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Summary

Thiz Statement provides guidance in preparmg general purposs financial
starernents for most public wtilivies. Certain other companies with rrymlated
operations that meet spacified criteria arc Ao eoversd- .

In general, the type of regulation covered by this Statement permits ratés
(prices) to be set ar levels jntended to recover the estimated costs of poviding
regulated services or produgts, including the cost of capital (Interest costs and a
provision for earnings on shareholders’ Investments).

For a number of reasons, revenues intended 1o covar HmE SOBLE aTC Trovided
ithier Lelore o aftes the costs see incuroed. If regulation provides asaurance that
ncurred costs will be recovered m the fture, this Stacement reguires eormpanies
to capitalize those costs. 1f current recovery is provided for costs 1hat are
expecred to be incurred in the future, this Statement requires companies tO rec-
ognize these current receipts as habilities.

This Statcment also requires recognition, as costs of assets and increases in net
income, of two 1ypes of allowable coses that include amounts not wsually
aceepred as cofts in the present accounting framework for nonr:gulated
epterprises, us follows:

« [frates are hased on allowable costs that include an allowanez for the cost of
funds used during construction (consisting of an equity componer:t and a
debt eomponent), the company should capitalize and increace net income by
the amount nsed for rate-making purpases—instead of capltalizing interest
in accordance with FASE Staterneni No. 3, Capitalization of Interést Cost.

= I[ rares are pased on allowable costs that include reasonable intercompany
profits, the company should not climinate those intereompany profits in its
financial stalements.

Pending completion of the Bard™ current project on aceounting for income
taxcs, this Statement conlinues current practices of most urilities with regpect 1o
accountiog for deferred income taxes. Aceordingly, if the current income tax
benefits (or costg) of timing differences are passed throngh to customers in cur-
rent prices and it is probable that any resulting income tazes payable in future
vears will be regovered through future rates, the company should not record
deferred income taxes resulring from those timing differences. However, the
company should gisclose the cumulative net amoumts of timing differences for
which deferred taxes have not been recorded.

This Starement may require that a cost be azcounted for in a differen| manner
from thar required by another autheritative pronoutesment. In thar case, this
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Staterment is 1o be followsd becanse i reflects the sconamic =ffects of the rate-
making process—effects not considered other auihorilalive pronguncemsnts,
All ocher pravisions of that other authoritgrive proncuncement epply 1o th: TEE
ulared enIerprise- b

This Staternent clarifies the application of certain ochar authoritative pro-
pouncements, whish it expecied to mesulr in ot least two changes in generals
purpose financial statements of certain publie utilitles. Firsi, sxpected refords of
ravenue collected in prior years will be charged Lo income in the period in which
those refunds are firsr recopnizad, Second, leases will be classified (as capical or
pperating leases) in aceordancs with FASB Stetement Mo, 13, Accounting for
Luetns, a5 auended. Becansc Stalcment 13 has not been applied by same ut ilities
iz the past. this Sratement provides a four-year transition period belore retroags
tive application of lease capitalization is required. Statement 13 provided 2 simi-
lar ransition period for unregulated earerprises.
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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 varlsty of mechanisms 1o
estimate a regulated enterprises Allowable costs,! and they aliow the encerprise
to charge rates that are intended to produse revenue approximanely egual to
those allowable costs. Speeifie costs thar are allowable (or rare-making purpnses
resulr in revenue approximately equal io the costs.

2. In most cazes, allowable costs are used as a means of estimating costs of the
perlod during which the rates will be in effect, and there is no intent ro permit
recovery Of specific prior cosis, The process is a way of setting pricas=—he
results of the process are reporred in generalpurpose financial steternents in
necordapce with the same accounting principles that are used by unregulated
enterprises,

3. Regulators sometimes include costs in allowable costs in a patiod other than
the period in which the costs wouid be charged to expense by an unregnlated
enterprise. That procedure can create assets (future eash inflows rthat wil result

‘from the rate-making process), rednce aseers (raducrions of future cash ‘nflows

that will result from the rate-making progess), or creaie liabilities (future cash
outflows Lhat will result from the rae-making process) for the repulated
enterprise. For general-purpose financial reporting, an incarred cogt for which a
regulator permils recovery in a futnre period is accounted for like an incurred
©ost thar is rermbursable under 3 cosi-reimbursement-type contract.

4. Acconnting requirements that are not directly related to the sconamle sffacts
of rate actions may be imposed on regulated businasses by arders of regulatery
authoriries and occasionally by court decisions or statutes, This does nol necee.

FThe 12em olowably qasrs i3 used throughout this Sralement Lo refer to ail eants for which Teve
aqe ig intended Lo provide recovery, Those ¢5ik @n be actoal or astimated, In thar conrext,
dllowable costs include [nrersat cosl end awounts provided for oarnings on sharzholdery!
mvestmes.
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sarily mean that those acconnting requirements conform with generally accerned
accounting principles. For example, & regulatory zutherity may order an
entarpyise to capitalize? and amortize a cast that woild be chagged ra incnme
currently by an uncegulared enuerprise. Unless capitalization of that eosl is
appropriate under thiz Statcment, generally actspred Accountng principles
reryuire the regulated enterprise to charge the cost to income curren thy

STANDARDS OF FINANCIAL ACCOUNTING AND REPORTING

Scope

5. This Stmement applies to general-purpose external finangial statements o1 an
enterprise that has regulated operations that meet all of the following eriteri

a. The enterprise’s rates [or regolated serviess or producs provided Lo its cos-
romers gre establshed by or are subjcet to approval by an independany,
third-party regulator or by its own governing board empowered by stutute
or eontract to establish rates that bind customers,’

b. The regulated rates are designed (o recovar the specific enterprise’s eosis of
providing the regulated services or products,

c. Inviewof the demand for the regulaved services or products and the level of
competition, direct and Indirecr, it is reasonable (o assume that rates ret at
levels that will recover the snrerprise’s costs.can be charged 10 and collected
from enstomers. This criterion ragquires consideration of anticipared
chaniges in levels of demand or vompetition during the recovery perioud for
suy capicalized costs.

6. If some of a1 eperprse’s operations are regulacsd and meet the criteria of
paragraph 5, this Staiemenl sball be applied Lo only that porvon of the
LnlLrprisc’s operations,

7. Aunthoritative accounting pronouncements that apply 1o enterprisas in
general alsa Apply o regulated enterpriscs. However, cnterpriscs subjcct b this

2Capitalize is used in his Staterent to Indlzate that the cost would be recorded as the cost of a
azel That procedure is ofien relerced to as "deferting o cost,™ and the reyulting agset is Lome-
tines deseribed as a “defemed cost !

he appropriate strocture for seiting aceonnling standards for siate and Jocal zovermmental
units is currapity under digcussion, The FASH i proposing o change with respect 1o the appli-
cability or nce of its pranouncements in the governmental srea until thae marrsr i raealvcu,
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Sratement ehall apply it instead of any eonflicling provisions of standards in
other authoritative 1:or:vm:ilmuv.m'm:ms.‘t

8. This Statement doss oot apply w actounting for price cofitrols txat are
imposed by governmental action in times of emergency, high inflation, o other
nnusupl eonditions, Wor doss it cover aceounting for eontracts in pesteral. How-
ever, if the terms of § eomnfrarl berween gn enterprise and itz customer are subject
to regulation and the criteria of paragraph 5 are met With respoct to thel cons
tract, this Statement shall apply.

General Standards of Accounting for the Effects of Regulation

9. Rare actions of a regularar can provide reasonable assurancs of the exisiehes
of an zssat. An enterprise shall capitalize all or part of an incurved cost? that
would otherwise be charged to expense if both of the following critatia are met;

a. Fris probahled that future revenne in an amowne ar least equal to the capital-
ized cost will masult from inclusion of that cost in allowable gosts for rate-
making purposes.

b, Based oo avaiiable evidence, the futnre revenue will be provided 1o permit
recovery of the previously incurred cost rather than to pravide for expectad
levals of similar future costs, If che ravenue will be provided through an
puromatic rate-adjustment clause, this eriterion requires thar the repulator’s
inrent clearly be 1o permit recovery of the previously incurred cost.

4For mample, s regularor might authorize 4 requiated enterpose Io incur 2 majer reecurch and
development cost beoausq the esst b expegied w benafit fueore customers. The regllaror might
also direet that cost 10 be eapitallzed and smortized as an allowable eost over the natiod af
expaced banefle If the critenn of pardaraph 9 of this Statement were met, the enterprise would
capltaliz= that 2081 even though FASH Siaternent No. 2, Accounting for Research ond Develop-
meni Casts, requivs; such eatis ro be charged 10 ingome cusrenty. Siatement 2 would il epply
to accounting for other research And devclopment costs of the regulated snterprise, & would
the disclogupe raquirements of Statement 2.

SAn incurred east is Yo eoxt arising (rom cash paid ent or obligaton to pay for an scqu-red ascer
ar service. o los from any cavse that has been Fustalned and has besn or must be paid far”
(Eric L Kohlcr, 4 Diciionary for Aecountanis, 5th ed. [englisvoad Cliffs, N.1.: Prensze-Hall,
In¢., 1974), . 253).

The term probable is used in this Stavernent with ity ysual gencral mesning. rather than In a
EPeRific rechnical sense, and refars 1o thal which can reaceonably be experted or belimved on the
basis of availabls evidence or logic but is neither ecreain nar proved { Beasiers Naw H oHd Dic-
divngry of ihe Armoricen Language, 2d college of. [New York and Cleveland: World Publishing

Company, 1972), p. 1132). That lx the meaning referred 10 by FASH Concepts Stateme ot No. 3,
Erements of Fineancial Siatementy of Business Enferprives.
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10, Rare actions of a regulator can reduce or eliminate the value of An asses, If a
regulator excludes all or part of 2 cost from allowable costs and it is hot provable
that the cost will be included as an allowable cost in a fusurs period, the oos. can-
not be expeeted (o resull in future revenuc through the rae-making process.
Accordingly, the carrving amount of any related asset shall be reduced 10 the
extent that the asser has heen impalred. Whether the asset has Dasp Impalred
shall be judged the same a5 for enterprises in general.

