25. As recovery occurs, the recorded asset would be amortized 5o as 10 1={lect earn- _
ings on the unamortized asset at the 14 percent rate used to determine the present
value of the asset. Schedule 3 shows the details of that computation,
Accounting for a Disallowaace of Plant Cost
6. Assume that Utility B operates in two state jurisdictions. After an extensive
“prudence investigation,” the regulator in one of those state jurisdictions disallows
$865 million of the $3.6 billion total cost of Utility BY recently completed nuclear
pencrating plant. That state jurisdiction represents approximately S0 percent of Util-
ity B operations, and approximately S0 percent of the output of the recently com-
pleted plant is expected 10 be used in that state. The tax basis of the plant is $2.4 }
billion. The regulator indicates that the tax benefit from a ratable portion of depre- _
ciation will be given to the shareholders as a result of the disallowance, After consul-
tation with counsel, Utility B decides that it should not appeal the regulators |
disallowance. The regulator in Utility B other state jurisdiction has not participated
in the “prudence investigation,” and there ks no indication that a similar disallow-

?EWBEEEEEEEE@E.EE
of the disallowance can be reasonably etimated, and those conditions are met in this
the cost of the plant prior 1o the disallowance is $3.6 billion, only two-thirds of the

loss is available for tax benefil. A deferred tax benefit, based on two-thirds of the
loss, can be recognized when the loss is recognized providing that benefit meets the




Schedule 3

(1)
Unamortized
Balance

Moath Beg. of Moath

Utility A
Mﬂmummﬁumm

@

Return®

Q)

al 14.00%  Revenues

{4)
Amortization

{5
Unamortired

Balance

of Cost End of Moath

-8 1 AT

110
11
12
13
114
115
116
17
118
19
120

$ 327,104,260
325,238,185
31,350,338
321,440,467
319,508,314
317,553,619
315,576,119
313,575,548
311,551,638
309,504,115
307,432,704

58,342,320
53,340,689
48,280,705
43,161,688
37,982,949
32,743,791
27,443,510
22,081,392
16,656,717
11,168,753

5,616,763

33,816,217 35,682,292

3,794,445
3 m.4a21
3,750,139
3,721,597
3,704,792
3,681,721
3,658,382
3,634,769
3,610,881
3,586,715

680,661
622,308
563,275
503,553
443,134
382,011
320,174
257,617
194,328
130,302

65,529

5,682,292
5,682,292
5,682,292
5,682,292
5,682,292
3,682,292
5,682,292
5,682,292
5,682,292
5,082,292

5,682,202
5,682,292
5,682,292
5,682,292
5,682,292
5,682,202
3,682,292
5,682,292
5,682,292
5,682,192
5,682,292

(Col 3-Col2) (Col 1-Col 4)

§ 1,866,075
1,887,847
1,909,871
1,932,153
1,954,695
1,977,500
2,000,571
2,023,910
2,047,523
2,071,411
2,095,5T7

5,001,631
5,059,984
519,017
5,178,139
5,239,158
5,300,281
5,362,118
5,424,675
5,487,964
5,551,990
5,616,763

$ 325,218,185
323,350,338
321,440,467
319,508,314
317,553,619
315,576,119
313,575,548
311,551,638
309,504,115
307,432,704
305,337,127

53,340,689
48,280,705
43,161,688
37,962,949
12,743,791
27,443,510
22,081,392
16,656,717
11,168,753
5,616,763
0

*As earningi on the unamortiond auet are recognized, deferred income tax benefits would L reversed
nmmmmhmmmn.
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Accounting for a mmummmm—.mm'

8. Amﬁ-mrqm“mnﬂyﬁumm&m
Mummmmmmﬂuhnkmmdumwnﬁ-
udymmmuﬂl&phu.-ﬁ:hmumw:n&ﬂ.ﬂ

billion, is now estimated (o be as follows:
Comnts capitalized 10 date $ 2,700,000,000
AFUDC on above for | year at 11.25% 303,750,000
Remaining labor, materials, etc., to complete, expected to
be spent ratably over the vear 469,822 500
AFUDC on above for V4 year at 11.25% 26,427,500
Total estimated cost at completion M

wmmwuwﬁ-mm-ﬂamuw
management of the construction.

0. To avoid the cost and time delay that would be involved in a full-scale *“prudence
investigation™ of the construction of the plant, Uhility C and its regulator agree that
the total cost of the plant that will be allowable in determining depreciation and that
will be allowed in Utility C' rate base will be $3.4 billion. If the eventual cost of the
Mmu'm'umwhﬂhmbﬁnddma&ﬁmwﬂl
mmdabuﬂdﬂ:nhuﬂnﬁrmmmephmimqu
have a net depreciable basis of $2.0 billion.

30, mmmmmnmmmm-mup'muh
compuled as follows:

Total estimated cost at completion $ 3,500,000,000
Maximum allowable cost 3,400,000,000
Difference $ 100,000,000
Loss 1o be recognized (present value of difference at

11.25% AFUDC rate, based on 1 year (o compiete) $ 89,887,600
Deferred tax benefit of loss (2.0/3.5 x $100,000,000

x 34%) 19,428 600

Net Joss to be recognized when “cost cap™ is agreed to 5 ?D!ﬁ?g

After the loss is recognized, AFUDC would continue 1o be recorded based on the
remaining recorded costs. Subsequently, if additional increases in the cost of the

17




puhwmwnhbk-ndmmmmmwummwm-m
m'hmmm&muhﬂﬁmmm
they become probabie.

3L umwm.mup-mumcadmmm.wﬁyc
Mhummwhhumaaumsruhumﬁmmm.
lrmuﬂqﬁmm.mmwuummm.m.m
hmhmmummmmmnmm-
mmwmmwmmmmM'mmrnmym
whmmmmurmm-mhmanmﬂ
hmmmuwmummmmumm
amount of AFUDC would not be capitalized,

Accounting for an Explicit, but Indirect, Disallowance

kv mﬂmbmﬁ:hlwm.bnlm
1, 19X1, Utility D new electric generating plant becomes operational, The cost of

3. um,mmmmumormemormmmw
ﬂumwmmwmmmwﬁcmm
mmmmmmmmmmmmnrum
ﬁmhmhnﬁ&;wiﬁ;mmmhmmmmomu
phn.mmmdouwhmdmmorhmbmﬂn{Mm
accrue Lo the benefit of Utility D's shareholders. The regulator indicates that the
nﬁmﬂlﬂp&mdhpﬁmimlmthmhmkhmﬁmbcpmu-
mmmmmmumhmummmmum

M. Utiﬁtynﬂnﬂdmdth:hd&mdinﬂmuuuammduﬂduﬁnm:
&mdmm&;hbm:vmbkwm.lmeMNw-
Mhmﬂdmhmhmmumumlmhwhmma
the loss. Otherwise, Utility D would have to estimate the future cash flows that have
mmu.mhﬂuuwmmmmmmmw
computing the present value of those disallowed future cash flows. Since both the
disallowed future cash flows and the appropriate discount rale 0 compute the
present value would be estimates, those estimates should be calculated on a consis-
tent basis. Accordingly, if the future cash flows are estimated based on the current
weighted-average overall cost of Utility D% capital, that weighted-average overall
mdnﬁdﬁmﬂ:ﬁuhuﬂuﬂmﬁmmm.mhuhummbmcmm
Utility D,



Criteria for Capitalization of AFUDC. . .......cvnsmsensnessncensases
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35. This appendix summarizes considerations that were deemed significant by mem-
bers of the Board in reaching the conclusions in this Statement. It includes reasous
for accepting certain views and rejecting others. Individual Board members gave
greater weight Lo some factors than to others.

Genersl Considerations

36. Many letters recsived as the Board was developing the conclusions in this State-
ment objected o the Board conclusions sbout sccounting for abandonments and
disallowances of costs of recently completed plants on the basis that those decisions
derarted from the historical cost model of accounting for enterprises generally. The
Doard provided its view of the carrent accounting moded in paragraphs 66-70 of
FASB Concepts Statement No. 5, Recognition end Mexsurement in Financial State-
ments of Business Enterprises. Paragraph 66 acknowledges that the current model is
not a pure “historical cost™ model, as follows:

ltems currently reported in financial stxtements are measured by dif-
ferent atiributes, depending on the nature of the item and the relevance
and reliability of the attribute messured. The Board expocts the use of
different attribuies i0 continue.

37. The Board also noted that much of the accounting specified by Statement 71 is
itself a departure from the accounting framework applied by nonregulated
enterprises generally. That Statement recognizes that rate actions of a regulator can
have economic effects and requires certain items that would be charged (o expense
by nonregulated enterprises (o be capitalized by regulated enterprises solely because
the regulator’s rate actions can provide reasonable assurance of future revenue.

38. The accounting set forth in Statement 71 requires certain regulated enterprises
1o recognize probable increases in future revenues due to & regulators actions as
assets by capitalizing incurred costs that would otherwise be charged to expense. The
Board believes those regulated enterprises should also recognize probable decreases
in future revenues due 10 a regulaior’s actions as reductions of assets. General pur-
pose (inancial stalements that recognire asset enhancements but not asset decre-

21
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ments would lack representational faithfulness—a critical qualitative charactesisticiif )

of recent plant abandonments and disallowances of plant costs in the dectric utility

in future revenues to be recognized as reductions in assets if financial statements are

35 ?EE%EEEE _.REEEAEE

EEEE?E u..u&ﬂghﬁ&ag
Whatever asset remains after a wtility plant is abandoned is essentially monetary in
nature.
40, Many respondents (o the Exposure Draft, Regulated Enterprises—Accounting
Jor Phase-in Plans, Abandonments, end Disaliowances of Plant Costs, urped the
Board not to adopt some of the provisions in this Statement because they would
reduce some companies” retained earnings to the extent that payment of dividends,
EEEEERE;&TE_&E:E
incurs a loss, significant consequences may occur, and the Board is aware that some
of the effects of the issues addressed in this Statement are major. The Board believes
that those consequences result from the event that is being accounted for, not from
the accounting itself. The Board believes that accounting should reflect major
ggigggigﬁgﬁg
major adverse ocourrences may be significant.
41. Many respondents also urged the Board not to adopt certain provisions of this
EEEE&E%%H-EEEE
requirements. Others indicated that the regulated rates would increase if the account-
ing specified by this Statement were required. The Board believes that regulators will
%Eiggﬁggﬁég
should not be designed to encourage or to discourage specific actions of regulators,
and regulators can be expected 10 understand accounting that reflects the effects of
their actions.,
Accounting for Abandoaments
42. Historically, utilities have usually abandoned plants in early stages of construc-
tion, rather than after incurring major construction costs. Prior (o Statement 71,
most regulated enterprises accounted for the costs of abandoned plants on a cost
EEEFEEEE&RH&E&EE&%E



43. Recently, abandonments of plants under construction have become more com-
mon, and some utili'ies have abandoned plants during the later stages of construc-
tion. In many cases, the cost of abandoned plants is much greater than in the past.

44, Many respondents 1o the Exposure Draft indicated that the essential nature of
the asset does not change when a plant is abandoned. In their view, cost-based regu-
lation treats all assets the same; a plant under construction and an abandoned plant
are both accumulated costs that will be recovered through revenues. The Board does
not agree with that view and has concluded that an abandonment changes the nature
of the asset. A plant under construction is expected to produce utility services that
have value. An sbandoned plant can produce no services. Any value that results
from the abandoned plant is limited 1o the revenues that will be furnished through
the sales of services rrovided by other plants.

45. Other respoudents 10 the Exposure Draft urged the Board not to require loss
recognition until the loss is probable. That is the basis for loss recognition that is pro-
vided by onc of the criteria of Statement 5. The Board agrees that loss recognition
should not occur until the loss is probable and reasonably estimable, consistent with
Statement 5. However, some of those respondents equated probable with cerain.
The Board notes that the term probabie ks defined in Stalement 5 and is used in the
same sense in this Staternent. That definition is not synonymous with certain, aterm
that connotes a much higher level of assurance than probable,

46. Regulstors in many jurisdictions have provided recovery of the cost of aban-
doned plants without return on investment during the recovery period. That proce-
dure has been described as a means of sharing the loss between customers and
sharcholders. A cost-recovery approach for sccounting for abandonments was
based on the view that the regulator was disallowing future earnings, rather than dis-
allowing a portion of the cost of the abandoned plant, In reconsidering that issue in
the rootext of todays environment, the Board concluded that a cost-recovery
approach, in effect, delays recognition of losses that are known to have been
incurred. Although that approach might have litthe significance when applied to rela-
tively immaterial items, the significance of the amounts involved in recent cases indi-
cates that recognition of losses resulting from abandonments should not be delayed
beyond the date when they are probable and reasonably estimable.