11. Rate actions af a regulator can impose a liability on a regulated enterprise.
Such liabilitjes are usnally obligations to the enterprise’s cuscomers. The fuliaw-
ing are the wsnal ways in whith liabilities can be imposed and the resulting
actonnting: '

a. Arcgulter may réquire rnfuﬁds 1o customers.? Refunds that mact the crites
tia of parzgraph 8 (acerual of loss contingencies) of FASH Statement Mo, 3,
Accounting for Contingeneies, shall be recorded as liabilitics and as redue-
tiont of revenne or as expantes of the ragulated enterprise.

b. A regulator can provide current rates intended to recover costs ihat are
expected to be incwrred in the future with the undarmanding that il those
cosls are not incurred fulore rates will be reducsd by corrcsponding
aounts, If evrrent rates are intended to recover such costs and the 1egula-
tor requires the emterprise to remain accountable for any amounts charged
pursuanc 10 such rates and not yet expennded for the intetided purpose,b the
entarprise shall not recognizs as Tevenues amounts charged pursuant (o such
rates. Those amounts shall be recognized as Liabilities and taken to ingome
only when the associatad rasts are incurrad.

c. A regulator can require that a gain o other teduction of net aflowable costs

. be given o customers over fnrure periods, That would be accomplishid, for

rate-making purpozes, by amordzing the gain or orther reduction of net
allowable costs over these futire periods and reducing rates (o reduce reve-
nues in Approximately the amount of the amorlizarisn. I a gain or orther
reduction of net allowable costs is o be amortized pver future periods for
rare-making purposes, the regulated enterprise shall not recognlze that gain
or other reduction of net allowabla cosrs in income of the surrent period.
¥nstead, it shall record it ag a liability for future reductions of charges to cus-
tomers that are expecied to result.

IRefunds can be paid vg the customers who pid the amounts being refunded; however, Lhoy are
usually provided 1o enrrent customers by reduocing current charges.

BThe usumi mechanism nsed by reguiators for this purpars i5 to require ohe regulated taIerbelse
to record the anccipated cost 25 a Rability in its regulatory accounting records.

[
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12, Actions of @ regulator can eliminate a Labidity ouly if the habilicy was
imposed by ctions of ehe regularot.

13. Appendix B illustrares the application of the general standards of account-
ing far the effects of regulation,

Speelfe Standards Derived from the General Standards

14. The following specific standards are derived from the general standards in
paragraphs 9-12 The specific standards shall not be used as guidanee for other
applications of those general standards,

Allowanee for Funds Used during Conmruction

1%. In some czses, a regulaior requires an enterprise subject to its authority 1o
cepitalize, as part of the cost of plant and equipment, the cost of financing con-
struction as financed partially by borrowings and partially by equity. A com-
puted mterest cost and a designared cost of equity funds are capitalized, and net
income for the current period is increasesd by a corresponding amount. Afier the
constructon is eampleted, the resulting capitalized cost Is the basis for depresin.
tlon and unrecoverad investment for ralc-making purpdses, In such easas, the
arnounts capitalized for rate-malkang purposes as part of the cost of acquiring the
ausets chall be capitalized for financial reporng purposes instead of the umount
aFintevest that wouold be capitelized in aceordanes with FASE Statement bo. 34,
Capitatization of Interest Cast.? The incoms statement shall include an item of
other income, a reduction of interest expense, or bath, in a manner that indicares
the basis for the amount capiwlized.

Intersorapuny Profir'

16, Frofit on sales to regulated effiliates shall not be climinated in geperal-
purposa financial staterents!! if both of the fallowing eriteria are met:

3% imtement 34 requires capbulization of imersst cost on ceriain qualirving aasets, The amount
capitalized iz the porton of the mtersst coar inaurred during the period that thegretically could
have been avglded IF the expenditures had not batn sode.

W he rerm inrereompony proflt 15 used in this Statement 1o include bath profits on szles from
ane eompany Lo another within 2 eonsslidated or affiliaved group and profits on salas {rom one
operation of 2 company to another operation of the same eompeny.

UaBB Ma_ 51, Consolidated Finanels! Starermenis, requires tha praflt gn sl of assers
remaining in the coneolidated group be eiminated in conzolidated financial simtemeet. APR
Opinjon Mo 13, The Equity Method af Accounting for Investmentx in Common Sreck, sl
tively extends that requirement to affiliated entities teporied an the equity method.

014
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a. The sales price is reasonable.

b. It isprobable that, through the rave-making process, futurs revenue spproX- -

imately equal to the sales price will result from the regulated affiliate’s use of
ihe products,

17. The sales price nsually shall be considered reasomable if the price is acempled
or mot challenged by ihe regulator that governs the regulated atviiace.
Otherwise, reasonableness shall be congiderad in light of the eirenmstanyss. For
example, reasonableness might be judged by the return on investment e3¢ ned by
the manufacturing or construction operations or by a comparison of the transfer
prices with prices available from other sources.

Other Specific Standards
Accounling for Income Thxes

1. Ttems of ravenie and expense are somclimes taxable or deductible in periods
othar than the peripds i which thase itzms are recoghized for financial reporvng
purposes. In some cases, a regulator does not include the ineome tax offsct of
certain ransactions in allowablc costs in the peried in which the ransactions are
reportad but includes income taxes related to these sramsnctions ln allowable
coets in the period in which the taxes become payable. In such cases, il it is prob-
able that income taxes payahle in future years because of net reversal o thnlng
differences will be recovered through ratcs based on taxes payable at that time,
the cntarprise shall record neither the deferred income taxes!? that result from
those timing dilferences nor the relatcd assat (the probable future benefits that
will rasult from payment of the taxes). However, the enterprise shall disclose the
cumulative ner amount of income tax iming differences for which deferred
income taxes have nat beea provided. That disclosure supplements the require-
ments of paragraph 63 of Qpinion 11 for disclosure of operating loss carry.
forwards, significant amounis of other unused deductions or credits, and rea-
sons for significant variations in the cestomary relationships between income tax
expense and prerax accounting income. Except ns provided in this paragraph,
regulase enrerprises shall apply the requirements of Opinion 11

12,pR Opinion No. 11, Aceaunring for Income Taxes, requires comprehensive icterperiod
alloertion of the income 1ax &ffeal of fming diffetances, That I, differences between the timing
of income or expense recognidon in financial statemenis and io income (ax relurns.
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Chher Disclosare

19. For refunds that are recognized in a period other than the period in which
the relazed revenue was recoghized and that havea material effect on hiac income.
the enterprise shall discloss the effect on net income and indicata the years in
whiett the related revenue was recognized. Such effest may be disclosed by
including it, ner of relaved income taxss, a5 a line ftem in the income x:icement.
However, that iterm shall not be presented as an extragrdinary item,

20, Tn some cAges, a regulalor may permit an enterprise to include a cost that
would be charged to aupense by an unreguiated #nrerprise ag an allowuble cost
over 2 period of time by amortizing tha sost for rare-making purposes, bur the
regulator does not include the yarecovered amount in the rate bage. That proce-
dure does not provide & return on, [nvestment during the recovery pariod. If
racovery of such major costs is provided withour a retuzn on investmen1 during
the recovery period, the enterprisc shall disclose the remaining amounts of such
axsets and the remaining recovery period applicabls 2o tham.

Amendments to Existing Fronouncements

31. Appendix A lisre the amendments 1o existing pronouncements tbat Tesult
from this Staternerit.

Effectlve Date and Transidon

22. This Statement shall be affective for fiscal years beginning after December
15, 1983, Earlier application is encouraged. Accounting changes adopted to con=
form to (he provisions of this Scatemens shall be applled reiroactively, except
that:

2. Previously issued financial statements shall not be restated for changes in
aecounting for refunds.

b, Leases for which the inceptionl? is after December 31, 1982 shall be classi-
fied in nocordance with FASE Statement Mo, 13, Accounting for Leases, in
financial statements commencing with initial 2pplication of this S1atement.
Leases for which the inceprion of the lease is before January 1, 1993 may be
classified s they wonld have been classified befors this Staiement wes
issued until fiscal years beginning after December 15, 1986, Commencing ne

Dirpe jnception of = lease is defined in FASH Statement No. 23, Incoption of the Lonse.
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llll:r.‘.than the ﬁm -ﬂscﬂ year hcgihning after December 15, 1986, those
leases shall be retrosctively classified in accordanes with Statement 13 as
amended.

23, 1f leases are por retcoactively ¢lassified in accordance with Starement 13in
financia) staternents for fiscal years beginning aftce December 15, 1983 and
betore December 15, 1986 a5 permitted by paragraph 22(b), lesszes shall diszlose
the amounts of additlonal capitalized leased assets and lense obligations that
would be included in each balance sheet presented if Statement 13 bad been
applied retroacrively,

24, 1n the year that this Sratement is first applied, the fimancial statements shall
disclose tha nawre of any restatement and its gffect on income hefore ax) raor-
dinary items, net income, and related per-share amoumnis!4 for sach ysar
tastated_ If retroactive restatement of all years presented is not practicabiz, the
financial statements shall ba restated for as MANY CONSESULVE Years as is pracTs
cahle, and the cumulative effect of applymg Lhis Starement shall be included in
determiniog net incame of the earliest year restated (not necessarily the copliest
vear presented). IF iz is not practicable o restate any prior year, the cumy lative
effect shall be included in net ineome in the year in which this Statement is first
applled (See paregraph 20 of APB Opinion No. 20, Accounting Changes ) The
effect an income before extraordinary items, net income, and related per-share
amoumist of applying this Stavement in a year in which the cumulative effeet is
included in determining thac years net income shall he disclosed for that year.

The provislons of this Statement need
not be applied (o immaterisl ilems.

This Statemen! was adopted by the affirmative voles of four members of the
Finanelal Accouniing Standards Board. Messrs. Block, Kirk, and Sprouse dis-
senied,

1dy}e effect on releted per-share amoums raad not be disciased if the enterprise dow: aot dis-
close earnings per share.
5gee footmore 14,
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M. Block dissents 1o the issuance of this Staternent. He believes chat (he regu-
latory enviranment as it cxists today does not provide the necessary assurance of
realization of future revenues to justify the standards in this Statement,

Iu his opinion, (e ereation of an asset by a regulator requires, ar b minmum,
an sxclutive franchise to deliver poods and services for which demand 1: insensi-
tive (o 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
Jong-lived assets requires assurance thar the reguiatory environment will remain
unchanged for long periods, The nature of assets created by a regulator {future
amounts receivable from customers) winld appear to requlre assurance that the
customers will exist, the gopds and services will he deliverad ro fmaromers, and
the customers will pay the decraed ratas, Mr. Block does not believe thar rate reg-
ulaors ean provide such assurances in the industries to which thie Searement is
likely 10 be applied. Because of those beliefs, Mr, Block concludes thar the rate-
making process should have no pearing on prnciples for cost capitalizadon and
loe¢ tesngnition, These principles should be the same for rate-regulated
entarprises as they ars for unregulaved enterprises.

Me. Block furthar believzs that the assets created by repulation under thls
Statement are mersly future accounts receivable for furare sales. While he is
apposed 10 recognizing such receivables, be notes that APB Opinion No. 21,
Interest on Receivables and Payables, requires discounung of lomg-term regeiv-
aples on which there 1s no siared interest rate or the stated race is unressonable,
Thus, in his view, if such receivables are 1o be recognized, discounting at rmarket
rates of rerurh should be required.

Mr. Kirk dissents o the issuafce of this Statement because he believes the
immediate increasss in income resulting from the capitalization of costs impured
for equity funds wsed during construstion (paragrapk 15) and intercompany
profit (peragraphs 16 and 17) are not valid reflections of the economirs of mte
regulation o in accordence with other generally accepred aceaunting pringiples,
Unlike other allowable ensts, imputed costs have not been incurred_ In Mr Kirk’s
apinion, even if capliaiization is deemed appropriate far financial reporting pur-
posas, incpme should not be recopmized. The income relsted (o allowahle but
impuied cosis should be récagnized when the rares covering the costs sy charged
to customers, not bifora.

Mr. Sprouse dissenta primarily becaus® he does not agree with the thrus of
paragraph 11 related 10 liabilities. He aprees thai a regelator can Impos: a labil-
ity on a regulated enterprise by requiring the znrerprise to make refunds o jis
cugtomers (paragraph 11{a)). In his apinion, however, “refunds” invoise reduc-
lions in existing assers—eithéar cith settlements or lump-sam deductions from
the amounty due from ¢ustomers. Reductions in future cares do not “refund"
anything and, therefore, do oot create a lability. Indeed, reductions @ furure

018
Exhibir No. -
Olympic Pipe Linc Co.
Page 16 of 46



07/08/2002

17:20 FAX 425 4537350

PERKINS COIE_BELILEVIUE

07/08/2002 MON 13:21 FAX

rares dn nol obligate a regulated anerprise KO (ransier assets or us them in any
way thar would not be required 1 the absence of those reducrions. OF course, a
sufficiently severe reduerion in future rales might trigger the need ta recognize
impairment of pseets. -

In Mr. Sprouse’s view, paragraph 11(b} tends io confuse the vsc ol & forrmula
that a ragulator might properiy use Lo 3et reasonably stable rates with real, often
sporadic, EcOnOMmic EVenLs, the eftects of which should be recognized in finargial
statements if and when they hava actually oecurred, In getting rares, a reguiator
may include a “provision for poninsurznes" among the aliowable cogts, but that
does nal ereate A present obligation 1o repair unusual storm damape thet hat not
yer gegurred (paragraphe 11¢h), 1R, and 39). If over & perind of time the amounts
of uninsitred losses are sufficiely less than the “provisions for noninsuralice”
included in allowable costs, the regulator may reduce or eliminare fulurs allowéd
aravisions and reduce rates accordingly. As explained in the previous paragraph,
however, possibie future rawe reductions do 1ot creafe 2 linbility. The possibility
thar sometime In the Future the regulator might require eash refonds e eos-
tomers 1o reduce or ¢liminare the cumulative “provision for noninsuranca™ s
{0a rcmots 1o ke recogrized as a Bability.

Similarly, in a formula desitned to mainain reasonably stable rates, a requla-
tory apency may wish 1o spread a gain on early extinguishment of debl over some
arbirrary period, but that does not eveale a present abligation far the regulated
enterprise 1o transfar atsets of 10 vse them in any way that would not be required
in the 2bsence of such a gain (paragraphs 11{c) and 35-37).

M. Sprouse does agree that, to Lthe eatent that there is adequate evidenct that
th raies set by a regularor will canse & specific cost or other amount ta be rosov-
gred through future ineremental revenues, the regulated enterprise has an a8l
or asser ephancsment (2 guasi-reccivable) that i properly measured by that
incuzrad cost or other amount. Accordingly, he agrees that those circumstaness
way call for capitalizing (a) unusunl starm Josses, property abandonments, plant
conversions, and similar costs that have occurred {paragraph 9); (b) an impuored
cost of eauity funds (paragraph 15); and (c) intereompany profics inéluded in
transfer prices ro afflliates (paragraphs 16 and 17).

Messcs. Kirk and Sprouse-also dissent because they believe the amendrnent 16

APB Opinion 30 in puragraph 19 of this Statement that suggests that refunds be .

reportad in income net of taxes but Aot as extraordinary items is unrclatéd 10 the
economics of rate regulation and therefore inappropriate. They sse ng reason
why a potentially recurring charge to income should be singled out from all other
recurting or even unusual jems for this special treatment.

10
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Appendix A

AMENDMENTS TO EXISTING PRON OUNCEMENTS

25 This Starenient supersades the Addenduom, Accounting Principles for Regu-
lared Industries, to APB Opinion 2.

26. Paragraph 7 provides for this Statement to be applied by enterprisas that are
snbject 10 i insead of conflicting provisions of other authoritative Pronounces
ments. The Board sees no need for references 10 this Statement in either existing
pranouncements gr fiture authoritetive pronouncements. That ronclusion
requires Lhe following amendments £ ex|{sting pronouncemaents:

2

b,
&

R

ARB No. 44 (Revised), Derlining-Balance Depreciation, as amended by
AFR Opinion Na. 6, Status of Accouniing Research Bulletins, T-lete para-
graphs A and 9.

ARE 51. Delete the last sentenee of paragraph 6.

APB Opinion No. 1, New Depreciation Guidelines ond Rujes, Tizlete para-
graph 7. :

APE Opinion No. 2, Accounting for the “Investment Credit,™ Delete para-
graph 17. :

APB Opinion 11_ In the second sentence af paragraph 6, delete the words
u(4) to regulated industries In those cifcumsiances where the standards
described in the Addendum (which remains in effect) to APB Oplnlon No.
2 are met and ()"

APB Opinion Ne. 16, Businets Combinations. Dclete paragrarh 6.

APB Opinion No, 17, Iatangible Asceis, Delete paragraph 7.

APR Opinion 20. Delete the last two sertences of paragraph 3.

APB Opinion No. 23, Accounting for Income Thxes—Spetial Areas.
Delete paragraph 4.

APB Oninion No. 24, Accounting for Incomne Texes. Delete paragraph 3.
APR Opinien. No. 26, Early Extinguichmenr of Debr. Delete 1he last sen-
tence of paragraph 2.

APE Opinion No. 29, Accounting for Nonmonetary Tronsoctions. ln the
first szatenee followlng subparagraph 4(d), delete the words "“applies o
regulated companies In accordance with the Addendum te APB Opouon
No. 2, Accounting for the Invesrment Credir, 1962 and It.”

FASE Statament No, 2, Aecounting for Rasearch and Devefoprent Costs.
Delete paragraph 14 .

13
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FASH Statament Mo_d, Reporring; Gains grd Losses from Extinpuishment
of Debr, Delete paragraph 7.

TASE Staternent 5. Dalere paragraph 13.

FASRB Statement No. 7, Accounting and Reporting by Deve!opmem Srage
Enterprises. Delets the secomd aentence of paragraph 3.

FASE Statemen: 13. Delete paragraph 2.

EASE Stawemens No. 15, Accouniing by Debiwors and Crediters jfor

Troubled Debt Restructurings. Delete paragraph 9.

FASE Statement No. 16, Prior Period Adjustmenis. Delete paragraph 9.
FASE Statement No. 18, Financial Ascouniing and Reporting by Oil and
as Progucing Companies, Dolete paragraph 9.

EASP Statement No., 22, Changes in the Provisions of Lease Apreememnts
Resulting from Refundings of Tox-Exempt Debl. Delete paragraph 1.
FASB Starement 34. Delere paragraph 5.

TASH Starsment No. 43, Accounting for Compensated Absenees. Delole
parzgraph 3,

FASE Statememt Mo. 49, Aeeounting Jor Progduct Financing Arrange-
mrients. Delete paragraph 7.

FASE Statement Mo, 51, Financial Reporting by Cabie Television Compa-
ntfes, Delete puragraph 2.

FASB Interpretation No. 12, Aerouncing for Ineome Taxes in Interim
Periods. Delete paragraph 4.

FASE Interpretation No. 22, Applicabifity of Indzfinite Reversal Criteria
ta Timing Differences. Delttc paragraph B.

FASH Interpretation Mo. 25, Accounting for an Unused Invesimertt Tex
Credit. Delete paragraph 9.
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Appendix B

APPLICATION OF GENERAL STANDARDS TO SPECIFIC SITUATIONE
27 This appendix provides guidance for application of this Statement td SoTE
specific situations. The guidance does not address all possible appliealions of
this Statement. All of the examples assumc that the enterprise meets the criteria
in paragraph 5 of this Stalement; thus, recovery of any cost is probable if that
cost is designated for futvre recovery by the regulator. The examples alse aasume
that the items addressed are material. The provisions of this Statement 0 aad mQL
be applied 1o immaterizl iterms.

28, Speelfic sitnations discugsed in this appendix are:

Puragraph

/ iumbers

lniangible assets 2030
Accounting changes 3==32
Recovery of cogts withour return an investent 33—34
Early extinguichment of debt 3537
Accounting for contingenries 38—39
Accountng for leases d0—43
Revenue sallected subject 1o refund BidlS
Refunds to customers : 46—A47
Accounting for compensated abschces 48—49

Intangible Acxeis

29. Opinion 17 requires that the cost of an imangible asset acquired al:er Oeto-
ber 30, 1970 be amortized over the shorter of it sgtimated usefnl life or 40 years.
That Opinion also requires 1hat @ company continually evaluare the period of
amortizatlon to determine whether later events and circumstances warrant a
revised estimate of the useful life and whether the unamortized cost thould be
reduced significantly by a charge to income. For rate-making purposes, a regula-
tor may permit an cuierprise 10 AMOrTize purchased goodwill over a specified
period. In other cases, a regulator may direct an enterprise nol 1o amori2e
goodwill acquired n a business combinartion after Derober 30, 1970 ur Lo write
off thar goodwill.