47. The Board also concluded that the future revenue that will result from inclusion
of the cost of an abandoned plant in allowable costs for rate-making purposes is
casentially s monetary asset. [n the Board's view, an abandoned plant should be writ-
ten ofl when abandonment is probable. Unless it is probable that the cost of an
abandoned plant will be entirely disallowed by the regulator, a new asset that is essen-




tially a monetary asset should be recognized. That asset most closely resembles a
h;mmm&mmmh&ﬂmhm.ﬂwwmm
rate is reasonabie, or (b) its present value, if the interest rate is not stated or if the
Mmim&hﬂh&mmﬂldﬂhmunmlhﬁk
appropriate for expected future revenue that will result from a regulator’s treatment
of the cost of an abandoned plant.

48, hﬂuﬁwuucmn.thtﬂwﬂpmpmedthulheovmﬂm:ofmum
allowed in the regulated enterprise’s last rate case in the jurisdiction in which recov.
ﬂrkupnudmbtm:lvu:lbemud:ommu-cumptuuuvﬂu:onmrutumm-
m:lhuﬂlnmllmmmlhmdmcdphm.mmm:ﬂpmurtbn&
poﬁnnduﬂthﬂulclmuldinﬂuwmkwwﬂ:ﬂm:ormmminmﬁutmme
uMhMWMmﬂmMmhmkmu
mmwm-mmmmmmusmmmmuhm
mmmmvﬂndmmfmﬂmuu,mdhduddﬁw
mwmmmhmmm-mmmm
ment becomes probabie.

a.mmwummmmwmudmm
M&MMMmmmwmmeﬂ.m
mmmwu-mu{mmﬁuhmumm
mmmmtmhmmmnmmmm
mrﬁmummmmmmammmm However,
thh&amwthnﬂmﬂﬂmwumtuﬂrm.mcmmm-
hmﬂhmdjmm:mmwdmm“qﬂmuuhhvﬂu
of that assef changes.

50. Some respondents to the Exposure Draft indicated that the rate used to value an
mmuh;mdmmmwmmmm
-ﬁmmmdfmuf:henupmlndmunmq for abandonments. APB Opinion
No. 11, Accounting for Income Taxes, does not permit accounting for items with tax
mmm;mﬂmmmwmmmmmﬁd for timing
differences when they occur, and those deferred taxes are reversed when the related
lhnh;diﬂmmﬂphbanlmjumun&mmﬁqmmpﬁ&m—
mﬂmhhﬁmimddrmmmtﬁmdhmlﬂurmmt
?I.Amﬁnﬂ;thhuwmmreduuthmmiufmmlhmdm-
mlmhmvﬂuundlhembuqummﬂlﬂmruuhmmpriullimi:udib
Imﬁmﬂmdhlﬁnh;ﬁﬂmmuhmmmimdﬂmw
timing difference originates if appropriate under the provisions of Opinion 11,



51. The Board concluded that accruing a carrying charge on, or recognizing accre-
tioa of, the present velue of the expected future revenue related 1o an abandonment
is appropriate for two reasons. First, the basis used to record that asset recognizes
the effect of the regulator’s disallowance of future return on investmient as a loss in
the period in which the loss becomes probable and the amount can be reasonably
estimated. The disallowance that already has been recognized should not reduce the -
reported level of return on investment in later years, and accrual of a carrying charge
has the effect of maintaining the level of return on investment similar to what it
would have been if there had been no disallowance. Second, the nature of the result~
ing asset is similar (o-a long-term receivable, even though Board members acknowl-
edge that it lacks some of the characteristics of a receivable. Accordingly, they
concluded that (a) the subsequent reporting should be consistent with that afforded
a long-term receivable and (b) accrual of a carrying charge is consistent with
mr«.mmﬁwmﬁd-hmm

52. A number of respondents to the Exposure Draft objected to the requirement
that the amount recorded for the probable future revenue that would result from an
abandonment be adjusted when a rate order is received. They indicated that the real
process of regulation in some jurisdictions oocurs in the courts. The Board viewed
the rate order as the confirming event, permitting an estimate of the loss to be
refined ai that time, and it believes that will usually be the case. However, the Board
agrees that a loss should not be recognized unless it is probable that  loss has
occurred and the amount can be reasonably estimated. 1[ those criteria are not met at
the time of an initial rate order, the loss should not be recognized at that time.

53. The Board considered adopting a requirement that all assets representing solely
the probabile future revenue resulting from a regulator’s actions be recorded at the
present value of the future cash flows and decided not to sdopt such a requirement
at this time. Some Board members noted that the requirement of Statement 71 to
recognize those other assets on a cost-recovery basis, which was a continuation of
prior practice, does not seem (o have caused major problems in practice. Other
Board members noted that the rate treatment anticipated during construction, prior
io abandonment of the asset under construction, was full recovery of both cost and
refurn on investment, whereas the cost of repairing storm damage, which is some-
times afTorded recovery over a period of time without return on investment, repre-
sents a cash outlay usually made with the anticipation of that rate treatment. Thus, il
the Board were to conclude that recording that asset at the amount of the considera-
tion paid is not appropriate, that conclusion would be based on considerations some-
what different {rom those that the Board applied to abandoaments.
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54. P.mlﬂd&m?laddrmdhﬂuwmbyamh:mmm-
graph indicates that when a disallowance occurs, “the carrying amount of any
rﬂdﬁﬂhﬁuﬂht&mﬂmhmhmwm
hnnhuhmhp&ddulbgiudnddtmuhmmmr

35, lmhmﬂﬁnﬂomdmﬁmmn!mmmﬂymplﬂed
plants have been well publicized. The AICPA Issues Paper, “Application of Con-
cepts in FASB Statement of Financial Accounting Standards No. 71 1o Emerging
Issues in the Public Utility Industry,™ concludes that “the measure of whether an
assel has been impaired [when part of the cost of that asset is disallowed for rate-
making purposes] is whether net cash inflows (revenues less applicable expenses) are
sufficient to cover the cost of the asset. In measuring expenses, interest applicable (o
the unit should be induded, but equity return would not be included ™

56. Ihh:dm:hﬁdﬂﬂthﬂrhnbedhlhcﬂl@&m:u?mm
wh%mhmﬂﬂﬁ;m&,h:mhmm»
tion of an “impairment,” as referred to in paragraph 10 of Statement 71, than is
mr«hmhmmmmmumimmhu:uﬂdu-
ation includes the estimation of losses in value that become determinable as a result
ﬂnﬂnﬂhﬁ:mnﬂimﬂﬁdtﬁu:mﬂnﬂw‘mnfpmd
ﬁemﬂ;mmwmﬂwm-ﬂmw
tion.

57. Some Board members also believe that the stated reason for certain recent disal.
mupﬁwummmnﬂwdwwmmmw
the completion of the plant—indicates that those costs should not be included in the
carrying amount of the related plant. Nonregulated enterprises do not continue to
carry identified nonproductive costs as part of the cost of their fixed asscts, and reg-
ulated enterprises also should not do so.

58. Many respondents to the Exposure Draft objected to what they considered to be
ammmmm.mmmmmmmqmm,du-
bnnuofmonhcmnr:umh;phmbyuqumm,B‘rwel'fun.ique.
Dlhumﬂpt&udonuhm:dhﬂmofu;drphmmm resulting from
actions of a regulator,

59. The Board believes that the credibility of finandial reporting in general would be
diminished by the failure to recognize a diminution in value and a corresponding loss
Mhmlrwuﬂmhumurd_“mmnmﬂmdim-ﬁpirmt




part of the cost of a recently completed plant, financial statements that do not report
that disaliowsnce 24 2 loss reflect adversely on the representational faithfulness of
those financial statements and of financial statements generally. Accordingly, the
Board decided to amend Statement 71 to require loss recognition for such a dissllow-

60. Some respondents to the Exposure Draft requested that the Board address
“excess capacity™ disallowances. Those disallowances relate to part of the cost of
service of a recently completed plant and are based on a finding that the utilitys
reserve capacity exoeeds an amount deemed o be reasonable. If an “excess capacity™
disaliowance is ordered by a regulator without a specific finding that the enterprise
should not have construcied that capacity or should have delayed the construction of
that capacity, the rate order raises questions about whether the enterprise meets the
criteria for application of Statement 71, in that it is not being regulated based on its
own cost of service. However, because such a rate order iiself is neither a direct disal-
lowance nor an explicit, but indirect, disallowance of part of the cost of the plant,
this Statement does not specify the accounting for it. If an “excess capacity”™ disal-
lowance is ordered by a regulator with a specific finding that the enterprise should
not have constructed that capacity or should have delayed the construction of that
capacity, the rate order may be an explicit, but indirect, disallowance of part of the
cost of the plant, and the enterprise should account {or the substance of that order as
set forth in paragraph 7 of this Statement.

61. Inafew recent cases, 2 regulator has included a recently completed plant in rates
based on the assumned cost of another plant rather than based on the cost of the plant
that exists. In those cases, the enterprise is not being regulated based on its own cost,
and the criteria of application of Statement 71 do not appear 1o be met. If the rate
order is based on a finding that, based on factors that were known during the con-
struction, the utility should not have constructed the plant that it did construat, the
order may be an explicit, but indirect, disallowance, and it should be accounted for
as set forth in paragraph 7 of this Statement. Otherwise, unless the order s being
appealed, the enterprise should consider discontinuing application of Statement 71.

62. A number of respondents indicated that it would often be impossible to deter-
mine whether an indirect disallowance had been made. They noted that regulators
have considerable discretion in selecting a rate that represents a fadr return on equity
investment, and that specific matters included in a settlement agreement might not
be apparent. The Board intends that explicit, but indirect, disallowances be reporied
as disallowances; it does not intend to require that an enterprise determine whether
the terms of a sctilement agreement or rate order contained a hidden, indirect disal-




lowance. Accordingly, paragraph 7 of this Statement was modified 1o indicate the
Board' intent.

6. Th= Board considered making a more sweeping amendment of Statement 7,10
require loss recognition for all cost disallowances by a regulator, whether refated 1o a
recently completed plant or otherwise. For example, regulators in some jurisdictions
ﬁhmﬂm&dmﬁnhmufﬂww&dmﬂmm
and a varicty of other types of costs. After consideration, the Board decided to limit
m&&ummhlﬂhdymhuumuuuﬂﬂwﬂwdmﬂnpm}m
on regulated enterprises to its agenda.

Criteria for Capitaliration of AFUDC

64. Paragraph 15 of Statement 71 requires an allowance for funds used during con-
struction, including an allowance for equity funds, to be capitalized in lieu of capita-
lizing interest in accordance with FASB Statement No. M, Capitalization of Interest
Cogt, if certain criteria are met. The AICPA lssues Paper cited a need for guidance
on whether AFUDC should be capitalized in a number of different situations.

65, mm&mhmmdMiﬁw.
mmmmmmmmwmwmmmm
of that AFUDC in plant cost for rate-making purposss is probable. That conclusion
was based on paragraph 15 of Statement 71, which is derived from the general stan-
dards in paragraph 9-12 of that Statement. Under those pencral standards, a cost
may not be capitalized unless it is probable that the cost will be included in allowable
mﬁhﬂnhﬂre.mdmeﬂmﬂmmmuﬂemmm:pﬂyh
capitaliration of AFUDC.

65, hwmhwmwmma.m.mn
warrants capitalization whenever the general criteria of Statement 34, that interest
mhhh;hnmdndmnnhnhhmmm.mamddw
with this view of AFUDC. Statement 71 concluded that, if specific criteria in para-
gaph 15 are met, the AFUDC that will be the basis for future rates should be capi-
talized instead of interest computed in accordance with Statement 3. As noted
above, that provision of Statement 71 was derived from the general standards in
paragraphs 9-12 of that Stalement. Those general standards require that inclusion of
an amount in allowable cout in the future be probable for that amount 10 be capital-
ized. The Board believes that the intent of Statement 71, in accepting the amount of
AFUDC that will be the basis for future rates instead of the usual capitalization of
interest, was not solely 1o accept a surrogate computation, but also 10 accept a com-
putation that was a better indicator of future cash flows for enterprises that meet




both the criteria for application of Statement 71 and the criteria of paragraph 15 of
the S:atement for capitalization of AFUDC. The Board concluded that allowing
capitalization of amounts for which future inclusion in allowable cost for rate-
making purposes was not probable would make the resulting capitalized amounts
poorer indicators of the fiture cash Mows expected to result from wtility plants.
Accordingty, the Board concluded that if inclusion of that AFUDC in the cost that
will become the basis for future rales is not probable, the enterprise should not capi-
talize it. The Board also concluded that, if the specific criteria in paragraph 15 of
Statement 71 are met but AFUDC is not capitalized because its inclusion in the cost
that will become the basis for future rates is not probable, the regulated enterprise
may not alternatively capitalize inlerest cost in accordance with Statement 34,

7. The Board believes that the criteria for capitalization of AFUDC are particu-
larly relevant Lo two situations that have occurred in practice. In the first situation,
completion of a plant under construction is reasonably possible but no longer prob-
able, and the regulator in the governing jurisdiction routinely disallows accumulated
AFUDC on abandoncd plants, In that situation, the criteria reqaired 1o write of
previously recognized AFUDC are not met since disallowance is not probable; thus,
previcusly capitalized AFUDC should not be written off. However, because inclu-
sion of AFUDC in the cost allowed for future rates is no longer probable, further
capitalization of AFUDC is not warranted,

68. Inthe second situation, a prudence investigation is in process or Las taken place,
and a disallowance of cost (including subsequent AFUDC on those costs) is reason-
ably possible. The range of such disallowance is from zero to some maximum
amount, and no point within the range is more likely than any other. In that situa-
tion, because a disallowance of the maximum amount in the range is reasonably pos-
sible and thus iaclusion of that amount in rates is no longer probable, subsequent
capitalization of AFUDC should be discontinued for an amount of costs equal to the
maximum amount that is within the rang=.

Definltisa of Probable

B. The term probable was Cefined in Statement 71 differently from how it has been
defined in other authoritative literature. The Board used a definition based on the
definition used in FASB Concepts Statement No. 3, Elements of Fincncial State-
ments of Business Enferprises, because that definition was one of the criteria of an
asset in Concepts Statement 3,

7 The AICPA Issues Paper questioned whether that definition was intended to be
significantly different from the definition wsed in Staternent 5 and indicated that the




use of different definitions had caused some confusion in practice. The Board con-
sidered the concern expressed in the AICFA Issues Paper and decided 1o change the
diecfinition in Statement 71 to the definition in Statement 5.

71. Some respondents to the Exposure Draft indicated their belief that the defini-
tion included in this Statement was » more stringent one than that contained in FASB
Coacepts Statement No. 6, Elements of Financial Statements, and in Statement 71.
In their view, the definition in this Statement is appropriate for loss recognition, but
ﬂummnmwmmm&m?tmmwwﬁm for
asset recognition. The Board befieves that a single concept is involved, and one defi-
nition can be applied in practice more easily than two. Thus, the Board concluded
that the change in definition in this Statement Is appropriate.

Accounting for Phase-in Plans

T, mmmwm&mmmmmm-
ﬂaﬁmuﬂwﬂ.hhhmmhﬂmmﬂdminﬂhewﬁkbuﬁu.
the Board concluded that additional consideration is necessary to resolve the
munmdmmmmw;mmmcsmmm
HﬁMHﬁuﬂmlﬂdm—mdpﬁmmmﬂwm
sider further how to address accounting for phase-in plans.

Effective Date and Transition

73. The Board considered whether this Statement should be applied only to events
ocourring after the effective date or to all events of the types addressed. Applying
this Statement only to events occurring afier the effective date would diminish both
comparability of the resulting financial statements among enterprises and consis-
tency within an enterprise that had experienced such events both before and after the
effective date. The events addressed by this Statement tend to have long-lasting
mmmmmm.mmammmmmam-
lowance of plant cost as a loss affects reported depreciation and net income for the
mdm:mm.mmmmmmmummm
uwmmmmmmmmmmorwm
those events occurred before or will occur after the effective date,

4. Thﬂmuebuﬂmpupmdmbuﬂmiwlumulmanimhudm
December 15, 1986. The Board requesied respondents who believed that additiona!
delay in that proposed effective dale was warranted for their specific situations 1o
describe their existing circumstances in detail and explain why a delay would be
appropriate and what it would accomplish,



75. Most of the respondents who requested a delay in application of the proposed
Siaternent cited phase-in plans that might be modified if this Statement were (o
address accounting for phase-in plans. Few respondents indicated that a regulators
disallowance might be reconsidered or that a regulator’s decision about recovery on
an abandoned plant might be reconsidered.

T6. Many respondests to the Exposure Draft indicated that this Statement should
not be applied to regulatory actions that ocourred before the effective date, They
indicated that covenants, entered into without knowledge of the accounting require-
ments of this Staterment, may now result in unintended restrictions on companies’
actions. The Board recognizes that creditors may be willing to modify existing cove-
nants for some enterprises that will be affected by this Statement. Although the
Board decided to make this Statement effective for fiscal years beginning after
December 15, 1987, it also decided to permit enterprises to delay application of this
Statemnent until fiscal years beginning after December 15, 1988 if (a) apphication of
this Statement would cause a violation or probable future violation of a restrictive
clause in an existing loan indenture or other agreement and (b) the enterprise is
actively seeking to obtain modification of that restrictive clause,

k]|




Appeadix C

BACKGROUND INFORMATION

77. Statement 71 was issued in December 1982, effective for financial statements for
fiscal years beginning after December 15, 1983, In early 1984, several different cir-
cumstances caused the Board to question whether the application of Statement 71 in
practice was what the Board had intended.

78. During 1984, representatives of some regulatory commissions began to question
the cost of certain new plants and to discuss possible major disallowances. Also,
several plants in advanced stages of construction were abandoned. In a few states,
courts ruled that utilities could not recover the costs of those abandoned plants from
CUSIOMETS.

79. Asarcsult of Board member concerns, the Board asked the stalf to investigate
whether guidance on the application of Statement 71 was nesded in practice. The
stafl met several times with committees of Edison Electric Institute (EEI), the
Natiooal Association of Regulatory Utility Commissioners, and the Public Utilities
Subcommittee of the American [nstitute of Certified Public Accountants (the
AICPA Subcommittee). The Board also met with representatives of those groups
and stafll members of the Federal Energy Regulatory Commission.

80. In November 1984, the Board reccived an AICPA lssues Paper on emerging
issues in the public utility industry That paper listed 17 specific issues related 1o cur-
rent problems in the dectric utility industry identified by the the AICPA Subcommit-
tee. The Board also received a comment letter from EEI on the issues raised in the
AICPA lssues Paper.

81. In April 1985, the Board's Task Force on Regulatad Enterprises met and dis-
cussed a stafl draft of a possible Exposure Draft that encompassed most of the con-
clusions included in this Statement.

#2. Subsequent (o the April 1985 task force meeting, the Board received 51 letters
from 39 affected enterprises and other interested parties commenting on the posi-
tions proposed in the stafl draft discussed at the task force meeting and on the
Boards tentalive conclusions reached at its public meetings subsequent to that task
force meeting.
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83. The Board issued an Exposure Draft in December 1985. More than 1,400
organizations and individuals responded to that Exposure Draft, many with multiple
letiers.

B4, h]umlﬂﬁ,ﬂwﬂuud?ﬂdlwﬁkm;mlhtﬂﬁpmkhﬂn&m
Draft. Sixty-six individuals and lirms presented their views at the four-day public
hearing.

85. After considering comments received in comment leflers and at the public
hearing, the Board concluded that additional consideration is pecessary (o resolve
the accounting issues related to phase-in plans, Afler consideration, the Board
decided to'issue this Statement 1o address accounting for plant abandonments and
disallowances of plant costs. The Board will consider accounting for phase-in plans
further at a later date.
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Statemenl of Financial Accounting Standards No. 71
Accounting ior the Effects of Certain Types of Regulation
December 1982

INTRODUCTION

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

2. lnmusu.:ﬂm:hkmmuﬂdn:murwumnrm
puindduﬁn;'ﬁ:hm:muwﬂlhhﬂfeu.udﬂm:hnuimmtmwmt
recovery of specific prior costs. The process is a way of setting prices—the
results of the process are reported in general-purpose financial statements in
accordance with the same accounting principles that are used by unregulated
enterprises.

3. Rmhlmmjmuhﬂudtminﬂhnbhmin:pﬂimmhumm
ﬂuwhdhﬂkh:hmwuﬂh:huﬁmwbyuwmh:d
enterprise. That procedure can create assets (future cash inflows that will result
from the rate-making process), reduce assets (reductions of future cash inflows
Mﬂmlﬁﬂﬁmm.wmhﬁﬁuu{fumnmh
outflows that will result from the rate-making process) for the regulated
enterprise. For gen=ral-purpose financial reporting, an incurred cost for which a
regulator permits r icovery in a future period is accounted for like an incurred
mmuhrdmhnubkundnlm-rﬁnhum-lmm.

4. Accounting requirements that are not directly related to the econonuc effects
nrmmmhhmﬂmmdmwmufmmuw
authorities and occasionally by court decisions or statutes. This does not neces-

1The term atiomadie costs is used throughout this Statement 1o refer 1o all costs for which reve-
-uhhﬁdmwwﬂ:mﬁmmmhuﬂw%hﬂnm.
allowable costs include interead cost and amounts provided for earmings ca sharcholders’
invesiments.
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sarily mean that those accounting requirements conform with generally accepted
accounting principles. For example, a regulatory authority may order an
enterprise 1o capitalize? and amortize a cost that would be charged to income
currently by an unregulated enterprise. Unless capitalization of that cost is
appropriate under this Statement, generally accepted accounting principles
require the regulated enterprise to charge the cost 10 income currently.

STANDARDS OF FINANCIAL ACCOUNTING AND REPORTING
Scope

5. This Statement applies to general-purpose external financial statements of an
enterprise that has regulated operations that meet all of the following criteria:

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

b. The regulated rates are designed 1o recover the specific enterprise’s costs of
providing the regulaied services or products.

c. Inview of the demand for the regulated services or products and the level of
competition, direct and indirect, it is reasonable to assume that rates set at
levels that will recover the enterprise’s costs can be charged 1o and collected
from customers. This criterion requires consideration of anticipated
changes in levels of demand or competition during the recovery period for
any capitalized costs.

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

7. Authoritative accounting pronouncements thar apply to enterprises in
general also apply to regulated enterprises. However, enterprises subject to this

!Clp.llﬂﬂhmﬂlll&l Sutement 10 indicate thal the cost would be recorded as the cost of an
miset. That procedure is often referred 10 a3 “deferring a cost,” and the resulting asset is some-
times described as a "deferred cost.”
appropriate ructure for setling sccounting sandards for state and lczal governmental
units is currently under discussion. The FASE is propoting no change with respect 1o the appli-
cabiliry or use of its pronouncements ir the governmental arca until thar maner is resalved. .




Statement shall apply it instead of any conflicting provisions of standards in
other authoritative pronouncements. 4

8. This Statement does not apply to accounting for price controls tha are
wwmmmmhl&nﬁufmwinnﬂmn.mmhn

General Standards of Accounting for the Effects of Regulation

9. Rate actions of a regulator can provide reasonable assurance of the existence
of an asset. An enterprise shall capitalize all or part of an Incurred cost® thai
would otherwise be charged loﬂpmuifbﬂlhuflh:l‘dh-h;nﬂﬂi:m met:

a. It hnohbtc‘mnfulummhmmmnlm:tha the capital-
ized cost will result from inclusion of that cost in allowable costs for rate-
making purposes.

b. Based on available evidence, the future revenus will be provided to permit
recovery of the previously incurred cost rather than to provide for expecied
levels of similar future costs. If the revenue will be provided through an

lnmdurwmmmﬁmmﬂmMMMumu
mdmmmﬂﬂ_:_
Snnbwmh'lmurmn;rmmpﬁdmwmmmluuqﬂrum
nfmrh..hufmurm:ﬂhuhm:.ﬁnﬂndhahnwmhpﬁdfm‘
{EricL. Kﬂhdﬂk:hn-;fwm::.ﬂhd. [Englewood Cliffs, N.J - Prentice-Hall,
Inc., 1975), p. 253).




10. Rate actions of a regulator can reduce or eliminate the value of an asset. If a
regulator excludes all or part of a cost from allowable cosis and it is nol probable
that the cost will be included as an allowable cost in a future period, the cosi can-
not be expected 1o result in future revenue through the rate-making process.
Accordingly, the carrying amount of any related asset shall be reduced to the
extent that the asset has been impaired. Whether the asset has been impaired
shall be judged the same as for enterprises in general.