13
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30, If the regulator permits the poodwill 10 be amortizad over a spe:i_ﬁc Time
period as an allowable cost for rare-making purposes, the regulator’s action pro-
vides reasooable pesuranee of the existence of ai asset {paragraph 9). The
goodwill wonld then be amortized for finaneial reportng purposes over the
period during which it will be allowed for rate-making putposes. [{ the regularor
caciudes emertization of goodwill from allpwable costs for ratc-making jur-
puses, gither by not permitting amertratlon or by directing the Entufpl.'l.!u 10
write off the goodwill, the value of the gaadwill may he tedncad or ellmmu_'r.ad
(paragraph 10). If theré is no indication that the amortization will be alln?red na
subscqlient period, the gondwill would be amortized for financial reporting pur-
poses and continually evaluated 1o dotermine whether the unamettized cost
chould be reduced sigeificandy Ly a charge 1o ingwoe jo accordagee with Opin-
ion 17, :

Accounting Changes

31, Oplnion 20 defines various typss of accounting changes and estahlisiies
guidelines for reporting each type. Other authoriiative pronouncemenis §pecify
the manner of reporting inidjal application of those pronouncements.

42_ I a regulated enlerprise changes accounting methods and the change does
nat affact costs that are allowable for rate-making purposes, the ragulaed
enterprise would apply the change ia the same manner 3 would an unregulyied
enterprise. Capitalization of leases with no income statement effeel (paragraphs
A0-43) iz an axamyle of thar type of change. if 2 tegulated entarprise changes
aecounting metheds and the change affects allowable costs for rate-making pur-
poses, the chanpge generally would be implemented in the way thar it is imple-
mented for regularory purposcs. A change in the method of aceountng for
research and development gosus, either from a policy of eapitalization and arnor-
tizatipn 1O one of charging those costs 10 expensa as ineurred or vice versa, it an
example of thar rype of change,

Recovery of Cogts withool Returm on Invesiment

33. In somne cases, a regulator may approve rates that are intended 10 recove:” an
incurred cost over an extended period without a requrn on the unrecovered (0sT
during the recovery period.

34, The regulator’ action provides reasonable assurance of the existenes of an

azseet (paragraph 9). Accordingly, the repulated enterprise would sapitalize the
eost and amortize it over the period during which it will be allowed for rate-

16
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making purposes. That cost would aot be recorded at discounted presen: value.
If the amounts are material, the disclosures specified in paragraph 20 of this
Sratenent would be furnished.

Eanly Extingoishment of Debt

15. Opinioa 26 requires recognition in income of a gain or loss on an carly &xtin-
guishment of debt in the perlod in which the debt is extinguished. Far rate-
making purposes, the difference berween the enterprise’s net carrying arcqunt of
the extinguished debt and the reagquisition price may be amorizzed as an adjust-
meht of intgiest capense over somoc future period.

36. If the deht is reacquired for an amount in excess of the enterprise’s ot CAITY-
ing amount, the rogulator’s decision to increase future rates by amortifing the
difieranee for rate-making purposes provides reasnneble assuranes of the exis-
tence of an asset (paragraph 9), Accardingly, the regulared enterprise would cap-
jtakize the cxeess cost and amertize it over the period during which i+ will be
allowed for rate-making purpases,

37. If the debt is reacquired for an amount that is iess than the enterrise’s net
carrying amount, the regulator’s decision o reduce Future rates by amortizing
the difference for mate-making purposes imposes @ Liabilry on the regulated
enterprise (paragraph 11(c)). Accordingly, the enterprise would reeord the dif-
farence a5 a liability and amortize it avar the period during which permuted rates
will be reduced.

Accouniing for Conlingencies

1E. Statement 5 spegifies criteria for recording estimared losses from 19ss con-
lingencles. A repularar may direet a regulated enterprise to include ar amount
for a contingency in allowable costs for rate-making purpeses even thaugh the
amounr doas not meet the criterla of Statement 5 for recording. For example, a
ragulatar may direct 2 Tegilated enterprise to include an amount for repairs of
expected future uninsured atorm damage.

30. 1f the regulator requires the snterprise to remain accountabl: for any
amounts charged pursuant to sueh rates and not yet expended for the intended
purpose, the resulting increased tharpes to customers creake 2 Iiability (para-
graph 11(b)). If a cost o repair storm damage is not subssquently incu rred, the
incremssd charges will have 1o be refunded to customers through future rate
reductions. Accordingly, the regulated enterprise would recognize ihe amaunts

17
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charged pursuant to such rates as liabilities rather than a5 revenues. Ifacost lo
repair storm darnage Is subsequently incurred, the enterprise would charge 111."
cost 10 axpense and reduce the liabiliries at that time by recognizing imcome in
amounts equal to the ¢ast-

Acconnting for Leases

40. Statement 13, ag amended, specifics eriteria for classification of leases and
the method of accounting For eack type of l=ase_ For rate-making purposes, a
lease may be treated as an operating lease even though the lease would be elassi-
fied as a capital lzase under the criteria af Statement 13, In effact, the amount of
the keass gayment is ingluded in allowable costs as renral cxpense in the perind it
COVETS,

41. For financial reporting purposes, the classlfleation of the leass iz oot
affacted by the regulator's actions. The regulator cannet ¢liminare an obligation
that was not imposed by the regulator (paragraph 12). Also, by including the
legse payments as allowable costs, the regulator sets rates that will provide 1eve-
nue approximately equal to the combined amount of the capitalized lcased nrsst
and inter=st on the Jeage obligation over the tarm of the Jease and, thus, provides

< raasonable assurancs of the exisrence af an asset (paragraph 9). Aceondingly,
regulatzd cntcrprises would classify leases in accordance with Siatement 13 as
amendad.

42. The nature of the expense elements related 10 2 caplralized lease (amornzas
tign of the leased asset and interest on the lease obllgation) is not changed by the
regulator's action; however, the ming of expenss revopnition related to the lease
would be modified to conform 1o the rate treatment. Thug, amortization of’ the
leased asser waould be modificd so that tha toral of intersst on [he lease obligntion
and amortization of the leased asget would equal the rental expense that 'was
allowedd for rare-making purposes,

43, The Baerd notes that gensrally accepted accountlng principles do not
require interes: eXpense or amortization of leasad aesats 1o be classifisd a5 sepa-
rate items jn an ineome statement For example, the amounts of amortization of
capitalized leassd nuclear fuel and interest on the relarad lease obligation could
be combined with othear costs and displayed as “fuel cost.” However, the disclo-
sure of 1otal interest sost incwrred, required by Statement 24, would include the
iniergst on that leasz obllparion; and the disclosure of tha zptal amorcizalion

charge, requircd by Sratement 13, would include amortization of that leased
assel,

18
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Revenne Collected Subject to Refund

44, In some casss, a regulated enlerprise is permirted to bill reguested rate
increpses before the regulator has ruled on the request. .

45, When the revenue ja ariginally recorded, the criteria in paragraph & of State-
ment 5 would determine whether a provision for estimated refunds shauld be
acrrned as a Joss contingency. That provision would be adjusted subsrquently if
the estimate of the refund changes (paragraph 11(a)). '8

Refunds o Cottoners

46. Sracement 16 Ilmits prier period adjustments (other vhan those that result
from rcporting accounting changes) to correctlons of errofs, adjustments that
rasult from realization of neame rax banafits of preacquisirion operating 1oss
earryforwards of purchased subsidiaries, and adiusiments relaterd to prior
interim perinds of the surrent liscal year. .

47, In accordance with Staternent 16, sttimaated refunds chat were fot previously
acerued would be charged 1o income in the first period in which théy mect the
criteria for accrual (paregraph 8 of Statement ). 1f the amounts are material, the
disclosures specified in parsgraph 19 of this Statement would be furnished.

Accounting for Compensated Absences

48. Siatement 43 specifiex criteria for agerual of a llabllity for employees® com-
pensation for furure absences, For rate-making purposes, compensarion for
employees’ absances may be included in allowable costs when the compensation
is paid.

4%, The liability. if any, would be accyoed in accordance with Sutement 43
because rate actions of the regularor cannot eliminate oblipations that were not

18R evenunr collecied subject to rafund is similar 10 sales with warranty obligationy. Paragraph
25 of Statemem 4 states that “ioability b make a reasonable estimale of the amount of a wer-
ranty ohligation a1 the time of sale bermyse of significan uncamatimy about possitle clans . - .
preeindes secrusl wnd, if the range of poasible Joss is wide, may Taisq 8 quegion abour whether a
gal® should be recorded. . . " Samalarly. if the range of possble refund is wide and the amaunt
of the refund eanng be reasonably estimated, there may be & question abour wh2ther it would
b misleading 10 recognl2e the provisional revenue increase it income.

19
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imposed b:'r"thz regulator (paragraph 12). By including the accried compens:-
tion in future allowable costs on an as-paid basis, the regulator provides reason-

able agsurance of Lthe sxistence of an asser. The asset is the probable future beac-

fit (increased revenue) that will result from thé regulatory treatment of the
subsequent peyment of the liahllity (paragraph 9). Accordingly, the anrerpris:
also would record the asset thee resules from the regulator’s actions.

20
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Appendix C
RBASIS FOR CONCLUSIONS
Introduction

50. This appendiz discusses factors desmed significant by members of the Roard
In reaching the conclusions in this Statement. I includes descripdons of the vari-
ous aliernatives considersd and the Board’s reasons for accepting some and
rejecting others, Individual Board members gave greater weight to some factors
tham to others. -

Relationzhip of Regulatory-Prescribed Accounting to Generally Aceepted
Accomnding Principles :

51, The FASE Discussion Memorandom, Effeer of Rare Regulation on
Accounting for Regulated Enterprises, presented a threshold igswe: “5hould
aceolunting prescribed by regulatary anthorities be considered in and of L
generally accepted for purposes of financlal reporting by rare-regulated
enterprises?"