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

a. A regulator may require refunds to customers.” Refunds that meet the crite-
ria of paragraph 8 (accrual of loss contingencies) of FASB Statement No. §,
Accounting for Contingencies, shall be recorded as liabilities and as reduc-
tions of revenue or as expenses of the regulated enterprise.

b. A regulator can provide current rates intended to recover costs that are
expected to be incurred in the future with the understanding that if those
costs are not incurred future rates will be reduced by corresponding
amounts. If current rates are intended to recover such costs and the regula-
tor requires the enterprise 1o remain accountable for any amounts charged
pursuant 1o such rates and not yet expended for the intended purpose,® the
enterprise shall not recognize as revenues amounts charged pursuant 1o such
rates. Those amounts shall be recognized as liabilities and taken to income
ounly when the associated costs are incurred.

¢. A regulator can require that a gain or other reduction of net allowable costs
be given 1o customers over future periods. That would be accomplished, for
rate-making purposes, by amortizing the gain or other reduction of net
allowable costs over those future periods and reducing rates to reduce reve-
niues in approximately the amount of the amortization. If a gain or other
reduction of net allowable costs is 1o be amortized over future periods for
rate-making purposes, the regulated enterprise shall not recognize that gain
or other reduction of net allowable costs in income of the current penod.
Instead, it shall record it as a liability for future reductions of charges 10 cus-
tomers thai are expected (o result.

Tll:rund:un be paid to the customen who paid the amounts being reflunded; however, they are
usually provided 1o current cusiomers by reducing current charges.

B he usual mechanism uted by regulators [or this purpose is to require the regulated enierprise
1o record the anticipated cost as a Lability in its regulatory accounting records.




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

13. Appendix B illustrates the application of the general standards of account-
ing for the effects of regulation.

Specific Standards Derived from the General Standards

14. The following specific standards are derived from the general standards in
mmillmwmm:hﬂmhmﬂunﬁmfmmhn
applications of those general standards.

Allowance for Funds Used during Construction

15. In some cases, a regulator requires an enterprise subject to its authority to
up{t-.liu.up-nurlhfmnrphntudnquim,th:mnomua&n; con-
murmmﬂyhmmnnhhhquiw A com-
mﬂhummmdiﬁmuﬂmnrqmrm“uﬁtﬂmd.mdm
income for the current period is increased by a corresponding amount., After the
construction is completed, the resulting capitalized cost is the basis for deprecia-
tion and unrecovered investment for rate-making purposes. In such cases, the
mnuuﬂﬂindfmm&mm;wmmumolm:mnfmmﬂn;mc
assets shall be capitalized for financial reporting purposes instead of the amount
of interest that would be capitalized in accordance with FASB Statement No. 34,
Capitalization of Interest Cast.? The income statement shall include an item of
other income, a reduction of interest expense, or both, in a manner that indicates
the basis for the amount capitalized.

Iatercompany Profic!?

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

’S&umhuqdru:uiuﬂuhn of interest cost on certain qualifying assets. The amount
Whmmﬂmmummmmmlmmhmﬁ
have been avodded if the expenditures had not been made,

"0The verm imtercompany profii is used in this Stazement 1o include both profits o sales from
onc company 10 another within a consolidated or affiliated group and profits on tales from one
operation of a company 10 another operation of the same company.

"IARB No. 31, Coasolidied Financial Siatements, requires that profit on sales of assets
remaining in the consolidated group be eliminated in consolidated financial siatementy. APB
Opinion No. 18, The Eguity Method of Accounting for Investments in Common Stock, effec-
tively exsends that requirement 1o affiliated entities reporied on the equity method.




a. The sales price is reasonable. .

b. Itis probable that, through the rale-making process, future revenue approx-
imately equal to the sales price will result from the regulated affiliate’s use of
the products.

17. The sales price usually shall be considered reasonable if the price is accepted
or not challenged by the regulator that governs the regulated affiliaie.
Otherwise, reasonableness shall be considered in light of the circumstances. For
example, reasonableness might be judged by the return on investmen: earned by
the manufacturing or construction operations or by a comparison of the transfer
prices with prices available from othier sources.

Other Specific Standards
Accounting for lncome Taxes

18. Items of revenue and expense are sometimes taxable or deductible in periods
other than the periods in which those items are recognized for financial reporting
purposes, In some cases, a regulator does not include the income tax effect af
certain transactions in allowable costs in the period in which the transactions are
reported but includes income taxes related to those transactions in allowable
costs in the period in which the taxes become payable. In such cases, if it is prob-
able that income taxer payable in future years because of net reversal of timing
differences will be recovered through rates based on taxes payable at that time,
the enterprise shall record neither the deferred income taxes!? thet result from
those timing differences nor the related asset (the probable future benelits that
will result from payment of the taxes). However, the enterprise shall disclose the
cumulative net amount of income tax timing differences for which deferred
income taxes have not been provided. That disclosure supplements the require-
ments of paragraph 63 of Opinion 11 for disclosure of operating loss carry-
forwards, significant amounts of other unused deductions or credits, and rea-
sons for significant variations in the customary relationships between income tax
expense and pretax accounting income. Except as provided in this paragraph,
regulated enterprises shall apply the requirements of Opinion 11.

Happ Opinlon No. 11, Accounting for Income Taxes, requires compichensive interperiod
allocation of [he lncome taa effect of timing differences, that by, differences between the iming
of income or cxpense recognition in Mnancial ssements and in income LAx returns,
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Other Disclowure

19. For refunds that are recognized in a period other than the period in which
the related revenue was recognized and that have a material effect on net income,
lheutupuiumdﬂdmuhuchmnmlnmemdindiw:lhcrmsin
which the related revenue was recognized. Such effect may be disclosed by
including it, net of related income taxes, as a line item in the income statement.
Homu.th.timshnﬁmbemadummhm.

20. In some cases, a regulalor may permit an enterprise to include a cost that
mﬂh@ﬁtomuhmmrmmumﬂhﬂbkm
over a period of time by amortizing that cost for rate-making purposes, but the
mhmduumhdu&hummwﬂwhﬁ:m:mmwm-
dure does not provide a return on investment during the recovery period. If
recovery of such major costs is provided without a return on investment during
mmmhd.ﬂumtmmuﬂmupermdnln;muofmch
asscts and the remaining recovery period applicable to them.

Amendments to Existing Pronouacements

21. Appendix A lists the amendments 1o existing pronouncements that result
from this Statement. P

Effective Date and Transition

22. This Seatement shall be effective for fiscal years beginning after December
15, 1583. Earlier application is encouraged. Accounting changes adopted to con-
form to the provisions of this Statement shall be applied retroactively, except
that:

a. Previously is sed financia! statements shall not be restated for changes in
accounting for refunds.

b. Leases for which the inception!? is after December 31, 1982 shall be classi-
fied in accordance with FASB Statement No. 13, Accounting for Leases. in
linancial statements commencing with initial application of this Statement.
Lumluvhi:hlhcinmpﬁmonh:iuuhbermclmury 1, 1983 may be
classified as they would have been classified before this Statement was
issued until fiscal years beginning after December 15, 1986. Commencing no

"‘I’Hmd;l—:uﬁﬁdh FASE Saternent MNo. 23, Iaception of the Loase




later than the first fiscal year beginning after December 15, 1986, those
leases shall be retroactively classified in accordance with Statement 13 as
amended.

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

24. In the year that this Statement is first applied, the finaucial statements shall
disclose the nature of any restatement and its effect on income before extraor-
dinary items, net income, and related per-share amounts'® for each year
restated. If retroactive restatement of all years presented is not practicable, the
financial statements shall be restated for as many consecutive years as is practi-
cable, and the cumulative effect of applying this Statement shall be included in
determining net income of the earliest year restated (not necessarily the carliest
year presented). If it is not practicable 1o (estate any prior year, the cumulative
effect shall be included in net income in the year in which this Statement is first
applied. (See paragraph 20 of APB Opinion No. 20, Accounling Changes.) The
effect on income before exiraordinary items, net income, and related per-share
amounts'? of applying this Statement in a year in which the cumulative effect is
included in determining that year’s net income shall be disclosed for that year.

The provisions of this Stalement need
nol be applied to immaterial llems.

This Statemenit was adopred by the affirmative voies of four members of the
Financial Accounting Standards Board. Messrs. Block, Kirk, end Sprouse dis-
senied,

147he effect on related per-share amounts need not be disclosed if the enterprive does not dis-
close earnings per share

“Su:‘mmu: 14. .




M. Block dissents to the issuance of this Statement. He believes that the regu-
latory environment as it exists today does not provide the necessary assurance of
realization of future revenues to justify the standards in this Statement.

In his opinion, the creation of an asset by a regulator requires, at a minimum,
an exclusive franchise to deliver goods and services for which demand is insensi-
tive to price. This means that the goods and services must be necessities and that
no aliernative goods and services exist as competition. Further, the creation of
long-lived assets requires assurance that the regulatory environment will remain
unchanged for long periods. The nature of assets created by & regulator (future
amounts receivable from customers) would appear (o require assurance that the
cusiomers 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 rate reg-
ulators can provide such assurances in the industries 1o which this Statement is
likely vo be applied. Because of those beliefs, Mr. Block concludes that the rate-
making process should have no bearing on principles for cost capitalization and
loss recognition. Those principles should be the same for rate-regulated
enterprises as they are for unregulated enterprises.

Mr. Block further believes that the assets created by regulation under this
Statement are merely future sccounts receivable for future sales. While he is
opposed 1o recognizing such receivables, he notes that APB Opinion No. 21,
Interest on Receivables and Payables, requires discounting of long-term receiv-
ables oa which there is no stated intercst rate or the stated rate is unreasonable.
Thus, in his view, if such reccivables are 10 be recognized, discounting at market
rates of return should be required.

Mr. Kirk dissents 10 the issuance of this Statement because he belicves the
immediate increases in income resulting from the capitalization of costs imputed
for equity funds wsed during construction (paragraph 15) and intercompany
profit (paragraphs 16 and 17) are not valid reflections of the economics of rate
regulation or in accordance with other generally accepted accounting principles.
Unlike other allowable costs, imputed costs have not been incurred. In Mr. Kirk's
opinion, even if ¢ pitalization is deemed appropriate for financial reporting pur-
poses, income sh uld not be recognized. The income related to allowable but
imputed costs should be recognized when the rates cqvering the costs are charged
10 customers, not before.

Mr. Sprouse dissents primarily because he does not agree with the thrust of
paragraph 11 related 1o liabilitics. He agrees that a regulator can impose a liabil-
ity on a regulated enterprise by requiring the enterprise 10 make refunds to its
customers (paragraph 11(n)). In his opinion, however, “refunds™ involve reduc-
tion: in existing assets—either cash settlements or lump-sum deductions from
the amounts due from customers. Reductions in future rates do not “refund”
anything and, therefore, do not create a liability. Indeed, reductions in future




rates do not obligate a regulated enterprise 1o transfer assets or use them in any
way that would not be required in the absence of those reductions. Of course, 2
sufficiently severe reduction in future rates might trigger the need to recognize
impairment of assets. '

In Mr. Sprouse’s view, paragraph 11(b) tends 1o confuse the use of a formula
thai a regulator might properly use to set reasonably stable rates with real, often
sporadic, economic events, the effects of which should be recognized in financial
statements il and when they have actually occurred. In setting rates, a regulator
may include a “provision for noninsurance” among the allowable costs, but that
does not create a present obligation to repair unusual storm damage that has not
yet occurred (paragraphs 11(b), 38, and 39). If over a period of time the amounts
of uninsured losses are sufficiently less than the “provisions for noninsurance”
included in allowable costs, the regulator may reduce or eliminate future allowed
provisions and reduce rates accordingly. As explained in the previous paragraph,
howeves, possible future rate reductions do not create a2 liability. The possibility
that sometime in the future the regulator might require cash refunds to cus-
tomers 1o reduce or eliminate the cumulative “provision for noninsurance™ is
too remote 10 be recognized as a liability.

Similarly, in a formula designed to maintain reasonably stabls rates, a regula-
tory agercy may wish to spread a gain on early extinguishment of debt over some
arbitrary period, but that does not create a present obligation for the regulated
enterprise 10 transfer assets or to use them in any way that would not be required
in the absence of such a gain (paragraphs 11(c) and 35-37).

Mr. Sprouse does agree that, 1o the extent that there is adequate evidence that
the rates set by a regulator will cause a specific cost or other amount 10 be recov-
ered through future incremental revenues, the regulaled enterprise has an asset
or asset enhancement (a quasi-receivable) that is properly measured by that
incurred cost or other amount. Accordingly, he agrees that those circumstances
may call for capitalizing (a) unusual storm losses, property abandonments, plant
conversions, and similar costs that have occurred (paragraph 9); (b) an imputed
cost of equity funds (paragraph 15); and (¢) intercompany profits included in
transfer prices to affiliates (paragraphs 16 and 17).

Messrs. Kirk and Sprouse also dissent because they believe the amendment 1o
APB Opinion 30 in paragraph 19 of this Statement that suggests that refunds be
reported in income net of taxes but pot as extraordinary items is unrelated to the
economics of rate regulation and therefore inappropriate. They se¢ no reason
why a potentially recurring charge 10 income should be singled out from all other
recurring or even unusual items for this special treatment.
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Appendiz A

AMENDMENTS TO EXISTING PRONOUNCEMENTS

25. This Statement supersedes the Addendum, Accounting Principles for Regu-
loted Industries, 1o APB Opinion 2.

26. Paragraph 7 provides for this Statement o be applied by enterprises that are
nhiuumhhﬂndnfmnﬂiuinlmﬁﬁomnrmhumthnﬂmiwmmmnm
mmmmmnuudlwrﬂmmmhmmﬁthumm
pronouncements or future authoritative pronouncements. That conclusion
requires the following amendments to existing pronouncements:

3. ARB No. 44 (Revised), Declining-Balance Depreciation, as amended by

ol i o

F o

APB Opinion No. 6, Sratus of Accounting Research Bulletins, Delete para-
graphs B and 9.

ARB 51. Delete the last sentence of paragraph 6.

APR Opinion No. |, New Depreciation Guidelines and Rules, Delete para-
graph 7.

APB Opinion No. 2, Accounting for the "Investment Credir.” Delete para-
sgraph 17. :

AFPB Opinion 1. In the second sentence of paragraph 6, delete (he words
“(a) 1o regulated industries in those circumstances where the standards
described in the Addendum (which remains in effect) 1o APB Opinion No.
2 are met and (b)."

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

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

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

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

APB Opinion lo. 24, Accounting for Income Taxes. Delete paragraph 3.
APB Opinion No. 26, Early Extinguishment of Debi, Delete the last sen-
vence of paragraph 2. ;

APB Opinion No. 29, Accounting for Nonmonetary Transactions. In the
first sentence following subparagraph 4(d), delete the words “applies o
wmmm-ﬁmmmmmﬂnwun
MNo. 2, Accounting for the Invesirment Credit, 1962 and it.”

FASB Statement No. 2, Accounting for Research and Developmeni Costs.
Delete paragraph 14.
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FASB Statement No. 4, Reporting Gains and Losses from Extinguishment
aof Debi. Delete paragraph 7.

FASB Statemeni 5. Delete paragraph 13.

FASB Statement No. 7, Accounting and Reporting by Development Stage
Enrerprises. Delete the second sentence of paragraph 5.

FASB Statement 13. Delete paragraph 3.

FASB Statement No. 15, Accounting by Deblors end Creditors for
Troubled Debr Restructurings. Delete paragraph 9.

FASB Statement No. 16, Prior Period Adjustmenis. Delete paragraph 9.
FASB Statement No. 19, Financial Accounting and Reporting by Oil and
Gas Producing Companies. Delete paragraph 9.

FASB Statement No. 12, Changes in the Provisions of Lease Agreemenis
Resulting from Refundings of Tax-Exemp: Debt. Delete paragraph 11.
FASB Statement 34. Delete paragraph 5.

FASB Statement No. 43, Accounting for Compensated Absences. Delete
paragraph 3.

FASB Statement No. 49, Accounting for Product Financing Arrange-
menis. Delete paragraph 7.

FASB Statement No. 51, Financial Reporting by Cable Television Compa-
nies. Delete paragraph 2.

FASB Interpretation No. 18, Accounting for Income Taxes in Interim
Periods. Delete paragraph 4.

FASB Interpretation No. 22, Applicability of Indefinite Reversal Criteria
to Timing D{fferences. Delete paragraph 8.

FASB Interpretation No. 25, Accounting for an Unused Invesimest Tax
Credir. Delete paragraph 9.




Appendix B

APFLICATION OF GENERAL STANDARDS TO SPECIFIC SITUATIONS
27. This appendix provides Buidance for application of this Statement 10 some

specific situations. The guidance does not address all possible applications of
this Statement. All of the exam ples assume that the enterprise meets the criteria

Z8. Specific situations discussed in this appendix are:

Paragraph

Numbers

Intangibic assets 29—30
Accounting changes 31—32
Recovery of costs without return on investment 33—
Early extinguishment of debt 3537
Accounting for contingencies 3§--39
Accounting for leases 40—43
Revenue collected subject to refund 44—45
Refunds to cusiomers 46—47
Accounting for compensated absences 48—49

Intsngible Assets

29. Opinion 17 req sires that the cost of an intangible asset acquired after Octo-
ber 30, 1970 be am: rtized over the shorter of its estimated useful life or 40 years.
ihat Opinion also requires that a company continually evaluate the period of
amortization to determine whether later events and circumstances warrant a
revised estimate of the useful life and whether the unamortized cog should be
reduced significantly by a charge to income. For rate-making purposes, a regula-
for may permit an enterprise to amortize purchased goodwill over a specified
period. In other cases, a regulator may direct an enlerprise not 1o amortize
goodwill acquired in a business combination after October 30, 1970 or 10 write
off that goodwill.

15
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30. If the regulator permits the goodwill o be amortized over a specific time
period as an allowable cost for rate-making purposes, the regulator’s action pro-
vides reasonable assurance of the existence of an asset (paragraph 9). The
goodwill would then be amortized for financial reporting purposes over the
period during which it will be allowed for rate-making purposes. If the regulator
excludes amortization of goodwill from allowable costs for rate-making pur-
poses, either by not permitting amortization or by directing the enterprise to
write off the goodwill, the value of the goodwill may be reduced or eliminated
(paragraph 10). If there is no indication that the amortization will be allowed in a
subsequent period, the goodwill would be amortized for financial repurting pur-
poses and continually evaluated 1o defermine whether the unamortized cost
should be reduced significantly by a charge 1o income in accordance with Opin-
ion 17.

Accounting Changes

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

32. If a regulated enterprise changes accounting methods and the change doss
not affect costs that are allowable for rate-making purposes, the regulated
enterprise would apply the change in the same manner as would an unregulated
enterprise. Capitalization of leases with no income statement effect (paragraphs
40-43) is an example of that type of change. If a regulated enterprise changes
accounting methods and the change affects allowable costs for rate-making pur-
poses, the change generally would be implemented in the way that it is imple-
mented for regulatory purposes. A change in the method of accounting for
research and development costs, either from a policy of capitalization and amor-
lization to one of charging those costs 10 expense as incurred or vice versa, is an
example of that type of change.

Recovery of Costs without Return on Investment

33, In some cases, & regulator may approve rates that are intended to recover an
incurred cost over an extended period without 2 return on the unrecovered cost
during the recovery period.

3. The regulator’s action provides reasonable assurance of the existence of an

asset (paragraph 9). Accordingly, the regulated enterprise would capitalize the
cost and amortize it over the period during which it will be allowed for rate-
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making purposes. That cost would not be recorded at discounted present value.
If the amounts are material, the disclosures specified in paragraph 20 of this
Statement would be furnished.

Early Extinguishment of Debt

35. Opinion 26 requires recognition in income of a gain or loss on an early extin-
guishment of debt in the period in which the debt is extinguished. For rate-
making purposes, the difference between the enterprise’s net carrying amount of
the extinguished debt and the reacquisition price may be amortized as an adjusi-
ment cf interest expense over some future period.

36. If the debn is reacquired for an amount in excess of the enterprise’s net carry-
ing amount, the regulator’s decision to increase future rates by amortizing the
difference for rate-making purposes provides reasonable assurance of the exis-
tence of an asset (paragraph 9). Accordingly, the regulated enterprise would cap-
italize the excess cost and amortize it over the period during which it will be
allowed for rate-making purposes.

37. 1f the debt is reacquired for an amount that is less than the enterprise’s net
carrying amount, the regulator’s decision (0 reduce future rates by amortizing
the difference for rate-making purposes imposes a Hability on the regulated
enterprise (paragraph 11(c)). Accordingly, the enterprise would record the dif-
ference as a liability and amortize it over the period during which permitied rates
will be reduced.

Accounting for Contingencies

38. Suaternent 5 specifies criteria for recording estimated losses from loss con-
tingencies. A regulator may direct a regulated enterprise to include an amount
for a contingency in allowable costs for rate-making purposes even though the
amount does not meet the criteria of Statement 5 for recording. For examplc, a
regulator ma - direct a regulated enterprise to include an amount for repairs of
cxpected fulure uninsured storm damage.

39. Il the regulator requires the enterprise to remain accourtable for any
amounts charged pursuant to such rates and not yet expended for the intended
purpose, the resulting increased charges (o customers create a liability (para-
graph 11(b)). If a cost to repair storm damage is not subsequently incurred, the
‘ increased charges will have to be refunded 1o customers through future rate
| a reductions. Accordingly, the regulated enterprise would recognize the amounts
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charged pursuant to such rates as liabilities rather than as revenues. If a cost to
repair storm damage is subsequently incurred, the enterprise would charge that
cost to expense and reduce the liabilities at that time by recognizing income in
amounts equal to the cost.

Acrcounting for Leases

40, Siatement 13, as amended, specifics criteria for classification of leases and
the method of accounting for each type of lease. For rate-making purposes, a
lease may be treated as an operating lease eve . hough the lease would be classi-
fied as a capital lease under the criteria of Statement 13. In effect, the amount of
the lease payment is included in allowable costs as rental expense in the period it
COVETS.

41. For flinancial reporting purposes, the classification of the lease is not
affected by the regulator’s actions. The regulator cannot eliminate un obligation
that was not imposed by the regulator (paragraph 12). Also, by ncluding the
lease payments as allowable costs, the regulator sets rates that wil! provide reve-
nue approximately equal 1o the combined amount of the capitalized leased asset
and interest on the lease obligation over the term of the lease and, thus, provid=s
reasonable assurance of the existience of an asset (paragraph 9). Accordingly,
regulated enterprises would classify leases in accordance with Statement 13 as
amended.

42. The nature of the expense elements related 1o a capitalized lease (amortiza-
tion of the leased asset and interest on the lease obligation) is not changed by the
regulator’s action; however, the timing of expense recognition related to the lease
would be modified to conform to the rate treatment. Thus, amortization of the
leased asset would be modified so that the total of interest on the lease obligation
and amortization of the leased asset would equal the rental expense that was
allowed for rate-making purposes.

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




Revenuse Collected Subject to Refund

44, In some cases, a regulated mr.rpm: is permited to bill requested rate
increases before the regulator has ruled on the request.

45. When the revenue is originally recorded, the criteria in paragraph B of State-
ment 5 would determine whether a provision for estimated refunds should be
accrued as a loss contingency. That provision would be adjusted subsequently if
the estimate of the refund changes (paragraph 11(a)).'¢

Refunds 10 Customers

44, Siatement 16 limits prior period adjustmen®s (other than those that result
from reporting accounting changes) to corrections of errors, adjustments that
result from realization of income tax benefits of preacquisition operating loss
carryforwards of purchasea subsidisrizs, and adju:unents related to prior
interim periods of the current fiscal year

47. Inaccordance with Statement 16, estimated refunds that were not previously
accrued would be charged 1o income in the first period in which they meet the
criteria for accrual (paragraph B of Statement 5). If the amounts are material, the
disclosures specified in paragraph 19 of this Statement would be furnished.

Accouptiag for Compeasiled Absences

48, Sustement 43 specifies criteria for accrual of a liability for employees’ com-
pensation for future absences. For rate-making purposes, compensation for
en:ployess’ absences may be included in allowable costs when the compensation
is paid.