53, Virtually all respondents to the Discussion Memorandum indicated that
aceounting prescribed by regulatory authoritles should not be considered in and
of itself generally accepted for purposes of financlal reporting by rate-reaulared
snterprises. Reepandents noted that the fimetion of accounting i 1o report
economic conditions and events, Unless ap accounting order indicates the way a
cost will be handled for rare-making purpeses, ft causes no economic effetts that
would justify deviation from the generally accepted accounting pringiples appli-
cable to business enterprises in general. The mere itsuanes of an accounting
order not tied to rare treatment dees not change an enterprises econpmic
resourees of obligalions. In other words, the economic effert of repulatory
derisions—not the mere exisience of regulation—is the pervasive faccor that
determines the application of generally ascepted accoumting prnciples.

£3. Respondents also noted that regulatory-prescribed accounting hag hot been
cangidered generally accepted per se in the past.

54, The Board concluded thar regulatorysprascribed aceounting should nor be
vomsidered penerally accepted per se, bat rarher that the Board should ipecify

how generally accepied accounting principlss apply in the repulatory cnviron-
HEMt-

23



07/08/2002

17:23 FAX 425 4537350 PERKINS COIE BELLEVUE

07/08/2002 MON 13:24 FA%

42 Gome reapondents 1o the FASE Exposure Draft, Accounting for the Effac:s
of Regulation of an Enterprize’s Prices Based on Its Casts, suggested that he
Board clarify the relationship of this Staement 1o an enterprise’s regulaiory
accounling and 1o regulators’ actions. This Siatement does not address on
cnlerprise’s regulatory accourling. Regulators may require regulated enterpris®s
1o mainain their eccounts in 2 form that pernﬁts the regulator to ohixn The
information needed far regulatory purposes, This Statemeént neither limits a reg-
ulatgr's actions nor endorses thes. Regulators® actions are based on nrany coo-
siderarions. Accounting addresses the effects of thosze actions. This Starement
merely specifies how the effects of different typaa of rate actions are reporter. in
general-purpase financial statements.

¥ronomic Effects of Regulation

§&. The second threshold issue in the Discyssion Memoranduin Wag: “Does rate
regulation introdu¢e an econoraic dimensicn in gome circumstances that shonld
affect the applicalion of generally accepred assaunting principles 10 Iate-
regulated enterprises?”

57, Mott respondents to the Discussion Memorandum indl=ated that rate regas
lation does introduce such an ecomomic dimension ip some circumstances,
Respondenis cited the cause-and-effect relationship of costs and revenues as the
prineipal economic effact of regulation thar affects accountng for vepulared
enterpriges. They noted that cost might be one factor used by unreguliied
entarprises o establish prices, but it would often not be the most imparant fae-
tot. Usually, prices arg limited by the market, An unregulated enterprise might
desire 1o price its goods ar acevices au & level that would recover all costs and a
reasonable profit; however, the market might nol permit that price.
Ahernatively, an unregulated enterprise might be able to Inerease its prices imd
its profic if competition does not limit its prices. In either case, vosL often 15 not
the principal dererminant of prices. In contrast, for an enterprise with prices reg-
ulated oa the basls of jts costs, allowable cogrs are the principal factor (hat
influcnces its pricss.

52 The economis offec! cited by most respondents is the ability of a regulmory
action Lo create a future economic benefit—the essence of an aseet. For exarple,
consider a regulated snterprise that mcurs cosls Lo repair damage eaused by a
major starm. If the regularor approves recovery of the costs through rales uver

" some future perlod or is 2xpeeted to do so, the rate action of the regulator creares

a new assel that of fsers the reduction in the damaged asset. The enterprise has
probable future economic benefits—the additional revenue that will result Trom

24
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ineluding the cost in allswable costs for rite-making purposes. The futurs bane-
fits are obtained or comirolled by the enterprisa as a result of a pasi evedt—
incurring the cost that results in the rate grder Thus, the criteria of Concepts
Cratement 3 fior An asset sre met. N

59, Mast respondents that opposed special accounting for the offects of regula-
tion cited the need for pomparability between regulated and unrepulared
enterprises. Parsgraph 119 of FASB Concepts Statement No. 2, Qualitative
Charaeteristics af Accounting Infermation, indicates that *. . . the purposs of
comparisan 33 10 detect and explain sunilarities and differences.” The Bourd cop-
cluded that comparability would not be enhenced by Accounting as thongh regus
lation had no eficet. Regularion creates different circumstances that require dif-
ferent accounting.

Seope

€0. The Djscussion Memorandumm distuzsed regulation of various incustries,
and it asked whether 2 Board pronouncament should identify specifie industncs
that arc affected Most respondents indleated that applicability of w1 FASBE
Srarerent oy rate regulaiion should be speeified by clearly describing th: nawure
of tha regulared operarions to which it applies rather than by apremptlng 1o delin-
eate specific indusiries. Some wored that changes in the politcal environment
can cause changes in the nature of regulation. Accordingly, whether an industry
mears the criteria for applicability might changs over time. The Roar: agresd
with those respondents and, accordingly, specified griterla chat focus on the
naturs of ragulation rather than on gpecific industries,

61. This Statement specifies the economic affacts thar resuli from the cause-
amndseffect relationship of costs and revenues in the rate-repplared gnvizonment
and how thosa sffects gre 1o be accounted for. The nature of those effects led o
the criterin for applicability of this Siatement (paragraph 5).

62. The first criterion is the existence of third-party regulation. That criierion is
intended 1o wxclude conrractual arrangements in which the government, or
another party that could be viewed a5 a “regulator,” is a party ro 4 eonuact and
is the enterprise’ principal customer. For example, the normal Medicare and
Medicaid arrangements are excluded from the scope of this Staremen: because
they are concactual-iype arrangements beiween the provider and the govern.
mental agency that is responsible for payment for serviess provided.

63. Some regpondents 1o the Exposurs Draft indicated that cooperative ulilitics
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should be included in the scope of this Statemenl. They observed that wime
cooperative utilities' rates are subject 1o third-party regulation, but others' rares
are s¢i by their own governiog board, The governing board Is elected by the
members of the cooperative, and it has the same guthority as an indepencznt,
third-party regulator. In their view, the difference barween cooperarive utilities
that are subject to third-party reaulation and those that are not does not jusify
different azeounting. The Board pgreed with those respondents, and modified
the first criterion to include enterprises with rates established by chelr own fov-
erning board providing that bowrd is empowered by statute or by contrzct (o
eceablish rates thar bind eusromers.

64, A number of governmental utilicy respondents to the Expasure Draft asked
that governmental utilities be ineluded within the 5cope of this Statement, They
notad that many governmantal utilicies have been guided by the same accounting
practices and standards as investor-owned wtilitles in their peneral-purpose
financial szarements, and they sxprassed the view that users’ emphasis on com-
parahility supports continuation af that practice. In their view, the Board's deei-
sion not to address governmental utilities in this Statement should not preciude
them from applying iz. The Board agreed with those respondents and modified
paragraph 5(a) 50 as 0ot ta precluds application by governmental utilities with
rates set by their own governing hoard.

65. The second eriterion is that the regulated rates are designed to recover the
sperifis enterprise’s costs of providing the regulated sarvices or produets, 1 rates
are pased on Industry cosis or some other measare that is not diregtly ralared to
the specific snterprise's costs, shere s no cause-and-cffect relationship beowecn
the enterprise’s costs and iis revenues. In that ease. costs would not be expucted
70 result in revenues approximately equal to the coses; thus, the basis fur the
accounung specifiad in this Statement is not present under that type of regula-
tion. That criterion is intended to be applied 1o the substance of the reguladon,
rather then its form. If an enterprise's regutated rares are based on thocosts of &
group of companies and the enterprise is 5o large in relation (o the grocp o2’ ¢om-
panies thar [ts costs are, in estance, the group’s costs, the regalation would meet
the second criterion for that enterprise.

56, The last criterion requirss that it be reasonable to assume that rares <et al
lavals thar will recoyvar the anternrise’s costs can be charged to and collected from
customers, Repardless af the actions of the regnlator, 1f the markst for the
enterprise’s regulated services or producis will not supporl a price bascd o cost,
the enterprise’s rages are at least partially conrrolled by the market. In that case,
the cansa-and-affect relationship of costs and revennes that is the basis or the
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aceounting required by this Statement cannot be assumed 1o gxist, and rhis State-
ment would niet apply.

§7. The Roard does not intend the last eritérion AS a requiremem that the
entetprise earn a fair ratuen on shareholders’ invesunent under all conditions; an
cuterprise can earn less than a fair return for many reasons unrelated ry the abil-
ity 10 bill and collect rares that will ecover allowable costs. 17 For exasiple, mild
weather might reduce damand for energy utility services. 1n that case, rates that
were expacted 1o Tecover an enterprise’s allowable gosts might nat do so. The
resulting decreased earnings do 0ol demonsrrate an ingbility 1o charye and col-
leet ratas chat would recover the enterprose’s OSES; rather, they demonstrate the
sncertainty MKArent in estimating weather conaitions.

68. The last criterion also requirés reasonable essurance that tho regulated
environmens and iLs sconomic effects will continue. That reguirsmeny must be
evaluatcd in light of the circumstances. Far exsmple, if the enterprise has an
sxclugive franchise to provide regulated services oF products in an area and com-
petition from ather services ar products is minimal, there is usually a reasonable
expectation that it will continue to meet the other criteria. Exclusive franchises
can be revoked, bul they scldom are. If the enterprise has no exclusr franchise
but has made the very large capital investment requited 1o provide either the reg-
ulated services or products or an acceptable substitute, futire competititn also
may ha unlikely.

65. Some respondents to the Digoussion Memoranéum questioned whether, in
light of recent events, it would gver be reasonable to assume that rates s=t at
levals rhar will racover the enterprise’s CosTs can be charged to and collecred from
customers. They cited recent developments—such ac the use of solar devices as
gleernativas to certain energy wility services, inerensing comperition in the tele-
communications industry, and deregulation of varipus tranupariarion
indusiries—as evidence thar the environment of a regulated emcrprise can
change rapidly. The Board concluded that users of financial statements should
be aware of the possibiliy of rapid, unanticipated changes m an mduiuy, but
accounting should not be based on such pessibilities unless their pccurrence is
contidered probable. Howaver, changes of a leng-tarm namre could madify the
demand for an colcrprise’s regulaicd scrvices sufficienily o affect irs qualifying
under the criterion of subparagraph 5(c).