45. The liability, if any, would be accrued in accordance with Statement 43
because raie actions of the regulator cannot eliminate obligations that were no:

16 evenue collected subject 1o refund is similar 10 sales with warranty obligations. Paragraph
25 of Staiemeni 3 stanies that “inabilify 10 make a reasonable estimale of the amount of » war-
ranty obligation st the time =f le because of significant uncertainty about poutible claims . .
precludes sccrual and, 1 Lhe range of possible loss is wide, may raise a question sbout whether a
sale shorld be recorded. . . ™ Similarty, if the renge of posaible refund is wide and the emoumt
of ihe reflund cannot be reasonably estimated, there may be & question sbout whetiner it would
be & isheadiag to re.opnize Lhe provisional revenus increase &1 income.
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imposed by the regulator (paragraph 12). By including the accrued compensa-
tion in future allowable costs on an as-paid basis, the reguiator provides reason-
able assurance of the existence of an asset. The asset is the probable futuie bene-
fit (increased revenue) that will result from the regulatory treatment of the
subsequent payment of the liability (paragraph 9). Accordingly, the enterprise
also would record the asset that results from the regulator® actions.
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Appendix C

BASIS FOR CONCLUSIONS

Introduction

rejecting others. Individual Board members Eave greater weight to some lactors

31. The FASB Discussion Memorandum, Effect of Rarte Regulation on
Accounting for Regulaied Enterprises, presented a threshold issue: “Should
accounting prescribed by regulatory authorities be considered in and of itselfl
generally sccepted for purposes of financial reporting by rate-regulated
enterprises?”

52. Virtvally all respondents to the Discussion Memorandum indicated that
accounting prescribed by regulatory authorities should not be considered in and
of itself generally accepted for purposes of financial reporting by rate-regulated
enlerprises. Respondents noted that the function of accounting is 1o report

would justify deviation from the generaliy accepted accounting principles appli-
cable (o business enterprises in general. The mere issuance of an accounting
order not tied to rate treatment does Aot change an enterprise’s economic
resources or obligations. In other words, the economic effect of regulatory
decisions—not the 1 ere existence of regulation—is the pervasive factor thar
determines the application of generally accepted accounting principles.

33. Respondents also noted thar regulatory-prescribed accounting has not been
considered generally accepted per se in the past.

54. The Board concluded that regulatory-prescribed accounting should not be
considered generally accepled per se, but rather that the Board should specify
how generally accepred accounting principles apply in the regulatory environ-
ment.




55. Some respondents to the FASB Exposure Draft, Accounting for the Effects
of Reguiation of an Enterprise’s Prices Based on [is Cosis, suggesied that the
Board clarily the relationship of this Statement 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 1o obtain the
information needed for regulatory purposes. This Statement neither limits a reg-
ulator’s actions nor endorses them. Regulators® actions are based on many con-
siderations. Accounting addresses the effects of those actions. This Statement
merely specifies how the effects of different types of rate actions are reporied in
general-purpose Tinancial statements.

Economic Effects of Regulation

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

5£7. Most respondents to the Discussion Memorandum indicated that rate regu
lation does introduce such an economic dimension in some circumsiances.
Respondents cited the cause-and-effect relationship of costs and revenues as the
principal economic effect of regulation that affects accounting for regulated
enterprises. They noted that cost might be one factor used by unregulated
enterprises to establish prices, but it would often not be the most important fac-
tor. Usually, prices are limited by the market. An unregulated eaterprise might
desire 10 price its goods or services at a level that would recover all costs and a
reasonable profit; however, the market might not permit that price.
Alternatively, an unregulated 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 determinant of prices. In contrast, for an enterprise with prices reg-
ulated on the basis of its costs, allowable costs are the principal factor that
influences its prices.

5B. The economic effect cited by most respondents is the ability of a regulatory
action to create a future economic benefit—the essence of an asset. For example,
consider a regulated enterprise that incurs costs to repair damage caused by a
major storm. If the regulator approves recovery of the cosis through rates over
some future period or is expected to do so, the rate action of the regulator creates
a new assel that offsets the reduction in the damaged asset. The enterprise has
probable future economic benefits—the additional revenue that will result from
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including the cost in allowable costs for rate-making purposes. The future bene-
fits are obtained or controlled by the enterprise as a result of a past event—
incurring the cost that results in the rate order. Thus, the criteria of Concepts
Statement 3 for an asset are met.

59. Most respondents that opposed special accounting for the effects of regula-
tion cited the need for comparability between regulated and unregulated
enterprises. Paragraph 119 of FASB Concepts Statement No. 2, Qualitative
Charocteristics of Accounting Information, indicates that *. . . the purpose of
comparison is (o detect and explain similarities and differences.” The Board con-
cluded that comparability would not be enhanced by accounting as though regu-
lation had no effect. Regulation creates different circumstances that require dil-

feren! accounting.

Scope

60. The Discussion Memorandum discussed regulation of various industries,
and it arked whether a Board pronouncement should identily specific industries
that are affected. Most respondents indicated that applicability of an FASB
Statement on rate regulation should be specified by clearly describing the nature
of the regulated operations to which it applies rather than by attempting to delin-
eate specific industries. Some noted that changes in the political environment
can cause changss in the nature of reguiation. Accordingly, whether an industry
meers the criteria for applicability might change over time. The Board agreed
with those respondents and, accordingly, specified criteria that focus on the
nature of regulation rather than on specific industries.

61. This Statement specifies the economic effects that result from the cause-
and-effect relationship of costs and revenues in the rate-regulated environment
and how those effects are 1o be accounted for. The nature of those effects led 1o
the criteria for applicability of this Statement (paragraph 3).

62. The [irst criterion is the existence of third-party regulation. That criterion is
intended 10 ex lude contraciual arrangements in which the government, or
another party that could be viewed as a “regulator,” is a party to a contract and
is the enterprise’s principal customer. For example, the normal Medicare and
Medicaid arrangements are excluded from the scope of this Statement because
they are contractual-type arrangements between the provider and the govern-
mental agency that is responsible for payment for services provided.

63. Some respondents to the Exposure Draft indicated that cooperative utilities
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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 sei by their own governing board. The governing board is elected by the
members of the cooperative, and it has the same authority as an independent,
third-party regulator. In their view, the difference between cooperative utilities
that are subject to third-party regulation and those that are not does not justify
different accounting. The Board agreed with those respondents, and modified
the first criterion to include enterprises with rates established by their owi. gov-
erning board providing that board is empowered by statute or by contract to
establish rates that bind customers.

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

65. The second criterion is that the regulated rates are designed to recover the
specific enterprise’s costs of providing the regulated services or products. If rates
are based on industry costs or some other measure that is not directly related 1o
the specific enterprise's costs, there is no cause-and-effect relationship between
the enterprise’s costs and its revenues. In that case, costs would not be expected
to result in revenues approximately equal to the costs; thus, the basis for the
accounting specified in this Statement is not present under that typ< of regula-
tion. That criterion is intended 1o be applied to the substance of the regulation,
rather than its form. If an enterprise’s regulated raies are based on the costs of &
group of companies and the enterprise is so large in relation ro the group of com-
panies that its costs are, in essence, the group's costs, the regulation would meet
the second criterion for that entlerprise.

66. The last criterion requires that it be reasonable to assume that rates set at
levels that will recover the enterprise’s costs can be charged to and collected from
customers. Regardiess of the actions of the regulator, if the market for the
enterprise’s regulated services or products will not support a price based on cost,
the enterprises rates are at least partially controlled by the market. In that case,
the cause-and-effect relationship of costs and revenues that is the basis lor the
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accounting required by this Statement cannot be assumed 10 exist, and this State-
ment would not apply.

67. The Board does not intend the last criterion as a requirement that the
enterprise earn a fair return on shareholders® investment under all conditions; an
enterprise can earn less than a fair return for meny reasons unrelated to the abil-
ity to bill and collect rates that will recover allowable costs. ! For example, mild
weather might reduce demand for energy utility services. In that case, rates that
were expected Lo recover an enterprise’s allowable costs might not do so0. The
resulting decreased earnings do not demonstrate an inability to charge and col-
lect rates that would recover the enterprise’s costs; rather, they demonstrate the
unceriainty inherent in estimating weather conditions.

68. The last criterion also requires reasonable assurance that the regulated
environment and its economic effects will continue, That requirement must be
evaluated in light of the circumstances. For example, if the enterprise has an
exclusive franchise to provide regulaied services or products in an area and com-
petition from other services or products is minimal, there is usually a reasonable
expectation that it will continue to meet the other criteria. Exclusive franchises
can be revoked, but they seldom are. I the enterprise has no exclusive franchise
bui has made the very large capital investment required to provide cither the reg-

ulated services or products or an acceptable substitute, future competition also
may be unlikely.

65. Some respondents to the Discussion Memorandum questioned whether, in
light of recent events, it would ever be reasonable 10 assume that rates set at
levels that will recover the enterprise’s costs can be charged 1o and collected from
customers. They cited recent developments—such as the use of solar devices as
alternatives to certain energy utility services, increasing competition in the tele-
communications industry, and deregulation of wvarious transporiaiion
industries—as evidence that the environment of a regulated enterprise can
change rapidly. T: ¢ Board concluded that users of financial statements should
be aware of the possibility of rapid, unanticipated changes in an industry, but
accounting should not be based on such possibilities unless their occurrence is
considered probable. However, changes of a long-term nature could modifly the
demand for an enterprise’s regulated services sufficiently to affect its quali fying
under the criterion of subparagraph 5(c).

”}umdmed in footnote | the term alicwsble costs is used bere 1o inchude earnings permitied

o shascholders” invenment.
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70. The firmt scope limitation of paragraph 8—excluding accounting for price
controls imposed by governmenta! action in times of emergency, high inflation,
or other unusual conditions—was included in the Discussion Memorandum.
Price controls imposed in periods of unusual conditions are not expected (o be
applied consistently over an extended period. Indeed, their duration usually is
limited by statute. In that environment, assurance of future benefits cannot be
provided by probable future actions of the price control regulator because that
regulator may not exist at a given future date,

71. Accounting for contracts in grneral was also excluded from the scope of the
Discussion Memorandum. The economic cffects of cost rambursement con-
tracts are in some respects similar to the economic effects of the type of regula-
tion addressed by this Statement. However, most contracts tend to be relatively
short-term, whereas regulation of enterprives covered by this Statement is
expecied to continue beyond the foreseeable future. The Boerd noted that other
authoritative literature addresses contract uccounting and concluded that it
should exclude the general issue of contiact accounting from the scope of this
Statement,

72. The Discussion Memorandum described rate-making processes in several
industries and asked whether each process justified the application of this State-
ment. As noted in paragraph 60, the Board concluded that applicability of this
Statemen: should be specified by describing the nature of the :cgulated opera-
tions and the type of rate making to which it applies rather than by attempting 1o
delineate specific industries,

73. In view of the nature of comments received, the Board concluded that the
possible application of this Statement (o the health care industry should be dis-
cussed. The Board does not intend to preclude application of the provisions of
this Statement to the health care industry or to any other industry. Rather, appli-
cation of this Statement is limited 1o regulated operations that meet the specified
criteria for application.

74. In general, rates for services in the health care industry are not regulated
based on the provider's costs. The federal Medicare and Medicaid programs
usually are applied through a contractual-type arrangement (paragraph 62).
Some states arc applying comprehensive, prospective rate making to health car~
providers. In some cases, the rates set by state regulatory agencies are accepte

for Medicare and Medicaid reimbursement purposes. There is some disagree-
ment about the extent to which such rates are based on a provider's costs. If regu-
latory agencies in those states base rates on the provider’s cosis and adopt a per-
snanent system of regulation, health care providers in those jurisdictions could




be subject to the provisions of this Statement. However, the criterion in subpara-
graph 5(c) also would have to be considered to det*rmine whether the Statement
applies 10 the enterprise.

General Standards of Accounting for the Effects of Regula.on

75. The Board concluded thai, for general-purpose financial reporting, the
principal economic effect of the regulatory process is 10 provide assurance of the
existence of an asset or evidence of the diminution or elimination of the recov-
erability of an asset. The regulator’s rate actions affect the regulated enterprise’s
probable future benefits or lack thereof. Thus, an saterprise should capitalize a
cost il it is probable that future revenue approximately equal to the cost will
result through the rate-making process.

76. A number of respondents to the Exposure Draft asked for clarification of

the types of costs addressed by paragraph 9. Those respondents expressed the

view that tangible assets should be capitalized based on the criteria used by un-

regulated companies; paragraph 9 should be limited to other assets. Paragraph 9

was intended to address only accounting for costs that would be charged 10

expense by an unregulated enterprise, and the Board modified the paragraph to
50 indicate.

77. The regulatory process, as usually practiced, has two aspects, First, either
historical or projected test period costs are used to compute the revenues neces-
sary to provide for similar costs during the period in which the rates will be in
force. Second, test period costs are adjusted to provide for recovery or 1o pre-
vent recovery of costs that are considered unusual or unpredictable If unusual
or unpredictable costs are not provided for in advance, they may be recovered
afier their incurrence through increased rates provided for that purpose. In some
cases, rate orders do not specily whether costs are (a) included as normal tes1
period costs, used to compute rates that are intended to provide for similar
future costs, or (b) incurred costs designated for specific recovery. The Board
concluded that costs thould be capitalized only if the future revenue is expected
to be provided 10 pesmit recovery of the previously incurred cost rather than
merely to provide for recovery of higher levels of similar future costs.