17 4z indicated in footmais 1, the 1eem allpwable costs is used here to inelude earnings permitied
on shareholders” investment.
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70, The first scops limitation of paragreph 6—excluding accounting for priec
controls impased by governmental astion in times of emergency, high inflation,
or other unusual condifons—was included in the Discvssion Memorandim.,
Price conrrols imposed in periods of unnsual conditions are not expected (o be
applied consigrently aver an extended period. Indeed, thelr duration usually is
limited by statute. In that envicooment, assurance of future benefits canner he
provided by probable furure actions of the price control regularor beeavse 1hat
regularor may Dot exist at 2 given future date,

71. Accounting for contragts in general was also excluded from the scope of the
Discusziop. Memorandum. The sconomie ffacts of cost reimbursement con-
tracts are in some reapects similar to the economic effects of che type of cepilas
rion addressed by this Statement. Howevas, most contracts tend to be relatively
short-tert, wheress regulation of entarprises coversd by this Statement is
expected to continue beyond the fareseeable future, The Board noted that oiher
aurhoritative Kierature addrasses contraet accounting and concluded that it
should exclude the general issue of contract acconnting from the scope of this
Statement.

22 The Discussion Memorandum described rate-making processss in several
industrias and asked whather each process justified the application of this Siate-
ment. As noted in paragraph 60, the Board concluded that applicability of this
Staternent should be spagified by describing the nature of the regulated opera-
tions and the type of rate making to which it applics rather than by attempting to
delinegte specific indnstriss,

73. In view of the nature of comments received, the Board concluded that the
possible application of this Statement 1o the health care industey should b dig
russed. The Board does not intend to preslude application of the provisions of
this Statement 1o the health care industry or to any other industry. Rathey, 2ppli-
cation of Lhis $1alement is limited to regulated operations that meest the specified
criteria far applicadon.

74. In general, rates for services in the health care industry are not vegultad
based on the ptoviders costs. The federal Medicars and Medicaid programs
usually are mpplied throogh a contractual-type arfangement (paragraph &2).
Some states are applying comprehensive, prospective raré making to health care
praviders. n some cases, the rates set by state regulatory agencies are accopied
for Medicare and Medieaid reimbursement purposes. There s some disagree-
ment about the sxtent i which such races are hased on 2 ptovider's costs. If ragu.
[reory agencics in those fates bage rates on the provider's cosis and adop & per-
manent sysiem of regulation, health care providers in those jurisdictions could
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be subjest 1o the previsions of this Staement. Howaver, the crterion in suppard-
eraph 5(¢) also would have 1o be considered to determine whether the Statement -
applies 1o {he enrerprise.

General Standards of Accounting for (e Effesta of Regulalion

5. The Board concluded that, for general-purpose financial reperong, the
principal economic effeet of the regulatory process is to provide assurance: of the
existence of an asset or evidence of the diminution or eliminadon of the rezov-
erability of zn asser. The regulator’s rate actions affect the regulated entorpriae's
probable future hencfits or lack thereof. “Thus, an enterprise should sapitalize a
eost if it is probable that future revenue approximarely equal 1o the cost will
resull through the raie-makiIng process.

26. A pumber of respondents 1o the Exposure Drafi asked for clarifiestion of
the wypet of costs addressed by paragraph 9. Those respondents expressed the
view that tangible assets should be capitalized pased oo the criteria used by un-
regulated companics; paragraph 9 ghould be limited 1o ether assets. Paragraph 9
was intended to address only accounting for costs that would be charged to
expense by an unregulated enterpose, and the Board modified the paragraph to
so indicate.

7. The regulatory process, as usually practiced, has 1wo aspects. Faura, elther
historical or projected est peried costs are nsed to compute the revenues necas-
gary to provide for slmilar costs during the period in which the rates will be in
force. Second, test period costs are adjnsted ro provide for recovery or Lo pre-
vent recovery of costs thal are considersd unnsual or unpredictable. 1f unusual
or unpredictable gosts are not providéd for in advance, they may B recovered
gfter their incurrence through increased rates provided for that purpose. In some .
cases, rate orders do hot specify whether costs are (a) included as adimal 1est
period costs, used O compute rates that are intended 10 provide fin similar
future costs, ar (b) incurred costs designated for specific recovery, The Board
coneluded that costs should be capitalized only if the fururs revenue is expected
1o be provided to permit recovery of the previously incurred cost rather than
metely to provide for recovety of higher levels of similar future coStS.

78, TF sares are designed to be adjusted auromatically for changes in cperadng
expenses (8.g., costs of purchased fusl), the regulator’s intent could be sther to
 permit recovery of the incurred cost or merely to provide for recovery of similar
furure-costs. Normal operating expenses such as fuel costs usuelly are provided
for jo current rares, In that case, the presumption is that the rate increase iz
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intended to permic recovety of similar future cosis, That presumption, which
would preclude capiraliving the incurred cost, can be overcome only if it is «lear
that the repulator’s intent §§ to provide recovery of the mowrred cost.

79, Rare acdons of a rspulator ¢an also impose a liability on 2 regulnted

enterprise in the following ways:

a. A regulator can order a regulated enterprise 1o refund previously collesred
revenues.

b. A regulator cim provide rates intended to recover costs that are expected Lo
bs tncuerred in the foture. Paragraphs 38 and 39 illustrate thet possibility:
The resulting inereased charges to customers are Habilities and not revenues
for the cnterprisa—the enterprise undertakes to provide the servicer for
which the increased eharges were collecied, and it i& obligated to return
those increased charges if the furitre enst does nat oceur. The obligation will
be fulfilicd elther by refunding the increased charges throngh future rate
reductions or by paying the futare costs with no corresponding effect on
future rates. The resulting increasss in charges to customers are unearaed
revepues unil they are carned by their use for the intefided purpose.

s For rate-making purposss, a regulator can recognize a gain or other recucs
tion of sverall dlloweble costs over e period of time. Paragraphs 15-37 illus-
trate chat possibility. By that action, tha repulator obligares the snterprise
give the pain or other reducrion of overgll allowable costs to custome: by
reducing fulnre rates. Accordingly, the amount of the gain or cost reduction
iz the approprints measure of the obligation.

80. A number of raspondents to the Expasure Dreft asked the Roard to clarify
whether paragraph 11{8), discussed in paragraph 79(h) above, was intended 10
apply to costs such me nuclear plant decommissioning costs, Décommissionmg
cosls arc incurred coses in the Gurrent accounting framewerk, Thow ¢osts and
the related Bakilities are iImposed by regelation or statate, similar to the liahility
to restore the land after sitlp wanimg, disenseed in paragraph 142 of Cono-prs
Statement 3. Acgordingly, paragraph 11(b} does not address those costs.

Specific Standards Derived from the General Standards

§1. The specific standards derived from the general standards deal with recogni-
tiom, as agsers and increases in net income, of allowable costs that are not neually
accepted as incurrad eosts in the present accounting framework. For the reds0ns
expleined below, the Board coneluded that recognition is appropriate for Lhose
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allowabie costs. However, the Board does not intend them to be used as ;. iidance
for other applications of the general standards in paragraphs 9-12.

Allgwanee [or Funds Used during Construction

82. Most respondents to the Discussion Memorandum supported the present
practices of publie utilities in accounting for the allowance for funds used during
consrrmction. They notad that the cwrret meomé SIAISMEN display raflzcts the
regulatory process used In determining the amouat to be capitabized and, thus,
aids the nser in understanding the regulatory environment. They cited the regula-
tor's dererminadion of the “cost” of equily capital as a basis for accepting thal
amount 15 a cost, ied chey nuied that sy ulatel eote prises der 1ot hasos & shi-
lar basic. They alse noted that most utilities have an obligation 10 construct the
facilities necessary to provide regulated gerviees. Thus, there is no oprinn of not
obtaining the requiréd fands or using accumulated funds o retire debt matend of
investing in construction, and there is no available “avoidable cost™ to wwe as the
oeasure of the esst of the funds used.

£3. Respondents wha opposed present practices of accounting for the ullowance
for fumds used during construction indicated that the cost of equity funds should
be excluded from thar allowance, Those respondents cited paragrazh 48 of
Starement 34, which states that . . . récognition of the cost of equiry capital
does not conform to the presant accounting framework.” However, the argus
ments presented by those respondents supporied capitalization of inerest in
accordance with Sigtemem 34, Capitailzation of incerest in accordunce with
Statement 34 would be based en actval interest rates on ouzstanding rebt and
limited to the total amount of interest cost incurred during the period, Io most
cases, the sffect on nel inenme would be similar Lo capitalizing an allowsnce that
included 8 cost of equiry funds.

24. Some Board members believe thas the allowances far funds used during eon-
struction, computed under current utilicy practices, are appropriate measures of
the costs of financing construction and that the regulacors’ actions provide roa-
sonAble assurancc of the existence of aszets thar should be meagured by the
amoynt on which mmres will be based. Orher Board members belleve that thoss
Amounts are acceplabls substituies for the amount of interest that weuld be capi-
1alized In accordance with Statement 34 and that, absent a change in 1 cgulatery
practiess, the cost of a change in those accounting pragtices would exceed any
perceived benefits. The Board concluded that the amounts capitalized for rate-
making purposes also should be capitalized for financlal reporting purposes.

k]|
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Inwercompany Profil

¥5. Most respondents tq the Discwssion Memorandum indjeared that enterprises
should not eliminate intercompany profits on sales 1o regulated affillares if it iy
probakle that, through the rate-makiog process, futurc revennes in amouncs
appraximately equal to the intercompany rransfer price will be provided. That
revenue would result from inclusion of the jntercompany profits m the amount
used by the regulacor as allpwable cost for purposes of depreclarion and return
on jnvestment. They notad that an enterprise doss not recopnize profils oo eales
to unregulated affiliates becanse the profits are not validated by transactions
with putside parties. According to those respondents, however, an enterpride
should recosnlze profiys on sakss o A repulated affiliate to the extent that the
profits are ipeinded in allowable costs in the rate-making prosees becanse the
profits are validated by the rate actions of the regulator. The regulztor’s aceept .
ange af the transfer price provides evidence of recoverabilicy. For rate-making
purposes, the intercompany profits will be inchided in the depreciation osed as
an wllowanle cost, and the undepreciated amount will be ineluded in the inves! -
menr on which a return iz provided as an allowable gnst. Those respobdents
noted that ARB 51 did not require elimination of Intercompany profits on sales
to regulated affiliates.