78. If rates are designed to be adjusted automatically for changes in operating
expenses (¢.g., costs of purchased fued), the regulator’s intent could be either to
permit recovery of the incusred cost or merely to provide for recovery of similar
future costs. Normal operating expenses such as fuel costs usually are provided
for in cuirent raies. In that case, the presumption is that the rate increase is
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intended to permit recovery of similar fulure costs. That presumption, which
would preclude capitalizing the incurred cost, can be overcome only if it is clear
that the regulator's inten: is Lo provide recovery of the incurred coat.

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

a. A regulator can order a regulated enterprise to refund previously collected
revenues,

b. A regulator can provide rates intended to recover costs thar are expected 1o
be incurred in the future. Paragraphs 38 and 39 illustrate that possibility.
The resulting increased charges to customers are liabilities and not revenues
for the enterprise—the enterprise undeitakes to provide the services for
which the increased charges were collected, and it is obligated to return
those increased charges if the future cost does not occur. The obligation will
be fulfilled either by refunding the increased charges through future rate
reductions or by paying the luture costs with no corresponding effect on
futur= rates. The resulting increases in charges to customers are uncarned
revenues until they are earned by their use for the intended purpose.

¢. For rate-making purposes, a regulator can recognize a gain or other reduc-
tion of overall allowable costs over a period of time. Paragraphs 35-37 illus-
trate that possibility. By that action, the regulator obligates the enterprise to
give the gain or other reduction of overall allowable costs 1o customers by
reducing future rates. Accordingly, the amount of the gain or cost reduction
is the appropriate measure of the obligation.

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

Specific Stzadards Derived from the General Standards

B1. The specificsiandards derived from the general standards deal with recogni-
tion, as assets and increases in net income, of allowable costs that are not usually
accepled as incurred costs in the present accounting iramework. Foi the reasons
explained below, the Board concluded that recognition is appropriate for those
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allowable costs. However, the Boa. < Joes not intend them 1o be psed as guidance
for other applications of the general standards in paragraphs 9-12.

Aliowznce for Funds Used during Coastruction

82. Most respondents to the Discussion Memorandum supported the present
practices of public utilities in accounting for the allowance for funds used during
construction. They noted that the current income statement display reflects the
regulatory process used in detes mining the amount to be capitalized and, thus,
alds the user in understanding the regulatory environment. They cited the regula-
tor's determination of the “cont™ of enuity cap:al as a basis for accepting that
amount a3 a cost, and they noted that unregulated enterprises do not have a simi-
lar basis. They also ne “c that most utilities have an obligation 10 construct the
facilities necessary (o p.ovide regulated services. Thus, there is no option of not
obtaining the required funds or using accumulated funds to retire debt instead of
investing in construction, and there is no available “avoidable cost™ to use as the
measure of the cost of the funds used.

83. Respondents who opposed present practices of accounting for the allowance
for funds used during construction indicated that the cost of equity funds should
be excluded irom taat allowance. Those respondents cited paragraph 49 of
Statement 34, whick states that “. . . recognition of the cost of equity capital
does not corform 10 rhe present accounting framework.” However, the argu-
ments presented by those responden:s supporied capitalization of iuerest in
accordance with Statement 34, Capitalization of interest in accordance with
Statement 34 would be baseC on actual intersst rates on outstanding debt and
limited to the total amount of interest cost incurred during the period. In most
cases, the effect on net income would bz similar to capitalizing an allowance that
included a cost of equity funds.

44, Some Board members believe that the allowances for funds used during con-
struction, computed under current utility rractices, are appropriate measures of
the costs of financi g construction and that 1% regulators’ actions provide rea-
sonable assurance of the existence of assets that should be measured by the
amount on which rates will be based. Other Board members believe that those
amounts are accepiable substitutes for the amount of interest that would be capi-
talized in accordance with Statement 34 and that, abgent a change in regulatory
practices, the cost of a change in those accounting practices would exceed any
perceived benefits. The Board concluded that the amounts capitalized for rate-
making purposes also should be capitalized for financial reporting purposes.
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inmercompany Profit

85. Mos! respondents to the Discussion Memorandum indicated that enterprises
should not eliminate intercompany profitz on sales to regulated alfiliates if it is
probable that, through the rate-making process, future revenues in amounts
approximately equal 1o the intercompany transfer price will be provided. That
revenue would result from inclusion of the intercompany profits in the amount
used by the regulator as allowable cost for purposes of depreciation and return
on invesiment. They noted that an enterprise does not recognize profits on sales
to unregulated affiliates because the profits are not validaied by transactions
with outside parties. According to those respondents, however, an enterprise
should recognire profits on sales 10 a regulated affiliate to the extent that the
profits are included in allowable costs in the rate-making process because the
profits are validated by the rate actions of the regulator. The regulator's accept-
ance of the transfer price provides evidence of recoverability. For rate-making
purposes, the intercompany profits will be included in the depreciation used as
an allowable cost, and the undepreciated amount will be included in the invest-
ment on which a return is provided as an allowable cost. Those respondenis
noted that ARB 51 did not require elimination of imercompany profits on sales
to regulated affiliates.

86. The Board concluded that intercompany profits on sales of assets (o regu-
lated affiliates should not be eliminated in consolidated financial statements if
the transfer price is reasonable and it is probable that, through the rate-making
process, future revenue approximately equal to the transfer price will result from
the regulated affiliate’s use of those assets. In view of existing regulatory prac-
tices, the Board further concluded that the transfer price usually should be con-
sidered reasonable if the price is accepted or not challenged by the regulator that
governs the regulated affiliate. Otherwise, reasonableness should be considered
in light of the circumstances. For example, reasonableness might be judged by
the return on investment earned by the manufacturing or construction opera-
tions or by a comparison of the transfer prices with prices available from other
sources.

Other Specific Standards

Accounling for Income Tanes

B7. In the past, enterprises generally have not provided for deferred income
taxes il regulated rates to customers were based on taxes currently payable. Mos.
respondents 1o the Discussion Memorandum supported that practice based on




the rationale of Opinion 11. Opinion 11 indicates that deferred taxes are the
result of comprehensive interperiod allocation of income taxes to achieve a
proper “matching™ of revenues and expenses. Those respondents indicated that
a provision for deferred income taxes does not achieve a proper “marching” if
raics to cusiomers are based on taxes currently payable. In that situation, the
income tax expense should be recorded in the future periods in which the taxes
become payable and the regulator grants a resulting rate increase. Those respon-
dents also noted that Concepts Statement 3 concluded that deferred taxes com-
puted under the deferred method that is prescribed by Opinion 11 do not mee:
the definition of a liability. They expressed the view that the Board should not
require utilities to commence 1o apply Opinion 11 when the Board may recon-
sider that Opinion in the near future.,

88. Other respondents indicated that deferred income taxes should be recorded
in all cases. However, if rates charged to customers are based on taxes currently
payable, the recorded deferred taxes should also result in an asset—the future
benellt that will resuli from treatment of the taxes as allowable costs for regula-
tory purposes in the period in which those taxes become payable.

£3. Soms Board members believe that the gereral standards (paragraphs 9-12)
would require a regulated enterprise to record deferred income taxes. If it s
probable that income taxes payable in future years because of net reversal of tim-
ing dilferences will be recovered through rates based on taxes payable at that
time, the enterprise also would record an asset in an amount equal to the
deferred income taxes. Offsetting thosc deferred income taxes against the related
asset pormally would not be appropriate because the asset will be realized
through collections from customers and the deferred income taxes will not be
paid 10 the customers. However, the Board concluded that any possible benefits
of commencing to record deferred income taxes and an offsetting asset at this
time probably would not exceed the cost. Accordingly, if rates are based on
income taxes currently payable and it is probable that income taxes payable in
future years becsuse of net reversal of timing differences will be recovered
through rates bas d on income taxes payable at that time, this Statement does
not permit deferred income taxes to be computed or recorded in accordance with
Opinion 11. However, it does require disclosure of the cumulative amount of
timing differences for which deferred income taxes have not been provided.
Approximate amounts of cumulative timing differences can be estimated
without the complex calculations required by Opinion 11. That information,
together with the disclosures required by Opinion 11, should help users in esti-
mating the possible future income tax and rate effects of those timing dif-
lerences. The Board will reconsider its conclusions on this matter in the course of
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its project on accounting for income taxes, which was added 1o the agerda in
January 1962.

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

Other Specific Accounting Matiers
Recovery of Cost without Return on lnvestment

91. The Discussion Memorandum asked whether the recoverability criterion for
capitalization of costs should be based on recovery of cost (which excludes a
reiurn on equity capital) or on recovery of cost of service (which includes a
return on equity capital). In some cases, a regulator may provide rates intended
1o recover an incurred cost over an extended period without a return on the unre-
covererd cost during the recovery period. That issue was intended to elicit com-
ments on whether the capitalized costs should be carried at the present value of
the amount (o be recovered in those cases. Most respondents interpreted that
issue as asking whether any capitalization of costs was justified if the enterprise
would recover its cost but would not realize a retura on the unrecovered cost
during the recovery period. Thus, many of the responses did not address the
valuation of the resulting asset.

92. The Board concluded that capitalized costs not related 1o a tangible asset
provide a measure of an intangible asset. Generally accepted accounting princi-
ples do not necessarily require the carrying amount of an intangible asset to be its
discounted present value, nor do they necessarily require an enterprise to con-
sider a return on investment when evaluating possible impairment of an intangi-
ble or depreciable asset. Accordingly, the Board concluded that it should not
impose such a requirement on regulated enterprises.

93. Some respondenis to the Exposure Draft indicated that disclosure should be
required for capitalized costs that are recovered over an extended period without
a return on investment during the recovery period. Those respondents indicated
that regulated enterprises should provide the same types of disclosure for a given
item as unregulated enterprises do.
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94. The situations in question usually result from a problem encountered by a
regulated enterprise—an abandoned plant, major storm damage, or a similar
event. For troubled debt restructurings, which are similar to the events in ques-
tion, Statement 15 requires creditors that agree to forego interest on outstanding
loans 10 disclose the amounts of nonearning assets included in the balance sheet.
The Board agreed that regulated enterprises with capitalized costs that are recov-
ered over an extended period without a return on investment during the recovery
period should provide similar disciosure and, thus, added the requirements of

paragraph 20.
Accovnliug for Leases

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

96. A number of respondents indicated that the classification of a lease is not
afferted by the regularor’s actions. In their view, rate actions of the regulator
cannot eliminate obligations to third parties unless the obligations were created
by tlis regulator. Also, they observed that, over the term of a capital lease, the
agpregate lease payments are equal to aggregate amortization of the leased asset
and aggregate interest on the lease obligation. Thus, the regulator, by including
the lease payments in allowable costs, establishes the existence of probable
future benefits approximately equal 1o the combined amount of the capitalized
leased asset and interest on the lease obligation over the term of the lease. In their
view, regulated enterprises should classify leases in accordance with Statement
13 as amended. The Board agrees with that view.

97. Other respondent | indicated that the regulator’s action establishes that there
is no asset related to tae lease. They indicated that an income statement display
consisting of amortization and interest would mislead users if the regulatory pro-
cess 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 process rather than on the economic effects of the process. This State-
ment requires that regulated ¢nterprises account for the economic effects of the
rate-making process; it does not attempt to portray the mechanics of that pro-

0 cess in financial statements.
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98. The Board concluded that the nature of the expense elements for a capital-
ized lease (amortization and interest) are not changed by the regulator's action;
however, the timing of expense recognition related to the lease should be modi-
fied 1o conform with the rate treatment. Thus, amortization of the leased asset
would be modified so that the total interest and amortization recognized during
a period would equal the rental expense included in allowable cost for rate-
making purposes during that period. Although this Statement requires the
expense elements of a capitalized lease to consist of amortization and interest
regardiess of the regulatory treatment, the Board notes that generally accepted
accounting principles do not require interest expense or amortization expense 10
be shown as such in an income statement.

Reveawe Collected Subject to Refund

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

100. Some respondents opposed reducing net income by the amount expecied 1o
be disallowed prior 1o the final rate action. In their view, if the enterprise
requests the increase, the increase must be supported by the evidence. In that
case, raanagement could not take the position that some portion of the request is
likely to be disallowed without providing the regulaior a possible basis for disal-
lowance. Other respondents supported application of the loss contingency provi-
sions of Statement 5 to thore rate increases. They indicated that utilities usually
can predict the outcome of a rate hearing by considering recent actions of the
regulator. They also indicated that it is misleading to include in net income reve-
nue that is expected 1o be refunded.

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

Relands to Cestomers

102. The Discussion Memorandum asked whether the effects of rate-making
transactions applicable to prior periods should be charged to income in the year
in which they become estimable, as required by Statement 16 for other adjust-
ments applicable 10 prior periods, or accounted for as prior period adjustments.




103. Some respondents opposed applying Statement 16 to utility refunds. Most
of those respondents indicated that Statement 16 is not presently applied to sig-
nificant refunds that could not be estimated in advance. They indicated that
including refunds in a year other than that in which the amount refunded was
included in income misstates both years, because the financial statements would
not accurately reflect permitted rates of return, trends, etc. They also noted that
current earnings could be reduced 1o a level at which existing covenants or stale
regulations governing investments by certain institutional investors could pre-
clude necessary financing.

104. Respondents who favored applying Statement 16 to refunds indicated that
the regulatory process does not introduce unique economic effecis that warrant
different accounting. In their view, the arguments supporting prior period
:djumufwuwhudemwhumlhtmummmhnmm:d:br
unregulated enterprises before Statement 16 was issued.

105. The Board concluded that regulation does not have a unique economic
effect that requires special accounting for refunds. Rather, regulation results in
resolution of a previous contingency that should be accounted for the same a3

resolution of contingencies by unregulated enterprises. Reconsideration of
Statement 16 was not within the scope of this Statement.

106. The Exposure Draft would have required disclosure of the pro forma effeci
of refunds on net income of each period presented, computed as though the
refunds were retroactively recorded in the prior periods in which the revenu: was
recognized. A number of respondents objected to that requirement on the basis
that the proposed disclosure indicates a need for restatement.

107. The Board believes that users are interested in two aspects of refunds. They
are concerned about the impact of the refund in the year of the refund, and they
also are concerned about the effect of the refund on trends of permitted earn-
ings. Neither prior period adjustment nor current income charge provides all of
the needed information . The Board concluded that users' needs could be satis-
fied by disclosure of (a} ‘he effect of the refund ou net income of the current year
and (b) the years in which the refunded revenue was recognized.

108. In making its determination, the Board considered whether the amount
disclosed should be net of related taxes. APB Opinion No. 30, Reporting the
Results of Operations, prohibits net-of-tax disclosure of unusual or infrequently
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Users understand that refunds occur from time to time in public utilities—and
they are concerned with the net effect rather than the gross amounts refunded.
Accordingly, the Board concluded that refunds should be disclosed net of their
related tax effects. Based on comments received and its deliberations, the Board
decided that a narrow amendment of Opinion 30 for utility refunds was justi-
fied. However, the Board's action is limited to utility refunds, and it is not
intended to otherwise modify or question the requirements of Opinion 30.

Rate Making Based on a Fair Value Raie Base

109. Some state regulatory commissions use a “fair value rate base™ for deter-
mining allowabie return on invested capital. Normally, those commissions do
not permit recovery of the fair value of the enterprise’s assets by including depre-
ciation of the fair value in allowable cost; rather, depreciation is based on histori-
cal cost. The Discussion Memorandum asked whether that procedure provides a
basis for accounting for wtility plant at its “fair value” in financial statements
prepared in accordance with generally accepted accounting principles.

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

111. The Board concluded that if the return on investment permitted in a juris-
diction is based on fair value but recovery of cost is based on historical cost, the
fair value of the assets should not be recognized in general-purpose financial
statements. The Board did not need to address the accounting implications if a
commission were to use fair value 1o determine both recovery of cost and return
on capital invested because that practice currently is not used by regulators.

Acquisibon Adjustments

112. A number of respondents to the Exposure Draft asked the Board to address
accounting for ecquisition adjustments. Those adjustments are the differences
between the amounts paid for an acquired utility and the acquired utility's book
value of its assets and liabilities. Those respondents indicated that utilities do not
have goodwill because a utility cannot realize excess profits. Thus, they consia-
ered the example of goodwill in Appendix B unnecessary.
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113. Opinion 16 describes how the amount paid in a business combination is
allocated to the assets obtained and the liabilities assumed. Acquisition adjust-
ments are values in excess of book value of identifiable assets obtained, valua-
tion adjustments applicable to liabilities assumed, or goodwill or a combination
of those ilems. Opinion 16 does not allow another possibility. The example of
accounting for intangibles in Appendix B of this Statement indicates the appro-
priate sccounting for goodwill. Additional guidance should not be needed about
accounting for any portions of acquisition adjustments that represent amounis
allocable to identifiable assets or liabilities such as property and equipment or
intangibles amortizable over specific benefit periods.

Evidence

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

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

Effective Date and Tru asition

116. This Statement prescribes the circumstances in which regulation has an
economic effect that affects the application of generally accepted accounting
principles, and it outlines the accounting that should result. Accounting changes
that result from initial application of this Statement will involve accou nting for
the effects of regulation that have not been accounted for in the past and revising
previous sccounting that was not in accordance with the provisions of this State-




ment. Those changes are not expected to cause changes in the methods or in the

results of regulation.

117. The Exposure Draft proposed that the Statement be effective for fiscal
years beginning after December 15, 1982. A number of respondents suggesied
that the effective date be delayed 1o provide time for companies 1o determine
how the Statement would affect them. The Board agreed tha: .ac proposed
effective date could cause some hardship. Accordingly, this Statement is effec.
tive for fiscal years beginning afier December 15, 1983,

118. Implementation of this Statement is not expecied to have major effects on
the accounting of most regulated enterprises. This Statement is considerably
more specific than the Addendum; however, its thrust is similar. Accordingly, the
Board concluded that comparability would be best achieved if this Statement
were applied retroactively to the extent practicable. The Board did not extend
that general approach to application of Statement 16, because Statement 16 does
not permit retroactive application.

119. A number of respondents 1o the Exposure Drait urged the Board to permit
affected companies 1o defer retroactive application of Statement 13. They noted
that Stacement 13 did not require retroactive application until the fourth year
after its effective date, and they urged the Board to afford regulated enterprises
the same consideration.

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




Appendix D

BACKGROUND INFORMATION

121. The Addendum to APB Opinion 2, issued in December 1962, outlined the
general approach that has been used for accounting by regulated enterprises. On
November 18, 1977, in response Lo requests from the Acting Chiefl Accountant
of the Securities and Exchange Commission and from the AICPAS Accounting
Standards Division, the FASB initiated a project 1o consider the effects of rate
regulation on accounting for regulated enterprises.

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

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

124, An FASB task force provided counsel in preparing the Discussion Memo-
randum and in preparing material for Board consideration during the course of
Board deliberations concerning this Statement. The task force included persons
from the investment community, industry, public accounting, academe, and
regulatory authorities.
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Semmary

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

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

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

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

enterprises, as follows:

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

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

Pending completion of the Board's current project on accounting for income
taxes, this Stateme at continues current practices of most utilities with respect 10
accounting for de erred income taxes. Accordingly, if the current income tax
benefits (or costz) of timing differences are passed through to customers in cur-
rent prices and it is probable that any resulting income taxes payable in future
years will be recovered through future rates, the company should not record
deferred income taxes resulting from those timing differences. However, the
company should disclose the cumulative net amounts of timing differences for
which deferred taxes have not been recorded.

This Statement may require that a cost be accounted for in 2 different manner
(rom that required by another authoritative pronouncement. In that case, this




Statement is 10 be followed because it reflects the economic effects of the rate-
making process—effects not considered in other authoritative pronouncements.
All other provisions of that other authoritative pronouncement apply 1o the reg-
ulated enterprise.

This Statement clarifies the application of certain other authoritative pro-
nouncements, which is expected to result in at least two changes in general-
purpose financial statements of certain public utilities. First, expected refunds of
revenue collected in prior years will be charged to income in the period in which
those refunds are first recognized. Second, leases will be classified (as capital or
operating leases) in accordance with FASB Statement No. 13, Accounting Sfor
Leases, as amended. Because Statement 13 has not been applied by some utilities
in the past, this Statement provides a four-year transition period before retroac-
tive application of lease capitalization is required. Statement 13 provided a simi-
lar transition period for unregulated enterprises.




	11-22 No. - 1695
	11-22 No. - 1696
	11-22 No. - 1697
	11-22 No. - 1698
	11-22 No. - 1699
	11-22 No. - 1700
	11-22 No. - 1701
	11-22 No. - 1702
	11-22 No. - 1703
	11-22 No. - 1704
	11-22 No. - 1705
	11-22 No. - 1706
	11-22 No. - 1707
	11-22 No. - 1708
	11-22 No. - 1709
	11-22 No. - 1710
	11-22 No. - 1711
	11-22 No. - 1712
	11-22 No. - 1713
	11-22 No. - 1714
	11-22 No. - 1715
	11-22 No. - 1716
	11-22 No. - 1717
	11-22 No. - 1718
	11-22 No. - 1719
	11-22 No. - 1720
	11-22 No. - 1721
	11-22 No. - 1722
	11-22 No. - 1723
	11-22 No. - 1724
	11-22 No. - 1725
	11-22 No. - 1726
	11-22 No. - 1727
	11-22 No. - 1728
	11-22 No. - 1729
	11-22 No. - 1730
	11-22 No. - 1731
	11-22 No. - 1732
	11-22 No. - 1733
	11-22 No. - 1734
	11-22 No. - 1735
	11-22 No. - 1736
	11-22 No. - 1737
	11-22 No. - 1738
	11-22 No. - 1739
	11-22 No. - 1740
	11-22 No. - 1741
	11-22 No. - 1742
	11-22 No. - 1743
	11-22 No. - 1744
	11-22 No. - 1745
	11-22 No. - 1746
	11-22 No. - 1747
	11-22 No. - 1748
	11-22 No. - 1749
	11-22 No. - 1750
	11-22 No. - 1751
	11-22 No. - 1752
	11-22 No. - 1753
	11-22 No. - 1754
	11-22 No. - 1755
	11-22 No. - 1756
	11-22 No. - 1757
	11-22 No. - 1758
	11-22 No. - 1759
	11-22 No. - 1760
	11-22 No. - 1761
	11-22 No. - 1762
	11-22 No. - 1763
	11-22 No. - 1764
	11-22 No. - 1765
	11-22 No. - 1766
	11-22 No. - 1767
	11-22 No. - 1768
	11-22 No. - 1769
	11-22 No. - 1770
	11-22 No. - 1771
	11-22 No. - 1772
	11-22 No. - 1773
	11-22 No. - 1774
	11-22 No. - 1775
	11-22 No. - 1776
	11-22 No. - 1777
	11-22 No. - 1778
	11-22 No. - 1779
	11-22 No. - 1780
	11-22 No. - 1781
	11-22 No. - 1782
	11-22 No. - 1783
	11-22 No. - 1784
	11-22 No. - 1785
	11-22 No. - 1786
	11-22 No. - 1787
	11-22 No. - 1788
	11-22 No. - 1789
	11-22 No. - 1790
	11-22 No. - 1791
	11-22 No. - 1792
	11-22 No. - 1793
	11-22 No. - 1794
	11-22 No. - 1795
	11-22 No. - 1796
	11-22 No. - 1797
	11-22 No. - 1798
	11-22 No. - 1799
	11-22 No. - 1800
	11-22 No. - 1801
	11-22 No. - 1802
	11-22 No. - 1803
	11-22 No. - 1804
	11-22 No. - 1805
	11-22 No. - 1806
	11-22 No. - 1807
	11-22 No. - 1808
	11-22 No. - 1809
	11-22 No. - 1810
	11-22 No. - 1811
	11-22 No. - 1812
	11-22 No. - 1813
	11-22 No. - 1814
	11-22 No. - 1815
	11-22 No. - 1816
	11-22 No. - 1817
	11-22 No. - 1818
	11-22 No. - 1819
	11-22 No. - 1820
	11-22 No. - 1821
	11-22 No. - 1822
	11-22 No. - 1823
	11-22 No. - 1824
	11-22 No. - 1825
	11-22 No. - 1826
	11-22 No. - 1827
	11-22 No. - 1828
	11-22 No. - 1829
	11-22 No. - 1830
	11-22 No. - 1831
	11-22 No. - 1832
	11-22 No. - 1833
	11-22 No. - 1834
	11-22 No. - 1835
	11-22 No. - 1836
	11-22 No. - 1837