86. The Board concluded that interenmpany profite ob sales of aggete ro repu-
lated affiliares should not be eliminared in consolidated financial statements if
the [ransfer pries is reasonable and it is probable that, theough the racte-making
process, fatare revenue approximatgly equal to the rransfer prise will resule fro:m
the regulated affiliate’s use of those assets, In view of existiog regulatory prac-
ticzs, the Board further congluded that the iransfer price usnally should be con-
midered reasonable if the price 15 accepted or oot challenged by the repulator thar
governs the regulated affiliace, Otherwise, reasonableneas thomld be considerc.)
in lght of the circumstances. For example, regsonableness might be judged by
the tetarn QY invesiment garnéd by the manufacturing or construction opera.
tions or by & compardson of the transfer prices with prices available from other
SOUTEs, -

Qther Specific Standards
Ascounting for lucoue Taxcs
87. 1o the past, enterprises penerally have not provided for deferred insome

raxes if regulated rates 10 customers were based on taxes currently payabie, Most
respondents to the Discussion Memorandum, supported that practice bassd on

n.
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the rarionale of Opinion 11, Opinien 11 indicates that deferred taxes are the
result of comprehensive mterperind allocation of jncome taxes 19 achieve &
proper “matching” of revenues and expenses_ Those respondents indicated that
g provisian for deferred ineome raxes does No achieve a proper “muiching” if
pares 10 customers are based on taxes currently payable. In that gituation, the
income tax expense should be recorded in the future periods in which the taxes
pecome payable and the regulator grants resulting rae incréase. Those respon-
dents also noted that Conceprs Statement 3 coneluded tha: deferred 7axes com-
puted under the deferred method that s prescribed by Opinion 11 do not meet
the definition of a liakility. They expressed the view that the Board should not
roquire uwlilites 10 ¢oMmence 1o epply Opinion 1] when the Bonard may recon-
sider thar Opinian i rhe near foture.

83. Other respondents indizared that deferred Income taxes should 1:= recorded
in a1l cuses. However, If rates charged 1o customers are based on texc. currendy
payeble, the recorded deferred taxes shanld also result in an essel--the fuure
benefit that will resnlt from treatment of the taxes as allowable costs for regula-
tory purposes in the periad i which those taxes become payable.

£9. Some Board members believe that the general standards {paragraphs 5-12)
would require 2 regulated enterprise 1o rweord deferred income taaes, If it is
probabie that income taxes payable in future years because of net revursal of tim-
ing differences will be recovered through rates bascd on (axes payanis at that
time, the enterprise also would record an asset in an amount equal 10 the
deferred ingome taxes. Offsetting those deferred income taxes against the related
gsset normally would not be appropriate because the asset will be realized
throngh collections from customers and the deferred income taXes wil] not Be
pald o the customers, However, the Board cemeluded that any possibile benefits
of commencing ta record deferred income taxes and an offsetting asset at this
time probably would not exceed the cos. Accordingly, if rates are basad on
jncome taxes currently payable and it is probabla that income taxes payable in
future years becausc of net reversal of timing differences will be recoversd
through rares based on income taxes payable at that tune, this Srawment does
not permit deferred income taxss to be computed or recorded in accordance with
Opinion 11, Howsver, it does requira diselosure of the cumulative amount of
timing differences for which deferred ineome TAREs have mot been provided,
Approximate amounts of cumulative timing differencés can be estimated
withow the complex calculations required by Opinien 11, That informacion,
tagether with the disclosures required by Opinion 11, should help uders in esti-
mazing the possible furure income tax and rate effects of those timing dif-
ferences. The Board will reconsider jts conclusions on this marter in 1the course of
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its project on accouaring for income taxes, which was added to the agendz in
January 1982,

90. A number of respondents to the Exposure Draft indicaved that the gdisclo-
sures required by this Statement would be misunderstood by users. In their vivw,
ngers mipht attempt 1o estimate unracorded deferred taxes as a charpe [0 currzor
income. The Board balieves that users will understand the required disclosure: if
affecied companies explain that deferred taxes wre not provided bocause the
method of rate making Assures Future recovery of future axes, The Board
believes that it is important to disclo=s thoss costs which bave 1o be recovered
from furure customers chrough future rates.

Dilicr Specific Accounting Matters
Beeovery of Cost without Returs on Irrvesimeni

91. The Discussion Memorandum asked whether the recovarability criterion lor
capltalization of costs should be based on recovery of cost {which excludes 2
rerurn on equity capital) or on recovery of cost of serviee (which includes a
return om equity capital). In some cages, a regulator may provide rates infanded
to recavar an Incurred eost over an cxtended period without & rezurn on the wre-
eovered cost during the recovery period, That lssue was incended to elicit com-
roents ot whether the capitalized rosts shoyld be earried at the present value of
the amounr to be reeovered in thoss cases. Most respondents interpreted that
i55ue as asking whether any capilalization of costs was justified if the enwerprise
would recover its cost but would not reallze a retwrn on the unrecovered cost
during the recovery period, Thus, many of the responses did not addresy (b
valnation of the resulting assat.

92. The Board concluded thar capiralized costs not related to & tanglble asset
provide a measure of an mrangible asser, Generally accepted accountitg princi
ples do not pecessarily require the carrying amount of an inlangble asset to be io
discounted prasént value, nor do they necessarily require an enterprise (o ¢on-
sider u reiucn on investment When cvaluating possible impairment of an Intan gi-
ble or depreciable asset. Accordingly, the Board concluded that it should not
impose such a requirement on regulatad enterprises.

93, Some respondents to the Exposure Draft indicated that disclosure should be
reguired for capitalized costs that are recovered over an exiended period withkont
i return on investmient during the recovery period. Those respondents indicared
that regulared enterprisas should providae the same types of disclosure for a given
item as unregulaled encerprises do.

EL)
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p4. The situations in question usually result from a problem ehcouater =d by a
regulated enterprise=—an abandoned plant, major storm damage, of & similar
event. For troubled debr restrucruriogs. Which are similar to rhe events in ques-
tion, Statsment 15 requires credivors that agree to forepo interast on outuanding
\nans Lo disclase the amounts of nonearning aseets included in the balan:e sheet.
The Board agreed that regulated enterprises with mapitalized cosTs Lhat ars rerov-
sred over an extended period without a return oo iNVESIMERE during the recgvery
peried should provide similar disclosure and, thus, added the requirernents of
paragraph 20.

Attomting for Leages

95, Statemen 13, as amended, specifies criteria for classification of leases and
the method of ecounsing for each type of lease, For rare-making purposss, a
regulator may include lease payments in allowabls cosls as rental expense sven
thangh the leasc would be classified asa capital legsz under the eriteria of State-
menr 13, The Discussion Memorandum asked for views on the econam iz effects
of that regnlatory treatment and how to account [OF those effects.

9¢. A nomber of respondenls indicated that the classification of a lease is not
affecied by the regulator’s actions. In their view, rate actions of the regulator
eannot eliminate obligations to third parties unless the obligations were created
by the regulater. Also, they observed that, over the term of 8 capital lease, the
aggrepate lease payments are équal 10 aggregate amortization of the leaved assel
and agerepate interest on the lease obligation. Thus, the regulator, by ineluding
the lease payments in allowable coss, establishes the exisence of probable
) furure benefits approximately equal to the combined amount of the capit alized
e leasad msser and interest on the lease obligation over the term of the lease. In their
view, repulared enterprises should classify loases in accordanee with Satement
13 a& amended, The Board agrees with that view.

97, Other respondents indicated that the regulator’s actlon establlshes that thers
is no asset related to the lzase. They mdicated that an income statement display
consisting of amortization and interest would mielead ners if the régulaiory pro-
cess bused rates on rental expense. In their view, regnlated enterpriscs should
classify leases in accordance with their classification for rate-maldng purposes.
The Board conclnded that such a view Focuses on the mechanics of the rate-
making prosess rather than on the economic effects of the process. This State-
ment required thar regulated enterprises account for the economic effects of the
rate-making process; it does not atempt to porttay she mechanics of that pro-
cess in financlal statements.

a3
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98_ The Board eoncluded that the nawre of the expense eiements for a G2 pitals
ized lease (amortizatlon and interest) are not chanped by the regularor’s acrion;
howaver, the timing of expense recognition related to the lease should be modi-
fied vo conform with the rare treatment. Thus, amoribzation of the leased isset
would be modified 20 that the total interest and amortization recognized durng
a period would equal the rental expense inclnded in allowable cost for rate-
making purposes during that period, Although this Stawement requires the
expense elements of a capitalized lease 10 consist of ameortization and interest
rogardless of the regulatory treatment, tha Baard notes that generally accepted
accounting principles do not require inferest expense or amortization expense 10
be shown as such In an income sratemment,

Reveooe Collecied Spbject 1o Refund

99. In some jurisdictions, regulated enterprises are permirted o bill and vollect
requested rata inerezses before the regulator bas ruled on the request.

100. Some respondents opposcd reducing net income by the amount expeciad to
be disallowsd prior to tha final rate goion. In their view, if the enterprise
requests the increase, the inersase must be supported by the evidenge. In that
case, management could not take the position thag seme portion of the reqiiest is
Tikely to be disallowed without providing the regulator & possible basis [or (liyal
lowanes. Other respondents supported application of the loss condngency provi-
sions of Statement 5 to thoss rate inereasas. They indicated that veilitles usually
can predict the ontcome of @ rate hearing by considering recent actions of the
repulatgr. They also indigated thar It is misleading o include in net income reve-
nue that iz expected to be refunded.

101. ‘The Board concluded that regulation does not have a unique ccorlomic
effert that requires special accounting for anricipated refunds of revenue.
Rather, regulation results in a contingency that should be accounted for in accor-
dance with Statement 5, the samec as other contingencies. '

Refandy 1g Costsoers

102. The Dlscussion Memorandum asked whether the effects of rate-niaking
trahsactions applicable to priar periods should be charged 10 incomes in the year
in which they begome estimable, as required by Siatement 16 for other adinst-
ments applicable 10 prioe periods, or aceounted for as prior period adjustrients.

k.
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103, Some respondente opposed applying Statemant 16 to utllity refunds. Meost
of those respondents indicated that Statement 16 is not presently applicd 1o wg-
nificant refunds that could not be estimazed in advance. They indicated that
ingluding refunds io 4 Year other than that fn which the amount refundsd was
included in income misstates both years, becwuse the financial statements would
not accurately reflect parmitted rates of return, trends, ete, They also nored that
currem earnings could be reduced to a level at which exisiing covenants o7 state
regularions governing investments by certain Inszirutional fnvestors could pre-
¢lude necessary financing.

104. Respondents who favered applying Statement 16 1o refunds indicared chat
the regulatory process does not introduce unique scanomic effects (hat warrant
different accounting, In their view, the arguments supporting prior period
adjusuments for regulated enterprises are the same arguments that were made by
unregulated enterprises before Statement 16 was lssued.

105. The Board concluded thai regulation does not have a unique eCoONOMIc
effect that requires specinl accounring for refunds. Rather, regulstion results in
resolution of a previous contingeney that should be accountzd for the sume as
resolotion of contingshieiss by unregulared enterprises. Reconsiderstiom of
Staremeant 16 was not within the scopa of this Stat¢mnesit.

106. The Expesure Draft would have required disclosure of the pro farmun effact
of refunds on net Iacome of &ach period presented, computed as thouph the
refunds were retroactlvely recorded i the prior periads in which the reve:ue was
recoghized. A nummber of respondents objected to that Tequirement on the basis
thar the proposad disclosure indicates a need for restatement.

107. The Board belitvas 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 permirted carn-
ings. Neither prior period adjustment nor gurrent income charga provides all of
the nesded infotpration. The Board concluded that users’ needs could be satis
ficd by disclosure of (a} the effect af the refund on ner income of the currsnt year
snd (b) the years in which the refunded revenue was recognized.

105, In making its dsterminarion, the Board cnnsidered whether the amount
disclosed should be nel of related taxes. APB Qpinion Mo, 30, Reporing the
Resulrs of Operations, prohibits net-of-tax disclosure of unusual or infr squently
accurring items that are not extraordinary items. The Board coneluded that
users would not be confused by a ner-of-tax diselogure of the effect of refunds.

n
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Users understand thar rafundy necur from fime to dme in publie tilities— snd

-they are concerned with tha pet effect rather than the grogs amounts refundead.

Accordingly, the Board concluded that refunds should be disclosed net of their
related tax effects. Based on eomments recelved and irs deliberations, the Boiurd
decided that a narrow amendment of Opinion 30 for utility refunds was justi-
fied. However, the Board% action jis limited to wiility refunds, and it is not
intended 1o otherwise modlfy or question the requiraments of Opnion 30,

Rate Moking Bas=d on a Fair Value Raie Base

109. Some state regulatory commirsions use a “fair value rate base™ for doier-
minipg allowable relurn o mvesed caphal. Nurmadly, those commissions do
NGt permit recovery o/ the fair valne of the enterprise™ assets by meluding deqire-
clation of the fair value in allowable cost: rathes, depreciation is based on hisiorl-
cal cost, Tha Dissussion Memorandum asked whether that procedure provides 4
basis for aceermiing for utilicy plant ar its “fair value" jn fGnaneis) statements
prepared in accordance with generally accepted accounting principles.

110. Virtually all respondents opposed the use of fair value in finaneial suire-
meuts. Respondents indicated that Fair value would present the encerp lie's
assels at an amount in excess of the regoverable amount of those asses. The use
of depreciation based on historical coat for rate-making purposes limits recovery
to that hisiorical cost. Respondents also noted thar the realized rale of return
based on historical ¢ogt )5 nol proportienarely grearer in jurisdictions that hase
rutes on 2 fair value rate base than in other jurisdictions; thus, they guestion
whether there is substance co that special trearment.

111, The Board coneluded rhar if the rerorn on investimant permeitted in a juris-
dictlon Is based on Fair value but recavery of cost is based on hisrorleal enst, the
falr value of 1ho assets should not Be recognized in gencrpl-purpase flnancial
statemedts. The Board did not need to address the accounting impllearions if a
commizsion were to use fair value o determine both recovery af enst and raiyrn
on capital Invested because that practice currently is not used by ragulacors.

Acquitiion Adjustments

113, A number of respondents 1o the Exposute Drall asked the Board to addiesy
accounting for asgquisition adjustments. Those adjustments are the differences
between the amounts paid for an acquited utility and the acquired otitity’s book
value of its agsets and lfabilities. Those respandencs indicated that wtilities do not
have goodwill because a utility cannot realize epcess prafis. Thus, they consid-
ered the example of gaodwill in Appendix B unpecesenry.

33
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113. Opinion 16 describes how the amount paid in A business combination is
allacated to the assets obramed and the Jiabilies assumed. Aeouisition adjusi-
ments are values in excess of book value of identifinble assets obtainerl. valua-
tion adjusiments applicable 1o Labilities assumed, or goodwill or a com bination
of those items. Opinion 16 does not allow angther powibility. The example of
acceuniing for intangibles in Appendix B of this Statement indicates the appro-
priaie accounting for goodwill. Additional guidance should not be need:d about
areonnting for any portions of acquisition adjustments that represent amounts
allacabie 1o identifiable assets or liabilities such as propery and equipment or
incangibles amortizable over specific benefit periods.

Evidenca

114. Several izsues in the Discuasion Memorandum identified rypes of tvidence
that might be availabls before a rate order Is received and asked whether each
wiold provide anfficient assurance to warrant capiralizing easts. A aumber of
reagpondents indieated that judgment ls needed to determine the adequacy of
gvailable evidence. In their view, all of the available evidencs has te bs evalu-
ated, and the resultlng decision cznmor be standardized. Other responden ts indi-
enved thar specific items did or did not provide adequate evidence; however, their
responses appeared o differ based on the regulator invelved and op thelr
Assumplions about other related circuméstdoces,

115. The Board concluded that it should not attempr 1o categorize typ.: of evi-
denes and the relianes rhat should be based on each, Rather, this Siatémoent indi-
cates the degree of assurance refquired, atd judgrnenr mue be axercised to evalu-
ate whether that depree of assurapoe jn present in variows circemstances. In
general, the Board congluded that costs should be capitalized only if (3) it is
probablé that furure Fvebue in af amount At least equal to the cost will result
from inclusion of that eost in allowable costs for rate-making purposes and (b)
the future revenue will be provided 1o permait recovery of the previously incurred
cost cather than to provide fer experted levels of amilar future costs.

EfTective Date and Tranzition

116. This Statcment prescribes the circumstances in which regulation has an
economic effect that affects the application of generally accepted accounting
principles, and it ontlines the accounting that shonld result, Aczounting changes
that result from initlal application of this Siatement will invoive accpundng for
the effects of regulation that have not been accounted for in the past and revising
pravious acconnting that wae not in accordance with the provisions of this Stale-
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ment. Those changes are nol expected 10 c2use changss ib the methods or in the
results of ragulation,

117. The Expesure Draft propased thac the Statemenc he effective for fiscal
years beginning after December 15, 1982, A number of respondents suggasted
that the effective date be delayed 10 provide time for companies to detzrmine
how the Statement would affect them. The Board agrced thal the proposed
effective date could cause some hardship. Accordingly, this Btatemeny is effes-
tlve for fiscal years beginning after December 15, 1981,

118. Implemenration of thie Starement is oot expected to have major affects on
the acconnting of most regulated enterprises. This Statement is considerably
more spaelfic than the Addendum; however, its Lhrust is similar. Accordingly, the
Hnard coneluded that comparability would be best achieved if thiz Stare ment
ware applied retroactively 1o the extent pracricable, The Board did not exiend
that general appreach to application of Statement 16, because Statement 16 loes
not permit retroastive application.

119. A number of respondents to the Exposure Draft urged the Board 1o permit
affected companies to dofor retroactive application of Stacement 13. They nated
thai Starerment 13 did not require retronctive application until the fourth year
after its effuctive dare, and they urged the Board to afford regulated enterprises
the same congideration.

120. Retroactive application. of Statement 13 was delayed to permit affected
enterprises time to work out aay resuiting problems, such as indenture covenant
tastrictions. The Board agreed thac regulated enterprises might have the same
prablems; thus, retroastive application of Statement 13 i5 not required until the
firs: fircal yaar beginning after December 15, 1936, The Board also decided 1har,
pending retroactive application of Statement 13, regulated enterprises should
furnish the same disclosurc as was required of unregulated enterprises under
Statement 13, Rerroactive application of Starement 13 should not affeet 2 regu-
lated enterprisa’s nat income or sharcholders” squity. Thus, only the effcct of
vetraactive applleation on the balance sheet is mguired by Lhis Statement.
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Appendix D

BACKGROUND INFORMATION

121. The Addendum to APB Opinion 2, issued it December 1962, oulined the
general approach that has been used for accomnting by regulated enterprises. On
November 18, 1977, in response to requests from the Acing Chief Acsountant
of the Segurliiss and Exchange Commissian and from e AICPAS Accounting
Srandards Divislon, the FASB iitiated 2 project to consider the effesrs of rate
repulation on accounting for regulared entetprises,
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122 An FASB Discussion Memorandum on rawe regulatgon was issued on

December 31, 1979, The Board received 197 letters of camment in res ponse to
the Discussion Memorandum. In May 1980, the Beoard copducted 5 public
hegring on the issues in the Discussion Memorandum. Twenly-lour individuals
and organizations presented their views at the two-day hearing,

123. An Exposure Draft of a propased Statemant was issued on Merch 4, 1982,
The Board reeeived 172 letters of comment in vesponse to that Exposure Draft.

124, An FASH task force provided counsel in preparing the Dlscussion Memo-
randum and in prepering material for Board consideration durjng the mwrse of
Board deliberarions concarning this Statement. The tazk foree included persons
from the invesument commundty, indusiry, public accounting, acaderae, and
regulatory authonites.
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Description Direct Rebuttal Tesoro wuicC Tosco
Allowed Total Return $13,268 $12 313 $7.080 $4,552 38 797
Income Tax Allowance $7,438 56,864 $2,499 $2.097 3,756
Return & Tax $20,706  §19,177 59,579 $6,649 $12,553
Dperatingt Expenses Less 136,256 133,446 $25,182 $27.513 534,676
Depreciation
Depreciation Expense $2,945 $2,708 $2,875 $2,276 52,945
Amortization of AFUDC $204 3255 5224 $20.9 8165
Amortization of Deferred 1878 $859 50 50 5629
Return

" Total Cost of Service 560,989 $50,535 $37,860 136,519 350,968
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